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Introduction: Whither MMT?
The editors
Copyright: Edward Fullbrook and Jamie Morgan 2019

You may post comments on this paper at
https://rwer.wordpress.com/comments-on-rwer-issue-no-89/

According to its proponents, modern money / monetary theory (MMT) is a new distinctive
theory and policy position. At the same time, MMT recognizes inspirations, antecedents and
fellow-travelers. MMT started to attract attention in the 1990s, notably based on work
emerging from the Levy Economics Institute and the University of Missouri, Kansas City.
However, in the wake of the decade of fiscal austerity following the Global Financial Crisis,
and the apparent exhaustion of standard monetary policy strategies and the ever-increasing
income disparity, interest in MMT has grown beyond academia. One of its main proponents,
Stephanie Kelton, professor of public policy and economics at Stony Brook University, is chief
economic advisor to the high-profile Democrat US presidential candidate (2016 and 2020)
Bernie Sanders. Most recently, Congresswoman Alexandria Ocasio-Cortez invoked MMT as
a possible means to fund the Green New Deal, and she has been an active supporter of MMT
academics via Twitter. MMT has also received growing attention in Europe as a possible
solution to the long running economic dislocations of the Eurozone and the European Union.
As such, a serious engagement with MMT seemed to be a useful contribution to constructive
pluralistic dialogue, ar a i s o nfordhé fotirmale

Little prior knowledge is needed to make sense of the essays that follow, but some brief
scene-setting may be helpful.

I n addition to Stephanie Kelton, MMT&s mai
F. Mitchell, Eric Tymoigne, Dirk Ehnts, Scott T. Fullwiler, Fadel Kaboub, Pavlina R.
Tcherneva, and Warren Mosler.' Amongst its more prominent claimed inspirations and
antecedents are: John Maynard Keynes, Hyman P. Minsky, Michal Kalecki, Wynne Godley,
Georg F. Knapp, A. Mitchell Inness and Abba P. Lerner. Clearly, this list covers major figures
in non-mainstream economics. This positions MMT as occupying territory most prominently
associated with Post Keynesians, but also with some Marxists and original institutionalists.
MMT share their collective interest in the history of money (what money is) and its creation,
capacities and consequences, broadly articulated as a situation of endogenous money and a
monetary economy. L. Randall Wray, for example, is a managing editor of the Journal of Post
Keynesian Economics. However, since MMT places a claim on a legacy and has sought to
articulate its distinctiveness, it has provoked a range of reactions from erstwhile fellow
travelers. Given the credentials of some of the people involved, their opinions represent a
different type of challenge for MMT than the widespread misunderstandings that have
appeared in the press regarding hyperinflation and irresponsible profligate printing of money.

MMT proponents tend to focus on situations where a country has a sovereign currency. This
ilsover ei gnt y ochataeesisticy thatiao undividual country may exhibit in its
institutions to a greater or lesser degree. The government (more accurately the state, which
each successive government expresses) dictates a money of account and denominates its
currency in it and issues that currency. Crucially, the government imposes a critical mass of
fiobl i g@dmetloiny hat must be transacted, disposed or settled) using the currency and

! For indicative references see Ehnts (2017), Kelton (2020), Mitchell and Fazi (2017), Mitchell and
Muysken (2008), Mitchell, Wray, and Watts (2019), Mosler (2013), Wray (2015; 2008).
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then accepts that currency in payment of the imposed obligations. From the point of view of
MMT, the corollary organization of the state framework creates a set of highly significant
capacities and consequences: unlike a household the state cannot run out of money, it can
always meet its own obligations in so far as they are denominated in its own currency and it
does not, therefore, face afi b u dg@n s t msathisnst conventionally understood. It is the
scale and characteristics of the economy, the efficacy of government and the institutional
specificities of the state and its statutes, but not the capacity to finance, which, says MMT,
dictates the current limits.

There is a great deal more that might be said here regarding scope and nuance, but this is a
matter for the essays that follow. At this stage, we need only note that, within MMT the
subsequent issues are;

1 the degree to which the currency is sovereign. (This dependsonthec ur r e placey 6 s

in the hierarchy of the wo r | cdrérncies, and the way exchange rates are set and
the way financial assets, notably treasury securities, are produced and traded.)

1 the degree to which the state can be treated as a single organized and institutionally
integrated form, and

1 the scope provided for creative state financing for fiscal i p o Isipcayc ence, (if)
citizens, state functionaries and market actors grasp that (as MMT sees it) taxation is
not the source of the capacity of government to finance.

It should become clear as one reads the essays that follow, that interlocutors respond to MMT
along several related lines of inquiry:

1 the degree to which MMT can consistently and accurately draw on its inspirations and
antecedents;

1 the degree to which MMT offers an adequate description and explanation of the state
and its monetary economy;

1 the degree to which MMT accurately explains how things could work, if appropriately
configured; and

1 the scope and limit of its application to countries in the world, given that so much
hinges on degrees of fAsovereigntyo.

This collection of essays from leading economists in the MMT debate offers the reader a
range of viewpoints from which to become informed about what is set to be a significant part
of economic policy discussion in the coming years. We thank the contributors for their essays
and for their epistemological goodwill in, at short notice, taking part in this pluralist project.
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Alternative paths to modern money theory
L. Randall Wray [Levy Institute, Bard College, NY, USA]

Copyright: L. Randall Wray 2019
You may post comments on this paper at
https://rwer.wordpress.com/comments-on-rwer-issue-no-89/

In recent months anybody who is anybody has had to weigh in on MMT. From Fed Chairman
Jerome Powell (who admitted he has never read anything on the topic but claimed MMT is
fij ust wrongo), to Carl Il cahn (who phonedo
ent husiastically discuss similarities to

me
hi s

dangerouso) , to Japanébés Finance Minister Taro
dangerous as it wouldiwsakénJlhipaoansisdivandeitgp | dnesa i pl i

behold), to leftist Jerry Epstein ( who cal |l s it an AAmerica

Fi

controlso rather than relying on fimore market

the theory. What all have in common is that what they critique has nothing to do with MMT. |
am not going to devote space to countering their fallacious arguments here, but instead refer
readers to several rejoinders. (Links to the critiques and rejoinders can be found here: Wray
2019a, Wray 2019b, Wray 2019c, Wray 2019d, Wray 2019e, Mitchell 2019a, Mitchell 2019b,
Mitchell 2019c).

What | will do is to first clearly state what MMT is and then outline four paths that lead to
MMT 6 s ¢ o n bistanyslagia, theory and practice.

What is MMT?

MMT provides an analysis of fiscal and monetary policy that is applicable to national
governments with sovereign currencies. We argue that there are four essential requirements
that qualify a national currency as sovereign in the sense in which we use the term:

a) the National government chooses a money of account in which the currency is
denominated,;

b) the National government imposes obligations (taxes, fees, fines, tribute, tithes)
denominated in the chosen money of account;

c) the National government issues a currency denominated in the money of account,
and accepts that currency in payment of the imposed obligations; and

d) if the National government issues other obligations against itself, these are also
denominated in the chosen money of account, and payable in the national
government 8s own currency.

There is a fifth, important, consideration, which concerns the exchange rate regime and
follows from the fourth requirement above. Strictly speaking, if a country adopts a gold
standard or fAdoll arizeso it does not have
has agreed to exchange its currency for gold or dollars at a fixed exchange rate. Its obligation
really is to deliver gold or dollars in payment. On the other hand, a nation with a floating
exchange rate clearly does not commit government to deliver gold or foreign currency at a
fixed exchange rate i so meets our definition of a sovereign currency. Many nations fall
between these two extremes i they issue their own currency but operate with some degree of
exchange rate management. They might also explicity commit themselves to delivering
foreign currency in payment of their own obligations (that is, they issue debt in foreign
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currency). While floating a currency is not necessarily required in order to operate monetary
and fiscal policy in a manner consistent with a fully sovereign currency, issuing national
government debt in a foreign currency, or promising to exchange domestic currency for
foreign currency at a managed exchange rate (which amounts to much the same thing) will
usually compromise domestic policy space.

MMT argues that the financial situation facing a National government with a sovereign
currency (meeting the four conditions identified above) is entirely different from that faced by
a household, a firm, or a government that does not issue a sovereign currency. The sovereign
currency issuer:

i) doesnot face a fibudget constraintodo (as convent.i
i) cannot firun out of moneyo;

iii) can always meet its obligations by paying in its own currency;

iv) can set the interest rate on any obligations it issues.

It is important to notr fthe fuisraloft wd ep owiomrtds fi(caas Ow «
and Acannotodo in the first two). A sovereign govern
does fAconstraino its spending. This is nor mal pr act

government could choose to default on its promises. This is exceedingly rare and probably

always a bad idea. A sovereign government might allow financial markets to set at least some

of the interest rates on government obligations. This is also common and perhaps a good

idea7 athough as weol | see below government sets the
markets to set other rates.

Note that MMT does not argue that because a gover
should Aspend without i mito. MMT ndheas focanamagways
me et its obligationso that Afdeficits donot matter
government does not Aface a budget constrainto it s
these are the top three complaints our critics have about MMT. This is why MMT is labeled

fidangerouso and |Iinked to hyperinflation. But MMT h

Another top criticism T especially from central bankers 1 is that MMT calls on central banks to
Aprint moneyo to fipay ftoesnbtredenmend this, ng |3 sutldann g . MMT
action required to validate any of the four points made above. More generally, none of the
main conclusions or policy recommendations of MMT requires any change to the current
procedures adopted in the US and other sovereign currency nations for making government
payments i for spending or in meeting obligations. If Congress or Parliament were to approve
much larger budgets authorizing more spending, current procedures are adequate for
ensuring the spending can be financed following usual procedures. While an MMTer would
probably run monetary policy quite differently from the way central banks typically do today,
no change to central banking is required to allow a government that issues a sovereign
currency to obtain the policy space implied in points i through iv listed above i freedom to
meet all obligations as they come due and to set the policy interest rate is already in the
hands of sovereign currency issuers.
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What MMT has always emphasized, instead, are the real resource constraints faced by
sovereign currency issuers.! Even in the wealthiest and most productive economies i the US,
China, Japan, the UK 1 if the national government were to ramp up its spending it would
eventually face real resource constraints. Since tt}
could Awind a bidding war, taking resources away f.
use by lower levels of government). In some cases (war, Green New Deal) this could be
desirable; in other cases maybe less so. The inflationary consequences might also be
undesired. And inflation can be sparked before full employment (bottlenecks in some sectors)
so it matters where the go§/er nment s spending is di

I n any event, MMT has al ways recognized that ftoo n
targeted can cause inflation i resources can be scarce but sovereign finance is not. Further,

the size of government spending, the size of the budget deficit, and the size of the

outstanding debt stock are all poor measures of the inflation potential of additional

government spending 7 even if measured relative to GDP. There are no magic ratios that

indicate that government spending is excessive. The correct measure is the magnitude of

additional spending measured against the supply of idle resources that will be mobilized by

t he spending. I n addition, t he i mul tni gréadyer o effec
employed resources could be important, and as well the potential of importing alternatives to

domestic production that would offset multiplier pressures. Fortunately i or unfortunately

dependi ng on modem économies @sually operate with sufficient slack that even

large boosts to aggregate demand are not likely to put much pressure on wages and prices.

Our critics continue to fight an inflation battle that was won almost two generations ago. When

we say this, it is not because we ignore potential inflation but rather because we observe

substantial slack is the normal situation.

The other main complaint about MMT comes from critics who argue that the approach cannot
be applied to Somalia. The Central African Republic. Democratic Republic of the Congo.
Burundi. Liberia. Zimbabwe. Niger. Malawi. Mozambique. Ecuador. Greece. Honduras.
Nicaragua.3 And because it is not universally applicable, MMT is claimed to be incorrect.

Indeed. And how many of these countries fit the requirements laid o u t above? Letds se
Somalia has not issued any currency since 1991; large transactions are handled in US dollars
and small ones in old currency that is still circulating. Besides failing to meet the conditions
enumerated above, by just about any measure Somalia is an example of a failed state i and
its exchange rate regime is probably among the least of its problems. The Central African
Republic pegs its currency to the Euro. The Democratic Republic of the Congo was highly
dollarized until recently, although reforms are now pushing for tax collection in local currency.
In recent years, Burundi has experimented with a currency-board arrangement, a dual and
even triple exchange rate system, and a managed exchange rate system; it seems to be
slowly moving toward a floating rate. The US dollar is a legal tender in Liberia, with local

! See a detailed discussion of the MMT approach to resource constraints in the context of the Green
New Deal in Nersisyan and Wray http://www.levyinstitute.org/publications/how-to-pay-for-the-green-
new-deal.
This is why MMT favors the directed spending of a Job Guarantee that hires the unemployed.
®Note that here | 6ve purposely chosen the poorest nati o
countries that are often cited by critics as fproofo that MMT is wrong because it cannot be applied to
them. They are also chosen as fproofothat MMT is an fAmerica Firstoapproach that shows no concern
for impoverished nations. It is also important to note that while perhaps the majority of nations on earth
do not issue sovereign currencies (as defined above), sovereign currency nations account for the vast
majority of global GDP 1 perhaps well above 80%.
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currency pegged to the dollar and with all but the smallest transactions using the US
currency. The US dollar is also legal tender in Zimbabwe. Niger has a managed and
confusing triple exchange rate system, not counting the unofficial black market rate. Malawi
and Mozambique have only recently moved to floating rates. In Ecuador (as in Liberia) the US
dollar circulates alongside local currency that is pegged to the dollar. Greece abandoned its
currency and adopted a foreign currency. Honduras and Nicaragua peg to the dollar.

The observant reader will notice a pattern: MMT does not apply to these cases because they

donodt fidt the conditions | i st edighabe onovengtomandd al t hougd
currency sovereignty one expects that they face a long road ahead. MMT proponents have

long been critics of the set-up of the Eurozone, arguing that divorcing countries from their

formerly sovereign currencies would likely lead to disaster. It did lead to disaster. It should be

obvious that our critique of the Euro experiment is not quite the same thing as arguing that

Mozambique will solve all its problems by floating its own local currency. MMT does

generally favor floating rates to expand domestic policy space, however, that is probably not

the first or even the most important step to put a country on the path to development. | have

l ong pointed to Chinabds development strategy and tF
regime has played i while also arguing that China must and will eventually float to retain

policy space as its export surplus disappears.®

It is true that most of the work by MMT scholars has concerned nations that meet the

conditions listed above as qualifications for issuing a sovereign currency i that is, after all,

what MMT is concerned with. Most nations do not meet these conditions and they have been

examined less frequently by MMT scholars (for exceptions, see in particular work by Bill

Mitchell and Fadhel Kaboub). The problems faced by emerging nations are quite different to

those faced by the developed sovereign currency nations that we have i mostly 1 focused on.

That does not make MMT wrong i1 it has been concerned with the misguided economic policy

oft he worl ddés biggest economi es. And, to a great ex
nations spill over to produce problems for the rest of the world. As the rich nations have

increasingly turned to austerity, global growth has faltered. And the biggest nations also run

the international institutions that impose harsh conditions on developing nations as well as

exporting neoliberal thinking that infects domestic policy-making in those nations. The recipe

of pegged exchange rates (as well as dollarization), borrowing in foreign currency, tight

budgets through #@Af i s cledlgrowthy and mdlepedderit manatdry, polieyx p or t

(which is simply code for high interest rates) propagated within and abroad by neoliberals

(and even by far too many heterodox economists) has not served either developed or

developing countries well. Arguing that sovereign currency issuers can make better use of

their domestic policy space is not AAmerica First(
nations would benefit if all sovereign currency nations recognized the implications of MMT

and used them to their advantage.

Let us turn to an overview of alternative paths to MMT. We have often begun our explication
with logic, based on a working assumption that economists are good at logic. One would think

‘see Bill Mi tchell s discussion of MMT6s relevance to dev
http://bilbo.economicoutlook.net/blog/?p=41327; and Fadhel Kaboubdés excellent expl
http://inthesetimes.com/article/21660/united-states-venezuela-modern-monetary-theory-trade-deficits-

sovereignty.

http://www.levyinstitute.org/publications/options-for-china-in-a-dollar-standard-world-a-sovereign-
currency-approach
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so i with all their models and math and deductive thinking. However, with about 35 years of
work in this profession, | have concluded that economists are terrible at logic.
So |l etds begin with history.

The historical path to MMT

We often begin at the beginning, following the work of G.F. Knapp, J.M. Keynes, and A.M.
Innes to locate the origins of money with the authorities T originally religious authorities, then
secular rulers, and finally down to modern democracies.® We have told the stories of the early
clay shubati tablets, the hazelwood tally sticks, and the relatively late development of metallic
coins. All the known evidence to date indicates that the authorities came up with a money of
account used to denominate debts and credits (as Keynes hypothesized after reading Innes,
the early money units were always based on grain weight units i reflecting record-keeping of
daily allotments of foodstuff by those temple forbearers of modern states--as also
documented by Michael Hudson). They then imposed obligations on subjects or citizens
denominated in those money units (tithes, tribute, fees, fines, and later taxes), issued their
own obligations denominated in the money of account, and then collected back their own
obligations in payment of the obligations they had imposed.

Only later did markets develop i once there was a money of account as well as official price
lists in the money of account, markets became possible. Money as a medium of exchange
finally comes at the end of this historical process, following development of the money of
account, taxes and other debts, prices, and markets. Markets worked just fine using credits
and debts recorded on slate, clay, or whatever other substance proved handy for record
keeping. In other words, the true history is just about the reverse of the barter-to-money story
told by textbooks.’

This alternative history is, quite simply, established beyond doubt. And it leads directly to
MMT.

But economists are not much betterathi st ory than they are at
recent, simple, and clear example i one provided by Farley Grubb, the premier expert on

Americabds col oni al currency.

The American colonial governments were always short of British coins (but prohibited by the
Crown from coining their own) to finance their activities so they each came up with their own
money of account (for example the Virginia pound or the North Carolina pound), imposed
taxes in that money of account, issued paper notes in the money of account, spent the paper
notes, collected those notes in taxes, and then burned their tax revenue.®

| told you it would be simple and clear. A one-sentence history of sovereign currency in
Colonial America. If you want more details, read Grubb.

There are several things that | like about this example. First, it is clear that the colonies spent
the notes first, then collected them in taxes. They could not possibly have collected paper

® For an early discussion, see Wray 1998.

’ See Graeber 2011.

® Yes, literally burned it i as noted in the colonial records that kept close track of the number of notes
issued and subsequently burned.

l ogi c.
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notes in taxes if they had not first spent them because there were no other paper monies

around. There werendt even any banks issuing notes
colonies did not spend the tax revenue received in the form of paper notes. As Grubb notes,

they burned the notes. All of them. That was the purpose of the tax: in the tax laws the taxes

were titled ARedemption Taxeso with the Jiexpressed
removing them from circulation to be burned. Finally, the spending was simultaneously a
isdlimManci ngo oper averé spent irkosexidtehce. Taxestare $or redemption,

not to generate r evernaeBedrdsleyRommeudit’t o be spent

Think of it this way: burning the notes was an inflation-avoidance maneuver. The point of
collecting the notes was to get them out of <circul
them in the washo, there woul d h aAlteanatvaedyeiitheno need t
notes had a self-destruct code built into them (think Mission Impossible tapes) the

Redemption Tax would not have been necessary for removing notes. However, no one would

have accepted the notes without the obligation to pay taxes. We conclude that taxes are
necessary from inception to fidrive the <cirrencyo (
perhaps i to redeem the currency, withdrawing potential aggregate demand to keep inflation

at bay. But not for revenue.®

The colonies also collected some taxes in the form of British coin. Obviously, coins were not
the sovereign currency of the colonies i but rather of the Queen. Coins collected in tax
payments were subsequently spent. Tax revenue is important for governments that do not
issue sovereign currency: tax first, then spend is their motto. Sovereign currency issuers

spend first then tax. And then burn the revenue.* That 6s the difference bet weeé
issuer and a currency user.

The final point that is driven home by the case of the colonies is that it is quite clear that

operation of their sovereign currency systems did not rely on an advanced state of

development, a powerful military, or issuance of the international reserve currency.12 At this

stage of the development of America each colony was practically insignificant in terms of

economic power, its currency played no role outside its borders, and it had a dominant

international currency (British coins) in circulation locally (and even accepted by its

government). Still, colonial currency was in high demand locally i a n d , according to Gru
sources, in some instances even preferred over British coins as a medium of exchange. As

such, these tiny colonial governments (albeit with grand schemes and a bright future!) were

sovereign currency issuers with the ability to spend their currency into existence.

That6s the history | esson for today. It is infinit:
for the past 4000 years, at least, as Keynes put it. That is the Modern Money period to which
MMT applies.”

® See Ruml. Also note that our term frevenuedis derived from the Old French word for freturna What is
returned in tax payment? The currency issued when government spent. We still use the term ftax returnd
when we file our taxes.

' This was the point made by Beardsley Ruml after WWII in his article: fiTaxes for Revenue are
Obsoletea

™ Or melt it and re-coin it in the case of metal currency.

2 Our critics often claim that MMT only applies to the USA because it is a mighty military power, has
been to the moon and back, and issues the international reserve currency. Clearly, Colonial America
could do none of those things.

13 came up with the term fmodern moneyodas an inside joke based on a statement made by Keynes in
the Treatise, and used it in the title of my 1998 book. Keynes seemed to have come to this view after
reviewing the 1913 article by Innes that set him off to study early monies i during a period he called his
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The logical path to MMT

Wynne Godleyds office at the Levy Institut
state, he called for me. He had been looking at all the mainstream macro models he could

e

wa s

find and reportedt 0 me At hey are all/l incoherent flowevery
was

inconsistent. o | wasnot surprised since |
workhorse modeli a model still used by MMTOés critii
that had even been rejected by its developer, John Hicks, who announced by the 1980s that
he could no longer make any sense of it.

Mainstream macro has never allowed a significant role for money and finance. Every student
of economics has been taught the circular flow diagram, with an arrow running from
households to firms, representing purchases of goods and services, and an arrow running
from firms to households representing income payments to the factors of production. Wages
finance consumption and consumption finances the wages. It is a nice infinite regress that
never asks the question: but where did the money come from in the first place?

In Chapter 10 of the typical textbook, banks will be introduced. The circular flow diagram puts
banks in the center, taking in deposits of the factor incomes and lending them out to firms to
pay the factors. The banks are pure intermediaries i they lend the deposits they receive and
receive the deposits they lend. There is no explanation of the genesis of the money. This is
still the view held by most of our critics T based on an infinite regress and no room for a state
money.

Later, still, the textbook introduces a central bank, reserves, and the deposit multiplier that
allows an expansion of the money supply even though no individual bank can create money.
It is simultaneously magical and perplexing. Paul Krugman still uses it to bash the Minskians

who hold the silly notion that banks can create

spending simply shifts the IS curve out, raising interest rates and reducing money demand so
that a fixed money supply can do double duty as a hot potato that no one wants to hold at the
higher interest rates. There is no attempt made by mainstream macro theorists to reconcile
the stocks of money to the income and spending flows of the circular diagrams. It is all stock-
flow inconsistent.

No mainstreamer wastes her time contemplating how the government or private firms spent
more (flow) without finance (balance sheet stock). As Joan Robinson remarked, if a clever
student does ask the teacher about something like this, she is told that the answer will be
given later in the more advanced courses. But, of course, the answer never comes and as the
student gains wisdom she knows better than to ask again. These are just questions that one
learns to avoid if one wants to get ahead in economics.

Kalecki said that economics is the science of confusing stocks with flows 7 so best to just
remain quietly confused as one uses incoherent models. As Minsky would put it, their analysis
is not disciplined by balance sheets. As Godley put it, a coherent analysis requires that flows

fBabylonian Madnessa See I ngham 2000. Key nes 6fhe State, therefiozen
comes in first of all as the authority of law which enforces the payment of the thing which corresponds to
the name or description in the contracts. But it comes in doubly when, in addition, it claims the right to
determine and declare what thing corresponds to the name, and to vary its declaration from time to time
i when, that is to say, it claims the right to re-edit the dictionary. This right is claimed by all modern
states and has been so claimed for some four thousand years at least.0Keynes, 1930, p. 44; emphasis
added.
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come from somewhere and go somewhere to accumulate as stocks. All mainstream theory is
in that sense incoherent.

Unfortunately, some i maybe most i heterodox theory is also incoherent.

A few years ago | participated in a Ford Foundation project that brought together a few
ffendogenous moneyo proponents and some ANew I nsti
winners, to find common ground on finance. As | tried to explain how banks create deposits
as they make loans needed by firms to start the production process, the Nobel winners told
me that is not how it works. Firms get the money they need from their sales. OK, | asked,
where do the buyers get that money? From payment of wages by firms. But how, | asked, can
firms pay the wages? From the sales, of course. Infinite regress. As the discussion heated up,
one of the Nobelers told me that banks cannot create money out of thin air. They have to get
the reserves first. He knew this was true because his wife was at the Fed and she had
explained the deposit multiplier process to him. (She went on to the CBO, where she waged
battle against budget deficits.) Each individual bank only lends out the excess reserves but at
the aggregate |l evel thereds a multiple expansi on. \Y

Final background story on economists and logic. | was at a conference on the legal history of
money T full of legal scholars plus a few heterodox economists. One of these (a Post
Keynesian monetary theorist) was giving a talk arc¢
must be wrong because when he accepts payment in dollars he never thinks of taxes. One of

the legal scholarsrai sed a hand and asked: well, then, why do
someone el se wil!/l accept it.o So, he accepts dol |l al
onto BiffySue. This is the P.T. Barnum fgreater fo

every minute and some of them are dumber than me,
expectation that | can find one of those suckers. (The audience broke out in laughter, yelling
at him Aités the taxes, stupidod.) Another infinite

Aslsai d, economists are not good at | ogi c. But | et ds

Warren Mosler provides the following example. He wanted his kids to wash his car. To
motivate them he offered to pay them using his own

wantyourcardsit hey are worthless. o Well, he answered, I 61
cards today if you want access to food, clothing ar
I 61 1 pay five business cards for washing the <car.

history of Colonial currency applies: Warren has to spend first before collecting the cards; no
one can pay taxes until Warren spends; and redemption of the cards in tax payment removes
them from circulation. There is no infinite regress. The car gets washed and the kids get fed.
Taxes drive money and money mobilizes resources such as labor for car washing. In a
nutshell, thatés our monetary system.

Eric Tymoigne wuses fAfree pizza couponsod as an exa
sovereign currency. Your local pizza joint issues coupons for free pizzas. When a coupon
does come in, the restaurant must bake a pizza. The outstanding coupons represent liabilities
of the restaurant and assets of the holders. Each coupon is worth a pizza until the expiration
date, after which its value immediately drops to zero. When a coupon is presented to the
restaurant for redemption, it is torn and tossed in the recycling bin. Only a misguided
restaurant manager would | ock them up in a safe derg
assets. The manager knows they represent claims and thus potential costs in terms of labor,
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ingredients, and fuel involved in pizza production. It would be silly to accumulate them to be
counted as assets that would help defray the costs of meeting the future demand of
customers for pizzas.

While this example is quite different from the previous one i most importantly, the sovereign

issuer is also the producer of the relevant output (pizza) rather than the purchaser (car

washing services) i but there are important similarities. Note here again we see that the
fiegvereign currency pizza couponodo must be issued be
sovereign issuer destroys redeemed coupons; rather than viewing them as assets to be

saved (or spent), the issuer sees them as a liability from which the restaurant is redeemed

when received. And we learn another important lesson that also applies to sovereign

currencies: it makes no sense for a sovereign to accumulate its own liabilities on the pretext

that these somehow can finance spending later.

For a real world example of such a nonsensical action we only need to look to the Social

Security Trust Fund 7 in which the US government accumulates claims on itself in the illogical

belief that this somehow reduces the need for tax revenue in the distant future by providing an
alternative source of Afinanceo. Most of MMTd&s cri
Soci al Security to support retirees twenty or fift
joint that foolishly locks away redeemed coupons in the belief they will help in the production

of pizzas later.

Economi sts arendt very good at | ogic.

To summarize the logic of sovereign currency: the sovereign chooses a money of account,
imposes a tax (or other liability) in that unit, issues a currency (denominated in that unit) in
payment for goods and services it desires, and collects the currency in payment of taxes. The
logic applies to any form of currency the sovereign might choose: coins, paper, or electronic
entries such as keystroke credits to private bank deposits or to reserve deposits at the central
bank. The sovereign cannot run out and has no need to store keystrokes to use later.

As Keynes said, states have claimed the right to do this for the past 4000 years, at least. With

the advent of centralbanks , some of the | ogic becomes obscured b
real world practice in the final section to show that the logic still holds up in spite of modern

procedures adopted.

The theoretical path to MMT

I have already me nptidnofithe Knagf-¢énges sadedmonenapmroach in the
Treatise on Money t h at is a major influence on MMT. Anot her
effective demand in The General Theory. It is theory that puts causation into our accounting

logic. Keynes insists that the direction of causation goes from spending to income, from

injections to leakages, from investment to saving. These are all flows. The same logic applies

to stocks that accumulate from flows. Spending creates income flows that can be used to

accumulate financial wealth. Production flows can generate accumulations of real assets.

Spending and production must be financed before income is generated, which means that

finance must be provided before income can be saved.
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As Keynes argued, saving cannot be a source of finance (indeed, he argued that
consumption is a better source i since it creates income, while saving is just a leakage that
can be accumulated in a liquid form, hence, never returning to the circular flow). We thus
need a prior source of finance. While Keynes did not expound upon this in the GT, he did so
in both the TOM and in writings after the publication of the GT.

Schumpeter put it clearly: the banker is the Ephor of Capitalism. Following his lead, the

Franco-Italian circuit approach provides an alternative to the mainstream circular flow

di agr am, where production is financed by Athin air
deposit) by bank lending. This is the source of finance to pay the wage bill, returned to firms

in sales of output, and finally redeemed in repayment of the initial loan. No central bank
reserves are required to initiate this process,
multiplier. Central banks are introduced into the circuit to facilitate clearing between banks i

not to provide some kind of resource to the deposit-creating process. As the endogenous

ot )

money approach insists, Al oans make depethditt s and de
if banks need reserves for clearing (or to meet legal requirements), the reserves are supplied

on demand by the central bank. Banks can never Arun
they make | oans, and central veadnksioar hbaegr |l @2ndntt
existence.

So far, so good. I think every heterodox economi st

Palley i who still uses the fixed money supply, ISLM framework) as well as most central
bankers are now on board with this."* Bank money and central bank money are not scarce
resources i we can have as much as we want (and we generally have more than is good for
us as Wall Streetbdés banksters run wild).

Paradoxically, most heterodox and orthodox economists believe that the sovereign
government, itself, faces a critical money shortage. Bankers cannot run out. The sovereign
government 6s central bank cannot run out ;® But govert
exceeding it leads to disaster: Attacks by Bond Vigilantes. Insolvency. Bankruptcy.
Hyperinflation. The largest and most powerful economic entity the world has ever seen i the
US Federal Government T must get its fiscal house in order. Its deficits crowd-out domestic
savings, reducing private investment and growth! Its deficits soak up global savings, crowding
out investment abroad, and reducing global growth! It relies too much on charitable lending by
the Chinese! Any day now the supply of dollars to Uncle Sam will cut be cut off! A run from
the Dollar will reduce its international purchasing power to peanuts! Our profligate
government is leaving hundreds of trillions of dollars of debt to our grandkids!

And what is the MMT solution? Why, MMT proposes to force the Fed to just print up trillions of
dollars to pay for all the crazy spending! MMT would violate the sacrosanct independence of
the central bank! Weimar! Zimbabwe!

Nay, MMT follows Keynes. Government spending, like private investment, is an injection that
raises income. More specifically, as Kalecki showed, government spending creates profits
because it is a source of business revenue but not a cost of production. Taxes are a leakage,
reducing household net income and business net revenue. If government spends more than it
taxes, this is a net spending surplus i increasing profits dollar-for-dollar. A net spending

4 See Wray 1990 for one of the first full treatments of the endogenous money approach.
5 As Stephanie Kelton says, progressives think money grows on rich people, so Uncle Sam must go to
them hat-in-hand to get finance.
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surplus16 by government -cuwtnd op r ifixa toeitcreates profitsniatnate

likely to boost the desire to invest. A net spending surplus by the US government cannot

absorb global savings i instead it creates net income for the US private domestic sector as

we l | as for the rest of the woahde ChéndSdgesemnwomme o
profligacyo, rat her, the US governmentdés net spend
US imports that create dollar credits for Chinese exporters.

And those are not itaxpayeroés dol | arhe Colonidh at the U
American governments, modern sovereign governments
As wedl | see in the next section, when taxes are p
the bankds reserves at the Feafuivaleneof raihginotesd . This i

received in tax payment. And where did those taxpayer deposits and bank reserves come
from? From t he g o v Etheinjeetior tidascreatqr ¢he thdomegthat could be
taxed.

Now, it is true that government spending is not the only injection. Private investment and

exports (or, net exports) also create income that
balance approach 1 long incorporated within MMT T shows that the sum of the balances of

the government, domestic private, and foreign sectors is identically zero. The normal position

for the private sector is a surplus balance 1 as households are generally net savers, and

sometimes firms are also. But for the private sector to spend less than its income T what is

normally called a surplus balance i at least one of the other sectors must run a deficit

balance (that is, spend more than its income). If a country runs an external surplus (current

account surplus), t hen i ts government 6s tspending
obviously, not all countries can run current account surpluses i and the US has run nearly

continual current account deficits since the Reagan administration. For the US private sector

to net save in financial terms, the US government sector taken as a whole must spend more

than it taxes. Given that state and local governments are not sovereign currency issuers, it is

up to the Federal government to spend more than tax revenue i what we call here a net

spending surplus.l7 That net spending surplus (an injection) by the Federal government is by

identity equal to the private sectords net spendin
rest of the worl dbés net spending deficit (al so a ¢
leakages.

The Godley approach hi ghlights an identity. Keynesds theo
aggregate level the causation goes from spending to income, from injections to leakages,

from Federal government net spending surpluses to private sectoral balance surpluses. This

doesndbt necessarily mean that the governmentds bal anc
it does mean that i f the governmentds injection \
(surpluses of the domestic private and rest of world sectors) would be smaller.

'® This is conventionally called fdeficit spendingd i government spent more than it taxes. The term
fdeficito immediately conjures in the mind that government is somehow fdeficientd But spending more
than taxes is better termed fnet spending surplusq which is a positive thing for the private sector. A
government budget surplus really ought to be called fdeficient spendingd or a fmet spending deficita |
thank Kelly Gerling for this framing.

Y To be perfectly consistent, if government spends more than it taxes, that is a net spending surplus; if
the private sector spends less than its income, that is a net spending deficit; and if the US as a whole
spends more than it receives in payments from abroad that is a net spending surplus. Putting it this way
is better framing and more consistent with the Keynesian injections/leakages approach as injections are
net spending surpluses and leakages are net spending deficits. Unfortunately economics teaches it the
other way around i reinforcing the view that fdeficitso (injections) are somehow bad and surpluses
(leakages) are good.
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The MMT theoretical approach is based on, and entirely consistent with, the Keynes-Kalecki-
Godley approach to the theories of effective demand, of profit generation, and of sectoral
balances, respectively. The critiques of MMT are based on the fundamentally illogical
loanable funds and ISLM approaches. MMT extends the endogenous money approach to
private money creation by integrating it with the state money approaches of Knapp, Innes and
Keynes (of the TOM). The critiques of MMT are based on a combination of exogenous money
theory plus a flawed understanding of the meaning of central bank independence.

MMT does not contrast the credit theory of money (usually applied to private banks) against
the state money theory (applied to government money). Instead, following Innes and Minsky
(who argued that fianyone can create money,
the two. The state chooses the money of account and issues its currency and other

the prol

obligations in that unit; private banks (and others)als o i ssue | iabilities in the

account. In both cases, the issuer (private bank or state) must take back its own liability in

paymenti what we earlier (following Colonial Americads

fimoneyd mus thefobedt cain besaaceptied for redemption. When the issuer receives
its own obligation in payment, it simply
pizza coupon accepted in redemption for a pizza).

The US government spends only dollars, and, more specifically, it spends in the form of
dollars of reserves issued by the US Fed and credited to private bank accounts at the Fed. Its
tax receipts are almost soIer18 received in the form of US Fed reserves debited from private
bank accounts held at the Fed. To the extent that foreign central banks hold US dollars, these
came from the US and are held in the form of reserve deposits at the Fed, US Treasuries, or
US cash (Fed notes:).lg China cannot be a net source of finance for the US government
because the dollars held by the Bank of China are US liabilities that came from US spending
on imports. Foreign holders at the aggregate level can shift portfolios around but cannot

Aburnso i

increase (or reduce) the fAsupply ofandftectthar so (chart

fi pr i icexchange rate and possibly interest rates 1 but not the quantity of dollar liabilities
created).

The supply of dollars abroad is determined by the flow produced by the US current account
balance. That can be affected by the net government spending surplus (as discussed above)
T all else equal, the bigger the government injection, the more private sector income
generated, and the greater the (net) dollar leakage through the current account. However, it
could also be the result of the US private sector increasing its spending relative to its income,
or a reduction of the rest of the worl dés

US Treasury bonds is closely related to bi-lateral current account surpluses against the US:
the biggest external holders of US Treasuries are China, Japan, other net exporters to the
US, and offshore banking centers.”® Even if the US Federal government spent less than it
taxed over the next few years, if the US continued to run current account deficits, it is likely
that foreign holdings of US Treasuries would continue to rise in step. In other words, it is the
current account deficit of the US (i.e. US surplus spending flowing to the rest of the world) that
leads to dollar claims on the US, including claims on the US government i the safest assets

8 As noted below, an insignificant amount of taxes received by Treasury are in the form of cash i
issued by either the Treasury or the Fed.

9 with the rise of securitization, foreign central banks also hold some securitized private liabilities, such
as US MBSs.

2 See Wray, Does America Need Global Savings to Finance Its Fiscal and Trade Deficits? American
Affairs Spring 2019 / Volume Ill, Number 1.
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in the world. This is not because the US needs to borrow dollars from abroad but rather
because foreigners accumulate dollars as the stock of net wealth produced by net US
spending abroad increases.

Ifyoubve been worried that Uncle Sam has to get doll a
you can breathe a sigh of relief.

The practical path to MMT

In the old days, governments spent and received currency i coins and paper money i

directly. The US Constitution gives to Congress the sole right to issue currency (and for many
years the Treasury spent its currency into circulation). However, this has been interpreted to
mean that Congress can delegate this right to a central bank. Over the years many critics
have objected to that provision, and also to private bank issue of notes and now deposits that
for all practical purposes are the primary media of exchange (with government insurance
standing behind them). Still, our currency today is issued by the Fed in the form of paper
notes (cash) and reserves, with the Treasury issuing only coins i together what is called the
monetary base. And banks issue deposits used as one of the primary means of payments.

This is not likely to change i ev en as i el e c tnereasingly domimatese thed
payments system.

Cash is essentially a zero coupon consol. Consols are perpetual government liabilities that
never mature, and of course some do pay coupons.21 Government treasuries also issue short
and long maturity liabilities that promise interest. Central banks issue notes (that also can be
seen as zero coupon consols), reserves (that may or may not pay interest), and sometimes
longer maturity debt that pays interest. Central banks notes are issued on demand (the Fed
was created to provide an elastic supply of currency); reserves are supplied either in
overnight lending (at the discount window), when central banks purchase assets (typically,
government bonds or private financial assets; these are often repos i a purchase with a
matched sale), or when they make payments on behalf of the Treasury (usually by far the
most significant source of reserves i all but ignored except by MMT).

After the creation of the Fed in 1913, its notes gradually replaced Treasury notes (which are

no longer issued). Importantly, the Fed spends reserves when it purchases assets or lends

reserves; so it either spends or lends reserves into existence. The US Treasury still issues

coins on demand (not for spending) i but it counts the seigniorage as revenue.” Today, all

Treasury spending takes the form of a payment of reserves by the Fed; plus, the Fed will

exchange its notes for reserves on demand. There 1is
(that i s, prints notes) Iitand none afythe (MMT descriptioearsury spen
policy conclusions require that the Fed begin to do so, in spite of what our dishonest critics

proclaim.

2 seth Carpenter introduced this view of cash at the 2019 fMinsky Conferenceo held at the Levy
Economics Institute.

22 Apparently, it is legal for the Treasury to issue platinum coins of any denomination i for example, in
denominations of $1 trillion. This potentially offers an easy route to evade debt limits (since coins are not
counted by the Treasury as debt) and was considered (and rejected) by the Obama administration. This
is not something MMT advocates, but it is a way to finesse the debt limit. | prefer we tackle the debt limit
head-on as it is a stupid self-imposed rule.
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From inception, central banks have played a role in government finance i often purchasing
treasury bonds (sometimes at concessionary rates, as during WWI and WWII). Today, the
modern central bank makes and receives all payments for its treasury. All US government
spending takes the form of Fed credits to private bank reserves, with the receiving banks
crediting the deposit accounts of recipients of government spending. Virtually all tax payments
take the form of Fed debits to private bank reserves, with the private banks debiting deposits
of the taxpayers (while it is possible to pay taxes using notes or coins, this is rarely done).

This provides a degree of separation between the modern treasury and the public that
confuses economists, who argue that government no longer spends or receives currency.
They believe that government must wait for tax receipts before spending. The way they view

the process is that the taxpayerbs deposit i

deposit at the central bank, allowing the treasury to write a check that will eventually lead to a
deposit in the recipientds private bank. I

taxes in the form of a debit to the taxpayeros

the Fed. Essentially, their view is that private banks create money for the government to

spend. When MMT explains that gover nment actual

reserves, the critics object that this is true only because we have consolidated the treasury
and central bank. They then go on to extol the virtues of central bank independence and warn
that such consolidation is the path to Zimbabwe hyperinflation. Central bank independence
must be preserved so that it can fAjust say

For 25 years MMT has been explaining all the internal accounting procedures involved when
modern treasuries and central banks cooperate for government spending and taxing to take
place. In the US this takes about a half dozen steps. Whenever we turn to a detailed
description of those procedures our critics accuse us of confounding matters by going through
complex accounting. No one has been able to show any errors in our explication. But the
critics continue to assert that somehow these procedures create a constraint on government
spending. We show that actually the procedures adopted ensure that, by design, treasury
never faces a constraint. All its payments can be and will be made as they come due. No
treasury checks ever bounce due to insufficient funds. Whatever Congress has budgeted can
be spent.

MMT still awaits proof from the critics that US Treasury checks occasionally bounce because
the Fed refuses to clear them when Treasur
T which is proof that the procedures work to ensure payments are made.

We do, of course, recognize the Congressionally-imposed debt limit, which introduces a
wrinkle that could someday cause a default on obligations. This, however, has nothing to do
with the operating procedures developed by the Fed and Treasury. Nor does it have anything
to do with strikes by fAbond vigilanteso. T
Congress forces a default by refusing to raise the debt limit, all Treasury obligations will be
met with current procedures.”®

I 6m not epeatthegdetdilad exposition.”* What is important for our purposes is that

n

he

n

a
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while the Fed complies with prohibitions against

2 1f and when such a default occurs, it is a voluntary default in the sense that the government has
chosen to do it. No bond vigilante will have forced it. The fbond vigilanteso at the dealer banks always
stand ready to submit bids for more bonds.

* See articles by Bell 2000, Fullwiler 2011, Tymoigne 2014, and Wray and Tymoigne 2014.
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laser-like focus on the payments system plus its desire to hit overnight interest rate targets
ensures that it cooperates with Treasuryds operatio
illusory. The Fedobés independence is | i mi ed to its

To put it as simply as possible, current procedures ensure the Treasury has credits to its

account at the Fed that can be debited when the Fed credits reserve accounts of the private

banks of the recipients of Treasury spending. This is litle more than internal record keeping

between the Treasury andtheFed. 1 f it i s projected that the Treasur
debits, Treasury will sell bonds to dealer banks that stand ready to place bids.?® The Fed, in

turn will supply reserves as necessary to ensure bonds sold in the new issue market do not

place t emporary pressure on overnight rates. As bond
Fed is credited. Treasury spending reverses this process as its deposit account is debited and

private bank reserves are credited, with the Fed then removing reserves from the banking

system as necessary to remove pressure on rates.?’

Critics of MMT want to claim that this proves that
spending T so the Treasury is subject to a government budget constraint after all. MMT

responds that t he operations just described would take pl
budget were in balance, in surplus or in deficit (as conventionally defined) over the course of

the year. This is because even if government spending is less than taxes paid over the course

of the year, there can be large mismatches between the flows of spending and taxing on a

dail vy, weekl vy, and mont hl vy basi s. Since the Fed i
Treasury will need to sell bonds over the course of the year even if it ends the year with total

tax revenues greater than spending.28 Further, bond sales require that banks have reserves 1

which can only come from Treasury spending (undertaken on its behalf by the Fed), Fed

purchases of assets, or Fed lending. The reserves must be put into the banking system

before they can be withdrawn (just as Mosl erbs bus
before they can pay business card taxes). The same is true of tax payments 7 since the
taxpayerbés bank wil|l | o padd, resene® firsy must bevguteinto thea x es ar e
system by Treasury spending, Fed purchases, or Fed lending. Neither taxes nor bond sales

can be a net source of finance for government as the means of paying taxes or buying bonds

(reserves at the Fed) must come from the government (Treasury and/or Fed) before taxes are

paid or bonds are bought.

The argument is analogous to Keynesdéds argument t h:
finance for investment and, indeed, that consumption is a better source of finance. A credit to

a bank account must occur before a saver can buy a
can be accumulated in the form of bank deposits, some of which are used for consumption

and some of which are used for saving. Only a portion of the saving will go toward purchasing

bonds i some will remain in more liquid form and hence is not available to finance

% |n addition, the Fed is supposed to be insulated against partisan politics 7 but that is true of other
agencies of the Federal government. (And President Trump seems to be dedicating considerable
energy to breaking down that barrier.)
To remain in good standing, dealer banks must place bids; the Treasury uses surveys before auctions
to determine what maturities markets want.
%" procedures have been somewhat simplified in recent years with the change to payment of interest on
reserves (so that excess r eseIRROE zew anter@dt rate) earsd unitht in an un
Quantitatve Easing (that put so many excess reserves into the
sales cause insufficient reserve holdings).
8 As Tymoigne shows, even during the Clinton years when spending fell below tax revenues,
government bonds outstanding still grew. fDebunking the Public Debt and Deficit Rhetoricg Eric
Tymoigne Challenge, 2019 https://doi.org/10.1080/05775132.2019.1639412.
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investment. On the other hand, all of the portion of income that is consumed will flow to
producers and hence is potentially available to finance business spending (except for
consumer purchases of imports i which are then available for investment by foreign
producers).

Taxes, like saving, are a leakage created by injections such as investment and government
spending that generate income. Neither taxes nor saving can finance spending at the
aggregate level. They are leakages that must be created by financed spending. This logic is
understood by some heterodox economists as it is applied to the saving leakage, but then
they get fdazed enittamestothefleakage dfdaxes. h

Portfolio preferences can affect interest rates and exchange rates. As Keynes insisted, this
comes in the second step of the saving decision i not in the first step as in loanable funds
theory. There is great fear that bond vigilantes might go on strike against government debt,
causing interest rates to rise and exchange rates to fall. But the central bank of any sovereign
currency issuing nation can peg any interest rate it wants, simply by announcing a target. No
foolish vigilante is going to go against a central bank whose purse strings are unlimited i
certainly not after they saw central banks willing to spend $4 trillion or more in the silly
Quantitative Easing experiments.

Many MMTers follow Keynes in advocating a permanent ZIRP policy i what he called
fifeut hanasia of the rentierodo (he woddréediabiktiesi
which includes short-term sovereign government debt). This is done by setting the policy rate
at zero (overnight fed funds rate in the USA) and then limiting the issue of sovereign
government liabilities to short-term bills (whose rate tracks the overnight rate). The simplest
method is to allow the Fed to provide automatic overdrafts to the Treasury (foregoing
altogether sales of bills). When the Treasury spends, the central bank simply provides an
overdraft to the Treasurybs deposit accou
private bank. Over the course of the year, net outstanding reserves will rise if there is a net
spending surplus (what is called a budget deficit) or fall if there is a net spending deficit (what
is called a budget surplus). This would el
t he r en twihiok risd Ygsually an inefficient form of spending (mostly a leakage i
accumulated as savings domestically and abroad) that increases inequality.

Note that this is a policy proposal T not a description. This policy change is not at all
necessary to achieve the distinguishing characteristics of currency sovereignty listed above:

mi

nt

mi

nat e

and

absence of a fAbudget constrainto, i mpossibility

payments as they come due, and setting interest rates. Even under current arrangements,
sovereign currency issuers operate free from such financial constraints. But the proposal to
eliminate treasury bills and bonds simplifies operational procedures, eliminates unnecessary
government interest payments, and makes government spending operations much more
transparent. It also eliminates an entire sector of the economy that has built up around the
government bond market i for better and perhaps for worse. In my view, this is a policy worth
considering although it is not at all a necessary precondition to reforming fiscal and monetary

policy.
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Conclusion

In this piece we have carefully defined what we mean by MMT. Comparison of the
fundamental principles of MMT against what the critics claim MMT asserts will make it clear
that the critics are either ignorant or dishonest. None of the critiques raised so far presents
any challenges to MMT because they are not directed to MMT scholarship.

We have also summarized four alternative paths to MMT: history, logic, theory and practice.
The most advanced and coherent study in all these areas leads inexorably to MMT.
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A central tenet of MMT 1 which | agree with T is that a country absolutely needs to issue its
own currency to have the necessary tools for macroeconomic control, full use of productive
facilities and full employment.

But what can be done when the currency in circulation is issued by an institution above and
outside the country? Examples include dollarised countries like Ecuador and El Salvador, and
the eurozone countries. One of the hardest hit countries by the by now ten-year-old, debt-
induced EU crisis is Greece. In several papers | and some colleagues have, since 2010,
argued for the introduction of an electronic parallel (also called fromplementaryd national
currency there. See Andresen 2012 and 2018, and Andresen and Parenteau, 2015.

The Greeks have, however, more or less ignored this idea, even if it briefly gained attention in
the summer of 2015 when former minister of finance Yanis Varoufakis resigned after a late
and futile exploration of such an option. This proposal could be implemented in any similarly
crisis-hit country. Currently, the only people in power that have argued for something in this
vein are Lega politicians in Italy headed by Matteo Salvini. They launched the fimini-boto
proposal i a small denomination bond that the treasury issues to pay arrears, which may then
be used as a means of exchange and later to pay taxes. But since Salvini and Lega are now
out of government due to the new alliance between the PD and the Five-Star Alliance, the
probability of this happening in Italy in the near future has fallen.

Introduction: The insolvable debt crisis

An indebted eurozone government has to extract euros out of the non-government economy
to service its debt, by taxing more than it spends. The foreign-indebted private sector also
extracts euros, sending these to creditors. The only way to (theoretically) counter these two
fbloodlettingd flows from a domestic economy is to increase net exports to a level that
surpasses the sum of these two outgoing flows. This is exceedingly difficult, especially after
debt service burdens have increased on the real economy, and because of idle production
capacity due to the crisis. The other fivay outo is to sell off public property, which is
unsustainable and economically destructive.

Debt could be partly written off and/or the debt service levels could be ameliorated, but to the
degree the creditors refuse this, the domestic economy will be increasingly starved for euros.
Firms and individuals are thus not left enough of the instrument for the conducting of regular
economic activity. This again leads to lower government income due to reduced tax payments
and larger social outlays. The crisis is also amplified by increasing pessimism among
individuals and firms: to the degree they possess euros, they hold back in spending, hiring
and investment i and/or they move their money out of the country. All this contributes to
further pessimism. We have an unstable downward spiral.
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Politically, both the EU elite and the elites in the crisis countries are strong supporters of the
euro. There is also i even in the hardest-hit countries i a majority in the general populace in
favour of sticking with the euro 7 mostly based on fear of what will happen if the country
reverts to a national currency. The mainstream advice seems to be to just keep going with the
euro and hope for an internal devaluation of wages and prices to enhance the crisis country®
competitiveness so much that future net exports will enable it to service its debts. This is a
painful and slow process for the population (at best lasting many years, if working at all).
Furthermore, the outcome is doubtful, especially since many trading partners are trying the
same recipe.

The parallel currency proposal

A way out could be to furnish both households and firms with an additional domestic
countrywide means of exchange 1 circulating in parallel with the euro 7 so that the large
amount of unemployed may get jobs, and firmséspare capacity may be utilised. A euro-debt
crisis country has a large output gap, and such a gap could be much diminished without
giving rise to significant inflation effects. Utilisation (and very fast activation) of this idle
capacity (including unemployed workers) may be achieved by nationally issued felectronic (or
@igitald parallel moneya We will use the abbreviation fFEPMO from now on. A unit of this
currency will also be called fFEPMa

I will argue below that this will quickly reduce unemployment and enable people and firms to
exchange goods and services. It will also increase confidence and reduce pessimism, put a
brake on the downward spiral, and probably also enhance the circulation and net national
acquisition of euros.

How does it work?

Transactions are done via mobile phone (also, to a lesser degree, via computer and an EPM
debit card), and automatically received and accounted for on servers with ample capacity at
the country® treasury (not central bank i more on this later). We assume a bank-like facility
under the treasury, from now on termed the filreasury Bankd o r . Siich B mobile phone-
based banking system may be implemented through one of the technically proven schemes
already in successful operation in some developing countries (Hughes and Lonie, 2007),
(Tagpay, 2018). There is no physical/paper EPM in circulation. The government (including
local governments) have EPM accounts at the TB. These accounts are debited whenever the
government pays wages or pensions, or buys goods and services. All citizens and domestic
firms have cost-free accounts there too, also interested foreign entities (but we will expect
EPM& to circulate only domestically in a first phase). The EPM& are created ex nihilo,
fprintedoby the TB.

The government pays employees, pensioners and suppliers both in EPM& and euros. The
EPM/euro mix may be adjusted based on how the process develops. Taxes are also collected
in a similar mix of the two currencies, and such that each tax payer (business or individual)
has to pay in the same proscribed mix. The government-issued EPM will have some intrinsic
value since it may be used by the public to settle tax obligations (as argued by MMT). One
EPM corresponds to one euro when paying tax.
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Employees and firms offering goods and services will gradually i as the scheme gets more
popular i decide to accept a certain share of EPM& as payment, while the rest must still be in
euros (more on the initial dynamics below). While the government pays wages and taxes in a
government-decided mix of the two currencies, the mix in private sector transactions is
decided freely by the involved parties, and will differ between trades. The government mix will
necessarily have to be gradually and carefully adjusted with time and circumstances.
Employers and employees may locally negotiate the share of wages being paid in EPM&,
based on how things develop.

There is an additional positive effect of introducing EPM&: By enabling activation of idle
labour and production capacity, exports increase. Thus, even if this extra activity is mediated
(partly) with EPM&, this enhances the ability of the country to service its debt burden in euros.
Also, circulating EPM& will enhance output for domestic consumption and investment. To
some degree this will lead to import substitution, improving the balance of trade which is a
good thing concerning the ability to service euro debt.

Another positive effect is political-psychological: general pessimism is reduced and
confidence increases. This will decrease the liquidity preference of individuals and firms that
possess euros but have been holding back in their spending. For a given amount of euro
stock held by agents, the aggregate euro flow will increase, i.e. we get increased euro money
velocity T we will get somewhat larger euro flows in addition to the new EPM flows.

The dynamics of the EPM initial phase

A basic albeit small initial confidence should be present because the public are informed that
EPM may be used to pay (a share of) taxes. But the initial confidence in EPM will be very low,
because of widespread popular distrust in politicians and authorities that over many years
havend been able to ameliorate the effects of the crisis, and because of hostile coverage in
the financial press and alarms raised by domestic and foreign fexpertsq and from EU/ECB
circles.

To discuss the probable initial dynamics of an EPM, it might be useful to define two entities,
ftrustoand fmeedo(Andresen, 2018, ch. 7). Even if trust is very low at the outset, need is very
high due to mass unemployment and too low incomes for many employees and pensioners.
In this situation people have the choice of trying out an EPM for purchases or let it accrue in
their accounts. Let us discuss startup developments using some assumed figures: For every
100 euros received by pensioners and public employees, they now receive an additional 10
EPM. Note that at the outset, the same amount of euros are paid to recipients. Initially EPM
will mostly accumulate in their accounts. But it cannot be used to pay taxes until taxes are
due, so the only alternative to letting the EPM account grow, is to spend it.

This gives an increasing incentive for EPM recipients to pressure vendors to accept EPM in
payments. And in a depressed economy, a shop which may be economically on the brink may
choose to accept 1 say i 8 euros and 4 EPM instead of the 10 euros originally demanded for
an item. This means that the probable initial refusals of EPM in payments will start to wane 1
some use of EPM should be expected because of the alternative of no sale is considered
even worse seen from the vendor& position.
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So need will ensure some initial EPM circulation, even if trust is low. With time, however, a
positive feedback process will start working: individuals and firms observe that transactions
with EPM& are increasingly occurring, this will increase trust, leading to more use and
acceptance of EPM. This will also i as a result of firms accepting EPM in payment i in the
next round influence wages in the private sector: firms will ask their employees to accept a
share of EPM in their wages. And employees will then often get a choice between accepting
this, or unemployment. So they accept such a mix. This again leads to firms becoming more
willing to accept a share of EPM in payment.

The government (central, regional, local) has another channel to inject EPM into the economy
in addition to payments to public employees and pensioners: it may award contracts and buy
from the suppliers that are most willing to accept a reasonable euro/EPM mix. If one doesnd
accept i say 1 a 90/10 euro/EPM mix, the contract or purchase goes to a more willing
supplier. And this of course leads to successful suppliers pressuring their employees to
accept a similar mix in their wages, again increasing use 1 and confidence.

With time and increased trust and transaction activity in EPM, the government& spending mix
for wages, pensions and purchases may perhaps be adjusted slightly downwards on the euro
side, but compensated by a larger increase in the EPM share. This frees up a euro flow that,
for instance, may be used towards a reasonable euro share for social spending. Such
spending will also decrease as unemployment falls.

Euro/EPM exchange rates

Assume that the government declares at the outset that the exchange rate EPM to euro ought
to be unity, and that firms are asked not to set prices in EPM& high, but instead safeguard
themselves in the startup phase by setting the initial EPM share of an item& price low. What
the government recommends will of course not necessarily be followed by firms. But we
should expect that firms (and individuals) that offer products or services where the dominant
input factors are domestic, will be most willing to try a significant share of EPM& in what they
accept as payment.

At the other end we have products that are imported, and the domestic input factors are
subordinate: for Italy and Greece smartphones and petrol are examples. Here one can expect
that only with time will such sellers start accepting EPM, and the share will never become
high. But there will be a mechanism at work in the right direction also there: when EPM use
has reached a reasonable and still growing level for other consumer items, for instance food
(where domestic input factors are significant), import-based firms can negotiate a wage share
being paid in EPM& and the rest in euros, hence allowing also such firms to accept a share of
EPM®& in the items they sell.

Regardless of possible government declarations about how the parallel currency ought to be
valued, one should expect the EPM to never reach parity with the euro (after starting very low
due to initial very low confidence). Floating the EPM versus the euro must be accepted; there
is no point in trying to uphold an artificially favourable exchange rate and by this creating a
black market. But the EPM will end up anchored not too far below the euro because one is
allowed to pay a share of taxes with them i one EPM counting as one euro. Note also that
EPM 1 as opposed to credit money issued by banks when lending i resembles high-powered
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(central bank) money in one important and good sense: it cannot be lost, since it is issued by
the treasury. This adds to confidence. Now toé

Some arguments against the EPM proposal
The first is: AIWond all injected EPM be used immediately to pay taxes?0

Well, for any tax payer (individual or firm) taxes will not be paid before they are due. And as
long as the flow injected by government spending arrives earlier than the demanded similar
size taxation flow back to the government, a supply of EPM will remain in the economy for
some time. This EPM supply will either be used for payments, or holders with sit on them.
Holders will then try to get them accepted for payments, as already argued. The time delay
between injection and taxation may be made arbitrarily large by the government. And the
EPM supply available for circulation is proportional to this time interval. It should probably be
extra large at the outset, to fprime the pumpoand increase spending incentives.

fisnd EPM EU illegal?0

1. The ECB euro mono poly outlaws the printing of other bills. T But the EPM does
not exist as physical currency i paper or coins, and will not be illegal for that reason
(Pott, 2012).

2. Only the euro may be dé& Butdhereid nofnéed tpadclar¢ ender 0.
EPM legal tender; any potential recipient of EPM can refuse to accept them in
payment i as opposed to euros. As discussed above, EPM will be accepted sooner
or later anyway, in increasing amounts due to economic need and spread of trust
through contagion processes (ibid.)

3. lssued EPM should be considered debt, and wonot

public debt increase under Maastricht rules? i The EU definition of public debt
encompasses an obligation of the debtor to pay back the amount owed in the future,
in euros. But the government is not obliged to pay back circulating EPM (or TCCs, or
mini-bots T see below). EPMs are simply extinguished when they are used to pay
taxes, they are never redeemed in euros. By this, the circulating EPM supply is not
debt in the sense of the Maastricht rules (Bossone et al, 2018). See also (Kaminska,
2019).
One may of course object that EU and ECB circles will insist that EPM is illegal
anyway, which some has already started doing (Kaminska, 2019). But immediate
economic repercussions will not be probable, since the EPM-issuing government in
that case will demand a legal process to consider the issue, and the EU/ECB can
hardly refuse this. The crucial point is that a parallel electronic currency solution is
something a national government can implement fast and unilaterally; there is no
need for involvement or support from supranational organs. So, while the EU/ECB
objects, the EPM is launched and circulation (and popularity) grows.

One might also argue that introducing an EPM does not solve the euro debt problem. To this |
reply that without a parallel medium of exchange an economy is wholly dependent on euros to
uphold domestic activity. This puts the country in a very weak position when negotiating
forgiveness and/or lower interest rates and longer repayment times on existing debt. The
existence of an EPM circuit changes the balance of power strongly in favour of the indebted
country.
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But what about richer agents moving their euros out of the country to avoid taxes or in fear of
losses due to collapse of domestic banks? Yes, the problem of euro capital flight is not solved
by introducing EPM, except that increased domestic economic confidence may after a while
motivate many agents to repatriate their euros. Anyway, the issue of capital flight is there
regardless of whether the EPM proposal is implemented or not, and must be addressed
somehow. And it has more serious effects without an EPM system in operation.

Two other parallel currency proposals

In ltaly, the Fiscal Currency Group has been working for several years to get politicians to
understand the need for a parallel currency. They call the instrument tax credit certificates
(TCCs) or ffiscal moneyo (Bossone et al., 2018). These are non-debt bonds in the sense that
they only commit the government to reduce the future tax burden of their bearers by an
amount equivalent to the nominal value of the bonds, two years after they have been issued.
The purpose of the TCCs is the same as EPM, and embodies a similar MMT understanding of
economics. The two-year duration is to force the bonds to circulate as a means of exchange,
which is good. But this has the drawback that TCC units have different times to maturity. As a
specific TCC approaches maturity, its value will increase. A need to estimate a market price
for each TCC complicates the use of TCC as a means of exchange.

With the EPM the government-controlled delay between spending and taxation solves the
forcing-to-circulate problem. EPM units do not mature, are therefore not unique and all have
the same value. Furthermore, they may additionally be transacted in arbitrary amounts down
to an FEPM centq just as with euros. This opposed to a less convenient non-divisible bond
instrument.

Perhaps the most well-known Italian proposal is Salvini/Lega& fmini-botsa These are also
bonds, but with a weaker impact than the TCC and EPM, since they are only supposed to be
issued by the government to pay arrears to creditors. But this instrument would also help
since it may be used as a means of exchange. It may also be used to pay taxes and fits well
with an MMT understanding.

But is this not only a trick to (catastrophically) leave the euro?

As mentioned above, the proposed scheme will give euro-indebted countries a much better
position in their bargaining for partial debt relief or less heavy euro debt service burdens. The
change in the balance of power resulting from such a system can already be detected in the
alarmed reactions from pundits in the financial markets and the financial press against
Salvini®& recent proposal. Giugliani (2019) and Horowitz (2019) are representative for this,
even if Giugliani consoles the readers that the mini-bot wond happen. The claim is that a
parallel currency is just a trick for leaving the euro, the writers knowing that in countries like
Italy and Greece the majority does not dare this. The bond markets are of course scared to be
sidelined (which they will actually be to a large degree with a parallel currency). So they and
their supporting pundits contribute to the alarmism.

Yes, a parallel currency enables a gradual and controlled transition (back) to a national
currency, if that is wanted. But running a parallel currency circuit gives the national assembly
in a crisis country the freedom to deliberate and make a transition back to a national currency
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at any future time, and base it on experience with how the parallel currency and the economy
have fared. A government can additionally pledge future circulation of euros indefinitely. This,
and the gradual way EPM may be injected into an economy while euros will remain in
unimpeded circulation, should enable a sober and panic-free public discussion of such a
reform beforehand. A date for starting the gradual injection of EPM may be set and publicised
in ample time, without creating much speculative or psychological turbulence. As opposed to
today& alarmism about scenarios of reverting wholly and abruptly to a national currency 1 an
alarmism which is very much stimulated by pundits and financial interests that wish to avoid
such an outcome. A further argument to reassure skeptics is that one may at any time decide
to gradually discontinue the EPM circuit and go back to 100% euros, if that is wanted.

Compare the above described careful and gradual process to the much discussed alternative
and feared scenario with overnight abandoning of the euro i which will lead to panic and
speculation beforehand, and an intense media hunt for the transition date i a date that should
be kept secret but which will mercilessly be revealed. Such an abrupt break with the euro is
considered T also among most of the EU-critical public i unrealistic and harmful, even if such
fear is largely ungrounded.

More on the advantages of electro nic (digital) money

There are great possibilities for better control of macroeconomies with electronic money, not
only in the parallel application, but in general. The problem is not whether it would work 1 this
has been demonstrated in many countries for years (Hughes and Lonie, 2007). The problem
is to get public information and discussion, and i most important i implementations in euro-
crisis countries. Doing this T for instance in Italy or Greece i is neither very expensive nor
risky. Such a system could be bought off the shelf and be up and running in a few months, at
very low cost (Tagpay, 2018).

Some may object that a government in a euro-crisis country doesnd@ need to issue its own
parallel electronic currency. One could instead use one or several of a spectrum of
fcryptocurrenciesq from  bitcoin to the announced Facebook variant, flibrad But
cryptocurrencies have two fundamental flaws:

1. They are not nationally issued, and a government can@ create and inject more of
them as needed into a national economy. Crypto is comparable to using gold and
precious stones as an additional means of exchange and will not make a difference. If
cryptocurrencies really could make a difference in a depressed economy, they should
by now i after 10 yearsocrisis i circulate comprehensively. This is not the case.

2. Cryptocurrencies are tailored to avoid government control and taxation. Accounts and
transactions are anonymous and therefore taxation is impossible or very difficult.
An appeal to the MMT community
The modern money theory community i which this author considers himself to belong to i is

finally making some headway, both politically and in academia. They have achieved
increasing acceptance of these main points:
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1 A country needs to issue its own currency.

1 Taxes are not needed for a government®& spending. A government also doesna need
to borrow to spend.

1 A government issuing its own currency can always ensure employment of the entire
population.

But the MMT community has until now not given much attention to what euro countries could
do to get out of the crisis, except the advice: frevert to a national currency, overnighta But this
is politically impossible. So they should promote the parallel currency proposals.

Additionally, they have hardly shown any interest in electronic (digital) money, and the strong
advantages of such currencies. This should be remedied.

Furthermore, there are two positive but unrecognised side effects of issuing electronic money
by a firreasury Banko(ArBg that the MMT community ought to be aware of:

1. The national central bank 7 which is bound up in the EU/ECB regulatory framework
and mostly populated by personnel and upper management identifying with
mainstream financial narratives i is sidelined. But it will still control the euro part of
the monetary system i business as usual i thus keeping its much-lauded (and by law
imposed) findependencea This ought to somewhat weaken the probable central bank
resistance to a parallel currency scheme.

2. By placing the parallel currency directly under the treasury, one also shows the
validity of MMT in practice. The government directly issues the money needed for
spending, and drains (destroys) the necessary money through taxation. A TB is a
thus a demonstration project for the principles and advantages of MMT, and a
laboratory for gaining experience with MMT-based fiscal regulation.

As a final argument, there is a general worldwide growth in digital currencies, phasing out the
use of bills and coins. It is now so strong that even (traditionally careful and conservative)
central bankers are expressing interest in introducing direct digital money accounts at their
central banks (Nicolaysen, 2017). Technologically-driven processes i a few other examples
are the emergence of the Internet, digital audio and photo 7 are unstoppable. This makes it
easier also for parallel digital currencies.

Conclusion

A parallel electronic currency will T with immediate effects (months) i ameliorate the strongly
and persistently-lowered living standards for most people in crisis countries, which is the
bleak and only future (lasting several additional years) that the EU and euro-crisis country
governments have been able to come up with. By the proposed scheme it should be possible
to activate the immense underused potential that the hard-hit eurozone countries have i
unemployed or underemployed people i to give many a better life and the country a return to
social stability.
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The challenge for the economics community including MMT proponents i and the politicians
that look to them for advice i is to leave behind the all too common unwillingness to think
outside the box. As Keynes (1936, ch. 12), said:

fWorldly wisdom teaches that it is better for reputation to fail conventionally
than to succeed unconventionally.o
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1. Introduction

Following from the material set out by Wray in this issue, this essay argues that Modern

Monetary Theory (MMT) stands in opposition to politically imposed rules. Specifically: debt

ceilings, prohibition of direct sales of public se
necessity for a national treasury to maintain a positive overnight balance at its own central

bank. These may have had a function under former situations but are not necessary today,

given the existence of and scope for a fnew operational realitya

Amongst other things, MMT rejects the mainstream concept of a government budget
constraint (GBC) (Mitchell, 2011). The GBC conceptualises the government as a currency-
user, which might finance its spending by taxation, borrowing (debt issuance) and fprinting
moneyc‘;l. According to mainstream thinking, each of these methods carries problems: taxation
reduces non-government sector spending power and can, allegedly at least, reduce
incentives to work; fexcessiveo borrowing leads to higher long term interest rates, in turn,
generating fcrowding outo effects. Higher interest rates will lead to lower private sector
investment (Armstrong, 2015, pp. 18-19) and, should the state turn to fimoney printingo to
finance a deficit, then the inevitable result is inflation.

MMT instead provides the key insight that the government must spend (or lend) before it can
tax (or borrow). Taxes do not fund spending in a functional sense and merely represent the
amount of previously-issued state money which has been destroyed. MMT recognises that
although a government with its own sovereign currency under floating exchange rates faces
no financial or revenue constraints it does face real resource constraints. MMT contends that
it is access to real resources that determines - or limits - what the state is able to provide for
its citizens. If the state spends on goods and services it draws resources to a particular use
and these resources are therefore not available for other purposes. At full employment an
opportunity cost exists. MMT is often mischaracterised as denying the existence of
constraints. This is not the case- MMT stresses that the quantity and quality of real resources
available (together with what the country can import) determine the potential living standards
for its population.

Davis (1971, p. 1) argues that filnteresting theories deny certain assumptions of their
audience, while non-interesting theories affirm certain assumptions of their audienceo and
stresses that fthe defining characteristic of a theory that some audience considers interesting
is that it stands out in their attention in contrast to the web of routinely taken-for-granted
propositions that make up the theoretical structure of their everyday liveso(Davis, 1971, p. 2).
The great majority of economists, politicians and interested members of the public
conceptualise the government as a currency-user and implicitly assume that the state faces a
budget constraint (in the manner of a household). MMT challenges this assumption and
conceptualises the state as a currency-issuer which faces no financial constraints in its own

L If the state buys goods and services by direct issue of currency (overt money financing) this is often
described in press and even mainstream economic literature as fprinting moneyoeven though no money
is actually printed. From a heterodox perspective, describing the issue of money in such a crass fashion
is seen as a deliberate attempt to stir up T usually unfounded i fears of inflation.
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currency and instead faces only real constraints. In this way, MMT captures the imagination
and generates a level of interest in open-minded listeners usually absent from other schools
which merely confirm or elaborate upon the assumptions which may already be established in
minds of the audience. Whilst MMT has antecedents it also addresses a fnew operational
realitydand | begin with this.

2. MMT and the new operational reality

From an MMT perspective, under a floating exchange rate, the state always has the power to
choose the interest rate it pays when it wishes to borrow, regardless of the duration of the
loan. Since the central bank is the monopoly supplier of net balances to the domestic
monetary system (more colloquially, fon its spread sheetd it necessarily has the option to act
as a fprice setterd(Mosler, 2012). Despite the realisation of the need to set the overnight rate,
determination of longer term rates has been fleft to the market.0 That such an approach is a
choice not an operational necessity, as it once was, has not been understood. Failure to
grasp the nature of the new operational reality, firstly by economists and, secondly, by
politicians and policy-makers, has meant the retention of the erroneous view that flexible
market-driven, long term interest rates have the ability to coordinate saving and borrowing.
Such a situation has had serious consequences for the conduct of both monetary and fiscal

policy.

In the current situation in the UK and US, for example, the state could use its position as
monopoly issuer of the currency to control the whole spectrum of risk-free rates; or to put it
another way it could determine the shape of the yield curve. If a policy of exerting control over
long term risk-free rates was decided upon then it could be put into practice by the central
bank agreeing to buy unlimited quantities of government debt at a price consistent with its
interest rate target at each maturity level. This would result, potentially, in significant central
bank balance sheet expansion. Alternatively, the Treasury could offer securities that yield no
more than the government 6s t dreegates (Mbsker;20i2he ter m st ru

The mainstream view of money has had a critical role in this non-r ecogni ti on of the s
ability to control the whole spectrum of interest rates under the current operational reality; if
money was viewed analytically, at least, as a commodity rather as credit, floanable fundso
theory could make logical sense. Households would supply loanable funds to banks in
increasing quantities in response to higher interest rates, as the opportunity cost of spending
was rising. If demand for loanable funds rose then higher interest rates would be required to
induce households to supply them. The long-term interest rate must therefore be left to the
market and allowed to rise in order to generate sufficient saving to meet demand from
borrowers, otherwise there could be a chronic shortage of saving. | consider that, underlying
this view, is a metaphysical belief in the equilibrating powers of flexible long term interest
rates.

If the long-term rate was set too low, then borrowing would be higher than its foptimumolevel
and would not be supported by saving. The result would be fmalinvestmentso?;a credit boom

2 fMalinvestmentso or badly allocated business investments are an important element of Austrian
business cycle theory. Excessive credit expansion, facilitated by loose central bank policy- setting the
interest rate below the optimal equilibrium market rate which coordinates the preferences of savers and
borrowers- leads to an impairment of the critical ability of the price mechanism to allocate resources
efficiently, in turn generating over-investment, an unsustainable boom and a necessary, corrective
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and, inevitably, a crash. The mainstream view of the nature of banking lends weight to this
approach.

Mainstream theory treats banks as pure intermediaries (Jakob and Kumhof, 2015) who
acquire money from a source or sources and then lend the money to others. Banking
however, is a fundamentally different process. MMT is founded on the endogenous approach
to money and thus recognises that banks do not take deposits and then lend them out.
Indeed banks may make loans without the possession of prior deposits (or reserves). Banks
take a position in assets by granting credit to borrowers and at the same time accept liabilities
upon themselves. The granting of a loan by a bank is fundamentally a balance sheet
expansion exercise. A bank customer who is granted a loan gains a bank deposit (a liability to
the bank) and at the same time the bank acquires an asset i the loan. Assuming the loan is
spent and the receiver of the credit holds an account in a different bank, the lending bank will
find that initially its balance sheet shrinks i. e. it loses the deposit and reserves. However,
once the loan is repaid (with interest), the reserves are replenished (with additional reserves
equivalent to the interest) on the asset side. On its liability side the interest payment has
boosted the bankds net worth. Provided the
profit on the transaction. It is clear from this mechanism that floans create depositsé3 not the
other way round (Wray 2012).

If the bank needs reserves to allow settlement it can source them on the
interbank market which might be the case if the proceeds of the loan are to be moved to
another bank. However, second, on settlement day, if the bank is short of reserves the central

borrower

bank automatically grants (or Afaccommodat eso) an

error of accounting. Thus, when the cheque for the proceeds is deposited in another bank the
reserve account of the bank granting the loan is debited. Should that result in a reserve
account overdraft a loan from the central bank is recorded.

Consistent with the erroneous mainstream view of money, banking and interest rate
determination is the fcrowding outo hypothesis.4 This hypothesis suggests the higher
government borrowing increases demand for loanable funds and, as would be the case with
any other ftommodityq its price- or interest rate- would rise in turn leading to reduced private
sector borrowing. Given the mainstream preference for private investment over public

contraction. firhe popularity of inflation and credit expansion, the ultimate source of the repeated
attempts to render people prosperous by credit expansion, and thus the cause of the cyclical
fluctuations of business, manifests itself clearly in the customary terminology. The boom is called good
business, prosperity, and upswing. Its unavoidable aftermath, the readjustment of conditions to the real
data of the market, is called crisis, slump, bad business, depression. People rebel against the insight
that the disturbing element is to be seen in the malinvestment and the overconsumption of the boom
period and that such an artificially induced boom is doomed. They are looking for the philosophers’
stone to make it lasto(von Mises, 1966).

® However, the position is not as simple as this. Goodhart (2017) notes that banks provide a service to
customers allowing them access to credit, so banks do not create the money themselves; in reality they
create the conditions which allow customers to do so, fin dealing with the private sector, the commercial
banking sector acts as a service industry, setting out the terms and conditions on which it will provide its
financial services, notably including loan and mortgage provision. Given these, its private sector clients
then make most of the running, determining the timing and amount of bank credit provision. The key

variables are the banksbc hoi c e of such t er ms and conditions

borrowing (on such terms) from the banks. Seen in this light, the claim that bank credit is the genesis of

money <c¢reation without any menti on pootesstama&untspts & v at e

misrepresentationd(Goodhart, 2017, p. 13, parentheses in the original).

4 fiCrowding outo usually refers to a situation where increased government borrowing raises interest
rates leading to reduced private sector investment, in turn, dampening (or even eliminating) any positive
effect upon on income and output (Karlson and Spencer, 1975; Wilson, 1979).
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investment such a situation should be avoided as a matter of urgency. However, in the
current operational reality, fborrowingo by the state is not operationally required and even if
the state decided to borrow, there would not be any straightforward correlation between
increased deficits and rising long-term rates.> Under the gold standard, governments were
constrained in their spending by their ability to tax and borrow. If a fiscal deficit existed there
would be untaxed spending in the system which could be converted into gold at a fixed rate.
In this case the state would need to offer fimarket-determinedorates to induce holders to buy
non-convertible government debt rather than convert into gold (Mosler, 2012).

The new operational reality is different. The government spends first, and creates reserves,
ex nihilo. It is never revenue-constrained as a currency-user might be. The fborrowingo
operation which removes the reserves is voluntary in an operational sense. The state has no
need to borrow. (Mosler, 2012) It could allow any untaxed spending to remain in the system.
The problem with this is that such a policy would result in the overnight rate falling to zero
(should no action be taken). Banks cannot reduce the aggregate level of reserves in the
system. Excess reserves would mean that banks would try to lend them on the overnight
interbank market driving the interest to zero. In operational terms sales of debt are not a
borrowing activity but are required to maintain a positive short term interest rate (Mosler,
2012).

Most central banks utilise a variant of the corridor system to enact their monetary policy
(Mosler, 2012, pp. 47-57; Clews et al., 2010, pp. 292-300; Lavoie, 2010, pp. 3-17). The
fstandardo model, exemplified in the Bank of England paper (Clews et al., 2010), takes as its
starting point the expected behaviour of individual profit-maximising banks. From this
perspect i ve, it is possible to derive the expected s
reserves and, by implication, the demand curve for reserves as whole. The green line shows
the demand curve for bank reserves on the interbank market. It is horizontal at the lending
rate, on the assumption that profit-maximising banks will not borrow from each other on worse
terms than they can obtain from the central bank. The downward sloping section reflects that
as the interest rate falls the opportunity cost of holding reserves rather than lending them falls,
increasing demand for reserves.® The final horizontal section reflects the fact that banks will
not lend reserves to each other below the discount rate as this will not be consistent with
profit-maximising behaviour.

Given the shape of the demand curve, the central bank can adjust the aggregate amount of
reserves using open market operations so as to hit its target rate. The lending rate is the rate
at which banks can borrow reserves from the central bank (discount window) and the deposit
rate is the rate paid on reserves deposited at the central bank i referred to as fstanding
facilitieso by The Bank of England. The policy rate lies between the deposit rate (if present)
and the lending rate and these the two administered rates, the lending rate and deposit rate (if
present) give a ceiling and floor to the overnight rate and limit the potential divergence of the
overnight rate from the policy rate. International variation exists in the exact implementation of
corridor systems but the principle behind the policy remains the same.

> Armstrong (2019).

® firhe higher the market rate of interest, the higher is the opportunity cost of holding reserves and hence
the lower will be the demand. As rates fall, the opportunity costs fall and the demand for reserves
increases. But in all cases, banks will only seek to hold (in aggregate) the levels consistent with their
requirementso(Mitchell, 2010).
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Figure 1 Stylised demand for reserves in the corridor system
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In principle the interest rate will remain inside the corridor as the lending rate and deposit rate
place upper and lower limits on rate movements. The standard conceptualisation is that of the
central bank using open market operations to adjust the level of reserves in the system
enabling it to hit its policy rate. The system relies on an orderly functioning interbank market
which facilitates an efficient distribution of reserves between banks.

Mosl er (2012) devel op-widefmacroamaegsi svor ( M6skgstamd Ar m
2019, p. 11)7 which differs methodologically from the fstandardocorridor model. Mosler (2012)
notes that bank reserves might be in the form of v
market operations or borrowed from the Fed. If the banks are left collectively short of reserves
by the Fedds open market operations they must acec
di scount wi ndow. Mosl erds (2012) anal ysis recogni s
stigma attached to borrowing from the discount window (as it may be associated with financial
weakness). In this case, the fed funds rate might well exceed the lending or discount rate.
However, as banks collectively bid up the fed funds rate the spread between the fed funds
rate and the discount rate widens and eventually banks must borrow from the central bank.
This shown on the diagram below; as the market rate exceeds the discount rate (beyond point
A) banks demand reserves from the discount window. The Fed acts passively and supply
adjusts to demand, eventually satisfying all demand (at market equilibrium shown by point B)

ifa rate above the discount rate. Ulti matel vy, howe
window borrowing is always under the control of the Fed; Fed provision of additional reserves
via open mar ket operations wil/| reduce the banksodo |

Conversely, if the Fed provides fewer reserves using open market operations the spread
between the fed funds rate and the discount rate will widen, requiring banks to rely more
heavily on discount window borrowing.

" See also Mosler and Armstrong (2019) for a detailed development of this analysis.
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Figure 2 Supply and demand curves for reserves (system-wide shortage)
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The unprecedented increase in the level of bank reserves supplied by the Fed in the
aftermath of the GFC generated, as matter of policy, a systemic excess supply of reserves.?
The excess supply (S) over demand (D) would have driven the fed funds rate to zero, had not
afi f | ratedbeen introduced by the payment of interest on reserves held by banks at the Fed
(Mosler and Armstrong 2019) i shown by the deposit rate on the diagram.

Figure 3 Supply and demand curves for reserves (system-wide excess supply)
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Source: Mosler, 2012, p. 56.

® Keister and McAndrews (2009); Mosler and Armstrong (2019).
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Consistent with this approach, Mosler and Armstrong (2019, pp. 6-7) disagree with the
argument the central bank (CB) alters the supply of reserves in order to enact its interest rate
policy and instead contend that ftlose inspection reveals that interest rate policy remains best
understood as a matter of setting rates and not quantitiesd They argue that

fif there is a shortage of reserves in the banking system, for any individual

bank that shortage is accounted for as an overdraft loan (discount window

loa n) from the CB. That i s, in the first insteé
reserve account is accounted for as a loan from the CB. And if the CB sets

the rate for these loans at the policy rate, there is no need for the further

action (such as @dding reservesod6 via repurchase agreement
purchases of Treasury Securities) suggested in the standard model. It is only

when the CB adds what is called a dédpenalty rate

a stigma® is associated with loans from the CB, that banks then attempt to

borrow in the interbank market in order to replace higher priced loans from

the CB with lower priced loans from other banks. As a point of logic, the bank

would be willing to pay more than the policy rate, but less than the discount

rate plus the amount by which it values any stigma. In the US case, for

example, when the Fed observes the fed funds rate trading higher than its

policy rate target, it then takes action to make reserves available at a lower

price to bring the fed funds rate down to its policy rate.

In the case of a reserve excess, the CB can simply pay interest on reserves,
which again is about setting the interest rate rather than the quantity of
reserves. Alternatively, the CB can offer securities for sale, which support
rates as determined by the interest rate which is implicit in the terms offered
by the securities being sold. '

Perhaps, of even greater significance is MMT6s deni
is ever effective in the way mainstream theory suggests (Mosler and Silipo, 2016; Mosler and
Armstrong, 2019; Armstrong, 2019). Central bankers believe raising rates works to reduce
inflationary pressures by reducing aggregate demand, and lowering rates works to support
aggregate demand and increase inflationary pressures. The primary channel for this effect is
private sector lending, where higher rates discourage lending and lower rates support lending.
However, close examination of the evidence refutes this idea. In the private sector, casually
stated, for every dollar borrowed, there is a dollar saved. Therefore a shift in rates moves
income between borrowers and savers. CBs agree with this, and then further assume that the
propensities to consume out of interest income differ between borrowers and savers, such
that when rates rise, for example, borrowers cut back on their deficit spending to a greater
degree than savers increase their spending. Likewise, as rates fall, they believe that
borrowers increase their deficit spending more than savers cut back on their spending. And
therefore, central bankers conclude, higher rates are contractionary and lower rates
expansionary. However, although the propensity estimates of the central bankers may well be
accurate, given the state is a net payer of interest to the economy, higher rates are adding
interest income to the economy and lower rates are removing interest income from the
economy. With debt to GDP ratios often approximating 100% of GDP, the interest added or

° It may be that discount window borrowing might give the impression of financial weakness and so
would be avoided if possible.

% n practice, flag accountingd and reserve averaging regulations work to both destabilize and to
stabilize interbank rates, see Mosler (2012, pp. 57-62).
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subtracted by this channel is likely to dwarf the effect of the differing propensities between
private sector borrowers and savers. Lower rates may help borrowers to service loans and
qualify for new | oans, but | ower net i ncome worKks
the general ability to service loans in the economy. Thus higher rates are in fact an
expansionary force rather than the contractionary force assumed by central bankers. That is,
global central bankers have it backwards- they are easing when they believe they are
tightening, and tightening when they believe they are easing. And experiences of Japan, the
eurozone, and the US do not contradict this hypothesis, where decades of zero and near zero
rates have not triggered aggregate demand or inflation from private sector credit expansions,
and, to the contrary seem to be supporting low inflation and low demand (Mosler and
Armstrong, 2019; Armstrong, 2019).

Mosler and Armstrong (2019, p. 17) summarise the MMT view that under floating exchange
rates, CBs of nations with their own sovereign currencies can always set the risk-free interest
rate of any duration. The rate of interest charged by banks is best conceptualised as merely
this risk-free rate plus a risk premium.

fiCentr al b a n &cknovdedgedthe@perational necessity of targeting
interest rates rather than money supply growth.'* However, we would argue
that the process of deepening understanding is not yet complete and further
requires the recognition that, as the monopoly issuer of reserves in a floating
exchange rate regime, supply is demand determined with CBs controlling
price. That is, CB action under a floating exchange rate regime is best
understood as that of a price-setter of the reserves demanded. We argue in
favour of a reversed causality vis-a-vis orthodox analysis which would have
applicability in a fixed exchange rate regime, which is in fact reserve
constrained Wewlsoadmtend ghatés role as monopoly supplier
also gives the CB the ability to control the full spectrum of long term risk-free
rates and that the extent of market influence on the determination of the
shape of the yield curve is always, ultimately, under the control of the CB.0

3. The Nature of self -imposed constraints

The insights of MMT allow us to see that under the new monetary operational reality policy
space is much expanded. The government can now act as a currency issuer and pursue
public purpose. Functional finance could now be the order of the day. For most nations,
issuing their own fiat currency under floating exchange rates, the situation is different to the
days of fixed exchange rates. Since the gold window closed a different reality exists i one
which, potentially at least, provides governments with significantly more scope to enact
policies which benefit society (Mosler 2012). However, from an MMT perspective, policy
arrangements that sprang up under the old regimes are no longer necessary or beneficial.
They can largely be considered as self-imposed constraints on the system which are out-of-
date, ideologically biased and unnecessary. However, mainstream economists have not
grasped this situation i or perhaps they cannot allow themselves to- because of the vice-like
grip of their ethics and firaditionalo training has on them. This characteristic of orthodox
economics underpins the political hegemony of neoliberalism; governments operate under
different rules but still continue to act as if they were currency users.

' See McLeay, Radia and Thomas (2014a; 2014b).
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Notable examples of outdated fblockagesoinclude the imposition of debt ceilings, prohibition
of direct sales of government debt to the central bank and the need for government treasury
departments to hold positive balances at their own central banks (Wray, 2012; Mosler, 2012)
They are no longer required to mitigate the effects of the self-regulating market, yet they are
retained. For those who cannot recognise the new core reality and remain embedded in the
old one they remain essential (or at least are stated as being so).

However, in extremis, governments will exercise their power as currency-issuers. The
situation is complex as politicians publically endorse the supposed critical importance of the
self-imposed constraints but then carry out policies designed to circumvent their impact 1
only, of course, when it suits their political purposes. Their actions would never be described
in those terms and the impact of the voluntary constraints would never be sufficiently and
consistently avoided so as to allow public purpose to be pursued.

A case in point would be the so-called fdebt ceilingdin the USA. Under conditions of the gold
standard a debt ceiling may have had some operational meaning since an ever-increasing
level of untaxed spending would increase the risk of conversion into gold and a loss of
reserves. Higher and higher interest rates may, in principle, have been required to prevent a
loss of gold. In a modern context, with no convertibility, the need for a debt ceiling has gone.
The level of net spending by the government should be set at the level required to maintain
full employment (Wray, 2012). Debt ceilings, however, have great appeal to fibertariano
groups and therefore remain firmly politically entrenched. They represent in essence, from the
point of view of MMT, a |imit on the governmentos w

A second example concerns the rule that central banks cannot buy government debt directly
from their treasury. Again, in principle such a rule may have had some archaic operational
value but in the modern setting it is merely an unnecessary self-imposed constraint i based
on a profound misunderstanding of the true operation of the monetary system and ideological
prejudice against government deficit spending. The original idea behind the rule was to
prevent fimonetisationo of public debt. If the government borrowed from its own central bank it
would raise the money supply and according to mainstream views this would be inflationary.
Therefore, debt would need to be sold to private sector holders of currency. In this case,
provided the central bank did not faccommodateodthe sale by increasing reserves the money
supply would not rise and there would be no inflationary consequences. However, fexcessiveo
sale of debt to the private sector was frowned upon for different reasons. As mentioned
above, given the existence of limited savings to borrow, increased demand from the public
sector would drive up interest rates and crowd out private sector investment.

However, in the pre-GFC days, when the Fed managed the level of reserves in the banking
system in order to meet its federal funds rate target, monetisation was impossible in practice.

fOnce the Federal Reserve Board of Governors sets a fed funds rate, the
Fedds portfolio of gover nment securities chan
transactions that are required to supportthef ed funds rate. The Fedobs |
control over the quantity of reserves underscores the impossibility of debt
monetization. The Fed is unable to monetize the federal debt by purchasing
government securities at will because to do so would cause the funds rate to
fall to zero. If the Fed purchased securities directly from the Treasury and the
Treasury then spent the money, its expenditures would be excess reserves in
the banking system. The Fed would be forced to sell an equal amount of
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securities to support the fed funds target rate. The Fed would only act as an
intermediary. The Fed would be buying securities from the Treasury and
selling them to the public. No monetization would occuro (Mosler, 2012, pp.
26-27).

An understanding of MMT allows us to see the irrelevance of the rule can be illustrated by the
post-GFC use of QE. Given the insight that the government can only tax or borrow what it has
already spent or lent the true relationship between the government and the central bank
becomes apparent. The government must first spend or lend before the central bank can
drain the reserves it creates by the sale of bonds. So the government always spends by
creating new money, the sale of bonds is a voluntary activity used to maintain the overnight
interest rate.

As we saw earlier, during the aftermath of the GFC the extensive use of QE caused a huge
rise in the level of reserves. This would have caused the overnight rate to fall to zero had not
central banks offered to pay a rate equal to their target rate on excess reserves. If monetarist
ideas had any traction economies should have seen an explosion of monetary growth and
inflation. Neither happened; the effect of QE is really the same as a direct sale of debt to the
central bank. First the government spends then the central bank sells debt to soak up
reserves, QE just means buying them back. | might suggest that, functionally, it is the same
thing as selling the debt to the central bank in the first place! To reiterate an earlier point, in
any case, there is no operational need to sell debt to either the private sector or the central
bank, the Treasury can deficit spend and leave the excess reserves in the system. If the
central bank wishes to pursue a positive interest rate policy it would merely offer a positive
interest rate equal to its target rate on excess reserves held in the banking system if
deposited at the central bank. Alternatively, it could allow the rate to fall to zero (ZIRP). For
the advocates of MMT, under fixed exchange rates the fno direct sales of government debt to
the central bankorule may have had an operational purpose but this no longer exists.

Another self-imposed constraint is the requirement for Treasuries to hold a positive balance at
their own central bank before spending i for example, in the USA (Wray, 2012, p. 105). In
principle such a rule means Treasuries are forbidden from running an overdraft at their own
central banks and this is a reflection of mistrust of government and the consequent need to
retain legal fthecks and balancesa However, such a rule runs contrary to the logic inherent in
MMT, that government spending or lending must precede taxation or state borrowing
(coll oqui al | y,fresereedraiocdbefodeta frésarwe @add@. In practice, meeting this
requirement requires a particular sequence of transactions involving the central bank and the
Treasury. This is because in order to obtain the necessary positive balance the Treasury must
acquire non-government funds which it had already created itself by its own deficit spending.
These non-government funds will be (more often than not) in the form of previously-issued
securities, necessitating a repo transaction by the central bank. In the case of the US, the Fed
would carry out a repo, buying securities from the relevant private sector financial institutions.
This provides the necessary reserves for the private sector to buy the new issue of debt which
is required by the Treasury in order to replenish its balance at the Fed. Once the government
has acquired the positive net balance, it spends from its Treasury account and the reserves
become available to allow the reverse repo transaction to occur. Once the sequence is
complete the government has spent as set up in its budget and the private sector now holds
more government securities than previously (Wray, 2012, pp. 105-109).Thus we have a self-
imposed constraint par excellence, requiring financial legerdemain but in practice having no
operational significance.
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4. Conclusion

The neoliberal agtterhiase deleyn tchearabandonment of fi x
favour of floating rates (this is not true for al
retained fixed exchange rates or currency boards)

policy nsga&acensi of the sovereign use of monetary anc
now able to usesitdkReyeol demasdto pursue macr oeconomi
concern for the exchange rate. I mi ght specify two
has not been fully utilised.

First, the acceptance of the need (or aiasstream p
reduced this space. Nations are constrained in thei
perceived possibility that such a policy stance mi
selling of the currency sigmieficuaamteihyyundétmboghgtt
is al most certainly greatly overestimated in the n
(certainly for devel oped nationshesadchofasi tt heef fl@®,t i |
constrains the agaolivey utse pdr sfue cfall | empl oyment ¢
domestic |living standards

S e c o n tould argue that mainstream economists and neo-liberal politicians have not
recognised that the old operational reality has now gone (at least for countries which are not
part of the euro or operating under fixed exchange rates). They have not understood or
accepted that fsound moneyo government budgeting and fimarket-ledo interest rates which
might have been seen as necessary or even beneficial under the gold standard (and to a
lesser extent under the Bretton Woods system) are out-of-date and hamper progress. They
retain policies that, from an MMT perspective, restrain the ability of the state to use its
position as issuer of a non-convertible currency under floating exchange rates to pursue
public purpose.

It is clear that the insights provided by MMT have not been absorbed either by mainstream
economists or the politicians they advise. From the perspective of MMT, the hegemony of
mainstream economic ideas has led to the retention of voluntary out-dated constraints, which
are certainly considered as vital long-term elements of the system (although, as stated above
they are often nullified by policy-makers in the short term for the purposes of expediency).

MMT provides a lens which enables a deeper understanding to emerge; one which
recognises that in a system where the state issues its own sovereign currency under floating
exchange rates there is never an faffordabilityd question in a monetary sense for the
government. It never thaso or id o e s n 6 & moheg. viteissues money ex nihilo and can
purchase anything available within its own sovereign monetary space. In such a situation the
limits of production and consumption of goods and services are real not monetary. The

2 For a full discussion of the impact of free capital mobility on economic growth and its consequences
for the degree of monetary and fiscal policy space available to governments see Siddiqui and Armstrong
2018).

$3 There is always the possibility of a frun on the currencyd Wray, when discussing the operational
reality present when governments issue their own sovereign currency, notes fwhile we deny that the
deficit by itself can generate a rational fear of default on domestic-currency-denominated debt, we do
recognize that deficits can impact expectations concerning the international value of the currencyo(Wray
1998, p. 96, emphasis added). However, advocates of MMT stress that this effect is often grossly
exaggerated, a point which has been amply demonstrated in the immediate post-GFC era, where rapidly
increasing budget deficits did not lead to significant falls the exchange rate (notably, for example, in the
US, Japan and the UK).
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quantity and quality of factors of production determine what can be produced and consumed
domestically. The state must ensure the economy performs so as to ensure that the nation
lives up to its means. It must use its position as a monopoly issuer of the currency to ensure
full employment.

Unfortunately, the legacy of fixed exchange rate regimes has remained firmly entrenched in
the minds of orthodox economists and policy-makers. Tight budgeting, no longer required to
protect the exchange rate, is retained for entirely different, primarily ideologically reasons; the
metaphysical idea that governments are less efficient in using resources than the private
sector. Deficit financing is still out of fashion (Mitchell, 2012) but no longer due to the
influence of external constraints. The old theory of interest rate determination i loanable
funds i is also a useful hanger-on from the past- it underpins the idea that if the government
borrows from a fixed pot of saving if will drive up interest rates and fcrowd outo private sector
investment.

Mainstream thinkers consider what was formerly essential to mitigate the effects of
membership of the gold standard or fixed exchange rate regimes as still being an essential
part of operational reality but, from an MMT viewpoint, this is patently not the case. Much of
what was once fusefuld is now defunct and part of a large unnecessary baggage of self-
imposed constraints which prevent democratic government from making full use of their
much-expanded policy space to pursue public purpose.

Davis (1971) considers that the practical implications of acceptance of a theoretical
framework are also highly significant. This is especially relevant in the case of MMT. In
common with most economists, the vast majority of politicians conceptualise taxation as
fpaying forod public spending and make a point of trying to appear practical and frequently
produce i or claim they have produced i fivell-costedoplans in the manner of currency-using
firms. An understanding of MMT highlights that such an appeal to the need to be fpracticaldis
entirely misplaced. As we have noted it is clear that taxes do not fpay ford anything and
indeed a correct understanding of the nature of the process of government spending and
taxation leads to realisation that taxation cannot be a funding source for public spending. It is
the access to real resources that determines i or limits i what the state is able to provide for
its citizens. By providing a compelling analysis of the operational reality of the monetary
system MMT is able to effectively counteract the mainstream narrative and to contribute in a
significant way to the policy debate.

Such a contribution would involve, first, the provision of the critique of the effectiveness of
policy techniques. As noted above, an understanding of MMT leads to a support of active
fiscal policy as an effective means of maintaining full employment and, importantly, to a denial
of the efficacy of monetary policy as a means to deliver price stability. MMT advocates for
policy based around an employed buffer stock of labour (Job Guarantee) (Mosler and Silipo,
2016) and argue that such an approach would provide an effective price anchor absent in
alternative approaches. Second, MMT can be applied so as to provide new insights which
might lead to the development of effective means of achieving particular objectives. Once the
nature of the operational reality present in the monetary system is understood, the feasibility
of policies is more likely to be correctly assessed. This has been the case with policy design
to counteract the pressing problem of climate change (Nersisyan and Wray, 2019).

43


http://www.paecon.net/PAEReview/issue89/whole89.pdf
http://www.feedblitz.com/f/f.fbz?Sub=332386
https://papers.ssrn.com/sol3/cf_dev/AbsByAuth.cfm?per_id=2041131

real-world economics review , issue no. 89
subscribe for free

Acknowledgements

The content of this chapter draws heavily upon the insights of Warren Mosler and my
discussions and collaboration with him over several years. | would like to thank Warren for his
continuing and highly valued support. | would also like to thank Jamie Morgan for his support
and editorial advice.

References

Armstrong, P. (2015) fHeterodox Views of money and Modern Money Theory. 0
https://moslereconomics.com/wp-content/uploads/2007/12/Money-and-MMT.pdf

Armstrong, P. (2019) /A si mpl e MMT advocatebds response to the Gavyn |
to know about mode.rGowemlitatvé farMygderh Momay Styddes, May 27, 2019
https://gimms.org.uk/2019/05/27/phil-armstrong-gavyn-davies-response/.

Carlson, K. and Spencer, R. (1975) fiCrowding Out and its Critics. Bederal Reserve Bank of St. Louis
Review, December.

Clews, R., Chris Salmon, C. and Weeken, O. (2010)fiTthe Bankés Money MBankkoe t Fr amewor k
England Quarterly Bulletin, Q4
http://www.bankofengland.co.uk/publications/Documents/quarterlybulletin/gb100404.pdf

Davis, M.S. (1971) fiThat's Interesting! Towards a Phenomenology of Sociology and a Sociology of
Phenomenology. Bhilosophy of the Social Sciences, Vol 1, pp. 309-344.

Goodhart, C.A.E. (2017) fAiThe Determination of the Money Supply: Flexibility Versus Control. ©he
Manchester School, Vol 85, S1, September, pp. 33-56.

Jakob, Z. and Kumhof, M. (2015) fBanks are not intermediaries of loanable funds i and why this
matters. Bank of England, Working Paper, May, No. 529
http://www.bankofengland.co.uk/research/Documents/workingpapers/2015/wp529.pdf.

Keister, T. and McAndrews, J. (2009) WhyareBanks hol di ng so Many Excess Reseryv
Bank of New York Staff Reports http://www.newyorkfed.org/research/staff reports/sr380.pdf.

Lavoie, M. (2010), fiChanges in Central Bank Procedures During the Subprime Crisis and their
Repercussions on Monetary Theory.ohttp://www.levyinstitute.org/pubs/wp_606.pdf.

McLeay, M., Radia, A. and Thomas, R. (2014a) fMoney in the Modern Economy: An Introduction. Bank
of England Quarterly Bulletin, 54(1), pp. 4-13.

McLeay, M., Radia, A. and Thomas, R. (2014b) fMoney Creation in the Modern Economy. Bank of
England Quarterly Bulletin, 54(1), pp. 14-27.

Mitchell, W. (2010) flnderstanding Central Bank Operations. 0
http://bilbo.economicoutlook.net/blog/?p=9392

Mitchell, W. (2011), iBudget Deficit Basics. 0
http://bilbo.economicoutlook.net/blog/?p=14044.

Mitchell, W. (2012), fReturn to Gold Standardi Dondét Even Thi nk About it
http://bilbo.economicoutlook.net/blog/?p=20754.

Mosler, W. (1993) fSoft Currency Economics. ttp://www.mosler.org/docs/docs/soft0004.htmo .

Mosler, W. (2012) Soft Currency Economics Il. US Virgin Islands: Valance.

Mosler, W. and Silipo, D. (2016) fMaximising Price Stability in a Monetary Economy. dournal of Policy
Modelling, vol.39, issue 2, pp. 272-289
https://www.sciencedirect.com/journal/journal-of-policy-modeling/

44


http://www.paecon.net/PAEReview/issue89/whole89.pdf
http://www.feedblitz.com/f/f.fbz?Sub=332386
https://moslereconomics.com/wp-content/uploads/2007/12/Money-and-MMT.pdf
https://gimms.org.uk/2019/05/27/phil-armstrong-gavyn-davies-response/
https://gimms.org.uk/2019/05/27/phil-armstrong-gavyn-davies-response/
https://gimms.org.uk/2019/05/27/phil-armstrong-gavyn-davies-response/
http://www.bankofengland.co.uk/publications/Documents/quarterlybulletin/qb100404.pdf
http://www.bankofengland.co.uk/research/Documents/workingpapers/2015/wp529.pdf
http://www.newyorkfed.org/research/staff_reports/sr380.pdf
http://www.levyinstitute.org/pubs/wp_606.pdf
http://bilbo.economicoutlook.net/blog/?p=9392
http://bilbo.economicoutlook.net/blog/?p=20754
http://www.mosler.org/docs/docs/soft0004.htm
http://www.mosler.org/docs/docs/soft0004.htm
https://www.sciencedirect.com/journal/journal-of-policy-modeling/
https://www.sciencedirect.com/journal/journal-of-policy-modeling/

real-world economics review , issue no. 89
subscribe for free

Mosler, W. and Armstrong, P. (2019) fA Discussion of Central Bank Operations and Interest Rate
Policy. Gower Initiative for Modern Money Studies.
https://gimms.org.uk/wp-content/uploads/2019/02/Central-Bank-Interest-Rate-Policy-Mosler-

Armstrong.pdf

Nersisyan, Y. and Wray, L.R. (2019) fHow to Pay for the Green New Deal. bevy Economics Institute,
Working Papers Series 931.

Siddiqui, K. and Armstrong, P. (2018) fiCapital Control Revisited: Financialisation and Economic Policy. 0
International Review of Applied Economics, Vol.32, Issue 6, pp. 713-31.

Von Mises, L. (1966) Human Action: A Treatise on Economics. San Francisco: Fox and Wilkes

Wilson, T. (1979) fiCrowding Out: The Real Issues. BSL Quarterly Review, Volume 32 no.130, pp. 227-
41.

Wray, L. R. (1998) Understanding Modern Money. Cheltenham: Edward Elgar.
Wray, L. R. (2012) Modern Monetary Theory. Basingstoke: Palgrave Macmillan.

Author contact: philarmstrong1883@gmail.com

SUGGESTED CITATION:
Armstrong, Phil ( 2 0 1/ )MMT perspective on macroeconomic policy space.oreal-world economics review, issue
no. 89, 1 October, pp. 32-45, http://www.paecon.net/PAEReview/issue89/Armstrong89.pdf

You may post and read comments on this paper at https://rwer.wordpress.com/comments-on-rwer-issue-no-89/

45


http://www.paecon.net/PAEReview/issue89/whole89.pdf
http://www.feedblitz.com/f/f.fbz?Sub=332386
https://gimms.org.uk/wp-content/uploads/2019/02/Central-Bank-Interest-Rate-Policy-Mosler-Armstrong.pdf
https://gimms.org.uk/wp-content/uploads/2019/02/Central-Bank-Interest-Rate-Policy-Mosler-Armstrong.pdf
https://papers.ssrn.com/sol3/cf_dev/AbsByAuth.cfm?per_id=2041131
mailto:philarmstrong1883@gmail.com
http://www.paecon.net/PAEReview/issue89/Armstrong89.pdf
http://www.paecon.net/PAEReview/issue89/Armstrong89.pdf
https://rwer.wordpress.com/comments-on-rwer-issue-no-89/

real-world economics review , issue no. 89
subscribe for free

Monetary sovereignty is a spectrum: modern

monetary theory and developing countries

Bruno Bonizzi, Annina Kaltenbrunner and Jo Michell [university of Hertfordshire, UK;
University of Leeds, UK; University of the West of England, UK]

1

Copyright: Bruno Bonizzi, Annina Kaltenbrunner and Jo Michell 2019
You may post comments on this paper at
https://rwer.wordpress.com/comments-on-rwer-issue-no-89/

Abstract
Critics of modern monetary theory (MMT) have alleged that its conclusions rely on the
fifexorbitant privileged enjoyed by the US in issuing

thus do not apply to developing and emerging countries (DECs). MMT proponents
deny this but have recently moderated earlier claims with the introduction of the idea
of a fAspectrum of monetary sovereigntyo (Tankus, 20
paper, we assess claims made by MMT proponents regarding the application of MMT
to the problems faced by DECs. We argue that MMT proposals fall short of providing
a basis for effective development policy and that a broader conceptualisation of
development strategy is required, one that acknowledges that external constraints are
likely to bind over any plausible policy horizon and takes into account the constraints a
hierarchical international monetary and financial system creates for DECs. We
conclude that while neo-chartalism provides useful insights in considering monetary
and legal arrangements, MMT adds little to the well-established heterodox and
structuralist development economics literature.

JEL Codes EA40, F41, F62, O11

Key words modern monetary theory, development, currency hierarchy, balance of
payments

1. Introduction

The prominence achieved by modern monetary theory (MMT) is remarkable for a set of ideas
originating with heterodox economics scholars. This success is arguably due to a particular
confluence: the growing realisation that monetary policy in isolation cannot stabilise the
economic system has provided an audience for ideas which have been promoted effectively
through the use of blogs and social media.

While discussion has largely focused on the application of these ideas in major developed
economies, particularly the US, proponents claim that MMT is a general theoretical framework
that applies widely, and is therefore relevant for all contemporary economic systems. In
contrast, critics have alleged that both MMT analysis and policy recommendations rely on the
fexorbitant privilegeo enjoyed by the US in issuing the global reserve currency, and thus do
not apply to other nations i developing and emerging countries (DECSs) in particular (e.g.
Epstein, 2019). MMT proponents deny the allegation of limited applicability, but have recently
moderated earlier claims with the introduction of the idea of a fspectrum of monetary
sovereigntyo (Tankus, 2018; Tcherneva, 2016), thus acknowledging that the position of states
within the international trading, financial and monetary system influences the degree of policy
autonomy available to governments.

DECs face widely acknowledged policy constraints relating to exchange rates, foreign
exchange availability, and external and foreign-denominated debt obligations. MMT has a

! The authors would like to thank Frances Coppola, Santiago Gahn and Malcolm Sawyer for helpful
comments. All errors are our own.
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distinctive take on these issues, focusing in particular on the policy autonomy available to
countries that issue their own currency and operate flexible exchange rates and are therefore,
in the terminology of MMT, monetarily sovereign. MMT also claims to provide
recommendations for countries facing externally imposed constraints on policy, which is
framed as achieving or increasing monetary sovereignty. These include fostering domestic
food and energy sufficiency through Employer of Last Resort (ELR) policies, ensuring low
domestic interest rates, and fostering development banks.

In this paper, we consider the MMT approach to open economy macroeconomics, and the
focus on monetary sovereignty in particular. We assess claims made by MMT proponents
regarding the application of MMT to the problems faced by DECs, and discuss whether the
MMT emphasis on achieving monetary sovereignty provides a sound basis for policy in those
countries. We argue that, as defined by MMT, monetary sovereignty does not overcome the
policy constraints faced by DECs, and that proposals for achieving monetary sovereignty fall
short of providing a basis for effective development policy. A broader conceptualisation of
development strategy is required, that acknowledges that external constraints are likely to
bind over any plausible policy horizon and takes into account the constraints a hierarchical
international monetary and financial system creates for DECs. We conclude that while neo-
chartalism provides useful insights in considering monetary and legal arrangements, MMT
adds little to the well-established heterodox and structuralist development economics
literature.

2. MMT and the balance of payments

It is not straightforward to summarise fwhat MMT saysoon any given topic. MMT itself is hard
to characterise; it could reasonably be described as a school of economic thought, a group of
scholars, or a political campaign. Much of what comprises MMT is also to be found in other
heterodox traditions, Post-Keynesian economics in particular. The distinctive element of MMT
is neo-chartalism: MMT places particular emphasis on the role of the government in issuing
and enforcing the money of account, and the power this bestows. In the following summary of
MMT views on open economy issues, we rely on writings and statements from core MMT
authors and spokespersons, and draw on the recently published MMT textbook (Mitchell et
al., 2019).

MMT analysis of open economy issues, particularly those faced by DECs, is relatively scant.
In the recently published MMT textbook, a single chapter is devoted to the open economy,
alongside short case studies on balance of payments constraints, currency crises and
exchange rate regimes. The discussion of exchange rate determination is conventional: the
freal price of a hamburgero purchasing power parity theory is contrasted with interest parity
(the authors note that neither provides a sufficient account of how exchange rates are
determined). A simple Keynesian open economy income-expenditure model is presented, in
which net exports are a function of the real exchange rate. In the case studies, the authors
argue that there is no evidence linking budget deficits to serious currency crises.

None of the above distinguishes MMT from conventional analysis. There is divergence,

however, in MMTO6s <charact er i si@nports n. représent ehreal
benefit to residents. Exports represent a real cost ... It is obvious that the only motivation for a
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nation to export, is to gain foreign currencieso(Mitchell et al. 2019, pp. 3741 375).2 The implicit
assumption is that, in the case of a trade deficit, it is sufficient to consider only the immediate
benefits of increased current consumption or accumulation of physical capital, while ignoring
the implications of the accumulation of cross-border financial positions; Mitchell goes so far as
to argue that cross-border liabilities do not need to be fpaid backa fA current account deficit
reflects the fact that a country is building up liabilities to the rest of the world. ... While it is
commonly believed that these must eventually be paid back, this is obviously false.d (Mitchell
2018a) This is a corollary of the assumption that current account deficits are always financed
in the currency of the deficit country or that foreign currency can always be purchased,
without adverse consequences, for the domestic currency:

fA [current account deficit] can only occur if the foreign sector desires to
accumulate financial (or other) assets denominated in the currency of issue of
the country with the [current account deficit]. This desire leads the foreign
country (whichever it is) to deprive their own citizens of the use of their own
resources (goods and services) and net ship them to the country that has the
[current account deficit], which, in turn, enjoys a net benefit (imports greater
than exports). A [current account deficit] means that real benefits (imports)
exceed real costs (exports) for the nation in questiono(Mitchell, 2018a).

For MMT, current account deficits are therefore not the result of domestic consumption and
investment exceeding productive capacity or capability, but a reflection of foreign demand for
financial assets: fif the other guy has a desire to net save in your currency, he has to earn
that currency by giving you goods and s e r v i(Masler02018). But the assumption that
exports are priced in foreign currency, while the liabilities associated with current account
deficits T resulting from payments for imports for example i are denominated in the currency
of the deficit nation does not match the reality of the majority of the international trading and
financial system. Even if countries can pay for their imports in domestic currency, this does
not necessarily imply explicit demand for the currency, but simply the acceptance of that
currency as means of settlement for a frealdtransaction.

The MMT approach to the trade balance also downplays the aggregate demand, employment
and distributional consequences of export demand. Demand for exports may generate jobs
and income; the reason that MMT treats this as unimportant is that MMT claims that the
employment rate is a pure policy variable: fthe government chooses the unemployment rate.
An elevated unemployment rate is always a political decisiono (Mitchell, 2018a, emphasis in
original). Export demand is thus regarded as unnecessary to maintain aggregate demand.

The MMT corollary is that action to reduce current account deficits is misplaced: fthe
mainstream view is that policy should be focused on eliminating [current account deficits].
Thi s woul d be an (Mitchellj 20H). Aside feoin ¢hg yrguments above, the
point seems to rest on the fact that action to reduce current account deficits is assumed to
mean austerity: a loanable funds version of the twin deficits hypothesis regards a government
deficit as causing insufficient national saving, as recently suggested by former president of
Federal Reserve Bank of New York, Bill Dudley:

MMT emphasizes that in o6reald ter ms, i mports are a be
currency and relaxing capital control ¢ s3l laomwbsofsa ve@at i6on t

(e x p o(Wtays 30D4).
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firhe U.S. trade balance depends primarily on how much the country as a
whole spends, earns, saves and invests. Americans collectively spend more

than their i ncome, whi ch means t hat the countr

investment needs. To make up the difference, the country must borrow from
abroad é Together wi t hdisbrétignhre spendir,ptte o0 n
[Trump tax cuts] sharply increased the government budget deficit. This
widened the gap between domestic saving and investment, requiring even
greater foreign capital inflows 7 and a bigger trade deficit i to maintain
balanceo(Dudley, 2019).

While we concur on the incoherence of this loanable funds analysis, and that fiscal
contraction is likely to be undesirable in many cases, this does not mean that current account
deficits are never a problem and action should never be taken to address them, or that this
action necessarily entails fiscal contraction. Further, current account positions do not tell us
much about patterns of financing, and are not indicative of financing problems per se (Borio
and Disyatat, 2011), but they may indicate problems with the structure of domestic aggregate
demand, and, in many countries, potential exposures to foreign currency shortages.

3. Monetary sovereignty and the open economy

The views outlined above on the balance of payments are derived from the main distinctive
contribution of MMT: the neo-Chartalist theory of money (Tcherneva, 2006). In this view there
are, at worst, only limited monetary and financial constraints on current accounts and trade,
because of the power of government over the domestic monetary system. Indeed, fimonetary
sovereigntyo is the central framing concept of MMT: Tymoigne (2019) defines MMT as fa
theoretical framework that aims at understanding how a monetarily sovereign government
operatesa

While there is some variance among definitions of monetary sovereignty provided by MMT
authors, there are three main elements: 1) the government issues the national currency and
imposes tax liabilities in that currency 2) the currency is fully floating and non-convertible,?
and 3) the nation has no debt denominated in foreign currency.”

On the first, MMT contends that in stipulating the instrument in which taxes, fines and other
obligations are to be discharged, a government can ensure the adoption of its chosen money
of account. This neo-chartalist view, summarised as fmoney is a creature of the stated or

feder al

ftaxes drive moneydi s controversial, but space doesnd6t per mit

e.g. Parguez and Seccareccia, 2000; Mehrling, 2000; Fields and Vernengo, 2013). The
recently published MMT textbook claims that currency issuance and taxation are sufficient to
ensure widespread domestic use and acceptance of that currency:

® Non-convertible in this context means that the government does not stand ready to convert their
currency to any other, as is the case in fixed exchange rate regimes. The term is, confusingly, perhaps
more commonly used to refer to the opposite case: currencies that are not freely traded and are thus
confined to domestic transactions. See Mitchell (2009b) for discussion.

“MMT describes and analyses the way in which 6fiat monet

a government has within that system. It explains how monetarily sovereign statesi that is, states that
issue their own currency, float it on international markets and only issue liabilities in that currencyi can
never run out of money or become insolvent.0(Fazi and Mitchell, 2019).
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fiWe can conclude that taxes drive money. The government first creates a
money of account (such as the dollar), and then imposes tax obligations in
that national money of account. In all modern nations this is sufficient to
ensure that most debts, assets and prices, will be denominated in the
national money of accounto(Mitchell et. al, 2019, p. 137, emphasis added).

Specific examples are provided: ACurrency-issuing nations... such as Turkey, and Argentina
after it abandoned the currency board, ... created a currency for domestic useo(ibid. p. 325).

Elsewhere, however, Wray (2011) acknowledges that this will only hold for what he calls fthe
normal case i let us say, in the US or the UK or Japana

firhese sovereign governments never find that they cannot buy something by
issuing their own currency... the situation can be different in developing
nations in which foreign currencies might be preferred for fprivateo

transactionsé To be sur e, t he popul ati on wi || want
currency to meet its tax liability, but the tax liability can be limited by tax
avoidance and evasion. This wil/ [ i mit the gov

output by making payments in its own currencyo(Wray, 2011).

Wray gives the example of a country that collects one twelfth of output in tax revenue, and
explains that this will enable the government, at a minimum, to fimove one-twelfth of national
output to the public sector through its spending of the domestic currencyo (i.e. to run a
balanced budget), but in practice the government is likely to be able to spend more (i.e. run a
deficit). Little elaboration is provided on what determines how far beyond its tax base a
government can spend, and where increases in the tax base reach a tipping point at which
currency demand becomes effectively unlimited and thus full monetary sovereignty is
achieved.

The second precondition for monetary sovereignty in MMT is a fully floating exchange rate
regime. Tcherneva (2016) presents a six-level ranking of fimodern monetary regimesds, in
which fhonconvertible freely floating sovereign currency regimes (US, Japan, UK, Canada,
most nations in the world)o (p. 19) are ranked at the top, with pegged floats, fixed exchange
rates, currency boards, dollarisation and monetary unions offering consecutively lower
degrees of monetary sovereignty.6 Tcherneva argues that,

fin fully sovereign monetary regimes... the economic possibilities before a
nation with a freely floating nonconvertible national currency are constrained
largely by political considerations and the availability of real resources to
achieve those priorities, not by the availability of moneyo (Tcherneva, 2016,
p. 20).

While the Mitchell et al. definition appears to claim that by imposing tax obligations in national
currency, governments are able to determine the denomination of debts directly, it is more
common to include, as a precondition for monetary sovereignty, an explicit stipulation against

®> The fmodernd in fmodern monetary theoryd modifies fmonetaryd not ftheorya MMT is a theory of

fmodern monetary regimesg not a modern theory of money.

®Tcher n e v a d simast nations inthe wdrldboper at e a fl oating exchange rat e
description of this as fthe normal caseq in reality a minority of countries operate systems classified by

the IMF as ffloatingd or #fAfree floatingd (I MF, 2018).
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foreign-denominated debt: fa monetary sovereign government does not need foreigners for its
fnancesé no sovereign government should be
denominated in a foreign currencyd(Tymoigne and Wray, 2013, pp. 39-40).7

MMT proponents argue that, for monetarily sovereign regimes, the government can, by
issuing currency, directly purchase anything that is for sale in that currency, including all idle
labour.® This is the reason that, as previously noted, the level of employment is treated as a
policy variable:

fi é nation that adopts its own floating currency can always afford to put
unemployed domestic resources to work. Its government will issue liabilities
denominated in its own currency and will service its debt in its own currency.
Whether its debt is held internally or externally, it faces noi nsol vency
(Mitchell et al., 2019, p. 517)

When discussing the implementation of MMT policy proposals, MMT proponents often
proceed on the assumption of full sovereignty, even for DECs: it is assumed that domestic
currency will be accepted without limit by both the domestic population and by the foreign
sector, either in direct exchange for goods and services or in foreign exchange transactions.
In a similar vein, foreign currency borrowing is presented as a domestic policy choice, rather
than an international structural constraint. As a result, both budget deficits and trade deficits
are argued to be essentially riskless for fimost nations in the worlda

fFFor a sovereign nation with a floating currency, a budget deficit is indefinitely
sustainable. Such a government, logically, does not and cannot spend tax
revenue. Even Turkey, with a budget deficit equal to 20 per cent or more of
GDP, logically does not and cannot dorrow6from the private sector or foreign
sector. And, for such a country (even Turkey), both a budget deficit and a
current account deficit are indefinit el y s u s (Waay, r2G06, Ipe a17i
118).

Much of the MMT literature therefore proceeds as if external constraints on policy and
development are self-imposed (Vergnhanini and De Conti, 2017): currency pegs should
simply be abandoned while foreign currency debt should be disallowed. Where the existence
of binding constraints is acknowledged, it is presented in semantic terms: dependence on
food imports is not a balance of payments constraint, it is the result of arbitrary lines drawn
across space:

fit is true that a currency depreciation can be damaging for a nation that is
wholly dependent on imported food. Note that this is not a balance of
payments constraint as it is normally considered. It is a real resource
constraint: insufficient domestic production of food. This can arise from
domestic policy choices that are biased against the production of food crops,
or from the unequal distribution of resources across geographic space and

" Kaboub (2019a), gives a four-point definition of monetary sovereignty: (1) a country issues its own
sovereign currency (2) taxes, fines and fees are imposed in that currency (3) the country only issues
debt denominated in their own currency (4) the country operates flexible exchange rates.
8Strictlyspeaki ng, governments donodt i ssue currency
bonds to the central bank. MMT tends to ignore this by i controversially i consolidating the two
institutions into a single entity when discussing government finance (see e.g. Lavoie, 2013).
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the somewhat arbitrary lines that have been drawn across space to delineate
sovereign stateso(Mitchell et al., 2019, p. 508).

The refusal, by some MMT authors, to acknowledge the existence of balance of payments
constraints effectively dismisses the entire heterodox fbalance of payments constrained
growthol i t erature. This | iterature originates
that the relative income elasticities of demand for imports and exports can impose limits to the
rate of growth for a country,® because beyond a certain growth rate import demand will rise
faster than export demand:*

firhere is nothing to distinguish so-called progressives who make this
argument from the neo-liberals at the IMF who also make it. Perhaps a
nuance is that progressives tend to focus on import-substitution policies to
reduce the balance of payments constraint while the likes of the IMF focus on
expanding export potentialo (Mitchell, 2016).™*

Although it is certainly the case that the breakdown of the Bretton Woods system and the shift
to flexible exchange rates and open capital accounts for many countries alters, and in some
cases loosens, balance of payments constraints, in a world dominated by dollar-denominated
invoicing and funding, for many these remain very real.

Some MMT proponents have recently taken a more nuanced position on monetary
sovereignty. While MMT has traditionally referred to a fhierarchy of moneyo (Bell, 2001;
Tchverneva 2016), this refers to the relationship between state money, private bank money
and fhear moneysq the significance of an international currency hierarchy has received less
attention. It is therefore significant that Tankus (2018) introduces the terminology of a
fspectrum of monetary sovereigntyo in which fimonetary sovereignso coexist with fimonetary
subjectsd He argues that monetary sovereignty is mainly determined by the size of a
countrybés foreign currency debt. A similar
effectively describe an international currency hierarchy:

fin the worst case, some countries have limited real and external financial
resourcesé and their g ovVver rnghtenmot be caocepted n c y
externally¢ I n t he most favourable case, a ¢
currency and the rest of the world desires to save the international reserve
currencyo(pp. 42-43).

Kaboub (2018; 2019a; 2019b) also concedes that DECs face limited monetary sovereignty,
as a result of domestic resource constraints. He argues for domestic policy measures to
reduce DECs dependency on food and energy imports, and transform their economies into

° This dismissal is not universal: Kaboub (2018) effectively gives an exposition of the balance of
?anments constrained growth model, but treats it as evidence that exports should be reduced.

Given that Thirlwall (2012) credits Prebisch (1950; 1959) as the ftrue forerunnero (p. 319) of his
balance of payments constrained model, this also amounts to a dismissal of the structuralist literature
developed by Prebisch and his associates.
™ Mitchell not only takes offence at the theory, but also at the habits of one of its key developers:
fNicholas Kaldor was one of those bourgeois socialist economists that Cambridge University seemed to
nurture in the Post War period. He became a member of the House of Lords (Baron Kaldor of

wi t h

posit

m
ountry

Thi

i on

pr

Newnham) in 1974, a curious position for a O6socialisto t

graduate student at Manchester University in the early 1980s was that he was so unfit and large that he
had had a chair on the landing between floors of the Economics building between the tea room and his
office so he could rest on the way back to hisofficeaf t er a ni ce E(@Michell, 016).c u p
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producers of high-value added industrial exports (these are discussed in more detail in the
next section).

In contrast, Fazi and Mitchell appear to deny the Tankus / Kaboub fspectrumoview:

iéthe core pMddondtevel monsi der a 6hierarchy of cul
the US dollar at the top, nor do they assume that non-dollar currencies have

only limited currency sovereignty. All currency-issuing governments enjoy

monetary s oWeaatieniwghmlimiyed access to real resources will

remain materially poor. Sovereignty, though, means that it can use its

currency capacity to ensure that all available resources are always fully

employedo(Fazi and Mitchell, 2019).

MMT policy advice to developing countries likewise often downplays the binding external
constraints faced byso-c al | ed monetarily sovereign countries. K
job guarantee programme for Tunisia provides an example.12 In discussing the open economy

constraints, he argues that,

firhe mainstream argument claims that there is no international demand for

&oft currencieso like the TND or TND-denominated assets such as TND-

denominated bonds issued by the Tunisian Gover
Wrayds analysis (200 6 yade defisiteis thatetlelrestmfe ani ng of a t
the world (ROW) wishes to net save TND-denominated assets, and that dhe

real national cost of enjoying imports consists of the exports that must be

delivered6 (Wray 2006) ... If the Tunisian government adopts a flexible

exchange rate regime and allows free convertibility of the TND in international

exchange markets, then Tunisia can practically import anything it wants by

simply offering to exchange TNDs for whatever other currency is required for

that purchase. There will always be a demand for TNDs, albeit at a devalued

exchange rated(Kaboub, 2007, pp. 21-22, 24).

The underlying assumption here is that the government should be able and prepared to
exchange domestic currency in FX markets at any exchange rate. However, as we discuss in
the next section, FX markets in DECs are often thin and one-sided, resulting in large
exchange rate movements. These can have severe consequences for inflation and external
debt servicing, both of which are recognised by MMT proponents as policy constraints. The
government could therefore find itself in the position of choosing whether to continue issuing
domestic currency to buy necessary imports, or preventing the exchange rate from collapsing.
Indeed, Wray and Tymoigne (2013) again provide more nuanced policy advice:

fopen economies are more sensitive to fluctuations in exchange rates and
may desire to curb exchange-rate fluctuations by pegging a currencyé MMT
does recognize that some small open economies may benefit from
dollarization given that almost none of their economic activity is driven by the
domestic private sector and government spendingo(p. 43).

2 A job guarantee (or more specifically an femployer of last resortd proposal is the flagship policy of
MMT. See Mosler (19971 98); Wray (1998); and Tcherneva (2012)
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There is therefore some variation amongst MMT authors on questions such as whether
resource-constrained countries should be considered to be monetarily sovereign, and even
on the existence of an international currency hierarchy. Even t hose who acknowl edge
lower position in the monetary hierarchy, fail to acknowledge the severe structural constraints
these countriesd subordinate position in the inte
imposes on domestic policy making 7 in particular those aimed at productive structural

transformation.

4. MMT, foreign exchange and finance for development

While some MMT authors deny the possibility of limited policy autonomy in the presence of a
floating fiat currency (Caldentey and Vernengo, 2019), and therefore regard problems of
development as resulting entirely from resource constraints, more nuanced contributions do
acknowledge these limits. These are framed, in MMT terminology, as resulting from a lack of
monetary sovereignty. In this section, we consider whether proposals to fincrease monetary
sovereigntyo are sufficient to provide policy autonomy to DEC governments and overcome
externally imposed constraints.

Kaboub (2018; 2019a; 2019b) argues that limited monetary sovereignty in DECs originates in
their lower economic development, because external borrowing in foreign currency and fixed
exchange rates are imposed by the need to pay for food, energy, and industrial goods
imports. In this view, reclaiming full monetary sovereignty therefore depends on developing
energy and food self-sufficiency, as well as focusing the economy away from intermediate
good assembly manufacturing and commodity exports, which will in turn remove foreign
currency borrowing and need for managed exchange rates. Kaboub argues that MMT policies
can be used to achieve self-sufficiency in food and energy: a job-guarantee programme can
be used to direct labour resources towards agriculture and energy production.

With the possible exception of the job guarantee, these proposals largely parallel the tradition
of old development economics, and industrial policy, which Structuralist and Post-Keynesian
economists have been advocating since the 1960s (e.g. Prebisch, 1949; Rodriguez 1981,
Sunkel and Paz, 1970), yet largely stop short of discussing a central issue in that literature:
how is industrialisation to be financed? In this literature, the limited policy autonomy of DECs
(at least partly, as we argue below) stems not only from their lower productive capacity but
also from their subordination in the global monetary and financial system. As Kaboub also
notes, industrial transformations take time. During the transformation process, there is an
ongoing need for foreign currency, to pay for those imports of technology and capital goods
that are necessary to develop food, energy and manufacturing production. The crux of the
matter is: how to solve the inescapable need for foreign currency to achieve this structural
change, if one is to avoid foreign currency borrowing? Some countries may be able to achieve
foreign currency financing at favourable terms, for example because of their geopolitical
importance (see e.g. Yeung, 2017; Fischer, 2018). However, for the majority of countries this
is unlikely to be an option. Developing countries have therefore broadly three other
possibilities open to them.

The first is to pursue a neo-mercantilist export-led strategy, and generate the necessary
foreign exchange through exports. However, this solution is potentially highly problematic. By
definition, many developing countries are poorly developed, shallow economies which are
largely import dependent, very often for basic foodstuffs, let alone more complex inputs for
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domestic production. At the same time, and for the same reason, their export capacity is low
and often dependent on volatile commodities and low-value added intermediate goods. Thus,
aiming to reduce their imports in line with their export capacity will seriously undermine any
development effort and domestic living standards. Moreover, the real exchange rate
devaluation required to generate such a boost to domestic exports might be technically
infeasible (due to a low price elasticity of exports), or politically impossible if it requires
subdued wage growth and generates inflationary cost-push pressures. Finally, there is the
global argument: not all countries can run current account surpluses. If, however, we have a
situation - which characterises the current international configuration to a substantial extent -
where countries with developed economic structures and strong currencies (see our
argument later on) can run current account deficits and flive beyond their meansg whereas
DECs with weak currencies cannot and are thus bound to five within their meansq this raises
obvious questions about equity.

A second set of solutions is to obtain foreign currency though the financial account, i.e.
through ftapital flowsg which do not create foreign currency debt liabilities. This could be
done either through long-term equity-like flows in the form of FDI or foreign investments in
liquid domestic currency-denominated assets such as stocks and bonds. As argued by
Kaltenbrunner and Painceira (2015), such investments continue to bear considerable risks
and are therefore not a way of increasing monetary sovereignty. The resulting currency
mismatch of these operations makes foreign investors very sensitive to expected exchange
rate changes which can result in large and volatile asset price and exchange rate movements.
This means that even in the case of domestic currency liabilities held by foreign investors,
governments cannot neglect the exchange rate which limits their policy autonomy. Attracting
FDI, as opposed to loans or portfolio flows, might have stabilising short-term implications, but,
as Kaboub also notes, might encourage a race to the bottom as countries compete for foreign
investments, as well as locking their productive structure firmly into a subordinate position.
Moreover, FDI potentially creates future pressures on the balance of payments in the form of
dividends and remittances.

Finally, DECs could rely on domestic financing to promote the structural change necessary to
reduce the foreign exchange constraint and reliance on foreign (currency) borrowing. Tankus
(2018) recommends the promotion of domestic credit through low interest rates and national
development banks (he mentions the Brazilian National Development Bank, BNDES, as an
example; a similar proposal is put forward by Rezende, 2015, for Brazil, although not explicitly
in the context of achieving monetary sovereignty). This domestic financing would then be
exchanged into foreign currency on the foreign exchange market to buy the necessary
imports. To cover temporary import needs (e.g. for trade credit and short-term dollar
financing), Tankus recommends the development of regional payment systems. While we are
sympathetic to these suggestions, serious constraints remain which are largely related to
DECs6 subordinate position i mternationalamnetarynartdr i cal |y
financial system (e.g. Andrade and Prates, 2013; Kaltenbrunner, 2015; Bonizzi, 2017; Allami,
2018). Indeed, it is this hierarchic and asymmetric structure of the international monetary and
financial system, we argue, which (in addition to the productive subordination highlighted by
e.g. Kaboub, 2018 and Wray and Tymoigne, 2013) constrains attempts to achieve monetary
sovereignty in DECs.

First, in addition to their foreign exchange constraint, many DECs face considerable domestic
financing constraints: the private financial system is not prepared to provide low-cost,
domestic currency financing. In a global economy, where private actors can decide between

55


http://www.paecon.net/PAEReview/issue89/whole89.pdf
http://www.feedblitz.com/f/f.fbz?Sub=332386

real-world economics review , issue no. 89
subscribe for free

holding different currencies, an inherent hierarchy emerges among them. Financial institutions
will prefer currencies which best perform international money functions, currently led by the
dollar. Other currencies, or assets denominated in those currencies (such as domestic bank
loans), will have to compensate their inability to perform international monetary functions with
higher returns (e.g. interest rates). Additionally, the domestic financial system simply might
not be sufficiently institutionally capable of providing long-term fpatientd financing for
developmental, structural change in DECs. Conversely, as discussed in more detail below,
private actors might be unwilling to borrow or hold domestic currency assets such as
deposits, whose value is perceived to be excessively volatile. For all these reasons, long-term
credit for development is simply not available in many DECs. MMT authors partly
acknowledge this restriction and suggest the use of development banks and direct monetary
financing by the central bank. We are sympathetic to these proposals, which could in some
cases reduce the domestic financial infrastructural gap, increase the circulation of domestic
currency and promote the development of credit markets in domestic currency. However, at
least in the medium term, the need to pay for capital goods and technology in foreign
currencies remains. Therefore the success of such solutions remains contingent on the ability
of the local currency to be exchanged internationally to buy foreign currency.

This brings us to a second constraint to domestic financing of development in DECs, briefly
mentioned in the previous section. In large developed economies deep and liquid foreign
exchange markets and powerful banks allow agents to exchange domestic currency into
foreign currency routinely. This is not as simple in DECs characterised by thinner foreign
exchange markets and currencies lower down the international hierarchy. Foreign agents are
less willing to exchange foreign into DEC currencies to finance foreign exchange shortfalls.
Flexible exchange rate regimes are no cure for this problem. The fvirtueo of flexible exchange
rates seems to be predicated on the notion that the foreign exchange market will quickly find
a new lower clearing price as demand for a currency falls, but in many DECs quantity
constraints might prove tremendous: if foreigners and domestic agents want to exchange
domestic currency for US dollars, it will take a mighty fall in the price of domestic currency to
stimulate any actor to buy it. As Coppola (2018) notes,

fthe world is littered with examples of countries that have had to run down

public sector FX reserves to provide dollar liquidity to local banks and
corporations after they are effectively shut out of global markets by local
currency depreciationé in an FX crisis
sector external debt. 0

This is particularly the case if foreign currency is needed to finance risky, structural
transformations in a global order predefined by developed countries as early movers.
However, it might even be problematic in the case of temporary current account deficits due
to changing international food and energy prices. Indeed, no country in this world is entirely
energy and food sufficient, which means except the US (which can buy for most of its imports
in its domestic currency) every country in the world is at least temporarily foreign exchange
constrained. This is not a problem for developed countries with deep and liquid foreign
exchange markets, whose currencies sit on the top of the international currency hierarchy. It
is, however, a problem for DECs characterised by monetary and financial subordination.

Finally, in the extreme case, DECs® moneeigmar y

nationals refuse to accept the domestic currency, but even domestic actors might substitute
the domestic currency for a foreign currency, at least for some functions. Historically this has
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been observed particularly in the case where domestic agents hold their wealth in a foreign
currency (Argentina is a good example). This, in turn, seriously undermines the ability of the
domestic banking system to provide domestic currency financing because domestic currency
loans are frequently transformed into foreign currency deposits, which creates destabilising
currency mismatches in the banks®6é6 bal ance-
at least in the presence of low levels of monetary sovereignty 7 would have to be
complemented by domestic foreign exchange regulations which forbid the use of a foreign
currency in the domestic economy (which have indeed existed in Brazil for a long time) and
capital controls to avoid flight into a foreign currency.

5. Conclusion

In the terminology of MMT, a monetarily sovereign government is one for which there is no
risk of technical default on its debt; fimonetary sovereigntyd is thus a synonym for
fmacroeconomic policy autonomya Historically, MMT has largely focused on how to
implement policy in a situation of full policy autonomy. The limits to that assumption for many
DECs are acknowledged by recent contributions noting that fimonetary sovereignty is a
spectruma But this is just another way of saying that the policy space available to
governments varies, and that DECs face binding external constraints on policy; this is hardly
a novel observation.

What matters, instead, for DECs is how to implement policy under conditions of limited
autonomy, and the measures that can be taken to increase the degree of policy autonomy
available. On these, the MMT literature does not make a substantial contribution. Moreover,
the contributions that do exist do not, in our view, sufficiently acknowledge the structural
constraints imposed by a hierarchical international monetary and financial system on
successful structural transformation.

Firstly, the threefold criteria identified by MMT 1 the currency issuer imposes means of
settlement of tax obligations, operates flexible exchange rates, and has no foreign currency
debt i are insufficient to achieve policy autonomy (see also Caldentey and Vernengo (2019)
for a similar argument). Even if these criteria are met, nations may still face foreign exchange
shortages. In particular, we showed that the MMT assumptions about the willingness of the
foreign sector to hold domestic currency, or of currency devaluation to act as an equilibrating
mechanism are highly problematic in the case of DECs. DECs face a hierarchical world
economy; they remain structurally subordinated in global production chains, reliant on volatile
commodity exports, and import dependent for food and energy. Foreign exchange markets
are not sufficiently developed to ensure liquidity and are also embedded in a hierarchical
international system where the dollar continues to dominate invoicing and funding. In this
context, currency devaluations can be prohibitively costly. An argument could be made that
the causality between monetary sovereignty and exchange rate flexibility is the reverse:
developed countries, with deep financial markets and well developed monetary and financial
markets and institutions, whose currency is widely used and traded, can safely implement
floating exchange rate regimes; others have no choice but to operate some form of managed
exchange rate.”

3 This has also been acknowledged in a large literature known as ffear of floatingd (e.g. Calvo &
Reinhart, 2000; McKinnon and Schnabl, 2004).
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Secondly, while many of the proposals made by MMT proponents aimed at increasing the
policy autonomy of DEC governments, such as increasing self-sufficiency in food and energy
and increasing capacity for domestic credit expansion, are sensible, they are already well-
established, and more thoroughly explored, in the structuralist heterodox development
economics literature. Where MMT diverges from this literature is in advocating monetisation
of deficits and implementation of job guarantee schemes.

The efficacy of direct monetary financing is ultimately dependent on the willingness of both
the domestic private sector and the foreign sector to hold domestic currency; as already
noted, the sanguine assumptions made by MMT proponents about such demand are
guestionable in the case of DECs. Direct monetary financing is unlikely to be appropriate for
funding long-term capital investment, while domestic financial institutions might not have the
capacity to implement such a policy. Advocating deficit monetisation under conditions of
sustained current account deficits, exchange rate volatility and potential capital flight is at best
misguided and at worst irresponsible. The recent experience of Argentina i despite being
identified by Mitchell et al. as a fcurrency issuing nationoi is a case in point (see Bortz and
Zeolla, 2018).

Successful development requires a combination of strategies. Greater reliance on domestic
financing as part of industrial policy is likely to play a role, although this will require careful
consideration of the appropriate institutional forms. Recent MMT contributions advocate the
promotion of domestic credit through low interest rates and national development banks
(Tankus, 2018; Liang, forthcoming). Such strategies will however need to be combined with
some degree of controlled foreign borrowing, alongside strategic trade openness 1 and a
more sophisticated understanding of the role of trade in development than fexports are a cost,
imports are a benefita® Domestic regulations on the use of foreign currencies and a
managed financial account are likely to be necessary in order to avoid excessive foreign
currency debt and instability arising from volatile capital flows and domestic currency
substitution, which could derail any development strategy.

This remains, however, nothing more than a starting point for a successful development
strategy, where foreign exchange remains a constraint. This is so, because DECs face a
world economy connected by an asymmetric and hierarchical international monetary and
financial system. As long as one, or indeed a few, core currencies continue to dominate the
international monetary system for invoicing and funding, for many DECs the problem of
achieving full policy autonomy will remain extremely challenging. While it is possible for some
DECs to improve their relative position and reduce the extent of their current subordination, it
is likely that monetary hierarchies will remain for the foreseeable future. To overcome this
global power structure and achieve true policy autonomy for all nations will require major
reform of international systems of governance and cooperation as well as global and regional
financial and monetary systems. It is not yet clear whether MMT acknowledges this.

1 Af we are to advance the economic interests of the bulk of the citizenry in a decent and humane
fashion, we must promote a full employment policy domestically, and couple this with a flexible
exchange rate regime internationally. With these institutions in place (on a global scale), exports
become a cost and imports a benefit, and the conditions under which free trade is beneficial will have
been est §Bell andsHereyd2D03, p. 24).
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MMT has done what few heterodox economic theories have done; it has become part of the

mainstream conversation. It is talked about by pundits and politicians, which means that

standard macro economists have felt compelled to
enormous accomplishment that will, | hope, lead to improvements in macroeconomic theory

and policy. Its creators deserve to be congratulated. But | am not too hopeful. MMT is more of

a marketing success than an intellectual success that has caused standard economists to
rethink their theory or policy views, and l sus pect that , once MMTo6s politi
progressive politicians diminishes, standard economists will push MMT back into the

heterodox wilderness, and settle back into their unwarranted complacency.

Since MMT is not a precisely spelled out formal theory, but more a narrative about the nature
and development of money and government finance, let me start by summarizing how my
interpretation of it used in this article. What | mean by MMT are the set of shared ideas about
monetary and fiscal policy attributed to economists such as Randall Wray (2014) and
Stephanie Kelton (2001). The ideas that | will focus my discussion on can be summarized in
three distinct and separable propositions.

1 Idea 1: The way to understand the role of money in the economy is to think of money
first as credit i money is an abstract accounting system of interpersonal obligations.
Physical money plays only a secondary role in that accounting system. MMT holds
that in the historical development of money, abstract money credit preceded the
development of physical money rather than physical money preceding credit, as it
does in most standard histories of money.
1 Idea 2: Government spending, taxing, and monetary policy should be thought of in
Abba Lernerés functional finance framewor k, i n
effects on the economy, rather than in a sound finance framework in which
government faces a budget constraint, and taxes (either current or future with bond
finance) are thought of as paying for government spending.
1 Idea 3: The above two ideas are a useful guide to real world U. S. policy thinking.
They emphasize that economistods focus on the
misguided and that the supposed financing constraints that require government to
pay for new programs with taxes or debt are largely illusory.*

| largely agree with the first two but largely disagree with the third.

! In their more theoretical discussions, they do a reasonable job of explaining the assumptions on which
these conclusions are based, but when they allow politicians to use MMT as justification for arguments
without the caveats, they allow MMT to be associated with those policy ideas.
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MMT&és story of money

As a descriptive narrative theory of money, MMT does a much better job than the standard
textbook economic narrative in conveying a sense of the development of money and the role
that money and credit play in our economy. Its ideas, in my view, are not especially
heterodox, and are consistent with the broad-based historical macroeconomic monetary
cannon as captured in the work of monetary economists such as Thornton, Bagehot, Keynes,
Yeager, and Goodhart.” That said, | agree that standard modern economists, because of their
formal modeling obsession, have lost sight of the broader narratives that necessarily
accompany a model, and determine how the model is interpreted.

A central MMT compl aint about standard monetary
tell a good story about the introduction of money into the economy. In the standard story,

money is central to exchange; physical money makes markets possible. In the MMT story,

physical money is simply part of a broader accounting system in which credit plays a central

role in making markets possible. Thus, according to MMT advocates, money is inherently

involved with credit, and in much of their writing, following Georg Knapp (1924) and Abba

Lerner (1947), they treat money as inherently involved with state credit.

| find credit theories of money satisfying and insightful. They offer a conception of money that
better fits my sense of money as a complex social convention that is more deeply entangled
with the real economy than the standard conceptions of money allow. In my view the most
I'i kel y r e dbeennadopted by thesprofiession is because recognizing this aspect of
money undermines standard economistéoés bel i ef i
models of a monetary economy as a direct policy guide. It is precisely that entanglement that

t he

t |

makes money not fit into formal theoriesT moneyds very essence is connect

contract that holds society together. Technical models only provide general background
guidance, not direct policy guidance. In a monetary economy real world policy guidance does
not follow from technical economic models, but rather from models which have social
relationships embedded in them, or which are somehow modified to take social contract
issues into account.

Money as a creature of the society

While | agree with the credit theory of monies, | interpret the underlying theory slightly

di fferently than do most MMT advocates. Wher eas
portrays money as a creature of the state, | emphasize the views of Henry Macleod (1889),

which sees money as a creature of society, rather than just as a creature of the state.’ Money

involves credit, but it need not be state credit. The analysis of money is, in principle,

separable from the analysis of government finance, and connecting the two can lead to
misleading policy implications.

% As its advocates make clear, MMT is not a new theory; they are reviving earlier credit theories of
money by economics such as Georg Knapp. MMT is grounded in earlier economic ideas that have, to
varying degrees, been accepted by broad-based mainstream economists, such as Charles Goodhart.
So,whil e MMT provides a much richer monetary theory

t he

t hal

standard model s, | donét see MMT so much as a paradigm

within the broad-based mainstream of a narrative that has been almost forgotten by technically focused
IS/LM and DSGE macroeconomists.

*Nei l Skaggs (1998) has emphasized the i mportance Macl eo
credit theory of money. Randy Wrayds theoretienal di scuss

nuanced, and, in some of his work he specifically references Geoffrey Ingham and David Graeber who
go beyond the state theory of money.
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The essence of credit theories of money involves seeing relations and trust among people as
central to any theory of money. Money is best understood as part of an accounting system
under which individuals keep track of their socially determined obligations to others. Goods
can be traded for other goods without physical money as long as the individuals share an
accounting system. The accounting system provides the foundation for the stability of society,
and can be thought of as important part of its underlying operating system.

In pre-capitalist traditional societies, most obligations were not monetized, but were built into
the fabric of society so little monetary exchange was needed. For example, serfs were
allowed to use the land of the noble but in turn had to provide the noble with a portion of the
harvest. These obligations were known and did not need any exchange of a physical money.
Similarly, if someone wanted to borrow a cup of sugar with the expectation that the favor
would be returned, the agents could simply keep the background accounting in their mind.
Taxes were monetized and are the part of this system of obligations that MMT advocates
focus on in their story of the development of money. According to MMT advocates by allowing
debt of the state to be used in the payment of taxes the government created accounting
money. It follows that money is a creature of the state.

My alternative spin on this history is that while that may be historically what happened, the
state is not necessarily involved with the essence of money. Any large agent with outstanding
debt, for example the church, who was willing to accept payment of that debt in fulfilment of
an obligation to it, could have created an alternative credit money. Money is a creature of
society, not of the state. Accounting systems involve much more than just government, and,
in my view, evolved from the bottom up along the lines proposed by Martin Shubik (Shubik

and Smith, 2016), not from the state down. So, wi thin this broader

societyodo narrative, one thinks of a socie
explicit and implicit accounting systems that keep track of, and balance, the obligations of the
agents to one another and to collective organizations that comprise society.

As Marx pointed out, capitalist market economies changed the nature of social relationships
and they did so by changing the accounting system, and making it less focused on a set of in-
kind obligations and more focused on obligations measured in monetary values. This was
accomplished by formalizing the accounting system with technical advances such as double
entry bookkeeping. These advances allowed the trading and complexification of these
obligations.* Again, these trades could be done without the exchange of physical money i
within an accounting system, when you receive something from somebody, or take on an
obligation, you can pay for it by debiting your account. No physical money need change
hands for the trade to take place i the accounting system takes care of it all. MMT argues
that the important aspects of money developed from the accounting systems and that
physical money, such as gold, was simply the physical representation of an abstract
accounting credit. It follows that it is the trust in the accounting system, not the inherent
properties of the physical money, that gives money its value.

4 Money makes material relations central. Other accounting systems are possible. For example, in the
Middle Ages, the church had an accounting system i and people earned credits toward entrance to
heaven by following church doctrines. Since the value of eternal salvation overwhelmed material goods
what might be called spiritual accounting dominated material accounting. Once the church started
selling indulgencies, the accounting system changed, allowing material relationships to expand in
importance since one could buy entrance to heaven.
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The development and role of physical money

An informal accounting system had severe limitations for both large and small items. For large
items it needed to be formalized, which it was with various advances in bookkeeping and
accounting. It was such developments that allowed capitalism to develop. For small items,
tracking transactions in ledgers was cumbersome, and thus a simplification was developed.
Societies created a physical representation of abstract credits or debits. What most people
think of as money i cash i can be understood as an accounting simplification. Rather than
keeping the credits and debits in a ledger, the accounting system was modified so that is had
an analog computational system that eliminated the need to keep precise accounting records
in the ledgers. To do that, it created a physical manifestation of a credit i say a dollar bill, a
cigarette, or an ounce of gold. These could be transferred or held as stores of value. When
that physical manifestation was transferred from one to another in payment for a good or
fulfilment of an obligations, it was the equivalent to a debit and credit entry on the books of
the buyer and seller. When paying with cash, the accounting ledgers are automatically
adjusted through the holding of cash, not through any entries on the ledgers. Thus, the
development of a physical money allowed a reduction of accounting costs.” So what we think
of as cash is best thought as fAanal og acco

I went through this historical discussion to emphasize that thinking of money as credit and
part of the accounting system is not just a minor changetoec onomi st sdé nar
that the standard formal macro models that assume an exogenous demand for money, or that
treat money as a commodity, aren6t capturi
credit theory of money the monetary accounting system is seen as part of the underlying
superstructure of the economy, and thus, it requires trusting that whomever oversees that
monetary accounting system will not take advantage of their control of that accounting system
to benefit themselves or their friends. If people lose faith in the fairness of that monetary

system, they lose faith in the economy, and the economy will break down.
Separating monetary policy from government spending policy

MMT6s emphasis of t he ¢ o n natecredit allows i ® drave policy
implications about government finance. | see the connection as misleading. In creating a
system in which people have trust in the monetary system, they may well design the system
to keep these state financing issues and monetary system issues separate, not because the
issues have to be separate, but because in order to get the social contract agreed to, they
were chosen to be kept separate. This separation is part of the operating system providing
trust in the monetary system. The monetary authority is restricted from paying for government
goods by direct bank financing because the temptation to do so is seen as too enticing for a
government to resist, and its use as a direct financing method would decrease the needed
trust in the monetary system.

Not making a connection between money and state credit, but rather making the connection
to gener al societal credit not | imited to

in guiding our thinking about private monies of the future. Such monies are on the horizon
because of computational advances in information processing and backroom accounting.
Digital monies are exponentially increasing in importance, and it is likely that accounting for

° My interpretation of the MMT argument against other histories of money is that they get the focus
wrong. They give far too much focus to this fanalog accounting moneyoand too little to the accounting
system of which it was a part.
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purchases can be automated at close to zero marginal cost. This means that the real-world

monetary system is becoming more like the theoretical accounting system underlying the

credit theory of money. Specifically, with the developments of digital monies, private

cryptocurrencies, and blockchain | edger accounting, private
will likely challenge state control of aspects of money in the future.® Since there are large

rents to be made in the seignorage associated with issuance of money, governments need

economi stés guidance on how these new private moni e
important insights into these issues.

Our current monetary system will be further challenged by the ongoing globalization of the

world economy in which multiple currencies are used. As international clearing systems

become automated, we can expect disruptions in multi-currency transactions technology. In a

globalized economy, with advanced computational and information processing tools, we can

expect competition among state and private monies and units of account in ways that we

have not seen before. MMT&és narrative about money
these developments and can help guide the design of policy to prevent private capture of the

rents and seignorage that will accompany those changes. Unfortunately, currently MMT is not

being used to analyze such problems. Instead, by connecting money only to the state, MMT

suggests that it has no insight into these private money developments.

MMT and functional finance

A second MMT idea is that the functional finance ideas of Abba Lerner should be given more
focus in thinking about policy. | fully agree that, if one is talking about stabilization theory,
functional finance provides important theoretical insights into the technical theory of how
government finance affects aggregate spending. But, as is the case with the credit theory of
money, they are insights that the best of standard macroeconomists have already
incorporated into their economic thinking about policy. While economists (Keynes included)
found functional finance strange when Lerner first presented it in the 1940s they quickly came
around to accept its logic in guiding thinking about the theoretical usefulness of
countercyclical policy. As they did so the important insights of functional finance become part
of the standard broad-based economic cannon.

Where | have problems with MMTO6s focus oeal-functi one
world government monetary and fiscal policy. One reason this is problematic is because there

is nothing in Lernerds insights about the need for
the stabilization to take place by deficit financing. Toseethi s | et us consi der Lerne
model, which is a highly simplified optimal control theory model of an economy with spending
coordination failures. Specifically, in the model

affect aggregate spending, but agent s donodt take that ef fect on ag
account in their individual decision to spend. Optimally, they would take it into account. This

means that in Lernerdéds model aggregate spending ca
requiring all agents to take it into account is needed.

® The US is unlikely to see these changes soon, but most countries having fewer financing options than
does the US government, will.
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An alternative to fiscal policy stabilization

By connecting Lernerdéds policy for dampening

policy, and suggesting it had relevance for the real-world policy, Lerner reduced some of

functional financeds theoretical acsgmifeuhatrfisea s .

and monetary policies are not the only policies that could achieve stabilization. In theory, the
same aggregate results could have been achieved without using fiscal policy at all. Moreover,

within Lerner ds i mp lwouldindt evenobe éhé optimalswayatb dea avithi c y

these fluctuations if one accepted standard economic cost benefit analysis. The problem is
that functional finance places the entire onus of adjusting spending on the government, when
i n Ler ner 6 sldbamdredfficientif thee gpending adjustment were distributed widely
among all agents so that those with the lowest cost of adjusting their spending were
incentivized to do the adjustment.

Such a general policy solution could be achieved with what migh t be call ed
spending policydo rather than a functional
involve government passing a law requiring all agents in the economy to coordinate their
spending decisions in a way that led to the desirable level of aggregate spending. Specifically,
say the government determined that aggregate spending was too low. Each agent would be
required to increase their spending levels by his share of the needed adjustment, or
alternatively to pay someone else to increase their spending by the shortfall. For example, if
actual output was 5% below desired output, an individual whose spending base was $4,000
last period might be required to spend $4,200 this period. If that agent continued to spend
$4,000 he would be required to buy $200 of spending certificates from someone who spent
$200 more than his spending base.

The price of those spending certificates could be positive or negative, depending on the
supply and demand for spending above or below the desired spending level. If desired
spending equaled actual spending in the absence of the program, then, with the program, the
price of these spending certificates would
price of spending certificates would be positive, and agents would be discouraged from
spending. For example, an agent with $200 more in spending than his base might buy a $200
spending certificate for $4 from an agent who was $200 below his base. If aggregate
spending was fit oo oflsgending certifieates wonlcebe pegative,eand people
would be encouraged to spend. Assuming all the usual wild assumptions about markets
wor ki ng, this Afunctional spending sol uti
spreading the adjustment to all actors in the economy, rather than have government do all the
adjustment through its fiscal policies.

a

spendi

The Dbe

ifunc

finance
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ono

I am not arguing that swondpolieyseise dButthe ieason®itmay k e s

not make sense are practical and social, not theoretical. The implicit models underlying it are
mechanical, real world markets and policy are organic and evolving. Mechanical solutions do
not easily translate to organic realities. They might be relevant but, to make that decision
requires detailed institutional knowledge of the organic reality, that goes far beyond
theoretical understanding. At best, technical economic theory provides some background
insights that actual policy makers should take into account. It does not provide direct policy
guidance.

67

zer o.

wo ul

real


http://www.paecon.net/PAEReview/issue89/whole89.pdf
http://www.feedblitz.com/f/f.fbz?Sub=332386

real-world economics review , issue no. 89
subscribe for free

It follows that one can hold the position that functional finance provides important theoretical
insights (a position | hold), but as an actual real-world policy is highly limited in its usefulness
(a position | also hold) The reason is that functional finance, like the above described
functional spending policy, has serious practical problems of implementation.

I am also not arguing that the distributional effects of this spending certificate market policy
are preferable to the distributional effects of an increase in government spending. Functional
finance abstracts from such distributional issues. My point is that the real-world policy makers
debate about fiscal policy is generally less concerned with aggregate spending, which is the
focus of functional finance, and more about the distribution of spending, which is not the focus
of functional finance. For example, functional finance is neutral on whether an expansion in
aggregate spending is generated by increased government spending or by decreased taxes.

I f aggregate spending is considered too | ow,

be increased by <cutting taxes. | f MMT 6 s
justification for cutting taxes, rather than as a method for paying for new programs, | suspect
that progressives would have been far less supportive of it, while supply siders would sign on.

Good fiscal policy should be both sound and functional

The above discussions of MMT&6s c¢r edi ideas whéeo r vy

critical, are generally supportive of MMT.-
world policy where | have my strongest disagreements with MMT advocates. In my view

ther e

theoretic

It i

MMT6s useful ness, l i ke al most said ih pravifling ebstoact o mi ¢

theoretical insights into policy design and theoretical modeling of the economy, not in
providing useful advice directly applicable for policy.7 The reason why is that the technical
models cannot be easily translated into the real world. The theoretical insights are
overwhel med by political and institutional
real-world events are organic.

Consider functional finance; it assumes a well-functioning government exists whose goal is to
maximize a known and shared social welfare function. It assumes that government can easily
change its spending and taxing policies, and that the only negative consequence of
government deficits, or of expansionary monetary policy, is inflation as measured by the CPI.
Thatds not the real worl d | know. The real
in many ways. Control of this government fluctuates among competing groups, who have
different visions of the goals of economic policy. The decisions of whomever is currently in
control are often governed by political considerations and involve significant private rent
seeking that has little to do with the common good. Policies designed to be implemented by a
beneficent well-functioning government are unlikely to work in the real world where politics,
not economic theory, drive policy.

" Let me be clear. MMT is not alone in this unacceptable blending of theory and policy. It is a central
characteristic of modern standard economics which has lost its methodological bearings (Colander and

Freedman, 2019). My posi t i on i s that as a practical matter the

Senior, the first Classical economist to discuss economic methodology, argued long ago a theoretical
e ¢ 0 n o nftoactusiodis, whatever be their generality and their truth, do not authorize him in adding a
single syllable of advice. That privilege belongs to the writer or the statesman who has considered all
the causes which may promote or impede the general welfare of those whom he addresses, not to the
theorist who has considered only one.6(Senior, 1836)
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Functional finance tells us that technically, in a model in which government can easily enact
policy, and can easily change spending and taxes, assuming we do not have inflation, that
there is no need to worry about government deficits; we should print money to finance new
socially beneficial government programs. But is it realistic in the real world?

On the basis of such a model, does one really want to advise our real-world government that
it doesndt have to worry about paying for
worry about paying for spending, then a similar argument exists for Tea Party advocates who
want to lower taxes. So, if MMT insights on credit money and functional finance are easily
translated into real world policy, why not just lower taxes to zero and have government spend
on whatever the party in power wants?

The other MMT insight--the credit theory of money--suggests that policy advice should come
from a much more nuanced model. Its insight is that money is part of the foundation of the
economy, and that money is based on trust. In our politically divisive times, trust in
government is hard to come by. An important goal of any policy should be to encourage
people to trust the government and believe that it will make reasonable decisions on spending
and taxes. What effect various policies will have on trust is not something that economists
have any expertise in. | interpret the Classical prescription for sound finance as reflecting
judgements about these trust issues, not about technical economic models. Sound finance
policy and restrictions on financing spending by monetary expansion force groups with
competing visions of appropriate policy to compromise and find a middle way.

Thus, | interpret sound finance and sound money policies not as theoretically determined
policies, but rather as politically determined compromise policies that provide checks and
balances on the way government power is used. Balancing the budget, limiting government
debt and restricting monetary expansion, can be understood as guidelines that would have
been integrated into a social contract that implicitly developed among various competing
groups. MMT tells us that institutional trust is important, and it seems reasonable that some
such restrictions ar e integrated into the
theories of money highlight. They are not rules that follow from economic theory; rather, they
are rules that evolved to govern the competition of competing political interests. Those rules
seem limiting to those in power. But, by accepting limits on their spending when they are in
power, the tradeoff is that they get limits on the other side when they are out of power.

Judgements about ifisound financeo <can, and

shoul

institutions change. That 6s what makes policy

interpreted as meaning fixed precepts that could never to be broken, it provided lousy policy
guidance. But when it was interpreted as providing flexible precepts capturing important real-
world political and psychological realities that are useful to be kept in the back of policy
maker 6s minds, sound finance ptpolicyisbeth sound and
functional.

Conclusion

The clash between considering the theoretical model results and the real-world results can be
seen in the interaction between Lerner and Keynes. While a graduate student at LSE Lerner
travelled to Cambridge to convince Keynes that his general theory was wrong. But while
there, Lerner was converted and became an early interpreter of what Keynesian economics
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meant. He wrote important interpretive articles as well as a book, Economics of Control,
(1944) that spelled out the theoretical outlines of what we now consider Keynesian

stabilization policy. I't is Lernerés conception of
textbook model . But Lernerds model did noas capture
circumspect and nuanced about the policy implications of his model, Lerner was not i he

pushed the model to the |imit, and if the model s a

great for teaching models, but it does not provide good policy guidance. Keynes was both a
statesman and a theorist; he recognized the difference between policy following from a model
and policy following from a full consideration of all issues. So, my suggestion is that in their
policy advocacy, MMT advocates should become more like Keynes, and less like Lerner.

An encounter between Lerner and Keynes captures the difference between theoretical

understanding of an issue and the policy understanding of that same issue, and provides

insight into my disagreement with MMT advocates about policy. At a Fed Seminar that

Keynes gave, Lerner made an impassioned argument for functional finance policy, arguing

t hat deficits and debt donot matter. Much to the
Keynes lambasted Lerner for failing to understand the policy implications of his theory. The

incident is likely the one that some have cited as the time when Keynes stated that he was

not a Keynesian (Colander, 1984).

Later that evening, according to Alvin Hansen, they were at dinner and Abba Lerner came up

to Keynes and asked him AMr. Keynes, why dondét we
public debt and all those things, and have some pr
around the room to see that no newspaper reporters coul d hear , replied #Altos
statesmanship to tell l'ies but they must be Apl aus
Once you enter the realm of plausible lies, you are in the realm of reallwor I d pol i cy. MMT 6
argument that economic theory tellsus t hat progressive politicians dor

how to finance new spending doesnd6t meet that O6pl au
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This paper explains why modern monetary theory (MMT) fails to be a relevant modern theory
of money because MMT completely neglects (1) the need to hold money for contractual
liquidity purposes, and also neglects (2) the need for orderly price movements in financial
markets.

Medievalism or Chartalism?

I'n my view, t h e A mombéernmonetarytheory apprdachustits dttémgt to

put a medieval political spin on the monetary theory developed by John Maynard Keynes in

his Treatise on Money and The General Theory of Employment Interest and Money. The

MMT problem is that this fAmodernodo vi eignfcant Keyneséo
errors in its implications of Keynesés t heor eotnoneg bnd dgpidity and d@sh

implication for deficit fiscal policy.

I n Keynesds monetary theory the thing we call mo n e
where the State decrees, under the civil law of contracts, that the thing that is money is what
discharges all legal contractual obligations. In his Treatise on Money (1930, 1, p. 4) Keynes
noted AToday all <civilized mpwtg Clkambteyloingdt @ he poss

Yet, MMT disputes Keynes claim that all money in civilized, modern market-oriented
economies is Chartalist. Instead MMT insists that money be defined, in medieval terms, as
that thing which the sovereign (government) requires the private sector to use for the payment
of taxes.

Neverthel ess, i mplicit in MMT6s support regarding
unemployment is that private sector entrepreneurs and households will accept any additional

money government creates and spends to employ resources owned by the private sector,

even if no additional taxes are levied.

MMT argues that the government can create jobs merely by spending more money, which
government creates without increasing taxes, i.e., by deficit spending. We should then ask of
MMT advocates why should the private sector be willing to work to obtain possession of
additional government money if this additional sum of money will not be needed, since no
additional taxes will be imposed on the private sector?

I woul d suggest that what is missing from MMTOés a
Keynesb6s argument is the concept of! liquidity as th

! For context regarding the work of Keynes, see Davidson (2017; 2009).
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Money, money contracts and liquidity

Keynesds revolutionary theory requires that the an
operates quite differently from t-menetacyl(farsagalca l t he
system. Accordi ngl vy, i n K ey n e s 6moneytukirgg,0 market-ariénteda moder n,

economic system, in the short as well as the long run, money is never neutral.

Time is a device which prevents everything from happening at once. Spot and forward money
contracts and the civil law of contracts are human institutions created to organize all market-
oriented production and exchange transactions that will be operative over an uncertain (not
statistically predictable) future time period. A spot contract is one that specifies that delivery
and payment is to slpotmade .®on Wkelivery and
after the spot contract is agreed upon by the contracting parties. A forward contract, on the
other hand, is one that specifies specific future date(s) for delivery of goods and/or services
by the seller and money payment by the buyer. Accordingly, in all real-world market-oriented
economies, all market transactions involve contracts specifying a calendar dated time when
the buyer must meet his/her contractual payment obligation (liability) with the delivery of

money to the seller who must deliver the figoodso

spot and forward money contracts to organize production and exchange activities is an
entrepreneurial economy.

In our world of experience, that thing that the State declares will legally discharge any
contractual obligation under the civil law of contracts is money. In an entrepreneurial
economic system, this concept of money requires a necessary property. The necessary
characteristic of money in an entrepreneurial economy was spelled out by Keynes as early as

the very beginning of his Treatise on Money: AiMoney [ s] t hat b-y del
contracts and price-contracts are discharged, and in the shape of which a store of General
Purchasing Powe r i s(1980efd. 3).dn other words, that thing that we call money has two
specific functions:

1. Money is the means of contractual settlement;

2. Money is a store of value, i.e., a vehicle for moving purchasing power over time i fi a

ti me machineod.

Thisiti me machined function indicat es liguidita The money

possession of liquidity means that the holder has sufficient money (or other liquid assets that
can be readily resold for money in an orderly, organized financial market) to meet his/her
contractual obligations as they come due. In a world of uncertainty, a decision maker cannot
know what spot and forward contracts, either already entered into, or to be entered into in the
future, will either (1) be defaulted by the buyer when the decision maker is the seller, or (2)
will come due for which there will be a need for money to discharge these contractual
obligations when the decision maker is the buyer. Accordingly, the more uncertainty the
decision maker feels about future economic events, the more liquidity he/she will desire to
hold to meet such unforeseen contingencies.

This characteristic of liquidity can be possessed in various degrees by some, but not all,
durables. Since any durable besides money cannot, by definition, settle a contractual
obligation, then for durables other than money to possess in some degree the characteristic
of a liquidity time machine they must be resalable in well-organized, orderly markets for that
thing (money) that the civil law of contracts declares can discharge a contractual liability.
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Money, therefore, is the liquid asset par excellence, for it can always settle any contractual
obligation as long as the residents of the economy are law abiding and recognize the ability of
the State to enforce the civil law of contracts.

The degree of liquidity of any durable asset other than money depends on its prompt and
easy re-salability in well organized and orderly financial markets. By orderly we mean that if
the market price changes over time, these changes move in an orderly process by small
amounts from the previous market price. For any financial market to be assured orderliness
over time, there must be a fimarket maker o,

1. Sell the durable whenever those who want to buy (the bulls) are overwhelming those
who want to sell (the bears), or:
2. To buy when the bears are overpowering the bulls.

By making the market, the market maker assures all market participants that no matter what
happens the market price of the asset in terms of money will move in orderly small amounts.
In sum, my point is that MMT fails as a theory to explain the need for contractual liquidity and
the need for orderly financial markets.

Conclusion

In sum, MMT cannot be a theory of money operating in modern-market oriented economies
for it fails to provide money with the property of contractual liquidity or the explanation of why
other financial assets have some degree of liquidity because of the existence of orderly
financial markets.
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Abstract

This paper explains the basics of MMT and analyzes the current design of the
Eurozone from an MMT perspective. It becomes obvious that individual member
states of the Eurozone lack monetary sovereignty, which is not compensated by a
fiscal authority on EMU-level. This results in the current permanent lack of aggregated
demand culminating in high rates of unemployment and output gaps. Although the
current QE policy of the ECB enlarges individual cou
the problems at hand, the fundamental flaws in the design of the monetary union
desperately need to be fixed. This is even more urgent with regards to the urgently
needed socio-ecological transition that is required to tackle climate change
adequately. In this light, the Green New Deal with the incorporation of a Job
Guarantee program and the Euro Treasury as possible policy solutions for the
Eurozone are briefly discussed.

Keywords modern monetary theory, macroeconomics, Eurozone, Green New Deal,
job-guarantee

1. Introduction

Arguabl vy, money iis the most i mportant institution
essentially drives the economy as it is the central means to acquire and move resources.
Consequently, the study of how the monetary system functions is of crucial relevance.
modern monetary theory (MMT) puts the modern monetary arrangements at the center of its
analysis. As such, MMT provides a different angle - grounded in the operational realities of
the modern institutional framework - from which economic issues can be analyzed and, even
more importantly, from which policy options that were not previously considered viable can be
derived i most prominently, the Green New Deal and an incorporation of a Job Guarantee
program. While those policies have been proposed recently in the US (US Congress, 2019),
this paper argues i under consideration of the monetary arrangements i that those proposals
are also viable options for the Eurozone.

Currently, the Eurozone is in no good shape. With an average unemployment rate of 7.5%
and three of the four biggest economies of the Eurozone 7 France, Italy and Spain i even
suffering from unemployment rates significantly higher than that, political pressure and euro-
sceptic sentiments are arising (Eurostat, 2019). Clearly, unemployment numbers that high are
not only an abstract indicator of economic performance but come with output gaps and harsh
socio-economic consequences for those affected. Analyzing the existence of unemployment
in the Eurozone through the MMT lens, it becomes obvious that due to a lack of aggregated
demand member states are leaving material and non-material wealth on the table, which
disproportionally affects the poorest citizens. As this paper shows, this can be attributed to
major flaws in the design of the currency union. Moreover, the paper argues that a better
understanding of how the government in the modern fiat currency system spends is the
starting point for policy solutions that foster economic development and tackle the most
prevalent issues of today: unemployment, its social consequences and climate change.

This paper is organized as follows. Section 2 introduces the theoretical foundations of MMT
and sheds light on how a government in the modern fiat currency system. The focus will be
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on expenditures, taxes and Treasury bonds. Section 3 applies the insights inferred from the
theoretical body of MMT to the framework of the Eurozone and discusses the policy space for
individual member countries operating under the rules of the monetary union. Section 4
presents the case for a European Green New Deal and how the Job Guarantee program as
full employment policy tool fits into this context. Section 5 concludes.

2. A brief introduction to MMT

MMT acknowledges that the fiat currency is a monopoly of the federal government. The State
is the only supplier of that which it demands in payment of taxes. Only the European Central
Bank with the national central banks joined in the European System of Central Banks (ESCB)
can create euros in the form of electronic entries in the payment system of the Eurozone
(TARGET2). Consequently, the government has to spend or lend its currency into existence
first, before non-government actors can use it to pay taxes or purchase bonds. It follows
further 7 as a point of logic i that neither taxes nor bond sales finance government spending.
The central bank credits the account of those banks or state institutions that receive money,
as we have seen with quantitative easing. The money does not come from anywhere. The
central bank marks up the account of the receiver. Only for legal and ultimately political

reasons the central banks mar k down be godgtivegrover nment

order to allow the central bank to credit an account when the government makes payments.
Therefore, the national central banks in the Eurozone execute the payments of the national
governments.

It is then not the government that needs to collect taxes or sell bonds for its ability to make
payments, but it is the taxpayer that needs to get the currency in order to be able to pay its
tax liabilities and/or purchase government bonds. For the currency-issuing government, the
primary means of levying tax liabilities on its citizens is not to fund government spending, but
to create demand for the currency. As secondary means, taxes serve as a financial drain for
the private sector thereby lowering inflationary pressure and freeing up real resources to be
commanded by the government to pursue its socio-economic agenda. Additionally, taxes are
a means to address inequality or (dis)incentivize certain behaviors. (Bell, 2000; Ehnts, 2016;
Mitchell, Wray, & Watts, 2019; Mosler, 2012; Wray, 2014).

As Wray (2015, p. 2) putsit: f é] al | of this was obvious

world, in which the central bank makes and receives payments for the Treasury, the
complexity of the operational processes has increased, however, the underlying logic of how
the government spends remains the same. Instead of printing or stamping coins, the
government spends (taxes) by instructing its central bank to credit (debit) the reserve account

200 year
stamped coins in order to spend and then receivedth ei r own coinslinntwoamay@ay men

of the recipientbds (paying) bank, whik@adctouit n t ur n

accordingly. If the central bank aims for a certain interest rate target, it usually uses debt
instruments, such as government bonds, to drain the excess reserves resulting from
government spending of the interbank market 7 otherwise the excess reserves would put
downward pressure on the interest rate. This demonstrates clearly that bond sales for
currency-issuing governments are only a monetary policy tool and no means to raise funds.
While across countries there are different operational and institutional procedures in place for
the horizontal relationship between the treasury and its central bank 1 which are beyond the
scope of this paper i in most cases these are largely irrelevant for the vertical relationship
between the consolidated government (government plus its central bank) and the private
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sector. Any voluntary, self-imposed procedural regulations that constrain the government in
its ability to spend are to be considered as economically unnecessary in the context of
currency-issuing governments and can only be grounded in political reasons (Ehnts, 2016;
Fullwiler, 2008; Mitchell et al., 2019). Modern central banks have over the years switched to
the corridor model, flooding banks with reserves and thus pushing the interbank market rate
down to the deposit rate.

As currency issuer, the federal government operates under a completely different logic than
currency users such as local governments, corporations and households, which have to fund
their spending by either income, asset sales or borrowing (limited by their creditworthiness),
do. As monopoly issuer of the currency, the government can make all payments denominated
in its own currency as they come due and has no solvency risk on debt denominated in the
currency it issues. It cannot finance its spending if financing is defined as securing income in
order to later spend it. The numbers in the central bank accounts are marked up and down in
computer software. The central bank cannot and does not use income to mark up one of its
accounts. Hence, the Treasury is able to purchase everything that is for sale in its own
currency 1 including all idle labor offered by its citizens. Essentially, the currency issuing
government faces no purely financial constraints. The only constraints a monetarily sovereign
government faces are the availability and quality of its real resources as well as the risk of
inducing inflation if total spending exceeds the productive capacity of the economy in some
significant sector. Nevertheless, even currency issuers can tie their own hands. For example,
this occurs when the government promises to exchange its currency into a foreign currency at
a certain rate or even offer precious metal at a fixed rate. While such a government cannot
run out of its own money, it surely can run out of foreign reserves or precious metal forcing it
into default on its promises. Essentially, the degree of monetary sovereignty depends on four
conditions: firstly, the government of a nation issues its own fiat currency, secondly, it is able
to enforce its tax liabilities denominated in its own currency, thirdly, it does not issue any
(significant amount of) debt instruments not denominated in its own currency and, lastly, it
does not promise to exchange its own currency into anything else at a fixed rate (Bell, 2001,
S. Kelton, 2011; Mitchell et al., 2019).

The bottom line is that financial affordability is not a valid argument for a monetarily sovereign

government to not pursue its socio-economic mandate. Moreover, such a government never

needs to pursue any specific fiscal balance but rather should let the fiscal balance adjust to

whatever magnitude is required to achieve its socio-economic mandate, e.g. full employment.

A currency issuing government can impossibly fsaved money in its own currency in order to

spend | ater. Functionall vy, the central bank credi
spends. A fiscal surplus does not provide the government with any greater financial capacity

to realize future spending plans. The constraints are not in financial but in real terms (Ehnts,

2016; Mitchell et al., 2019).

3. Applying MMT to the Eurozone

While the landscape of currency arrangements is dominated by the one country, one currency
rule, the Eurozone and the African CFA franc zone are the biggest exceptions. All Eurozone
member states share the Euro as common currency, which is only issued by the European
Central Bank (ECB). Essentially, this means that the member states are using a foreign
currency, which they are unable to issue themselves and face a solvency risk for debt
denominated in Euro. The same applies to the issuance of debt instruments as all member
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states issue government bonds denominated in Euro. Referring to the conditions for monetary
sovereignty outlined in section 2, individual member states, consequently, are not to be
considered as monetarily sovereign. Monetary sovereignty only exists on the level of the
Eurozone as a whole as the ECB cannot run out of Euros and the Euro is floating against
other currencies. Before considering the nuances of the Euro framework, it can be concluded
that the design of the Eurozone makes individual countries operating as currency users facing
financial constraints i similar to individual US states. In comparison with the monetary
arrangements of the US, there is one major difference though. The US government
represents the fiscal authority that is able to utilize the policy space it derives from being
monetarily sovereign, while the current design of the Eurozone is lacking such fiscal authority.
Moreover, while the sovereign US government is in control of the interest rate they offer in
bond sales, the Eurozone members have to pay rates determined by the demand of primary
dealers in the bond market, which is a function of the default risk and the yield offered (Ehnts,
2016; S. A. Kelton & Wray, 2009; Wray, 2015).

This leads to the question of how national governments in the Eurozone make expenditures.
Taking Germany as an example, the German Treasury has an account at the Bundesbank,

whi ch, as agent of the ECB, is responsible for Ger

spends, it instructs the Bundesbank to cr
Simultaneousl! vy, t he Bun d ersskeraerakcoudtemnichtissnot allbveed
to be in deficit. Next to tax revenues, the German Treasury has the option to replenish its
reserve account by issuing and selling bonds via the German Finance Agency at Frankfurt,
which is owned by the Treasury. Since the ECB and its agents are prohibited to purchase
those bonds on the primary market, the bonds can only be purchased by primary dealers,
mostly commercial banks. Normally, those commercial banks borrow reserves (against
collateral) from the ECB and use the borrowed reserves to purchase the newly issued bonds.
Once the Treasury then spends, the reserve
are added to the reserve account of the re
pay offitsloans from the ECB. Two inferences <ca
demand determines the interest rate of the bonds, and, secondly, it might happen that there is
no demand at all as the bonds carry a default risk. However, the current expansionary policy
of the ECB decreases the risk that bond issuances bounce since the ECB is i as part of their
quantitative easing program i actively purchasing government bonds on the secondary
market, which effectively erases the solvency risk for primary dealers in the primary market,
with the notable exception of Greece (Ehnts, 2016)."

Conclusively, the individual member states of the Eurozone are a hybrid between monetarily
sovereign federal government, like the US government, and currency-using local government,
like the individual US states. While they Eurozone countries are lacking the policy space that
they could potentially derive from issuing their own fiat currency, the fact that the ECB is
actively buying their national bonds as part of the announced fivhatever it takesdapproach is
providing them with more financial space than local governments typically have. Clearly, if the
ECB would announce to unconditionally buy up all government bonds in the secondary
market, or the prohibition of direct financing would be abandoned, national government would
always have access to the funds required to make the payments as they come due i much
like a monetarily sovereign government.

' On a side note: just recently all German bond yields have turned negative, i.e. the treasury is in
nominal terms getting more reserves than they promise to pay once the bond expires (Reuters, 2019).
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Ultimately, however, it is the lack of fiscal authority on the Eurozone level combined with the
financial constraints individual member states face that is the major cause for the permanent
lack in aggregated demand in the Eurozone resulting in high rates of unemployment of up to
double digit numbers 7 with all its social consequences (Eurostat, 2019). Combining the
inference from section 2 i the currency issuer faces no purely financial constraints and no
solvency risk while the currency user, on the contrary, does face financial constraints and is
subject to default risk T with the logic of sectoral balances offers an insightful perspective on
the fiscal deficit rules applied in the Eurozone. Since income equals expenditure, any surplus
of income over expenditure by one sector of the economy 1 private, public or external i must
be balanced by deficits (expenditure > income) elsewhere (see also equation 3.1. below).

(S,i 1)=(Gi T)+CAB (3.1)

S, = private saving; | = private investment; G = government spending; T = taxes; CAB =
current account balance

Figure 1 graphically expresses the framework of sectoral balances. All points above (below)
the horizontal axis represent a fiscal surplus (deficit). All points to the left (right) of the vertical
axis indicate external deficits (surpluses). Similarly, all points to the left (right) of the diagonal
axis represent a private sector deficit (surplus). As a matter of logic, the sum of all sectoral
balances is zero. Given that the private sector cannot sustain deficits permanently (it might
absorb only short-time shocks) as it is has to fund its flows of spending and is subject to
financial constraints and default risk, the blue shaded area marks the sectoral balance
outcome that is to be considered as financially sustainable (see figure 1 and 2). Dependent

onthe private sectorbés spending and saving deci

balance arising mainly from trade, the monetarily sovereign government can adjust its fiscal
outcome to whatever is required to maintain full employment. Applying this logic to the
Eurozone and the prevalent fiscal deficit rules (see figure 2) it becomes apparent, firstly, that
the sustainable policy space is reduced for governments being constrained in their fiscal
outcome and, secondly, that countries running external deficits operate under a much smaller
sustainable policy space than export surplus countries do as the red shaded area in figure 2
indicates. As such, import surplus countries in the Eurozone are by design heavily
constrained in their policy space and hence are more prone to shocks, as the examples of
Greece and Italy have shown (Mitchell, Wray, & Watts, 2016; Mitchell et al., 2019). This

perspective sheds also new |ight on Germanyos

huge export surplus and, consequently, forces other Eurozone members into external deficit
positions, in which they are i given the current design of the Eurozone - heavily constrained
in their ability to achieve their socio-economic mandate, e.g. full employment (Flassbeck,
2007; Flassbeck & Spiecker, 2011).
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Figure 1 Policy space for sovereign Figure 2 Policy space for constrained
governments (Mitchell et al., 2016) governments (Mitchell et al., 2016)
Sustainable space for sovereign governments Sustainable space for governments constrained by fiscal rules
Fiscal Surplus Fiscal Surplus
G-T)<0 G-T)<0 Private
Private Domestic
Domestic Balance
Balance s=n
S=D
External Deficit =xternal Suplus
F.‘.::ij::lI‘l')ex‘ilm E\,I_e\!],m&:ml;,lv X-Mj<0 " :\'- \]; -]ul
Fiscal Rule:
Fiscal deficit LESS
THAN 3 per cent of GDP

Fiscal Deficit

G- Tl - Fiscal Deficit
(G-T)>=0

(G-T)>0

To summarize, the individual member states of the Eurozone are by design constrained in
their financial capacity as they theoretically can run out of money and need to pay market-
determined interest on their bonds. To some extent, this design flaw was overcome by Mario
Draghi 6s announ ivhateeenit takes§ whitto was igterpreted to mean that the
ECB would buy up government bonds so that default risk was basically zero. Moreover, the
design is biased to the disadvantage of external deficit countries as the fiscal deficit rules
heavily constrain their sustainable policy space. Although the currently expansionary policy of
the ECB eases the financial constraints for the member states, the monetary union as is how
lacking a fiscal authority to compens at e f or t he member statesd const
leads to a lack in aggregated demand resulting in unreasonably high rates of unemployment
and output gaps. The design of the Eurozone needs to be reformed either by installing a fiscal
authority, e.g. by implementing a Eurozone Treasury, or by expanding the policy space of
individual nations by easing the fiscal deficit rules. As it stands, the Eurozone as such has a
current account surplus, which is the result of the policy decisions of the past. The Eurozone
contributes to the global lack of demand and is hence partly responsible for any trade wars,
like that between the US and China. While there are many options of how to reform the
Eurozone, ultimately, a political decision needs to be made in order to cope with the present
economic pressure as well as to find adequate policy measures to foster a socio-ecological
transformation, which is desperately needed with regards to climate change.

4. The Green New Deal and the Euro Treasury

The Green New Deal is a name for a policy program that would green the economy. The
fNew Deal0 hints at the Great Depression policies of using government to fix a broken
economy. Representative Alexandria Ocasio-Cortez (2019) published her Green New Deal in
February 2019. A European version was brought forward by Sozialistische Jugend Osterreich
(2019) in the context of the European elections in May 2019. A key component of both is
taken from MMT when it comes to the macroeconomic issues of unemployment, price
stability, and business cycles. The Job Guarantee program (JG) (or Employer of Last Resort)
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finvolves the government making an unconditional job offer to anyone who is
willing to work at a socially acceptable minimum wage and who cannot find
work elsewhere, It is based on the assumption that if the private sector is
unable to create sufficient job opportunities then the public sector has to
stand ready to provide the necessary employment. This creates a buffer
stock of paid jobs that expands (declines) when private sector activity
decl i nes (Michel & Radis2D1d, pp. 230-231).

Next to the societal benefits, the JG works as an automatic stabilizer, price and wage anchor
as well as a macroeconomic tool for aggregated demand management thereby stabilizing the
economy at a state of full employment (Mitchell & Muysken, 2008; Mitchell et al., 2019).
Clearly, the JG increases economic stability as it acts as an automatic (countercyclical)
stabilizer and essentially is considered as a superior buffer stock approach to increase price
stability. Additionally, the JG program is an effective and sustainable tool for aggregated
demand management. While a demand expansion led by the private sector increases private
indebtedness and thereby financial fragility, a government led expansion actually enhances
financial stability by providing safe assets and income to the private sector (Hail, 2018;
Mitchell & Muysken, 2008; Murray & Forstater, 2013a, 2013b). While the pace and size of the
i mpl ementation might depend on the countrydés speci
principle is that the JG is federally funded, i.e. by the monopoly issuer of the currency, but
locally administered. The JG scheme basically includes all types of jobs that tend to be
underproduced by the private sector, e.g. community or environmental care. However,
competition with the private sector is not intended (Mitchell et al., 2019; Tcherneva, 2018;
Wray, 2015). Essentially, the bottom line of the JG approach is: there is no reason for a
monetarily sovereign nation to have involuntary unemployment thus suffering from its
macroeconomic and societal costs, no matter how unproductive or poor the non-human
resources in that country are (Mitchell & Fazi, 2017). The wage paid for jobs under the JG
scheme essentially becomes the effective national minimum wage. Similarly, the working
conditions and job benefits become the lower bound of national working conditions (Mitchell &
Fazi, 2017; Wray, 2015). The JG scheme effectively attacks the societal costs of
unemployment, such as: poverty, social isolation, crime, regional deterioration, health issues,
family breakdowns, school dropouts, loss of human capital and social, political and economic
instability. Simultaneously, the JG program fosters the societal benefits of full employment:
poverty alleviation, community building, social networking, and intergenerational stability
amongst others. Next to that, the JG increases output in terms of goods and services, offers
on-the-job training as well as skill development and addresses inequality since it hires off the
bottom of the income distribution by offering a fixed wage and benefits package to anyone
willing and able to work (Kaboub, 2007; Tcherneva & Wray, 2005; Wray, 2015).

The Green New Deal also includes new spending proposals to mitigate climate change and
construct new infrastructure as well as add public jobs. The details will have to be provided by
scientist from other disciplines, but economists can and will provide policy mechanisms to
ensure that the Green New Deal is pursued with a view towards full employment and price
stability. As such, it will drive up aggregate demand and shift the power balance towards
workers and unions, helping to balance the distribution of power that has become unsettled in
the last decades and that led to the historic increases in income inequality and wealth
distribution. Other social effect might be the empowerment of women (fPink New Deald and
of minorities, whose communities suffer relatively strongly from high rates of unemployment.
Nersisyan and Wray (2019) argue that financial affordability cannot be an issue for the US
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government since it is the monopoly supplier of US dollars. Monetary problems can result
from rising rates of inflation, signaling a conflict over access to resources. In case of inflation
the authors argue in favor of deferred consumption, but also mention well-targeted taxes,
wage and price controls, rationing, and voluntary saving.

The Euro Treasury has been outlined by Bibow (2014) and Ehnts (2016). Bibow (2014, 39)
wants the Euro Treasury fto pool eurozone public investment spending and have it funded by
proper eurozone treasury securitiesa The idea is to have the Euro Treasury on top of
everything else and make it into a political mechanism that takes over responsibility with
respect to unemployment. It would have the instrument of additional spending create
employment and the political process would ensure that governments that do not spend
wisely i that is, use resources wisely 7 are losing power. Ehnts (2016) goes a bit further in
making the Euro Treasury into a tool that would at least theoretically allow for government
spending in all areas. This means that the Euro Treasury could also enable to create a new
European welfare state at the European level, paid for by the Euro Treasury and using
resources from all over the Eurozone.

Since the European Commission is not a national government, the ECB could theoretically
buy up all Eurobonds. This would turn Eurobonds into a riskless asset and help the ECB in
their conduct of monetary policy. It would also help those investors that wished to hold risk-
free assets but could not. The Euro Treasury would give the European Commission financial
firepower that is extremely powerful. Over time, it can be expected that power would shift from
the nation states to Brussels, if current rules and procedures are followed. The European
nation states would run budget surpluses and try to reduce their respective levels of
household and corporate debt. This will continue to lead to a deflationary impulse in the
Eurozone economy only that now we have a fspender of last resortd National public debt will
be replaced by Eurobonds over time, leading to a reduction of risk in European public bonds.
The European institutions, following Juncker et al. (2015), have embraced the Euro Treasury.
It remains to be seen whether this political project will be implemented.

5. Conclusion

The idea that the economy can be stabilized by the
else is both theoretically and empirically dead. What is needed is a new understanding of
macroeconomic policy in which thelnothavealarhe bankoés s

and persistent effect on the level of private investment. MMT suggest that fiscal policy should
be used, with a focus on government spending. In the Eurozone, this new economic policy
setup is made complicated by all sorts of European and national rules concerning public
deficits and public debts. From an MMT perspective, public deficits are nothing else than an
increase in the nominal amount of tax credits held by the private sector, while the public debt
is the total number of outstanding tax credits in the private sector. Since the government does
not fpay back its debtdas private borrowers do but only promises to take back its own money
in the form of tax payments, there is nothing wrong with public deficits and debts.

Currently, it seems that Germany will enter a recession in the second half of 2019. With the
current rules in place, the Eurozone faces a grim future. On top of this, the repetition of
austerity policies is a possible political option, which would increase the depth and length of
the recessions, possible transmitting to the whole of the Eurozone. The political
consequences for both the Eurozone and European Union would be grave. Probably the
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financial markets would be able to force out of the Euro first one country, then others until the
Euro is chaotically dissolving. The impact would be felt most by Germany, which would see
mass unemployment arise in its external sector. Using MMT, a reform of Eurozone and
European Union can be implemented that would stop the deadly political dynamic that the
Euro imposed on its member countries. Beyond Europe, more European demand for goods
and services can help to reduce the tension in the trade wards of the global economy and
facilitate global peace.

The two options for reform are a Green New Deal that tackles climate change and the Euro
Treasury that tackles unemployment directly. The Green New Deal recognizes that in order to
create a Green economy for all we need to employ more workers and not less. The proposal
assumes that the division between labor and leisure time is not shifted. Within the context of
the Euro Treasury we could imagine a European Green New Deal (see also Adler, Prakash
and Wargan 2019) which also includes a shift towards working less hours. A reduction of
working hours in the Eurozone would free up non-labor resources that the Euro Treasury can
then use. Obviously, the net effect depends on the public goods that are to be provided and
the interpretation of the public purpose when it comes to the level of additional government
spending that is brought forward. Technically, the same reduction of working hours is possible
with a Green New Deal.

Introducing a European Green New Deal or a Euro Treasury would shift the focus from profit-
maximizing debt-fueled private institutions towards organizations that focus on public purpose
and public interest, while taking into account environmental concerns and providing high-
quality jobs. Other institutions of our democracy would also need to refocus. The European
media will stop discussing what is financially possible and instead focus on what is possible
using the available resources. Politicians will stop posing as supposedly fiscal conservatives
and instead explain to their voters what their policies are doing for them, how they want to use
scarce resources and why they think it will work. The socio-ecological transformation will
probably also have many indirect effects which we cannot yet imagine. While some of them
will surely be bad, let us hope that most of them are not.
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Whereb6s the money?

In speaking notes from 1994 Hy Minsky (Minsky, 1994, p.1) ar gued #fAKeynesian t hec
just a theory that validates O0demand managementod by
observation that iKeynesiand economics had been r
government fiscal policy to manage aggregate demand. Paradoxically, Minsky noted that

iKeynesds novelty and relatively quick acceptan
not due to his advocacy of debt financed public expenditures and easy

money as apt policiesé during a depr essi o8tates, é I n the Ul
economists such as Professor Paul Douglas, Henry Simon, and even Jacob

Viner, all of whom were at the University of Chicago, advocated what would

now be called expansionary fiscal policies well before the General Theory

appearedd  ( Mi ns k ye,1989m.9B)ar r er

This popul ar e mp h as i guning Mdem@ni engnagermentahawd led ftd thee
eclipse of the analytical foundations of Keynesds |
other post Keynesian economists have sought to resurrect. Against this background the
greatest challenge facing what has come to be called fmodern monetary theoryo is the
tendency to present it, even amongst its own practitioners, as a more sound analytical
foundation for government deficit spending. Indeed, MMT has been presented as a fAM

Money Treeo (BBC Business Daily, 2019), the equival
suggesting that tax cuts will pay for themselves. Instead of tax and spend, it has come to be
known as a profligatet paonpdul $ & ndpoo,l i tclyatof wofiuplrdi ni ne

excessive deficits and rampant inflation.

Keynes had already attempted to counter this view in a 1942 BBC radio broadcast. Critics of

ambitious plans for the post-war reconstruction of London had challenged i dw is it to be paid

for’é Whereds the money to come from?20 To which Keyn
bricks and mortar, not with money. & As a techni ci
the technical problem of where the money for reconstruction i s t o come from can b
(Keynes, CW, XXVII, pp. 264-6). He summarized this position by noting that if

fafter meeting our dai ly needs by producti on
ourselves with a certain surplus of resources and of labour available for

capital works of improvement. If there is insufficient outlet for this surplus, we

have unemployment. If, on the other hand, there is an excess of demand, we

have inflationd  ( ipb267). . |,

The problem was one of the mobilization of resources, not the mobilization of finance.

! Mario Tonveronachi and Andrea Terzi have offered useful comments at short notice without adhering
to the position exposited here.
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Keynes could make these statements confident in the belief that his analysis in the General

Theory h ad provided t he answer to the itechnical o p |
expenditure. In this context the response that MMT is the appropriate answer to the currently

fashionable question of how to pay for government expenditures to combat environmental

risks or more expansive availability of health care is the wrong answer to the wrong question.

The real question is still the availability of appropriate resources, and if there are none, the

policy process of shifting resources to these uses. As many have noted, in times of war the
fitechnical 6 problem of finance is easily solved, t |
shifting of resources.’

Banks produce it!

In point of fact, the General Theorywas not even needed to resolve the
finance; it had already been dealt with in the works of Schumpeter, Bendixen, L. Albert Hahn,

Hawtrey as well as von Mises and Hayek, all of whom recognized that the banking system

was capable of providing an unlimited amount of finance for expenditure, public or private, by

creating liabilities that serve as markerplay® f payment
the role of the fAephor of capitalism. é tihe creati
out of nothingd ( Sc hump e pe 72-3). KeYnk had already made the point in his

Treatise on Money: il n a cl ose® ithiaavitentnhat therg is heelimit to the

amount of bank money which the banks can safely <cre

filal l d e p @reaiedd by the bank holding them. It is certainly not the
case that the banks are limited to that kind of deposit, for the creation of
which it is necessary that depositors should come on their own initiative,
bringing cash or cheques. o0 (Keynes, CW: V, 23,

The implication of this for the fAtechnical o financ
constrain expenditure, whether public or private. In the General Theory Keynes used the

multiplier to further support this conclusion demonstrating that increased expenditures, public

or private, would provide increased incomes that would produce the savings required to

balance it. | oherdbéemniwaa to insure that the incre
would be held in liabilities issued to undertake expenditure on productive investments.

If there is to be a meaningful discussion of the contribution of MMT, following Minsky, it has to
provide more than another validation of Keynesian demand management. MMT should be
considered on the merits of its contribution to monetary theory capable of providing an
alternative approach to monetary policy. This would be particularly relevant considering the
recent calls by Central Bankers in the aftermath of the response to the Great Financial Crisis
for a new policy approach. For as Bernanke (Bernanke: 2002) has pointed out, central bank
policy was, and stil!]l is, based on Friedmandés recon

“Her e Keynesbds pamphl et A Ho ws. Ihlneththis dpmaachsele ther®¢ant 0 i s apr oy
Levy Economics Institute Working Paper no. 931 by Wray
New Deal 6 May 2019) .
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LiQa (GKS ljdzryidAaide GKS2NBX aidzJARH

In this regard it is important to note that all the authors cited above were writing in opposition
to the then predominant ideas of the quantity theory of money; Keynes made clear that his

theory was based on his fAlong struggle to

Theory, which once entangled med ( Ke y np sxxiv). \hdlekd, the common element that
links Keynes to the Schumpeterian tradition in money and finance is the rejection of the
validity of the quantity theory of money. Minsky amplified this connection by noting that

fibankers (using the term generically f
they be brokers or dealers, are merchants of debt who strive to innovate in
the assets they acquire and the liabilities they market. This innovative
characteristic of banking and finance invalidates the fundamental
presupposition of the orthodox Quantity Theory of money to the effect that
there is an unchanging dnoney6 item whose velocity of circulation is
sufficiently close to being constant: hence, changes in this money's supply
have a linear proportional relationtoawellld ef i ned price | gvel

p. 6).

In his Treatise Keynes suggests alternative approaches to the classical conception of

or

0

esca

al |

pe

(Mi nsky

imoneyd defined by its physi calofthehgaantdycheayor st i ¢ s, a e

its functions. Keynes notes that the primary concept of monetary theory should be the money

of account in which debts and prices are expressed.

he defined as a system of spot-forward debt contract denominated in money of account in
which the State determines what is acceptable to extinguish the debt contract. Keynes
provides a panoply of possible candidates
single unit of acempema, whiheh Aitmvemneytsatpe may
may be multiple. Einaudi (1936) provides an example of such a system, exhibiting the rates at
which a wide range of metal coins circulating in Milan in 1762 could effectuate a payment
denominated in the unit of account. Note that while the rates could be changed periodically by
the Sovereign, this did not involve debasing the coinage, nor provide the possibility of
financing expenditure. This is thus a chartalist system in which government deficit financing is
absent.®

The role of the State is limited to validating the unit of account, and selecting the moneys
proper, which need not be produced by the State. Although Keynes does refer to the role of
the State in changing the unit of account, he spends little time discussing the far more
debated question of the historical origin of the unit, and only in passing refers to the necessity
that the selection of the moneys proper implies imposing an equivalence between the units of
account and units of the money proper in either tale or weight, of certain quality. He also
notes that in addition to money proper

t hat

he

det er min

Afor many purposes t he acknowl edgement s of d e

serviceable substitute for money proper in the

we may call them bank money ¢é simply an acknowl edge

debt, expressed in money of account, which is used by passing from one

hand to another, é to setfWe5.a transactiono (Ke
®I have used Einaudid6s table, which derives from Beccari a
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They are not money proper, and although in origin they precede the appearance of State
money as defined below, they may become subject to State control, as in the imposition of
bank reserve requirements in State money.*

Chartalism is not state money?

Keynes goes on to recognize a third role for the State under chartalism represented by the

Afurther evolution of St ate money itsel fo noting
prerogative to declare that the debt (owing by the State) itself is an acceptable discharge of a

liabilityd ( i., p.i5)dNow State debt becomes money proper. However, he warns that when this

occurs the debt owingbyt he st ate Ashould no | onger be reckoned
essence of a debt to be enforceable in terms of something other than itself& (ibid., p. 6).

For Keynes and Schumpeter there is an important distinction between these two roles of the

St at e, and Keynes notes that confl ati mgé.ltibee t wo may
the firstrole:the fAri ght ¢l ai med by all modern stateso fito w
claimed for some four t hpuswhiledistoyially the exantpleslineast o (i
which the issue of State debt should answer to the description of money and discharge debt

fifare descended from some kind of bank money, whi ch
subsequently passed over fr omp.dnlewoddathus gopeary t o anot
that Keynes considered the possibility of a chartal or State money system as independent of

the direct issue of State representative money. Whi
analogies, 0 it would appear that Knappds (Knapp, 1
the imposition of tax liabilities payable in State money in determining the acceptance of the

Stateds own debts as means of payment would qualif
the Stateds own Iliabilities to discharge debt was

the far more ancient contrivance of private finance i namely bank moneyc‘)6 (op. cit., p. 13). It
would seem clear that the MMT version of chartalism is limited to what Keynes would call
Representative State money, that is the designation of State debt as money proper.

Itis heret hat the use of the descriptor Achartali smo
unhelpful for it still implies a comparison between a physical definition of money with an
intrinsic or market value (commodity, gold) with chartalism based on a notional money of

* Here Keynes is referring to the innovations in banking operations that had created problems for

guantity theorlsts from the beginning of the 19th centu
[1951], p. 75) that instead of ngeerlydridneffonggaccomteand i n exchan
added to anothero (Il bid., p . 58) and payments feffected
money o(lbid., p. 76)

® Rather than the issue by the State of its own liabilities Keynes here seems to be indicating a debt of
the State to a private bank for he speaks of #fAa debt ow
money is then transformed into money proper i a species of money proper which we may call
representative money. 0 yHaed ntarfeged maney s Representativd moaey mo n e
when the State determines them as capable of discharge of a debt denominated in terms of money of
account.

®*He goes on to note that fAThe earliest beginniostgs of bank
in antiquity.o Which would suggest that Keynes excluded
from his definition of chartalism. He even notes that fi

say the designation of the standard by the State, that the State should mint the standard; the essential

characteristics of chartalism are already present, even when money passes by weight and not by tale,

provided that it is the State which desiamia,tpel8). t he commo
As examples he notes that silver in China was not coined and served to discharge contracts by units of

weight (tael).
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account’ with no value except that imposed by the State. This leads directly to the false

equivalence to the problem created by valueless paper money or bank transfers (which

Keynes notes are not money proper) masta)menpyr esent at i
and the obvious, but irrelevant, question of why agents would hold State money without

intrinsic, market value. Clearly, the money of account has no physical value, while the

Representative State money proper need not, it may be simply a balance sheet credit entry.

It is the response to this false equivalence bet w
propero and fAfiat or bank money and metal or commod
to explain the sour ce eyfordf Why pedpleanll hadddState mon&t at e mon
when it has no market value. While this makes sense within the framework of the quantity

theory (or the Classic bullionist and banking v. currency school monetary debates of the 19"

century) it has no meaning within the alternative approach starting from the money of

account. As Keynes notes,

iMoney itself, namely that by delivery of whi
contracts are discharged, and in the shape of which a store of general

purchasing power is held, derives its character from its relationship to the

money of account, since the debts and prices must first have been expressed

in terms of the lattero  ( ipb3). d . ,

The unit of account clearly has value, but only in respect to the purchasing power of the
prices and contracts that it represents. The money proper has value that is derivative of the
value of the unit, and its designation by the State in discharge of purchase and debt
repayment i it thus needs no further explanationo f it s. fival ueo

But the perceived need to explain the determinant
money provides the link between chartalism and fiscal policy by conflating the role of the
State in imposing taxes to provide value to State liabilities with the issue of State liabilities to
finance government expenditure. On Keynesds defini

iThe age of chartalist or State money was reacl
the right to declare what thing should answer as money to the current money

of account i when it claimed the right not only to enforce the dictionary, but

also to write the dictionaryod(ibid., p. 4).

However, this did not necessarily mean inclusion of debts owing by the State! The entire
discussion of why people will hold chartal money with no physical value belongs to the
discussion of why agents will hold worthless pieces of paper as substitute for commodity
money and has no place in the discussion of State money. By producing taxation to answer
this false question, leads directly to the conflation of monetary theory with fiscal policy. And
the wrong answer to the wrong question noted above.

"While neither the word fchartalo nor chartalism appear
or awritten documenti whi ch is perhaps the source of Keynesds use of
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While MMT seeks to build its representation of the financial system on monetary sovereignty
in the issue of its own liability Keynes (as well as Schumpeter amongst others) suggested that
this may not be the best represent ation of the requ

AThus, i n Great Britaih and alsb intréasinghUni t ed St at ec
elsewhere i the use of bank money is now so dominant that much less

confusion will be caused by treating this as typical and the use of other kinds

of currency as secondary, than by treating State money as typical and

bringing in bank money as a subsequent complication. The latter practice,

which has outstayed the facts, leads to insufficient emphasis being placed on

some of the most typical features of modern money, and to its essential

characteristics being treated as anomalous or exceptionaldo ( Ke y n,e/s , Cw

p. 29).

Schumpeter held a similar position:

fi B dogically, it is by no means clear that the most useful method is to start

from the coin i even if, making a concession to realism, we add inconvertible

government paper i in order to proceed to the credit transactions of reality. It

may be more useful to start from them in the first place, to look upon capitalist

finance as a clearing system that cancels claims and debt and carries forward

the differences i s o t hat O6moneyd payments come in only ¢
without any particularly fundamental importance. In other words: practically

and analytically, a credit theory of money is possibly preferable to a monetary

theory of credl934,@.7(73%c humpeter

In the discussions in his Treatise, Keynes indicates that he assumes managed money, and

notest hat at the time he is writing there was Airepr
conform to an objective standardd  ( o pp. 18¢9i He calls this a middle ground between

ffaut omatico (or commodity) money such ashd he gol d
operation of bank rate. He notes that State and bank money co-exist under such a system,

but they are managed to correspond to the behavior of a pure commodity standard. This is

nearly the same as operating under the principles of the quantity theory, but without gold

responding to the dictionary definition of the unit of account.

MMT vs. quantity theory 1 where is liquidity preference?

Thus, rather than placing emphasis on a State money to finance government expenditure,
more relevant would be a discussion of how MMT might contribute to the arguments

necessary to #fAinvalidate the fundameonay iptrem@ppos
noted by Minsky. This is the path that Keynes followed in his General Theorywh er e whi |l e Ait
is found that money enters into the economic scheme in an essential and peculiar manner,

technical monetary detail f al V4, p.kxi){Thds medngethab a c k gr o u n ¢
®|Robert Hemphi |l in fAForeword by a Bankero to Fisher (
government , play a minor port in the trsaweepadinoon of our
one wouldhaveabank deposit, and there would not be a dollar of

° Note that State money may be Commodity or Representative money, while Commodity money may be
managed, and that Bank money may be Representative money managed or Fiat as well as pure bank
money.
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there is no #dAlinear, proportional rel at i och

0 bet weeil
refl

determination of prices. Rather its role is |

the futuredo as determinants of prices and
shifts price determination from static supply and demand functions to the relation between
present, or spot prices and future prices. The ideas of the future are reflected in anticipated
rates of return represented by the difference between spot and forward prices per cent. Since
expected rates of return, which determine investment decisions are influenced by spot relative
to expected forward prices, rates of return, will be reflected in prices, indeed they are one and
the same thing.lo Keynes then goes on to argue that if liquidity preference determines the rate
of interest on money, and all other investment returns have to compete with the return on
money then, it also determines the relation between spot and forward prices.™

t he

scal

As Townshend recognized in relation to Keynes®os

it w o u thdt it & essential to take liquidity into account in order to
discuss any money prices. For even if certain assets have so little liquidity-
premium that changes in it do not affect their money-prices, variations in the
(large) liquidity-premium of money will do so-operating of course on the

conditions of new production of the assets.

Or as Minsky would eventually propose,

fi t hGeneral Theory should have been titled the General Theory of

0

t

he

Employment, Asset Prices and Money. é the I|liquihkkoryof preference

interest is really a theory of the determination of asset prices in a capitalist
economy. Money is not neutral because money affects absolute and relative
asset prices and the pace of investment, whereas wages and profits (which
are determined by investment) yield absolute and relative output priceso
(Minsky in Barrere, 1989, p. 51).

Now, as Keynes notes, in the General Theory the technical details of the classification of
money of the Treatise is left behind and he builds on his 1933 conception of a Monetary
Production Economy. Instead of focusing on money of account and money proper, the focus
is on the impact of money on the behaviour of the economy. Keynes gives the formal
definition of a monetary economy as one in which expectations of the future determine
present decisions, such that there is an asset whose rate of return declines more slowly than
all others in the presence of an increase in demand (and thus the definition of a nonmonetary
economy as one in which there is no asset whose liquidity premium is greater than its
carrying costs). In this formulation, rather than the money rate of interest setting

ffa |l imit to the rate of output, é it 1is
most slowly as the stock of assets in general increasesé As output

Y“sSee Townshend, (193, pp. 158, 161) #Ait would seem

order to discuss any money prices. For even if certain assets have so little liquidity-premium that
changes in it do not affect their money-prices, variations in the (large) liquidity-premium of money will do
so-operating of course on the conditions of new production of the assets. Strictly, liquidity-premiums, like
exchange-value itself, is a purely relative conception. What varies absolutely is the net balance in the
minds of wealth-owners between the conflicting desires to retain purchasing-power (in any form) and to
exercise it.o

™ It is unnecessary to spell out this entire argument as | have written extensively on it elsewhere. For
example, Kregel, 1988; 2013.
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increases, own-rates of interest decline to levels at which one asset after
another falls below the standard of profitable production; & until, finally, one
or more own-rates of interest remain at a level which is above that of the
marginalef f i ci ency of aigynea €W, evil,p.220at ever o0 (

Al t hough Keynes posits that the slowly declining re
be any non-reproducible asset. Here instead of State money providing unlimited finance for

government expenditure, money is defined by its ability to constrain the expansion of the

economy because of its impact on prices. Thus, it is not what is classified as money that is

i mportant, it is the liquidity chraulaes erhhsti cestod fe
is relevant. There is no need to specify any addit
than its liquidity premium.*? Simply recall the definition of the return to an asset in Chapter 17

as {a + (g-c) + I} as an alternative specification of the difference between the spot and forward

prices relative to the spot price where g is the own rate of own return of the asset, c the

carrying costs and | the liquidity premium. Money is defined as that asset with | > ¢, negligible

or no g, and its return, I, falling less rapidly than the g-c on other assets which will have

negligible I. Keynes notes that it is not necessary for this to be Representative State money or

bank money, although he suggests that both will have similar behaviour. Indeed, in the entire

book fiscal policy is rarely mentioned.

It is however, interesting to note that when Keynes makes his argument in support of the

behaviour of liquidity, he notes that to compare these diversely dimensioned rates of return

requires reducing them to a common factori a pur el y not i onalandfthatiti t of acc
could have been any asset to serve this role without impacting the relative rankings of returns.

In addition, Keynes notes that the comparison of the behavior of rates as demand increases

also requires that one set of prices (or one rate of return) has to be given exogenously.13

This point had already been made by Fisher and Townshend stresses the same point when
he notes

ithe need for one set of nsopatteastfstablewar d pri ces t
Indeed, it is obvious that, since the quantity of money does not determine

dhebi or rather, any 1 price-level, no prices would be determinate at all,

unless at least one money-value the price of something-were determined by

habit or convention. But it is also obvious that there is nothing of which the

price is absolutely determined by convention,eveni n t he short est peri od.
And, on the other hand, since (so long as wage-earners are not owned as

slaves by their employers) labour carries no liquidity-premium at all, its

money value is not liable to be directly disturbed by psychological changes in

liquidity premiums. This is what determines the acceptability of the unit of

account and its inherent liquidityd ( Town s h e ppd162, 166). ci t .

21t s paradoxi cal that after the fhorizontalisto endoge
made liquidity preference redundant, MMT should provide a similar argument.
®“This is represented in the formula for the rates of ret

money, and variations in a for the other assets the responses to changes in the other elements of their
returns.
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Taxation or government job guarantee?

Although Keynes gives a series of reasons for the existence of the liquidity premium,
imposing taxes is not one of them. Rather he cites the link to the money of account as the
standard for money contracts, and the stability of wages in terms of unit of account as an
integral part of the liquidity that attac
important to ensure the expectation that money will always have a liquidity premium greater
than its carrying costs.

fiSuch an expec ha obnlydhat the eogtsl of the sommodity in
question are expected to be relatively constant in terms of the wage-unit for a
greater or smaller scale of output both in the short and in the long period, but
also that any surplus over the current demand at cost-price can be taken into
stock without cost, i.e. that its liquidity-premium exceeds its carrying-costs
(for, otherwise, since there is no hope of profit from a higher price, the
carrying of a stock must (Keyees, €8V/lh pp. | vy
237-238).

He goes on to conjecture that

nvol ve

il f a commodity can be found to satisfy these

might be set up as a rival to money. Thus, it is not logically impossible that
there should be a commodity in terms of which the value of output is
expected to be more stable than in terms of money. But it does not seem

probable that any s(bidp.28pmmodity existsbo

Again, we note two points, the possibility of the multiplicity of moneys proper, and the clear
departure from the direct relation between money and prices.

Thus rather than imposing a tax liability to ensure the demand for its liabilities, the role of the
State as a major employer could act to provide the equivalent of the convention required in
order for its liabilities to be the most liquid. One might then understand the role that a decision
by government to set the reserve price of labour, through an employment guarantee scheme
of the sort that Minsky proposed, as providing the support for the role of State money as the
system unit of account. But, this specification of the operation of a monetary economy leaves
open the definition of money 8 and Keynes points out that it could be any nonreproducible
durable good, but in modern economies it comes closest to what he defined as
Arepresent at i viediserkeynesyop.icil ppt Rhlé).

What are the policy questions?

Central banks have largely given up the targeting of money aggregates for the reason given
by Minsky i the difficulty in identifying what money aggregate causes inflation in the presence
of rampant financial innovation in the creation of liquidity. Chartalism provides an alternative
explanation and definition of money. The resulting shift to Taylor-rule inflation targeting
interest rate management by central banks in the Great Moderation preserved the belief that
changes in the quantity of money induced by interest rates adjustments has an impact on
prices. In the aftermath of the recent financial crisis central banks adopted both interest rate
management (ZIRP) and supply targeting (QE) with little success in generating the expected
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impact on prices or rapid recovery in activity. The response to this minimal impact was
negative interest rates in the Euro zone, with little effect, and perhaps the experiment will
soon be repeated in the US. What should replace these policies?

For Keynes

figi ven t hd interéeshiseneveranggative, why should anyone prefer to
hold his wealth in a form which yields little or no interest to holding it in a form
which yields interest (assuming, of course, at this stage, that the risk of
default is the same in respectof ab a n k bal ance as of a bond)? ¢éT
however, a necessary condition failing which the existence of a liquidity-
preference for money as a means of holding wealth could not exist. This
necessary condition is the existence of uncertainty as to the future of the rate
of interest, i.e. as to the complex of rates of interest for varying maturities
which will rule at future dates. For if the rates of interest ruling at all future
times could be foreseen with certainty, all future rates of interest could be
inferred from the present rates of interest for debts of different maturities,
which would be adjusted to the knowledge of the future ratesd6  (,&V/W p.
168).

MMT has a clear position on interest rates, but again couched in the framework of deficit
spending. It points out correctly that if there is no savings or financing constraint the
government need not borrow to fund its expenditures, which breaks any monetarist linkages
between the deficit and interest rates. But, the argument is based on the impact of
government spending on the interest rate on federal funds, deficit spending driving them to
zero creating the need to issue government debt to drive rates to the desired policy level. The
argument is used to reinforce the idea that government expenditure does not have to be
financed by the prior sale of bonds. In addition it is argued that the normal rate for
government debt should be zero only applies to State money credits in the central bank, and
only has indirect impact on the system through and impact on private bank money creation.
Indeed, this result depends on the institutional structure linking bank money to State money
through the holding by the private financial system of reserve balances in State money. It is
not clear that this would no longer hold in a pure State money system since there would be no
fed funds market and interest rates could be set at any level dictated by policy. * The extreme
form of such policy would be to propose the elimination of bank money and the nationalization
of the payments system. ™

It is interesting that there is already a monetarist MMT like analysis which deals with the
interface of fiscal and monetary issues. See Cochrane (2018).

“APerhaps a complex offer by the cent redged bondsokallt o buy anc

maturities, in place of the single bank rate for short-term bills, is the most important practical

improvement whichcanbemadei n t he technique of monetary management o |
5 Kregel 2019b makes some suggestions along these lines, building on the role of the clearing house in

discussions of the development of private banking. Unfortunately most of the discussion of chartalism

overlooks the essential nature of the clearing house in the development of bank money and which

Keynes believed provided the pattern for the introduction of State money.

Another alternative which has been little discussed is cooperative banking which became a major

source of financing at the beginning of the 20" century 7 the same time that Schumpeter and others

were developing their theories of development. See Wolff, 1910.
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1. Introduction

| have already provided a detailed analysis of modern monetary theory (MMT) in a previous

article, titled AThe monehbhartalaindm:fiachti emrekluys orfi

2013). Readers who wish to know more about my views on MMT (or neo-chartalism as it was
first called) are invited to give a look at this earlier article. Its title still reflects my opinion: |
donét think that | would change much of it
small number of observations in this paper, many of which are inspired by very recent writings
by MMT authors.

In what follows, | shall deal with three themes. First, what is the relationship between MMT
and post-Keynesian theory? This is a question which | often get asked when the topic of MMT
arises. Second, what is new with MMT? This is a crucial question since MMT is often
considered as being a new and revolutionary school of thought. Third, | will discuss the fact
that MMT is made up of two different frameworks, depending on whether the central bank and
the government are consolidated into a single entity. These three questions are interrelated,
so the sections that follow are to some extent arbitrary.

2. MMT as part of Institutionalist post  -Keynesianism

Let us start with the first issue. MMT, to me, is just part of post-Keynesian economics. | would
classify MMT advocates as Institutionalist post-Keynesians, because they are very much
concerned with monetary and financial institutions, and in particular the institutional links
between the government and the central bank." Indeed, MMT authors have themselves made
this clear, as Fullwiler, Kelton and Wray (2012, p. 25) have asserted: AVe have never tried to

separate our AMMTO approach from t heKeymesiams,r od o x

I nstitutionalists and others. We have tri
fimoder n o0d Besidesefigancial instability, MMT authors have also paid quite a lot of
attention to the payment system, that is, the clearing and settlement process in a monetary
economy. This is, in my opinion, their main contribution, both to monetary theory at large and
to post-Keynesian economics in particular: to show and analyze the links between the central
bank and the government within the context of the payment system. Other post-Keynesians
known for their analysis of endogenous money, for instance Basil Moore (1988), had instead
focused on the links between the central bank and the private sector or on those between
banks and other agents.

1 The main MMT authors i Randall Wray, Matt Forstater, Stephanie Bell-Kelton, Pavlina Tcherneva,
Andrew Watts, Eric Tymoigne 1 were all tied to post-Keynesian economics from the very start. The only
exceptions would be Scott Fullwiler, who came from the Institutionalist tradition, and William Mitchell,
who was closer to the Marxian tradition. After all, Randall Wray, as well as Jan Kregel, the latter having
also in the past given his support to MMT, are both the editors of the Post Keynesian Journal of

Economics! Il ronically, it i s 1 WdwmTRalky, whers using ahre deerm dtructarali t i ¢

Keynesianism i who has avoided the post-Keynesian label.
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MMT authors have thus clarified a part of the monetary analysis that had been mostly left
aside by post-Keynesians. MMT advocates have also made new policy proposals, such as
the job guarantee program or buffer stock employment, where the State acts as an employer
of last resort and hence where expansionary fiscal policy is concentrated in the geographic
areas where unemployed rates are high, instead of spreading money in all areas, even those
where unemployment rates are relatively low, thus leading to what some have called Spatial
Keynesianism. As an aside, MMT authors, like most post-Keynesians, are not favourable to
proposals tied to a Universal Guaranteed Income.

While MMT authors have recognized on a number of occasions that the MMT approach is
part of Institutionalist post-Keynesianism, references to post-Keynesian economics over the
last few years have been rather scarce. Still, despite MMT authors apparently operating en
vase clos, there has been positive spin offs for post-Keynesian economics as a number of
students have told me that they became aware of post-Keynesian economics through their
exposure to the MMT literature. The apparent present reluctance of MMT authors to refer to
antecedent post-Keynesian works in macroeconomics or monetary theory, with a few
exceptions such as the works of Hyman Minsky and Wynne Godley, can perhaps be
explained by the fact that most critiques of MMT claims or policy proposals initially arose from
insiders, that is, from the post-Keynesian camp. This is to be expected since early MMT
authors, at least until 2008 but even until very recently, presented their views mostly to post-
Keynesian audiences at conferences, and also because these authors dealt with monetary
and fiscal issues that were close to the heart of other post-Keynesian scholars.

MMT authors have sometimes expressed surprise when subjected to these critiques: they
could not understand why fellow post-Keynesians would not fully endorse the MMT approach,
while at the same time feeling that the critics did not fully grasp the significance of MMT
writings.2 To understand this tension and many of the debates around MMT, it is important to
realize that MMT is essentially situated at two levels. This is what | discuss next.

3. Two MMT frameworks

First, there is the story for the sophisticated reader or the scholarly researcher, what Fullwiler,
Kelton and Wray (2012) i three key contributors to MMT 1 call the specific case. This is the
story which is exactly right and with which | am in full agreement. Different countries have
different institutions with different specificities, and small differences or small changes may
lead to substantial consequences with regards to the monetary and fiscal nexus. Then there
is a second story, which MMT writers call the fgenerald case, which is designated for a more
popular consumption, for instance blog readers. This is the story with which | am not at ease,
and which justifies the title of my 2013 article.

This second story differs from the first one because it assumes the consolidation of the
central bank and the government into a single unit. This story is assumed to apply to all
countries that have a fsovereign currencya Being a sovereign currency is not a bimodal issue.
There are degrees of sovereignty, the highest being a country where: the domestic currency
is the unit of account; taxes and government expenditures are paid in this domestic currency;

2 finterestingly, the economists seeking to discredit MMT have not been confined to those working within
the mainstream tradition (New Keynesian or otherwise). Indeed, considerable hostility has emerged
from those who identify as working within the so-called Post Keynesian tradition, even if that cohort is
difficult to define clearlyd(Mitchell, 22 August 2016).
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the central bank is unhindered by self-imposed regulations and can buy whatever it wishes;
there are no constitutional limits or rules on public debt or public deficits; the public debt as
well as private debts of the domestic economy are labelled in the domestic currency; there is
a floating exchange rate regime.

Some post-Keynesians, notably Tom Palley from what | recall from conversations with him,
initially feared that the MMT claims based on the general story might hurt the reputation of
post-Keynesianism and heterodox economists, as they felt that those claims were overly
controversial. A number of post-Keynesians, while recognizing the contribution of neo-
chartalists to monetary and macroeconomic theory, thought that it would be best for MMT to
abandon the story based on the general case, or else to present the consolidation of the
central bank and the government into a single entity as an objective to be achieved through
institutional change, which also seems to be the interpretation given by a few MMT authors
such as Tymoigne and Wray (2015), instead of an actual feature of economies upon which
policy advice could be offered.

However, it must be granted that the story based on the so-called general case, combined to
the assumption of the highest degree of sovereignty, works well in the sense that it arrives at
striking conclusions, which attract the attention of and are easy to understand for non-
economists. In my opinion, this is not the only reason for the success of MMT, on the
blogosphere and elsewhere. Its proponents have been incredibly active on all social media to
spread their views, and they have benefitted from a breakthrough when Stephanie Kelton
became an economic adviser of Bernie Sanders during his electoral campaign in 2016.
Changing the name from neo-chartalism to modern money theory or modern monetary theory
was also an astute marketing move: who could object to something which is modern?

Still, however attractive and persuasive the story based on the general case can be to non-
economists, it sounds like an over-simplification, or even a counterfactual description, to
mainstream economists and a number of heterodox economists who only access this story.
As MMT has got ever more into the limelight, especially since the beginning of 2019, critiques
have arisen from new corners: Besides post-Keynesians, other heterodox economists i
mainly Marxist economists, for instance Gerald Epstein (2019) i have started to pay attention
to MMT policy proposals, focusing on their political feasibility, while journalists have solicited
the opinion of mainstream economists with regards to the validity of MMT. Not surprisingly,
with a few exceptions such as Brad Delong, they have been highly dismissive, usually
without reason.

Famous mainstream authors have argued that MMT-based policies would be a recipe for
disaster or would pose a great danger to the economy, their opinion being based either on a
misunderstanding of MMT or on the oversimplified version that can be quickly accessed on
the web, as well as illustrating their usual bias against anything looking like non-mainstream
economics. According to Mitchell (2019, March 7), these mainstream critics fall essentially
followed the same pattern 1 little citation, false constructions, idiotic inferencesa Bankers and
financial advisors sometimes provide a more nuanced opinion, a few of them even a highly
positive one as they felt the MMT story allowed them to understand what otherwise seemed
like puzzling evolutions of the financial sector. Central bankers, to keep their respectability,
tended to take the line of mainstream economists. The latter often commented that MMT did
not provide a full-blown macroeconomic theory. All of this should induce MMT authors, now
that they have attracted the attention of politicians and the general public, to renew with their
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post-Keynesian roots, realizing that other heterodox economists are their best allies, and not
their foes, if they wish to convince power makers of the completeness of their approach.

4. Common MMT and post -Keynesian beliefs

MMT is without a doubt part of the post-Keynesian tradition. Besides the link between the
government and the central bank, as well as a few claimed novelties, such as the MMT view
of the Phillips curve, the implicit MMT macroeconomic theory relies on post-Keynesian
macroeconomics and its belief that the market cannot be left on its own and thus must be
tamed; MMT relies on a credit-creation view of banking 1 the endogenous money view of
post-Keynesians, more specifically | would say the horizontalist view i where banks are
special financial institutions which are something more than financial intermediaries and
where central banks essentially pursue defensive operations; there are obvious similarities
between the circuit of State money as described by MMT authors and the circuit of private
money as described in the Franco-ltalian post-Keynesian monetary circuit approach; MMT
authors, just like (almost ?) all post-Keynesians reject 100 percent reserve-related schemes
that have regained popularity since 2008; both MMT and post-Keynesian economists believe
that fiscal policy, not monetary policy, should be the main tool to stabilize the economy, and
hence that quantitative easing is unlikely to jump-start the economy.3 They also favour
functional finance a la Abba Lerner, or at least some version of it.

MMT authors and post-Keynesians alike reject the following statements, often heard from

politicians, pundits and several mainstream authors: the government will run out of money;

the government will go broke; the government should run its finances like a household;

government deficits bring higher interest rates; government deficits take savings away from

the private sector and lead to crowding out, and hence a reduction in private consumption and

private investment . As Mitchell ( 2 2WhileuPgst IseynestalsTefegtedpha t s it fi
so-called mainstream @rowding outdtheories (where fiscal deficits are alleged to push up

interest rates and stifle private investment), MMT provides new ways of understanding why

crowding out cannot occur i n TBhusnherd sealot, bothonat) monet
the positive and negative sides, that MMT advocates and post-Keynesian authors agree

upon.

When asked at the June 2019 Bilbao conference on Economic Developments in Theory and
Policy about the relationship between MMT and post-Keynesian economics, Eric Tymoigne,
an advocate of MMT and a former student of Randall Wray, responded that MMT and post-
Keynesian theory were the same, with MMT adding the analysis of the links between the
Treasury, the central bank and the payment system. This to me sounds like a fair
assessment, even though some post-Keynesians may disagree with a number of key MMT
propositions. A scholar cannot expect that another scholar with a similar background will
necessarily agree with every one of his or her propositions being put forward. For instance, it
seems to me that there is quite a bit of room for discussing the unforeseen consequences or
the difficulties that are likely to be met when implementing the job guarantee program, its
likely effect on wages and prices, the proper version of the Phillips curve, and finally whether
flexible exchange rates truly provide more room for fiscal and monetary policies in countries

% As an example of how close the monetary theories of MMT and (at least some versions) of post-
Keynesian economics are, readers are encouraged to compare the analysis of Lavoie (2010) and that of
Fullwiler (2013), and see for themselves that they are quite similar when discussing the implications of
guantitative easing and of the move towards a monetary framework based on the floor system.
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whose currency is not high in the hierarchy of monies and where, besides the issue of the
exchange rate, the degree of currency sovereignty is not high.

5. Gone is the reference to post -Keynesianism!

Still, in the new textbook designed for introductory or intermediate macroeconomics that has
just been published by Mitchell, Wray and Watts (2019), MWW from now on, post-Keynesian
economics is nearly absent. | lacked time to give the book a really good look, but | noted the
following. MWW (2019, p. 17) start by pointing out that iVlodern Money Theory, falls within
the heterodox camp. Indeed it rests upon the foundations of many of the heterodox

traditionso. It is then said that #Athe three most
Mar xi st é, the | nstinteustiiaonn a(lfiosltl,o waenrds tohfe Jkoehyn Maynar
6) . MWW f eel obliged to add a caveat in a footnot
themselves O6Keynesiano, as well as the approach

textbooks as 6Kewnesinanh hkeerpwdoxo (ibid, p. 17).

At this stage one wonders why MWW did not explicitly clarify that the Keynesian authors they
had in mind belong (mostly or entirely) to the post-Keynesian school of thought. The more so
since, according to MWW,

AMMT éi dbased on what i sflonkconsistant appsoaclato st o ¢ k
macroeconomics by which all flows and resulting stocks are accounted for in

an exhaustive fashion. The failure to adhere to a stock-flow consistent

approach can lead to erroneous analytical conclusions and poor policy
designo (ibid, p. 15).

The stock-flow consistent approach is at the heart of post-Keynesian economics since the
mid-1990s, and it was a critical contribution of Godley and Cripps (1983).

To add insult to injury, in the index (ibid, p. 570), under fpost-Keynesian schoolg we are told
to look at fschools of economic thoughtd However, the entry (ibid, p. 571) has long sub-
entries devoted to New Keynesian economics, the New monetary consensus and the Real
business cycle theory, but post-Keynesian economics is nowhere to be found. MWW do
mention the works of a few post-Keynesians (mine included) in the short list of references that
they offer at the end of each chapter.4 However, when it comest o i dent i-knpwnt he fibest
early PosttKeynesi anso, adozem gamds theing bffered, one finds Thomas
Rymes (ibid, p. 437). Now Rymes is the teacher who first introduced me to post-Keynesian
economics, and | became his colleague and a tennis partner; he produced two excellent
books on the consequences of the Cambridge capital controversies for the measure of
technical change and he edited a synthesis of the lecture notes taken by various students
when Keynes was writing the General Theory. In addition he was among the few economists
with an understanding of the clearing and settlement system, about which we had several
discussions. So | feel grateful that he was included among the best-known early post-
Keynesians. But from experience when mentioning his name to colleagues or doctoral
students, | can attest that, unfortunately, he is not well-known!

* To be fair, | must add that a few pages are also devoted to Keynesian and post-Keynesian theories of
the business cycle, but as | said previously, | lacked time to read them carefully.
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Post-Keynesians, as well as MMT authors, often complain that mainstream authors take hold
of their ideas without proper acknowledgment. It would be unfortunate that the same occurs
within heterodoxy.

6. Credit to be given where credit is due

While MMT scholars often get irritated by the critiques being put forth by their fellow post-
Keynesians, sometimes rightly so when these critiques seem to rely more on neoclassical
theory than on established post-Keynesian lines i post-Keynesians themselves feel irritated
by assertions occasionally made by some key MMT contributors.

Bill Mitchell writes thousands of words nearly every day on his blog, so he can certainly be
excused for putting forth exaggerated claims now and then. While one can certainly agree
with Mitchell 6s (23 July 2019) statement t
how the monetary system actually operates

per haps t hat AThe MMT economi sts aadigm ind
macroeconomics. No other challenge to the mainstream has succeeded and the heterodox
tradition just became lost in peripheral issues. MMT is front and central macroeconomics and

the mainstream cannot de al wi t tements © the afféct thats
AiMMT economists were the first in the mode
the other way aroundo (16 July 2019). Reve

to reserves, were the mainstay of post-Keynesianism ever since Le Bourva in 1959, Kaldor in
1970 or Moore in 1979, way before any MMT writing.

Mitchell next adds that AYou wil never fi
textbookso, meaning the r ev e rdepesids. Theapiopasition tay
however be found in the introductory macroeconomic textbooks of Baumol, Blinder, Lavoie
and Seccareccia (2010) as well as that of Dullien et al. (2018).° Similarly, when Mitchell (15

hat #AMMT
i n compal
el iverini
rat her

rn era t
rse caus .
nd that

bet ween

July 2019) writes that some central bankers final
Theory (MMT) economists have been pointing out for more than two decades i that the
accumulation of household debt ultimately becomes abrake on spending growt ho, h

to forget that this proposition has been put forward by a long list of post-Keynesian
economists, including Godley and Lavoie (2007) and even Palley (1996)!

Mitchell often complains that MMT advocates have been misunderstood by their critics. When
an objection is made by some serious observer of MMT, Mitchell or his fellow MMT advocates
usually claim that the critic fails to understand the intricacies of MMT, the true intent of its
scholars, or that the entire MMT literature has not been properly ascertained. The complaint
could be reversed however. Mitchell asserts that post-Keynesians are deficit doves, who are

in favour of deficit rules and who have Abecome tr a

must be offsetby sur pl uses in upturns to stabilise public
This all ows Mitchell to claim that the fAbody of MMT
extant Post Keynesian literature in the subject which was either silent or lame on these

*I'ndeed, Godl eyds three balances, d Kaynesiang, caMaksb beaut hor s an

found in the Baumol et al. (2009) textbook under the name of the fundamental identity, and it was
already to be found in the previous American editions by Baumol and Blinder. This may be because
Blinder did have contacts with Godley.
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top i° viscioell (12 August 2019) argues later that firhis tells me that we are entering a
period of fiscal dominance, which will represent a categorical rejection of the mainstream
macroeconomics consensus that has dominated policy making since the 1980s i the
neoliberal era. More and more people will start to achieve an understanding of the main
precepts of Modern Monetary Theory (MMT) as a result because our framework is the only
macroeconomics that has been advocating this shifta

I may be wrong, but it seems to me that post-Keynesian authors, such as Sawyer (2011), or
Fazzari (1993-94) and James Galbraith (1993-94) in the mid-1990s, were far from being
deficit doves and were advocating the abandonment of monetary dominance in favour of
fiscal policy, as well as presenting views on fiscal policy that were very close to those of MMT
and functional finance. Besides, most of the post-Keynesian colleagues to whom | talk object
to fiscal rules.

On a related topic, while Mitchell recognizes that post-Keynesians also object to the
crowding-out argument, he believes that they do so for the wrong reasons, based either on a
reinterpretation of the IS/LM framework, where the government has the capacity to monetize
the deficit or through access to international financial markets. The true reason for rejecting
crowding out, Mitchell (25 August 2019) says, is to be found in an explicit analysis of the
payment system that includes the relationship between the government, the central bank and
the banks. In the following statement Mitchell seems to imply that the extant post-Keynesian
literature has learned nothing on this issue over the last 20 years:

AVhere MMT departs from this literature is to explicitly integrate bank
reserves into the analysis in a way that no previous Post Keynesian author

has attempted. The MMT framework shows that far from placing upward
pressure on interest rates, fiscal deficits in fact, set in place dynamics that

place pressure on interest rates in the opposite direction. You will not find that

result in the extant Post Keyne si an or mai nstBvendhmPdsti t er
Keynesian economists consider crowding out to be overcome by the
government 6s c ap adflavoig,214). pri nt money

It is nice of Mitchell to make a reference in his blog to my 2014 book on post-Keynesian
economics. However credit must be given where credit is due. While MMT advocates Warren
Mosler and Randall Wray (1998) were the first to claim that, all else equal, a government
deficit would put downward pressure on the overnight rate, this analysis was quickly picked
up by myself (Lavoie 2003) and other fellow post-Keynesians. In contrast to what Mitchell
asserts, my 2014 book explains in detail why the government deficit leads to downward
pressures on the overnight rate. In addition, in the introductory macro textbook that Mario
Seccareccia and | adapted to the Canadian market, the same analysis is provided in very
explicit terms (Baumol et al., 2009). This thus came ten years before MWW.

Furthermore, the story being told by Mitchell is incomplete. While it is true that government
deficits put downward pressures on the overnight interest rate, things are more complicated
when it comes to other rates, for instance longer-term rates. With the help of a relatively
simple stock-flow consistent model that incorporates several endogenous interest rates,

® It can be pointed out that Mitchell uses the spelling advocated by Paul Davidson, that is, Post
Keynesian economics, a spelling which is normally associated with the fundamentalist branch of post-
Keynesianism, whose authors often did not accept that central banks were essentially pursuing

atureé

defensive tasks (as argued by MMT and fAhorizontalisto
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Lavoie and Reissl (2018) show that a government deficit may or may not lead to an increase
in these other rates, depending on the value of various parameters as well as those tied to
portfolio decisions. Of course this result depend on the chosen model and its assumptions,
but | believe that a wide variety of models would come to the same conclusion. Thus, as
argued earlier, MMT needs to go beyond the institutional analysis of the payment system
which is its forte, and incorporate the findings and tools of post-Keynesian economics if it
wishes to provide a fully consistent macroeconomic theory. The example being provided here
is directly related to monetary economics, but a lot also needs to be said about other aspects
of macroeconomics such as growth theory or technical progress, not forgetting
microeconomics and pricing theory.

7. The consolidation issue

I will close this paper by going back to the consolidation issue. This has been a subject of
contention between MMT authors and their post-Keynesian critics from the very beginning, as
can be ascertained by reading the earlier comments on MMT by Mehrling (2000) and Rochon
and Gnos (2002) as well as my 2013 paper. In a blog where Mitchell (22 August 2016)
outlines the new features of MMT relative to mainstream theory and post-Keynesian theory,

he writes that some post-Keynesi ans, meaning Lavoie Ia2ge0l3) and

claimed MMT presents a fictional account of the world that we live in and in that sense fails to

advance our understanding of how t heMarmbadoger n monet a

(2014) seems to think this criticism is important enough to devote a whole section in his book
to repeating ito. I n fact I devote | ess t
appropriate in a book of nearly 600 pages.

In my friendly critique of neo-chartalism, after having noted that under most circumstances it
did not really matter whether the central bank was purchasing government securities on the
primary or the secondary mar ke tBatthen| if itarakes mb
difference, why do neochartalists insist on presenting their counter-intuitive stories, based on
an abstract consolidation and an abstract sequential logic, deprived of operational and legal
real i sm?p2013,Lpa 7). iBell and Wray (2002-2003) had previously provided an
answer that was mildly satisfying. Their argument was that the whole rigmarole around the
Treasury being prohibited to have direct access to central bank money 1 a self-imposed
constraint -- was to avoid large shifts in bank reserves when the Treasury was actually deficit
spending. The constraints helped to coordinate the activities of the Treasury with those of the
central bank. Consolidation helped to understand that the government faced no financial
constraint and hence could never run out of money, at least in the case of a sovereign
currency. Mitchell (1 May 2019) in his response to the critiques of Gerald Epstein based on
the apparent independence of central b ante
centr al bank and the treasury departments
a counter-argument would be that collaboration and information exchanges between two
parties do not mean that they act as a single consolidated institution.

Mitchell (22 August, 2016) provides a much better and interesting answer to my question, an
answer which is repeated in an identical form in Mitchell (1 May, 2019). He argues that critics
Afhave failed to understand the intent of
treasury functions into a whol e g¢ov déahellnsethat
governments have

104

han 15 |

the foll

, first 1

wor k cl os

t he MMT
sectoro


http://www.paecon.net/PAEReview/issue89/whole89.pdf
http://www.feedblitz.com/f/f.fbz?Sub=332386

real-world economics review , issue no. 89
subscribe for free

fferected el aborate voluntary constraints on tl
obscure the intrinsic capacities that the monopoly issuer of the fiat currency
possessedé. These accounting framegworks and fis
give the (false) impression that the government is financially constrained like
a household. 0o
Mitchell then proceeds to an interesting analogy wi
Marx considered the exchange relations to be an ideological veil obscuring the intrinsic value
relations in capitalist production and the creation of surplus value, MMT identifies two levels of
realityo. Those two | evels of reality are the two |
of the generalandspeci f i ¢ cases. The gener al case is there, \Y
veilofneo-l i ber al ideology that mainstream economists USs
and for the reader Ato understand that suith a gover
issues and has to first spend that currency into existence before it can ever raise taxes or sell
bonds to the users of the currency i thenon-gover nment sectoro6o. Once this i

existing framework, with all its self-imposed constraints, can be looked at from an entirely
different viewpoint.

I am somewhat seduced by this justification for the preliminary use of the consolidation
hypothesis, and one that indeed | had not considered before. Still, once this is done, the
specific reality comes into being and must be tackled, and has often been tackled by MMT
authors. The two cases, the general and the specific, must be clearly differentiated, and in my
opinion, the most outrageous statements 1 such as the government does not need to borrow
to spend or the government must run a deficit for the supply of base money to increase, must
be left aside when discussing real policy issues.” As mentioned earlier, the consolidation of
the central bank and the government into a single entity should enter the policy debate as an
objective to be achieved through institutional change, and not as an actual feature of the
economy upon which policy advice could be offered.

8. Conclusion

There is no doubt that MMT provides a key contribution to monetary and macroeconomic
theory. Its contribution resides essentially in the analysis and understanding of the
relationship between the government, the central bank and banks within the payment system,
at least as understood within what MMT authors call the specific case. This analysis goes
beyond the standard approach in terms of budget constraints. This cannot be disputed. One
can certainly fully agree with this contribution of MMT, without however endorsing the so-
called general case, which needs to be associated with a substantial degree of currency
sovereignty. Similarly, it is possible to fully subscribe to the analysis based on the specific
cases while doubting that a job guarantee program as advocated by MMT economists will

! Similarly, | sometimes feel that the fundamental identity underlined by Godley is being misrepresented.
The private domestic part of the three balances reflects the financial saving of the private domestic
sector. In a closed economy, because the identity says that the financial saving of the private domestic
sector (the domestic net private lending, S 7 1) is equal to the deficit of the government, one is
occasionally given the impression that the wealth of that sector cannot grow unless the government
sector runs a deficit. However, even if the government budget is balanced, the wealth of the private
sector will also increase whenever that sector is investing into real assets. Wealth is composed of real
and financial assets. Indeed, when the economy is doing well with high real investment, the domestic
wealth net of debt (even leaving capital gains aside) is likely to increase strongly, even though under
such circumstances the government sector may be running a surplus.
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simultaneously generate full employment and price stability, especially if this is accompanied
by a depreciating currency and a target overnight interest rate set at zero.

| hesitate to say that MMT views are post-Keynesian views pushed to the extreme, because
the horizontalist version of the endogenous money theory to which | have always subscribed
was considered to be extreme by a majority of fellow post-Keynesians in the 1980s and
1990s, until central banks started to explicitly target interest rates and until central bankers
themselves adhered to it (Bindseil and Koénig, 2013). Who knows how close to reality the so-
called general case will be in the future? My answer to the question evoked in the
introduction, about whet her there is anything new with
(2015, p. 46) response, who surmises that what is correct with MMT was already understood,
while what is new is wrong. The debate between Palley and MMT authors over the validity of
their respective theoretical views is not one which is easy to disentangle. In my opinion, its
best and most balanced assessment can be found in the review made by Fiebiger (2016),
which is a must read.

Through hard work and perseverant interventions, a small number of MMT authors have
managed to attract the attention of social media, mainstream media, as well as that of
politicians. Through the media, they have managed to force mainstream macroeconomists
and central bankers to respond to their heterodox views. In so doing, they have been
persistent in arguing that the main constraint on government expenditure is not a financial
one, and that, at least under certain conditions, there can be no default by a central
government, thus providing additional legitimacy for expansionary fiscal policies, more
precisely additional government expenditure, which, had been put on the backburner soon
after the 2008 financial crisis. They must be congratulated for this. Let us just hope that all
channels of discussion between MMT authors and their other post-Keynesian colleagues
remain open: disagreements on theories and policies are to be expected, even thus scholars
may share lots of common ground. This was also the conclusion of Nesiba (2013) in his study
of the links between MMT, post-Keynesianism and Institutionalism.
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According to modern monetary theory (MMT), money, when the term signifies something
used in making payments, is always debt, and currency is a specifically government or state
debt. The latter debt is redeemable through its use in meeting tax obligations. It is just
because it is so that taxes get paid and indeed there exists a general demand for the
currency.’

| argue that not only is this latter reasoning not quite right, but currency, indeed money more
widely, is never debt in the sense that proponents of MMT suggest, and that the debt/credit
theory of money that underpins this reasoning should be abandoned. | advance instead a
rather different positioning theory of money that interprets the monetary process, including the
meeting of tax obligations, somewhat differently, and | think more realistically.

| am not sure that the arguments that follow in themselves necessarily undermine any MMT
policy stance, at least under current conditions. But, if correct, they should help dispel some
confusion regarding, or stemming from, the presuppositions upon which various MMT more
substantive and policy claims rest and allow an appropriate orientation to be determined
whatever the prevailing conditions.

In briefly outlining my case, | draw primarily on the core MMT text and deservedly influential
book by Randall Wray (2012) titled Modern Money Theory.

Money interpreted as debt/credit

Although the specific focus will be on the MMT notion that currency is a form of government
debt, | start with the more general claim that money is always debt, this being a central
premise of MMT. Or at least this is so when the focus is on the kind of thing that is
everywhere used for buying goods. Unfortunately, the term fimoneyo is also often used by
proponents of MMT to mean a funit of valuedor a funit of accounto or (especially unhelpfully)
a fimoney of accounta | will seek to make meanings clear in context. But | will be avoiding the
latter usages of the term fimoneyq the expressions funit of valueo etc., meaning a common
measure in terms of which the exchange values of all commodities and debts, etc., are
expressed, do not require supplementing with additional labels, least of all by one that is more
commonly and usefully employed to mean a connected but entirely different kind of thing.

As | say, money, for proponents of MMT, when the term is used for items used in making

payment s, is said to be debt. Thus, in a chapter

! For helpful comments on earlier drafts of this paper | am grateful to Philip Armstrong, Jamie Morgan,
Stephen Pratten and Roy Rotheim.

ZA category that does not include fdepositso created by commercial banks. The term currency is not
always consistently employed by proponents of MMT, but according to Randall Wray in the MMT text |

draw upon: AThe word currency is used to indicate

(both by the treasury and by the central bank) o
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nature of money, two subsections in which money is interpreted in this way are given the

heading fAmoneyaysaldedbt odemt i fies three #Afundament :
moneyo, one of which emphasises that Aimoney [ not
another of which runs as follows:

iMoney is always debt; it cannot bt a commodity
woul d mean a particular good is buying goodso (

| take it that the term debt is here understood in its traditional and legal sense as an obligation
held by a debtor to satisfy a creditor. It is internally related to a credit, where the latter means
a specific right to payment or satisfaction. Credit and debt, in other words, are two aspects of
the same social relation 7 a credit/debt (or debt/credit) relation i connecting a creditor and a
debtor; you cannot have one aspect without the other. Credit is simply this relation viewed
from the perspective of the creditor; it is debt from the point of view of the debtor.

In the following discussion | employ only the noted understanding of the terms debt and
credit, and so avoid various derivative uses, including that of credit as fmeans of paymenta
All money (as | am interpreting the term) functions as a means of payment and so is ftreditoin
this sense. Any use of the term credit in this latter fashion, in the context of a discussion or
defence of the credit theory of money, risks this theory being interpreted as a functionalist
banality. Rather proponents of any version of the credit theory worthy of the name need to
demonstrate that it is just because a money is (a form of) debt/credit in the sense elaborated
that it can serve as a general means of payment (and so be a ftreditoin the derived sense).

Returning to Wray, | might note that the claims made that fimoney is debtd and fimoney is
always debtoare not identical, though both, | shall suggest, are erroneous. The only sense in
which money can ever be said to be debt/credit, | shall be arguing, is similar to that in which
the US President could once (but can no longer) be said to be Barack Obama. Of relevance
here is that the US President is empowered and obliged to act in ways that ex-president
Obama is not. Fundamental to this is that US President is a term used for both a position (or
office) and a positioned occupant, and that the presidential rights and obligations are not
brought to the position by any individual but rather are properties tied to the presidential
position itself and accessed by its occupant. Obama was never other than a contingent and
temporary occupant of the position, who accessed the presidential position rights and
obligations only when he was positioned/constituted as US President.

In similar fashion, or so | shall be arguing, there exists in any community the position of
money, and so typically a positioned occupant, or money itself, the primary uses of which are
not due to any properties possessed by the kinds of thing that contingently occupy this money
position (the current occupants indeed being forms of debt) but are determined by community
agreed related rights and obligations that fall on all community participants and apply only at
the level of money itself.

That noted, it will be seen that the kinds of thing that occupy the money position are (in the

manner Obama, when positioned as US President, was) significant as well, but for different
sorts of reasons that | explain below.
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Social positioning

It may appear that in suggesting that money is not identical to debt but, currently at least, only
formed as positioned debt, | am merely playing with words. However, this is not so. Rather,
the issue is a fundamental one of social constitution. Everything social is constituted through
such processes of social positioning. And a fundamental feature in all cases, indeed a central
point of the positioning process, is that a positioned item is not identical to the item positioned.
Let me elaborate this claim, for it amounts to a general thesis of which money is but a specific
instance.

Every social phenomenon i that is, any phenomenon whose existence depends necessarily
on human beings 7 is community relative; each one is constituted in, and as a property of, a
specific community. And in each community, whether local, national or international, social
phenomena are constituted by way of processes of (community specific) social positioning,
whereby people and things are allocated to positions in ways that render them components of
wider embedding social systems or totalities. Thereby, the people and things in question, qua
components, are typically oriented to facilitating the operations of these totalities. This works
by way of capacities already possessed (by the people or things that come to be positioned)
being harnessed in such a manner that they serve the needs of the overall embedding
system. Such harnessing is achieved through the widespread acceptance of, and reliance
upon, sets of positional rights and obligations that are allocated as part of the positioning
process (see Lawson, 2019 for a lengthy elaboration).

When it is human beings that are in some way positioned within some community, they
themselves get to access relevant rights and obligations bearing on their ways of acting.
Thus, if some individuals are positioned in a university as lecturers and others as students,
then each group qua positioned individuals get to access rights and obligations in some part
matched to specific obligations and rights of the other, and which work to ensure that
lecturers lecture, and students study, facilitating the workings of the educational totality that is
the university. When Obama was elected US President, qua US President he became a
component of the US system of government with rights and obligations, accessible as
President, being matched, first, to obligations and rights of those (positioned) closest to him in
the governmental system, but ultimately to those of all others that are (positioned as)
members of the US national community, and designed to facilitate his acting to the benefit of
the US qua national community.

When it is an artefact or some other object that is so positioned in some community or
community system, the rights and obligations regarding how it is used, qua a positioned item,
fall (not, of course, on the positioned object itself, but) on a set of members of the community.
This is the case clearly when items are positioned as, say, property, forms of transport, car
parks, traffic lights, libraries, tickets or passports, ensuring that the wider embedding
communities work as required (on all this see Lawson, 2019).

Both the determination of positions with associated rights and obligations, and the allocation
of people and things to positions, ultimately depend on community acceptance. The latter
notion does not signify necessary agreement, merely a readiness of community participants
to go along with a particular set of structures and outcomes. Specific cases of the latter may
have emerged by way of declaration by some community-accepted and delegated authority,
or more spontaneously through general practice. But their continued existence depends upon
their being widely accepted in the community, an acceptance that is manifest, as | say, as a
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preparedness of participants to go along with them, at least for the time being, and, indeed,
usually with each participant doing so in the expectation that all other participants will similarly
conform.

Money, | now want to suggest, is constituted and maintained as a particular instance of the
positioning process, more specifically of the sort of process whereby the uses of artefacts and
other objects are determined. In elaborating the manner in which money is so constituted, |
briefly summarise, in the next few subsections, the positioning theory of money that | seek in
due course below to compare with the (version of the) credit theory of money which underpins
MMT.

The positioning theory of money

In brief,®> members of a monetary community such as the modern UK accept (reveal a
readiness to go along with) a system of value accounting, one that includes amongst its
components an accepted unit of value (or of account), and also a money position which has
associated with it a set of community accepted rights and obligations concerning how its
occupant(s), qua positioned occupant(s) or money, is/are to be used. The latter rights and
obligations basically determine that the primary use of money is as a general (community
wide) means of payment, of discharging debts. They include an obligation placed on all
creditors to accept the money in payment of debts when it is offered (unless a prior contract is
agreed with a specific debtor, specifying some defined alternative means of payment), and so
a right of any debtor to have a debt discharged thereby.

Although the community accepted rights and obligations governing the uses of money can be
shaped in many ways, in practice their formulation, along with determination of the occupant
of the money position, have tended to be guided by declarations of those to whom the
community has delegated the authority so to declare. At a national level, this usually means
the state, which currently, in many countries, means or includes something akin to a
parliament.

The types of things that, in communities like the UK, are, or so | maintain, currently
incorporated as occupants of the money position are forms of bank debt or liability, or,
equivalently, forms of credit held on banks by their customers.

In fact, not only is it the case that money, currently, is positioned bank debt, but, significantly,
all items of bank debt are created already positioned as money; they do not exist apart from
being positioned money.

Thus, if, say, a commercial bank grants a loan to an individual customer, it thereupon
promises to advance to a customer a given amount of the money. At that point an obligation
of the bank to the customer is created on the spot, with the amount owed at some point
recorded i n tadtceunt.Hoveeten theemodey thereby assigned to the customer,
is also created on the spot. For it is constituted out of the very obligation simultaneously
created.

*Fora lengthy account see Lawson, 2019, chapters 5 and 6.
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This has been the case ever since bank debt qua a kind of thing was at some point in the
history of any relevant community first positioned (qua a kind of thing) as money. Thereafter
all new instances of bank debt in that community emerge already constituted as money. That
is, just as, say, once a national community X is formed, offspring of any two citizens of X
usually arrive in the world already positioned as citizens of X, or once, say, a family is
positioned in some community as royal, its offspring usually arrive in the world already
positioned as royal, so, currently, any new item of bank debt to a customer arrives in the
world already positioned as money. This money is recorded as a new entry (or increase in
any existing entry) in the customer& bank account, indicating the amount available for use.

It is the case, of course, that when a commercial bank makes a loan to a private citizen, this
process simultaneously results in a debt of the private citizen to the bank for the money so
obtained/borrowed (on which an interest is paid). The latter, an asset of the bank, is in some
literatures referred to as bank debt. This is not a terminology adopted here. My primary
concern here is not with the situation of individuals, nor with accounting balances and such
like (which are mainly concerned with values and distributions/allocations), but with the
constitution and nature of money. It is the debts of banks to customers that are positioned as
money, and | use the terminology of bank debt only for such bank liabilities. The money
formed when it is specifically private or commercial bank debt that is so positioned, | refer to
as commercial bank money.

of cour se, not al |l commer ci al bank money
through the individual taking out loans. There are numerous ways money can be paid in by, or
transferred to, an individual a Bu the aecountrreterd
shows the amount of money qua positioned commercial bank debt that is available for the
individual to use. As | say, I refer to t
bank account as commercial bank money, though the latter is commonly also referred to as
bank deposits or demand deposits.

Money is additionally similarly created by the central bank. That is, central bank debt, i.e., a
debt of the central bank, a credit for its customers on the central bank (that arises through
central bank lending or whatever) is also automatically positioned as money. This | shall refer
to as central bank money. Such a central bank money held by a commercial bank constitutes
the | atter éds r e s f@epesissoftheTcdmensreial hamk atlthe destral bank.

As | say, | refer throughout to the two noted cases of debt creation as resulting in commercial
bank money and central bank money respectively, with the expressions bank debt and bank
money used to cover both forms of money creation (and not just that of commercial banks, as
is the practice of some contributors).

Finally, with money so constituted as positioned bank debt, it is of course mostly not
observable. So, to make the monetary system workable, various items are used (positioned

recorded

i n

hi's

as additional components of t he c¢ o mankens oftthjsd s

money, or of those participants that hold it. Thus, bank notes are used to identify the part of
money constituted as positioned central bank debt that is available for the public to hold, and
electronic records are used to indicate the money constituted as customer deposit accounts
whether as accounts of individuals at commercial banks or as accounts of commercial banks
and so forth at the central bank.
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So, if commercial bank money comprises the deposits of individual customers at commercial
banks, commercial bank reserves comprise both its deposits at the central bank along with
the commerci al bankés holdings of centr al
cash.” Central bank money comprises the (positioned) central bank debt that is represented /
marked by cash along with deposits of others held at the central bank.’

Many observers, of course, interpret the noted markers or tokens of money as money itself.
However, cash and electronic entries are not money, at least as | am using the term, and nor
is (any form of) bank debt per se. Rather money, currently, is any appropriately positioned
form of bank debt that the cash and electronic entries serve to mark.

The positioning of debt

An obvious question to address at this point is why a form of debt/credit is involved in the

constitution of money at all, if nottounderpi n moneyds debt dAffter allhiar gi ng

processes of social positioning work by way of harnessing capacities of items that are so
positioned as system components, with the intent that these capacities thereupon serve some
function of the system, this suggests that the bank debt currently positioned as money does,
or is at least intended to, play some important role in the monetary process, however
contingently. So perhaps after all moneyos
properties of the debt/credit occupying the money position.

This is not so, however. The relevant point here is that the capacity of any form of bank
debt/credit that is so harnessed is one that is neither peculiar, nor even essential, to
debt/credit per se. It is a property that forms of bank debt happened to possess when, at a
relevant point in history, they, qua specific kinds of thing, were initially positioned as money,
but a property that was also possessed by other earlier occupants of the money position. This
property is that of instilling a form of trust in a money so constituted out of it. Let me briefly
elaborate.

All processes of social positioning 7 though concerned always with harnessing capacities
relevant to the functioning of a system in which their possessors are being incorporated as
components i are necessarily fallible. If it is community agreed rights and obligations that
determine how any positioned kinds of thing may, or ought to, be used, it is capacities
possessed by the eventual position occupants that determine whether, as positioned items,
they are materially able to function successfully as intended. However, if the aim with
positioning is usually to ensure that a successfully functioning system component is achieved,
mistakes and accidents can happen. An individual with, say, extremely limited skills of
diplomacy, may still be elected to the position/office of President or Prime Minister, or an
individual with very poor lecturing skills may be appointed as a university professor, just as a
professional footballer may break a leg, or a component of a plumbing system may spring a
leak.

* Some commentators, seemingly including Wray (2012, p. xv), appear not to include a commercial
bankds holdings of central bank debt marked by
if such they are, do not affect the analysis.

% might note too that the money supply is a category usually taken to be comprised of money forms
held by the public (i.e., money marked by cash and that recorded in commercial bank deposits), whilst
the monetary base is a category used for all money marked by cash along with reserves held at the
central bank, i.e., that which | am calling central bank money.
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In the same fashio n , a communityés money can become somewh
economic system in which money flows are paramount, a failure of the money takes the form
of community participants being reluctant to hold it, which especially happens when it is
feared that the money will lose value. Although the rights and obligations associated with
money determine that its holders can be expected to be able to use it to cancel existing debts,
they do not determine that individuals are willing to enter into new debts with others knowing
that money must be accepted in payment if offered. In particular, there is nothing in these
rights and obligations as typically formulated that prevent any potential creditor agreeing a
contract with a potential debtor that stipulates that a specific means of payment whereby any
debt that emerges is to be discharged, is something other than the local money (tourists to a
community experiencing very high price inflation are regularly requested to agree in advance
to pay for purchases, say for meals taken in restaurants, using fforeign currencya)

A community money can be said to be successful, then, when all community participants are
willing to hold it. And the relevant capacity required of an item, for a money that is formed out
of it (through positioning) to be successful in this sense, is that of instilling a communitywide
form of trust that the resulting money will be a continuing stable store of value. Only where
this is achieved will community participants be encouraged in the belief that money held will
be continually easily passed to (accepted by) any others. Only if such trust is secured and
sustained will a steady demand for money be evident.®

In short, a successfully functioning money, as opposed to money per se, not only is an
accepted general means of payment but also possesses general purchasing power.
Participants are willing continually to hold it. And the latter depends on its being trusted as a
stable form of value easy to pass to others.

What kind of thing might be able (i.e., might possess the capacity) to engender an expectation
that, if were it to be positioned as money, the result would be a money that is trusted in the
required sense? The obvious candidate is something of a sort that prior to being positioned as
money was found already to be a stable store of liquidity T and perhaps even used in a few
limited quarters as a means of payment. This is not just an obvious, but also the usual, basis
on which a money stuff is determined (see Lawson, 2018b). This was clearly the case with
bank liabilities, i.e., forms of credit extended by banks, when they were first positioned as
money. Once such a kind is positioned as money, of course, the maintenance of trust will
likely also require continuous state backing and management. The latter will no doubt include
the setting of tax payments in the communitydéds unit
money can be used to pay them. If the latter renders holding the money more attractive, it is
hardly enough to secure a continuous stable demand.

Parenthetically, it is to this end of seeking to facilitate the noted form of trust that certain
precious metals qua valuable commodities have also been positioned as money (the use of
valuable/precious metals being a practice that credit theorists often regard as a puzzle); they
have been utilised not (or not primarily) to determine the value of money (however much that
has been misunderstood) but with the intention of facilitating at least a reasonable degree of
trust in the money as a liquid store of value (see Lawson, 2018b, 2019).

® Trust is, of course, fundamental to all human action (see Jamie Morgan and Brendan Sheehan, 2015;
Stephen Pratten, 2017; Lawson, 2019 chapter 1), though often difficult to sustain in the economic
sphere, not least where money is involved.
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To return to the central point so far, however, money is not the same thing as debt, even

when constituted by the positioning of some form of bank debt. Money qua positioned bank

debt may retain the properties of bank debt, but as positioned bank debt, i.e. as money, it has

properties or uses that the bank debt per se lacks. Specifically, only money qua money can

be used as a general means of payments. Its uses qua money derive from general
community acceptance. Mi nsky was noeévengpneicane ri ght w
create money; the pr obl KElinsky, 1986,tp0228) &atheriittis oalc c e pt ed 0
through getting (community) acceptance that money is created, that a kind of thing, including

a form of debt, can become (positioned as) money. And it is only as money, not as a form of

debt, that it can be everywhere used to make payments, and that people seek to hold it.’

I have to this point sketched the positioning theory of (the nature of) money, but not taken the
space required to defend it at any length or in detail (for the latter see Lawson, 2016, 2018a,
2018b, 2019, chapters 5 and 6). Even the brief sketch provided, however, reveals that the
conception of money elaborated not only fits with general experience of using money but,
equally fundamentally, coheres with a seemingly sustainable account of how the whole of
social reality is constituted, which is at least a property that it is desirable for a theory of
money to possess.

MMT, as already noted, in effect rests on a rather different account of the nature of money,
one at odds with the general social positioning conception. For MMT proponents, the
properties of money, and specifically, government currency, derive directly from its being a
form of debt/credit. The issue to examine, then, is how the two conceptions compare and
specifically whether there are grounds to suppose that one is more plausible than the other. |
shall be suggesting the positioning theory does better.

MMT on debt and its uses

As with most other adherents to the credit theory of money, proponents of MMT tend to
defend the idea that money must be a form of debt/credit by way of seeking merely to debunk
a conception of money that they take to be the only viable alternative. This is that money is a
commodity. Schumpeter once wrote that HAthere are on
the nameé the ¢ ommo ddlaimythearsh Eromt their genydnaturehtleey are
i ncompati bl eodo ( Schuémueswe saw atihd dutstet Way too préceeds by

way of first observing that fAmoney is always debt ;

" At risk of appearing to complicate the argument | might note, for completeness, that debt/credit too is a
social phenomenon, itself formed through positioning. In effect, in the case of money, the debt/credit is
formed out of a promise to deliver that is made in a community that has agreed that all such promises
are automatically positioned in the community as a debt/credit, the uses of the latter governed by rights
and obligations. As part of the process, the community has agreed that the maker of the promise is a
debtor and the other party the creditor, and that the obligation in question falls on the debtor to deliver
on the promise positioned as debt, whilst the creditor has a right to expect satisfaction. Furthermore,
certainly in communities like the modern UK, at least where the promise involves a form of money, it is
al so accepted that i funt)Xmanothdrashdelivefed iack ¢o Xdpy YW who is & tom
in debt to X, then X has an obligation to accept her or his own debt as discharging any debt to that
amount that Y holds with X. So, a promise is positioned as a debt which in turn may be positioned as
money. Most cases of social positioning in fact involve such forms of multiple nested positioning. Thus,
when Obama was positioned as US President he had already been positioned as a fatural-borndo US
citizen, a gendered male, a member of the US Democratic Party, a member of the US Senate, and so
on. At least some (but not all) of the prior positionings were essential for Obama to (have the right to)
gain access to the position of US President.

116


http://www.paecon.net/PAEReview/issue89/whole89.pdf
http://www.feedblitz.com/f/f.fbz?Sub=332386

real-world economics review , issue no. 89
subscribe for free

The two theories 1 the credit and commodity theories of money i have been long in
contention, each with many advocates. With this being so, an obvious inference to draw is
that both contain insight, so that posing such a binary choice warrants caution. From the
perspective of the positioning theory of money the choice offered by credit theorists is indeed

a false one. After stating that money is al ways

deb

[money] were [a commaodity] that would mean a particulargood is buying goodso. C

particular commodity cannot buy goods (as Marx amongst other theorists of ftommodity
moneyo is also very clear i see Lawson 2016). But the point of Wray stressing this in the
manner he does is presumably to draw a contrast with how he supposes debt/credit, or at
least a particular form of debt/credit, can be used, namely, to buy goods.

However, the reason that a commodity cannot buy goods, and more generally be a money, is
the very reason that debt, in and of itself, also cannot buy goods and more generally be a
money. For, or so | am arguing, a kind of thing, whatever the latter may be, can be
incorporated in the money process only where a community, perhaps through the
declarations or implicit agreement of some authority, positions it as money, whereupon the
abilities of community participants to use it, qua money, to discharge debts, derive from
community agreed rights and obligations, and do not depend on the kind of thing that
occupies the money position. So certain commodities, just like forms of debt, may be (and

indeed have been) positioned, and so incorporated,

2019).

Apart from criticising interpretations of the commodity theory, however, Wray does not really
defend the debt/credit theory itself. Rather, with the commodity theory regarded as untenable,
Wray proceeds on the assumption that the government currency, which is his focus, can only
be a form of debt/credit. Let me then consider how this works out.

Currency as debt

If, as Wray supposes, currency is really a form of debt/credit, it ought to be enforceable /

redeemable in something other than itself. So, a question pursued earlyoni n Wr ay 6 s
is how the currency, interpreted as debt, is redeemed. To answer this requires an

understanding of the promise that lies behind, or is associated with, the currency qua debt.

Wray reasons that promises written on UK bank notes are fmisleadingq that if a bank note is

handed back, it will only be exchanged only for another bank note, which prima facie is not

really a form of redeeming. So, it seems to follow that currency viewed as debt cannot be

redeemed.

One explanation is that currency is not a form of debt after all. Rather than so concluding and
so at this point abandoning the credit theory of money, however, Wray develops his argument
in a manner that seeks to keep MMT consistent with the credit theory. It is through doing so, |
shall suggest, that various other (perhaps more obvious) problems for MMT are created.

Weray proceeds, in fact, by suggesting that the relevant promise involved with currency relates
to its being accepted as a means for paying tax debts, that the currency is really redeemed
t hrough being used to make tax payment Bhe
government taxes community participants, and the latter participants meet the resulting
obligations to the government by handing over the currency, with this transaction being
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interpreted as community participants returning th
Thus, Wray argues as follows:

iThe 6promise to payd that is engamdved on UK Po
really quite misleading. The notes shouldact ual 'y read 06I promise to
this note in payment of taxes. 06 We know that t

pay anything (other than another note) when the five Pound paper currency is

presented. However, it will and must accept the note in payment of taxes. If it

refuses to accept its own | OU in payment, it is
2012, p. 49, emphasis in the original).

Wray further adds below:

AiThis is really how goverimohéongold, butinr ency is red
payments madetothegover nment [é] the tax obligations to
me t by presenti ngown IO¥s tatbhevtarcallentern t § Wr ay ,

2012, pp 49-50).

At first sight the argument here appears to be straightforwardly erroneous. After all, the £5
note is a marker of that which | have been referring to as central bank money, and, however
we view the central bank liabilities involved (i.e., regardless of whether the positioning theory
is accepted) these liabilities have nothing to do with government debt as traditionally
understood. That is, although Wray has identified an item that, in his own framework, is
indeed a debt formed out of a promise, this is a debt not of the government but of the central
bank. So, it is tempting to suppose that Wray is here confusing the central bank and the
treasury, and so their respective liabilites. 1 f t hi s i s so, Wrayés argument f

However, the MMT argument advanced by Wray, as | read it, though not always clearly
elaborated, is more subtle than this. The point of focussing on the redeeming of the currency,
or so it appears, is to suggest that the currency, when issued, incorporates a government
promise, and one that is additional to any promises made by banks in creating their debts (or
if not additional to, then perhaps somehow provides the content for, these bank promises i
see below). This is a government promise to pay, constituting a debt to, the holder of
currency, an 10U of the government that all understand can be redeemed by way of its
holders using it to meet tax payments to the government. This is achieved by handing over
government currency.

In so arguing, the vision seemingly held is one wherein the government is essentially seeking

to provision itself by imposing taxes but must do so in a social context in which it needs to

spend first in order that taxes can be paid. So, taxes are interpreted as in a sense driving

spending. But the latter can happen just because spending involves employing a government

IOU that can be used or returned in tax payments. So the whole thing appears like a highly
coordinated activity, one wherein the government
account, sets tax obligations in terms of it, and spends using currency not only denominated

in terms of it, but carrying a government promise that it can be redeemed by way of returning

it to the government in payment of tax obligations:

This, it seems to me, is how Wray reasons when, for example, he writes as follows:
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iThe government first creates a money
obligations in that national money of
able to issue a currency that is also denominated in the same money of

accountt[eék. not necessary to fibacko the

nor is it necessary to enforce legal tender laws that require acceptance of the

nati onal c allithe someceign dovernment needs to do is to promise
6This note wilk peymenoeptpgd.i hot aWr ay,
added).

Thus interpreted, the basic argument made is a version of one long ago formulated by Alfred
Mitchell Innes (1913, 1914) in advancing his credit theory of money. For both Wray and Innes,
the government promise and so government debt/credit is a vital component of the monetary
process. For Innes, at least, it is this government debt/credit that constitutes money itself (that
is used in payments), and everything else associated with it is effectively an identifying token
(so, for Innes, gold coins are the tokens that identify or mark government debt qua money).

However, in the MMT case the feverything else associated witho the government debt
seemingly includes central bank debt, and there is plenty of scope for confusion concerning
its status within the theory. For, to cons
that gold coins were not the money but mere tokens of the money (qua government debt), the
gold content of the coins (qua mere tokens) is, if put to one side as puzzling, at least
acknowledged. However, because central bank debt, unlike the gold (which it has replaced),
is not visible, there is the risk of this component being (not even put aside as a puzzle, but)
overlooked entirely as money markers or ftokensolike the £5 note are seemingly now viewed
as markers or ftokenso of merely the postulated additional government promise or liability,
where the latter itself assumes the mantle of money.

I am not suggesting that Wray does overlook the central bank debt. But it is not clear to me
whether Wray supposes that it is somehow incorporated as part of the identifiers or tokens of
government debt, or is considered to be replaced by, or manifests as, the latter, or indeed
whether some other argument or line of reasoning is employed.

To come at the issue somewhat differently, a question that remains to be addressed is
whether, and if so how, central bank debt itself is redeemed on the MMT account. This is not
clear to me. Wray does suppose that the government and central bank are viewed as
cooperating in the various economic activities underpinned by the imposing of government
taxes. Indeed, for this reason he supposes that it is reasonable, for purposes of theorising, to
analytically amalgamate the two bodies (the government and central bank) into just one called
the state i to capture the coordinated manner of their transactions. This being so, it is
perhaps presumed that the redeeming of the posited government 10U serves to redeem the
central bank debt at the same time, or otherwise renders it superfluous. Or perhaps it is even
held that, in making a loan, the central bank is enabled to make a promise regarding tax
payments on behalf of the government. In this case the bank notes and electronic records do
after all just mark a debt of (or credit on) the government redeemable through the paying of
taxes. One way or another, there is more to be explained.

The picture then, if | am interpreting the argument at all correctly, is far from being intuitive or
straightforward, and is not without its puzzles and risks of generating confusions. But whether,
and if so how, the noted issues can be, or indeed are, resolved, | will not dwell on them here,
not least because the challenges they provide are dwarfed by a yet further (and | suspect
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irresolvable) problem for the theory, or so | now want to suggest. This is simply that,
irrespective of how the various noted monetary items are interpreted, central existential
claims advanced by the theoryds proponent
particular, it is not at all clear that the putative government promise that lies at the heart of
Wrayds argument actually exists.

Nor, indeed, is it clear that any (let alone all) of the relevant parties to monetary interactions
view such a promise as existing (irrespective of whether it does). The latter, though, matters if
the argument is to be persuasive. For it is one thing to elaborate a theory that is suggestive of
a macro mechanism that would render money a form of credit/debt; it is quite a different thing,
and a far bigger step, to suppose that real world community members, including the
government itself, actually view things in the manner portrayed. Yet this does seem to be a
requirement for the theory to have relevance. It is difficult for the various parties to act on a
government promise or obligation if none, or less than all, recognise such a thing to exist.

Wray does appear to recognise this requirement of knowledge and understanding on the part
of community participants and does also suppose it to be fulfilled. Or rather there is a clear
presupposition that all community participants do recognise items like bank notes etc., used
by the government in spending, as marking a credit on the government. For this is the only
explanation offered for t he t h(® a@armwilidgeesschy thé
government to receive these items as a means of discharging the tax obligations it lays on the
community, and (2) a willingness by non-government participants to hold these items in the
first place.

But as | say, there are no obvious signs or evidence that community participants, including
the government, do actually view or understand things in the manner required of them.
Clearly many economists even explicitly oppose the view elaborated, more still are unaware
of it. And although, as noted, Innes, in 1913, when first advancing the ftredit theory of
moneyq defended the view in question, including the requirement that all participants
understand that obligations of the sort described are involved, a year later he appears to view
things differently. In fact, he noticeably recognises a need to argue instead (though not
successfully T see Lawson 2019 , chapter 6) that whatever
is doingdo when it spends and introduces coi

m t hat

it
ns
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not
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are involved) this #i s 1944, p. h60), notiaqirs padiaularhatétd i 6 | nnes
an

true that a coin does not p unngs cackhowlddged rnooen
generally indeed that few community participants, including theorists of money, recognised
the scenario as formulated as his credit theory of money.

The picture, then, is far from being convincing, and not without its puzzles and risks of
generating confusions. Especially questionable is a posited government promise, that (1)
seemingly does not (or does not obviously) exist, (2) emerges almost as something conjured
out of a hat merely to dissolve a puzzle of a putative debt held by community participants
with nothing obvious to redeem it, and (3) must, if a conflation of central bank and treasury
liabilities is to be avoided, be regarded as either additional to, or providing the content to,
promises of the central bank in providing its own debts facilitating actual spending (either way
rendering the central bank debt itself, as with precious metals that have figured in prior times,
somewhat difficult to accommodate in theorising the monetary process).
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The problems of MMT from the perspective of the positioning theory of money

If the noted features render MMT as formulated somewhat questionable, it warrants emphasis
that they all arise because of an attachment of the proponents of MMT to an especially
suspect credit theory of money. Once, or if, we instead accept the positioning theory of
money, not only are everyday monetary transactions more easily accounted for 1 i.e., without
the need to invoke a government promise that both is dubious in itself and comes with overly
demanding implausible requirements for how participants view and understand the situation --
but are so in a manner that does not involve any obvious additional puzzles of the noted sort.

For, simply put, once the positioning theory is accepted, it can be immediately seen that
currency is not after all a form of debt but rather positioned debt, with its uses governed by
(state-influenced) community accepted rights and obligations. In consequence, there is no
redeeming of currency anyway, and so no puzzle (about how redeeming is be achieved) to be
solved. Instead, it is the community accepted rights and obligations themselves that
determine that the government mu st &\ whemittis
offered in payment of taxes. That basically is the whole story. No additional dubious
government promise of any sort is required.

Of course, forms of bank debt that, according to the positioning theory, occupy the money
position, must themselves, as with all forms of debt, qua debt, be strictly redeemable in some
way. And, indeed, they are, but are so, and can be seen so to be, without the need to invoke
any additional promises made by the government. For once we recognise that bank debt and
positioned bank debt qua money are conceptually distinct, were historically physically distinct,
but that bank debt, currently, never exists apart from being the stuff of the money, we can
more clearly see what the redeeming of bank debt involves. Thus, consider a specific item of
bank money under its aspect of being an instance of bank debt, say an item of central bank
debt that, positioned as money, is marked by a £5 note. If, qua bank debt, its individual
possessor takes it to the bank of England to have it redeemed, the individual will indeed in
effect receive money from the bank in return for the bank debt handed in. It is just because,
currently, (1) the bank debt handed in cannot be separated from the money that it is used to
constitute, and (2) the money in turn received by the individual takes the form of positioned
bank debt, that the exchange in practical terms will appear as one of like for like. But strictly
speaking bank debt can be, in the manner described, redeemed for money.

The peculiarity of this transaction taking the appearance of an exchange of like for like, is
merely a quirk of a money system that positions bank debt as the occupant of the money
position (where the fpromise to payothat is engraved on a note dates from a time when this
exchange involved a form of bank debt handed over that was not yet positioned as money).
When a commodity such as gold was so positioned this brought its own very different quirks,
not least because gold qua commodity had, and has, an independent market value. All such
seemingly paradoxical, and other potentially misleading, lines of thought are avoided,
analytically speaking, by acknowledging that positioning is involved in the constitution of
money, and thereupon viewing a positioned form of debt (or form of commodity, etc.), not
under its aspect of debt (or a commaodity, etc.) but simply as money i a specific component of

the communityobés system of val ue armiced by dgreed g

rights and obligations falling on all community participants.

To tie up the remaining issues, it is simply because there is no need to posit the noted
government promise (as a solution to the puzzle of how currency interpreted as debt is to be
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redeemed) that the various derivative additional puzzles facing MMT do not arise for the
positioning framework. In particular, there is no need for, or question of, either incorporating
bank debt with banknotes interpreted as tokens of money, or otherwise interpreting bank debt
as the manifestation of a government promise etc., or indeed of adopting any other related
strategy. Rather, according to the positioning theory, when/if bank debt or gold etc., are
employed in the constitution of money, they serve not as mere markers or some other
seemingly unnecessary component, of money, but as vital material occupants of the money
position, being accepted as such because of a shared capacity to instil a general trust that a
money so constituted by way of social positioning will be a relatively stable store of value that
is easy to pass on.

Most significantly of all, finally, if the positioning theory is accepted, the requirements placed
on community participants relating to how they understand monetary interactions no longer
strain credibility. Rather, all that is required in order that the monetary system is able to
function as it currently does, is that community participants understand money as a
community-accepted general means of payment. Money is simply something that, as buyers,
they typically have a right to use in payment and, as sellers, they typically have a community
accepted obligation to accept. That is all that community participants basically need to
comprehend.

If such a simple and straightforward account is seen to be the more plausible and adequate
when directly contrasted with that which is effectively forced on MMT through its proponents
adhering to the alternative credit theory of money, then, in a world wherein most community-
wide social phenomena are so constituted that their uses are governed by community-
accepted rights and obligations, the noted positioning conception of money, being a
conforming instance, appears more compelling indeed.®

So, all things considered there is good reason to reject the credit theory of money that
underpins MMT and to embrace instead the clearly more realistic positioning theory
alternative.’ According to it, to repeat once more, money is constituted through community

8 Parenthetically, it may appear to be a challenge to the supposed fsimplicitydand fstraightforwardnesso
that | am claiming for the assessment defended, that tax payments received at the government pay-
offices mostly comprise central bank money, whereas ordinary community participants do not pay in
cash or have access to deposits at the central bank. But this situation, if such is indeed the case, does
not (or would not) in any way challenge the forgoing assessment. For whether taxpayers recognise it or
not i and there is no need or reason to suppose that many do i commercial banks usually and
automatically, without need of explicit instruction from the taxpayers themselves (although direction may
be received from the treasury), debit the rele
payments submitted, and pass an equal amount of their own central bank money or reserves to the
treasury. All that community participants need to take on board in this regard is that on making a bank
transfer to the tax office (or after sending off a cheque) their deposit holdings in the commercial bank are
reduced. An understanding of the noted few elements, all resting on community acceptance, are enough
for the monetary processes to work, including those of government spending and taxing, and for a
continued existence of a monetary demand throughout the community.

° | might, for completeness, very briefly note the possibility that some supporters of MMT, faced with the
noted situation, respond by giving up on being realistic and opt instead for a view wherein the electronic
and cash markers of (that which | am calling) forms of bank money are treated merely as if they mark or
represent a government IOU to community participants. Of course, if viewing things in this merely as if
manner appears on the face of things to be viable, this is just because, under the prevailing conditions,
the possible uses of money fjustifiedd on such a basis happen to be a subset of the uses rendered
feasible in the real world on a quite different basis, namely by way of community acceptance, typically
involving government declaration. The relevant question though is fivhy bother?0lf, as has been seen to
be the case, the actual workings of the real world are easy to understand, and rather simpler and more
straightforward than as portrayed in MMT, there is nothing to be gained from taking such a path 7 apart
from maintaining adherence to the credit theory. Moreover, it is only if the real-world causal processes
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acceptance. And in communities like the modern UK, for the time being at least, it is
everywhere accepted that money takes the form of positioned bank debt with uses
determined by equally accepted rights and obligations falling on community participants, with
some such rights and obligations bearing on the making of payments to government.

Legal tender laws

Of course, and as already stressed the community acceptance of ways of proceeding, even
when resulting from state declarations (including those bearing on the means of meeting tax
obligations), may not be sufficient to produce a continuously stable demand for money. The
latter additionally requires that the accepted money be regarded as a stable store of liquidity.
This is so even if the noted state declarations, where they occur, result in, or take the form of,
formalised legal tender laws.

I mention the latter only because, with such laws being formalised and so apparent to all, their
existence offers a very clear challenge for debt/credit theorists to address. For there is never
a need for such laws if, in the manner supposed by debt/credit theorists, the debt discharging
powers of money derive solely from the properties of debt/credit itself. Worse still for the
debt/credit theorist, such a role for law-making presents the possibility for legislatures to
determine thereby that types of commaodities (or some other kind of thing apart from debt) can
be legally positioned as money or flegal tendero (as | elsewhere argue has indeed frequently
been the case, with local US legislatures even creating phenomena like tobacco money [in
the US colonial period, in certain US States]; see Lawson 2019, chapter 6).

Unsurprisingly, then, Wray, in the manner of other credit theorists, makes a point of explicitly

dismissing any suggestion that legal tender laws have ever contributed much if anything to

the functioning of money, pointing out t hat ithroughout hi s
governments that passed legal tender laws, but still could not create a demand for their

cur r e nraye261@, p.(46).

But, for reasons already noted, this establishes little. The demand for money depends on
trust. And trust may be absent even where legal tender laws are efficacious. Indeed, as
earlier noted, when trust declines, the response widely observed is for transacting parties to
agree contracts of exchange that stipulate explicitly that debts that result are to be discharged
using a means of payment other than the local money. As such, legal tender laws will only
encourage the latter behaviour. For the laws apply only to conditions where such prior
contracts are not made, and so typically stipulate only that, in the absence of contracts that
stipulate otherwise, where a debtor makes an offer to pay off a debt in legal tender that is
refused, this debtor cannot thereafter be sued for failing to repay. As such, observations of
the above noted prior contracting practices might even be best interpreted as support for the
efficacy of legal tender laws; certainly, they are not an argument against their effectiveness.
Legal tender laws remain a problem for proponents of the credit theory to accommodate. ™

involved are viewed realistically, that capable interventions are rendered feasible in all scenarios. Giving
up on the credit theory, | suggest, is a far smaller price to pay than abandoning the goal of being
realistic.

YActually, Wray goes further and suggrensnsshattpasged t hat @At her
l egal tender |l awso and yet itheir currencies [ é] were r
rejected i n pay meibid p. 46p Thgtdsytieere hane bedn @ccgsions wherein money is

not only not accepted as a form of purchasing power but not even accepted as a general means of
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