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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, a raison d’étre for this journal.

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

In addition to Stephanie Kelton, MMT’s main proponents have been: L. Randall Wray, William
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
“sovereignty” has various characteristics that an individual 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
“obligations” (something that 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).

2


http://www.paecon.net/PAEReview/issue89/whole89.pdf
http://www.feedblitz.com/f/f.fbz?Sub=332386
https://rwer.wordpress.com/comments-on-rwer-issue-no-89/
https://rwer.wordpress.com/comments-on-rwer-issue-no-89/

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

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 a “budget constraint” as this is 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:

o the degree to which the currency is sovereign. (This depends on the currency’s place
in the hierarchy of the world’s currencies, and the way exchange rates are set and
the way financial assets, notably treasury securities, are produced and traded.)

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

e the scope provided for creative state financing for fiscal “policy space”, once (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:

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

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

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

e the scope and limit of its application to countries in the world, given that so much
hinges on degrees of “sovereignty”.

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
“just wrong”), to Carl Icahn (who phoned me during the 2016 presidential campaign to
enthusiastically discuss similarities to his own way of thinking but now calls it “very
dangerous”), to Japan’s Finance Minister Taro Aso (who called MMT “an extreme idea and
dangerous as it would weaken fiscal discipline” — as if Japan’s fiscal discipline is a wonder to
behold), to leftist Jerry Epstein (who calls it an “America First” ideology with “centralized
controls” rather than relying on “more market friendly policies”), all are united in opposition to
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’s conclusions: history, logic, 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’s 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 “dollarizes” it does not have what we define as a sovereign currency because it
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 — so meets our definition of a sovereign currency. Many nations fall
between these two extremes — 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) does not face a “budget constraint” (as conventionally defined);
ii) cannot “run out of money”;

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 note the use of the word “can” in the final two points (as well as “does not”
and “cannot” in the first two). A sovereign government can impose on itself a “budget” that
does “constrain” its spending. This is normal practice and probably a good idea. A sovereign
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
idea — although as we’ll see below government sets the base rate even when it allows
markets to set other rates.

Note that MMT does not argue that because a government “cannot run out of money” it
should “spend without limit". MMT does not argue that because a government “can always
meet its obligations” that “deficits don’t matter”. MMT does not argue that because a
government does not “face a budget constraint” it should have an “unconstrained budget”. Yet
these are the top three complaints our critics have about MMT. This is why MMT is labeled
“dangerous” and linked to hyperinflation. But MMT has never said such things.

Another top criticism — especially from central bankers — is that MMT calls on central banks to
“print money” to “pay for” deficit spending. MMT does not recommend this, nor is such an
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 — 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 — 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 — the US,
China, Japan, the UK — if the national government were to ramp up its spending it would
eventually face real resource constraints. Since the government “cannot run out of money” it
could “win” a bidding war, taking resources away from other uses (in the private sector, or in
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 government’s spending is directed.?

In any event, MMT has always recognized that “too much spending” or spending that is poorly
targeted can cause inflation — 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 — 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
the spending. In addition, the “multiplier” effect of induced demand placed on already
employed resources could be important, and as well the potential of importing alternatives to
domestic production that would offset multiplier pressures. Fortunately — or unfortunately
depending on one’s view — modern economies usually 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 out above? Let's see.
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 — 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.

2 This is why MMT favors the directed spending of a Job Guarantee that hires the unemployed.

® Note that here I've purposely chosen the poorest nations in the world as well as some individual
countries that are often cited by critics as “proof’ that MMT is wrong because it cannot be applied to
them. They are also chosen as “proof” that MMT is an “America First” approach 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 — perhaps well above 80%.



http://www.paecon.net/PAEReview/issue89/whole89.pdf
http://www.feedblitz.com/f/f.fbz?Sub=332386
http://www.levyinstitute.org/publications/how-to-pay-for-the-green-new-deal
http://www.levyinstitute.org/publications/how-to-pay-for-the-green-new-deal

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

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
don’t fit the conditions listed above; and although a few of these might be moving toward
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.4 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
long pointed to China’s development strategy and the positive role that its managed currency
regime has played — while also arguing that China must and will eventually float to retain
policy space as its export surplus disappears.5

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 — 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 — mostly — focused on.
That does not make MMT wrong — it has been concerned with the misguided economic policy
of the world’s biggest economies. And, to a great extent, policy failures in these big and rich
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 “fiscal consolidation”, export-led growth, and independent monetary policy
(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 “America First” strategy, and it is likely that developing
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 Mitchell's discussion of MMT’s relevance to developing countries here:
http://bilbo.economicoutlook.net/blog/?p=41327; and Fadhel Kaboub’s excellent explanation here
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 — 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 let’s 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 — 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 — 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 — 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 better at history than they are at logic. So let’s try a much more
recent, simple, and clear example — one provided by Farley Grubb, the premier expert on
America’s colonial 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 — as noted in the colonial records that kept close track of the number of notes
issued and subsequently burned.
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notes in taxes if they had not first spent them because there were no other paper monies
around. There weren’t even any banks issuing notes in the colonies at the time. Second, the
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 “Redemption Taxes” with the expressed purpose of “‘redeeming” the notes —
removing them from circulation to be burned. Finally, the spending was simultaneously a
“self-financing” operation as the notes were spent into existence. Taxes are for redemption,
not to generate revenue “income” to be spent — as Beardsley Ruml put it.

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 circulation. If all the taxpayers had simply “lost
them in the wash”, there would have been no need to collect the notes. Alternatively, if the
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 “drive the currency” (that is, to create a demand for it) and —
perhaps — 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 — 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's the difference between a currency
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 — and, according to Grubb’s
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.

That’s the history lesson for today. It is infinitely generalizable. This is the way it has worked
for the past 4000 years, at least, as Keynes put it. That is the Modern Money period to which
MMT applies.13

® See Ruml. Also note that our term “revenue” is derived from the Old French word for “return”. What is
returned in tax payment? The currency issued when government spent. We still use the term “tax return”
when we file our taxes.
% This was the point made by Beardsley Ruml after WWII in his article: “Taxes for Revenue are
Obsolete”.
" Or melt it and re-coin it in the case of metal currency.
12 Qur 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.

| came up with the term “modern money” as 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 — during a period he called his
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The logical path to MMT

Wynne Godley’s office at the Levy Institute was just down the hall from mine. In an agitated
state, he called for me. He had been looking at all the mainstream macro models he could
find and reported to me “they are all incoherent, every single one of them. All stock-flow
inconsistent.” | wasn’t surprised since | was well aware of the problems with the ISLM
workhorse model — a model still used by MMT’s critics like Tom Palley and Paul Krugman —
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 — 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 — 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 money “out of thin air”. A boost to government
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 — 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

“Babylonian Madness”. See Ingham 2000. Keynes’s statement was as follows: “The State, therefore,
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
— 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.” Keynes, 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 — maybe most — heterodox theory is also incoherent.

A few years ago | participated in a Ford Foundation project that brought together a few
“endogenous money” proponents and some “New Institutionalists”, including two Nobel
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 level there’s a multiple expansion. Magical obfuscation that trumps logic.

Final background story on economists and logic. | was at a conference on the legal history of
money — full of legal scholars plus a few heterodox economists. One of these (a Post
Keynesian monetary theorist) was giving a talk arguing that the “taxes drive money’ view
must be wrong because when he accepts payment in dollars he never thinks of taxes. One of
the legal scholars raised a hand and asked: well, then, why do you accept it? “Because | think
someone else will accept it.” So, he accepts dollars because he thinks he can pass them off
onto BiffySue. This is the P.T. Barnum “greater fool” theory of money: there’s a sucker born
every minute and some of them are dumber than me, so I'll accept a fiat currency with the
expectation that | can find one of those suckers. (The audience broke out in laughter, yelling
at him “it's the taxes, stupid”.) Another infinite regress.

As | said, economists are not good at logic. But let’s forge ahead anyway.

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 business cards. “But dad, why would we
want your cards — they are worthless.” Well, he answered, I'm imposing a tax of five business
cards today if you want access to food, clothing and shelter. “But how can we get the cards?”
I'll pay five business cards for washing the car. Note how all the logic we learned from the
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, that’s our monetary system.

Eric Tymoigne uses “free pizza coupons” as an example to demonstrate the logic of a
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 lock them up in a safe deposit “lockbox” thinking they are valuable
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 — most importantly, the sovereign
issuer is also the producer of the relevant output (pizza) rather than the purchaser (car
washing services) — but there are important similarities. Note here again we see that the
“sovereign currency pizza coupon” must be issued before it can be redeemed. Further, the
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 — 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 “finance”. Most of MMT’s critics want a bigger Trust Fund to “pay for”
Social Security to support retirees twenty or fifty years down the road. That’s like the pizza
joint that foolishly locks away redeemed coupons in the belief they will help in the production
of pizzas later.

Economists aren’t very good at logic.

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 central banks, some of the logic becomes obscured by the practice. We’'ll turn to
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

| have already mentioned Keynes'’s adoption of the Knapp-Innes state money approach in the
Treatise on Money that is a major influence on MMT. Another influence is Keynes’s theory of
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 — 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
diagram, where production is financed by “thin air” money creation (in the form of a bank
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, and we don’t need a fantastical deposit
multiplier. Central banks are introduced into the circuit to facilitate clearing between banks —
not to provide some kind of resource to the deposit-creating process. As the endogenous
money approach insists, “loans make deposits and deposits make reserves” in the sense that
if banks need reserves for clearing (or to meet legal requirements), the reserves are supplied
on demand by the central bank. Banks can never “run out of money” since they create it when
they make loans, and central banks can never “run out of reserves” since they lend them into
existence.

So far, so good. | think every heterodox economist (except, perhaps, “structuralists” like Tom
Palley — 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 — we can have as much as we want (and we generally have more than is good for
us as Wall Street’s 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’s central bank cannot run out. But government faces a strict budget constraint;'®
exceeding it leads to disaster: Attacks by Bond Vigilantes. Insolvency. Bankruptcy.
Hyperinflation. The largest and most powerful economic entity the world has ever seen — the
US Federal Government — 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 offl 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 — increasing profits dollar-for-dollar. A net spending

' See Wray 1990 for one of the first full treatments of the endogenous money approach.
® 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 cannot “crowd-out” private investment — it creates profits that are
likely to boost the desire to invest. A net spending surplus by the US government cannot
absorb global savings — instead it creates net income for the US private domestic sector as
well as for the rest of the world. China does not lend dollars to “finance the US government’s
profligacy”, rather, the US government’s net spending surplus creates income that supports
US imports that create dollar credits for Chinese exporters.

And those are not “taxpayer’s dollars” that the US government spends. Like the Colonial
American governments, modern sovereign governments “burn” all the revenue they receive.
As we'll see in the next section, when taxes are paid, the taxpayer’s deposit is debited and
the bank’s reserves at the Fed are debited. This is the modern equivalent of burning notes
received in tax payment. And where did those taxpayer deposits and bank reserves come
from? From the government’s spending — the injection that created the income that 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 can be leaked. Wynne Godley’s sectoral
balance approach — long incorporated within MMT — 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 — as households are generally net savers, and
sometimes firms are also. But for the private sector to spend less than its income — what is
normally called a surplus balance — 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), then its government’s spending does not have to exceed taxes. But,
obviously, not all countries can run current account surpluses — 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 — what we call here a net
spending surplus.17 That net spending surplus (an injection) by the Federal government is by
identity equal to the private sector’s net spending deficit (that is, a surplus balance) and the
rest of the world’s net spending deficit (also a surplus balance) that together make up the
leakages.

The Godley approach highlights an identity. Keynes’s theory adds the causation: at the
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
doesn’t necessarily mean that the government’s balance is a result of discretionary policy but
it does mean that if the government’s injection were smaller, the sum of the leakages
(surpluses of the domestic private and rest of world sectors) would be smaller.

'® This is conventionally called “deficit spending” — government spent more than it taxes. The term
“deficit” immediately conjures in the mind that government is somehow “deficient”. But spending more
than taxes is better termed “net spending surplus”, which is a positive thing for the private sector. A
government budget surplus really ought to be called “deficient spending” or a “net spending deficit”. |
thank Kelly Gerling for this framing.

" 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 — reinforcing the view that “deficits” (injections) are somehow bad and surpluses
(leakages) are good.

15


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 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 “anyone can create money, the problem is to get it accepted”), it integrates
the two. The state chooses the money of account and issues its currency and other
obligations in that unit; private banks (and others) also issue liabilities in the state’s money of
account. In both cases, the issuer (private bank or state) must take back its own liability in
payment — what we earlier (following Colonial America’s law) called redemption. Obviously, a
“money” must be issued before it can be accepted for redemption. When the issuer receives
its own obligation in payment, it simply “burns” it (like the colonial currency as well as the
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).19 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
increase (or reduce) the “supply of dollars” (changing portfolio preferences can affect the
“prices” — exchange rate and possibly interest rates — 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)
— 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 world’s spending on US output. The foreign accumulation of
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 — the safest assets

'® As noted below, an insignificant amount of taxes received by Treasury are in the form of cash —
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.

If you've been worried that Uncle Sam has to get dollars from China to finance his spending,
you can breathe a sigh of relief.

The practical path to MMT

In the old days, governments spent and received currency — coins and paper money —
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 — 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 — even as “electronic money” increasingly dominates the
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 — 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 — 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) — 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 is no case in which the Fed “prints money”
(that is, prints notes) to “pay for” Treasury spending — and none of the MMT description or
policy conclusions require that the Fed begin to do so, in spite of what our dishonest critics
proclaim.

# Seth Carpenter introduced this view of cash at the 2019 “Minsky Conference” held at the Levy
Economics Institute.

z Apparently, it is legal for the Treasury to issue platinum coins of any denomination — 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.

17


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

From inception, central banks have played a role in government finance — 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 taxpayer’s deposit in a private bank is transferred to the treasury’s
deposit at the central bank, allowing the treasury to write a check that will eventually lead to a
deposit in the recipient’s private bank. In their view, the critical step is Treasury receipt of
taxes in the form of a debit to the taxpayer’s account and a credit to the Treasury’s account at
the Fed. Essentially, their view is that private banks create money for the government to
spend. When MMT explains that government actually spends by crediting a private bank’s
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 “just say no” to treasury spending.

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 Treasury’s balance zeros out. In fact, that never happens
— 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 “bond vigilantes”. The limit exists because Congress imposes it. But until
Congress forces a default by refusing to raise the debt limit, all Treasury obligations will be
met with current procedures.”

I’'m not going to repeat the detailed exposition.24 What is important for our purposes is that
while the Fed complies with prohibitions against “direct financing” of Treasury spending, its

% |f 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 “bond vigilantes” 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 Treasury’s operations. Any “independence” in these matters is
illusory. The Fed’s independence is limited to its ability to choose the overnight rate target.25

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 little more than internal record keeping
between the Treasury and the Fed. If it is projected that the Treasury’s credits will fall short of
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 temporary pressure on overnight rates. As bonds are sold, Treasury’s deposit at the
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 taxes and borrowing “finance” Treasury
spending — so the Treasury is subject to a government budget constraint after all. MMT
responds that the operations just described would take place whether the government’s
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
daily, weekly, and monthly basis. Since the Fed is not supposed to allow “overdrafts”,
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 —
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 Mosler’s business cards must be issued to his kids
before they can pay business card taxes). The same is true of tax payments — since the
taxpayer’s bank will lose reserves when taxes are paid, reserves first must be put into the
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 Keynes’s argument that saving cannot be a net source of
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 corporate bond. A household’s income
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 — some will remain in more liquid form and hence is not available to finance

% | addition, the Fed is supposed to be insulated against partisan politics — 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 reserves don’t result in an undesired “ZIRP” — zero interest rate) and with
Quantitative Easing (that put so many excess reserves into the system that there’s no danger that bond
sales cause insufficient reserve holdings).

As Tymoigne shows, even during the Clinton years when spending fell below tax revenues,
government bonds outstanding still grew. “Debunking the Public Debt and Deficit Rhetoric”, 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 — 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 “dazed and confused” when it comes to the leakage of taxes.

Portfolio preferences can affect interest rates and exchange rates. As Keynes insisted, this
comes in the second step of the saving decision — 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 —
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 — what he called
“euthanasia of the rentier” (he would eliminate any interest reward on risk-free liabilities,
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 Treasury’s deposit account and simultaneously credits the reserves of a
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 eliminate government interest payments (“euthanize
the rentier”) — which is usually an inefficient form of spending (mostly a leakage —
accumulated as savings domestically and abroad) that increases inequality.

Note that this is a policy proposal — not a description. This policy change is not at all
necessary to achieve the distinguishing characteristics of currency sovereignty listed above:
absence of a “budget constraint”, impossibility of “running out of money”, ability to make all
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 — 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 — which | agree with — 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 “complementary”) 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 “mini-bot”
proposal — 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
“bloodletting” 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 “way out” 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 — 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 — even in the hardest-hit countries — a majority in the general populace in
favour of sticking with the euro — 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’s
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 — circulating in parallel with the euro — so that the large
amount of unemployed may get jobs, and firms’ spare 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 “electronic (or
‘digital’) parallel money”. We will use the abbreviation “EPM” from now on. A unit of this
currency will also be called “EPM”.

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’s treasury (not central bank — more on this later). We assume a bank-like facility
under the treasury, from now on termed the “Treasury Bank” or “TB”. Such a 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’s to circulate only domestically in a first phase). The EPM’s are created ex nihilo,
“printed” by the TB.

The government pays employees, pensioners and suppliers both in EPM’s 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 — as the scheme gets more
popular — decide to accept a certain share of EPM’s 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'’s,
based on how things develop.

There is an additional positive effect of introducing EPM’s: By enabling activation of idle
labour and production capacity, exports increase. Thus, even if this extra activity is mediated
(partly) with EPM’s, this enhances the ability of the country to service its debt burden in euros.
Also, circulating EPM’s 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 — 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
haven’'t 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 “experts”, and from EU/ECB
circles.

To discuss the probable initial dynamics of an EPM, it might be useful to define two entities,
“trust” and “need” (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 — say — 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 —
some use of EPM should be expected because of the alternative of no sale is considered
even worse seen from the vendor’s position.
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So need will ensure some initial EPM circulation, even if frust is low. With time, however, a
positive feedback process will start working: individuals and firms observe that transactions
with EPM’s are increasingly occurring, this will increase trust, leading to more use and
acceptance of EPM. This will also — as a result of firms accepting EPM in payment — 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 doesn’t
accept — say — 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 — and confidence.

With time and increased trust and transaction activity in EPM, the government’s 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’s high, but instead safeguard
themselves in the startup phase by setting the initial EPM share of an item’s 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’s 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’s and the rest in euros, hence allowing also such firms to accept a share of
EPM’s 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 — one EPM counting as one euro. Note also that
EPM - as opposed to credit money issued by banks when lending — 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 to...

Some arguments against the EPM proposal
The first is: “Won't all injected EPM be used immediately to pay taxes?”

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 “prime the pump” and increase spending incentives.

“Isn’t EPM EU illegal?”

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

2. Only the euro may be declared “legal tender”. — But there is no need to declare
EPM legal tender; any potential recipient of EPM can refuse to accept them in
payment — 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. Issued EPM should be considered debt, and won’t issuance therefore count as

public debt increase under Maastricht rules? — 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 — 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 “fiscal money” (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 “EPM cent”, just as with euros. This opposed to a less convenient non-divisible bond
instrument.

Perhaps the most well-known Italian proposal is Salvini/Lega’s “mini-bots”. 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’s recent proposal. Giugliani (2019) and Horowitz (2019) are representative for this,
even if Giugliani consoles the readers that the mini-bot won’t 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’s alarmism about scenarios of reverting wholly and abruptly to a national currency — 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 — which will lead to panic and
speculation beforehand, and an intense media hunt for the transition date — a date that should
be kept secret but which will mercilessly be revealed. Such an abrupt break with the euro is
considered — also among most of the EU-critical public — unrealistic and harmful, even if such
fear is largely ungrounded.

More on the advantages of electronic (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 — this
has been demonstrated in many countries for years (Hughes and Lonie, 2007). The problem
is to get public information and discussion, and — most important — implementations in euro-
crisis countries. Doing this — for instance in ltaly or Greece — 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 doesn’t need to issue its own
parallel electronic currency. One could instead use one or several of a spectrum of
“cryptocurrencies”, from bitcoin to the announced Facebook variant, “Libra”. But
cryptocurrencies have two fundamental flaws:

1. They are not nationally issued, and a government can’t 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 — after 10 years’ crisis — 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 — which this author considers himself to belong to — is

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

e Taxes are not needed for a government’s spending. A government also doesn’t need
to borrow to spend.

e 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: “revert to a national currency, overnight”. 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 “Treasury Bank” (“TB”) that the MMT community ought to be aware of:

1. The national central bank — which is bound up in the EU/ECB regulatory framework
and mostly populated by personnel and upper management identifying with
mainstream financial narratives — is sidelined. But it will still control the euro part of
the monetary system — business as usual — thus keeping its much-lauded (and by law
imposed) “independence”. 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 — a few other examples
are the emergence of the Internet, digital audio and photo — are unstoppable. This makes it
easier also for parallel digital currencies.

Conclusion

A parallel electronic currency will — with immediate effects (months) — 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 —
unemployed or underemployed people — 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 — and the politicians
that look to them for advice — is to leave behind the all too common unwillingness to think
outside the box. As Keynes (1936, ch. 12), said:

“Worldly wisdom teaches that it is better for reputation to fail conventionally
than to succeed unconventionally.”
References

Andresen, T. (2012) “A parallel emergency currency via the mobile phone network.”
Studie des Bundesverbandes Mittelstandischer Wirtschaft (BVMW), Berlin

https://monneta.org/wp-content/uploads/2015/04/die parallelwaehrung.pdf

Andresen, T., Parenteau, R.W. (2015) “A program proposal for creating a complementary currency in
Greece.” Real-World Economics Review (71), pp. 2-10.

http://paecon.net/PAEReview/issue63/whole63.pdf

Andresen, T. (2018) “On the Dynamics of Money Circulation, Creation and Debt — a Control Systems
Approach.” PhD thesis, NTNU, Norway

http://folk.ntnu.no/tronda/econ/andresen-phd-finished.pdf

Bossone B., Marco Cattaneo M., Costa M. Stylos Labini S. (2018) “A parallel currency for ltaly is
possible.” Politico EU

https://www.politico.eu/article/parallel-currency-italy-possible-eurozone/

Giugliani, F. (2019) Italy’s Scary Parallel Currency Threat, Bloomberg Opinion

https://www.bloomberg.com/opinion/articles/2019-06-07/italy-s-scary-alternative-currency-idea-the-mini-
bot

Horowitz, J. (2019) “ltaly’'s Toying With a ‘Mini-BOT Worries E.U. and Investors.” New York Times
https://www.nytimes.com/2019/06/13/world/europe/italy-mini-bot-eu-brussels-debt.html

Hughes, N. and Lonie, S. (2007) “M-Pesa: Mobile money for the ‘unbanked’, turning cellphones into 24-
hour tellers in Kenya.” Innovations: Technology, Governance, Globalization 2(1-2), pp. 66-73.
https://www.mitpressjournals.org/doi/abs/10.1162/itgg.2007.2.1-2.63

Kaminska, K. (2019) “Legality is not the problem with parallel currencies.” Financial Times.
https://www.ft.com/content/e34402da-b799-11e9-8a88-aa6628ac896¢

Keynes, J. M. (1936) The General Theory Of Employment, Interest and Money. London: Macmillan.

Nicolaysen, J. (2017) “What should the future form of our money be?” Speech at the Norwegian
Academy of Science and Letters https://www.norges-bank.no/en/news-events/news-
publications/Speeches/2017/2017-04-25-dnva/

Pott, H-M (2012) Die Parallelwahrung — rechtlicher Rahmen,Die Parallelwahrung: Optionen, Chancen
Risiken, Studie des Bundesverbandes Mittelstandischer Wirtschaft (BVMW), Berlin
https://monneta.org/wp-content/uploads/2015/04/die parallelwaehrung.pdf

Tagpay (2018) “Conversation with Trond Andresen.” January 2018. Tagpay website:
https://en.tagpay.fr/key-features

Author contact: trond.andresen@itk.ntnu.no

SUGGESTED CITATION:

Andresen, Trond (2019) “Initiating a parallel electronic currency in a eurocrisis country — why it would work.” real-
world economics review, issue no. 89, 1 October, pp. 23-31,
http://www.paecon.net/PAEReview/issue89/Andresen89.pdf

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

31


http://www.paecon.net/PAEReview/issue89/whole89.pdf
http://www.feedblitz.com/f/f.fbz?Sub=332386
https://monneta.org/wp-content/uploads/2015/04/die_parallelwaehrung.pdf
http://paecon.net/PAEReview/issue63/whole63.pdf
http://folk.ntnu.no/tronda/econ/andresen-phd-finished.pdf
https://www.politico.eu/article/parallel-currency-italy-possible-eurozone/
https://www.bloomberg.com/opinion/articles/2019-06-07/italy-s-scary-alternative-currency-idea-the-mini-bot
https://www.bloomberg.com/opinion/articles/2019-06-07/italy-s-scary-alternative-currency-idea-the-mini-bot
https://www.nytimes.com/2019/06/13/world/europe/italy-mini-bot-eu-brussels-debt.html
https://www.mitpressjournals.org/doi/abs/10.1162/itgg.2007.2.1-2.63
https://www.ft.com/content/e34402da-b799-11e9-8a88-aa6628ac896c
https://www.norges-bank.no/en/news-events/news-publications/Speeches/2017/2017-04-25-dnva/
https://www.norges-bank.no/en/news-events/news-publications/Speeches/2017/2017-04-25-dnva/
https://monneta.org/wp-content/uploads/2015/04/die_parallelwaehrung.pdf
https://en.tagpay.fr/key-features
mailto:trond.andresen@itk.ntnu.no
http://www.paecon.net/PAEReview/issue89/Andresen89.pdf
http://www.paecon.net/PAEReview/issue89/Andresen89.pdf
https://rwer.wordpress.com/comments-on-rwer-issue-no-89/

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

An MMT perspective on macroeconomic policy space
Phil Armstrong [Southampton Solent University, UK]
Copyright: Phil Armstrong 2019

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

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 sector debt to a nation’s central bank and the
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 “new operational reality”.

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 “printing
money’”. 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; “excessive” borrowing leads to higher long term interest rates, in turn,
generating “crowding out” effects. Higher interest rates will lead to lower private sector
investment (Armstrong, 2015, pp. 18-19) and, should the state turn to “money printing” 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 “[ijnteresting theories deny certain assumptions of their
audience, while non-interesting theories affirm certain assumptions of their audience” and
stresses that “the 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 lives” (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

' 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 “printing money” even 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 — usually unfounded — 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 “new operational
reality” and | 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, “on its spread sheet”) it necessarily has the option to act
as a “price setter” (Mosler, 2012). Despite the realisation of the need to set the overnight rate,
determination of longer term rates has been “left to the market.” 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’s target for the term structure of risk-free rates (Mosler, 2012).

The mainstream view of money has had a critical role in this non-recognition of the state’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, “loanable funds”
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 “optimum” level
and would not be supported by saving. The result would be “malinvestments”;* a credit boom

2 “Malinvestments” 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 — 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 bank’s net worth. Provided the borrower repays the debt in full the bank makes a
profit on the transaction. It is clear from this mechanism that “loans create deposits"3 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
bank automatically grants (or “accommodates”) an overdraft as failure to do so would be 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 “crowding out’ hypothesis.4 This hypothesis suggests the higher
government borrowing increases demand for loanable funds and, as would be the case with
any other “commodity”, 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. “The 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 last” (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, “in 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 banks’ choice of such terms and conditions and the private sector’'s appetite for
borrowing (on such terms) from the banks. Seen in this light, the claim that bank credit is the genesis of
money creation without any mention of the private sector's key role in the process amounts to a
misrepresentation” (Goodhart, 2017, p. 13, parentheses in the original).

“Crowding out” 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, “borrowing” 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 “market-determined” rates 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. 1t is never revenue-constrained as a currency-user might be. The “borrowing”
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
“standard” 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
perspective, it is possible to derive the expected shape of an individual bank’s demand for
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 — referred to as “standing
facilities” 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).

®“The 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
requirements” (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.

Mosler (2012) develops “a ‘real world’ system-wide macro analysis” (Mosler and Armstrong,
2019, p. 11)” which differs methodologically from the “standard” corridor model. Mosler (2012)
notes that bank reserves might be in the form of vault cash, be supplied by the Fed’s open
market operations or borrowed from the Fed. If the banks are left collectively short of reserves
by the Fed’'s open market operations they must access the required reserves from the
discount window. Mosler’s (2012) analysis recognises the administrative costs and possible
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)
— a rate above the discount rate. Ultimately, however, the banks’ reliance upon discount
window borrowing is always under the control of the Fed; Fed provision of additional reserves
via open market operations will reduce the banks’ need to borrow from the discount window.
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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Source: Mosler, 2012, p. 55.

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
a “floor rate” been introduced by the payment of interest on reserves held by banks at the Fed
(Mosler and Armstrong 2019) — shown by the deposit rate on the diagram.

Figure 3 Supply and demand curves for reserves (system-wide excess supply)
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® 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 “close inspection reveals that interest rate policy remains best
understood as a matter of setting rates and not quantities”. They argue that

“if 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
loan) from the CB. That is, in the first instance, a bank’s shortfall in its CB
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 ‘adding reserves’ via repurchase agreements or outright
purchases of Treasury Securities) suggested in the standard model. It is only
when the CB adds what is called a ‘penalty rate’ to this type of borrowing, or if
a stigma9 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 MMT’s denial of the whole idea that monetary policy
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

° 1t may be that discount window borrowing might give the impression of financial weakness and so
would be avoided if possible.

% In practice, “lag accounting” 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 loans, but lower net income works against new borrowers’ income levels and
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.

“Central bankers have... acknowledged the operational necessity of targeting
interest rates rather than money supply growth.11 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 by design... We also contend that its 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.”

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 — 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 — or perhaps they cannot allow themselves to- because of the vice-like
grip of their ethics and “traditional” 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 “blockages” include 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 —
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 “debt ceiling” in 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 “libertarian”
groups and therefore remain firmly politically entrenched. They represent in essence, from the
point of view of MMT, a limit on the government’s willingness, not ability, to net spend.

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 — 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 “monetisation” 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 “accommodate” the sale by increasing reserves the money
supply would not rise and there would be no inflationary consequences. However, “excessive”
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.

“Once the Federal Reserve Board of Governors sets a fed funds rate, the
Fed’s portfolio of government securities changes only because of the
transactions that are required to support the fed funds rate. The Fed’s lack of
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 occur” (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 “no direct sales of government debt to
the central bank” rule 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 — 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 “checks and balances”. However, such a rule runs contrary to the logic inherent in
MMT, that government spending or lending must precede taxation or state borrowing
(colloquially, you can’t have a “reserve drain” before a “reserve 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 age has been characterised by the abandonment of fixed exchange rates in
favour of floating rates (this is not true for all nations, of course, as some countries have
retained fixed exchange rates or currency boards) allowing, in principle, countries enhanced
policy space in terms of the sovereign use of monetary and fiscal policy. Governments are
now able to use these demand-side policies to pursue macroeconomic policy aims without
concern for the exchange rate. | might specify two reasons why, in practice, this policy space
has not been fully utilised.

First, the acceptance of the need (or mainstream preference) for free capital mobility12 has
reduced this space. Nations are constrained in their use of monetary and fiscal policy by the
perceived possibility that such a policy stance might lead to capital flight and speculative
selling of the currency significantly undermining the value of the currency. Although this threat
is almost certainly greatly overestimated in the mainstream economic literature and media
(certainly for developed nations such as the US, UK and Japan), the fear of it effectively
constrains the active use of fiscal policy to pursue full employment policies and enhance
domestic living standards.™

Second, | would 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 “sound money” government budgeting and “market-led” 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 “affordability” question in a monetary sense for the
government. It never “has” or “doesn’t have” money. It issues 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).

ga There is always the possibility of a “run on the currency”. Wray, when discussing the operational
reality present when governments issue their own sovereign currency, notes “while 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 currency” (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 — loanable
funds — 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 rate