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Explaining persistently low interest rates despite large deficits and rising debt has been one Analyst in Public Finance
central challenges of macroeconomists since the end of the Great Recession. This dynami
led to increasing attention to Modern Monetary Theory (MMifg¢sented as an alternative to th
mainstream macroeconomic way of thinking, in some fiscal policy discussions. Such discus
are at times restricted by a difficulty, expressed by policymakers and economists alike, in
understanding MMTn'ds hcoow et hperyi nicnifpiscanpolibyNIMT s
suggests that deficit financing can be used without harmful economic effects in circumstanc
low inflation rates and low interest rates, conditions that currently exist despite indications tl
thecountry is at full employment

Jane G. Gravelle
Senior Specialist in
Economic Policy

This report surveys the available MMT literature in order to provide a basic understanding of the differences (or |fick thereo
between the defining relationships established in MMT and mainstream economics. It then éxplosash distinctions

may inform policy prescriptions for addressing shartd longrun economic issues, including approaches to federal deficit
outcomes and debt management. Included in this analysis are observations of how policy recommendatidvi¥ faoch M
mainstream economics align with current U.S. economic and governance systems.

In mainstream macroeconomic modéie asset market is characterized by the sensitivity of investment to interesa rates
determinant ofivestment returns. Money ispigally defined as cash and close substitiged usedor transactions and

heldas an asset. In the shauh, the capital stock (equipment and other factors of production outside of labor) is assumed to
be fixed, and output is dictated the employment level. Fiscal and monetary policy decisions can beauegpand or

contract the shomun economy (with distinct effects for each), and those decisions help to inform gituevétiock oftcapital

and laborand other decisions in the longn. In general, expansionary fiscal policies, including stimulus policies and other

programs that increase net deficits and debt, are thought to be helpful when addressing negative shocks in demand, but they

may crowd out private investment and reduceyitarm growth if used when the economy is otherwise in baldemsistent
increases in real debt (which occurs when the stock of debt grows more quickly than the economy) are viewed as
unsustainable, as they would eventually lead to a lack of real restatworrow against

Though some MMT adherents have disputed the notiortteanodekan be viewed through the basic macroeconomic
framework, efforts to do so reveal a few ldigtinctions. In the MMT modedf shortrun behaviorinvestment decisions ar
insensitive to interest ratesnd are instead a function of current consumption leMN&T holds a much broader view of
money,asseling thatmonetary value can be created by financial institutions in a way that renders monetary policy
ineffective in akaling with shorrun economic fluctuation®dMT supporters therefore prefer a larger fiscal policy role in
managing business cycles than mainstream econogmésterally clairmng that fiscal borrowing constraints are less imposing
than mainstream econonsselieve ircountries with a sovereigrurrency and call for direct money financing of fiscal

policy actions by the central barikhe translation of the MMT approa¢o longrun output is unclear, though a jobs
guarantee supported by MMT adherents wdildely change the nature of the relationship between employment and output
levels.

Full alignment with the economic and political system supported by MMT would likely involve a dramatic shiftofethe

and powers of U.S. fiscal institutions. AdoptingMT framework would involve much more fiscal policy to account for a
reduced monetary policy role. Policymakers would also likely need to execute fiscal policy decisions more quickly than has
been done in the past in assuming an ineeasle in econorgimanagement.

Projections ofuture debggrowth due to spending pressures from social programs have led to a current concern about deficit
financing, recognizing thimstitutional challenges in conducting tax and spending fiscal pdt4T is largely focised on

shortrun management of the economy, with tax and spending policies aimed at maintaining a fully employed economy
without inflation TheMMT approachappears timplicitly assumethat a high level of debt will ndte problematic because

it can be financed cheaply by maintaining low interest ratederlying thispolicy is the assumption th&ongress can act

quickly to counteract deficitiriven inflation with taxincreass or spendingutsthatwould allow the economy to maintai

low interest rates on public debt
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Introduction

Tr adi taicorncaelc olh®amndi &¢r e s ses t wo main questions. Firs
ad policy seek etrom mictoingoantilecs sfhl burcttiuzaet tithlhmes d ca@awemy )
roductive resources 1dle for a ti me. Second, ma
hat maxi mi ze( elciovnionngi esvtgarnodghrdideslran, whi le keeping
ustainable levels. The role of monetary policy
mbedded in both issues.

n the past few years, the U.S. economy has expc¢
el empl oyment and federal deficits and debt si
hese characteadribatebdo vepre mhé¢d-teameftdmyabf dbbhn;
conomic environment witRecoghdabnvekbkpynbmwecboheow
f mainstreamcabNoadlentrinc Moineewtsa,r y The or phrasPpPMi ¢ nt s

een receiving att tinnttidome sithi & htmh gpaafigtecma geba t e .

botuhdee f i cit fifhemeowi m® emeda thidgd prtoggdwanst i on, i nfr as

nd otheMMdreaggests that deficit financing can
ffects 1in ciircfulmsttiacmmmc ersa toefs laormwd |1 ow i nterest r a
xti sdespite indications th’at the country is at f

STo v rD'—'-zQ.'—-H o0 D00 -8 = 0n g

his report first explains mainstream macroeconc
iterature to provide a basic understanding of t
e fnignirel ationships establishedd inexMMUdiasncd smaisn sw
MT can be used to justify deficit financing. Fi
nstitutions may present barrieansa ginn ga dtohpet i ng t I
conomy.

nlike mainstream whaecrreo eccoonnsoemmiscu st hheaosr ype en r e ach
elationships translattlkkernamtios mad hecompg arcatli vaq uma ti
tatement of MMT. Some acadMImiiemtedcloenmamti istasl have
ramework, and the explanation of the difference
ased on t hdPsreo pdoinsecnutsss ioofn SMMT do not necessaril.y
owever .

1 The editors of a recent journal issue devoted to MMT identify the following individuals as major proponents of

MMT: Stephanie Kelton, L. Randall Wray, William F. Mitchell, Eric Tymoigne, Dirk Eh8ttt T. Fullwiler, Fadel

Kaboub, Pavlina R. Tcherneva, and WaReatWarld Bfonornics r . See “Intr
Review Issue No. 89, 201@¢ http://www.paecometP AEReviewissue8%ullbrookMorgan89.pdfStephanie

Kelton’s earlier papers were published under her former na

2 For a discussion of reasons for low interest ratesC&® Insight IN11074,.ow Interest Rates, Part 3: Potential
Causesby Marc LabonteFor a discussion of reasons for low inflation rates, see Juan M. Sanchez and Hee Sung Kim,
“Why 1is I nf lRegiona mconBmoisFifstoQuartdr 2018, Federal Reserve Bank of St. Louis, at
https://www.stlouisfed.orglblicationsfegionateconomistirst-quarter2018ivhy-inflation-so-low; and Tyler Durden,
“Why Does Inflation Re ma ZeroHedggblog),webrudwlD, 269, at Ans wer s, ”
https://www.zeohedge.commews201902-10why-doesinflation-remainso-low-goldmanasnwers The Goldman

analysis suggests one reason may be lower price increases for heal@fR&iasight IN11074, ow Interest Ras,

Part 3: Potential Causedy Marc Labonte

3 See Menzie DChinn,Notes on Modern Monetary Theory for PakeynesiansSpring 2019at
https://www.ssc.wisc.edumchinntnmt_add2.pdfandNick Rowe “ R e v-Engineering the MMT Model A
Worthwhile Canadian Initiativéblog), 2011 at https://worthwhile.typepad.combrthwhile_canadian_initd01104/
reverseengineeringhe-mmtmodel.html
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Explaining MainsVirewsmn Economi

Al t hbaghc macroeconomic models vary in many ways

allows for fiscal and monetary policy to influer
economysthbhe¢ mn balmarcket (Whertdhei mesasati theendt tchgu al
'S ogurvye) the money relationship where the supp
(commonl yLMaclhpepden he( 3 )witdhee reecloantoimoyn s hi p where a;
demand equals Tahgeg rfeigrastte tswiop polfye.t Wwhat egurnefensed
t heE M moTdheels ¢ t hree relationships, in turn, det e
in the “Meaonomyonomic models formalize the relat:i
allowing researchers to quantify the effect of a
(alsocemparadt) vendttad i €lsser ve how neocdoenfomi ¢ patte
predictions.

The-LMSmodel i1isbywyharhcmerededd]l fuofirexpeomdmi ecn <
and st i tWhyi lper itcheesr.e are a number of different ma
t hat add e xspecccttiattds oumspelmiotfdicdsl whi ch forms the cor
models as well as models used by gMower nment ager
sophisteiccaastteidn gf omodel s mafhyt Eqquadcdmammy tthavte captur
types of tgmoeondtss,, iammvde sassets, but this simplified
standard model and provide a foundation for 1nte
Mo academic research is di cted toward more ¢

st re
modern macg,vecoliomc@ssed briefdWM moldew. i Bha stked wuil
r illustrating the differences in MMT and mair

Short Run: The Business Cycle

In mainstream macroeconomic model s, the short ruv
or thatequipment and nonlabor resources availabl
therefore a function of-LMroducomesty, empl oyment

W ugp (E20 OE |

s with the recognition that ot
n, investment, and gover nment
n economy tehxeproer two.u lIdf bceo nas ufnopt

nding are subtracted from outy
as savings equals investment

o o0 o =

@
curve b
m
n
t
a

o © O 09
as o =

o
=
£ oo o

t

]
=

Consumpt i s a fractiomcaofmadiissTh@mexadSloe 1 nc o me,
consumpt i ises when disposable income rises (
fallWhile consumption depends on income and taxe
rising when interest rataAas o atllde nadntda odpeacalrisneirnige swt

]
=
-

4 There are numerous presentations eEMsand aggregate demand and supply graphs available on the internet. See,

for example, Diptimai Kari, *“ DthbDiagram)|$Lavh Mofd eAg gr eagat e De man
http://www.economicsdiscussion.rgmandiggregatalemandcurveterivatin-of-aggregatalemandcurve with-
diagramis-Im-model15826

5 Sticky pricesefer to prices charged for certain goods and services that are relatively resistant to change in response to
changes in input costs or demand patterns.
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of ncome 1 evels antdhiisntreerleastti ognastheish wise oiene biasl ahicgel
when interes® rates are | ower.

It is through this relationship thhea te cfoinsocmayl. plofl i
government spending is increased, or 1f taxes ar
and t hienrcerfeoarnree s mge mend , i ncreases. The recipients
amounts of income then sperhd la apger ttiocom ucfc etshsa tvei
spending trhwltt iaplei erad 1 e d

, 00T aw2UxxOauwptOQEAu# 1l OEOE

An o

t her c¢ritiisc atlh arte lbaettiwoenesnh inponey supply and mon

e qufaolr mar ketMoneoy cilcacompongedhedkcnghaccacechund) e

substHdludiemg prices constant for the moment, and
uses offimemeymoney is needed to carry out trans a
mor e mone y dissc odmema(nodu t p 8§ t ¢ omhodncerye aisse snneeded as a 1
of asset holdings, and the higheaugtheiti n¢eearestno
interest andotifooremmshefigads€os that ecethntsi nteres:t
rel ahapbpeowmeates pairs of interest rates and outpu
bal amaeces duthea LdMurtvha e}t i me with income higher
In this case, howeverand éwhxcbndt h moutnpuofamdneyt e
rates are high or when both are low. When intere
and more is freed up to support a )higher level ¢

#1 Ul UODPOE UD OO wpd@ilu. vl W00 uH0 B

Wh e r el St lmenrde 1LaM iionnt sehrispesd tn ciosmewlh emrde i nt erest r ates

deter mi ned ,jhmltdhenge paWactels gondpfistant,anyuempds oymeant
monetary st itnmrualussmiwtotuelddtibmetma ngutthwet ecfofnooany c¢1 os ¢
output achieved wmunder full empl oyment

The effects of expandiMmodelfigkehXUHpWhncind n i n t he
expansi onar—yt hfriosucgahl ipnoclriecays ed spending, decrease
the—owouktSso,)d8d t he money s@ulpM]iyntremashnsridsicase d(r
(point A . tbThpowintsdB)occurs because when more mon
money held as an asset must be reduced and inter
rates offsets some of t heingf fiencvtess tonfe nitn.c rTehausse,d hi
money supply fixed, increases in income (Y) that
is now reduced as investment decreases.

6 This pair of interest rate and output levels results, when graphed, is a downward sloping curve. This curve is normally
drawn with interest rates on the y (or vertical) axis and income or output on the x (or horizontal) axis.
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Figure 1.Expansionary Fiscal Policy in IS -LM

r
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Notes: Interestrates (r) are measured on the-gxis and output ) is measured on th&-axis The IS curve
depicts the combination of interest rates and output levels consistent with the investsasitigs relationship,
while the LM curve shows the combination of inést rates and output levels consistent with the money supply
and money demand relationship.

e monetary polidWM moaplidcati)dddUHWVitemtEks in
pansionary (mhodhe tlaMmopel meoyey is available to s
ansactions a(tp oel metr yA Htaow epwosirsntt trBeat.te 1 evel of 1 nc
ciosntsent with the level of-savddgpe® |l tahdtonbali pncamn
terest rates fall, leading to more investment,
mdre money adhatligquidyasisneveersascaeifmigfsgwi t h t he
lationship, output and intertebe maneypy dxpdndid
on®Output (Y) is higher than it was previously,
pansion increasesrostpunatand |l owers i

I~ I T = T T i o R
T T o O BB "ox T
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Figure 2. Expansionary Monetary Policy in IS -LM

LM

LM

Interest Rate

Y Y Y

1 2
Income, Output

Notes: Interest rates (r) are measured on theaxis and output ) is measured on th&-axis The IS curve
depicts the combination of interest rates and outpeels consistent with the investmesavings relationship,
while the LM curve shows the combination of interest rates and output levels consistent with the money supply

and money demand relationship.
Nottehat while the basic tmbededr iumarsy mmaqdertedaatryyy smelpil
di ffs cuht measur i ngmotnheet anroyn gaguntehtoprpiktyite si nt er e st r a
when making .policy choices

JLIXUHLIXUH a)hdXWH ahwe basic waygpcames otoaady tpolai i s ¢
polic(yishtifdease examples throughna aloMdnSardelt.i onary

X MonetarmapolinrndpttI XWMiht respectondpracfienal
( ItSo )ilfShere is no change in the money supp
i

Yy,
e f fencitt iigsppedt Arttd apoivet tB) an .accommodat g

1
n
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X Monetary pakiommao@hkldtXdPad he money ssouppl y
cont@hbBMtos)tMd keep the 1 patleliroemms x1i mame constant
outepluifechst his cas¢ o0 mo(epdomicn tn gA.otuot ppuoti)nt B)

X Monetary polfifec¢)lthX@igbet he mexeowpndsp g LM
to JtM return outputpotimti Astor pgimal B)evel

Figure 3. Monetary Policy Options in IS-LM
(in response to aontractionaryfiscalpolicy shift)

Fed Holds Money Supply Constant

LM

Interest Rate

Income, Output

Notes: The contractionary fiscal policy (a tax increase, spending decrease, or some combination of the two) is
represented with the move from 130 1S. Interest rates (r) are measured on theaxis and output ) is

measured on thex-axis The IS curve depicts the combination of interest rates and output levels consistent with
the investmenisavings relationship, while the LM curve shows the combination of interest rates and output
levels consistent with the money suig and money demand relationship.
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Figure 4. Monetary Policy Options in IS-LM
(in response to a@ontractionaryfiscalpolicy shift)

Fed Holds Interest Rate Constant

Interest Rate

_
Income, Output

Notes: The contractionary fiscal policy (a tax increase, spending decrease, or some combafidtieriwo) is
represented with the move from S0 1S, and the contractionary monetary policy is represented with a move
from LM: to LMz. Interest rates (r) are measured on theakis and output {Y) is measured on thg-axis The IS
curve depicts the ambination of interest rates and output levels consistent with the investrsaxings
relationship, while the LM curve shows the combination of interest rates and output levels consistent with the

money supply and money demand relationship.

Congressional Research Service



Deficit Financing, the Debt, and " Mo deMonnetary Theory”

Figure 5. Monetary Policy Options in IS-LM
(in response to a@ontractionaryfiscalpolicy shift)

Fed Holds Income Constant

LM

LM

Interest Rate

Income, Output

Notes: The contractionary fiscal policy (a tax increase, spending decrease, or some combination of the two) is
represented with the move from 130 1S, and theexpan®nary monetary policy is represented with a move

from LM: to LMz. Interest rates (r) are measured on theakis and output {Y) is measured on thg-axis The IS
curve depicts the combination of interest rates and output levels isteist with the investmensavings

relationship, while the LM curve shows the combination of interest rates and output levels consistent with the
money supply and money demand relationship.

#1 OEOE wE Ofpu (PxAx O a
The LM

price 1
there 1

Thrsesla
ASIT n t

curve actdal,l st hhea spra ctehilredvevar iTshke 1 e al m
evel; 1if prices rise and nloymifnaalll smo nTehyu ss v
sl atithnsHepsystem.

tregeshirps an ecagefgabei denmbe dswepepdhfr g gr
he short run, the capital stock 1is fi
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unempl oy@detebos. also an underlying 1)dfther supply
effects athecagiguegdt eAnss upprpilcy se quiastei,ont.he supply
increases and the,thhdmanmglbsilhawsomaneequilhubrium
level and output in the economy.

As s hotwdXWrhiLIXUtHhe effect of fiscal and monet
the Ipavele (P) i1is a function of aggregate supp
expansion will shift the aggregate demand cur
supply curve is relatively flat ewlkemwmntohmgg, e 1 s
meaning that output can increase without affe
empl oyment the supply curve 1is almost vertica
prices and not output

7 Drawn on a graph, with gre on the y (vertical axis) and output on the x (horizontal) axis, the aggregate demand
curve is downward sloping and the aggregate supply curve is upward sloping.
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Figure 6.Aggregate Demand, Aggregate Supply, and Output

Shifting Aggregate Demand with Elastic Aggregate Supply
P
g AS
?'3 p1 A B
£ P
AD,
D2
Y, VY Y
Income, Output

Notes: The price level (P) imeasured on theaxis and output {Y) is measured on th&-axis The AD curve
represents the combinations of prices and output consistent with aggregate demand, while the AS curve
represents the combination of prices, and output consistent with aggregate supply.
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Figure 7.Aggregate Demand, Aggregate Supply, and Output

Shifting Aggregate Demand with Inelastic Aggregate Supply
P AS

p! B

Price Level

AD
AD

Y, Y Y
Income, Output

Notes: The price level (P) imeasured on theaxis and output {Y) is measured on th&-axis The AD curve
represents the combinations of prices and output consistent with aggregate demand, while the AS curve
represents the combination of prices and output consistent with aggregate supply.

An 1inct bpersileeewanll 1 decaleamendgshesupply. I f the 1init
fiscal sntdanlul monwotuldssdmptprlayyt, at full odmdpl oyment,
out pu¢gtbulte walt h higher interestwomdtdeshhyvlkntaftdct,
cons umpgtoivoenr nome nt s pending forowdiyrg tduwethhe (5 ¢f mn
were originally acmdmetyasuyppl ymwbwd d she ft back
and neither the output .noGo nittisnsupaol mpaotsticednepots t wonu 1 «
at full wompl@éymenwlt in a continually increasing

stimulus, continued crowding out of investment.
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Extensions of :XOpenBiX¥sbonoMgdel

This basic model ¢ ayns bwi tehx piamcdreeda si end mcaonnyp Iwiac at i o
suggested above, multiple ,omndt ot sgamudlttiaplle type
introduced.

important element 1is to allow for an open ec
enstt mdhn ittheed S tSa.t eisn,v easntdmelh.t E = p f ntdheen gmmo dceolu nitnr i
s way, in its sirmphed otnfchima] aegqaiofspaymewt s
uveiqrugaslp pl vy a n dU.d8eonmlalnadr sf.o rThi ss hardpdgi t d sona Inawl at
iable, the exchangeixmaotrddi I i oal $0o regumiumpsior
governmeatbes pegddedgto the IS equation.

B 0o B B
a0 =< o0
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0 l a
is costiltys 1in ,a rdeduwicnagsrgendismen nptt e X po
if international capital were perfectly
abfstatimadnundbtewoalnldy et el y ofiftswn, 1 eadir
tiospeamdi ggvdormartt exports. Because
ited States sihoud db &cfitgidwlec shtenmulyg t f m g cat

ining the economy
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Exetnsions of t hlenBastmeriMModaedd the Acceleratort

Anot her modificareongnozetheéehmodehvestment can r ¢
demandi th thds tehkd emcaoammmy exipands @xgpetchatd ¢ opd
sust,£ii nvendl d c rienavseesntt i n c@lpndwilaegeoeolddreat or effect
t her eby tihnecirre abshignagcd t ¢ . at which capital accumul a
will therefore reflect the 71 ate taot owhtipcuht caanpdi ttahl
rate of capital depreciation (or how®much capit a

Extension of the Model: Consumption and Labo
Rateand Rational Expectations

Economdlsotnsg been c¢ on-k Mr meddoeetsh anto tt hfeu 111Sy account f
expectodt fature |lbaechkdevdd mmrg c @amami ¢ foundations wher
llocate consumpt i@mwaayn dt ol eiinscuorrep oorvaetre tsiunceh. an i
ommp tdieotne r mi niendt ebrye stth er at e iansc owmeel,] raesf ldeicstpionsga btlhe
s the interest rate rises individuals want to s
een extended to the allosxtatdilloymncofn tlae insewlr e na nddy nl
tochastic genenmdd&SuGE inbordieulns (ilhScQBude a demand

» o O

T

8For more on this model extension, s e e eclhaalveAmod¥ican’] or gens on,
Economic Reviewol. 53, no. 2 (May 1963), p. 247.

9 The DSGE model ieelated to another class of models called real business cycle models (RBC). RBC models have
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block, and armbattaeamyhpphody fgeadlhdhesa whileall omw
consumption to depemndebolnofwina tDESODGES tmordactl i s mor e c
amoagadetmhiacnsong private forecast®@he mopdgdveansmen
been cbiytacnomember of mhinstream academics.

The Long Run: Economic Growth

Over the 1 ong nrewms, moeytooloso mi wdg @bounsgimio wt h model s .

Economic growth in the longer term i1is assumed tc
with the labor force, capit asl dbheumohazt ran, andi
shortwhame the economy can gainsfrdmrnedeciimg du
resources and tradeoffs. What is mmat ns¢hreaannt t
economic thearsy nsgu ggesctasl tshtatmulims trhay sbheo rgo o da nf,
can be harmful in the long runcréfis€tiatat hdet€xkope
invesamewould be the case with running the defic
GDP he economy wiplelr iceconnctei msu aolwleyr egr owt h ags the ca
a quick ehxaegshs ipaecemonet nwlyi b¢j mwvdbukd mead to pr
increas eisf tfhoaltl owed peamiisntfebmgt iyatwaorul d [ ead t o

The most commbdbnigrowthtmederefdteatts @r onetrke (@al tlk
that growth pattern may)¥eflect growth in the 1 a

Modern Monetary Theory

This sections ebxapsliocr ensa cMMIe conomic prinangples and
di sesssbBow to interpret the 4Mddk amevowartkshe mor e ¢
MMT ains emer gi,dg fide ol og¥yy identifyiitga nt bee resear
di f fRhudbdlitcati ons and portohpeomn feoErslansm dfnr sotnr ebaom h

economists used 1in rtehfiesrseenecpeosoung.ha Tsko mlaiospiEide nitns t h e
have expressed caution in viewing MMIt htihsr ough a
approach is consistent whiet hMMIo rlki rt feoraamtdusrbeo ¢ h me 1 s ¢

infinitely lived individuals which limits thepower of monetary and fial policy. For example, a cut in taxes will have
to be paid in higher taxes in the futuaad infinitely lived individuals will therefore save those taxes. Money does not
exist in such a model, and business cycles are caused by individuals volunittirly gteir labor supply over time.

The DSGE model is augmented to allow policy effeSte Jos&/ictorRiosRu 1l 1, “Li fe Cycle Economies
Aggregat e FrheReview af Economic Stugiesl. 63, no. 3 (July 1996), pp. 46889.
OForadiscusson, see N. Gregory Mankiw, “The Jodmalof Bconomim o mi st as S

Perspectivesvol. 20, no. 4 (Fall 2006), pp. 28. This paper also a history of the development of macroeconomic
modeling.

11 See Paul W. RometThe Troublewith Macroeconomics,September 2016t https://paulromer.nédtie-trouble
with-macroWWP-Trouble.pdfa nd Joseph E. Stiglitz, “Whereoe Oxftewolh Revioeco
Economic Policyvol. 34, iss.12 (SpringSummer 2018), pp. 7006, athttps://academic.oup.cooxrepArticle34/1-2/

70/4781816 These criticisms reflect, in part, concethat the stringent assumptions of the model are not consistent

with observed behavior.

12 This model is commonly referred to as a Solow growth model, although it can be modified to allow supply side
responses such as labor supply that is responsive ¥eatieerate or consumption that is responsive to the interest rate.
The growth version of the model connected with a DSGE model is a Ramsey model, again where the economy is
composed of a single, infinitely lived, perfectly informed, and optimizing agefatd?l to the Ramsey model is the

life cycle model, where individuals live finite lifetimes and generations die and are boanekstill agents

characterized by perfect foresight.
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econamid ys inarpeusde arch with theoretical ’sel ements a
cenasatr®ions

MMTs theory does notmpakedi amoowstceazomng celd., th
conqnt,s@aich as 1 ack of,ora osfheer e, sgitcihe¢ mtst e medye penden

t he monet artyh ea Ftehdoerriatl y iRtStsabtaensd 1 h e t Nacle lAisluer y

t hat

creation of money to finanseugeoovdrambanequprndyng
institutions may |l imit the application of MMT tc
As with all s, mascornoee coofn otnhiec t heory is about descri
but MMT vaclpdebhgriptired¢ rqpoonnenttasr yt hppaodl i cy t o keep
intereshi swiploll ilcgave fiscdtlo paooddrceys sast)ltech eb wsnil nye st
According ,whet h€i snopdrboldsmteianful]tauvhse om ar e st il 1 unus
reseikns t heyandammfi susal easdsmtibe i ntfilmeliwan will b e
reducreedvetr hedelyci dgeti h etoniddetteor a .s ur pl us

3T 1T w( OYNREY®IOOW w! EOEOET wp( 2 K

Just a sb awmiatcchr ¢ chcecon o mam amyd’s smaodr MMTo nomaiyc pri nci
begbhiysnccountal hgt hevehbabbe with out pwhi dm arecl os e
privehsumption, gioweasntmmad*i 3 peqdiilnighri um (when ag
expaditures arcechequatcboaondbunhguiiegntity can be r1ef
di fferengat bseatvavknegn and i nvestment is equal to t
spending antdaxgeosvetr mhenefi¢ de,r awkibahbllged We fieutd in
basipproach.

Oneotable distinctibasmhectrwecm nMMT caMMI rtulcet ur e i
as s upnreisvate lienweelsst memet i nsensiti v(eort ot hceh arnagtees oifn
return that in)yeatmétantas wowlhded oévh e'tTechtep nomy i s
insenoiftiwvwivegt menmebasi hhabzsnmbdektewhere there
series of output and itrhtee riensvte srtameen tc cambdi matvii mngss
balance, dwistilmoMMTE memwti nagsd an¢ aquinzxglentdevel of
regardless oThiherehaerenshrptel one (which may t
vertical I Sl e uirmvec)e ritsa ipnobsassmibo ur toa tc iommAsi @¢w inttold e 1

t hbea ssippr oach, consumption may be a positive func
and interest rate assumption.

13 SeeMenzie D.Chinn,“Notes on Modern Monetary Theory for Paléeynesans;” Spring 2019at
https://www.ssc.wisc.edamchinnfmmt_add2.pdfNick Rowe “ Re v-Engéeneering tAe MMT Model,hb ”
Worthwhile Canadian Initiativéblog), 2011 ,at https://worthwhile.typepad.combrthwhile_canadian_ini201104/
reverseengineeringhe-mmtmodel.htm]j and VictoriaChick, The Theoy of Monetary Policyvol. 5(London: Gray

Mills Publishing Limited, 1973)The first two of these resources are available online and provide graphical

presentations.

14 MMT adherents have expressed caution in analyzing the theory through this macroedmmevork, due to

concerns that it does not accurately capture economic activity with unique financial flows (present in markets like
housing). There are also concerns about the treatment of

mocel, like unrealized capital gairsalthough that activity would be recorded as income when realized, it is possible

that it influences household behavior when held. Mainstream economists have made similar criticisms of the limitations
of this basic macroecomic structure. It is unclear how accounting for that activity would affect the core findings of

the model presented here.

15This view appears to be based on the idea that when the economy is below dapasisye unwilling to make
investments becausé lower interest rates (although whether that argument should apply to investments in owner
occupied housing is not clea8ee Bill Mitchell,“Why Investment Expenditure is Insensitive to Monetary Pdliay,
http://bilbo.economicoutlook.nétbg/?p=31206
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Fiscal policy may still benutkd whohtmddhmence ecc
investamenngs relationsHinpbtahamwaledt enthewetti e MMT o f
e x pansfiiosncaarly policy (or an imemre atsltantna gese) ded iic
woul d, all el s e reaqueasl,, whnccrhe awsoeu lidn ttehreersetby r e duc
influence present and future sMIicgcgnandioansumpt
investment levels would be unaffected by the c¢ha
government Eapanyvi ogaasy sfobdXdiMopbti thherefore stil
increase income and output in a gitwvenhperngdthaevi
opposite effect

Even if the IS curve i1s sensitive to interest 71 @
accommodating money supply redpdhnscd tibatallsoems pt
the MMT approachw) ad thiouughs thd sbolutcome would b
choice rather than of. fundamental economic factc

Money Supply and Demand (LM

As whtlhsmream macroegqandmiba itulme a my MMT requires
money supplimdnard . mdhey c,dahcoewetv corfl,i fidsniengpnptlliye d
MMT tihmmnmainstream macroeconomocnssyye wWwhtcbnkhkas pram
wi bhher economhowmaltd athdmeasgeadcddby monetary and fi

Rat her ntgh ammo nteaykias the cash and close substitute

proponents believe that money in a financial sys
yment for taxes. In this viewsr gdtvlea grmemey s p e n
at circula®téeéesthe smmptenomyevel, assuming the
easury ar e itghneo rsiangeo secerdt fictoyt shter anmiomtest )ar y aut hor i
e money to finance ¢dopesnmiemg mepreayiing heeTre
count) which injects ,mongdw eidnttoo tphey etcaoxneosmy [wmh
mpl ex model where the Federal Reserve support s
nt to thetITyeasuirydideectel y, and thus some disc
vernment |l ending money into existence

is distinction in the concept of money alone ¢
e viabitlirtmy deff ilowhttigcdhi dancunge) MMIprohmheme bted ow

stehratt t he interaction of market operations und
searcviet hbasddesngnedntermsetrate thaglitsgeffective
stittartmakoeswnt hleeinrdi ng choices 1amdepetandeamd otfher:
strilottbasr view, this greatly restricts the a
nk) to control the supply of moneAysuenvarg i f th
hcee nt r alf feat kr ewsitt hroautte sd i r e cnto nceoyn tsruoplp 1 oyv eirs tnhoet

ecessarily inconsistent with the mainstream mac

O 05 0 » > 00006 S oe

LM curve is horizontal becausth¢thentarget 1 8
nigte dwoul d n o)LIXEhFheyc tb eo uutspeudt). a §he cefierahcbank
anycorualede, ablow r @t @ g twogi rchha pwso unleda 1l ower t he ¢
ernment borrowing (bawmwhmntwa tacdodh 3f uwmhdesr et ot hteh ec ¢
ersmehecki ®®Agacopopunhy hMceuwhbmreiid@ntals because

Qe @ O — b«—#c‘i—gv—nwmﬂ,ﬁm#—iomt—h,ﬁ«—#@

©c o o - =
< < T o0

16 See, for exampléyl. ForstatemandW.Mo s 1 e r “The Nat ur a DourRahof EEcononficlsbues, er e st i s 7
vol. 39,n0.535(2005) athttp://www.moslereconomics.comp-contentgraphs200907/haturatrateis-zero.PDEand

Bill Mitchell, “The Natural Rate of Interest is Zétéyugust 29, 2009athttp://bilbo.economicoutlook.ndtog/p=

4656
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natur al [(yMMTh adti swauys s i ons do mnot ,lpuites d st horfizromala
i ffiaxed interest rate 1s targeted. The level of
although many adherentsrsauepostcrhadazmd aln theemensatdle i
consistent with a low and stable rate of inflati
increa31ngbetland(am&lasélq)a)hdﬂngtctng a determinable j
requires ar yw ofnitsrcaaclt ipponl i cy when demand exceeds p
continuing inflation

MMTs notion that monetary policy can maintain an
eriod 1is a significant devi atsisoenr tfiroonm rneaqiunisrterse a
bsence of any other significant ectchwafdmicd sf @oifce
xpected iIfhf]l exioeomence and impawel bfdoadhenti ©d =
uppdmtetchoenomi c¥lftehatareare sucthhaomdiomteiyon ndfl u
hosen inadwynkygtbeawmeli Int aiommjeedcatniton hadf cmas ey
onsequent i nf loa@ttiroancatriyo nparreys sfuirsecsal policy may n
onsthepswessulflrs notd ongavheagmment can generate as
s 1t ¢ hoionsdeusic nvhilgtadt w eotmlbodimdlvd ati on of MMT from co
conamind¢ ysis.

rt ake m)oPnareotpaornye nptosl iacpypear to believe that

r e mpl o ylefdh ee crounloemyf. o ri smonnoett apariyedspciorhivpetyit vimee n t
wagsensitive, tiot iinst edriefsfti crualtte st ofnegebaaceyt he
limyt he early 1980s $qQueentraqwmtaciwhfdleel typ a 0o my

[l o I S = R R D N o T I I I e B e B e B B B R o

oo —popp —0o2>B

Determination of Output and Interest

Th¥MMTas sumption of investment being insensitiyv
policy ctam sbhi futs eadn underper for mi rgwadademromy t o
those asdafnpcditonSinancing in a recession would

corresponding gap Bmdothputfeadrdal nRemer ve wou

examining writings by MMheprhoepotehret sr,e liita nicse
(r @aythhemanet ar)yopadddcgss an underemployed econo
al policy works) or presbecpuseeci {ong yt dosdros

t h

c
e

luence, innhetadingathsough the buying and sel]l
ting certlati ni si natlesroe snto tr actleesar whe tlhye ri nt haen ver
e 1

i

]
t h
an

cepted bandcomnmsnisttent with mainstream theory

]

(&

f
b

1 d
réegsaining any subsequent increasdesarimedrastam:
ed

“extreme ’Kepymeosaicahn i n t he ®YHMhe-hMSBSceamebi genetauat
MMT assumptionkJXlUH shown in

YExamples of such literature include J-BricmRatbandCampbell and

Expectations of Futur e ReéviewaFinanda Studiasdol. D(1988), 495;mand Jdha ¢t or s , ”
Faust et . -Rrdquency Re3pbnse oflExghd&nge Rates and Interest Rates to Macroeconomic
An n o un ¢ eJauenal of Moneétary Economicsol. 54 (2006), 1051.

18 Victoria Chick, The Theory of Monetarjolicy, vol. 5, (London: GrasMills Publishing Limited, 1973).
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Figure

8.1S-LM Curves in an MMT Model

MMT ISLM (in recession)

r0

(M

Y0 Yn ¥

Source: Nick 5RZH “"5HYQUUMHHULQJ W KAWhEHwItIR GaHaDiap Initiafleg) 2011 at
https://worthwhile.typepad.comforthwhile_canadian_ini201104/everseengineeringhe-mmt-model.html

Notes: Interest rates (r) aremeasired on the yaxis and output (Y is measured on the-axis. The figure
depicts an I1$M relationship in a recession, where actual output (YO) is lower than output would be at full
employment (Yn). Interest rates are assumed to be a policy varidile there is no difference between actual
interest rates (r0) and those at full employment (rn).

auwunsdee r t he
sumption d
el than cu
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ets afe 1o

Demand and

With interest
manage

function of t
policy choice
wil 1 ificebkhane
but rather 1n
investment S €
fiscal stimul
spiral Thi s

MMT model the selection of an inte
ecisions, prdpomomtes oaallesfsorfiamrdir
rrealtow alregwels . o fPer dofivei ddei enagt fboamwd dwi ng
fixing rates too close to zero 1 ai s

rowers woeadidt ccrosn vtim clee ctd money wrheaeme tlhieq wied at

wered.

SApply (AD

rates assumed to be fixed and mone

mMMfle q u ithlei br i u m gogurtepguatt ewhdeernea nd meet s aggr ¢

otal factor productivigtyfiiasalbefore
sI,f afnids ceanhp Isotyimmeunltu.sd occaar s my ,n c@awmt ppunt
mylis atffaudcddl empl mymesnt will not 1in
duce inflation, which 1s a signal t
nsitivity to 1ibtyetdhset moated¢ar yomut h
us wnderultlh e MM ymhotedmetdla Wiolk lan i nf 1 at
effect means that it ifamdlldatbheoncruci

¥ Under an MMT model with no institutional constraints, the federal government may not need to sell bonds in all
cases. However, the statutory independence of the Federal Reserve and {desxsiesed further below) would
require federal bond issuances under current law.
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a ppehgrasi.n, these effecst sl Sraeand KFMnmstsi wmp totf b dvVBMTa n «
fiscal poltiheyx tfrienndei ikgeay menstiraema m vi e w.

Unlike t hemomailw¢reaanmn 1increase in demand at ful
contractriemdne® shpply whi c(h ecahvoi knegs tohfef 1deevnealn do f
but its mix changed),-LtMhewme vieASS mau dADa kt hett wepreand u
an equilibriumlinns tpexacde,©e s dawha wdit pwmoed upcreiscean i ncr
level that must be met with a contractionary fis
also be taken in the mainstream model ,where the
but the Federal Reserlaen tmopgeyt sagaoategatseas rafTks kK
recognize the inflationary pressure and take exr
Proponents of MMT al s o aAd vjaombc eg uaa rfaendecrea li sj mbo t g u a
MMT t heor ybdebsegcrasubsecll @ t heory would presumably h
advocates, regardless of the presence of the jot
MMT proponents.

Alt hbowhthe jobs guarantee i1isasfpobcdygrkewd yild 1 ar g
reduce the fluctuation in employment levels acrc
deficitlfiwentdngresumably becedretsaiignn etdy pteos loafr ge |
unempl oyment (circumstanocoewowheceannadi ¥iddadsj wb

wageither because of the business ¥ychbBtboughmis
frictional unemployment (where individuals are e

The specific ichphramertrdtsitor spamadess of any job g
significant role in determining itslsultimate eff
Because there i1is cyclical fluctuation in unemplc
wal d f lmacktiunagt ea match bet ween workers and needed
conomy that determines jobs and products based
nd output would Ihapeltfa ate dWhtear gipmwaddd e pgove dn m
reerRpltbaeaselyon the needs for collective goods ¢
military force or highways), misallocation of
sour c,t he wo abted cdai fview,h etdhe private sector with a
ni mum wage through the government job altermnat

i ¢)

job market in the United States 1is mnot unifc
osed job guarhamtee ec.o0 uH odrd hedxfadi swpuld ¢t sd feysiatbgd et h e
amt epars y popfiihledgruobhd mnee@wrmrciamg ebackgr
applica s may mnot be suitable for certain
s
t
n

HY0RT o 5o

o e "=
o g ®oo
- o o

e

1
t

lsos ue about how to treat workers who viol
persistent ardiness) . Finally, jobs may need <ca
supplies, and workers in rurahtawowamaas may have pr

The Open Economy

With an open economy the IS curve contains an ad
sensitive stMaiinmstterreeasmt ercaotneo mi d tihdeenmryespostatleast ad
invest mé&mt tiedr iSdneastr esa s ing the demand for dollars
dolLdmd decreasing net exppot s (nboyrheb ochohsatnleyd etcor e a s
foreigners, and Amplined etac et ham MMPomdadeal ISt his w
cur ved wiooull on g dr chiansweeesrattcntednatli t y woul d respond to
In that case, monetary policy that allowed the i
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However, othefuffaantes o fh sfi ncdhep eoyms wldi dec ¢ thre
monetathorities kept the interest rate fixed.

An open mecaommso mybba$. sdembt is held by fotrled gners a
relatowelpterest rates may make tchee tfhien acnecnitnrga lo f
bank and the Tr e asTuhrey laorwe iinntdeerpeesntd ernatt e s woul d m
attractivdhie 1im8vemplorresaasnutr yb encuasuts er ai se funds by
revenues are 1insufifitlteechtalfoRacsapehcdntdudesectly
Treasmdgr c®Wrrent 1 aw

Does MMT Justify Meficit Fina

Much afiatibpe i MMT literatvsearathd frechptpdd cation i1in
s hearetr m, or in managidng chuwswietlchsess Mikbc Imeosd.e | Leaspsp I i ¢
longn economic vamwihbdered, de hcllhuds sapicgasboinl idtiys.c u s
MMTs gener-a¢ttm vshewtof deficit financing and con

economics, whied dm tulsen alldnyg efro ctuesr m.

Mainstream economicsdfddes ahobudgblsfornbdalanbeoc:
deficit financing in managing sufficiently 1arge
limits on the amoum¢sntthat d4hy dedeomilc goaveom) n
constraints determined by the availability and v
needs at normhal thet enae as tra&taens view, this borrowi
amounts @awaidwbdtemdnt (savings 1in dollars) at a
attractiveness of other borrowitntgrmptitbans zovastl s
means that the amount of federal ldedsgi acel ative t
macroeconomic model this octoenrsmh rianitnetr eisst vriaotlea teexdc
lohgrm economicagethedhdmr aitrev gsetnmamttsed fr om
expansionary policy will be stmalfliemandhant tdte aat

MMTpr opomawe sgenerally called for a more active

economic shocks.cMormotvleat ¢ & etchhdiBgune gdoevbetr ninme ntths
own currency (lickhkabehd¢ ode £ dadtoS teshted sgleneral perc
that adoriMMIn economic struetfircd twowlhd ithnghleve dled
t hose e x paenr ieecnocneodmiicn s tmrau cntsut rree astmhhae podidn nly e 1 i e f

isupported by the call for a central bank that c
whi,ge hl elweuledqusadpport deficit finarnactithhegrnat 1 o we
with higher interest ratesapipfl immadiinstream economi

The notiom gnhago vae rsmomveenrt ¢ a n npoeta rbse tfoo rbcee da tcoe ndterf:
o MMT because onfontehye cvrieeaw itohna taicxaens sourb sbtoirtruotwei nfgo rt
government . There have dfeesngvcehroewiegine rg o viearnnymel mts st a
explicitly, by implactitnpkyt het hporrr eunsciyn,g roetnheegrot i a

20Though the Federal Reserve can and does purchase Treasury Securities, the Federal Reserve Act§aZ6Y).S.C
stipulates that it may only do so in the open market. Faenimformation on this process, see Board of Governors of
the Federal RedDoeevan’ys he mustBuWwireadurySBeurtiesRirectly from the U.S.
Treasury?, ” abhitps:iivenv.federalregetvd. gfgfismoney 12851.htm
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measures to address %THdosftdhiecru lotpyt iiom sf inni agnhcti nbge dce
default byZ#®another name.

Whetthe United States does not appear to face any
debt , were a collapse in the market to occur, 1t
undertake the needed measutieoen @lppgheid ntga we ¢ ht oo s
credlnomeecdgti mtgmaimddsayt ¢ of marimn miedapgalf om@rstt s ,

Treasury may redeem and reissue debt at levels t
new dffifnanding aneptliev,i tTyr.e aFsourr ye xias sued $11. 7 tril]
FY2019, which represented more tha®An7y0% of t he f

dramatic increase 1n interest rates accompanyineg
int ersesrnotr ad mgleyn efroart edde bbty ne wuffe dd sl fdafiacistisgni
of he existing debt st ocFkort heaxta mipsl er,e dnecetmeidn taenrde srte
during dbhbt Godeeeskcirsi bed bel ow)e qiun cvrard @esngtldltsoy$ 2Gn®d u n
bililinokY2O0LwWh idwdlulladr sr equire significant tax r1ate
boit i needed to meet a sud@den change in interest
I f the federearbei dawbtd pygs i h euvosntaami kneatb 1teo, biet wucnosul d 1
collapse in the demand for “dfakta gyt Biecuacagd,esat
observation by some investors to sell or avoid f
raise federwhHhi dmtwawlsd madwisr,e more federal borr
investor avoidance and interest increases. Beyor
position, such a process could alsoshaae ramific
federal securities are often used as a currency
activities central to general financial operatic

MMTpr op oanlesnitasi m t hat goveramaehlt dedughfldte mliswsmi be
unclear how this «cilnaiam psrdascstdi ncfganlo m htelse MiMdAli ns t r e a o
mainstream macroeconomics would also support fis

signi ficanitntienrcersmtarsreastpedsms el nt ot hrei tsm enddl Thae sbdt ,.

there is concecrhothandbpgehy deme sius tmaaiyn abbei 1 1 t )
di f fiacdudirtea Stho a situation would likely be accompa
that would make iemme dnicatt eolfy srpacinsdiimgg )t adxi f ficul t,
supply risks emtldrthien g¢MMil cchatmte csomicrearln does mnot ar
assumpt i oend etrhaalt c RehdeelrFfé nance spending (an assump
instatutpantraints discussed in the next sectior
Further questions arise when examining the appli
and other mations that alrehatmohaveetehmtlovaky I
budget outlook, the Congressional Budget Office
public would rise from 78% of GDP in FY2019 to 9
FY2Q49well beyond.® he iibb lpeo stsl acta ddtbipheigdthoc k coul d

21 See David Beers and Jamshid Mavalwdllag BoCBo E Sover ei gn Default Dat abase Revi s
20187 Bank of Canada, t&ff Working Pape201830, athttps://www.bankofcanada.wegp-contentiiploads201807/
swp201830.pdf

22 For more information, seeRS Report R44704fas t he U. S. Gover nhy®nndremAwstn fiDef aul t e

BU.S. Treasury, “Debt Position and Activity Report, Septeml
https://www.treasurydirect.gogdvtireportspd/pd_debtposactrpt.htm
“World Bank, “Int er e stGre€ce)yaatessed Octobe€ 1l r2018ftpr//dala.@dflgbank.org/

indicatorGC.XPN.INTP.CN®cationsGR&view=chart

25 Congressional Budget Offic&he 2019 Longrerm Budget OutlogKlune 25, 2019, #titps://www.cbo.gov/
publicationb5331
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pr actriecsatlrliyct t he avail absiulpiptoyr toerd effnfsencathiavgebnhegscsi e
business geyehet he institutional Howevenm,nts dis
current Inyo tshiegrnes atrheat t he federal borrowing capa
t e om metdei runm as interest amragted £ dr d mavied shel ow Fed
Recent international experiences speak to the coc
Japamriexnpceed rapid growth in govseartnmenntfodebt in
Economiapge Cotion and Devel opment (OECD) data on g
municipal government debt) indicate thaft Greek ¢
GDP in 2017, while Japanese debt rose from 180%
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Japanese borrowing was viewed to be more sustair
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Applying MMT to Federal Institutions
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26 For more information on the Federal Reserve GRS In Focus IF10054ntroduction to Financial Services: The
Federal Reserveby Marc Labonte

27 Examples of political influences on fiscal policypeases can be found in Andrea Louise Campbell and Michael W.

Sances, “State Fiscal Policy During the GhheAnals®the ession: B
American Academy of Political and Social Sciervat. 650 (November 2013), B52.
%®National Bureau of Economic Research, “US Business Cycle

https://www.nber.orgycles.html

®Board of Governors of t hrereatRecaebsion:Décentber?@hne 286991 & mNovVdmbe 6
2013, athttps://www.federalreservehistory.oegsaysgjreat_recession_of 200709
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ilependence between the Federal Reserve and the
periods of relatively high cooperation.

Even if the Federal Reserve can lend indirectly
cheap finaenbth®g dafc stledreviazidaec rs t at ut ofnya xmamudna t e o f
mpl oyment , stable -tpearmeisn t”thimfads ttnhoad aRreadteer allo nRge s e r
r mi nes, for 1instance, that such a mandate wa
ct contraceveoemairfy pwdhcactions would negate
rts. It is MMBupbbe fedhopo¢foecies mhyt need t he
r 1
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al policymakers and Fel#eoabmRessrhaevecjuostsi
gating this authority to the Federal Reserve
i kteol yc hbobseies consistent with low inflation. I
Reserve could result in a c¢hotihcaet orfe mpoovieisc itelsi su nc
against h¥gh inflation
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