
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

 
 
 

MMT is flawed 

 Modern Monetary Theory (MMT) may 
not be a short-lived fashion 

 The promises of MMT are tempting in an 
environment of low growth and inflation 

 But MMT risks bloating the government 
and jeopardizing the foundations of 
policy control and flexibility 

 Recent episodes of quantitative easing 
(QE) are good examples of a well-
functioning fiscal and monetary policy 
mix and not proof that MMT may work 

 However, QE is no panacea and does 
not guarantee government debt 
sustainability 

The current debate around MMT (see box 
for a short primer below) suggests this 
theory could be viewed as a short-term 
hype that will be over after the US elections.  
We fear that MMT will be around for longer.  

Over the last ten years, the below average 
growth and inflation performance, and the 
associated policy challenges, have created 
room for unconventional policy 
prescriptions like MMT.  
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As inequality and frustration with 
globalization increases, MMT becomes a 
tempting policy panacea for populists on the 
left as well as on the right of the political 
spectrum. 

In our view, however, the promises and 
recommendations of MMT seem vague.  
Moreover, there is little empirical evidence 
that MMT may work.  

For instance, the German experience during 
the first half of the 20th century is probably 
the most horrific example of debt 
monetization going wrong.1  

In another instance, some MMT supporters 
like to point to Canada post World-War II as 
a positive example, but this ended in crisis 
with Canada joining the Bretton Woods 
System in 1962.2  

Finally, there are more recent examples of 
debt-monetization in Latin America that 
have ended badly. 3 

The case against MMT  
We do not intend to dive into the academic 
debate about the novelty and theoretical 
foundation of MMT.  

In our view, MMT is not suitable as a general 
policy framework for many reasons: 

 In general, we believe it is better to have 
two independent policy areas (fiscal and 
monetary) than just one (only fiscal), 
both in terms of control and of 
effectiveness and flexibility. 

 Fiscal policy takes longer to adjust than 
monetary policy.  It relies more on direct 
real economic interventions and less on 
incentives.  Therefore, adjusting fiscal 
policy to keep the economy balanced 
risks creating more dislocations. 

 Under MMT, as the sole stabilizer of the 
economy, the government is likely to 

take over more and more tasks, bloating 
its size and role in the economy. 

 Historically, the government has a mixed 
track record deciding over resource 
allocation in the economy.  This could 
result in more inefficient investments as 
the investments risk becomes less 
efficient, while the share of government 
investments increases. 

A short MMT primer 

Although called a monetary theory, MMT 
essentially claims that attaining non-inflationary 
full employment is a fiscal policy issue that uses 
the government’s ability to issue “fiat money”.  

Under MMT, the government issues money to 
fund its expenditures (i.e., monetizes its debt). 
When the economy is below full employment, 
the government steps up the monetization of 
fiscal spending to boost growth.  

Taxes are levied to limit inflation (i.e., curb 
growth when the economy exceeds full 
employment) but not to fund expenditures, per 
se.  

According to MMT, interest rates can be fixed at 
zero since the government can issue money for 
free and fiscal policy already does the job of 
attaining non-inflationary full employment. 

MMT has three preconditions: 

 The government issues debt only in its own 
currency (this guarantees that the 
government cannot go bankrupt, as it can 
always issue more money to fund its 
expenditures and service its debt) 

 The currency is not tied to gold or any other 
commodity, currency or asset (i.e., the 
currency must be free-floating) 

 Monetary operations are integrated with 
fiscal policy (there could be a separate 
central bank, but it is not independent and is 
effectively only for implementing fiscal 
policy. 
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 Demand-side fiscal policies like MMT 
are not well suited to deal with 
structural or supply-side issues like labor 
market rigidities, regulatory and tax 
distortions, the effects of globalization, 
the IT revolution or demographics.  
Demand-side fiscal policies could make 
these problems worse and generate 
negative side effects, for example with 
overly rigid labor laws that may reduce 
the incentives to work. 

 The creation of money to fund fiscal 
spending is difficult to divide between 
different levels of government.  The 
result would be a further strengthening 
of the central government versus state 
and local governments. 

 People accept paying taxes in exchange 
for government services.  However, 
taxing people solely to curb their 
spending could undermine the public’s 
tax morale and reduce compliance rates. 

 Fixing interest rates at zero would 
reduce the ability to manage liquidity in 
the banking and financial system.  This 
could result in asset bubbles as well as 
boom-bust cycles and lead to capital 
flight and sharp currency depreciation. 

 Inflation dynamics are complex; they 
involve expectation changes and time 
lags that may be difficult to manage with 
simple adjustments to fiscal spending 
and taxes. 

 Last, but not least, the political economy 
is different from the “text-book” 
government.  Political players have other 
priorities like getting re-elected and not 
just the altruistic interest of balancing 
the economy.  MMT would create the 
risk that the printing press will be 
abused, causing not just inefficiencies, 
but also higher inflation that could end in 
hyperinflation. 

It is easy to forget the benefits of 
independent monetary policymaking in 
times of persistent below-average growth, 
inflation and interest rates.  

However, we see no compelling benefits of 
MMT that outweigh the progress made 
under independent monetary policymaking 
since the break-up of the Bretton Woods 
system.  

This is especially significant, since the last 10 
years have shown that monetary policy is 
able to adjust even when conventional 
operations become less effective. 

QE is not the same as MMT 
MMT supporters like to view recent 
episodes of QE in the US, Japan and the 
Euro-area as proof that debt monetization is 
already becoming a reality and is successful.  

In our judgment, non-standard monetary 
operations like QE are legitimate and 
effective under specific circumstances, e.g., 
when demand is suppressed by private 
deleveraging and credit impairments that 
render traditional monetary policy 
operations ineffective.  

We believe adopting QE in the US, Japan 
and the Euro-area were the right decisions 
at the time and the results, so far, seem on 
balance to be positive.  

However, we think it is wrong to say that 
QE in the US, Japan and the Euro-area 
adhered to the MMT prescriptions. 

QE was not used to facilitate the expansion 
of fiscal policy.  On the contrary, QE was 
used to create room for fiscal consolidation.  

Fiscal deficits and debt levels soared during 
and immediately after the crisis and reached 
unsustainable levels.  
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Yet growth was not sufficiently strong for a 
self-sustaining recovery, as private-sector 
deleveraging was not finished. 

Chart 1, below, shows the US private 
deleveraging experience, which lasted nearly 
10 years.  However, fiscal policy ran out of 
steam a few years after the crisis as the 
budget deficit reached 10% of GDP. 

Chart 1: US private debt and federal deficit 
% of GDP both scales 

 

Source: Federal Reserve Bank of St. Louis4 

With policy rates around zero, central banks 
adopted QE to lower long-term interest 
rates and boost asset prices.  

This was meant to safeguard the recovery 
and provide governments the opportunity to 
consolidate their fiscal balances.  Indeed, 
while central banks boosted their holdings 
of government debt, governments 
themselves reduced their deficits (Table 1). 

Table 1: QE and budget deficits 
% of GDP 
 

QE 
Period 

Chg.  
in gov. 

debt held by 
central bank 

Chg. 
in gov.
budget
deficit 

USA  2010‐15  8.0  ‐6.0 
Japan  2013‐19  65.9  ‐5.8 
Euro‐area  2015‐18  19.2  ‐2.0 

Source: St. Louis Fed, BoJ, ECB and IMF 5 

True, central banks struggled to get inflation 
back up to target, but deflation has been 
avoided as inflation stayed positive and 
unemployment declined (Table 2). 

Table 2: Unemployment rate and inflation 
Percent 
  Unemployment rate  Latest

inflation
rate 

  Peak
time 

Peak 
level 

Latest
level 

USA  Oct‐10  10.0  3.8  1.9 

Japan  Jul‐09  5.5  2.5  0.5 

Euro‐area  Feb‐13  12.1  7.8  1.4 

France  May‐15  10.6  8.8  1.2 

Germany  Jul‐09  7.9  3.1  1.3 

Italy  Nov‐14  13.1  10.7  1.0 

Spain  Jun‐13  26.3  13.9  1.3 

Source: OECD6 

In fact, the US and Japan are essentially at 
full-employment, while some parts of the 
Euro-area lag behind.  

The average growth performance of this 
expansion was low compared with previous 
cycles, but that should not be surprising 
given the private deleveraging pressures.  

On the other hand, this cycle is already the 
second longest and could soon become the 
longest post-war expansion. 

In our view, the combination of fiscal and 
monetary policies have done a good job 
avoiding deflation and safeguarding the 
recovery given the extraordinary challenges 
created by the crisis and the subsequent 
private deleveraging.  Moreover, the 
extended period of QE has given fiscal 
policy some room to consolidate. 

QE is no panacea, either  
In our view, QE is appropriate under special 
circumstances, but not all the time.  

The risk with QE is that governments may 
become too comfortable with a monetary 
policy that maintains low interest rates, and 
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so may ignore their own budgetary 
responsibilities.  

When this is the case, central banks may 
become too compliant and the final 
outcome could be similar to MMT. 

It is too early to judge, but the recent 
slippage in fiscal balances in the US, parts of 
the Euro-area and Japan, with the 
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from FRED, Federal Reserve Bank of St. Louis; 
https://fred.stlouisfed.org/series/TCMILBSNNCB, 
June 12, 2019. 
Board of Governors of the Federal Reserve System 
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retrieved from FRED, Federal Reserve Bank of St. 
Louis; 
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12, 2019. 
Board of Governors of the Federal Reserve System 
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2019. 
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2019. 
5 Board of Governors of the Federal Reserve System 
(US), U.S. Treasury securities held by the Federal 
Reserve: All Maturities [TREAST], retrieved from 

simultaneous calls for more monetary 
stimulus, may be seen as first warning signs.     

More information 
As always, we are available to discuss our 
views with you.  Please contact your client 
relations representative at +1 732 978 9722 
or zais.clientrelations@zaisgroup.com. 
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Standard valuation based on SNA/ESA - Domestic 
currency (incl. conversion to current currency made 
using a fixed parity) 
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Q_CY._Z.S.V.CY._T); Data Source in SDW: 
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B1GQ_CY._Z.S.V.CY._T&periodSortOrder=ASC 
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OECD Inflation (CPI), annual growth rate (%) 
https://data.oecd.org/price/inflation-cpi.htm 
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Source of Information.   
Unless otherwise noted, the source of information for 
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herein is ZAIS. The charts, tables, and graphs 
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used to assist the reader in determining which 
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securities. Additional information is available upon 
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been provided in good faith but is not guaranteed and 
is subject to uncertainties beyond ZAIS's control and 
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income, yield or return, future performance targets, 
sample or pro forma portfolio structures or portfolio 
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strategies or proposed or pro forma levels of 
diversification or sector investment. These forward-
looking statements are based upon certain 
assumptions, some of which are described herein. 
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undue reliance on such statements. No representation 
is made by ZAIS as to the accuracy, validity or 
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investment portfolio, any defaults to the investments, 
the timing of any defaults and subsequent recoveries, 
changes in interest rates, changes in currency rates 
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in the portfolio. Accordingly, there can be no 
assurance that estimated returns or projections can be 
realized, that forward-looking statements will 
materialize or that actual returns or results will not be 
materially lower or higher than those presented. The 
value of any investment, and the income from it, may 
fall as well as rise. Accordingly, there can be no 
assurances that an investor will receive back all or any 
of the original capital invested. Further, the eligible 
investments may be leveraged and the portfolio of 
eligible investments may lack diversification thereby 
increasing the risk of loss.  
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