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Praise for The Deficit Myth



“The Deficit Myth is simply the most important book I’ve ever read. Stephanie Kelton carefully articulates a message that obliterates economic orthodoxy about public finance, which assumes that taxes precede spending and deficits are bad. Kelton’s work is on a par with the genius of DaVinci and Copernicus, heretics who proved that Earth revolves around the sun.”


—David Cay Johnston, recipient of the Pulitzer Prize, an Investigative Reporters and Editors Inc. Medal, and the George Polk Award


“A remarkable book both in content and timing. A ‘must-read’ that is sure to influence many aspects of policymaking going forward.”


—Mohamed El-Erian, chief economic advisor, Allianz


“In a world of epic, overlapping crises, Stephanie Kelton is an indispensable source of moral clarity. Whether you’re all in for MMT, or merely MMT-curious, the truths that she teaches about money, debt, and deficits give us the tools we desperately need to build a safe future for all. Read it—then put it to use.”


—Naomi Klein, author of On Fire: The Burning Case for a Green New Deal


“Kelton’s game-changing book on the myths around government deficits is both theoretically rigorous and empirically entertaining. It reminds us that money is not limited, only our imagination of what to do with it. After you read it you will never think of the public purse as a household economy again. Read it!”


—Mariana Mazzucato, author of The Value of Everything: Making and Taking in the Global Economy


“The Deficit Myth is a triumph. It is absorbing, compelling, and—most important of all—empowering. Embracing a well-researched framework that focuses on how real-world economies actually operate, she lays out a realistic path to true economic prosperity. It is an approach that focuses on Main Street and not Wall Street and will permit us to not only revitalize the struggling middle class, but address critical social problems like chronic unemployment, poverty, health care, and climate change. We of course face many binding constraints on our ability to act, but Kelton argues that the intentional underemployment of our own resources that results from the pervasive influence of deficit myths should not be one. We have needed this book for a very long time. Everyone should read it, and then reread it, before it is too late to change course.”


—John T. Harvey, professor of economics, Texas Christian University


“Kelton’s mission in this powerful book is to free us from defunct orthodox thinking about fiscal deficits rooted in the bygone era of the gold standard. Her theoretical canvas is modern monetary theory. At its core MMT offers a simple proposition: In a fiat currency world, the finances of we the people ain’t the same as a summing up of our individual budget constraints, because we the people can’t go broke, only deficit-spend our collective self into inflationary excesses. In the prevailing era of too-low inflation, the macro policy implication should be obvious: We the people presently have far more fiscal space than the deficit scold, pay-for crowd preaches. Kelton is a gifted writer and teacher and I confidently predict that The Deficit Myth, brilliantly written and argued, will become the defining book on what MMT is—and what it is not.”


—Paul Allen McCulley, retired managing director and chief economist, PIMCO, and senior fellow, Cornell University Law School


“Clear! Compelling! Eye-opening and persuasive, The Deficit Myth is an adventure in the world of budgets, jobs, trade, banking, and—above all—money. With the great force of common sense, Stephanie Kelton and the MMT team have broken through the closed circles of so-called sound finance, a stale orthodoxy that has weakened and impoverished us all. This book shows how they did it, and it blazes a path forward, toward a better world built on better ideas.”


—James K. Galbraith, The University of Texas at Austin


“A robust, well-reasoned, and highly readable walk through many common misunderstandings. A ‘must-read’ for anyone who wants to understand how government financing really works, and how it interplays with economic policy.”


—Frank Newman, US former deputy secretary of the Treasury
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Introduction


Bumper Sticker Shock


It ain’t what you know that gets you into trouble. It’s what you know for sure that just ain’t so.


—MARK TWAIN


I remember when I saw a bumper sticker on the back of a Mercedes SUV in 2008 while I made my one-hour commute from Lawrence, Kansas, to my job teaching economics at the University of Missouri in Kansas City. It featured a man, standing slightly hunched, with his pants pockets turned inside out. His face bore a hardened, serious look. He wore red-and-white striped pants, a dark-blue jacket, and a top hat adorned with stars. It was Uncle Sam. Like the driver with this bumper sticker, many people have come to believe that our government is flat broke and that its budget is unable to tackle the most important issues of our time.


Whether the policy debate is health care, infrastructure, education, or climate change, the same question inevitably arises: But how are you going to pay for it? This bumper sticker captured a real frustration and anxiety that exists over our nation’s fiscal affairs, particularly with the size of the federal deficit. Based on how politicians across parties have railed against the deficit, it’s understandable why anyone would get enraged when thinking about our government behaving imprudently. After all, if we as individuals behaved the way the government behaves, we’d soon be bankrupted just like the image of a destitute Uncle Sam.


But what if the federal budget is fundamentally different than your household budget? What if I showed you that the deficit bogeyman isn’t real? What if I could convince you that we can have an economy that puts people and planet first? That finding the money to do this is not the problem?


Copernicus and the scientists who followed him changed our understanding of the cosmos, showing that the earth revolves around the sun and not the other way around. A similar breakthrough is needed for how we understand the deficit and its relationship to the economy. When it comes to increasing our public well-being, we have far more options than we realize, but we desperately need to see through the myths that have been holding us back.


This book uses the lens of Modern Monetary Theory (MMT), of which I have been a leading proponent, to explain this Copernican shift. The main arguments that I present apply to any monetary sovereign—countries like the US, the UK, Japan, Australia, Canada, and others—where the government is the monopoly issuer of a fiat currency.1 MMT changes how we view our politics and economics by showing that in almost all instances federal deficits are good for the economy. They are necessary. And the way we have thought about them and treated them is often incomplete or inaccurate. Rather than chasing after the misguided goal of a balanced budget we should be pursuing the promise of harnessing what MMT calls our public money, or sovereign currency, to balance the economy so that prosperity is broadly shared and not concentrated in fewer and fewer hands.


The taxpayer, according to the conventional view, is at the center of the monetary universe because of the belief that the government has no money of its own. Therefore, the only money available to fund the government must ultimately come from people like us. MMT radically changes our understanding by recognizing that it is the currency issuer—the federal government itself—not the taxpayer, that finances all government expenditures. Taxes are important for other reasons that I will explain in this book. But the idea that taxes pay for what the government spends is pure fantasy.


I was skeptical when I first encountered these ideas. In fact, I resisted them. During my early training as a professional economist, I sought to refute MMT’s claims through intense research about our government’s fiscal and monetary operations. By the time I developed this into my first, published, peer-reviewed academic paper, I realized that my prior understanding had been wrong. The core idea behind MMT may have initially appeared outlandish, but it proved to be descriptively accurate. In one sense, MMT is a nonpartisan lens that describes how our monetary system actually works. Its explanatory power doesn’t depend on ideology or political party. Rather, MMT clarifies what is economically possible and thus shifts the terrain of policy debates that get hamstrung over questions of financial feasibility. MMT focuses on the broader economic and social impacts of a proposed policy change rather than its narrow budgetary impact. John Maynard Keynes’s contemporary, Abba P. Lerner, was a champion of this approach, which he dubbed functional finance. The idea was to judge policy by the way it worked or functioned. Does it control inflation, sustain full employment, and bring about a more equitable distribution of income and wealth? The particular number that falls out of the budget box each year was (and is) quite beside the point.


Do I believe the solution to all our problems is to simply spend more money? No, of course not. Just because there are no financial constraints on the federal budget doesn’t mean there aren’t real limits to what the government can (and should) do. Every economy has its own internal speed limit, regulated by the availability of our real productive resources—the state of technology and the quantity and quality of its land, workers, factories, machines, and other materials. If the government tries to spend too much into an economy that’s already running at full speed, inflation will accelerate. There are limits. However, the limits are not in our government’s ability to spend money, or in the deficit, but in inflationary pressures and resources within the real economy. MMT distinguishes the real limits from delusional and unnecessary self-imposed constraints.


You’ve probably already seen MMT’s central insights in action. I saw them up close when I worked in the US Senate. Whenever the topic of Social Security comes up, or when someone in Congress wants to put more money into education or health care, there’s a lot of talk about how everything must be “paid for” to avoid adding to the federal deficit. But have you noticed this never seems to be a problem when it comes to expanding the defense budget, bailing out banks, or giving huge tax breaks to the wealthiest Americans, even when these measures significantly raise the deficit? As long as the votes are there, the federal government can always fund its priorities. That’s how it works. Deficits didn’t stop Franklin Delano Roosevelt from implementing the New Deal in the 1930s. They didn’t dissuade John F. Kennedy from landing a man on the moon. And they never once stopped Congress from going to war.


That’s because Congress has the power of the purse. If it really wants to accomplish something, the money can always be made available. If lawmakers wanted to, they could advance legislation—today—aimed at raising living standards and delivering the public investments in education, technology, and resilient infrastructure that are critical for our long-term prosperity. Spending or not spending is a political decision. Obviously, the economic ramifications of any bill should be thoroughly considered. But spending should never be constrained by arbitrary budget targets or a blind allegiance to so-called sound finance.
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I DON’T THINK it’s a coincidence that I ended up seeing the Uncle Sam bumper sticker when I did in November of 2008. The outmoded beliefs about the government running out of money gained traction during the financial crisis that same year. Our nation was in the midst of the worst economic downturn since the Great Depression. It did feel as though we, as a country, were going broke, along with a good chunk of the rest of the world. What started as a disruption in the subprime mortgage market had spilled over into global financial markets and morphed into a full-blown economic meltdown that cost millions of Americans their jobs, their homes, and their businesses.2 Eight hundred thousand Americans lost their jobs that November alone. Millions applied for unemployment insurance, food stamps, Medicaid, and other forms of public assistance. With the economy sliding deeply into recession, tax receipts fell off a cliff and spending to support the unemployed rose sharply, pushing the deficit to a record $779 billion. There was panic all around.


Proponents of MMT, myself included, saw this as an opportunity to offer bold policy ideas to the incoming Obama administration. We urged Congress to enact a robust stimulus, calling for a payroll tax holiday, additional aid for state and local governments, and a federal job guarantee.


By January 16, 2009, America’s four largest financial institutions had lost half their value, and the labor market was hemorrhaging hundreds of thousands of jobs a month. Just like FDR, President Obama took the oath of office on January 20 at a time of historic urgency. Within thirty days, he had signed a $787 billion economic stimulus package into law. Some of his close advisers had pushed for substantially more, insisting that a minimum of $1.3 trillion would be needed to avoid a protracted recession. Others balked at anything ending in “trillion.” In the end, Obama lost his nerve.


Why? Because he was basically a conservative when it came to fiscal policy. He was surrounded by people giving him different numbers, and he decided to err on the side of caution, picking a number toward the lower end of what was presented to him. Christina Romer, his chair of the Council of Economic Advisers, understood that a crisis of this magnitude could not be handled with the more modest $787 billion intervention. She made the case for an ambitious trillion-plus stimulus, saying, “Well, Mr. President, this is your ‘holy-shit moment.’ It’s worse than we thought.”3 She had run the numbers, and she concluded that a package as large as $1.8 trillion might be required to combat the worsening recession. But that option was nixed by Lawrence Summers, the Harvard economist and former treasury secretary who became Obama’s chief economic adviser. Summers might have preferred a bigger stimulus, but he worried that asking Congress for anything close to $1 trillion would provoke ridicule, saying that “the public wouldn’t stand for it, and it would never get through Congress.”4 David Axelrod, who would go on to become senior adviser to the president, agreed, worrying that anything over a trillion would create “sticker shock” in Congress and with the American people.


The $787 billion that Congress ultimately authorized included money to help state and local governments cope with the downturn, funding for infrastructure and green investment projects, and substantial tax breaks to encourage private sector consumption and investment. It all helped, but not nearly enough. The economy shrank, and as the deficit climbed to more than $1.4 trillion, President Obama faced questions about the rising tide of red ink. On May 23, 2009, he appeared in an interview on C-SPAN. The show’s host, Steve Scully, asked, “At what point do we run out of money?”5 The president responded, “Well, we are out of money now.” And there it was. The president had just reinforced what the driver with the Uncle Sam bumper sticker suspected all along. The United States was broke.


The Great Recession, which lasted from December 2007 to June 2009, left permanent scars on communities and families across the United States and beyond. It took more than six years for the US labor market to recover all 8.7 million jobs that were lost between December 2007 and early 2010.6 Millions struggled for a year or longer before finding employment. Many never did. And some who were fortunate enough to find work often had to settle for part-time employment or take jobs that paid substantially less than they had been earning. Meanwhile, the foreclosure crisis swallowed $8 trillion in housing wealth, and an estimated 6.3 million people—including 2.1 million children—were pushed into poverty between 2007 and 2009.7


Congress could and should have done more, but the deficit myth had taken hold. By January 2010, with the unemployment rate at a staggering 9.8 percent, President Obama was already moving in the opposite direction. That month, in his State of the Union address, he committed to a reversal of fiscal stimulus, telling the nation, “Families across the country are tightening their belts and making tough decisions. The federal government should do the same.” What followed was a sustained period of self-inflicted harm.


The Federal Reserve Bank of San Francisco (FRBSF) estimates that the financial crisis and the lackluster recovery robbed the US economy of up to 7 percent of its output potential from 2008 to 2018. Think of this as a measure of all of the goods and services (and income) we could have produced over that decade but didn’t because we failed to do enough to support our economy by protecting jobs and keeping people in their homes. By not getting the policy response right, we set the stage for a slow and weak recovery that harmed our communities and translated into trillions of dollars in foregone prosperity for our economy. According to the FRBSF, the decade of subpar economic growth cost every man, woman, and child in America the equivalent of $70,000.


Why didn’t we make better policy? You might think the answer is that our two-party system has become so divided that Congress was just incapable of doing the right thing, even when confronted with a national calamity that threatened the security of average Americans and big corporations alike. And there is certainly some truth to that. In 2010, Senate majority leader Mitch McConnell boasted openly that “the single most important thing we want to achieve is for President Obama to be a one-term president.” But party politics weren’t the only obstacle. The politics of deficit hysteria, embraced by both sides for decades, served as an even bigger impediment.


Bigger deficits would have enabled a faster and stronger recovery, protecting millions of families and avoiding trillions in economic losses. But no one with any real power fought for bigger deficits. Not President Obama, not most of his senior advisers, not even the most progressive members of the House and Senate. Why? Did everyone really believe that the government had run out of money? Or were they just afraid of offending the sensibilities of voters like the one who placed that bumper sticker on her Mercedes?


We can’t use deficits to solve problems if we continue to think of the deficit itself as a problem. Right now, about half of Americans (48 percent) say that reducing federal budget deficits should be a top priority for the president and Congress. This book aims to drive the number of people who believe the deficit is a problem closer to zero. It won’t be easy. To get there, we’re going to have to carefully unravel the myths and misunderstandings that have shaped our public discourse.
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THE FIRST SIX chapters of the book dispel the deficit myths that have hobbled us as a country. To begin, I tackle the idea that the federal government should budget like a household. Perhaps no myth is more pernicious. The truth is, the federal government is nothing like a household or a private business. That’s because Uncle Sam has something the rest of us don’t—the power to issue the US dollar. Uncle Sam doesn’t need to come up with dollars before he can spend. The rest of us do. Uncle Sam can’t face mounting bills he can’t afford to pay. The rest of us might. Uncle Sam will never go broke. The rest of us could. When governments try to manage their budgets like households, they miss out on the opportunity to harness the power of their sovereign currencies to substantially improve life for their people. We will show how MMT demonstrates that the federal government is not dependent on revenue from taxes or borrowing to finance its spending and that the most important constraint on government spending is inflation.


The second myth is that deficits are evidence of overspending. It’s an easy conclusion to reach because we’ve all heard politicians lament deficits as proof that the government is “living beyond its means.” That’s a mistake. It is true that a deficit is recorded on the government’s books whenever it spends more than it taxes. But that’s only half the story. MMT paints the rest of the picture using some simple accounting logic. Suppose the government spends $100 into the economy but collects just $90 in taxes. The difference is known as the government deficit. But there’s another way to look at that difference. Uncle Sam’s deficit creates a surplus for someone else. That’s because the government’s minus $10 is always matched by a plus $10 in some other part of the economy. The problem is that policy makers are looking at the picture with one eye shut. They see the budget deficit, but they’re missing the matching surplus on the other side. And since many Americans are missing it, too, they end up applauding efforts to balance the budget, even though it could mean taking money out of their pockets. It is possible for the government to spend too much. Deficits can be too big. But evidence of overspending is inflation, and most of the time deficits are too small, not too big.


The third myth is that deficits will burden the next generation. Politicians love to trot out this myth, proclaiming that by running deficits we are ruining the lives of our children and grandchildren, saddling them with crippling debt that they will eventually have to repay. One of the most influential perpetrators of this myth was Ronald Reagan. But even Senator Bernie Sanders has echoed Reagan, saying, “I am concerned about the debt. It’s not something we should be leaving to our kids and our grandchildren.”8


While this rhetoric is powerful, its economic logic is not. History bears this out. As a share of gross domestic product (GDP), the national debt was at its highest—120 percent—in the period immediately following the Second World War. Yet, this was the same period during which the middle class was built, real median family income soared, and the next generation enjoyed a higher standard of living without the added burden of higher tax rates. The reality is that government deficits don’t force financial burdens forward onto future populations. Increasing the deficit doesn’t make future generations poorer, and reducing deficits won’t make them any richer.


The fourth myth we’ll tackle is the notion that deficits are harmful because they crowd out private investment and undermine long-term growth. This myth is mostly circulated by mainstream economists and policy wonks who should know better. It relies on the faulty assumption that in order to finance its deficits the government must compete with other borrowers for access to a limited supply of savings. Here, the idea is that government deficits eat up some of the dollars that would otherwise have been invested in private sector endeavors that promote long-term prosperity. We will see why the reverse is true—fiscal deficits actually increase private savings—and can easily crowd-in private investment.


The fifth myth is that deficits make the United States dependent on foreigners. This myth would have us believe that countries like China and Japan have enormous leverage over us because they hold large quantities of US debt. We will see this is a fiction that politicians wittingly or unwittingly propagate, often as an excuse to ignore social programs in desperate need of funding. Sometimes this myth has used the metaphor of irresponsibly taking out a foreign credit card. This misses the fact that the dollars aren’t originating from China. They’re coming from the US. We’re not really borrowing from China so much as we’re supplying China with dollars and then allowing them to trade those dollars in for a safe, interest-bearing asset called a US Treasury. There is absolutely nothing risky or pernicious about this. If we wanted to, we could pay off the debt immediately with a simple keystroke. Mortgaging our future is yet one more instance of not understanding—or willfully misconstruing for political purposes—how sovereign currencies actually work.


The sixth myth we’ll consider is that entitlements are propelling us toward a long-term fiscal crisis. Social Security, Medicare, and Medicaid are the supposed culprits. I will show you why this way of thinking is wrong. There is absolutely no good reason for Social Security benefits, for example, to ever face cuts. Our government will always be able to meet future obligations because it can never run out of money. Instead of arguing over the monetary cost of these programs, lawmakers should be fighting about whose policies stand the best chance of meeting the needs of our entire population. The money can always be there. The question is, What will that money buy? Changing demographics and the impacts of climate change are real challenges that could put stress on available resources. We need to make sure that we’re doing everything we can to manage our real resources and develop more sustainable methods of production as the baby boom generation ages out of the workforce. But when it comes to paying out benefits, we can always afford to keep our promises to current retirees and to the generations that will follow them.


After we fully examine the faulty thinking underlying these six myths and counter them with solid evidence, we will consider the deficits that do matter. The real crises that we’re facing have nothing to do with the federal deficit or entitlements. The fact that 21 percent of all children in the United States live in poverty—that’s a crisis. The fact that our infrastructure is graded at a D+ is a crisis. The fact that inequality today stands at levels last seen during America’s Gilded Age is a crisis. The fact that the typical American worker has seen virtually no real wage growth since the 1970s is a crisis. The fact that forty-four million Americans are saddled with $1.7 trillion in student loan debt is a crisis. And the fact that we ultimately won’t be able to “afford” anything at all if we end up exacerbating climate change and destroying the life on this planet is perhaps the biggest crisis of them all.


These are real crises. The national deficit is not a crisis.
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THE CRIME OF the tax bill signed by President Trump in 2017 is not that it added to the deficit but that it used the deficit to provide help to those who needed it least. It has widened inequality, putting more political and economic power into the hands of the few. MMT understands that building a better economy isn’t contingent on raising enough revenue to pay for the things we want. We can, and must, tax the rich. But not because we can’t afford to do anything without them. We should tax billionaires to rebalance the distribution of wealth and income and to protect the health of our democracy. But we don’t need to crack open their piggy banks to eradicate poverty or to have the federal job guarantee with a living wage that Coretta Scott King fought for. We already have the tools we need. Feigning dependence on those with incredible wealth sends the wrong message, making them appear more vital to our cause than they actually are. That’s not to suggest that deficits don’t matter, so we can throw caution to the wind and simply spend, spend, spend. The economic framework that I’m advocating for is asking for more fiscal responsibility from the federal government, not less. We just need to redefine what it means to budget our resources responsibly. Our misconceptions about the deficit leave us with so much waste and untapped potential within our current economy.


MMT gives us the power to imagine a new politics and a new economy. It challenges the status quo across the political spectrum with sound economics, and that is why it is generating so much interest around the world from policy makers, academics, central bankers, finance ministers, activists, and ordinary people. MMT’s lens enables us to see that another kind of society is possible, one in which we can afford to invest in health care, education, and resilient infrastructure. In contrast to narratives of scarcity, MMT promotes a narrative of opportunity. Once we overcome the myths and accept that federal deficits are actually good for the economy, we can pursue fiscal policies that prioritize human need and public interest. We have nothing to lose but our self-imposed constraints.


The United States is the wealthiest country in the history of the world. But even when Americans were at their poorest during the Great Depression, we managed to establish Social Security and the minimum wage, electrify rural communities, provide federal housing loans, and fund a massive jobs program. Like Dorothy and her companions in The Wizard of Oz, we need to see through the myths and remember once again that we’ve had the power all along.


As this book was going to press, the COVID-19 virus hit with full force, giving us a vivid, real-world demonstration of the power of the MMT way of thinking. Entire industries are shutting down. Job losses are mounting, and there is the potential for an economic collapse that could put unemployment on par with the percentages last seen during the Great Depression. Congress has already committed more than $1 trillion to fight the health pandemic and the unfolding economic crisis. Much more will be needed.


The federal deficit, which was expected to top $1 trillion before the virus became a threat, will likely skyrocket beyond $3 trillion in the months ahead. If history is any lesson, anxiety over rising budget deficits will lead to pressure to reduce fiscal support in order to wrestle deficits lower. That would be an unmitigated disaster. Right now, and in the months ahead, the most fiscally responsible way to manage the crisis is with higher deficit spending.


The next year will be incredibly difficult for all of us. We will live with a heightened state of anxiety until the virus is contained and a vaccine is widely available. Many of us will experience social and economic hardship. There is enough to worry about without piling on additional concerns over our nation’s fiscal situation. This is as good a moment as any to learn some important lessons about where money comes from and why the federal government—and only the federal government—can step up and save the economy.




1


Don’t Think of a Household


Families across the country are tightening their belts and making tough decisions. The federal government should do the same.


—PRESIDENT OBAMA, STATE OF THE UNION ADDRESS, 2010


MYTH #1: The federal government should budget like a household.


REALITY: Unlike a household, the federal government issues the currency it spends.


Like many of you, I grew up watching the television show Sesame Street. One of the skills it helped young kids develop was the ability to sort objects according to their similarities and differences. “One of these things is not like the other one,” the song began as this segment of the show started. Four images appeared in a matrix on the screen: a banana, an orange, a pineapple, and a sandwich. “The sandwich! The sandwich!” my sister and I would holler back at the TV set. I’m no longer a kid, but I still find myself hollering back at the TV whenever I hear someone talk about the federal government’s budget as if it were no different from a household budget.


If you’ve heard someone complain that Washington needs to get its fiscal house in order, you’ve heard a version of the household myth. It derives from the flawed idea that we should look at Uncle Sam’s budget through the same lens we use to manage our own family budgets. Of all the myths we’re going to explore in the pages ahead, this is undoubtedly the most pernicious.


It’s a favorite among politicians, who tend to look for the simplest possible rhetoric to connect with their constituents. And what could be easier than describing the government’s finances in terms the rest of us already understand—our own. We all know it’s important to keep our personal spending in line with our overall income. So, when we hear someone come along and talk about government finances in ways that remind us of our own, it hits home. It’s got a folksy, kitchen-table feel to it.


We’ve all seen it done. In campaign ads and town halls across America, politicians point to the small businessman or the hardworking waitress, holding them up as shining examples of what responsible budgeting looks like. They empathize with the struggles of everyday Americans, reminding us that we all know what it’s like to sit around the kitchen table and balance the family checkbook. Then, in the hope of drawing outrage from the crowd, they shift the conversation to the federal government, telling us that Uncle Sam’s books almost never balance because irresponsible spending has become a way of life in Washington, DC.


Stories like these resonate with us because the language is so familiar. We know that we’re supposed to live within our means and arrange our finances so that we aren’t spending more than we bring in. We know we need to set aside some savings for the future and that we should be extra careful when it comes to borrowing money. Taking on too much debt can lead to bankruptcy, foreclosure, and even incarceration.


We know people can go broke, and we’ve seen iconic companies like RadioShack and Toys “R” Us get driven into bankruptcy when they could no longer afford to pay the bills. Even cities (Detroit) and states (Kansas) can run into big trouble when they’re not bringing in enough money to cover their expenses. Every family sitting around the kitchen table understands these realities. What they don’t understand is why the federal government (Uncle Sam) is different.


To understand why, we go right to the heart of MMT.


Issuers Versus Users of Currency


MMT takes as its starting point a simple and incontrovertible fact: our national currency, the US dollar, comes from the US government, and it can’t come from anywhere else—at least not legally. Both the US Treasury and its fiscal agent, the Federal Reserve, have the authority to issue the US dollar. This might involve minting the coins in your pocket, printing up the bills in your wallet, or creating digital dollars known as reserves that exist only as electronic entries on bank balance sheets. The Treasury manufactures the coins, and the Federal Reserve creates the rest. Once you appreciate the significance of this reality, you will be able to unravel many of the deficit myths on your own.


Even though you may not have given it much thought before, something inside you probably already understands this basic truth. I mean, think about it. Can you create US dollars? Sure, you can earn them, but can you manufacture them? Maybe with high-tech engraving equipment you could set up shop in your basement and produce something that looks very much like the US dollar. Or maybe you could hack into the computer at the Federal Reserve and type up some digital dollars. But we both know you’ll end up in an orange jumpsuit if you get caught trying to counterfeit the currency. That’s because the US Constitution grants the federal government the exclusive right to issue the currency.1 As the Federal Reserve Bank of St. Louis put it, the US government is “the sole manufacturer of dollars.”2


The term monopoly refers, of course, to a market in which there is only one supplier of some product. Since the federal government is the sole manufacturer of US dollars, we can think of it as having a monopoly over the dollar itself. It’s kind of like a being given a super copyright (one that never expires) over the ability to make additional copies of the dollar. It’s an exclusive power, articulated by our founders. It’s not something households, businesses, or state and local governments can do. Only the federal government can issue our currency. Everyone else is merely a currency user. It’s a special power that must be exercised with great care.


Going back to Sesame Street, we can easily identify which of the things in Exhibit 1 is not like the others.


[image: Image Missing]


EXHIBIT 1. Currency Users Versus Issuers


The distinction between currency users and the currency issuer lies at the heart of MMT. And as we will see in the pages ahead, it has profound implications for some of the most important policy debates of our time, such as health care, climate change, Social Security, international trade, and inequality.


To take full advantage of the special powers that accrue to the currency issuer, countries need to do more than just grant themselves the exclusive right to issue the currency. It’s also important that they don’t promise to convert their currency into something they could run out of (e.g., gold or some other country’s currency). And they need to refrain from borrowing (i.e., taking on debt) in a currency that isn’t their own.3 When a country issues its own nonconvertible (fiat) currency and only borrows in its own currency, that country has attained monetary sovereignty.4 Countries with monetary sovereignty, then, don’t have to manage their budgets as a household would. They can use their currency-issuing capacity to pursue policies aimed at maintaining a full employment economy.


Sometimes, people ask me whether MMT applies to countries outside the United States. It does! Even though the US dollar is considered special because of its status as the global reserve currency, lots of other countries have the power to make their monetary systems work for their people. So, if you’re reading this book outside the USA, don’t assume there are no important lessons here for you and your country. On the contrary, MMT can be used to describe and improve the policy choices available to any country with a high degree of monetary sovereignty—the US, Japan, the UK, Australia, Canada, and many more. And, as we’ll see in Chapter 5, MMT also offers insights for countries with little or no monetary sovereignty—nations like Panama, Tunisia, Greece, Venezuela, and many more.


MMT helps us to see why countries that fix their exchange rates, like Argentina did until 2001, or that take on debt denominated in a foreign currency, like Venezuela has done, undermine their monetary sovereignty and subject themselves to the kinds of constraints faced by other currency users, such as Italy, Greece, and other eurozone countries. When countries with little or no monetary sovereignty fail to prioritize budget discipline, they can face unsustainable debts just like a household. In contrast, the United States never has to worry about running out of money. It can always pay the bills, even the big ones. The US can’t end up like Greece, which gave up its monetary sovereignty when it stopped issuing the drachma in order to use the euro. America is not dependent on China (or anyone else) for financing.


Most importantly, having monetary sovereignty means that a country can prioritize the security and well-being of its people without needing to worry about how to pay for it.


Thatcher’s Backward Dictum: (TAB)S


In a now-famous speech from 1983, British prime minister Margaret Thatcher declared that “the state has no source of money, other than the money people earn themselves. If the state wishes to spend more it can only do so by borrowing your savings or by taxing you more.”5 This was Thatcher’s way of saying that the government’s finances were constrained in the same way our personal finances are constrained. In order to spend more, the government would need to raise the money. “We know that there is no such thing as public money,” she added. “There is only taxpayer money.” If the British people wanted more from their government, they would have to foot the bill.


Was it an innocent mistake or a carefully crafted statement designed to discourage the British people from demanding more from their government? I’m not sure. Regardless of her motives, Thatcher’s remarks concealed the currency-issuing power of the state. More than three decades later, political leaders in currency-issuing nations like the UK and the US still talk as though we, the taxpayers, are the ultimate source of the government’s money. As former British prime minister Theresa May put it more recently, the government doesn’t have a “magic money tree.”6 Unless they take more of our money, we’re told, the government can’t afford to top up spending on existing programs much less fund ambitious new projects.


To most of us, the idea that the government must tax more to spend more probably sounds reasonable. And our politicians know it. They also know that most of us don’t want to see our taxes go up, so they twist themselves into knots, trying to figure out how to win votes by vowing to do big things without asking the majority of us to pay more. For example, Donald Trump promised the American people that Mexico would pay for his border wall, while Democrats have insisted that billionaires and Wall Street banks can foot the bill for many of their ambitious programs. The money has to come from somewhere, right? Actually, we’ve got it backward. But before we get to that, let’s walk through the conventional understanding so it will be easier to contrast this backward thinking with the way things actually work.


Recall that the finances we understand best are our own, and we know that we need to come up with money before we can spend. So, the idea that the federal government must collect funds in order to spend seems intuitively correct. Extrapolating from our own experiences, we know that we can’t walk out of the department store with a new pair of shoes or drive away from the car dealership in a sporty new vehicle unless we come up with the financing first. According to conventional thinking, the government relies on two sources of funding: it can raise your taxes, or it can borrow your savings. Taxes allow the government to collect money from people who have it, which means taxes are looked upon as a way to transfer money to the federal government. If the government wants to spend more than it collects by taxing, it can raise additional funds by borrowing from savers. In either case, the idea is that the government must come up with the money before it can spend. That’s how most of us have been taught to understand the government’s fiscal operations. Taxing and borrowing come first. Spending comes last. A handy mnemonic for the conventional way of thinking is (TAB)S: taxing and borrowing precede spending.


Because we’ve been trained to believe that, like each of us, the government must “find the money” before it can spend, everyone becomes obsessed with the question: How are you going to pay for it? We’ve been conditioned to expect our elected officials to offer a blueprint that maps out the source of every new dollar they wish to spend. Even the most progressive candidates fear that they’ll be eaten alive if their proposals add to the deficit, so borrowing is almost never an option. To show that their policies won’t add to the deficit, they hunt for ways to squeeze more tax revenue out of the economy, usually targeting those who can most easily afford to pay more. For example, Senator Bernie Sanders insists that a financial transactions tax will cover the cost of making public colleges and universities tuition-free, and Senator Elizabeth Warren claims that a 2 percent tax on fortunes above $50 million would raise enough revenue to wipe out student debt for 95 percent of students and also pay for universal childcare and free college. In both cases, the goal is to demonstrate that everything can be paid for by taxing the richest people in America. As we’ll see in the pages ahead, there’s often room to fund new programs without the need for higher taxes. Adding to the deficit shouldn’t be looked upon as a taboo. Taxes are critically important, but there’s no reason to assume the government must raise taxes whenever it wants to invest in our economy.


In practice, the federal government almost never collects enough taxes to offset all of its spending. Deficit spending is the norm, and everyone in Washington, DC, knows it. And so do voters. That’s why so many politicians complain that Congress needs to get its fiscal house in order before it’s too late. To demonstrate their commitment to good, old-fashioned household budgeting, the Democrats, led by Speaker Nancy Pelosi (D-CA) reinstated a budget rule known as pay as you go (PAYGO) in 2018. With PAYGO in place, borrowing to finance new expenditures is technically off limits. That reduces (TAB)S to just tax and spend (T)S, so lawmakers face intense pressure to cover any proposed new spending with revenue from new taxes.7


Is this a good political strategy? Is it good economics? It certainly sounds like a wholesome approach to budgeting. But it’s rooted in a flawed understanding of how the federal government actually spends. In fact, it gets everything backward.


How the Currency Issuer Spends: S(TAB)


Because it’s the dominant way of thinking, most of us probably carry a version of the (TAB)S model in our minds. Even if we have never spent a moment of our time thinking about the inner workings of the federal budget, we probably believe that the government needs our money to help pay the bills. We might even feel a bit patriotic about the check we send off to the Internal Revenue Service (IRS) every April, proud to have done our small part in building low-income housing, paying our men and women in uniform, and supporting our farmers with generous subsidies. I hate to be the bearer of uncomfortable news, but that’s not what’s actually happening. If you’re not already doing so, you should probably sit down. Are you ready? Your taxes don’t actually pay for anything, at least not at the federal level. The government doesn’t need our money. We need their money. We’ve got the whole thing backward!


When I first encountered this way of understanding how taxing and spending work in actual practice, I recoiled. It was 1997, and I was midway through a PhD program in economics when someone shared a little book called Soft Currency Economics with me.8 The book’s author, Warren Mosler, was a successful Wall Street investor, not an economist, and his book was about how the economics profession was getting almost everything wrong. I read it, and I wasn’t convinced.


According to Mosler, the government spends first and then taxes or borrows. That sequencing turns Thatcher’s dictum completely around, reordering the mnemonic to give us S(TAB): spending before taxing and borrowing. By Mosler’s reasoning, the government doesn’t go around looking for someone else to pick up the TAB, it just spends its currency into existence. Warren saw things that most economists were missing. To many of us, his ideas initially sounded completely original, but most weren’t. They were only new to us. It turns out they could be found (and we found them) in canonical texts, like Adam Smith’s Wealth of Nations or in John Maynard Keynes’s two-volume classic, A Treatise on Money. Anthropologists, sociologists, philosophers, and others had long ago arrived at similar conclusions about the nature of money and the role of taxes, but the economics profession had largely lagged behind.


Mosler is considered the father of MMT because he brought these ideas to a handful of us in the 1990s. He says he doesn’t know how he came up with this way of understanding taxing and government spending but that it just struck him after his years of experience working in financial markets. He was used to thinking in terms of debits and credits because he had been trading financial instruments and watching funds transfer between bank accounts. One day, he started to think about where all those dollars must have originally come from. It occurred to him that before the government could subtract (debit) any dollars away from us, it must first add (credit) them. He reasoned that spending must have come first, otherwise where would anyone have gotten the dollars they needed to pay the tax? Although the logic seemed infallible, I felt certain his story couldn’t be right. How could it? It turned everything I thought I understood about money, taxes, and government spending on its head. I had studied economics with world-renowned economists at Cambridge University, and none of my professors had ever said anything like this. In fact, all of the models they taught me were compatible with Thatcher’s dictum that governments must tax or borrow before they can spend.9 Was it really possible that nearly everyone had it wrong? I had to find out.


In 1998, I visited Mosler at his home in West Palm Beach, Florida, where I spent hours listening to him explain his thinking. He began by referring to the US dollar as “a simple public monopoly.” Since the US government is the sole source of dollars, it was silly to think of Uncle Sam as needing to get dollars from the rest of us. Obviously, the issuer of the dollar can have all the dollars it could possibly want. “The government doesn’t want dollars,” Mosler explained. “It wants something else.”


“What does it want?” I asked.


“It wants to provision itself,” he replied. “The tax isn’t there to raise money. It’s there to get people working and producing things for the government.”


“What kinds of things?” I asked.


“A military, a court system, public parks, hospitals, roads, bridges. That kind of stuff.”


To get the population to do all that work, the government imposes taxes, fees, fines, or other obligations. The tax is there to create a demand for the government’s currency. Before anyone can pay the tax, someone has to do the work to earn the currency.


My head spun. Then he told me a story.


Mosler had a beautiful beachfront property with a swimming pool and all the luxuries of life anyone could hope to enjoy. He also had a family that included two young kids. To illustrate his point, he told me a story about the time he sat his kids down and told them he wanted them to do their part to help keep the place clean and habitable. He wanted the yard mowed, beds made, dishes done, cars washed, and so on. To compensate them for their time, he offered to pay them for their labor. Three of his business cards if they made their beds. Five for doing the dishes. Ten for washing a car and twenty-five for tending to the yard work. Days turned into weeks, and the house became increasingly uninhabitable. The grass grew knee high. Dishes piled up in the sink, and the cars were covered in sand and salt from the ocean breeze. “Why aren’t you doing any work?” Mosler asked the kids. “I told you I would pay you some of my business cards to pitch in around here.” “D-a-a-a-a-ad,” the kids intoned. “Why would we work for your business cards? They’re not worth anything!”


That’s when Mosler had his epiphany. The kids hadn’t done any chores because they didn’t need his cards. So, he told the kids he wasn’t requiring them to do any work at all. All he wanted was a payment of thirty of his business cards, each month. Failure to pay would result in a loss of privileges. No more TV, use of the swimming pool, or trips to the mall. It was a stroke of genius. Mosler had imposed a “tax” that could only be paid using his own monogrammed paper. Now the cards were worth something.


Within hours, the kids were scurrying around, tidying up their bedrooms, the kitchen, and the yard. What was once considered a worthless rectangular calling card was suddenly perceived as a valuable token. But why? How did Mosler get the kids to do all that work without forcing them to do any chores? Simple. He put them in a situation where they needed to earn his “currency” to stay out of trouble. Each time the kids did some work, they got a receipt (some business cards) for the task they had performed. At the end of the month, the kids returned the cards to their father. As Mosler explained, he didn’t actually need to collect his own cards back from the kids. “What would I want with my own tokens?” he asked. He had already gotten what he really wanted out of the deal—a tidy house! So why did he bother taxing the cards away from the kids? Why didn’t he let them hold on to them as souvenirs? The reason was simple: Mosler collected the cards so the kids would need to earn them again next month. He had invented a virtuous provisioning system! Virtuous in this case means that it keeps repeating.


Mosler used this story to illustrate some basic principles about the way sovereign currency issuers actually fund themselves. Taxes are there to create a demand for government currency. The government can define the currency in terms of its own unique unit of account—a dollar, a yen, a pound, a peso—and then give value to its own otherwise worthless paper by requiring it in payment of taxes or other obligations. As Mosler jokes, “Taxes turn litter into currency.” At the end of the day, a currency-issuing government wants something real, not something monetary. It’s not our tax money the government wants. It’s our time. To get us to produce things for the state, the government invents taxes or other kinds of payment obligations. This isn’t the explanation you’ll find in most economics textbooks, where a superficial story about money being invented to overcome the inefficiencies associated with bartering—trading goods without the use of money—is preferred. In that story, money is just a convenient device that sprang up organically as a way to make trade more efficient. Although students are taught that barter was once omnipresent, a sort of natural state of being, scholars of the ancient world have found little evidence that societies were ever organized around barter exchange.10


MMT rejects the ahistorical barter narrative, drawing instead on an extensive body of scholarship known as chartalism, which shows that taxes were the vehicle that allowed ancient rulers and early nationstates to introduce their own currencies, which only later circulated as a medium of exchange among private individuals. From inception, the tax liability creates people looking for paid work (aka unemployment) in the government’s currency. The government (or other authority) then spends its currency into existence, giving people access to the tokens they need to settle their obligations to the state. Obviously, no one can pay the tax until the government first supplies its tokens. As a simple point of logic, Mosler explained that most of us had the sequencing wrong. Taxpayers weren’t funding the government; the government was funding the taxpayers.11


It started to make sense to me, at least in theory. I began to think of the government as the currency monopolist. Mosler’s argument brought back childhood memories, in this case playing the board game Monopoly with my family when I was just a kid. As I thought about the rules of the game, I began to see the parallels even more clearly. For one thing, the game can’t begin until someone is put in control of the currency. The players don’t pony up the money to get the game underway. They can’t, because they don’t have it yet. The currency has to be issued before anyone can get it. After the initial dispensation, the players move around the board, buying property, paying rent, landing in jail, or drawing a card that instructs them to pay $50 to the IRS. Each time a player rounds the board, they receive a $200 payment from the person who controls the currency. Because the players are merely users of the currency, they can and do go broke. The issuer, however, can never run out of money. In fact, the official rules12 of the game literally read: “The Bank never ‘goes broke.’ If the Bank runs out of money, the Banker may issue as much more money as may be needed by writing on any ordinary paper” (emphasis mine).


I thought about this idea of writing on paper to make money when I took my own kids on a tour of the US Bureau of Engraving and Printing in Washington, DC. If you haven’t done it, I highly recommend it. It’s eye opening. You can schedule a tour on the government’s own website: www.moneyfactory.gov. It’s a far more sophisticated operation than making Monopoly money by “writing on any ordinary paper,” but it amounts to much the same thing. It’s one of the places where the issuer of our currency manufactures it.13 One of the first things I noticed was an enormous neon sign, suspended high above the engraving equipment. The sign read: “We Make Money the Old-Fashioned Way. We Print It.” Everyone wanted to take a picture of it, but photos aren’t permitted on the tour. The crowd marveled at the sight as reams of uncut $10s, $20s and $100s spun from the machines. Then someone said what we were all thinking. “I wish I could do that!” Alas, to avoid the orange jumpsuits we need to leave the manufacturing to the US Bureau of Engraving and Printing.


Those notes make up part of the supply of US currency. As those old mason jars full of pennies, nickels, and dimes on your grandmother’s shelf attest, the government also issues US currency in the form of coins. Just as the Federal Reserve describes itself as “the issuing authority for all Federal Reserve notes,” the US Mint describes itself as “the nation’s sole manufacturer of legal tender coinage.” Finally, the Federal Reserve issues digital dollars, known as bank reserves.14 These are created exclusively via keystrokes on a computer controlled by the government’s fiscal agent, the Federal Reserve. When the Wall Street banks needed trillions of dollars to survive the 2008 financial crisis, the Fed effortlessly conjured them into existence using nothing more than a keyboard at the New York Federal Reserve Bank.


To the average person, it might seem as though the government literally takes the bills rolling off its printing press or coins tumbling from its minting machines to pay its bills. Cable news shows certainly love the imagery of the mass production of money. They’ll often air a story about government spending while running a video of newly manufactured dollars spewing from the printing press. But Federal Reserve notes and coins are mostly there for our convenience. It would be way too clunky for the federal government to pay Boeing for a fleet of new fighter jets with an enormous stockpile of physical currency. That’s just not how it works.


Instead of handing over fistfuls of cash, as in Monopoly, the federal government makes most of its payments the way a scorekeeper assigns points in a game of bridge. Except, instead of writing the points on a scorecard, payments simply get typed into a keyboard by someone at the Federal Reserve. Let me explain.


Take military spending. In 2019, the House and Senate passed legislation that increased the military budget, approving $716 billion, nearly $80 billion more than Congress had authorized in fiscal year 2018.15 There was no debate about how to pay for the spending. No one asked, Where will we get the extra $80 billion? Lawmakers didn’t raise taxes or go out and borrow an extra $80 billion from savers so that the government could afford to make the additional payments. Instead, Congress committed to spending money it did not have. It can do that because of its special power over the US dollar. Once Congress authorizes the spending, agencies like the Department of Defense are given permission to enter into contracts with companies like Boeing, Lockheed Martin, and so on. To provision itself with F-35 fighters, the US Treasury instructs its bank, the Federal Reserve, to carry out the payment on its behalf. The Fed does this by marking up the numbers in Lockheed’s bank account. Congress doesn’t need to “find the money” to spend it. It needs to find the votes! Once it has the votes, it can authorize the spending. The rest is just accounting. As the checks go out, the Federal Reserve clears the payments by crediting the sellers’ account with the appropriate number of digital dollars, known as bank reserves.16 That’s why MMT sometimes describes the Fed as the scorekeeper for the dollar. The scorekeeper can’t run out of points.


Think about where the points come from when you play a card game or go to a basketball game. They don’t come from anywhere! They’re just conjured into existence by the person doing the recordkeeping. When a basketball player drains a shot from behind the three-point line, three points are added to the team’s total. Does the scorekeeper reach into a bucket to get those three points? Of course not! The scorekeeper doesn’t actually have any points. To record the three-point shot, the scorekeeper simply changes the number up, and the bigger number lights up on the scoreboard. Now, suppose the play gets reviewed and the referees determine that the shot clock had run out. The points are taken away. But note that the arena doesn’t actually collect anything back. It’s just adding and subtracting points, the same way the federal government adds and subtracts dollars from the economy when it spends and taxes. Uncle Sam doesn’t lose any dollars when he spends, and he doesn’t get any dollars when he taxes. That’s why former Fed chairman Ben Bernanke refuted the claim that taxpayer dollars were being used to rescue banks after the financial crisis. “The banks have accounts with the Fed,” he explained. “We just use the computer to mark up the size of the accounts.” Taxpayers didn’t bail out Wall Street. The scorekeeper did.


Bernanke’s comments might remind some of you of the popular television show Whose Line Is It Anyway? The host, Drew Carey, introduced every episode by saying, “A show where everything’s made up and the points don’t matter.” It was improv comedy, so everything really was made up. Throughout the show, Carey awarded imaginary points, based on how thoroughly he and the audience were amused by the other comedians. No one could do anything with the points, so they really didn’t matter. The government’s points, however, do matter.


For one thing, you and I need dollars to pay our taxes. And because taxes (and death) are an inescapable fact of life, the government’s currency occupies a central place in our economic lives. Once a tax-backed currency like the US dollar is introduced, it usually becomes the standard unit in which everything else is priced. Walk into any restaurant or shopping mall in the United States, and you’ll find a seller who is trying to earn dollars. Enter a courthouse and you’ll find a judge awarding damages in US dollars. Log on to your computer to order a pizza, and you’ll be expected to pay in dollars. We need the dollars, and we get them from the only place they can come from, the currency issuer. The pizza parlor and the department store need them, too, because, ultimately, they’ll have to pay taxes as well. Even state and local governments rely on them because they have to pay the teachers, judges, firefighters, and police officers, all of whom expect to be paid in dollars. Only the scorekeeper is different. Uncle Sam doesn’t need dollars. When he collects taxes from us, he’s just subtracting away some of our dollars. He doesn’t actually get any dollars.
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