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Modern Monetary Theory Meets
Greece and Chicago

George S. Tavlas

The issue is not where to find the money. . . . The money is
there.

—George Papandreou (2009)

Coming up with money is the easy part.
[T]he money will be there.

—Stephanie Kelton (2020)

During the fall of 2009, George Papandreou headed the ticket of
the Panhellenic Socialist Movement, known by its acronym PASOK,
against the then-governing conservative party, New Democracy, in
the Greek national elections. Papandreou ran on a platform that fea-
tured highly expansive fiscal spending. During a press conference on
September 13, 2009, he was asked where he would find the money
to fund his party’s spending proposals. His answer was that given in
the above quotation, by which he meant that Greece had abundant
fiscal space to increase government spending; he believed that tax
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revenues could be sharply raised through stricter enforcement of
laws against tax evasion. On October 4, PASOK won a landslide elec-
toral victory, garnering 43.9 percent of the popular vote, compared
with 33.5 percent for the second-place, incumbent New Democracy
party, with the result that Papandreou became Greece’s prime min-
ister. In the following months, a sovereign-debt crisis erupted in
Greece that, within a year, engulfed much of the euro area through
contagion. In November 2011, Papandreou resigned the premier-
ship, becoming the first Greek prime minister in almost 50 years to
be forced out of office by his own cabinet. An article in the Financial
Times, reporting on his ouster, stated: “George Papandreou will be
remembered by Greeks with more than a trace of bitterness as the
man who smilingly declared ‘the money’s there’” (Hope 2011). In the
next Greek elections, held in June 2012, PASOK won only 12.3 per-
cent of the vote.

In her influential book The Deficit Myth, Stephanie Kelton
advances the view that the money could have been there for Greece
if the country had not been part of the euro area. In particular,
Kelton provides a diagnosis of what went wrong in Greece and a
roadmap to the economic promised land for countries that follow her
advice. Greece, it turns out, is Kelton’s poster child for the way not
to enter the promised land. “We all know what happened in Greece,”
she writes (Kelton 2020: 81). Greece, according to Kelton, began its
journey into turbulent economic waters when it abandoned its
national currency, the drachma, in 2001 and adopted the euro. By
doing so, the country gave up its monetary sovereignty. It no longer
was able to print its own currency to pay its debts, with the result
that—well, “we all know what happened.” Or do we? The problem is
that Kelton does not know what happened.

If Greece is Kelton’s poster child for the way not to run an econ-
omy, Kelton has become the poster child of the group of economists
who advocate Modern Monetary Theory, or MMT. Kelton’s The
Deficit Myth made the New York Times bestseller list (for hardcover
nonfiction) and has been the object of numerous reviews—including
in this journal.1 MMT itself has been embraced by several high-
 profile politicians.

1See Dowd (2020). Despain (2020) expressed the view that “Kelton’s book
achieves a revolution in political economy.” As I discuss below, other reviewers
have been critical.
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This article is an assessment of what went wrong in Greece
through the lens of Kelton’s exposition of MMT. To set the stage, I
first describe the central characteristics of MMT. As I will document,
Kelton asserts that MMT builds on the idea of functional finance,
developed in the 1940s by Abba Lerner. Functional finance views
the issue of a balanced budget as of secondary importance; the pri-
mary purpose of functional finance is to ensure noninflationary full
employment. Next, I provide a narrative of what went wrong in
Greece. As I show, the origins of the Greek crisis had nothing to do
with the loss of monetary sovereignty. Greece had monetary sover-
eignty in the 1980s but nevertheless found itself ensnared in financial
crises because it engaged in fiscal profligacy. The fiscal profligacy led
to high inflation, something that, as we shall see, Kelton says will not
happen to a country that has monetary sovereignty. After Greece
entered the euro area in 2001, the country acted as though it had
unlimited fiscal space, resulting in the outbreak of the financial crisis
in 2009. The common denominator of the crises of the 1980s and the
2009 crisis was the absence of fiscal discipline.

I then show that MMT is, in fact, a combination of two ideas devel-
oped in the 1940s: Lerner’s idea of functional finance and a proposal
developed at the University of Chicago by Henry Simons, Lloyd
Mints, and Milton Friedman. Like Kelton, the Chicago economists
believed that fiscal deficits should be entirely backed by money cre-
ation. The Chicago proposal, however, was formulated with the
objectives of disciplining fiscal policy and limiting the amount of
money that could be created. The proposal aimed to attain price sta-
bility at full employment. In contrast, MMT provides no fiscal disci-
pline and no limit on money creation, despite Kelton’s claims to the
contrary. Moreover, the Chicagoans were concerned that discre-
tionary policies can be destabilizing in light of long and variable lags.
Consequently, their policy framework was rules based. As I docu-
ment, functional finance’s failure to take account of the destabilizing
properties of discretionary policies provided the basis of a highly crit-
ical assessment of Lerner’s functional finance proposal by Friedman.

MMT: Core Characteristics
At the “heart of MMT,” writes Kelton (2020), is the “distinction

between currency users and the currency issuer” (original italics,
p. 18). A currency issuer is a country that has monetary sovereignty.
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Four conditions, she contends, are needed to attain monetary sover-
eignty: (1) a country must issue its own currency (p. 19); (2) it must
borrow in that currency (p. 145); (3) it must let its currency float
against other currencies (p. 145); and (4) the currency in question
must be inconvertible—that is, it is “also important that [countries]
don’t promise to convert their currency into something of which they
could run out (e.g., gold or some other country’s currency)”
(pp. 18–19). Countries like the United States, Japan, the United
Kingdom, Australia, Canada, and “many more,” Kelton asserts, are
currency issuers. These countries “never [have] to worry about run-
ning out of money.” The United States, for example, “can always pay
the bills, even the big ones” (p. 19) because it can always print
enough dollars to pay those bills.2 Kelton writes: “Congress has the
power of the purse. If it really wants to accomplish something, the
money can always be made available . . . spending should never be
constrained by arbitrary budget targets or a blind allegiance to so-
called sound finance” (p. 4). Fiscal deficits, she argues, are not a
problem so long as the deficits do not lead to inflation (more about
that shortly). “This book,” Kelton audaciously asserts, “aims to drive
the number of people who believe the deficit is a problem closer to
zero” (p. 8).

The situation for currency users is very different. The countries
that fall into this category have either (1) fixed their exchange rates,
“like Argentina did until 2001,” or (2) “taken on debt denominated in
a foreign currency, like Venezuela has done,” or (3) abandoned their
national currency, as “Italy, Greece and other eurozone countries,”
have done (p. 19). Those countries do not have access to the printing
press to backstop their debts. Thus, we are told: “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” (p. 19).

As mentioned, Kelton (pp. 60–63) acknowledges that MMT is
guided by the idea of functional finance, developed by Lerner.

2The requirement that the currency of a currency issuer has to be inconvertible (at
a fixed exchange rate) into other currencies betrays a lack of understanding by
Kelton of international financial arrangements. All major currencies are convertible
into other currencies. The imposition of inconvertibility on a currency would under-
mine the international demand for that currency. The U.S. dollar emerged as the
dominant international currency following World War II, in part, because the dollar
was the only currency that was convertible (at a fixed exchange rate) into other cur-
rencies and gold. On the international use of currencies, see Tavlas (1991).
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Let’s take a look at what Lerner had to say about functional finance.
In his 1944 book, The Economics of Control, Lerner argued that the
government should not hesitate to incur fiscal deficits required to
achieve full employment. If the attainment of this objective entails
persistent fiscal deficits (or surpluses), so be it. The size of the
national debt, Lerner argued, is not important: “The [size of the]
debt is not a burden on posterity because if posterity pays the debt it
will be paying the same posterity that will be alive at the time when
the payment is made. The national debt is not a burden on the nation
because every cent in interest or repayment that is collected from the
citizens as taxpayers to meet the debt service is received by the citi-
zens as government bondholders” (Lerner 1944: 303).3 Likewise,
argued Lerner, “the interest on the debt is not a burden on the
nation” because those payments “are merely transferred to the recip-
ient from taxpayer or from new lenders, and if it should be difficult
or undesirable to raise taxes the interest payment can be met, with-
out imposing any burden on the nation as a whole, by borrowing the
money or printing it” (Lerner 1944: 303).

Kelton believes that Lerner “turned conventional wisdom on its
head,” since Lerner showed that the size of a nation’s debt and its fis-
cal position are unimportant. Kelton states: “Instead of trying to force
the economy to generate enough taxes to match federal spending,
Lerner urged policy makers to think in reverse. Taxes and spending
should be manipulated to bring the overall economy into balance”
(p. 61). Such a policy might require “sustained fiscal deficits over
many years or even decades” (p. 61). So long as inflation remains
under control, “Lerner saw this as a perfectly responsible way to
manage the government budget” (p. 61). Kelton’s depiction of
Lerner’s argument that fiscal deficits and the size of a nation’s debt
do not matter is accurate so long as a very important qualification
made by Lerner is taken into account. In particular, Lerner made it
clear that a necessary condition had to be in place for a nation’s fiscal
position, including its debt level, not to matter. This condition, which
I discuss below, is not taken into account by Kelton.

After describing Lerner’s concept of functional finance, Kelton
expresses the following view: “Lerner’s insights are important to

3In contrast to the present author, Kelton does not quote directly from Lerner
(1944).
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MMT, but they don’t go far enough. . . . We think Lerner’s prescrip-
tions will still leave too many people without jobs” (p. 63). Lerner,
argues Kelton, thought that attaining what he called full employment
would be accompanied by a level of involuntary unemployment,
 leaving some people out of work. To ensure that everyone has a job,
“MMT recommends a federal job guarantee, which creates a nondis-
cretionary automatic stabilizer that promotes both full employment
and price stability” (p. 63).

Here is the way MMT’s economic program would work. The
Federal Reserve would become subservient to the U.S. Treasury. To
ensure that “funding . . . can always be made available” (pp. 234–35)
for whatever purpose is deemed worthwhile, “the Federal Reserve
carries out an authorized payment on behalf of the Treasury”
(p. 235). Specifically, the Fed would print whatever money was
needed to finance the government’s spending intentions: “[W]e must
recognize that the US government can supply all the dollars our pri-
vate sector needs to reach full employment, and it can supply all the
dollars the rest of the world needs to build up their reserves and pro-
tect their trade flows” (original italics, p. 151). What spending would
be worthwhile? In addition to the federal job guarantee, the ability to
print currency would provide the fiscal space to fund Medicare for
all; free college; middle-class tax cuts; a full Green New Deal; free
child care; the cancelation of student debt; affordable housing for
everyone; a national high-speed rail; a Civilian Conservation Corps,
the responsibilities of which would include fire prevention, flood
control, and sustainable agriculture; and expanded Social Security.
MMT’s program would reduce racial inequalities, decrease poverty,
build stronger communities, and more (pp. 229–63).

Under the federal job-guarantee program, if “the economy were
to crash the way it did in 2008, the job guarantee would catch hun-
dreds of thousands of people instead of allowing them to fall into
unemployment” (p. 67). Moreover, the government would steer
spending to preferred sectors of the economy. Thus, Kelton argues
that: “With decent jobs guaranteed for all, workers can engage in a
public-led industrial policy aimed at producing sustainable infra-
structure and a wider array of public services” (italics supplied,
p. 152). The program would establish a wage floor of “say $15 per
hour” (p. 68). That floor, in and of itself, would help “to stabilize
 inflation by anchoring a key price [i.e., the wage rate] in the econ-
omy” (p. 67). Yet, despite the foregoing menu of spending intentions,
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Kelton tells the reader that MMT “is not a plot to grow the size of
government” (p. 235).

Apart from the minimum wage’s anchoring role under the federal
job program, how would Kelton keep inflation in check? She is very
vague: “MMT would make us safer [against inflation] because it rec-
ognizes that the best defense against inflation is a good offense” (orig-
inal italics, p. 72). What is a good offense against inflation? She
continues: “We want agencies like the CBO helping to evaluate new
legislation for potential inflation risk before Congress commits to
funding new programs so that the risks can be mitigated preemp-
tively.” In this connection, “If the CBO and other independent ana-
lysts concluded it [higher spending] would risk pushing inflation
above some desired inflation rate, then lawmakers could begin to
assemble a menu of options to identify the most effectiveways to mit-
igate that risk” (original italics, p. 72). What are these options?
Congress would “work backward” to identify areas where spending
could be cut, thus ensuring “that there is always a check on any new
spending. The best way to fight inflation is before it happens” (origi-
nal italics, pp. 72–73). Essentially, Kelton maintains that there is
always spare capacity in the economy such that the aggregate supply
curve is flat. Consequently, a large, sustained fiscal stimulus, financed
by money creation, would neither crowd out private expenditure nor
ignite inflation.

With fiscal policy bearing the heavy work in economic stabiliza-
tion, Kelton asks: “Can fiscal policy really take over the economic
steering wheel? What’s left for monetary policy?” (p. 242). With the
Federal Reserve having become an arm of the Treasury, monetary
policy—open-market operations, changes in the discount rate, and
changes in reserve requirements—merit essentially no role in
Kelton’s scheme: “MMT considers fiscal policy a more potent stabi-
lizer [than monetary policy]” (original italics, p. 243).

Two points about the financing of the fiscal deficits under MMT
are important. First, as indicated in the foregoing synopsis of Kelton’s
book, money creation would be the primary means of financing
increases in government spending. Kelton argues that money and
government bonds are essentially identical assets in private-sector
portfolios. Why, then, does the government borrow? Why not just
pay for government spending by running the printing press? Kelton
states: “[The government] chooses to offer people a different kind of
government money, one that pays a bit of interest. In other words,
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US Treasuries are just interest-bearing dollars” (original italics,
p. 36). It follows that the government can make “the national debt
disappear” by letting the Federal Reserve purchase all the outstand-
ing government debt (p. 99).4 Thus, “the purpose of auctioning US
Treasuries—that is, borrowing—isn’t to raise dollars for Uncle Sam”
(p. 36).5

Second, as is the case with sovereign borrowing, Kelton believes
that taxation should not normally be used to finance government
spending. Nevertheless, she maintains that taxes serve several key
functions within an economic system: (1) “taxes enable governments
to provision themselves without the use of explicit force”—without
that tax obligation, people would not have a reason to demand the
government’s fiat currency (p. 32); (2) should the need arise, taxa-
tion provides a means to combat inflation (p. 33); (3) “taxes are a
powerful way to alter the distribution of wealth and income” (p. 33);
and (4) taxes are a way “to encourage or discourage certain behav-
iors” (p. 34).

The MMT framework, including Kelton’s rendition of that frame-
work, has been subjected to considerable, tough criticism from lead-
ing economists. Kelton’s rendition, for example, has been criticized
for (1) its neglect of the 1970s, a period during which expansionary
policies led to increases in both inflation and unemployment
(Cochrane 2020); (2) the likelihood that it would induce unexpected
inflation, reducing the purchasing power of those caught holding “old
money” as “new money” is printed (Andolfatto 2020, Dowd 2020);
(3) its strong proclivity to increase the size of the government in the
economy, thereby diverting resources from productive firms to the
quixotic public sector (Coats 2019, Tenreiro 2020); (4) its neglect of
the fact that, in the absence of monetary accommodation, fiscal
expansion can be a weak policy instrument (Greenwood and Hanke
2019); and (5) its neglect of the literatures on central-bank independ-
ence, the term structure of interest rates, and the effects of portfolio-
balance decisions by investors on the way that policies interact with

4The idea that government bonds, especially short-term Treasury securities, are
near-moneys was pushed forward by Simons (1936), who also believed that the
Fed could eliminate the entire government debt by purchasing that debt.
5Kelton seems to overlook the fact that, because U.S. bank reserves now pay
interest, the operation she has in mind might not reduce the interest burden on
the debt and could even increase it under certain circumstances.
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key economic variables (Edwards 2019).6 Krugman (2019) likened
MMT to Calvinball, a game under which its adherents keep chang-
ing their arguments in response to criticisms; Rogoff (2019) called
MMT “nonsense”; and Summers (2019) wrote that it is “a recipe for
disaster.” Yet, in the present low-inflation environment, MMT con-
tinues to thrive in certain political circles and to be the focus of
debate among academics while Kelton has become the leading
spokesperson for the movement. After all, if inflation has remained
below 2 percent in most major economies despite the highly expan-
sionary monetary and fiscal policies of the past decade, why not take
advantage of the benefits that MMT promises to deliver? Let me,
therefore, assess MMT through the lens of Kelton’s “poster child”
currency user.

Back to the Past, I: The Poster Child
In Kelton’s book, the case of the Greek sovereign-debt crisis is

the prime example of what happens when a country gives up its
monetary sovereignty to become a currency user. Here are several
examples:

• “I never worry about the US ending up like Greece” (p. 81).
• “To cover [its fiscal] deficits [in 2009], Greece had to borrow.

The problem is that under the euro, the Greek government no
longer had a central bank that could act on its behalf by clear-
ing all its payments” (p. 85).

• “But the US is not like Greece (which borrows in euros)” (p. 91).
• Adoption of the euro “relegates all eurozone members to mere

currency users. This point is crucial to understanding Greece’s
seemingly endless debt crisis” (p. 145).

What exactly happened in Greece to ignite the financial crisis that
erupted in 2009? Kelton maintains that Greece fell victim to the 2008
global financial crisis and the accompanying global recession:

Countries like Greece and Italy, along with the other seven-
teen members of the eurozone, gave up their sovereign cur-
rencies in order to use the euro. Since they can’t issue the

6Cochrane (2020) points out that Kelton neglects essentially all the contributions
made to the literature on money and inflation since the end of World War II.
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euro, member governments must cover fiscal deficits by sell-
ing bonds. . . . The problem is that lending to these countries
became especially risky once they started promising to repay
bondholders in a currency they could no longer issue them-
selves. This became painfully clear in the wake of the 2008
financial crisis, as the global recession pushed the budgets of
Greece and other eurozone countries deeply into deficit. . . .
Governments had no choice but to borrow in private financial
markets, and they had to pay whatever the market demanded
to secure the funding they needed. . . . In Greece, the poster
child for the crisis, interest rates on ten-year government
bonds skyrocketed from 4.5 percent in September 2008 to
nearly 30 percent by February 2012 [p. 124].

Two points made in the above excerpt concerning Greece are
important to highlight. First, Kelton argues that it was the global
recession associated with the 2008 financial crisis that pushed
Greece’s budget “deeply into deficit.” Second, Kelton identifies the
period during which interest rates on Greek government bonds “sky-
rocketed” as having begun in September 2008. (Recall that
September 2008 saw the collapse of Lehman Brothers.)

Kelton’s assessment of the origin of the Greek financial crisis begs
the question: Why Greece? Germany, Luxembourg, and the
Netherlands are members of the euro area. Those countries also
gave up their monetary sovereignty to adopt the euro. Yet, those
countries—and others in the euro area—did not experience finan-
cial crises following the outbreak of the 2008 global recession. As I
explain below, there was a reason for this circumstance.

Greece became a member of the euro area in 2001. Why did the
country decide to transform itself from a currency issuer to a cur-
rency user? To address this issue, let’s go farther back in time to the
1980s and the early 1990s, a period during which the country had its
own currency, the drachma. Beginning in 1981, the country under-
took highly expansionary fiscal policies.7 As a result, the fiscal deficit,
which was 2.6 percent of GDP in 1980, rose to 8.7 percent of GDP
in 1981. During the period 1981 to 1994, the deficit-to-GDP ratio

7The year 1981 saw the election of PASOK to power; Andreas Papandreou, the
father of George Papandreou, whom we encountered at the beginning of this arti-
cle, became prime minister.
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averaged 11.7 percent.8 During most of the period, the Bank of
Greece was subservient to the government. Indeed, at one point,
the same individual simultaneously held the positions of finance
minister and governor of the Bank of Greece. Consequently, mone-
tary policy’s role was to help finance the fiscal deficits—annual
money growth averaged more than 20 percent during the period
1981 to 1994.9 In light of the large fiscal deficits, the debt-to-GDP
ratio exploded, from 28.4 percent in 1980 to 107.9 percent in 1994.
The key macroeconomic performance indicators during 1981 to
1994 tell the resulting story: the nominal interest rate on the 10-year
government bond was consistently near 20 percent, despite the
activity of the Bank of Greece in the sovereign-bond market;
 inflation—something that Kelton says will not happen to a currency
issuer—averaged 18 percent; real growth averaged 0.8 percent; and
the current account consistently registered deficits in the range of
3 percent to 5 percent of GDP. In those circumstances, the country
faced a series of financial crises as the drachma came under attack.
Several adjustment programs were undertaken, but they were sub-
sequently abandoned in favor of a reversion to fiscal and monetary
expansion.

Having experienced the costs (very low growth, high inflation,
financial crises) of overly expansionary macroeconomic policies, in
the mid-1990s, Greece committed to putting its economic house in
order with the goal of joining the euro area.10 Fiscal and monetary
policies were tightened. The reorientation of policies succeeded,
inflation and the fiscal imbalances were reduced, and the country
entered the monetary union. The adoption of the euro was expected
to produce a low-inflation, low-interest-rate environment conducive
to economic growth.

8The data for this section are from Garganas and Tavlas (2001), Tavlas (2019),
and the Bank of Greece.
9The figures refer to M3, a broad measure of the money supply. The Bank of
Greece announced annual targets for M3 beginning in the early 1980s.
10The decision to join the monetary union was underpinned, in part, by a substan-
tial literature—called the “new” theory of optimum currency areas—that showed
that countries with histories of high inflation can increase their monetary-policy
credibility by having monetary policy determined by a conservative, regional cen-
tral bank. The increase in credibility, in turn, was said to reduce inflation, interest
rates, and the unemployment costs of moving to a low-inflation equilibrium. For a
discussion of this literature, see Tavlas (1993) and Dellas and Tavlas (2009).
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That is precisely what happened—at least for a while. From 2001
to 2007, inflation moved into the low single digits and real growth
averaged about 4 percent a year. In addition, interest rates came
down. The spread between 10-year Greek and German sovereigns
fell from over 600 basis points in the late-1990s to between 10 and
20 basis points several years after Greece joined the euro area. Greece
seemed to have found the magic formula for economic success.

Beneath the surface, however, deep-seated problems emerged.
An expanding government sector underpinned economic growth,
and the country was internationally uncompetitive. Consider the fol-
lowing developments, mainly during the period from 2001, the year
of entry into the euro area, to 2009:

• Fiscal deficits consistently topped 6 percent of GDP, peaking at
15 percent at the end of the period.

• The widening of the fiscal deficits was mainly expenditure
driven; the share of government spending in GDP rose by
eight percentage points—to 54 percent.

• The ratio of government debt to GDP rose from below 100 per-
cent in the late 1990s to 125 percent at the end of the period.
Between 2001 and 2009, the level of government debt almost
doubled, from 163 billion euros to 301 billion euros.

• The fiscal expansion was mainly financed by external borrow-
ing. The share of government debt held by non-Greek residents
rose from 48 percent in 2001 to 79 percent in 2009.

• Greece’s competitiveness, measured in terms of unit labor costs
relative to those of its major trading partners, deteriorated by
30 percent.

The loss in competitiveness, and the relatively high growth rates,
led to a widening of the current account deficit. Greece entered the
euro area with an already-high current account deficit equal to
almost 7 percent of GDP. Near the end of the period, that deficit had
widened to 15 percent of GDP.11

Despite these large and growing imbalances—which should
have sounded loud warning alarms to the financial markets, but did

11Edwards (2019: 557) pointed out that a core characteristic of MMT is the belief
that current account deficits are beneficial phenomena because the rest of the
world has no problem in providing the country incurring the deficits with essen-
tially unlimited real resources in exchange for the country’s debt.
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not—and despite the global financial crisis that erupted in August
2007 (and intensified in September 2008 with the collapse of
Lehman), interest rates on Greek sovereigns remained at low lev-
els until 2009. The markets apparently believed that, regardless of
the Maastricht Treaty’s no-bail-out clause, if things went wrong,
Greece’s euro area partners would be obliged to bail out the coun-
try to maintain the cohesion of the monetary union and to prevent
negative spillovers to other countries.12 The markets continued to
lend to the Greek government, and the government continued to
spend and borrow as though it had unlimited fiscal space.

The turning point came during the elections in the fall of 2009. In
October, shortly after the national elections, the new PASOK govern-
ment announced that the 2009 fiscal deficit would soar to 12.5 per-
cent of GDP, far higher than estimates provided by the former
conservative (New Democracy) government (Barber 2009).13 The
announcement focused market attention on Greece’s large fiscal
imbalances, including the amount of government debt owed to non-
Greek residents. Figure 1 shows the time profile of the interest rate
on 10-year Greek government bonds. As shown in the figure, interest
rates spiked upward in October 2009 and continued to rise for the
next several years. What caused the Greek financial crisis was fiscal
profligacy. Prior to October 2009, financial markets behaved as
though the country’s fiscal and external positions were sustainable.
Those euro area countries that did not incur fiscal and external
 imbalances—such as Germany, the Netherlands, and Luxembourg—
did not face a crisis.14 Contrary to what Kelton argues, what caused
the Greek financial crisis was not the loss of monetary sovereignty.

The following conclusions emerge. First, Kelton’s thesis that the
2008 global recession pushed Greece’s fiscal position “deeply into
deficit” is incorrect. The 2008 recession exacerbated Greece’s
already large fiscal deficits. The country ran fiscal deficits on the

12Article 25 of the Maastricht Treaty stipulates the euro area member states can-
not take on the debts of other member states.
13In the event, the 2009 fiscal deficit equaled 15 percent of GDP. An important
reason for the large fiscal deficit in 2009 was expansionary fiscal spending. As noted,
the year 2009 was an election year in Greece; election years were typically marked
by high government spending prior to the election to gain favor with voters.
14In the several years leading up to 2009, Germany, the Netherlands, and
Luxembourg had fiscal positions near balance and maintained current account
surpluses.
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order of 7 percent of GDP throughout the period leading up to
2008.15 Second, Kelton’s argument that interest rates on Greek gov-
ernment debt “skyrocketed” beginning in September 2008, which, if
accurate, would support her contention that the origination of the
Greek financial crisis lay with factors external to Greece, is similarly
incorrect. As clearly shown in Figure 1, interest rates on Greek sov-
ereigns began their ascent in October 2009, coinciding with the mar-
ket’s recognition that Greece’s fiscal situation was unsustainable. The
interest rate on the 10-year Greek government bond was 5.0 percent
in September 2008 (Figure 1).16 It fell subsequently, reaching
4.5 percent in September 2009. Following the announcement about
the size of the 2009 fiscal deficit in October of that year, the interest
rate began its upward climb. By January 2010, the rate was at 6.9 per-
cent; by June 2010, it had reached 10.5 percent. The rate peaked at

Source: Bank of Greece.
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Greek Government Bond—10-Year Yield

15As percentages of GDP, the fiscal deficits between 2003 and 2007 averaged
7.1 percent; the 2008 deficit was 10.2 percent.
16As indicated above, Kelton (p. 124) reports that the interest rate on the Greek
10-year government bond was 4.5 percent in September 2008, which differs from
the 5.0 percent figure that I provide. I conjecture that she has reported the interest-
rate spread on Greek 10-year sovereigns over German government bonds, instead
of the interest-rate level.
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32.6 percent in February 2012. Third, Greece experienced financial
crises both in the 1980s and during the period from 2009 to 2015. In
the former period, the country was a currency issuer. In the latter
period, it was a currency user. Both periods were marked by fiscal
profligacy as successive governments behaved as if they had unlim-
ited fiscal space. Fiscal profligacy was the common denominator in
the crises.

Back to the Past, II: Kelton, Lerner, and Chicago
Two monetary doctrinal issues shed light on the cohesiveness and

soundness of Kelton’s framework: (1) Kelton’s treatment of Lerner’s
functional-finance proposal and (2) the similarities and differences
between Kelton’s framework and the monetary framework developed
by Chicago economists in the 1940s. Kelton generously acknowledges
the influence of Lerner’s formulation of functional finance on her ren-
dition of MMT (pp. 60–63). Like Lerner, Kelton believes that the
national debt is not a burden on future generations. Like Lerner,
Kelton maintains that the interest paid on the debt is also not a bur-
den on the nation. However, as I mentioned, Lerner believed that an
important, third condition had to be in place for the previous two con-
ditions to be valid. What was that third condition? Lerner recognized
that the national debt had to be internally owned. He wrote:

All this is true, of course, only of internally held national debt.
Increasing debt to other countries or to the citizens of other
countries does indicate impoverishment of the borrowing
country and enrichment of the lending country. . . . For a
country to borrow from another country may be foolish or
wise according to circumstances, just as in the case of individ-
ual borrowing. Such debt should be limited because the
repayment will constitute a real burden on the country just as
the borrowing provided a real benefit quite different from
any benefit that can accrue from internal borrowing. When
the time comes to make the repayment there may be great incon-
venience which could lead to default [Lerner 1944: 305; italics
supplied].

Lerner believed that all externally owned debt was a burden on a
country; he did not distinguish between external debt that was
denominated in a particular country’s currency and external debt that
was denominated in foreign currencies.
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Kelton does not mention the above qualification made by Lerner
to his idea of functional finance.17 In Kelton’s view, the United States
performs a service for other countries when it supplies those
 countries with U.S. dollars, and those countries use the dollars to buy
U.S. Treasury bonds. When the United States imports goods from
China, for example, and pays for the imports with newly created dol-
lars, Kelton writes: “We’re not really borrowing from China [even
though the U.S. dollars are a debt obligation of the United States] so
much as we’re supplying China with dollars to be transferred into a
U.S. Treasury security. . . . [Therefore,] terms like borrowing [to
describe the U.S. side of the transaction] are misleading. So is label-
ing these securities as national debt. There is no real debt obligation”
(original italics, p. 83). Why is there no real debt obligation? Kelton
argues there is an unlimited demand for the dollar as an international
currency. Thus, the United States can simply keep printing dollars to
pay for the maturing Treasury securities held by China (pp. 82–83).

A fundamental condition for the international use of a currency is
that there has to be confidence in the currency’s value. Specifically,
high or variable inflation rates add to the costs of using a currency
internationally by generating nominal exchange rate depreciation
and variability. These factors increase the costs of acquiring informa-
tion and making efficient calculations about the prices bid and
offered for tradable goods and capital assets. Thus, they undermine
a currency’s use as an international medium of exchange, unit of
account, and store of value. Furthermore, inflation increases the
costs of holding a currency by eroding its purchasing power, debas-
ing the currency as an international store of value. Kelton’s roadmap
to the economic promised land considers that money creation will be
subservient to the fiscal authorities and politicians’ needs and desires.
Consequently, money creation would be endogenous. The fiscal
authorities and the politicians would see to it, Kelton believes, that
money-financed deficits will not create inflation. However, as we
have seen in the case of Greece in the 1980s, making money creation
subservient to the fiscal authorities can be a roadmap—not to the
economic promised land but to inflation, higher long-term interest
rates (because of inflation), higher-risk premia, and financial crises.

17By failing to do so, Kelton does not provide an accurate account of Lerner’s
views.
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I suggest that the dollar’s international role, and the seigniorage that
the United States derives from that role, would not last long under
Kelton’s roadmap.

Kelton’s policy framework shares several characteristics with the
framework developed in the 1940s by Chicago economists, Simons,
Mints, and Friedman. Nevertheless, Kelton’s—and MMT’s–policy
proposals were orthogonal to the proposals pushed forward by the
Chicagoans. Hence, a comparison of those frameworks will be
instructive. I should mention that, unlike Lerner’s work, Kelton
evinces no awareness of the contributions made by the Chicago
economists in the 1940s.18

Lerner (1944: 303) was indifferent between bond-financed and
money-financed fiscal deficits. In contrast, the earlier Chicago econ-
omists believed that fiscal deficits should be entirely backed by
money creation, a view shared by Kelton.19 Like Kelton, the
Chicagoans believed that the Federal Reserve should be made sub-
servient to the U.S. Treasury.20 Like Kelton, the Chicagoans thought
that reliance on open-market operations to conduct monetary policy
should be reduced.21

There were, however, foundational differences between the
framework developed by the earlier Chicagoans and Kelton’s frame-
work. First, the Chicagoans believed that money was a crucial
 variable in the economy and that its quantity needed to be con-
trolled. Otherwise, increases in the quantity of money could lead to
self- generating rises in inflation. In contrast, Kelton’s framework
makes the quantity of money endogenous to the government’s fiscal
position. Second, the Chicagoans believed that monetary policy
uncertainty was a primary cause of disturbances to the economy.

18Kelton does refer to Friedman’s idea that there is a natural rate of unemploy-
ment. Friedman advanced that idea in the 1960s (see Nelson 2020).
19See Tavlas (2015) for a discussion of the policy frameworks of the earlier
Chicago economists. Friedman’s views on monetary policy changed over time.
Nelson (2020) provides the definitive analysis of the development of Friedman’s
views on economics from the early 1930s to the early 1970s.
20 Simons (1936: 175) wrote: “Ultimate control over the value of money lies in
fiscal practices—in the spending, taxing and borrowing operations of the cen-
tral government. Thus . . . the Treasury would be the primary administrative
agency.”
21Friedman (1948) thought that open-market operations should be discontinued.
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Kelton’s proposal does not consider the role of policy uncertainty.
Third, in light of the first two factors, the Chicagoans thought that
monetary policy should be based on a rule that aims to achieve a sta-
ble price level.22 Such a rule would, in turn, help keep money cre-
ation out of the political process by strictly limiting the quantity of
money. Simons (1944: 224) put it as follows: “[O]nly by recognizing
and by accepting this [price-level-stabilization] rule can legislatures
be made responsible financially or business spared intolerable mon-
etary uncertainty.”23 In contrast, Kelton’s framework is discretion
based. She believes that her federal job-guarantee proposal would
be compatible with price stability under the watchful (i.e., discre-
tionary) eye of the Congressional Budget Office; she does not
address the role of monetary uncertainty in the economy.

Under the Chicago framework, the role of the government
would be to establish the monetary rule and to ensure that it was
followed—that is, the government’s role would be constitutional as
opposed to administrative. Under that framework, the budget
would be balanced over the course of the business cycle, with the
aim of limiting the size of the government. Should the automatic
stabilizers fail to provide sufficient demand during the trough of the
cycle, increases in the size of the fiscal deficit, and, thus, increases
in the quantity of money, would be generated through reductions
in taxes—and not by increases in government spending.24 The
Chicagoans believed that the amount of fiscal space available was
subject to strict limits. In contrast, under Kelton’s proposal, which
would increase the size of the government sector, the government’s
role would be administrative. Under her proposal, the amount of
fiscal space would be unlimited before a vaguely defined inflation
constraint kicks in.

22Friedman (1948) proposed a rule that aimed to stabilize aggregate demand at
full employment. Beginning in the mid-1950s, he favored a constant-money-
 supply-growth rule to stabilize the price level. Taylor (2017) noted that a benefit
of the Taylor rule is that it would reduce monetary uncertainty. For a discussion
of the rationale underlying monetary rules, see Dorn (2018).
23To better control the quantity of money and to help moderate the business
cycle, the Chicagoans advocated 100 percent reserve requirements on demand
deposits. See Tavlas (2020).
24However, the Chicagoans believed that the progressive-income-tax system pro-
vided the most appropriate means for achieving greater equality.
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There was an important reason underlying the Chicagoans’ aim to
prevent the concentration of power in the government: those econo-
mists wanted to preserve individual liberty. In a 1945 paper, Simons
expressed this view as follows:

[The] strength [of the competitive system] is in its implied
political philosophy. Its wisdom is that of seeking solutions
which are within the rule of law, compatible with great dis-
persion or deconcentration of power, and conducive to exten-
sive supranational organization on a basis that facilitates
indefinite peaceful extension. . . . Certainly another kind of
system, ruled by authorities, might be more efficient and
more progressive—if one excludes liberty as an aspect of effi-
ciency and capacity for freedom and responsibility, among
individuals and among nations, as a measure of progress.
Discretionary authorities, omniscient and benevolent, surely
could in some sense do better than any scheme involving
democratic, legislative rules and competitive dispersion of
power. After any disturbing change they could promptly
effect the same arrangements which competition would
achieve slowly or with ‘unnecessary’ oscillations. Indeed, they
could probably avoid all real disturbances by anticipating
them! But some of us dislike government by authorities,
partly because we think they would not be wise and good and
partly because we would still dislike it if they were [Simons
1945: 308–9; original italics].

Additionally, the Chicagoans believed that discretionary policies
can, in practice, be destabilizing. Specifically, the long and variable
lags associated with discretionary policies can mean that counter-
cyclical actions will be a source of disruptions. For example, the
effects of a policy easing aimed at supporting aggregate demand and
raising inflation might not kick in until the expansionary phase of the
cycle. Lerner’s functional-finance proposal’s failure to take account
of lags formed the basis of Friedman’s criticism of the proposal. In a
1947 article, “Lerner on the Economics of Control,” Friedman
appraised functional finance as follows:

[Functional finance] conflicts with the hard fact that neither
government action nor the effect of that action is instanta-
neous. There is likely to be a lag between the need for action
and government recognition of this need; a further lag

24364_01_Tavlas.qxd:19016_Cato  1/8/21  2:37 PM  Page 19



20

Cato Journal

between recognition of the need for action and the taking of
action; and a still further lag between the action and its
effects. If these time lags were short relative to the duration
of the cyclical movements government is trying to counteract,
they would be of little importance. Unfortunately, it is likely
that the time lags are a substantial fraction of the duration of
the cyclical movements. In the absence, therefore, of a high
degree of ability to predict correctly both the direction and
the magnitude of required action, governmental attempts at
counteracting cyclical fluctuations through “functional
finance” may easily intensify the fluctuations rather than mit-
igate them. By the time an error is recognized and corrective
action taken, the damage may be done, and the corrective
action may itself turn into a further error. This prescription of
Lerner’s, like others, thus turns into a exhortation to do the
right thing with no advice how to know what is the right thing
to do [Friedman 1947: 315–16].

Conclusion
Kelton’s book makes many promises and offers a straightforward

way to pay for them: run the printing press. The appeal of the pro-
posal, especially to some politicians, is that it aims to deliver a “peo-
ple’s economy” at no cost. However, Kelton’s appraisal of her poster
child, Greece, for the way not to run an economy is an inaccurate
depiction of monetary history. Greece’s recent monetary history
shows that it was the country’s fiscal profligacy—not its status as
either a currency issuer or currency user—that lay at the heart of the
country’s financial crises. Greece’s economic waters were turbulent
for many years before the country adopted the euro; those waters
only stabilized—temporally—by the commitment to fiscal sobriety
prior to its entry into the euro area. Moreover, Kelton’s description
of Lerner’s idea of functional finance is an inaccurate depiction of
doctrinal history. In contrast to Kelton, Lerner evinced a deep con-
cern about the consequences of any fiscal program that does not pay
attention to externally held government debt. The above comparison
of Kelton’s framework with that of Chicago economists in the 1940s
shows that, unlike the latter framework, Kelton’s scheme does not
aim to provide limits on money creation needed to maintain price
stability, assumes essentially unlimited fiscal space, does not account
for monetary uncertainty or the destabilizing effects of lags under
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discretionary policy, assumes that there is always spare capacity such
that the aggregate supply curve is flat, and would increase both the
size and the administrative role of government in economic affairs.

An important consideration in evaluating Kelton’s proposal is that
the author has ventured into an area—the subject of money—which
appears to be uncharted waters for her. She is by no means the first
person to have done so; nor is she likely to be the last. Let me, there-
fore, conclude with something that Chicagoan Mints wrote in his
1950 book, Monetary Policy for a Competitive Society:

[M]onetary policy is a subject which requires the exercise of
judgement, and this being so, it can hardly be expected that
differences of opinion will not arise. For the same reasons it
is also nearly inevitable that monetary cranks of many
descriptions should appear who have their “sure cures” for
the afflictions of society. They see one thing that might possi-
bly be accomplished by monetary measures, but they do not
understand the many other effects of their proposals [Mints
1950: v].
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