Credit and Capital Markets, Volume 55, Issue 4, pp. 431 -456
Scientific Papers

Modern Monetary Theory, Fiscal Dominance
and the European Central Bank

Aloys Prinz* and Hanno Beck**

Abstract

In this paper, Modern Monetary Theory (MMT) is confronted with the peculiarities of
the institutional setting of the European Monetary Union (EMU) and the monetary pol-
icy of the European Central Bank (ECB). Since the financial and euro crises of 2008,
monetary policy has changed drastically both in the eurozone and worldwide. With a
Quantitative Easing (QE) policy, a new era of monetary policy began that made money
available in almost boundless quantities and free of charge. This fits very well with ideas
of MMT as it proposes a unification of fiscal and monetary policy in which the govern-
ment finances its expenditures exclusively with newly created money. Taxes are only used
for redistributing income and controlling inflation. Although MMT requires that the
government has its own currency, it has been proposed as a policy concept for the EMU.
The contribution of this paper to the literature is twofold. Firstly, it is demonstrated that
the EMU’s institutional setting is not suitable for MMT as the member countries’ fiscal
sovereignty contradicts the employment of taxation to control inflation. Secondly, MMT’s
inappropriateness for dealing with banking fragility and financial stability in the EMU is
shown. Finally, it is argued that the existence of fiscal dominance in monetary policy is
not sufficient for MMT’s concept.
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I. Introduction

From a macroeconomic perspective, the first two decades of this century have
been remarkable: The dot-com bubble was followed by the subprime crisis and
the euro crisis. Later on, there was the Covid-19 pandemic and the war in
Ukraine. During and after all these events, monetary policy played an important
role as it was supposed to avert the consequences of these crises. In the eyes of
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many politicians, monetary policy has become a kind of miracle cure for all
macroeconomic diseases. According to the ideas of Modern Monetary Theory
(MMT), this seems to be true. Moreover, looking at monetary policies from the
last two decades, it seems that ideas of MMT have already been put to work.
This paper questions whether MMT can be or is applied in the eurozone. It can
be shown that even if public expenditures, financed by money creation, are de-
cided by a new EMU board or council, individual member states must give up
their sovereignty for MMT to become a feasible option for the EMU. Moreover,
this paper shows that MMT’s ideas are inappropriate for dealing with banking
fragility as well as financial stability, and that the existence of fiscal dominance
in monetary policy is not sufficient for MMT’s concept. All in all, MMT is not
a realistic option for monetary policy in the EMU.

The remainder of this paper is structured as follows. The second section de-
scribes the most important ideas of MMT and the criticism thereof, while the
third explains the particularities of the eurozone and the division of competenc-
es between ECB and member nation states. This section outlines the differences
between the eurozone and the U.S. which is - in contrast to the eurozone - con-
sidered suitable for MMT policies of combining fiscal and monetary policy. The
fourth section explains that, in contrast to MMT, money in the EMU (and in its
individual member states) is endogenous to a certain extent as the ECB has no
direct and complete control over bank money. The fifth section details how the
ECB, contrary to its official mission, finances states via its QE monetary policy,
thereby monetizing part of the eurozone’s public debt. From this point of view,
one can doubt whether the ECB is still an independent central bank and wheth-
er it is still able to ward off inflation. This question is further discussed in the
sixth section by using four feedback loops of monetary policy. These feedback
loops illustrate how a full application of MMT in the EMU is not possible be-
cause there are no incentives for the individual countries to employ their own
taxation for inflation control, which would be necessary in an MMT world. This
implies that for MMT to become an option for the EMU, individual member
states had to give up their sovereignty.

II. What is MMT and what is its Aim?

The main idea of MMT is that the state is the sole creator of money, known as
fiat money (for an overview, see e.g. Beck/Prinz 2019 and Beck/Prinz 2022 or
Ehnts 2022). In MMT, there is no autonomous central bank, and the state and
the central bank are seen as one unit (known as the consolidation hypothesis).
A state issues money by buying goods and services from its citizens, thereby in-
jecting it into the economy. People accept this money because they have to pay
their taxes with it. As people pay their taxes, money is withdrawn from the cir-
cular flow of the economy. This simple idea has crucial consequences: First of
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all, the state can never run out of money as it can print its own money to pay
back its debt — a state that issues its own money can never default. Moreover, the
only way to bring money into the circular flow of the economy is through gov-
ernment debt: By buying goods and services, money is being brought into the
economy. From this point of view, money is a zero-bond with zero maturity and
the government finances all expenditures through the creation of new money.
This means that government debt is not a method to finance public expendi-
tures but rather to inject money into the economy. Moreover, in MMT taxes are
not seen as an instrument to finance public expenditures but rather to combat
inflation: If prices increase, the government raises taxes, thereby reducing de-
mand and the amount of money circulating in the economy.

However, several economic and institutional preconditions must hold true to
use money as the sole financing tool:

(1) The economy is an open economy with flexible exchange rates or an econo-
my with fixed exchange rates and capital controls. Capital controls may also
be required for small open economies with flexible exchange rates (Epstein
2019, ch. 3.5, 40f.) The best relevant application of MMT is an open econo-
my whose currency is used for international payments in foreign trade as
with the US dollar, for instance (Epstein 2019, ch. 4, 451f.).

(2) Although a country with its own “sovereign” currency cannot de facto run
out of money, the internal value of money is endangered by uncontrolled
inflation and the external value of money through devaluation. Moreover,
many developing countries have their own currencies, but their scope for
fiscal and monetary policy is very limited (Epstein 2020, 773).

(3) In almost all countries, the state’s ministry of finance is separate from the
central bank - whereas the integration of the central bank into the ministry
of finance is a prerequisite for applying the ideas of MMT. Even when the
central bank is not independent of the government, it has some degree of
independence nonetheless. In particular, central banks do not and are in ge-
neral not allowed to monetize the entire public debt. For instance, central
banks of countries that are highly developed economically may not buy treas-
uries directly from the government.

(4) Competences for macroeconomic, environmental, social and many other
policy areas are divided within governments and between governmental in-
stitutions. This is for good reasons, e.g. for economies of scale and scope.
MMT requires an overarching government that encompasses all these poli-
cy areas in order to apply and combine fiscal and monetary policy in and
with these other policies.

The policy objectives of MMT can be summarized as follows. The main goal
of fiscal and monetary policy is to maintain full employment without unre-
strained inflation (Mosler 1997-98). This goal goes back to Abba P. Lerner and
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his concept of Functional Finance (Lerner 1943; Forstater 2010; Mehring 2010).
However, in the wake of seemingly unrestricted money creation with a progres-
sive agenda, a whole host of additional aims are propagated that serve the en-
hancement of social change and a subsequent restructuring of the economy,
which are also referred to as the “Green New Deal” (Holtz-Eakin et al. 2019;
Galvin/Healy 2020; Droge 2022).

These ideas imply that the government can use debt to set up job creation
programmes, climate protection programmes or other large-scale infrastructure
projects as long as there is no inflation. If inflation kicks in, the government on-
ly needs to raise taxes to banish the threat of rising prices as this means a with-
drawal of money from the economy. It is this message that makes MMT so at-
tractive to politicians: In MMT, it seems that politicians can take a free ride sim-
ply by issuing money to finance social benefits or programmes designed to
secure full employment. However, MMT does not describe contemporary mon-
etary and fiscal policy but rather outlines — and prescribes - an alternative pol-
icy concept (Schlotmann 2021).

From an allocation policy perspective, it is not clear why it should be neces-
sary for the government in general and monetary policy in particular to be re-
sponsible for the structural change in the economy.! In a market economy,
households and firms decide decentrally on the allocation of resources and also
on structural change. Government interventions must be justified by market
failures. Of course, externalities and public goods require some government in-
tervention. In this sense, government intervention in climate and environment
protection is acknowledged, up to a certain extent. Moreover, monetary and fis-
cal policy are usually not seen as relevant instruments for climate and environ-
ment policy. The reason for this is that these policies are macroeconomic poli-
cies that are inappropriate for meeting microeconomic allocation goals. There-
fore, the MMT approach to Green New Deals is normative as the proponents of
MMT have decided for themselves that the usual division of competences be-
tween government departments and between government and markets are out-
dated.

With regard to full employment, the situation is somewhat different. A high
level of employment is a goal of macroeconomic policy in most European (and
other) countries. However, it is not the only goal (see for instance what is known
as the “magic tetragon” in Germany). Moreover, unions and employer associa-
tions are also responsible for a high level of employment, as are the individual
workers. Under these circumstances, the resulting equilibrium employment may
not be increased without welfare losses. Therefore, the prescription of full em-
ployment, no matter what happens, does not seem to be the best policy goal (see

1 We owe this aspect to an anonymous referee.
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Negishi 1979, ch. 15, 195ff., for an analysis of capital or labour dominated fiscal
monetary policy combinations).

At the core of MMT, it is important to understand that in MMT, there is no
bank money, i.e. no endogeneity of money. Fears that increased debt, which
leads to an increase in the quantity of money, might stir up inflation are not
shared by proponents of MMT. As long as the economy is in equilibrium with
unemployment, increased government demand will only lead to increased pro-
duction and not to higher prices. This assumption shows the Keynesian roots of
this approach. But even with full employment, inflation is not a problem in the
eyes of MMT as all the government has to do to combat inflation is to increase
taxes to reduce the quantity of money. Moreover, the central bank may reduce
the quantity of money further by means of a restrictive open market policy,
thereby keeping interest rates stable.

A central hypothesis of MMT is what is known as the fiscal stance, which
states that government spending equals real GDP multiplied by the average tax
rate. This means that, ultimately, government spending is financed in real terms
by taxes. In principle, this equation, which is as a matter of fact an identity,
holds in all macroeconomic theories. However, unlike other theories, MMT
postulates that this equation is not an identity but rather has a direction of
action: By fixing government spending, according to MMT, the government can
fix GDP so that full employment prevails. MMT thus assumes here that by
tixing government spending, full employment can be achieved. In the case of
unemployment, the government increases its spending until full employment
prevails.

This programme implies that there is no independent central bank; govern-
ment and central bank are one and the same, monetary policy is thus subordi-
nate to government financing needs. This is also known as fiscal dominance:
The government has complete control over the amount of money in circulation.
As a consequence, the political programme of MMT thus ultimately calls for a
full money system where commercial banks must deposit all customer deposits
with the central bank and thus cannot create any money of their own. For as
long as there is deposit money, companies and citizens may use deposit money
to buy government debt, which in turn means that not every bond issued by the
government leads to the creation of fresh money. As long as deposit money ex-
ists, monetary policy and fiscal policy remain separate policy areas. In MMT,
monetary policy has no independent objectives but is only supposed to support
fiscal policy. As a consequence, the government may be tempted to monetize all
government debt.

Fiscal dominance means that the central bank is directly or indirectly forced
to use monetary policy to prevent the government from defaulting. This leads to
inflation, which is now no longer a purely monetary problem but also a political
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and fiscal one. At least in the short run, such a policy - if a government default
is successfully avoided — will prevent turmoil on financial markets and bank
failures as banks are a government’s most important lenders. However, in the
long run cheap money and credit may inflate a speculative bubble in asset pric-
es that will sooner or later burst.

Monetary dominance, for its part, means that an independent central bank
only cares about monetary stability, i.e. keeping inflation low. This will lead to
stability in financial markets as it avoids any bubbles in the long run, but is at
odds with fiscal stability as it means that the government has to take care of its
debt. As the central bank will not finance excessive government debt, a sover-
eign default may be more likely. Such a default would lead to bank failures and
trigger a financial crisis. MMT with its focus on spending money ignores this
issue of financial stability. Because of the sovereign debt-bank nexus, a heavily
indebted country may cause financial turmoil not only in its own country but
via contagion also in other countries, especially in currency unions with a com-
mon market.

Moreover, it must be said that at the end of the day, even in MMT, govern-
ment expenditures are being financed by taxes: As the government buys goods
and services, inflation will set in as soon as demand exceeds supply. This infla-
tion is thus an expression of the fact that part of the goods purchased by the
state cannot be financed by printed moneys; it is a financing gap that has to be
covered by tax revenues. The result is therefore that, contrary to MMT’s asser-
tion, taxes do contribute to state financing and are needed for this purpose - via
the detour of fighting inflation: Through taxes, the state siphons off the pur-
chasing power of its citizens, which competes with the state’s demand.

There are several other criticisms of the ideas of MMT beside this (for an
overview, see e.g. Beck/Prinz 2019 and 2022). First, it ignores microeconomic
theory not only in that microeconomic problems of job creation programmes
are not discussed, but also in that expectations are neglected: If citizens expect
either higher inflation or higher future taxes as government debt rises, they may
behave accordingly in an evasive manner through tax evasion, voting by feet or
at the ballot box. Most citizens may expect inflation to rise if they consider the
political economy of such a programme: As the main aim of politicians is to get
re-elected, one must expect them to (ab)use monetary and fiscal policy for vote
buying - buy now, pay later - thereby increasing government debt and the risk
of inflation.

Another point of criticism is that MMT is mostly about a closed economy -
a government can never go broke as long its debt is only denominated in local
currency. Nonetheless, the higher the government debt, the higher the chances
that citizens will try to save abroad, thereby increasing their demand for foreign
currencies, followed by a devaluation of the local currency. This makes clear
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that the ideas of MMT may be quite convenient for a country with the exorbi-
tant privilege of having a reserve currency (e.g. the U.S.), but not for countries
whose currency is not in demand. Even more heterodox economists see prob-
lems with MMT as it makes institutional settings in the US, especially the
amount of monetary independence and the privilege of having a reserve curren-
cy, a paradigm for MMT although institutional settings in the US do not serve
as a blueprint for other countries (Leaman 2022).

For very left-leaning economists, a more radical change in institutions and
processes will be necessary to reduce inequality — something that MMTs policy
recommendations fall short of. They moreover criticise that MMT fails to take
into account the increasing amount of financialization of the economy (i. e. the
growing importance of financial markets and products) and that its views on
taxation are too mainstream (ibid.). Moreover, the assumption of exogenous
money creation is not valid as money is being created by credit demand from
the economy (ibid.; Heise 2022). In general, it is criticised that the theoretical
foundations of MMT are rather weak (Heise 2022); former ECB chief economist
Otmar Issing even thinks that it is not a theory worth discussing (Losse 2022).

A closer look at the ideas of MMT reveals that — taking a very basic macroe-
conomic model in accordance with MMT’s basic assumptions, in particular,
taking account of money in the sense of MMT and assuming that all govern-
ment expenditures are financed by new money - the resulting model is indistin-
guishable from simple Keynesian and neoclassical macroeconomic models (see
Prinz/Beck 2021), even though a number of Post-Keynesian economists voice
harsh criticism of MMT concept (see Heise 2022). Moreover, it lacks a sound
economic foundation for its policy recommendations. One must doubt whether
such a concept will make it at the ballot box - as Sawicky (2019) states: “A story
that appears to emphasize unlimited public spending, besides being fallacious,
will impress most people as either crankish or arcane. It isn’t accepted by a wide
spectrum of left-of-centre, nonMMT thinkers. Any existing progressive govern-
ment that comes to power under such delusions is bound to disappoint its con-
stituents”

III. Peculiarities of the Eurozone

The currency of the European Monetary Union (EMU) is the euro. In con-
trast to other currencies, it can be referred to as “stateless money” (Bonefeld
2018). This implies that the member states of the monetary union are responsi-
ble for adjusting their fiscal, economic, labour market, etc. policies so that the
European Central Bank’s (ECB) monetary policy stabilizes the EMU’s price lev-
el. In particular, the ECB must not conduct fiscal policy whatsoever. A compar-
ison of the ECB with the Federal Reserve System (Fed) in the U.S. is neither ex-
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pedient nor commensurate since the U.S. has a federal system whereas the EMU
member states are sovereign nation states and not the ‘United States of Europe’.
The intention is to create such a union in the near future, though, as stated in
The Five Presidents’ Report (Juncker et al. 2015).

A further consequence of the statelessness of the euro is that all government
debt is automatically foreign debt. No country can individually inflate away
some part or all of its government debt. This is the economic price countries
have to pay for the loss of monetary sovereignty. For the survival of currency
unions, the top priority is to avoid or avert sovereign defaults, a lesson from the
dissolution of former currency unions (see Aslund 2012). Since national states
are sovereign, neither the ECB nor any other institution in the EU has fiscal pol-
icy competencies.2 However, fiscal restraints are necessary in a monetary union
(Chari/Kehoe 2007) and fiscal rules exist for the euro member states that have
been strengthened in the aftermath of the financial crises in 2007 and thereafter
(Leiner-Killinger/Nerlich 2019). The primary goal of the rules is to stabilize the
nation states’ public debt. They encompass balanced budget rules, expenditure
rules, debt rules and revenue rules (see, in particular, Leiner-Killinger/Nerlich
2019, Chart 1, p. 4). Nevertheless, the enforcement of the ECU rules determined
by the budget criteria of the Maastricht Treaty (deficit less than 3% of GDP,
debt-to-GDP ratio less than 60 % of GDP) is still weak. This means that the fis-
cal policy rules are not followed by all countries in the ECU and EU area, even
prior to the pandemic (Leiner-Killinger/Nerlich 2019, Charts 2 to 5, 81f.). The
excessive deficit procedure within the Stability and Growth Pact was effective
nonetheless, though mainly in the years 2011 to 2014 (De Jong/Gilbert 2020).

The division of competences between the ECB and the member nation states
is as follows:

(1) The ECB’s main task is to stabilize the rate of inflation at around 2 % p.a. Its
instrument is monetary policy, i.e., setting the main rate for refinancing
operations. In the wake of the financial and euro crises, additional instru-
ments have been established, such as bond-buying programmes within the
Quantitative Easing (QE) framework.

(2) The member states of the euro system are responsible for their own econo-
mic and fiscal policies, within the constraints of the EMU’s fiscal rules.

(3) To maintain this division of policy responsibilities, the ECB must not con-
duct fiscal policy. This means that it must not bail out countries with unsus-
tainable debt or deficits. The reason for this rule is to prevent member states
from taking a free-rider position concerning their fiscal policies, labour
market and welfare policies as well as public debts and budget deficits.

2 It is debatable whether the NextGenerationEU programme that is financed by joint
borrowing is a first step towards more fiscal competencies for the EU.
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Through these deliberate policies, the central bank is effectively forced to
allow higher rates of inflation (Chari/Kehoe 2008).

However, the recent past has demonstrated that it is difficult to maintain this
division of competences. In effect, the ECB intervened during the euro crisis in
the years after 2011 with instruments to support countries with fiscal problems.
The leading narrative was — and remains — ”impairments to the monetary policy
transmission mechanism” (ECB 2021, p. 12). Whatever the fiscal problem of a
country, it can always be dubbed such a ‘disturbance’. In this way, however, fi-
nancial market agents (banks, investors, etc.) learn that “whatever it takes”
(Draghi 2012), the ECB will find a way to support the respective countries with
fiscal problems. The combination of the ‘whatever it takes’ approach and the
permanent invention of new tools to support fiscally critical countries on the
one hand and the weak enforcement of the EU’s fiscal rules on the other make
the EMU’s free-riding problem unsolvable.

The peculiarities of the EMU make it very different from the U.S. Federal Re-
serve System. This is of relevance for MMT since monetary sovereignty is cru-
cial for the fusion of monetary and fiscal policy in one hand. “Monetary sover-
eignty is key to understanding MMT. Governments need a high degree of mon-
etary sovereignty in order to exercise policy autonomy - that is, to be able to run
their fiscal and monetary policies without fear of painful backlash from finan-
cial or foreign exchange markets” (Kelton 2020, p. 142). The U.S. is a monetary
union within one nation state that consists of 50 states. Fiscal policy is delegated
to the federal government and monetary policy to the Federal Reserve System.
The individual states are responsible for their public finances and they can be-
come insolvent (for the origin and development of the U.S. federation with re-
gard to public finances and monetary policy, see Bordo/Jonung/Markiewicz
2013, 458ff.). Therefore, as already recognized by MMT protagonists, the U.S. is
suitable for MMT policies of combining fiscal and monetary policy, with fiscal
policy dominance (see for instance, Kelton 2020, 142 ff.). By contrast, the same
protagonists deny that the same holds true for the EMU (Kelton 2020, p. 145), at
least in the current institutional setting of the EMU (for a somewhat different
view, see Ehnts/Hoefgen 2022).

IV. ECB, National Central Banks and Commercial Banks

Among the crucial functions of central banks is acting as a ‘lender of the last
resort’ (LOLR; for a more recent view on this instrument, see Freixas/Rochet/
Parigi 2004). The ECB’s emergency liquidity assistance (ELA) is an example of
this function as it allows banks to receive temporary credits if these are not
avaijlable from other banks (ECB 2019). This function was of critical importance
in the financial and euro crises, when banks did not provide such credits to each
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other. As pointed out by Francesco Papadia (who managed the ECB’s liquidity
operations between 2007 and 2012), the ECB provided “elastic currency” during
the crisis (2014, p. 94).

But it did not end there as the financial crisis became so severe that central
banks invented Quantitative Easing (QE) as a new, longer-term emergency
toolkit. In contrast to LOLR, QE is dubbed a “buyer of last resort” (Acharya/
Pierette/Steffen 2021, p. 88) as in these programmes, central banks buy sovereign
bonds (and corporate bonds) from commercial banks. QE was never intended
as a permanent programme for buying (all or most) government debt, although
the ECB can buy sovereign bonds in the secondary market from some specific
countries without repurchase agreements as part of its Outright Monetary
Transaction (OMT) programme. Economically, the latter is quasi-fiscal policy.

National central banks still exist in the EMU. Their main task is the imple-
mentation and execution of the ECB policy. In particular, they must not finance
public debt in the primary market. Hence, neither the ECB as a supranational
institution nor the member states” central banks can directly buy national public
debt in the primary market. The latter is a precondition for the implementation
of MMT within the EMU however.

Commercial banks are supervised by the ECB, with assistance from national
central banks. Beside the national policymakers, the ECB can also regulate
banking activities of commercial banks. Nevertheless, commercial banks can -
and still do - create book money by lending bank deposits. In this way, addi-
tional money is created by banks that is not state money. Hence, in contrast to
MMT, money in the EMU (and in its individual member states) consists of state
money and bank money. This gives rise to two money circuits, and not only
one, as claimed by MMT (see Rohwer/Behr 2021, p. 61; Prinz/Beck 2021). The
state, like the ECB, has no direct and complete control over bank money; there-
fore, it is endogenous money. In MMT, this partially endogenous nature of
money is not intended. The latter is the consequence of the existing two-tier
banking system. A two-tier banking system contradicts the preconditions of
MMT however. Therefore, the crucial mantra of MMT - neither taxes nor
bonds finance public expenditures (Kelton (née Bell) 2000; Kelton 2020) - is un-
tenable. The only possibility to get rid of bank money is to create a one-tier
banking system in which commercial banks are merely branches of the central
bank.

In addition, the omission of the second money circuit between commercial
banks, corporations and private households makes it impossible for MMT to
recognize the influence of financial markets on money and the macroecono-
my - and vice versa. Since MMT ignores the second money circuit, it cannot
deal with financialization, where “financialization corresponds to financial neo-
liberalism which is characterized by domination of the macro economy and eco-
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nomic policy by financial sector interests” (Palley 2013, p. 1). According to
Hansen (2014, p. 605), in around 1980 finance became the “master of society”
for the second time, this time as “financialization”. In more general economic
terms, the hypothesis of this literature is that ‘financial dominance’ exists nowa-
days in developed economies.

By contrast, in MMT only ‘fiscal dominance’ and ‘monetary dominance’ can
occur. Fiscal dominance means that the states’ debt policy is dominant concern-
ing monetary policy. Put differently, in this concept debt policy forces an ac-
commodating monetary policy. Monetary dominance means that monetary pol-
icy sets constraints for fiscal policy via its interest rate, whereby it is the duty of
governments to enforce a sustainable debt policy. Since MMT seeks to combine
monetary and fiscal policy in the hands of governments only, there is neither
monetary nor fiscal dominance, but the dominance of money. In economic
terms, this means that public debt is always fully monetized.

V. The ECB, Public Debt and QE

According to the institutional setting of the EMU, monetary dominance has
been prescribed. The ECB statute determines that it is the main goal of the ECB
to stabilize the price level. The ECB’s support for general economic policy is re-
stricted to areas where there is no conflict with this primary goal. Until recently,
the crucial instrument for stabilizing the price level was the main rate for refi-
nancing operations.

However, at the zero lower bound, i.e., a central bank main rate of zero, no
further decreasing of the nominal interest rate is possible. In order to increase
inflation expectations in the direction of the target price level, quantitative eas-
ing (QE) has been invented and employed by central banks worldwide. QE was
launched in the eurozone in March 2015 (Horst/Neyer 2019, p. 242). The result
of this policy is shown in figure 1 for Germany, Italy, Japan, UK and the U.S.

The national central bank debt holdings for 12 countries of the eurozone as a
percentage of the general government gross debt is presented in Table 1. Fur-
thermore, the respective debt holding shares of domestic banks, domestic non-
banks and foreign debt holding shares are shown.

The shares of government debt that have been bought by the central banks of
the euro system differ starkly between countries. Obviously, the shares do not
match the national equity shares of the ECB’s capital (Havlik/Heinemann 2021).
Moreover, very different shares of government debt are owned by domestic
banks and nonbanks (i.e., subtract the foreign debt holdings in Table 1 from
100%). These shares range from 19% (Greece) to 70% (Italy). Table 2 shows
how the debt shares of national central banks of the eurozone’s crisis states
(Greece, Ireland, Italy, Portugal and Spain) developed between 2004 and 2020.
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Figure 1: Shares of National Government Debt Held by National Central Banks

Table 1
Shares of General Government Gross Debt Holdings and ECB Capital Shares
Country Domestic | Domestic | Domestic | Foreign debt ECB
central bank | banks nonbanks holdings | capital shares
(percent) (percent) (percent) (percent) (percent)
Austria 20 11 10 59 2.93
Belgium 15 12 21 52 3.64
Finland 21 14 8 57 1.84
France 17 15 22 46 20.42
Germany 22 21 11 46 26.36
Greece 10 9 0 81 2.47
Ireland 26 3 63 1.69
Italy 23 25 22 30 16.99
Netherlands 24 15 26 37 5.86
Portugal 18 14 20 49 2.34
Slovenia 26 11 10 53 0.48
Spain 22 21 15 41 11.92

Source: IMF (2021), Tables (in above order of appearance): 3.1; 3.2; 3.3; 2.2; data for 2021Q2. ECB capital shares
(as of 01.02.2020): ECB.
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Figure 2: Shares of Eurozone National Government Debt Held
by National Central Banks: Greece, Ireland, Italy, Portugal and Spain

The conclusion from this data is that the ECB finances states via its QE mon-
etary policy, at least economically (if not legally). But the ECB also bought a lot
of the remaining eurozone states’ debt (see Table 1). In this way, it monetized
part of the eurozone’s public debt. If one considers the public sector purchases
programme (PSPP), the ECB’s pandemic emergency purchasing programme
(PEPP) plus the EU’s NextGen-Europe funds, then the way has been paved to
euro bonds. The question is, nevertheless, whether these policies indicate fiscal
dominance or the complete integration of fiscal and monetary policy, as intend-
ed by the MMT policy programme.

VI. Is MMT Relevant in/for Monetary Policy in the Eurozone?

In effect, the crucial question is whether the ECB can still be characterized as
an independent central bank (Neyer 2019). If it is still independent from poli-
tics, it does not meet the criteria of MMT. The latter requires that a central bank
is more like a department of the treasury than an autonomous monetary insti-
tution. Neyer (2019) concludes that it is somehow inconclusive since the PSPP
(and more recently PEPP) as well as the Single Supervisory Mechanism (SSM)
are critical to the ECB’s independence. The review by de Haan (2019) did not
find clear evidence of a loss of independence of the ECB. Balls et al. (2018, p. 2)
found that there are indications that “operational independence” (the selection

Credit and Capital Markets 4/2022



444 Aloys Prinz and Hanno Beck

of adequate tools for combatting inflation3) — even with low “political independ-
ence” (no political influence of central bank’s policy goals and personnel) - has
been the key to low rates of inflation in advanced economies, at least before the
financial crisis (ibid., p. 56). However, a caveat is added for the coordination of
monetary and fiscal policies: “A coordination mechanism should be established
that respects the following three principles. It should be triggered by the central
bank, protect democratic control over fiscal policy and be limited to the zero
lower bound” (ibid., p. 57). The last of these principles is of crucial importance
for the ECB. Since the strong increase in the inflation rate in 2022, there is no
longer a zero lower bound for the main ECB interest rate. As a consequence,
monetary-fiscal coordination should be halted immediately.

Central banks may have high degrees of political and operational independ-
ence on paper and yet de facto no such independence. This can occur when
central bank presidents and board members understand themselves more as
politicians than as experts in monetary policy. Concerning the ECB, it seems
possible that governors of member states’ national central banks and ECB board
members decide on monetary policy by taking account of the government debt
of their home countries. Such a propensity was found by Heinemann/Kemper
(2021) in connection with the ECB’s PEPP.

To consider the crucial question of whether the ECB can effectively combat
inflation further, feedback loops are considered next. The intention is firstly to
differentiate between four feedback loops in the following. Then the relevance
of these loops for MMT is discussed. Since MMT protagonists aim at an integra-
tion of fiscal and monetary policy — with fiscal policy as the leader - the feed-
back loops of monetary policy with fiscal policy as well as financial markets are
relevant in this respect.

To start with, it is assumed that inflation is “always and everywhere a mone-
tary phenomenon” (Friedman 1970, p. 24). Then the task of the ECB is easy, as
shown in figure 3. In order to get inflation — measured by the consumer price
index, CPI - under control, the main interest rate, igcp, or the quantity of mon-
ey, Mycp, is adjusted accordingly (Aigcg> AMgcp).* An increase in the interest
rate, Aigp >0 (a decrease in the quantity of money, A My <0), briefly a
contractive monetary policy, has a negative effect on the change in the CPI, i.e.,
it will decline: ACPI < 0. This is indicated by a negative sign (-) in figure 3 be-
side the arrow from Aipcg/ AMpcg to ACPI. Moreover, an increase in the CPI,
ACPI >0, induces an increase in the interest rate of the ECB or a decrease in
the quantity of money, i.e., a contractive policy. A positive sign (+) beside the

3 See Balls et al. (2018), p. 2. Operational independence has also been called “instru-
ment and goal independence” (Neyer 2019, pp. 43f.).

4 To avoid any misunderstanding, note that according to Friedman, the quantity of
money (and not the interest rate) is the crucial control variable for inflation.
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(+)

Source: Own depiction.

Figure 3: Anti-Inflationary Monetary Policy in the Simplest Case

arrow from ACPI to Aigey / AMpes symbolizes this. Furthermore, a contrac-
tive (expansive) ECB policy decreases (increases) the possibilities of the banking
system to create bank money, AM,,. This is indicated in figure 3 by the arrow
from the ECB’s monetary policy tools (interest rate, quantity of money) to bank
money. This mechanism can intensify the effect of ECB policy, but may also
attenuate it (a positive sign is attached to the arrow from AM, to ACPI in
figure 3 nonetheless).

However, nowadays, and particularly in the EMU, it cannot be taken for
granted that Friedman’s dictum still holds. Figure 4 depicts a scenario that seems
more likely in the EMU as well as elsewhere. Note that, for the sake of readabil-
ity, bank money is not included in this figure; see figure 5 for the role of bank

Source: Own depiction.

Figure 4: Anti-Inflationary Monetary Policy with Fiscal Effects
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money. Moreover, in this figure and all following figures, primary effects are in-
dicated with solid lines and secondary effects with dashed lines.

The right-hand side of figure 4 shows the feedback loop between CPI changes
and ECB’s policy responses (interest rate, quantity of money), as in figure 3,
identified by a square-framed I. In accordance with EMU reality, a large number
of countries are heavily indebted, as measured by their debt-to-GDP ratios.
Therefore, two further feedback loops have been added. On the left-hand side of
figure 4, a feedback loop between the change to ECB policy and the changes to
the debt-to-GDP ratios for countries j, denoted by AD, is included. It is identi-
fied by a square-framed II. An increase in the interest rate (or a decrease in the
quantity of money) leads ceteris paribus to an increase in debt-to-GDP ratios
because governments have to pay higher interest rates on bonds when they re-
volve existing debt or emit new debt. Of course, an increase in financing costs of
government debt should incentivize lower debt-to-GDP ratios. Nevertheless, the
first effect for highly indebted countries may be to increase the debt-to-GDP ra-
tio. This is indicated by the positive sign (+) on the arrow from Aipcp / AMgqg
to AD;. The response to such a financing costs increase could be that politicians
try to force the ECB either to enact a less intensive anti-inflationary policy than
required to bring inflation under control. This is indicated by the negative sign
(=) on the arrow from AD; to Aigcp / AM peg.

A third feedback loop exists between ACPI and AD;, identified in figure 4 by
a square-framed III. Increases in the rate of inflation, ACPI > 0, decrease the re-
al value of government debt, AD; < 0,Vj. This is indicated by a negative sign (-)
on the arrow between ACPI and AD;. Since ECB policymakers are aware of this
channel, members from highly indebted countries may try to convince the gov-
erning council not to combat inflation or to combat it less intensively, as indicat-
ed before by the respective arrow from AD; to Aigcp / AMpcg.

This transmission channel works also in the reverse direction. An increase in
the debt-to-GDP ratio in a highly indebted country may trigger a higher rate of
inflation, as explained by the Fiscal Theory of the Price Level (FTPL). This the-
ory says that inflation is ‘always and everywhere a fiscal phenomenon)’, to para-
phrase Friedman’s dictum (see, for instance, Leeper/Yun 2006; Cochrane 2022).>
Assuming that the country’s available and expected future primary surplus does
not increase, deteriorating public finances may make it necessary to reduce the
present value of the bonds by a higher rate of inflation. Historical long-term ex-
periences support this (see Brunnermeier 2021, 204f. and figure 12-8, p. 205). At
first glance, this does not seem possible in the EMU, since the member coun-

5 New empirical evidence (Banerjee et al. 2022) suggests that an increase in public debt
increases the rate of inflation, whereby the size of the effects depends on countries’ fiscal
and monetary regimes.
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tries do not have their own currencies. However, a political transmission chan-
nel may make this possible. Central bankers from high-debt countries may vote
on the ECB’s governing council to combat inflation less aggressively than col-
leagues from low-debt countries. If the former group has a majority, higher in-
flation rates may be the consequence. This fits with the dictum that inflation is
“always and everywhere a political phenomenon” (Brunnermeier 2021, p. 205).

Up to this point, financial markets have not been considered here. Experienc-
es after the financial crisis led to the inclusion of these markets in analyses of
monetary policy. In particular, financial stability became a major concern. A
crucial risk is that government debt and banking stability create what is known
as a “doom loop” (Fahri/Tirole 2018, paper title) feedback structure, also dubbed
“diabolic loop” (Cooper/Nikolov 2018, p. 4). In figure 5, a doom loop feedback
slope, identified by a square-framed IV, is depicted (in addition to feedback
loop II of figure 4). Note that all signs in frame IV are positive (+); this means
that all feedbacks are positive and therefore self-reinforcing.

AiECB/
A'\/IECB

Source: Own depiction.

Figure 5: Anti-Inflationary Monetary Policy and Banking Fragility

Assume that an increase in the ECB’s interest rate (a decrease in ECB money),
enhances debt-to-GDP ratios, AD;, in highly indebted countries. Banks in the
respective countries may be induced to buy the additional government bonds
without increasing their equity (since government bonds are considered to be
risk-free assets). Bank money is raised in these countries, with government
bonds as offsetting entries in bank balance sheets. In this way, the sovereign de-
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fault risk is delegated to banks, and this can make banks more fragile (Cooper/
Nikolov 2018), indicated by A BF; in figure 5.6 In the case of an impending bank
collapse or a banking crisis, the respective governments may need additional
credit to bail out banks that are too big to fail or system relevant, as indicated by
the arrow from ABF; to AD;. Such credits or money can only be provided by
the ECB, which must bear the resulting sovereign default risk (see Uhlig 2013
for a formal model). In such a way, the debt-induced increase in bank money in
the respective states in retrospect forces a financing with ECB money.

To discuss the above feedback loops in an MMT context, all four feedback
loops are depicted together in figure 6.

Source: Own depiction.

Figure 6: Anti-Inflationary Monetary Policy with Fiscal and Banking Effects

The first observation is that MMT only considers feedback loops I and II in
figure 6. It criticises that the ECB uses its interest rate to control inflation and
that governments are forced to pay interest to get the money they created back,
in the form of credits. MMT’s radical idea is to combine monetary and fis-
cal policy by giving up government bonds and replacing them (as well as
taxation) with money creation. However, as indicated by the arrows between
Aigeg ,AMpcy , AM, and ACPI, MMT misses the effects of changes in the ECB
interest rate and ECB money on bank money as well as the effect of bank mon-
ey changes on the inflation rate. Bank money can either reinforce the effect of
the ECB’s policy, attenuate it, or even reverse the ECB’s policy effect. In Fig-

6 Of course, this is not the only mechanism for instability in financial markets, but it is
a unique issue in a monetary union with otherwise sovereign member states.
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ure 6, this is indicated by a question mark, (?), on the arrow from bank money
to the change in the inflation rate.

In contrast to figure 6, figure 7 depicts fiscal and monetary policy from an
MMT perspective. In addition to an exclusively MMT diagram, bank money is
included. In detail, figure 7 can be interpreted as follows. EMU member states
obtain money from the ECB, A M, for their individual public expenditures
whose volumes are approved by a Joint EMU Treasury.” The latter is a crucial in-
stitutional innovation. The reason to implement it nonetheless in figure 7 is that
MMT requires such a treasury in order to finance all public expenditures with
central bank money. Moreover, the ECB must be integrated into the Joint EMU
Treasury, too. If it would not be integrated, the ECB could conduct monetary pol-
icy with its own objectives.

In figure 7, an increase in A M, is assumed to increase the potential for
bank money in the respective EMU countries j, AM,; (loop I). This is indicated
by the respective sign on the arrow between AMpcz and AM,;. The total in-
crease in money, AMpcy +» M yj» can have positive effects on employment in

j
the respective countries, i.e., AE; >0, as long as there is no full employment

yet (loop II). Whether there is a feedback loop from employment to bank mon-
ey is unclear and therefore indicated with a question mark, (?). If there is already
full employment, A Mg, 4 » "My, will increase the rate of inflation, as shown

j
by the arrows from AMq; and M, to ACPI (loop I).

Nevertheless, the change in ECB money, A My, as well as the changes in
bank money in the EMU member states, » "AM,;, may also change the con-

i
sumer price index (CPI), though probably only slightly. In contrast to conven-
tional monetary policy, in MMT the ECB loses its function as an independent
monetary authority that is responsible for a stable price level. Instead - and this
seems to be the weakest point in the MMT architecture applied to the EMU -
the member countries are responsible for a stable price level, as indicated by the
feedback loops III and IV in figure 7. The need for two feedback loops demon-
strates that the control of inflation is the crucial shortcoming of MMT. Feedback
loop III shows the connection between changes in bank money in country j and

7 See Bibow (2015, p. 1) who recommends “a Euro Treasury as a vehicle to pool future
eurozone public investment spending and to have it funded by proper eurozone treasury
securities” and Hellwig (2017) for a discussion of the usefulness of a treasury for a Euro-
pean banking union. Even the follow-up communication of the European Commission
to the so-called “Five Presidents’ Report” of 2015 says: “In addition, a euro-area Treasury
could take shape, to access financial markets on behalf of its members to fund part of
their regular refinancing needs” (European Commission 2019, p. 12).
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Source: Own depiction.

Figure 7: EMU Fiscal-Monetary Policy in MMT

the according changes in tax revenues, AT, in this country. However, it is un-
clear whether the change in bank money has an impact on tax revenues. There-
fore, a question mark (?) is attached to the respective arrow. By contrast, an in-
crease in tax revenues in order to reduce inflation reduces bank money (i.e.,
higher taxes to combat inflation crowds out investments that would be financed
by bank money otherwise), as shown by the signs on the arrows in feedback
loop III. The use of taxation to reduce inflation is shown in feedback loop IV. A
tax increase reduces CPI as well as, according to MMT, a significant increase in
CPI must lead to tax increases, to combat inflation. This explains the arrows and
their signs in feedback loop IV.

However, as a single country j, it is not possible to control the rate of inflation
in the country without an own currency. Therefore, inflation control is a public
good in the EMU, as shown in feedback loop IV. For each individual country j,
there is no incentive to tax its own population in order to control union-wide
inflation. The most likely outcome would be too high rates of inflation, since
nobody is responsible for a stable price level. In effect, a complete MMT policy
implementation in the EMU must assign at least one tax to the Joint EMU
Treasury. The main aim of this tax - for instance, a surcharge on the countries’
income taxes or an additional EMU value-added tax - is to control inflation. Of
course, such a tax will increase the tax revenues in the individual EMU member
states, AT}, but the ultimate receiver is the Joint EMU Treasury.

Note that the individual member states may react to a tax increase of the Joint
EMU Treasury by reducing their own taxes. Otherwise, a member state may al-
so increase its public debt in such a situation (if further such debt will be al-
lowed) in order to finance the additional tax, as depicted in figure 8. This figure
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Source: Own depiction.

Figure 8: Free Riding in an EMU with MMT Design

is based on elements of figure 6 as it contains a doom loop II, connected with
public debt, AD;. Moreover, inflation is combatted by means of an EMU tax in-
crease, AT . ECB money is therefore not included in figure 8.

As indicated by the arrows, higher EMU tax, AT > 0, reduces firstly the poten-
tial to create bank money, A M,;. Secondly, it reduces the CPI by lowering aggre-
gate demand. Assume now that the additional EMU tax is paid by credits from
banks in the respective country by creating additional bank money. This is pos-
sible, although while the EMU tax reduces the potential for creating bank mon-
ey, it does not eliminate it. Since no equity is required to secure credits to the
government, government bonds are the assets with which the credit is secured.
This gives doom loop II new impetus and the fragility of banking, A BF;, in this
country increases. Moreover, the higher public debt in country j can even in-
crease the CPI somewhat. In effect, this example demonstrates that public debt
and combatting inflation remain major issues in the EMU as they are prone to
free riding by member states. Moreover, figure 8 shows that the ability of banks
to create money is a decisive feature of the monetary economy that is missing in
MMT. Bank money renders increases in country-level public debt possible that
may enhance bank fragility when the domestic banks finance and hold the cor-
responding government bonds. Furthermore, it also proves that money is not
only a creature of the state, as supposed by MMT.

To summarize, a full application of MMT in the EMU does not seem possible.
Even if public expenditures, financed by money creation, were approved by a
new Joint EMU Treasury, individual countries may get around policy measures
of inflation control. For MMT to become an option for the EMU, individual
member states must give up their sovereignty to a large extent.
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A further remark is worthwhile. MMT only considers fiscal and monetary
dominance. Financial markets, as well as financial fragility, are not considered
within MMT. This is another shortcoming of MMT as a foundation of public
policy, as indicated by doom loop IV in figure 6 and doom loop II in figure 8.

The remaining question is, however, how far the EMU and the ECB have
moved towards MMT in recent times. First of all, even large-extent debt mone-
tization is not an MMT policy. The reason for this is that in the EMU, the ECB
decides for itself whether and to what extent debt is monetized (see Treptow
2022 for a different view). Furthermore, the ECB must not select the debt of
highly indebted countries with priority in the existing QE programmes. Never-
theless, this comes with a caveat. With PSPP, PEPP, OMT and in particular with
the new Transmission Protection Instrument (TPI)8, the ECB seemingly sub-
mits to fiscal dominance, which is not so far away from MMT ideas. Put differ-
ently, the ECB is in danger of becoming a political institution and may lose its
operative independence. If this happens, it loses its credibility. The ECB will
then assume the tasks of national fiscal policy.

Finally, MMT provides more of an institutional framework for a ‘new brave
money world’ than a blueprint for alternative monetary and fiscal policies.

VII. Conclusion

It is tempting to declare that everything that is politically desirable can also be
financed, simply by creating the required money. In addition, neither taxes nor
bonds are necessary because they do not finance public expenditures. If this
sounds like a fairy tale, then it is because it is a fairy tale. Even in MMT money,
created to finance public expenditures, is only a zero bond, emitted as a tax
credit (Ehnts/Paetz 2019). By contrast, the crucial message of MMT is to change
the contemporary responsibilities for monetary and fiscal policy, mainly in the
U.S. but also in the EMU. The proposed change is radical as it demands the uni-
fication of monetary and fiscal policy, with a dominant position for fiscal policy.
Of course, such a change requires a sovereign and economically strong country
with its own currency. Only such countries are immune to sovereign default be-
cause they can always inflate away any public finance problem.

MMT gained momentum, at least in the U.S,, in the aftermath of the financial
crisis in the years since 2008 as the world’s most relevant central banks enacted
a new era in monetary policy with QE. When the interest rate as the price of

8 “Subject to fulfilling established criteria, the Eurosystem will be able to make second-
ary market purchases of securities issued in jurisdictions experiencing a deterioration in
financing conditions not warranted by country-specific fundamentals, to counter risks to
the transmission mechanism to the extent necessary” (ECB 2022).
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money became zero, money became priceless though not worthless. QE looked
like a scaled-down version of MMT. With a supply of money to a price of zero,
every environmental, social, etc. political project seemed fundable. Whether full
employment guarantees or green new deals, anything was attainable.

The applicability of MMT in the EMU is studied in this paper. The institu-
tional setting of the EMU is considerably different to the setting in the U.S. The
ECB is responsible for monetary policy in order to stabilize the price level,
whereas the sovereign EMU member states are responsible for their fiscal poli-
cy. As a consequence, all government debt is denominated in a currency that
cannot be manipulated by a member state. This setting is incompatible with the
division of responsibilities in MMT. MMT requires not only an own currency,
but also that inflation is controlled by taxation. However, the member states of
the EMU also enjoy sovereignty concerning their tax policy. Since price level
stability is an EMU-wide public good, it is impossible for single EMU members
to stabilize the price level through their individual taxes.

Nevertheless, QE policies and the additional monetary policy measures intro-
duced by the ECB have changed the nature of EMU monetary policy. Institu-
tionally, the ECB has neither a mandate for fiscal policy nor is it allowed to fi-
nance EMU governments. Among the most critical instruments in this respect
are PSPP, PEPP, OMT and the new TPI. With these instruments, the ECB has
become a fiscally dominant central bank. However, fiscal dominance in mone-
tary policy is not sufficient for the MMT concept.
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