MMT cannot just ignore the issue of inflation
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A major criticism that can be addressed to MMT is that its proponents are unable to prove their claims given the lack of formal modelling. In line with this criticism, the following appraisal reviews MMT’s key assumptions on inflation, monetary policy, fiscal policy and their (lack of) feedback. According to Palley (2019b), MMT is especially dismissive of the problem of inflation and lacks a doctrine. For instance, Wray (2019) writes: “Fortunately – or unfortunately depending on one’s view – modern economies usually operate with sufficient slack that even large boosts to aggregate demand are not likely to put much pressure on wages and prices. Our critics continue to fight an inflation battle that was won almost two generations ago” (7). As regards monetary policy’s role in managing aggregate demand, MMT’s discarding of interest rates as a tool of stabilisation policy is problematic. First, Tymoigne and Wray (2013) posit that the “sensitivity” of aggregate demand to interest rates is low. As interest rates are seen as affecting the cost of borrowing, which influences costs of production and prices, low interest rates may lead to lower inflation; however, such a cost-push argument is purely short term in nature. Second, discarding interest rates as a stabilisation tool would create political economy and instrument shortage problems (Palley, 2019b). From a political economy point of view, monetary policy is the preferred instrument to manage aggregate demand because fiscal policy is difficult to use to stabilise the business cycle. In addition, the loss of an instrument would compound the difficulty for a policymaker to achieve her policy targets. Third, MMT’s prescription to keep nominal interest rates at a very low, near-zero level would also foster macroeconomic instability, with, during the upward phase of the cycle, real rates falling and potentially causing higher inflation, which would in turn lower real interest rates.
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