April 6, 2022

MMT-RIP

Fed Chair Jerome Powell has been warning lawmakers to stop their deficit spending before
someone gets hurt. They didn't listen, so Marshall Powell has taken matters into his own hands.
Rest in peace, MMT.
We've written about MMT before. Prior to the pandemic, it was a fringe economic theory that
most economists, even Keynesians, rejected as foolish. Modern Monetary Theory (MMT) proposes
that sovereign governments can run infinitely high deficits so long as the deficits are created
using their own sovereign currency. There is no risk of default on the debt since governments can
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simply print more money to pay off their debts. It’s only when governments borrow from other
countries that debt matters. If printing all sorts of free money creates inflation, no problem,
governments can raise revenue and lower inflation by increasing personal and corporate tax rates.
Might we suggest a rebranding of MMT? MMT was first introduced in 1905, so it's not
exactly modern. It's also no longer a theory.
The pandemic, or more accurately the lockdowns, changed our society's thought processes and
behaviors. Schools of thought that were widely considered foolish were suddenly deemed
necessary. At the heart of MMT is the greatly simplified concept that we can improve the quality of
life for those most in need by creating money. Creating free money allows people to spend more
than they earn and enjoy a higher quality of life. We have and continue to strongly disagree with this
school of thought. After the initial sugar high of free money, inflation has now set in and is harming,
not helping, those most in need.
At the onset of the pandemic the government mandated economic lockdowns, then passed a
stimulus package to provide relief from their lockdowns. The US Treasury increased its debt
outstanding

by $6 trillion,

a

whopping

38%,

to

a

record-high

$21 trillion.

Not to be outdone, The Fed purchased almost $5 trillion in US Treasurys, mortgage-backed
securities, and federal agency debt.
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The idea was to inject liquidity into the economy and increase the money supply. Crazy Uncle Fed
and Auntie T were successful in doing so. Together, they increased M2 (money supply) by $7 trillion.
They took the unprecedented step of directly mailing money to consumers. Despite the lockdowns,
the economy made a remarkable recovery and everybody lived happily ever after, or at least until
early 2022.

As you've likely surmised by now, we think MMT is a foolish and harmful economic school of thought.
Up until the pandemic, most economists did. There is no economic theory, at least within the genre
of capitalism, that more directly opposes our fundamental beliefs regarding monetary policy. We
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often refer to ourselves as laissez-faire economists. Some might refer to us as Monetarists.
Monetarists (supply-side economists) believe that the money supply should grow at a constant rate
of growth while allowing the rest of the economy to fix itself. Adam Smith's invisible hand eventually
brings supply and demand back into equilibrium. We enjoy debating with our Keynesian friends
(demand-side economists) who argue the boom and busts of economic cycles can be moderated
through active monetary policy. They believe deficits help limit economic downturns and surpluses
help taper economic excess. Both are reasonable schools of thought whose main tenets add value
to economic debate and policy.
If our tone appears frustrated, it's because we are frustrated with the economic results of MMT.
We've spent the last several weeks pouring through our frameworks, updating economic variables,
and revising our outlook. Our general takeaway is we will be battling slower growth and higher
inflation, aka stagflation, for the foreseeable future. We can no longer say inflation is transient, or
even persistent, we will now refer to inflation as constant. Although a recession is not imminent, low
single-digit GDP growth is. Welcome to the wonderful world of stagflation.

Headline CPI has risen to 7.9% YOY, and Core CPI (excludes food and energy) has risen to 6.4%
YOY. There are several factors contributing to higher inflation. Global supply chain disruptions due
to Covid-19 and global unrest are partly to blame. However, the primary blame for inflation lies
squarely on the shoulders of MMT proponents. Too much money was injected into the economy.
Milton Friedman famously said, “Inflation is always and everywhere a monetary phenomenon, in the
sense that it is and can be produced only by a more rapid increase in the quantity of money than in
output." The bulk of the current inflation we are experiencing is as simple as that. Too much money
chasing too few goods.
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Milton Friedman was our type of guy. He was a Monetarist and understood the underlying long-term
causes of inflation. We expect the so-called "transitory" components of inflation to eventually
moderate as supply chains start catching up, however that doesn't appear to be happening anytime
soon. That said, the deficit spending since the pandemic has created generational inflation. Inflation
will likely remain elevated above 5% into 2023 and then trend between 3%-4% over the next decade
until our economy can fully absorb all this excess liquidity. Of course, this assumes we moderate
our deficit spending.

We expect Real GDP will also remain low for the next several years. We are not alone, the Federal
Reserve continues to lower its forward-looking GDP forecasts. Their longer-run forecast is now at
1.8%. The Fed recognizes they will need to aggressively raise interest rates and slow the economy
to deal with inflation.

Although sub-optimal, our current economic situation is not dire. Properly implemented monetary
policy should eventually be able to moderate inflation without sending the economy into recession.
Despite slower economic growth and higher inflation, we still expect investors will be able to
earn modest positive portfolio returns, albeit below the long-term historical returns.

After correcting 13% in early March, the S&P 500 bounced back 9%. It has since sold off 2% and
is down 6% on the year.
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The reason we remain somewhat optimistic that stocks should do okay is that corporations, at least
for now, have been able to pass inflation onto the consumer. Inflation is inflating corporate revenues
faster than it is inflating the cost of production. This has once again led to record corporate revenues
and record forward profit margins. Q1 earnings season is just getting underway, it will be very
interesting to hear what CEOs have to say regarding the impact of inflation on their business and
earnings. At some point, higher prices will impact disposable income. So far, higher prices do not
appear to be impacting consumer spending. For now, stocks should be an effective hedge against
inflation. The big question, and what is causing our most recent volatility storm; what is a fair multiple
for stocks in this higher inflation and rising interest rate environment? More on that topic next time.

In the meantime, we recommend investors continue their stretching exercises. Flexibility will be a
necessity while longer-term economic and geopolitical issues sort themselves out.
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