
the deficit myth

the deficit myth challenges conventional economic beliefs about government spending, national
debt, and fiscal responsibility. This concept, popularized by economist Stephanie Kelton, argues that
the common fear of budget deficits is largely misplaced, especially for sovereign currency-issuing
nations. The deficit myth proposes that governments with their own currency can never "run out of
money" in the same way households or businesses can. Instead, such governments have more fiscal
space than traditionally understood, allowing them to prioritize public investment and social welfare
without undue concern over deficits. This article delves into the foundations of the deficit myth, its
implications for economic policy, and the critiques it faces. Understanding this perspective is crucial
for informed discussions on fiscal policy, economic growth, and national budgeting strategies.
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Understanding the Deficit Myth

The deficit myth centers on the misunderstanding of government budgets and the nature of national
deficits. Traditionally, budget deficits are viewed as harmful economic conditions that require
immediate correction through spending cuts or tax increases. However, the deficit myth asserts that
this perspective incorrectly equates a government's financial operations with those of households or
businesses. Unlike private entities, sovereign governments that issue their own currency can create
money to finance spending. This means they are not financially constrained in the same way and do
not need to "balance their budget" like a household. In this light, running a deficit is not inherently
dangerous and can be a tool for economic stabilization and growth.

Key Concepts Behind the Deficit Myth

At the heart of the deficit myth are several critical concepts that redefine how deficits and debts are
understood:

Currency Sovereignty: Governments that control their currency can issue money as needed,
eliminating solvency risk in their own currency.



Functional Finance: Fiscal policy should aim to achieve full employment and price stability,
rather than balancing budgets.

Deficits as Economic Stimulus: Government deficits inject spending into the economy, which
can stimulate demand and economic growth.

Debt as Private Sector Savings: Government debt corresponds to private sector financial
assets, meaning deficits increase private sector wealth.

Foundations of Modern Monetary Theory

The deficit myth is closely tied to Modern Monetary Theory (MMT), which provides the theoretical
framework for understanding sovereign fiscal operations. MMT emphasizes the difference between
currency issuers and currency users, highlighting that governments issuing their own currency are
fundamentally different from households or businesses that must earn or borrow currency to spend.

MMT’s Perspective on Government Spending and Taxation

According to MMT, government spending is not constrained by revenues from taxes or borrowing.
Instead, taxes serve to control inflation by reducing excess demand and to influence behavior, rather
than to fund expenditures directly. Borrowing by issuing government bonds is viewed as a monetary
operation to manage interest rates rather than a necessity to finance spending. This approach implies
that governments can and should use fiscal policy actively to maintain full employment and economic
stability.

The Role of Inflation and Resource Constraints

MMT acknowledges that the real limitation on government spending is inflation, not the size of the
deficit or debt. When an economy approaches full capacity, excessive spending can lead to
inflationary pressures. Therefore, fiscal policy must be calibrated to ensure resources are used
efficiently while avoiding overheating the economy. This nuanced understanding differentiates MMT
and the deficit myth from traditional views that focus primarily on budget balance.

Implications for Fiscal Policy

The deficit myth has significant implications for how fiscal policy is designed and implemented. By
reframing deficits as tools rather than problems, it advocates for a more proactive and flexible
approach to government spending and taxation.



Reevaluating Budget Deficits

Governments can use deficits strategically to address economic downturns, reduce unemployment,
and finance public goods. Deficits provide necessary demand during recessions when private sector
spending contracts. Conversely, during periods of economic growth, surpluses or balanced budgets
may be appropriate to avoid inflation. This countercyclical fiscal policy is essential for economic
stability and growth.

Public Investment and Social Welfare

Understanding the deficit myth encourages increased public investment in infrastructure, education,
healthcare, and other social programs. Since sovereign currency issuers are not financially
constrained in the traditional sense, they can mobilize resources to address societal needs without
the fear of insolvency. This perspective supports expansive fiscal policies aimed at enhancing long-
term economic resilience and social equity.

Policy Tools and Mechanisms

Targeted Spending: Directing government expenditures to sectors with high economic
multipliers.

Job Guarantee Programs: Providing public employment to achieve full employment and wage
stabilization.

Tax Policy: Using taxes to manage inflation and redistribute wealth rather than to fund
spending.

Debt Management: Issuing bonds primarily to maintain interest rate targets and provide safe
assets.

Critiques and Controversies

While the deficit myth and MMT offer a compelling alternative to orthodox fiscal policies, they are not
without criticism. Economists and policymakers have raised concerns about the potential risks and
limitations of adopting these ideas wholesale.

Inflation Risks and Overspending



Critics argue that underestimating inflation risks could result in excessive government spending
leading to uncontrollable price increases. They caution that political pressures may drive persistent
deficits, undermining economic stability and investor confidence. The challenge lies in accurately
gauging the economy’s capacity and calibrating fiscal interventions accordingly.

Debt Sustainability and International Considerations

Opponents also highlight that not all governments have currency sovereignty, especially those using
foreign currencies or pegged exchange rates. For these countries, the deficit myth does not apply,
and large deficits can lead to debt crises. Additionally, global financial markets and credit rating
agencies may react negatively to high deficits, affecting borrowing costs and currency stability.

Practical Challenges in Implementation

Implementing policies based on the deficit myth requires significant shifts in economic governance,
public understanding, and political will. Critics question whether governments can effectively manage
inflation and resource allocation without causing market distortions or inefficiencies.

Practical Applications and Case Studies

The deficit myth has influenced policy discussions and experiments in various countries, with mixed
outcomes. Analyzing these cases provides insights into its practical viability and limitations.

United States and Fiscal Stimulus

The U.S. government has employed deficit spending extensively, particularly during economic crises
such as the 2008 financial crisis and the COVID-19 pandemic. These interventions, aligned with deficit
myth principles, aimed to stabilize the economy and support recovery. While successful in many
respects, debates continue on long-term debt implications and inflationary effects.

Japan’s Experience with Persistent Deficits

Japan has maintained large government deficits and high public debt for decades without
experiencing severe inflation or fiscal collapse. This example is often cited to support the deficit
myth’s argument that sovereign currency issuers can sustain deficits to promote economic objectives.
However, Japan’s unique economic conditions and demographic challenges complicate direct
comparisons.



Emerging Economies and Currency Constraints

Many emerging market economies face limitations due to foreign debt obligations and currency risks,
which restrict the applicability of the deficit myth. These countries must balance deficit spending with
external factors, demonstrating that context is critical when evaluating fiscal strategies.

Summary of Practical Considerations

Fiscal space varies by country based on currency sovereignty and economic conditions.

Deficit spending can be effective for economic stabilization and public investment.

Inflation control and resource management are essential to prevent negative outcomes.

Political and institutional frameworks influence policy success.

Frequently Asked Questions

What is 'The Deficit Myth' about?
'The Deficit Myth' is a book by economist Stephanie Kelton that challenges conventional views on
government deficits. It argues that sovereign currency-issuing governments are not financially
constrained like households and can create money to fund public spending without necessarily
causing inflation.

Who is the author of 'The Deficit Myth'?
The author of 'The Deficit Myth' is Stephanie Kelton, an economist known for her work on Modern
Monetary Theory (MMT).

How does 'The Deficit Myth' redefine government deficits?
'The Deficit Myth' redefines government deficits as a tool for economic policy rather than a sign of
fiscal irresponsibility. It suggests that government deficits can be used to achieve full employment
and fund public goods without the need to balance budgets like a household.

What is Modern Monetary Theory (MMT) and how is it related
to 'The Deficit Myth'?
Modern Monetary Theory (MMT) is an economic framework that views currency-issuing governments
as having more fiscal space than traditionally believed. 'The Deficit Myth' popularizes MMT concepts,
explaining how governments can manage deficits to support economic growth and social programs.



Does 'The Deficit Myth' suggest that government debt is not a
problem?
'The Deficit Myth' argues that government debt in a sovereign currency is not inherently problematic
because the government can always issue more currency to meet obligations. However, it cautions
that excessive spending can lead to inflation, so fiscal policy should be managed carefully.

What implications does 'The Deficit Myth' have for social
programs and public investment?
'The Deficit Myth' implies that governments have the financial capacity to fund expansive social
programs and public investments without needing to worry excessively about deficits, enabling
policies aimed at reducing inequality and promoting economic stability.

How has 'The Deficit Myth' influenced economic policy
debates?
'The Deficit Myth' has sparked significant debate by challenging austerity measures and advocating
for increased government spending to achieve economic and social goals. It has influenced
progressive policymakers and economists to reconsider traditional fiscal constraints and prioritize
investment in public welfare.

Additional Resources
1. The Deficit Myth: Modern Monetary Theory and the Birth of the People’s Economy by Stephanie
Kelton
This groundbreaking book challenges conventional economic wisdom about government deficits and
debt. Stephanie Kelton introduces Modern Monetary Theory (MMT) to explain how sovereign currency
issuers can fund public programs without the fear of insolvency. The book advocates for using fiscal
policy to achieve full employment and social equity. It is a must-read for anyone interested in
understanding the true potential of government spending.

2. Understanding Modern Money: The Key to Full Employment and Price Stability by L. Randall Wray
Wray delves into the mechanics of modern money systems and how government deficits function
within them. The book provides a clear explanation of how fiscal deficits are necessary for private
sector savings and economic growth. It also explores policy implications for achieving full
employment without triggering inflation. This work complements the ideas presented in The Deficit
Myth by expanding on MMT principles.

3. Debunking Deficit Scares: How Governments Can Spend to Prosperity by Stephanie Bell
Bell addresses common misconceptions about government deficits and debt, explaining why deficit
fears are often misplaced. The book outlines how public spending can be used strategically to
enhance economic stability and social welfare. Through accessible language, it empowers readers to
critically evaluate fiscal policy debates. It is an excellent resource for advocates of progressive
economic reforms.

4. Fiscal Policy and the Real Economy: Beyond the Deficit Obsession by Pavlina Tcherneva
This book examines the role of fiscal policy in promoting economic stability and growth, challenging



the traditional focus on deficit reduction. Tcherneva argues for proactive government spending to
support job creation and infrastructure development. Drawing on empirical evidence, the author
shows how deficit concerns can undermine effective economic management. The book is a valuable
guide for policymakers and economists interested in alternative fiscal approaches.

5. Money and Government: The Past and Future of Economics by Robert Skidelsky
Skidelsky provides a historical perspective on money, government finance, and economic theory. The
book critiques orthodox views on deficits and debt, exploring how economic thinking has evolved over
time. It highlights the limitations of austerity policies and the potential for governments to use
monetary sovereignty wisely. Readers will gain a nuanced understanding of fiscal policy debates and
their real-world impact.

6. Rethinking Fiscal Responsibility: Embracing Modern Monetary Theory by William Mitchell
Mitchell offers a comprehensive overview of Modern Monetary Theory and its implications for fiscal
responsibility. The book challenges traditional notions that equate government deficits with fiscal
irresponsibility. Instead, it presents a framework where deficits are tools for achieving economic and
social goals. This text is particularly useful for academics and students seeking a deeper grasp of MMT
concepts.

7. The Job Guarantee: Toward True Full Employment by Pavlina Tcherneva
Focusing on one of the key policy proposals within the MMT framework, this book explores the
concept of a government job guarantee. Tcherneva argues that such a program can eliminate
involuntary unemployment and stabilize the economy. The book discusses how financing a job
guarantee is compatible with sustainable fiscal policies, despite common deficit concerns. It is
essential reading for those interested in practical applications of deficit myth ideas.

8. Beyond Austerity: How Deficit Fears Harm Economic Growth by Mark Blyth
Blyth critiques austerity measures implemented in response to deficit fears, showing their detrimental
effects on economic growth and social welfare. The book explains why cutting government spending
during downturns can exacerbate recessions. It presents alternative fiscal strategies that prioritize
investment and public services. This work complements the deficit myth discourse by highlighting the
costs of ignoring MMT insights.

9. Public Debt and the Future of Capitalism by Thomas Palley
Palley examines the role of public debt within capitalist economies, challenging the notion that debt is
inherently harmful. The book discusses how government deficits can be used to address inequality
and stimulate demand. It also explores the political economy dynamics that influence deficit debates.
This book is a thoughtful contribution to understanding the broader context of the deficit myth and
fiscal policy.
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