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One of the dangers of medicine is that humans take 
on more risk in becoming ill when believing they 
have a cure. Modern Monetary Theory (MMT) is the 

new risk in monetary medicine and the dangerous side-
effect of quantitative easing (QE). Inflation hawks have long 
argued this very thing would result - too much of a good 
thing in monetary and fiscal policy. But while “vigilante” 
might connote a bit too much aggression in bond market 
participants, it is indeed these bond managers and their 
preferences for real rates of return, that hawks count on 
to govern the right policy prescriptions. For better and 
worse, these bond investors remain the ultimate source 
of policy prescriptions for ailing economies and that “over 
medication” has not gone away.

WHAT IS MODERN MONETARY THEORY? 
In laymen terms, MMT is the theory that a country with 
its own currency, like the United States, can borrow in its 
own currency and accumulate as large of a fiscal deficit 
as it wishes because its own central bank can merely print 
more currency to pay back the additional borrowed debt. 
In hindsight, this increasingly debated theory, an extension 
of Keynesian economics, was perhaps inevitable after 
unprecedented Federal Reserve policy in the U.S. failed to 
produce the feared hyperinflation that inflation hawks have 
been arguing for since the 2008 credit crisis. MMT is the 
inevitable next conclusion of progressives and reasonable 
laymen that have not experienced the side effects or 
damage to “sound money” confidence.

A TIME AND PLACE
With Warren Buffet saying, “I’m not a fan of MMT – not 
at all” and Doubleline Capital’s Jeffrey Gundlach’s less 

polite “crackpot” depiction of the theory, the debate may 
not be getting enough respect in order to understand 
the nuance and danger in the legitimate seduction of the 
theory. A narrow version of MMT does work as “medicine” 
for depressed and low inflation economies such as the 
one the U.S. has fought off over the last decade. Its roots 
are in traditional and well experienced Keynesian fiscal 
and monetary countercyclical policy. However, we believe 
now is not the time to practice it as a permanent monetary 
stance – late cycle is too early to be countercyclical.

The U.S. is currently in the later stages of the business cycle 
where full employment typically leads to wage inflation 
and higher prices across the economy. While the market 
and a current Fed U-turn toward a pause in tightening are 
showing higher odds of recession ahead, fundamentals 
continue to point to a still tightening labor market and 
modest growth where consumer prices are not out of the 
woods from late cycle spikes. Policymakers and politicians 
need to maintain a sober mind – an attempt at a permanent 
expansion through preemptive and continuing fiscal and 
monetary support is dangerous and not practical.

This danger in MMT is rooted in the bond markets - the 
very foundation on which monetary policy and trust in 
the soundness of the U.S. economic system is built. When 
extending the adoption of countercyclical policy to a 
more permanent monetary construct, bond investors will 
undoubtedly move to price in higher structural inflation, 
lower growth, and more uncertainty in the years ahead. 
Thus, the bond market would begin to question and 
reprice the very medicine that has supported a remarkable 
recovery since 2008 and is central in avoiding another Great 
Depression.
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EXHIBIT 1: AWARENESS OF MMT HAS GROWN OVER THE PAST 5 YEARS EXHIBIT 2: WAGE INFLATION BECOMING ENTRENCHED

Source: Google. Source: Bloomberg.
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In the later stages of the business cycle, this repricing should 
lead investors to expect lower real yields (a barometer for 
economic growth), via lower Treasury Inflation Protected 
Security yields, higher nominal US Treasury yields, wider 
spreads on fixed income securities with optionality, and a 
flow-through to higher mortgage rates. These are not a good 
set of economic drivers to pair with wage driven inflation 
pressures late in the cycle. That stagflationary backdrop 
would put the Fed in a complicated position.

RESPECT AND NUANCE
We as bond portfolio managers are not currently positioning 
for MMT to become a widely adopted view and do not yet 
see great risks of its policy adoption rising substantially. 
However, if MMT were to become widely adopted we 
would likely reduce duration significantly, focus on very 
high quality tax exempt bonds, and bias towards Treasury 
Inflation Protected Securities for non-taxable entities. We 
shudder to think of the bond market transition to such an 
ingrained fiscal and monetary policy stance. Short of those 
moves, we think the best we and other respected market 
and monetary policy makers can do at this point is head off 
the need for that positioning. By respecting the validity of 
MMT’s countercyclical roots, and its successes in this past 
cycle without demeaning its near-sightedness, Federal 
Reserve Chairman Jerome Powell could guide markets and 
policymakers to the right calibration of “medicine” without 
stoking more dangerous political interference ahead. 

MORE PRESSING THAN MMT
More immediate and pressing for bond investors, 
however, is the Fed’s recent policy U-turn and subsequent 
communication policy. Unintentionally, the Federal Reserve 

spooked markets into an earlier-than-necessary recession 
risk. Just as trust in the Fed and a solid communication 
strategy can re-ignite risk-taking in the U.S. economy, the 
Federal Open Market Committee acting as if they see a 
ghost, that the market does not, has the opposite effect. 
While we think the Fed’s true intention recently has been to 
allow inflation expectations and longer-term interest rates 
to rebound in response to less tightening than they had 
been previously signaling (trying to build room for future 
hikes), markets have been unintentionally spooked and 
moved toward lower inflation expectations, lower yields, 
and marginally higher credit spreads. None of which aligns 
with their stated confidence in the outlook and a forecasted 
hike in 2020.

ON OUR OWN
Certainly, it is once again a very fluid and difficult time for 
Fed watching and bond management. We remain of the 
view that late cycle positioning is proper over the next 
12-24 months but we also fear the Fed is in such heavy 
cross-currents, both politically and within global markets, 
that Fed policy and communication mistakes will leave 
bond managers on their own. Broader financial market 
participants should remember that the Fed and fiscal policy 
answers to bond markets - vigilante or not. Right now, the 
Fed has spooked the vigilantes into pricing in a recessionary 
policy stance and perhaps dangerously too soon – for an 
excessively easy policy at the end of a business cycle does 
not extend it indefinitely, it simply raises the pain involved in 
unwinding it. Unfortunately, monetary and fiscal medicine 
are looking more and more like an addiction.
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EXHIBIT 3: CONSUMER PRICE INFLATION AT TARGET EXHIBIT 4: 10 YEAR TREASURY YIELDS RISE DURING “QE”

Source: Bloomberg. Source: Bloomberg.

EXHIBIT 5: US TREASURY YIELD CURVE TWISTS AND INVERTS EXHIBIT 6: CORPORATE CREDIT INSURANCE COSTS BOTTOMED LAST YEAR

Source: Bloomberg. Source: Bloomberg.
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All imagery sourced from Shutterstock.com.
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