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the euro: the beginning, the middle and … the end?

Economists and politicians make so many predictions that it can be diffi-
cult to keep track of who has been right and who has been wrong in the 
great debates of our time. Occasionally, economists and politicians are 
brave enough to admit that they called a particular decision wrongly and 
are able to explain why. But, by and large, they continue with their repu-
tations intact, regardless of whether they were right or wrong.

This is partly because the nature of economics is such that there 
is never a perfect controlled experiment. Those who are apparently 
wrong when making a prediction can always claim that some additional 
variable affected the outcome in ways that were not taken into account 
in their model or that things would have been worse if another course of 
action had been taken.

In this context, it is interesting that economists who broadly support 
a market economy were on opposite sides of the euro debate at the end 
of the twentieth century. In general, UK supporters of a market economy 
opposed the euro and continental supporters of a market economy 
supported the euro. In 1999, Professor Otmar Issing, giving the IEA 
Hayek lecture, said: ‘I am convinced that the Euro 11 governments have, 
in principle, taken the correct route to monetary union’ (Issing, 2000: 
36). On the other hand, Patrick Minford, also writing for the IEA, stated 
in 2002: ‘The final conclusion must be that it is strongly against the 
British interests to join EMU as it is constituted and planned’ (Minford, 
2002: 57).

With this in mind, this monograph begins by examining the start 
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of the euro project. The early chapters ask whether, from the economic 
perspective, it was ever likely to succeed both from the perspective of the 
UK and from that of other EU countries.

At the time of writing we are in the middle of a crisis. That crisis is 
being continually postponed by the European Central Bank (ECB) but 
the crisis has not gone away. The middle chapters examine the nature 
of that crisis and whether there is any way to either break up the euro 
without chaos or develop other imaginative solutions that would, 
temporarily or permanently, resolve the euro zone’s problems.

The question on the minds of many observers is whether the euro 
crisis will – or should – mark the end of the euro as a single currency 
covering the majority of EU nations. As at the beginning of the project, 
free market economists are split on this issue, and this is reflected in 
our authors’ proposals. One author identifies what might be termed 
the ‘Charge of the Light Brigade problem’. It could be argued that the 
euro was correct in its inception – in other words that Issing was right 
(at least as far as continental countries were concerned). The execution 
was mishandled, however, in that the necessary liberalisation of markets 
did not happen and countries have become implicitly responsible for 
each other’s debts. The euro has a bad reputation and has not worked 
out well but, really, it is the ‘commanders’ who have been at fault. This 
perspective suggests that reform is necessary to ensure that the no-bail-
out principle is hardwired into the euro system. A second perspective 
argues for the return to national currencies and two other authors argue 
for a free banking regime and a currency choice regime.

In summary, all the authors argue that we should be at the end of the 
euro experiment as we have come to know it: radical reform is necessary.

the beginning

For some years before the euro was adopted a number of IEA authors 
warned about the consequences. Those warnings were dismissed by 
passionate supporters of the euro, but rarely were the underlying 
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economic arguments effectively challenged. Indeed, even the free market 
supporters of the euro believed that radical economic change was neces-
sary in order to bring about the flexibility in labour and product markets 
that would allow the single currency to succeed.

Those opposing the adoption of the euro suggested that imposing 
a single currency across a diverse economic area would lead to serious 
problems when economic shocks hit particular parts of the euro zone. 
There were warnings given about the inevitable drift towards centrali-
sation that would arise as EU institutions tried to resolve the problems 
caused by the imposition of the single currency. IEA authors were 
concerned about the inflationary bias that would arise from using a 
single currency across several countries as the European Central Bank 
– whatever its remit – would always wish to conduct monetary policy 
to stave off serious recession in part of the euro zone. Many authors 
also cited the difficulties of running a currency union without a single 
sovereign government and the problems that could be created by huge 
pension liabilities in many euro zone member states.

While these arguments prevailed among British liberal econo-
mists, the positions taken were different among liberal economists 
in continental Europe. They argued that government fiscal policy and 
debt management had to be entirely separated from the management 
of the ECB if the euro were to be successful in the long term: this, in 
turn, would enforce fiscal discipline on member states. Furthermore, 
it was maintained that the adoption of the euro would force member 
states to liberalise their economies so that they would not suffer to the 
same extent from ‘sticky’ prices and wages following economic shocks. 
Finally, and following on from that point, liberal continental econo-
mists accused their UK counterparts of following Keynesian doctrines of 
desiring money illusion as a way of dealing with economic shocks rather 
than subscribing to a sound, independently managed currency. Both 
these perspectives are represented in this monograph on the euro.

The monograph begins with a chapter by Patrick Minford that 
demonstrates the dangers that would have been faced had the UK joined 
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the euro. He argues that, unlike in other EU countries, the UK took the 
decision whether or not to join purely on economic grounds. The propo-
nents of the euro argued that there would be gains from the elimination 
of currency fluctuations. Minford shows, however, that any reduction 
in currency fluctuations could have been nullified because fluctuations 
of the euro against the dollar were greater than fluctuations of sterling 
against the dollar. Minford also argues that the costs of joining the euro 
were much greater than those anticipated even by eurosceptics. He ends 
by discussing the costs of UK involvement in the whole EU project.

These economic arguments that were so important in the UK 
revolved around the issue of whether the euro zone would have been 
an optimal currency area with the UK included. Jamie Dannhauser 
examines whether the euro zone is an optimal currency area even 
without the UK. Surely, the theory of optimal currency areas should 
have been at the heart of the economic debates surrounding the single 
currency on continental Europe too.

What does an optimal currency mean? In theory, it would be 
possible to have a single world currency and, in many respects, the gold 
standard came close to being such a currency at one time. If we had a 
single world currency, however, the gains from reduced transactions 
costs by adding some of the countries would be minimal. At the same 
time, there could be economic costs from countries joining a single 
currency area. If the additional countries had rigid labour and product 
markets and those countries were hit by an economic shock, they would 
not be able to adjust rapidly to that shock and unemployment might 
result. If countries keep their own currency, on the other hand, exchange 
rate flexibility can facilitate economic adjustment. Given this, a case can 
be made that currency areas can become too big. At the other end of 
the scale, it would not be efficient for every person in the world to have 
a separate currency – the transactions costs would be huge. Optimal 
currency area theory indicates the sort of economic factors we should 
examine before concluding that countries should – or should not – share 
a single currency.
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Jamie Dannhauser argues that, in continental Europe, political 
considerations triumphed over economic considerations. Unlike in 
the UK, the debate about the economics of the euro zone was never 
predominant. Some economists did argue, however, that, once the euro 
zone was formed, economic convergence would follow. In that sense an 
optimal currency area would be en dogenous. It would be possible to 
force countries into a single currency zone and they would then develop 
the characteristics of an optimal currency area. Jamie Dannhauser 
demonstrates how that has not happened in practice. Furthermore, he 
makes a compelling case that there were certain features of countries’ 
financial systems, and their interaction inside the EMU, that have not 
been considered in the optimal currency area literature. One conse-
quence was the build-up of huge financial imbalances which lay at the 
heart of the crisis.

The source of the financial imbalances was, in fact, different in 
different countries. Greece had a profligate government; Ireland, 
Portugal and Spain, on the other hand, had huge private sector 
borrowing. This is a key argument – and one that has been glossed 
over in much of the popular discussion. The banking crisis was more a 
consequence than a cause of the problems in the euro zone, Dannhauser 
argues. The underlying cause was the emergence of enormous debt posi-
tions in certain countries – in some cases private, in others government 
– in the context of massive external imbalances between creditor and 
debtor countries. For example, as Dannhauser comments:

[N]et borrowing by households and non-financial companies in 
Spain and Ireland peaked at 14 per cent and 12 per cent of GDP 
respectively. In Ireland, it was driven mainly by households and an 
explosion in residential mortgage debt. By contrast, Spanish non-
financial corporations were the primary driver of private sector 
borrowing, although by 2007 households were also running a 
financial deficit equal to 3 per cent of GDP.

It is quite possible for such imbalances to build up naturally. A 
country can borrow from abroad, build up a trade deficit, improve its 
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productive capacity and repay borrowings at a later date. It would not 
be surprising if countries such as Spain and Portugal were to do this in 
a process of catch-up growth. Dannhauser provides evidence to suggest, 
however, that this benign process played only a limited role. Instead, the 
single monetary policy of the ECB interacted with very different financial 
systems to produce major variations in domestic monetary conditions 
in different EU countries. In some, this led to a huge explosion in private 
sector – and in some cases government sector – indebtedness. This, in 
turn, led to higher spending and inflation in these countries. When these 
capital flows reversed it was necessary for domestic prices and wages 
to fall in Ireland, Spain, Italy, Portugal and Greece, in the absence of 
currency flexibility, in order to generate the export surpluses necessary 
to repay their foreign borrowing. Without such internal deflation, the 
drop in domestic consumption caused by the reduction in borrowing 
from other euro zone states would simply cause unemployment. Ireland 
is the only one of the periphery states whose economy has shown the 
flexibility to adapt to the changing circumstances. In particular, relative 
unit labour costs have fallen there markedly. The other countries are in 
serious economic trouble that does not look like abating.

There are two very important conclusions from the chapter by Jamie 
Dannhauser. First, there is a gap in the optimal currency area litera-
ture. When economists are considering whether a particular group of 
countries should share a single currency, they should look at how their 
banking and financial systems might interact. If they do not consider 
this, credit and capital flows within those systems might cause economic 
dislocation and be a source of economic shocks that affect different 
countries in different ways. Secondly, as the optimal currency area 
literature suggests, countries need to have flexible labour and product 
markets in order to adjust to economic shocks. Politics was at the heart 
of the decision to form the single currency, but even the most optimistic 
interpretation of the economic case ignored these important points. The 
weight of evidence, argues Jamie Dannhauser, suggests that the EMU 
cannot survive without a radical overhaul.
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the middle

Moving on from the causes of the current crisis, John Chown considers 
the troubles of the euro zone in a historical context by examining 
previous monetary unions. He finds that history suggests that monetary 
unions will not survive unless they are the precursor to political unions. 
Without political union it is very difficult to ensure that each country 
maintains fiscal discipline and that each state is responsible for its own 
debts. Interstate transfers and the socialisation of debt are also politi-
cally very difficult. Though the continental liberal economists may be 
correct in theory, Chown argues that it is impossible in practice to create 
the kind of monetary union that they desire.

John Chown suggests that Greece should have been allowed to leave 
the euro much earlier in the crisis and that allowing Greece to remain 
in the euro has been costly. The authorities are arguing that they will 
pay ‘whatever it costs’ to save the euro but, logically, there are only two 
sources of money. One is the surplus countries, of which Germany is 
by far the biggest; the other is through money creation, which would 
impose costs on all savers and will, in any case, be blocked by Germany.

Most UK economists would argue that there was far too little serious 
economic analysis before countries joined the euro. If there is a move to 
a new, slimmed-down euro zone, countries should examine very care-
fully the costs and benefits of joining and, in particular, examine the 
fiscal balance sheets of the different countries with which they would 
be unifying their currencies. The long-term fiscal position depends on 
pension liabilities and the extent to which pension provision is privately 
funded. This is an issue that has largely been ignored but could yet break 
the euro if it survives the current crisis.

Just because it might have been better if the euro had never been 
created (though not all the authors of this monograph would accept 
that premise), it does not follow that, in the midst of the crisis, it should 
be abandoned. The chapters by Lilico, and by Schwartz, Cabrillo and 
Castañeda, examine the question of whether euro zone countries should 
exit.
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Andrew Lilico discusses how imbalances built up in the euro zone. 
Specifically there were some natural shifts in relative competitiveness 
that always occur within currency zones – relative prices never remain 
constant in an economy; secondly, there were mistaken assumptions 
made about the relative future growth and stability of different euro 
zone regions which led to excessive capital flows; thirdly, there were 
unsustainable government debt accumulation policies.

The situation that the euro zone found itself in in 2009 meant that 
significant adjustments in relative labour costs were needed between 
some countries in order to restore competitiveness. In Ireland signifi-
cant adjustments have already occurred, though there needs to be more 
adjustment in other indebted countries. Lilico suggests that floating 
exchange rates are more effective at facilitating adjustment at lower cost 
for a variety of reasons: there are fewer frictional costs of relative price 
movements; sticky prices can lead to prolonged unemployment when 
depreciation is not possible; and debt servicing can be more problematic 
in an envir onment of internal devaluation.

In the case of Ireland, however, Andrew Lilico demonstrates that the 
additional costs of economic adjustment that tend to exist under fixed 
exchange rates have probably already been borne. In the case of other 
countries, there may still be long-term benefits from membership of 
the euro zone – most particularly because membership is encouraging 
reform by those governments. As such, it does not follow that exit, now 
we are in the midst of the crisis, is necessary, desirable, or is going to 
be politically possible. In the case of Ireland, perhaps the right moment 
for exit has passed. In the case of the Mediterranean countries, it might 
be desirable to use the straitjacket of the euro to encourage economic 
reform and then exit.

Andrew Lilico argues convincingly that, if the euro zone is to 
survive, there must, under no circumstances, be a debt union (a recur-
ring theme in this monograph), although some fiscal transfers are justi-
fied. Schwartz, Cabrillo and Castañeda point out that, although euro 
members cannot exit the euro, they can be suspended. Suspension of a 
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member, such as Greece, would involve substantial costs because, real-
istically, the euro value of the euro-denominated bank deposits of Greek 
citizens would have to be guaranteed whereas international loans to 
Greek citizens and corporations would have to be denominated in a ‘new 
drachma’. There are also huge costs, however, involved in maintaining 
the status quo. The authors point out that the direct costs include the 
loans to bail out Greece (7240 billion committed), Ireland (767.5 
billion), Portugal (778 billion) and now Spanish banks (7100 billion 
committed), as well as costs implicit in the debt guarantees offered by 
the EU of more than 7600 billion. In addition, the ECB has greatly 
expanded and will go on expanding its balance sheet by purchasing 
bonds of doubtful quality. It has also promised to buy sovereign debt 
on the secondary market, with the pretext that the ensuing interest rate 
reductions would increase the efficiency of the monetary policy trans-
mission mechanism.

Any resolution of the Greek crisis requires creditors to recognise 
the reality that there will be a substantial default on government debt. 
The authors suggest, however, that private sector mechanisms would be 
much more effective at dealing with such default than governmental or 
EU mechanisms. The World Debt Corporation, the Paris Club (for sover-
eign creditors) and the London Club (for private creditors) should be the 
main points of focus for debt resolution. After all, since the mid-1950s, 
the Paris Club has assisted in sovereign debt restructuring of more than 
eighty countries through more than four hundred agreements covering 
more than $550 billion.

… and the end?

Like Dickens’s Great Expectations this story has two possible endings – a 
‘sad’ one and an ambiguous one (or, perhaps more accurately, the mono-
graph has an unfortunate ending and a series of alternative consistent 
policy choices).

The unfortunate ending would be the continuation of the status quo. 
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Youth unemployment in Greece is now 58 per cent; general unemploy-
ment in Spain is 27 per cent and poverty and inequality both seem to 
be increasing. The reaction to the crisis has been to socialise respon-
sibility for sovereign and banking debts and to centralise regulation 
further – especially in the financial sector. From the point of view of the 
promotion of a market economy, the continuation of current policy is a 
disaster.

The alternative policy choices all, in their own way, impose disci-
pline on and curtail the powers of government or promote decentralisa-
tion and a market economy. All would involve the end of the euro zone 
as we know it, though not all would involve the end of the euro.

Parallel currencies1

Schwartz, Cabrillo and Castañeda argue in favour of parallel currencies 
as a stable, long-term solution to the euro crisis. Suspended members 
should be allowed to issue their own parallel currencies alongside the 
euro. The ECB should become fully independent and those members 
that want a sound euro – and do not wish to have their own parallel 
currencies – should demand monetary management along classical lines 
from the ECB.

The authors state:

With a parallel currency regime, residents, banks and governments 
would still be able to use the euro. Commercial banks especially 
would keep their connection with the ECB as well as with the new 
drachma central bank: i.e. both central banks would act as lenders 
of last resort along Bagehot lines. Neither currency needs to be 

1 The use of parallel currencies was proposed by the UK government in the run-up to the 
creation of the euro. That proposal is discussed in the chapter by John Chown. Philip 
Booth and Alberto Mingardi proposed parallel currencies as a solution to the euro zone 
crisis in early 2011 in an article in the Wall Street Journal. See: http://online.wsj.com/
article/SB10001424052748703583404576079783584813132.html. The proposal in this 
chapter, however, is thought through in more detail and is related to the legal provisions 
of the treaties establishing the euro.

http://online.wsj.com/article/SB10001424052748703583404576079783584813132.html
http://online.wsj.com/article/SB10001424052748703583404576079783584813132.html
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legal tender. European politicians and officials, however, will want 
to reject this solution of floating parallel currencies for its apparent 
untidiness, for fear of competitive devaluations and because ‘it has 
never been tried’.

It would be important, under this settlement, that euro and drachma 
freely float and that neither has legal tender status. Both the Bank of 
Greece and the ECB would have incentives to manage their currencies 
soundly in order to obtain seigniorage. The possibility of a member 
exiting and issuing a parallel currency, however, would take the pressure 
off the European monetary institutions and resolve tensions between 
member states. It would also ensure that countries could have the neces-
sary currency flexibility to deal with asymmetric economic shocks. 
Furthermore, the euro zone could evolve back into a single currency area 
through the free choice of individuals and businesses.

A return to national currencies

Neil Record suggests winding up the euro altogether. He argues that the 
ECB is effectively supporting the European banking system and thus it 
has gone a long way beyond its remit of setting monetary policy in the 
euro zone. The ECB is now providing core funding to a large number of 
euro zone banks that cannot fund themselves except at ruinously high 
interest rates (if at all). The liabilities on the Eurosystem balance sheet 
at 15 June 2012 stood at 73.03 trillion or 32 per cent of annual euro zone 
GDP. Record argues that this is an alarmingly large number for a thinly 
capit alised multilateral institution, with vulnerable sovereign assets. This, 
together with the fact that the euro prevents sovereign countries from 
pursuing monetary policies that are appropriate to their own circum-
stances, means that the euro has, in effect, reached the end of the road.

The practical problems of winding the euro up, however, would 
be immense. Among other problems, there will be billions of euros of 
contracts operating under non-euro-zone law, which will continue, in 
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the legal sense, to be obligations of the contracting parties. Neil Record 
suggests that the European Currency Unit (ECU) would need to be 
re-created in order to provide a basis for settling these debts.

Record directly challenges pro-euro continental liberal economists 
by arguing that a strong advantage of the winding up of the euro will be 
that each country’s politicians will only have to account for their perfor-
mance to their own electorate – not to another layer of government in 
Brussels.

It is extremely important that a tariff-free market remains intact in 
the EU, and Record points out that there is no reason why this cannot 
continue with all 27 countries having individual currencies. Specifically 
he argues that, in the wake of euro break-up:

If we are to avoid a full-blown depression, then it is vital that, in 
the wake of this enormous political and economic convulsion, the 
energising force of international trade, and its positive effect on the 
welfare and wealth of nations, is allowed to flourish. This will be 
the challenge for a new generation of post-euro politicians.

Neil Record warns that euro break-up will not happen through the 
choice of the euro zone elite but through force majeure of some descrip-
tion. Nevertheless, a plan has to be carefully worked out and followed 
through to ensure that economic chaos does not result.

Sound governance and a reformed euro

Bodo Herzog and Katja Hengstermann argue that the euro can thrive if 
the founding principles are reinforced. There were, they remind us, rules 
created to ensure that countries remained discip lined in their approach 
to government spending and taxation. Unfortunately, these rules have 
been violated. If the rules had been obeyed and there was no prospect 
of bailouts, the incentives would have existed for member countries to 
reform their economies in other ways to bring the euro zone closer to an 
optimal currency area.
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The authors argue that the rules by which the member states should 
operate should be completely clear – there should be no ambiguity what-
soever. They then propose a new approach to disciplining members. 
First, if a country violated the debt, deficit and other public spending 
conditions for membership of the euro, it would gradually lose voting 
rights in Ecofin, thus, in effect, losing any influence over the EU budget. 
Persistent violations would lead to expulsion from the decision-making 
mechanisms of the euro zone. Effectively, in this case, a country would 
become ‘euroised’ (i.e. using euros as if they were a foreign currency). 
Alternatively, countries could be suspended from the euro altogether 
until they met the necessary conditions. Furthermore, the extent of 
countries’ fiscal autonomy would depend on how close they came 
to meeting the ex ante rules. While many readers of this monograph 
may wish to see the euro zone dissolved, this proposal should not be 
dismissed. Effectively, the euro zone would be treated as a club with 
clear rules for membership.

Free banking and the end of nationalised currencies

The proposal of Herzog and Hengstermann does seek to decouple the 
euro from political management by limiting discretion. It nevertheless 
would remain a single currency with the decision-taking mechanisms 
being tied up with member governments. The final proposal is for an 
end to the link between politics and the management of monetary policy 
altogether. Kevin Dowd proposes a free banking solution to the euro 
zone’s monetary problems.

Dowd suggests that his proposal is idealistic – European monetary 
union was, however, at one time, idealistic too. Just as the euro seems 
not to have succeeded, state currencies have also not been a great success 
in that they have tended to suffer from high rates of inflation. On the 
other hand, there is, argues Dowd, a successful history of free banking, 
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not least in Scotland.2 Unlike systems with state-controlled currencies, 
free banking systems prevent governments funding their activities 
through monetary finance and provide strong incentives for currency-
issuing banks to behave prudently. Of course, there is potentially a loss 
of network benefits from free banking systems especially if there are 
competing units of account, but, with electronic means of payment, 
perhaps these are less important.

These four proposals all involve some combination of decentralisa-
tion; mechanisms to ensure that governments are held to their promises; 
competition; or a greater direct role for the market economy. As such, 
they are surely based on a sounder foundation than a euro system in 
which huge monetary transfers are taking place underwritten by the 
taxpayers of the least indebted nations.
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