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2  BrItAIn AnD tHe euro zone 
  – A trIuMPH oF econoMIcs over PoLItIcs

Patrick Minford1

the euro project and the uK’s national interest

The project to create the euro is having a massive effect on the evolution 
of the European Union, both economically and politic ally. The British 
refusal to join was based on economic criteria – colloquially known as 
the ‘five tests’ set by the Treasury under Gordon Brown’s Chancellor-
ship, and reported on in HM Treasury (2003). The refusal of the UK to 
join the euro, however, will surely also turn out to have major political 
implications for our relationship with the EU.

In this chapter, I will begin by reviewing why the UK refused to join 
the euro and the arguments put on both sides. Then I will consider how 
the euro has turned out and how those arguments look today in the light 
of those developments. Finally, I will turn to the implications for the UK 
of the likely evolution of the euro zone within the EU.

the case for the euro and the uK’s decision not to join

The reasoning behind the creation of the euro on the continent was 
largely political: to create an instrument for forging greater political 
union or, as some French supporters put it, ‘Europe par la monnaie’. 
German participation was reluctant in terms of economic considerations 
alone, since the Deutschmark was to be surrendered, but Germany was 
enthusiastic in terms of the politics. An indication of how subordinate 
the economic case for the euro was in continental Europe is that the sole 

1 I am grateful for helpful comments from referees.
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economic analysis of its effects was put out as an issue of the European 
Commission’s Economic Bulletin. Nevertheless, opposition by econo-
mists on the continent was muted; free market economists in Germany 
thought that competitive pressures would force economic reform on 
southern Europe, while economists in the south welcomed the infusion 
of northern discipline on their unruly politics. When some German econ-
omists’ opposition finally reached the Constitutional Court in Karlsruhe 
in 1998, it was far too late and the court refused to block the euro.

From the UK’s viewpoint, political union was not generally desired 
and so the arguments about joining were purely economic. I argued 
in work at the time (Minford, 2002; Minford et al., 2004) that there 
was a strong case against the UK joining; this view was widely shared 
by British industrialists, as became clear when both the Institute of 
Directors and the CBI came out against joining in the wake of a strong 
campaign mounted by Business for Sterling. Nevertheless, the polit-
ical case held strong appeal for ‘New Labour’ politicians, presumably 
because they felt it would entrench continental-style social democracy in 
the UK, as Margaret Thatcher put it, ‘through the back door’. Thus Tony 
Blair said in his 2002 New Year message (Blair, 2001): ‘The New Year 
sees the introduction of the European single currency. With so much of 
our trade and so many of our jobs tied up in business with the rest of 
Europe, it is massively in our interests that the euro succeeds. It remains 
the government’s policy to join the euro provided that the five economic 
tests we have laid down are met and the British people give their consent 
in a referendum’, and earlier (Blair, 1998): ‘The decision to launch the 
single currency is the first step and marks the turning point for Europe, 
marks stability and growth and is crucial to high levels of growth and 
employment.’ With such strong political backing from the British prime 
minister of the time it took a serious political struggle, led ironically by 
Labour’s Chancellor but crucially allied, as we have seen, to the mass of 
UK business opinion, organised by Business for Sterling, to stop the UK 
joining this ill-fated enterprise.

The economic arguments for joining revolved around the reduction 
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of costs in exchanging currency: see, for example, Barrell (2002), Barrell 
and Dury (2000), Britain in Europe (2000) and EU Commission (1990). 
Of these, the transactions costs of currency exchange of sterling with the 
existing EU currencies were widely agreed to be trivial and increasingly 
carried out through the banking system. They were essentially offset by 
the cost of change-over to a new currency. A related cost, of cross-border 
price non-transparency, was also trivial for the UK with its lack of active 
borders with the euro zone. The cost of bilateral exchange rate uncer-
tainty was, however, potentially serious; the cost of insuring against this 
acts like a tax on bilateral trade and capital movements. Nevertheless, 
this bilateral cost is simply one source of currency uncertainty; the UK 
faces currency uncertainty in relation to other bilateral transactions, 
most importantly in dollars, and this would not disappear because 
joining the euro would be a move to join a regional currency not a 
world currency. Roughly speaking, a little under half of the UK’s foreign 
exchange dealings were with EU currencies, and a little over half with the 
rest of the world (essentially the dollar or currencies linked to the dollar 
with varying degrees of closeness). There was a high degree of volatility 
in the dollar exchange rate with EU currencies (see Figure 1, which shows 
the dollar against the Deutschmark before January 1999 and the euro 
afterwards; the sterling real effective exchange rate is shown alongside). 
This is a continuing feature of the international economy, as these two 
continents do not coordinate their monetary policies closely, if at all. 
In these circumstances, by joining the euro the UK would exacerbate its 
volatility against the dollar, whereas if it remained unattached to either 
currency its average movement would respond to UK shocks, much 
as, in practice, the sterling real exchange rate seems to have done, as 
shown in Figure 1. Simulation analysis by my research team suggested 
that, overall, joining the euro would create as much currency uncer-
tainty against the dollar as it would eliminate against the euro, giving 
no overall gain from reduced uncertainty. Thus the main argument for 
joining the regional euro currency had no traction for the UK.

The arguments against joining the euro fell into three main 
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categories. The first was the macroeconomic volatility that would be 
induced by giving up control over monetary policy to the European 
Central Bank (ECB) with its euro-wide mandate. Outside the euro, UK 
monetary policy could respond to UK conditions and stabilise them; 
inside the euro, they could not. Furthermore, inside the euro the UK 
economy would be vulnerable to movements in euro interest rates 
and the euro exchange rate against the dollar, produced by euro zone 
shocks: these movements would be equivalent to extra shocks to the UK 
economy. This argument echoes the traditional ‘optimal currency area’ 
arguments well known in the currency literature. The team were finding 
from our modelling work that the UK was highly ‘asymmetric’ – that is, 
prone to shocks different from those affecting the euro zone. The quanti-
tative estimates we made at the time indicated that our economy would 
suffer from roughly double the volatility it would have had outside the 
euro: for the details, see Minford (2002).

Figure 1 The euro–dollar and the sterling real effective exchange rate 
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The second category concerned bailout. The Maastricht Treaty 
outlawed any bailouts of countries in the euro zone by other countries; 
supposedly the Stability and Growth Pact would buttress the treaty in 
this respect. Few UK observers felt that this was credible, and our work 
outlined various ways in which large-scale transfers might be induced, 
especially as further integration took place. We focused on the pres-
sures from ageing populations and consequent age-related government 
expenditure; but, as we have seen, the banking crisis has produced 
another more immediate source of transfer pressure.

The third category concerned regulation. This is an argument pecu-
liarly related to the EU. It seemed to the opponents of UK membership of 
the euro zone that the zone would develop its own regulatory approach 
because euro zone members would perceive a need for uniformity 
in order to strengthen the institutions of the single currency. This 
approach would spill over into the EU’s general institutions because the 
euro zone’s members are in a large majority within the EU. We argued 
that this would be a source of further excessive regulation, already iden-
tified by us as a general cost of EU membership.

In our quantitative assessment of these factors, we found that all 
three of these problems were potentially serious for the UK. We calcu-
lated that on entry, as noted above, UK macroeconomic volatility would 
roughly double; that the costs of potential transfers could reach 9 per 
cent of GDP on worst-case scenarios; and that the regulatory burden of 
EU membership would be worsened to a degree that was hard to assess 
but possibly costing up to 25 per cent of GDP (a recent study, Congdon, 
2012, puts the total cost of EU membership at 10 per cent of GDP, which 
is of a similar order to the bottom end of our estimates shown in Table 
1). As the benefits from joining in terms of reduced currency uncertainty 
were nil because of our trade with the dollar area, there was an unambig-
uous and strong case against joining. This, of course, was also the view 
of HM Treasury on the basis of the ‘five tests’, which were Whitehall’s 
version of a cost–benefit study along the lines of optimal currency area 
analysis; and so the UK did not join. This now seems a providentially 
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wise decision, in the light of events since the banking crisis erupted – a 
topic we turn to next.

the euro zone in the light of events

The banking crisis led to the crisis within the euro zone, in which the 
fiscal and balance of payments difficulties of the southern countries 
caused their sovereign debt to be reassessed. This in turn led to southern 
banks’ solvency being reassessed since they in turn were major holders 
of their countries’ sovereign debt.

How did all this come about? Before the crisis these countries ran 
systematically large current account deficits as their rapid growth sucked 
in imports and generated relatively high inflation, eroding the competi-
tiveness of their export and import-substitute industries. These deficits 
were financed by capital inflows, mainly private bank lending, interme-
diating the savings of the slow-growing north into loans to the south.

When the crisis hit, the southern countries’ growth rate suffered and 
this reduced their imports; their exports also suffered from slow world 
growth, however, and their current account deficits were not much 
reduced. Furthermore, their public deficits worsened, as revenues fell 
and spending did not. Concerns began to grow that foreign debt, both 
to the private and public sectors, would not be serviced. This meant that 
capital inflows required a much higher return to compensate for the 
growing risks; these increased risk premia began with Greece but soon 
spread to other southern countries.

At this point we need to focus on the behaviour of the ECB and its 
component central banks. Faced with the spiralling costs of foreign 
lending, local banks in the south turned to their central banks for 
finance, as they were entitled to through the ECB’s discount window. 
Very large amounts of euros were lent to local banks by this means, 
essentially replacing the capital inflow via the market. By this indirect 
route the north found itself lending large amounts to the south via the 
ECB – these amounts are known as ‘Target 2 Balances’ because Target 
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is the acronym for the intra-central-bank settlement system in the euro 
zone. Of course, effectively settlement has been suspended since this 
crisis process got under way because there is no possibility of southern 
central banks ‘settling’ with northern central banks in the euro system.

This ECB-mediated rescue mechanism for the south is the key 
to understanding how the euro is developing. The amount involved 
had reached around one trillion euros by late 2012 – far in excess of 
the official rescue funds being discussed at euro zone summits. It has 
the potential to rise much further as euros flee the afflicted southern 
banking system and current account deficits continue.

Because the ECB can act in this way, something that was not gener-
ally predicted before the crisis, the likelihood of euro break-up is much 
diminished. As is well known, southern populaces are against leaving 
the euro by large majorities because of the fear of the economic and 
political chaos that could ensue. This means that one of the northern 
countries would have to pull out for the euro to collapse. If, for example, 
Germany were to do so, however, it would involve potentially sacrificing 
most of these large debts contracted by southern banks. Such losses act 
as a deterrent to pulling out, in addition to the usual factors cited, such 
as fear in Germany that the Deutschmark would appreciate sharply or 
that European solidarity would be damaged.

In turn, the continued survival of the euro means that we could be 
facing a decade or so of intermittent crisis in the euro zone as new insti-
tutions are put into place to satisfy the demands of Germany and the 
north in return for their assistance to the south.

These dramatic developments have clearly reinforced the case for 
the UK not joining the euro. With the euro the UK would be vulner-
able to the same pressures that have worsened the crisis in the south. 
Unable to control its own monetary policy, the UK would be unable to 
allow the pound to float downwards, which can facilitate an improve-
ment in net exports, nor could it generate government debt on the scale 
it has with quantitative easing, bolstering the prices of gilts against 
panic sales such as have occurred with Italy and Spain and reducing 
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long-term interest rates. The UK recession, which has been bad enough 
because of the severity of the banking crisis generally, could have been 
worsened on the scale of southern countries, where growth has been 
heavily negative and continues to be so, with unemployment reaching 
record rates.

To understand just how its floating exchange rate has enabled the 
UK to avoid the sort of run on government debt that has occurred in 
the south, consider what would happen were UK gilts to be subject to 
a drop in foreign buying owing to a temporary perception of increased 
sovereign default risk among foreign buyers of gilts – a run on gilts that 
is due to a ‘panic’ for some reason. Considering this from the perspec-
tive of a US investor, we would expect sterling to depreciate until the 
expected return on UK government bonds in dollars was equal to the 
return on US Treasuries. Hence the higher temporary risk premium 
would be offset by a lower sterling exchange rate. This lower exchange 
rate improves economic growth prospects, supporting the prospects for 
public finances. Furthermore, the Bank of England is free to buy gilts in 
exchange for money, further underpinning the gilt price. Gilt yields need 
not change significantly, the Treasury needs to make no cuts in spending 
to offset rising yields, and the panic subsides. Any gilt purchases by the 
central bank can then be reversed.

Compare this with the situation in, say, Italy. If Italian treasury 
bonds are seen as risky for some reason, they are sold for other euro-
denominated bonds until their yield rises (their prices fall) to compen-
sate for the higher risk. This then implies that the Italian treasury 
must find more spending cuts to pay the higher yields on newly issued 
debt; as this is difficult, the risk perception rises further, causing the 
problem to worsen. Economic prospects also worsen as interest rates 
rise across the economy, further damaging government revenues. The 
‘run’ becomes self-fulfilling. Until the ECB announced its new policy of 
Outright Monetary Transactions, whereby it would support government 
bond prices if there were seen to be such a run, there was chaos in these 
southern markets, fuelling the euro zone crisis. Even now there is some 
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uncertainty about how far the ECB would or could go with this policy in 
the face of a serious crisis of confidence in a southern country.

Furthermore, even if the UK had managed to avoid this southern-
style fate, it too, like Germany and other northern countries, would have 
been forced to make large-scale transfers to stricken southern countries. 
The bailout issue, which was denied as a problem by the proponents of 
the euro, has clearly been a major problem in practice. Germans believed 
that they would not be called upon to make transfers to other euro zone 
countries, thus joining a ‘transfer zone’. They were wrong.

In sum, the euro zone crisis is likely to continue for a number of 
years, until a new institutional framework is agreed that sufficiently reas-
sures northern Europe that its transfers to southern Europe will have 
a good chance of being repaid. The UK’s exclusion has meant that it is 
neither vulnerable to the panic that has engulfed southern sovereign 
bonds nor is it in line to make transfers to the crisis-stricken south.

the evolution of the eu during this crisis and its effect on the 
uK

The institutional framework being developed implies a high degree 
of monitoring and intervention within the euro zone. There will be 
controls on bank behaviour, targets for governments and new financial 
taxes. While in principle this will take place within the euro zone, there 
will be pressure to extend it to all EU countries on the grounds that other 
EU members could ‘undercut’ euro zone arrangements. The UK will be 
seen as an offshore competitor for those banks, businesses and govern-
ments in the zone that are burdened with these controls and regulations. 
It will be argued that such competition will be unfair under the single 
market regime, for which qualified majority voting applies. It would be 
easy to extend proposed new regulations to the UK by majority or quali-
fied majority vote.

Furthermore, the pressures for protection will increase in order to 
produce as much euro zone growth as possible, for best prospects of 
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debt repayment. Serious recessions for long periods such as that which 
the euro zone is undergoing make such pressures intense. The UK suffers 
at present from the protectionism that is imposed by the EU as a whole. 
This protection will probably increase; even within the EU covert protec-
tion against non-euro countries could occur.

At best, the euro zone will be obsessed with the euro crisis for 
the coming decade, stalling any progress in liberalising markets and 
increasing competition – things that would benefit the UK; indeed, they 
would benefit the whole EU.

This tendency for the euro to strengthen the impetus towards exces-
sive regulation as a way of bolstering the single currency was foreseen at 
the introduction of the euro. But the crisis is likely to make this tendency 
much stronger.

For the UK this prospect is extremely damaging. Even without any 
change in the status quo, the economic costs to the UK of being in the EU 
are substantial: Table 1 summarises the estimates made by Minford et al. 
(2005). Even though they assume that the UK remains outside the euro, 
with the changes the euro crisis threatens, they will increase towards the 
upper end of the possible spectrum identified in our original work.

Table 1 A conspectus of costs from being in the eu (% of GDP)

Net UK contribution 0.4
Common Agricultural Policy 0.3
Manufacturing trade protectionism 2.5–3
Harmonisation of regulation 6–25
Potential transfer costs* 2–9
Total 11.2–37.7

*These consist of bailout transfers, either because of crises such as the present one or future 
pension problems. 
Source: Minford et al. (2005)

A contrary and popular argument is that there are offsetting 
benefits of EU membership to the UK as a result of foreign direct invest-
ment (FDI) (for example, see NIESR, 2000). This argument is entirely 
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fallacious, however. FDI brings benefits because of technological spillo-
vers from foreign firms, which raise productivity. It is true that FDI has 
taken place in such industries as motor manufacturing, where the UK 
was inefficient, and has brought benefits. If the UK left the EU, however, 
and in the absence of trade protectionism from the EU traded goods 
prices fell to world price levels, then UK comparative advantage would 
dominate industrial development, and where there were gains from FDI 
in the industries favoured by this comparative advantage, FDI would 
switch to these industries. If, on the other hand, these industries were 
already at the technological frontier, then FDI would bring no gains: 
FDI is beneficial only if the industrial environment is inefficient. The 
UK economy’s productivity is likely to be maximised when comparative 
advantage is allowed its fullest rein, i.e. under free trade. If this structure 
implies that industries operating in the UK are more efficient, then less 
FDI will be required. But this will reflect the fact that the UK is more 
productive, not less. In other words, FDI is an input, not a measure of 
the UK’s productivity performance. Free trade should maximise the UK’s 
productivity, regardless of how much FDI it generates.

Thus the costs to the UK of being in the EU are already high and are 
likely to increase under the pressure of the euro crisis. This implies that 
the case for leaving the EU will become even stronger, to the point where 
it overcomes the force of inertia from the status quo. A referendum on 
renegotiation or on departure if renegoti ation is denied will become diffi-
cult to avoid. As can be seen from the figures quoted above, in any case 
total departure is the desirable option, while maintaining some arrange-
ments on particular issues of common interest, such as rights of migra-
tion, free capital movements and possibly trade agreements in particular 
industries such as motor manufacturing where there is large-scale cross-
investment. Clearly, as in most reforms that improve general welfare 
at the cost of damage to special interests, some transitional arrange-
ments and other compensation will be needed for those who lose from 
the change, principally industries protected by the EU customs union. 
These are by now only a small percentage of UK GDP, however, given 
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the contraction of our manufacturing industry in the face of shifting 
comparative advantage within the world economy. Any budgetary trans-
fers would be small, especially once EU transitional arrangements have 
been agreed.

conclusions

The UK’s decision not to join the euro was taken on purely economic 
grounds. These grounds related to the increased volatility of the 
economy, the costs of bailout and the risk of greater regulatory intru-
sion. The gains from eliminating euro currency risk were offset by the 
extra currency risk against dollar-related currencies. Since the banking 
crisis and the resulting euro zone crisis, it has become apparent that all 
these problems were even bigger than we thought then: volatility could 
be far greater, as demonstrated by the experiences of southern countries; 
bailouts could be enormous, as Germany is finding; and the evolving 
institutional structure of the euro zone is likely to spawn far more intru-
sive regulation for the EU as a whole. In previous work my co-authors 
and I found that EU membership imposed substantial net economic 
costs on the UK; the institutional evolution being triggered by the euro 
crisis threatens to make these costs higher still, in a highly visible way. It 
seems likely that it will lead to a major political reassessment of the UK’s 
relationship with the EU.
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