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Foreword: The Worldwide Debt Crisis 

The current state of monetary affairs is the result of over a century of fallacious monetary theory 

of "price level stability", which attacked the discipline imposed upon an economy and 

government by the gold standard.  This fallacious theory holds that the supply of money needs to 

expand and contract in order to accommodate the needs of the market.  Central banks would 

manipulate the money supply in order to provide price level stability.  Aside from the fact that 

there is no way to determine an economy‘s price level, this concept places the role of prices on 

its head.  Prices communicate essential information to the market.  Prices change constantly, 

coordinating the structure of the market economy.  Attempts to hold prices steady disrupt this 

process.  Nevertheless, the price stability concept appealed to policymakers, who desired to 

interfere with the market economy in order to pursue the social goals of the so-called 

Progressives.   When central banks found that they could not expand the supply of gold money, 

as desired by the monetary stability advocates, they had to discredit gold money and impose fiat 

money whose supply they could control.  This they accomplished in a steady, piecemeal fashion 

until the final links to gold were broken by the United States in 1971. 

(The terms ―gold standard‖ and ―gold money‖ are used in their general meaning only.  It is 

possible that other monies could emerge spontaneously from the market.) 

Any solution to the world's financial and monetary crisis requires that the people and the 

people‘s representatives in government embrace a long-term, permanent solution.  Any supposed 

quick fix will be no fix at all, but simply another transfer of wealth from the politically powerless 

to the politically connected segments of society.  Such a fix will crumble as surely as the present 

system is crumbling.  Therefore, we must refer to time-honored principles that have been 

embraced by all men at all times.  The people and the people‘s representatives must demand that 

the state remove itself completely from the management of financial and monetary markets and 

concern itself solely with enforcing property rights as based in common law and codified in 

normal commercial law.  Two crucial principles must be accepted by the people and the peoples‘ 

representatives—that the citizens are free to use any money they desire (in other words, that the 

state repeal legal tender laws, which force the people to use one money only, usually that 

produced by the state itself) and that money producers (mints) and money warehouses (banks) be 

subject to normal commercial law and receive no special legal privileges. 

It is important to understand the crucial distinction between the beneficial signals that gold 

money provides to an economy and the false signals provided by fiat money.   In the financial 

system the primary signal that money communicates is the interest rate.  In a gold monetary 

environment interest rates communicate the relative availability of real resources through the 

loanable funds market.   Consumer savings starts the process, since a prior act of saving is 

required to provide funds to the loanable funds market.   The more the people save, the more 

money is made available, and we see the result in a falling interest rate.  Resources that 

previously were utilized for the production of consumer goods now are directed to stages of 
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production that are further removed in time from the consumer.  This increase in longer term 

production stages as opposed to shorter term consumption stages will provide even more 

consumer goods in the future.   In conclusion, it is the people‘s savings, as represented in the 

loanable funds market, which have made real resources available to businesses. 

 Fiat money stands this process on its head.  New fiat money is provided to the loanable funds 

market without a prior act of saving on the part of the consumer.  Consumers have not restricted 

their current consumption in an attempt to funnel resources to producers so that they may enjoy 

more consumer goods in the future.  In fact the new fiat money artificially drives down the 

interest rate, which further discourages consumer savings.  Not only are there no new real 

resources being made available to producers, consumers save less due to the lower interest rate 

on their savings.  This creates a tug-of-war in the economy between consumer and producer 

goods.  The ―bubble‖ eventually bursts when it becomes apparent that money printed out of thin 

air does not provide producers with more real resources, despite government‘s most fervent 

wishes that it do so. 

This is the state of affairs that the world has experienced for over a hundred years—continuous 

boom/bust cycles fostered by fiat money created out of thin air by central banks.  The current 

euro debt crisis is merely the latest symptom, but it is an important one.  The time has arrived, 

after a forty year hiatus, for a return to the tried and true…for a return to gold money.  It is time 

to end the disastrous experiment in government controlled fiat money.  A repeal of legal tender 

laws will ensure that good money drives out bad, and subjecting money producers and banks to 

normal commercial law will prevent the emergence of the fraudulent practice of fractional 

reserve banking, which is the cause of the capital destroying boom/bust business cycle. 

More is at stake than our jobs and our standard of living.  Our very freedoms are at stake, for 

another financial crisis surely will bring about calls for even more government coercion in the 

form of money manipulation, increased taxation, and the imposition of more strangling 

regulations on the market.  None of this will work; it cannot work, and it must not be attempted.   

There is a way out.  The first step for Europe is for its economies to withdraw from the euro, 

which is a "misconstructed" tool that fosters increased debt.  It is no exaggeration to say that the 

futures of Europe and the world hang in the balance. 
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Practical Steps to Withdraw from the Euro 

 

Executive summary 

In this essay we evaluate the alleged costs of a euro exit and propose practical steps to make a 

withdrawal from the euro as smooth as possible.  

The costs of remaining within the euro are very high. These costs include not only the costs of 

the open bailouts and guarantees for the rescue funds. The euro is a misconstruction as several 

independent governments can finance their deficits through one (central) banking system. The 

incentive is to run higher deficits than other states of the EMU. The setup of the Eurosystem 

made interest rates converge and enabled monetary redistribution. Due to its incentives there is a 

tendency for price inflation.  

To save the euro the ECB will have to be highly inflationary in the future. The ECB will have to 

keep accepting or buying governments bonds and finance the rescue funds. Within the EMU the 

incentives to reduce deficit spending are diminished. There is a general tendency for the size of 

government to increase due to this inflationary deficit spending. Most likely, only a 

centralization of some sort (fiscal union) will be able to save the euro at this point with its current 

members. The growing size of government and the centralization imply a loss of individual 

liberty for citizens of governments that remain within the EMU. Lastly, the redistribution may 

cause conflicts between nations and disturb the harmonious cooperation in Europe.  

The problems of a euro exit have been largely exaggerated. Introduction costs, wage inflation, 

trade losses, political costs, legal problems, procedural costs, banking crises, costs of 

disentangling from the ECB, pose important but not insurmountable problems. With 

accompanying measures and careful negotiation these problems are all solvable.  

We found three ways to exit.  

First, redenomination of all contracts and deposits into a new national currency. Coins and 

notes bearing the national symbol are exchanged gradually into the new currency 

preferably at a 1:1 exchange rate. In order to prevent disturbing flows of capital a 

―provisional‖ redenomination allowing for democratic discussion is found as the most 

elegant way.  

Second, issue of a parallel national currency. This national currency may be backed by 

government or central bank assets, preferably gold, and would compete with the euro.  

Third, currency competition. All legal tender laws are abolished. Gradually, citizens will 

start using more stable currencies and possibly adopt commodity based means of payment. 
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It is essential to accompany an exit from the euro with supporting reforms to alleviate transition 

costs. The sovereign debt and euro crisis is foremost a crisis of the state that has grown to a 

dimension that threatens the stability of the euro currency. Accompanying measures must reduce 

the size of the state. In order to introduce a new currency with success it is essential that the new 

currency is expected to be less inflationary than the euro.  

As a banking reform will be necessary in any case, an exit from the euro should be used to 

thoroughly reform the banking and monetary system putting them finally on a sound basis. 

Moreover, the public deficits should be eliminated, old public debt restructured, public assets 

privatized, markets deregulated and made flexible, and taxes lowered. 
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1. Introduction 

 

European politicians are still trying to save the project of the euro. They design ever greater 

bailout packages. Along with the bailouts an economic government may be forthcoming. 

Countries may give up parts of their sovereignty. The character of the European Monetary Union 

(EMU) but also the European Union (EU) may change forever. 

While it is still unclear where future developments will lead the EMU, the costs and risks of 

remaining within the system are already immense and rising.   

In this paper we show that the sovereign debt crisis of the EMU and currency problems that the 

euro is facing are no coincidence. The euro is a misconstruction. We qualitatively and 

quantitatively evaluate the costs and risks of staying within the EMU. Following this analysis we 

show practical steps to withdraw from the euro. We discuss alleged problems of an exit. Finally, 

we name accompanying measures that would smooth an exit. 

 

2. Problems and costs of the euro 

 

2.1 The misconstruction of the euro 

 

In the Eurozone, there are fiscally independent sovereign governments coexisting with one 

(central) banking system. This is a unique construction as normally there is one government with 

its own banking system.  

Governments can finance their deficits through the banking system and money creation. When 

governments spend more than they receive in tax revenues, they typically issue government 

bonds. The financial system buys an important part of these bonds by creating new money. 

Banks purchase these bonds because they can use them as collateral for new loans from the 

European Central Bank (more precisely the European System of Central Banks).  

New money flows to governments that monetize their deficits indirectly. The cost of the indirect 

monetization is born by all users of the currency in form of a reduced purchasing power, i.e., 

inflation. If there is one government per central banking system, the whole nation bears the cost 

of the deficit monetization. However there are in the Eurozone several governments running their 

own budgets.  
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Imagine that all governments but one have a balanced budget. The one deficit government can 

then externalize onto other nations part of the costs of its deficit in form of higher prices. This 

monetary redistribution is the already existing transfer union in the EU.  

A government like the Greek's, with high deficits, prints government bonds bought and 

monetized by the banking system. As a consequence there is a tendency for prices to rise 

throughout the monetary union. The higher the deficit of a government in relation to the deficits 

of other countries, the more effectively it can externalize the costs of a deficit. The incentives of 

this setup are explosive as governments benefit from deficits higher than those of their eurozone 

neighbours.  

The Stability and Growth Pact designed to contain these incentives utterly failed because 

governments themselves judge whether sanctions are imposed on them. 

One effect of this ill-fated setup is that it allows governments to maintain uncompetitive 

economic structures like inflexible labour markets, huge welfare systems and public sectors for a 

long time. Thereby the system causes the over-indebtedness and uncompetitiveness typical for 

the recent sovereign debt crisis. Multiple sovereign debt crises have in turn triggered a tendency 

toward centralization of power in Brussels and the new rescue fund. In other words, the 

monetary transfer union causes the general sovereign debt crisis to bring us now ever closer to a 

more explicit transfer union. The possible European economic government or transfers through 

eurobonds are only the result of underlying and dangerous monetary transfer union implied in the 

institutional setup of the euro. 

 

2.2 The pre-bailout redistribution: interest rate and monetary flows 

An important cost of the eurosystem consists in the redistribution implied in its setup. This 

redistribution brings benefits for some countries at the costs of others. The redistribution before 

the 2010 bailouts resulted mainly from interest rate adjustments and money production. 

Fiscally more irresponsible governments benefitted from the implicit guarantee by the fiscally 

more sound countries even before the euro was installed. Interest rates dropped to the level of 

Germany. 
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Three month interest rates in Germany, Greece, Spain, Ireland, Italy and Portugal (1987-1998) 

Source: Eurostat 

 

Another factor reducing interest rates in peripheral countries was a reduction of the inflation 

premium in interest rates. The inflation premium fell because inflationary expectations were 

reduced. The European Central Bank (ECB) was considered to act like the Bundesbank. 

These lower interest rates allowed countries to run deficits and accumulate higher public debts. 

More debts could be accumulated than would have been possible without the implicit guarantee 

of countries such as Germany.  

The lower interest rates coupled with an expansionary monetary policy by the ECB led to 

distortions in peripheral economies. The Greek government used the lower interest rate to build a 

public adventure park. Italy delayed necessary privatizations. Spain expanded the public sector 

and built a housing bubble. Ireland added to the housing bubble a financial bubble. These 

distortions were partially caused by the EMU interest rate convergence and the expansionary 

policies of the ECB. Naturally, people related to the bubble activities in these countries 

benefitted, such as public employees and construction workers. However, the population in 

general took a loss through the extension of the public and reduction of the private sectors, as 

well as through malinvestments in the construction industry. 

While private and public debtors of the periphery enjoyed lower interest rates due to the euro, 

someone was to pay for it. The implicit bailout guarantees were given by more productive 
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countries such as Germany. Due to the guarantee the German government had to pay marginally 

higher interest rates than it would have paid otherwise. 

In sum, in the EMU with its assumed ―solidarity‖ there is redistribution because interest rates 

converge. Irresponsible governments benefit at the cost of more responsible governments.  

More irresponsible governments benefit in another way; through unequal money creation. A 

country as a whole can benefit if it runs higher public deficits than other countries. Its 

government prints government bonds that are bought by banks that may use them as collateral 

for ECB loans. The money supply increases. The first receivers of the new money benefit at the 

cost of later receivers. Take the Greek example: the ECB accepted Greek government bonds as 

collateral for their lending operations. European banks could buy Greek government bonds and 

use these bonds to gain a loan from the ECB at a lower interest rate. 

The banks bought the Greek bonds because they knew that the ECB would accept these bonds as 

collateral for new loans. As the interest rate paid to the ECB was lower than the interest received 

from Greece, there was a demand for these Greek bonds. Without the acceptance of Greek bonds 

by the ECB as collateral for its loans, Greece would have paid much higher interest rates than it 

did. Greece was, therefore, bailed out or supported by the rest of the EMU for a long time.1 

The costs were partially shifted to other EMU countries. New euro were effectively created by 

the ECB, accepting Greek government bonds as collateral. Greek debts were monetized, and the 

Greek government spent the money it received from the bonds to secure support among its 

population. As prices started to rise in Greece, money flew to other countries, bidding up prices 

throughout the EMU. Abroad, people saw their buying costs rise faster than their incomes. This 

was redistribution in favor of Greece. The Greek government was being bailed out by a constant 

transfer of purchasing power from the rest of Europe. 

 

2.2.2 The tendency for the size of government to increase 

The incentive for higher deficits has secondary effects.  Governments that traditionally have been 

fiscally more irresponsible see in the eurosystem a chance to profit from higher deficits. Running 

deficits they can win votes and increase state power. Both lower interest rates and money 

creation work in favor of these states. Similarly, the incentives of the more responsible states are 

to spend more. Why reduce public spending in favor of the more irresponsible governments that 

run high deficits profiting from the monetary redistribution? As governments boost spending the 

state's size increases.  

                                                           
1
  See Bagus (2010) for a detailed analysis of the tragedy of the commons implied in the Eurosystem. 
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By the increase in government spending more resources are drawn from the private sector where 

they compete in satisfying consumer wants and put into the public sector serving ends of 

politicians. The increase in the state's size caused a loss in productivity and a lower standard of 

living than otherwise. 

 

2.2.3 Open bailouts, subsidies, transfers 

The incentives and mechanisms of the Eurosystem lead to excessive deficits and rising debts. 

The financial crisis of 2008 led market participants to doubt the commitment of fiscally sounder 

governments and the ECB to bail-out weaker governments. Due to bank bailouts and increased 

public spending deficits and debts had soared in 2008 and 2009. Would Germany really be 

capable of and willing to support peripheral governments?  

The rising yields of peripheral government bonds, their unsustainable fiscal situation and the 

unclear commitment led to the bailouts of Greece I (€110bn.) and II (€109bn.), Ireland (€85bn.), 

and Portugal (€78bn.). These bailouts total € 392 bn. Eventual losses are born by tax payers in 

the fiscally sounder countries.
2
  

In addition to these bailouts the EFSF has been installed. Its size is to be  leveraged to over €1 tr.. 

Germany´s part of the guarantees is €211 bn. When other countries that are guaranteeing this 

sum get into fiscal difficulties, the German part will rise.  

Indeed, the size of the EFSF will not be enough. To effectively guarantee all peripheral debt the 

fund has to be increased to €1.45 tr.
3
 As the guarantees of Italy and other peripheral countries are 

worthless, Germany would have to guarantee €790bn. or 32% of GDP according to a report from 

Bernstein. If France loses its AAA rating the German share would rise to €1.385 tr. or 56% of 

the German GDP (almost €17.000 per capita).  

In addition, tax payers are also indirectly on the hook through the engagement of the 

International Monetary Fund (IMF). At the same time, tax payers may suffer losses from the 

bailouts undertaken by the ECB. The ECB had bought until the beginning of November 2011 

more than €183 bn. of peripheral government bonds at an increasing pace. For any losses 

Germany´s part is 27%.
4
  

                                                           
2  The part of the IMF is about €108 bn. The German part of the IMF loans is about 6% or €6.5 bn. The 

numbers include also loans from the British government offered to Ireland of 3.25 bn. pounds. 

3  See Zerohedge (2011). 

4  See SpiegelOnline (2011). 
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Moreover, the ECB has accepted government bonds of peripheral countries as collateral. If a 

government defaults, it will probably take down with it a great part of its banking system that 

had bought its government's bonds. The banking system in turn will be unable to repay ECB 

loans. The ECB will be then stuck with the collateral: government bonds in default. Raoul 

Ruparel and Mats Persson (2011) from the think-tank OpenEurope calculated in June 2011  that 

a Greek default (restructuring of 50%) would cost the ECB between €44.5 and €65 bn. These 

sums have been rising since June 2011 and will rise in the future. Peripheral governments keep 

running (substantial) deficits, the ECB buys more bonds and peripheral banks increase their 

refinancing with the ECB.
 5

 

Another support for peripheral countries works through the TARGET2 system.  There are credit 

and debit accounts within the eurosystem and its national central banks that are not netted. At the 

end of October2010 the Bundesbank had claims of €326 bn. while peripheral countries had 

liabilities of €335 bn. (Sinn and Wollmershäuser 2011, 5). The Bundesbank claims have risen 

sharply to €465 at the end of October 2011. 

The TARGET2 system works the following way: imagine that a Greek depositor transfers his 

money from his Greek bank to a German bank. As a result the German bank reduces its 

refinancing with the Bundesbank and the Greek bank increases its refinancing with the Bank of 

Greece.  

The Bundesbank earns a claim against the eurosystem, the Bank of Greece a liability. In theory 

these claims could be netted, for instance, by transferring assets such as gold from the Bank of 

Greece to the Bundesbank. Yet, these claims are never paid in the Eurosystem and the balances 

continuously build up. When the Greek bank finally defaults, the losses are shared by all central 

banks in the eurosystem and ultimately affect tax payers.  

 

2.2.4 Tendency for price inflation 

The eurosystem is prone to price inflation to the detriment of all users of the currency. As we 

have seen, the Eurosystem incentivizes deficits and debt accumulation. At least part of these 

debts and deficits are very likely to be paid via money production. The ECB has been quite 

inflationary in order to support the project of the euro. 

The following measures indicate the inflationary stand of the ECB: 

1. Since 2008, the ECB provides unlimited liquidity to banks. Whenever a bank provides a new 

Greek government bond as collateral the ECB provides more base money.  

                                                           
5  The IFO-Institute calculated the total risk for Germany in September at €465 bn. (Sinn 2011). 
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2. The ECB has diluted collateral standards. Greek, Portuguese, and Irish bonds will be accepted 

as collateral even if rated as junk. The quality of assets that are backing the currency is diluted.
6
  

3. The ECB has bought government bonds outright in a sum of €160 bn.  

4. The ECB holds interest rates at artificially low levels to save the euro project. Higher interest 

rated could lead to defaults both private and public in the periphery. Even though price inflation 

is around 3%, and over the 2% self-set limit, the ECB lowered its historical low interest rates at 

the beginning of November 2011.  

Prices in the eurozone are thus higher than they otherwise would have been. The bailout costs 

will probably not be paid entirely by higher taxes but also through money production. Imagine 

that Germany takes a loss from loans to the Greek government of €10 bn. Will the German 

government increase taxes by €10 bn. or reduce expenditures by €10 bn.? The answer is 

―probably not‖. More likely, the German government will increase its debt financing through the 

banking system thereby increasing the money supply. As debt mountains are increasing in all of 

the EMU, inflationary pressure is increasing as well. Within the EMU there is no way to escape.  

 

2.2.5 Centralization and the loss of liberty 

The EMU has a built in bias toward centralization that can affect the whole European Union.  As 

seen before, there is an incentive for deficits especially in the smaller countries that can expect to 

be bailed out. The accumulation of debts triggered a sovereign debt crisis. This crisis, in turn, has 

been and may be used for centralization. The bailouts and rescue funds require new central 

institutions. In order to manage and prevent further debt crisis, some politicians ask for an 

economic government. Countries are expected to lose sovereignty in exchange for bailouts and in 

favor of an increase of power of European institutions.
7
 In fact, Porter (2010, 13) argues that a 

solution to the current problems would be a harmonization of taxes, a ―federal‖ tax, as well as a 

full merger of the ECB and national central banks in a step toward political union. Similarly, 

Deo, Donovan and Hatheway (2011) regard some kind of ―fiscal union‖ as the solution to the 

euro crisis. 

The centralization of fiscal policies contains important risks for members of the eurozone. They 

lose part of their sovereignty. The centralization will imply some harmonization of fiscal 

policies. One may think that austerity measures will prevail in this harmonization. And this may 

be so in the beginning as the German influence remains dominant. However, the German 

                                                           
6  For the quality of money and the importance of a central bank´s assets see Bagus (2009a).  

7  The Bundesbank (2011a, p. 11) in its monthly report argues implicitly in favor of “an extensive surrender 

of national fiscal sovereignty…”. 
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influence will likely suffer the same fate it suffered within the ECB. The ECB was thought to be 

in favor of ―hard money‖ and modeled after the Bundesbank. Similarly, the new economic 

government may be modeled after fiscally responsible Germany. Yet, like in the council of the 

ECB, Germany and its allies will find themselves in the minority.
8
  

Already in the case of Ireland´s bailout important aspects of the European harmonization became 

apparent. European politicians such as Nikolas Sarkozy pressured Ireland to increasing its 

corporate tax. The deal was: bail out for tax increase. In spite of the pressure the Irish 

government resisted. 

Lastly and most importantly, fiscal harmonization eliminates competition. In Europe there still 

exists tax competition to attract citizens, companies and investments.
9
 Countries cannot increase 

taxes too much, because people and capital can easily move to other EU countries. The 

possibility of voting by foot, exiting countries with higher tax burdens, is an important guarantee 

for individual liberty. The EMU drifts toward centralization and economic government thereby 

eliminating tax competition and making voting by foot more costly. Once harmonization is 

reached, taxes and regulations will probably increase. So, staying with the EMU comes with this 

important risk for individual liberty, maybe the most important European value. 

 

2.2.6 Threat of conflicts between nations 

The EMU provokes conflicts between otherwise peacefully cooperating nations. Redistribution 

is always a potential cause of social stress. The monetary redistribution in the EMU was not 

understood by the bulk of the population and, thus, did not cause conflicts. The bailouts, the 

rescue fund and the interventions of the ECB that were ultimately caused by the setup of the 

EMU have made the redistribution between countries more obvious.  

Germans do not like maintaining the Greek welfare state. In the German media Greeks are called 

'liars' and 'lazy'. The Greek media, in turn, demanded reparations for WWII. While the German 

do not like paying for the periphery, people in peripheral countries blame Germans for austerity 

measures. They feel that the unpopular measures are imposed on them by foreign (German) 

pressure. Within the EMU, these clashes and conflicts will continue and probably increase. 

Remaining in the EMU implies living in such an atmosphere and the risk of escalation. 

 

                                                           
8  We may remind of Axel Weber and Jürgen Stark that resigned from their position as they found 

themselves in a minority position against the more inflationary position in the council. 

9  Small governments have many close competitors and cannot tax and regulate much more than their 

competitors. Due to Europe´s traditionally decentralized power system, Europe provided the origin of capitalism 

and unknown prosperity (Hoppe 1993).  
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3. Exit problems 

As we saw the costs and risks are already immense and rising. So is an exit possible? Intuitively, 

the exit from the euro should be as easy as the entrance. Joining and leaving the club should be 

equally simple. Leaving is just undoing what was done before. Indeed, many popular articles 

discuss the prospects of an exit of countries such as Greece or Germany.
10

 However, other voices 

have rightly argued that there are important exit problems. Some authors even argue that these 

problems would make an exit from the euro virtually impossible. Thus, Eichengreen (2010) 

states: ―The decision to join the euro area is effectively irreversible.‖ Similarly, Porter (2010) 

argues that the large costs of an exit would make it highly unlikely. In the following we address 

the alleged exit problems. 

 

3.1 Legal problems 

The Maastricht Treaty does not provide for a mechanism to exit the EMU. Thus, several authors 

maintain that an exit from the euro would constitute a breach of the Treaties (Cotterill 2011, 

Procter and Thieffry 1998, Thieffry 2011, Anthanassiou 2009).
11

 In an ECB working paper from 

2009 Anthanassiou claims that a country that exits the EMU would have to leave the EU as well. 

As the Lisbon Treaty allows for secession from the EU, withdrawal from the EU would be the 

only way to get rid of the euro. 

The solution to this legal problem could be an exit from both the EMU and EU with an 

immediate reentering of the EU. This procedure could be negotiated beforehand. In the case of a 

net contributor to the EU budget such as Germany, the country would probably not face any 

problem to get immediately readmitted to the EU. 

 

In any case, the referral to the Maastricht Treaty when discussing the legal possibility of exit is 

intriguing, because the Maastricht Treaty, especially the ―no-bail-out clause‖ has been violated 

through the bailouts of Greece, Ireland and Portugal. The EFSF serves to guarantee effectively 

debts of other nations, not to mention the plans to introduce eurobonds.  

                                                           
10  Reiermann (2011) discusses rumors of a possible Greek exit. Desmond Lachman (2011) maintains that 

Greece exit from the Eurozone is inevitable. Feldstein (2010) recommends Greece a “holiday” from the euro. 

Johnson (2011) and Roubini (2011) recommend Greece to leave the Euro and default. Alexandre (2011) and 

Knowles (2011) wonder how a Greek exit could be achieved. Edmund Conway (2011), on the contrary, thinks that 

Germany should leave the Eurozone. David Champion (2011) considers also the possibility of a German exit. 

11  Smits (2005, 464) writes: “There is no legal way for a separate exit from the eurozone. So, an intention to 

give up the single currency can only be realized by negotiating an exit agreement, or, failing successful conclusion 

thereof, leaving [the EU altogether] after the two-year notice period.” 
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In addition, the ECB has violated the spirit of the Maastricht Treaty by purchasing debt of 

troubled nations. It seems to be justified if not an obligation to leave the euro after the conditions 

for its existence have been violated.
12

 Indeed, the German Constitutional Court ruled in 1993 that 

Germany could leave the euro if the goals of monetary stability were not attained (Scott 1998, 

215). After the last couple of years, it is clear that the eurozone and the euro are far from being 

stable. Apart from these considerations it should be noted that a sovereign state can repudiate the 

Treaty (Deo, Donovan and Hatheway. 2011). 

Another legal problem results from the possible redenomination of contracts in the wake of an 

exit from the euro. A government may redenominate euro contracts into the new currency 

(applying lex monetae - the state determines its own currency). It may do so without problems if 

the contracts were contracted in its territory or under its law. But what about private and public 

bonds issued in foreign countries? How would foreign courts rule (Scott 1998, 224)?  

Imagine a German company that sold a bond in Paris. Will the bond be paid back in euro or in 

the new currency if Germany leaves the euro? The French court would probably decide that it 

can or must be paid back in euro.
13

 Possibly, also the European Court of Justice would rule on 

such issues. Thus, in case of an exit there would be some uncertainty caused by court 

settlements. There may be one-time losses or profits for the involved parties. However, it is hard 

to see why these court rulings would constitute important disturbances or insurmountable 

obstacles for a euro exit.
14

 

 

3.2 Economic costs 

3.2.1 Introduction costs 

An exit from the euro may imply the issuing of a new national currency. This involves the costs 

of printing new notes, melting new coins, exchanging vendor machines etc. There are also 

logistic costs exchanging the new currency against the old one. These costs are not higher than 

                                                           
12  Anthanassiou (2009, p. 19), in contrast, argues that no country can leave the Eurozone in protest.  

13 Mann (1960) maintains that if it is unclear which currency should be applied, the courts should use the 

law specified in the contract. So if the bond of the German company is sold in Paris under French law, the contract 

would be paid in euro. Porter (2010, p. 4) reaches the same conclusion. 

14  Thieffry (2011, p. 104) fears a “serious legal dislocation of government bond markets and a long period of 

uncertainty.” Problems for irresponsible governments to finance deficit spending might actually be seen as 

advantageous.  
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the costs of introducing the euro. The costs for introducing the euro in Austria have been 

estimated at €1.45 bn. euro or around 0.5 percent of GDP.
15

 

 

3.2.2 Wage inflation and higher interest rates 

Sometimes it is argued that peripheral countries with uncompetitive wages could just exit the 

euro and magically solve all their problems. Greece, for instance, suffers from too high wages 

mainly because there is no free labor market. Labor unions have caused wages to be too high. 

The resulting unemployment had been attenuated by government deficit spending and debt 

accumulation made possible by the eurosystem. The Greek government employed people at high 

wages, paid unemployment benefits and retired people early with high pensions.  

As strong labor unions prevent wages to fall and recuperate competitiveness, some people 

recommend Greece to exit the euro, depreciate the currency and thereby increase 

competitiveness. This argument contains a problem. If labor unions remain strong they may 

simply demand wage increases to compensate for higher import prices (Eichengreen 2010, 8). 

Such a compensatory increase in wages would eliminate all advantages from depreciation.
16

 The 

exit would have to be accompanied by a reform of the labor market in order to improve 

competitiveness. In any case, after an exit from the EMU, the Greek government could not use 

EMU monetary redistribution and deficit spending to push up wages artificially anymore.  

Similarly, an exit without further reforms could lead to a repudiation of government debt. This 

would imply higher interest rates for the government in the future (Eichengreen 2008, 10). An 

accompanying reform of fiscal institutions such a constitutional limits for budget deficits could 

alleviate this problem. 

 

3.2.3 The end of monetary redistribution between countries 

Some countries benefit from the monetary setup of the EMU. They pay lower interest rates on 

their debts than otherwise. If a country like Greece exits the euro and repays its debts with a 

devalued new currency, it will have to pay higher interest rates for its debts.  

                                                           
15  See Newsat (2001). 

16  The argument of increased competitiveness via depreciation has more fundamental problems (Rallo 

2011, 158). While it is important to lower some prices vis-à-vis the foreign world (e.g. wages in some sectors), 

depreciation lowers all prices to the same extent. Moreover, it makes imports more expensive. If a country has to 

import commodities and goods which are later exported, the depreciation may not increase competitiveness at all.  
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In addition, countries such as Greece could not benefit from the monetary redistribution 

anymore. The Greek government and indirectly part of the Greek population benefit from the 

high Greek deficits and the flow of new money into the country. This process allowed Greece to 

finance an import surplus and standard of living it would not have achieved otherwise. At least in 

the short term, an exit from the euro would ceteris paribus mean a deterioration of artificially 

high living standards. In other words, after an exit of the EMU, the size of its public sector and 

standard of living would likely fall as the EMU subsidies would end. These redistribution costs 

only apply for countries that have been on the receiving end of the redistribution. For fiscally 

sounder countries the opposite reasoning applies.  

 

3.2.4 Trade losses 

Some authors argue that European trade would collapse in the wake of a euro exit. Trade barriers 

would be re-erected. In any case there could be an appreciation of the new currency like a new 

DM. In a UBS research paper Flury and Wacker (2010, 3) estimate that the new DM would 

appreciate about 25%.  

In contrast to another UBS research paper (Deo, Donovan and Hatheway 2011) that comes up 

with horrific costs of a euro break up
17

, we do not regard such trade barriers very likely for 

several reasons. First, such barriers would be an economical disaster for all involved parties and 

lead to a severe and long depression and reduction of living standards. Second, net contributors 

to the EU such as Germany could still use their contributions to the EU budget to as a negotiation 

card to prevent such barriers. Third, trade barriers are a blatant violation of EU Treaties.  Fourth, 

tariffs could provoke severe tensions between nations possibly leading to war.  

 

3.3. Political costs 

Sometimes it is maintained that an exit implies high political costs. Most importantly, an exit 

could trigger the dissolution of the euro.
 18

 The disintegration of the EMU could endanger the 

                                                           
17  The authors estimate the costs for “weak” countries to leave between 9,500€ and 11,500€ per person 

and 6,000€ to 8,000€ per person for “strong” countries. The authors contrast these numbers with the relatively 

small cost of €1,000 per German in the case of a 50% haircut on Greek government debt. These estimations 

neglect some important benefits of exit and exaggerate the costs. For instance, they do not take into account the 

long term costs of a fiscal union, nor the higher inflation. Moreover, they assume that the “strong” leaving country 

would have to “write off its export industry” and civil disorder in weak countries, while the possibility of such 

disorder it actually higher staying within the eurozone. 

18  On the history of the political project of the euro as a means toward a central European state see Bagus 

(2010).  



19 
 

development of a federal European state. At least, it would mean an important blow to the 

―European project.‖ It could mean the end of the EU as we know today. The EU could 

―degenerate‖ into a free trade zone.  

Politicians of the exiting country would lose influence on the policies of other EMU countries. 

The politicians of the exiting country would also lose appreciation of other EMU politicians and 

in the mainstream media that has supported the euro staunchly. However, for supporters of a free 

trade zone in Europe, these political costs imply immense benefits. The ―danger‖ of a federal 

European state would disappear for now.  

 

 

3.4 Procedural costs and capital flows 

An exiting nation has to print new notes, mint new coins, reprogramme automatic teller 

machines and rewrite computer codes (Eichengreen 2008, 17).
19

 This takes time. The case of 

machines may not be tragic since during the transition period old machines may be in use 

without chaos. A public parking place using euro coins will not bring the economy down.  

The notes and coins problem has a fast solution because on both the country´s origin is visible. 

Coins have a country specific image and notes bear a country specific letter. In a German exit 

from the euro all German coins and notes would be redenominated into the new currency and 

later gradually exchanged into the new notes and coins.
20

 Of course, the transition period 

involves some checking costs as people have to look on the symbols when transacting in cash. 

The most severe problem of a euro exit, that according to Eichengreen (2010) would pose 

―insurmountable‖ barriers, are capital flows when the option of exiting is discussed.
21

 Such a 

discussion takes time in democracies. During this time there may be important capital inflows 

and outflows.
22

  

                                                           
19  Flury and Wacker (2010) estimate one year of transition to fully establish the new currency. 

20  An alternative solution would be to stamp all notes in the exiting country within a short period of time. 

Yet, there is the problem of massive inflow of notes or a population that does not bring in their notes to be 

stamped due to fear of future depreciation. Thus, we regard the exchange of notes bearing the national letter 

more practical, even though some of the notes are circulating in other EMU countries. 

21  Smith (2005. 465) points to the instability caused by speculations about an exit: “even the threat of 

withdrawal will affect the euro stability and may lead to speculation against the single currency.” Scott (1998, 211) 

argues that speculation on which country is to leave may lead to a break-up of the eurozone. 

22  Porter (2010, p.6 ) depicts the following scenario. If Germany is expected to introduce a strong currency. 

banks will transfer deposits to Germany. They could lend at the marginal lending rate of their central banks and 
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Let us first discuss the problem of capital outflow such as in the case of an exit of Greece with no 

accompanying reforms. If Greek senior politicians would seriously discuss an exit from the euro, 

Greek citizens will expect a depreciation of the new currency, a new drachma. Greek citizens 

will transfer their euro held at Greek banks to accounts in other EMU countries. They will 

probably not turn in their euro notes to be exchanged into the new drachma voluntarily.  

Greek citizens may also acquire other currencies such as Swiss franc, US dollars, or gold to 

protect themselves from depreciation. In this way Greece could be practically immunized against 

the new drachma even before its introduction. As a consequence, the Greek banking system may 

get into liquidity and solvency problems. Meanwhile, Greek citizens would continue to transact 

in euro held outside Greek jurisdiction.  

This is the so-called ―problem‖ of capital outflows. Yet, these outflows are not a problem for 

ordinary Greek citizens. For them these outflows are a solution to the problem of an inflationary 

national currency. Moreover, capital outflows are already occurring. The discussion in 

parliament of a Greek exit would only speed up what is happening already.  

The opposite reasoning applies when a more solvent country like Germany discusses the exit 

from the eurozone. When people expect an appreciation of a newly introduced currency, there 

would be capital inflows into Germany. The money supply of euro within Germany, which 

would be later converted into a new currency, would increase. Prices of German assets (eg, 

housing and stocks) would increase in advance of the actual German exit in benefit to the current 

owners of such assets. In section 4 we will see how this ―problem‖ could be reduced. 

 

3.5 A systemic banking crisis 

Finally, there may be a negative feedback for the banking system as there will most likely be 

losses for banks both domestic and foreign.
23

 
24

 Eichengreen (2010) fears the ―mother of all 

financial crises‖. Due to connectivity it does not matter if Germany or Greece leaves the euro. If 

                                                                                                                                                                                           
deposit at the Bundesbank. The Bundesbank balance sheet would expand substantially. Porter suggests a surprise 

shut down of the TARGET2 system. 

23  Another alleged problem is contagion. If one country leaves the eurozone, investors may sell the debt of 

other weak EMU governments and their banks triggering more exits. The contagion problem does not concern us 

here, because we want to discuss the possibility of exit. If exit is possible and desirable, contagion is no 

insurmountable problem but may be even recommendable. 

24  As Porter (2010, p. 5) points out, an exit would result in a currency mismatch of many companies and 

banks. Suddenly they would have assets or debts denominated in a foreign currency with a changing value 

resulting in windfall profits or losses. As Germany has a net foreign asset position and an exit would likely lead to 

an appreciation of the new German currency, losses would result. The losses would damage balance sheets. 
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Greece leaves the euro and pays back its government bonds in a depreciated new currency or 

defaults outright, there will be losses for European banks that could get into solvency problems. 

Similarly, if Germany leaves the euro, the implicit guarantee and support to the eurosystem will 

disappear. The result may be a banking crisis in Greece and other countries. The banking crisis 

may negatively affect German banks.
25

 The banking crisis will also negatively affect sovereigns 

due to possible bank recapitalizations. Other countries may be regarded as possible defaulters or 

exit candidates leading to higher interest rates on public debts. A systemic financial crisis 

infecting weak governments is likely (Boone and Johnson 2011). 

Recently, the IMF suggested that European banks face €300 bn. in potential losses and urged the 

banks to raise capital.
26

 We should emphasize that the problem of bank undercapitalization and 

bad assets (most importantly, peripheral government bonds) does already exist in the EMU and 

will deteriorate without an exit.  

It is almost impossible to leave the euro without already instable structures collapsing. Yet, this 

collapse would have the beneficial effect of quickly purging unsustainable structures. Even if 

there are no exits from the euro, the banking problem exists and will have to be solved sooner or 

later. Potential bank insolvency should therefore be no argument against an exit.
27

 In the EMU 

tax payers (mostly German) and inflationary measures by the ECB are momentarily containing 

the situation. An exit would speed up a restructuring of the European banking system.  

At this point I would like to give the following recommendation for a solution of the banking 

crisis. There are important free market solutions to bank solvency problems.
28

 

A) Banks with non-viable business models should be allowed to fail, liberating capital and 

resources for other business projects.  

B) A debt-to-equity conversion may put many banks on a healthy basis.
29

 

C) Banks may collect private capital by issuing equity, as they are already doing. 

                                                           
25  Flury and Wacker (2010) discuss this and other problems related to a German exit from the euro. 

26  See Reddy (2011). 

27  One may also ask whether a country should not have used the possibility of secession from the Soviet 

Union in fear of banking problems. 

28  For a detailed plan and critique of the 2008 bailouts see Bagus and Rallo (2011). 

29  Ideally, this conversion would be voluntary. If bank creditors are unwilling to convert their investments 

into equity, the bank would have to be liquidated with high losses due to fire sales. Thus, there is an incentive for 

creditors to convert bank debts into equity, if the business model is be viable. Doing so they can prevent the higher 

losses from a liquidation. On the contrary, Buiter (2008) has suggested an involuntary across the board debt-equity 

conversion. This measure is unnecessary if we allow for bank failures. 
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A free market reform has important advantages. 

a) Tax payers are not hurt. 

b) Unsustainable banking projects are resolved. As the banking sector is over-sized it would 

shrink to a more healthy and sustainable level. 

c) No inflationary policies are used to sustain the banking system. 

d) Moral hazard is avoided. Banks will not be bailed out.  

 

3.6 The problem of disentangling the ECB 

The eurosystem consists of the ECB and national central banks. The task of disentangling is 

facilitated because national central banks still possess their own reserves and have their own 

balance sheets. Scott (1998) argues that this setup may have been intentional. Countries wanted 

to retain the possibility to leave the euro if necessary.  

 On January 1
st
, 1999 the ECB started with a capital of €5 bn. In December 2010 the capital was 

increased from €5.76 bn. to €10.76 bn.
30

  

Only part of all EMU reserve assets have been pooled in the ECB making a disentangling easier. 

On January 1
st
, 1999 national central banks provided €50 bn. in reserve assets pro rata to their 

capital contribution (Procter and Thieffrey, 1998, p. 6). National central banks retained the 

―ownership‖ of these foreign reserve assets and transferred the management of the reserves to the 

ECB. (Scott 1998, p. 217) In the case of an exit both the return of the contribution to the ECB‘s 

capital and the foreign assets transferred to the eurosystem had to be negotiated (Anthanassiou 

2009). 

 

Similarly, there is the problem of TARGET2 claims and liabilities. If Germany would have left 

the EMU in October 2011, the Bundesbank had found TARGET2 claims denominated in euro of 

more than €465bn. on its balance sheet. If the euro depreciated against the new DM, important 

losses for the Bundesbank will result.
31

 As a consequence, the German government may have to 

recapitalize the Bundesbank. Take into account, however, that these losses would only 

                                                           
30  The Bundesbank capital share is 27.1 percent. The paid up capital is €1.4 bn. (The Bundesbank´s capital 

share is 18.93 percent including both eurozone and non-eurozone members).  

31  A depreciation of the euro implies a loss of almost €100 bn. 
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acknowledge the risk and losses that the Bundesbank and the German Treasury are facing within 

the EMU. This risk is rising every day the Bundesbank stays within the EMU.  

If, in contrast, Greece leaves the EMU, it would be less problematic for the leaving country. 

Greece would simply pay its credits to the ECB with the new drachma involving losses for the 

ECB. Depositors would move their accounts from Greek banks to German banks leading to 

TARGET2 claims for the Bundesbank. As the credit risk of the Bundesbank would keep 

increasing due to TARGET2 surpluses, the Bundesbank might well want to pull the plug on the 

euro itself (Brookes 1998).
32

 

 

 

4. Ways to leave the euro 

4.1 Redenomination – return to the national currency 

A) Public debate and subsequent exit 

In a complete redenomination all contracts and debts within a country's jurisdiction are 

redenominated into a new currency. Old notes and coins are gradually exchanged against 

new ones. The redenomination rate could be 1:1 to make the transition easier. There are 

several practical ways to achieve such a redenomination. The first option contains a 

discussion about the exit in the parliament. In the case of Greece, this would trigger an 

immense outflow of capital.
33

 When redenomination finally comes after intense 

democratic discussion, almost no money will be left to be converted into the new 

drachma. Greek citizens could just continue to use euro held at foreign banks for the bulk 

of their transactions. Indeed, these capital flows are already occurring.
34

  

 

                                                           
32  Note that the claims or liabilities in the TARGET2 system are not against other national central banks but 

a single net bilateral position is established vis-á-vis the ECB only. (Whittaker 2011). See also Bundesbank (2011b, 

34). 

33  Arghyrou and Tsoukalas (2010) discuss a temporary split from the Euro where all existing Greek debt 

would remain in the strong euro to prevent a banking crisis. A devaluation would restore competitiveness and be 

used for reforms and fiscal consolidation. The disadvantage of such a proposal is that by a devaluation the pressure 

to reform is actually reduced. 

34  Greek banks had lost 18% of their deposit base in July 2011 during the past 18 months and European 

banks had diminished their loans to Greece by more than €20 bn. (Lachman 2011) In other words, capital flights 

are already underway within the eurozone and will keep rising even without an exit. 
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If Germany or similar countries discuss an exit, capital flows into Germany would be the 

case, reducing interest rates. In the extreme almost all of the euro money supply would be 

held at German banks. A redenomination of these euro into the new currency would 

make the Bundesbank effectively the real central bank of Europe.
35

 People might start 

using the new DM in their respective countries. German prices would probably increase 

before redenomination relative to prices in the rest EMU. This effect could dampen the 

appreciation of the new DM after redenomination.  

 

 

In order to prevent such capital flows during public discussion capital controls and bank 

holidays are necessary.
36

 One could convene the German parliament in an emergency 

meeting on Friday night and decide on the weekend on the exit. Banks would remain 

closed until they had changed their software to the new DM. However, capital controls 

are against European law. But bank holidays may be justified with an emergency 

situation. 

 

B) Complete surprise without discussion 

In order to prevent speculative capital flows, the decision to redenominate all currency and 

contracts must come as a complete surprise.
3738

 On Friday night, for instance, the German 

government announces that from now on all contracts and bank accounts within the country 

                                                           
35  The inflow may be sterilized later by selling loans to other EMU central banks against the new DM. 

36  When Czechoslovakia broke up, capital controls were installed to prevent capital flows. No currency was 

allowed to be transported abroad (Eichengreen 2008, 17). The Czechoslovak case is one of the few fiat currency 

break ups. People voluntarily brought their money in as they trusted the new currency. See on the Czechoslovak 

case also Fidrmuc and Horváth (1998).  

37  Alfonso Tuor argues that a German exit had to be done overnight in response to Ansgar Belke who does 

not mention this requirement for a German exit. (Larouchepac 2010). 

38  One important question is if capital flows should be prevented in the first place. Capital flows may be 

disturbing for policy makers. For citizens they are a way of expressing their will and a vote on the currency system 

they want to be in. Capital flights are a possibility for citizens to defend themselves against a domestic inflationary 

monetary policy. They just want sounder money. 
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are redenominated into the new DM. The Bundesbank stops accepting euro coming from 

abroad and ends TARGET2.
39

  

The government may invoke emergency law and declares a bank holiday until all bank 

software changes are completed. The country´s notes and coins are also redenominated and 

exchanged later.  

The main problem of this approach is that it is undemocratic. There is no public debate in 

parliament or in the media. Democratic institutions are circumvented. Nevertheless, there are 

ways to justify such an approach out of several reasons.  

First, the opinion of the population (such as the German one) as expressed in elections 

and polls is in favor of such a measure.  

Second, a state of emergency may be declared to prevent greater evil from the 

population through fast decision making.  

Third, the will of the population has not been consulted before. For instance, there was 

no referendum on the introduction of the single currency in many countries. Further, the 

bailouts of Greece, Ireland and Portugal were decided on the European level first 

without asking parliaments beforehand and without debate in parliaments or the public. 

C) Provisional redenomination 

There exists an elegant way to prevent both capital flows and a democratic deficit. This way 

allows for an extensive debate on the decision to leave the euro both in parliament and in 

public, allowing even for a referendum: The exiting government uses the emergency 

situation of the eurosystem to justify a provisional redenomination of the currency.  

On a weekend the government could convene an emergency meeting of the parliament and 

vote for a provisional redenomination. From this moment on all contracts and accounts in the 

country are provisionally redenominated into a new currency. For international transfers 

banks could open euro accounts beside national currency accounts. The central bank could 

exit TARGET2 provisionally.  

The provisional redenomination would allow for public debate and a referendum on the issue 

without disturbing capital flows. After the provisional period the change would be made 

permanent or accounts and contracts are simply nominated into euro again.  

                                                           
39  Something similar happened after the break-up of the Soviet Union in the ruble zone (Boone and Johnson 

2011, 6). After a strong monetary expansion by national central banks, national central banks stopped accepting 

rubbles produced by each other. In other words, the deposits could not flow through the banking system from one 

country to the other, while ruble cash still could. Due to the letters on the Euro notes identifying the country´s 

origin, notes could be distinguished in a euro exit in contrast to ruble notes.  
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4.2 Parallel currency 

Another possibility to pull out of the euro or at least its most harmful disadvantages is the 

introduction of a new parallel national currency.
40

  

The national central bank would exit the eurosystem and issue a new currency. National banks 

would refinance themselves with other EMU banks or get loans in the new currency from the 

national central bank. The national central bank would back the new currency with its gold 

reserves and other assets. For instance, Greece could sell public assets and buy gold to issue a 

gold backed currency. The Bank of Greece could even make a redemption promise into gold and 

introduce a 100% gold standard. The government could pay its government bonds in the new 

currency as well as its employees.  

 

 

4.3 Currency freedom 

A last possibility is the introduction of currency freedom or currency competition by abolishing 

all legal tender laws (Klein 1974, Vaubel 1977, Hayek 1990). For some countries currency 

freedom could mean adopting the euro in the beginning, especially for small countries as people 

would continue to use euro. Gradually, however, contracts denominated in Swiss franc, US 

dollars, or gold could gain market share.  

The currency competition option has the following advantages. First, currency freedom is an 

advantage in itself from an ethical point of view. Individuals use their currency of choice and are 

not forced to use an inflationary legal tender. Second, in the long run the most stable currencies 

will survive in currency competition. Issuers compete in offering stable currencies. Third, 

currency freedom allows a country (presumably a small one that could face difficulties to 

introduce credibly a stable new national currency) to exit the EMU and with it to avoid all losses 

resulting from engagements in the EFSF, ESM or losses suffered by the ECB. As initially the 

euro would remain in circulation there would be no rough disruptions.  

A disadvantage of currency competition may be the initial intrusion of the euro. Most likely, the 

euro will be inflationary in the next years to help financing the bailout of banks and 

governments. The exiting country would, at least in the beginning, suffer from imported price 

inflation and monetary redistribution.  

 

                                                           
40  Porter (2010) discusses such a possibility from another perspective. 
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5. Accompanying steps to make an exit a success: roll back the state 

If, for instance, Greece would exit the euro today with no further reforms, the result could be 

disastrous.
41

 Greece would still run a gigantic structural deficit, maintain an enormous public 

sector, and suffer from high taxes, too high wages, powerful labor unions, privileges of all sort 

and inflexible markets. People would sell the new currency (new drachma), possibly causing 

very high price inflation rates. Greeks would also run banks to exchange the new drachma into 

hard assets. Investors and entrepreneurs would flee the country. Private capital would leave the 

country. Interest rates would soar. Misery would be the result.
42

 

For an exit to be successful, the new currency must be expected to be less inflationary than the 

euro.
43

 In case of Germany due to its fiscal situation, competitiveness and monetary tradition, 

such an expectation would be easy to achieve. But even in the case of a German exit, there may 

be a negative feedback to the German economy by turmoil caused in foreign and financial 

markets by its very own exit. Therefore, reforms alleviating such a negative feedback should also 

accompany a German exit. In the case of Greece, a successful exit would require bolder action.  

 

 

a) Initiate a banking and monetary reform 

To prevent inflation and bank runs it is essential to put the financial system on a sound base. A 

recapitalization of banks is in order and inevitable, sooner or later, even without an exit. A free 

market solution to the undercapitalization problem was outlined above.  

A monetary reform would also help the transition to a new currency. A new currency could, for 

instance, be backed by the gold of the national central bank. The Greek government, for instance, 

                                                           
41  If the Greek government is unwilling to reform its economy, there is no legal way to expel it from the 

euro as the Maastricht Treaty does not provide for such an option (Anthanassiou 2009). 

42  Karlsson (2010) argues that there are reduced incentives for reforms after getting full control of 

monetary policy, since Greek politicians could just print their way out of any debt problems. On the contrary, one 

could argue that the necessary reforms are less likely to be done within the euro. Politicians may be able to sell 

austerity measures to the public if it is done not on the advice of other European politicians but in order to restore 

the stability of their own currency. 

43  Scott (1998, 220) argues that countries that want to withdraw and establish a stronger currency would 

have no difficulties. We have to clarify that it is essential that people expect the new currency to the less 

inflationary than the euro. 
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could back all new drachma 100% with gold making the drachma convertible into the metal. By 

backing all bank deposits 100% by gold, a bank run could be prevented.
44

  

 

 

b) Eliminate the public deficit 

By eliminating the public deficit, fears of monetization would be reduced. When a government 

keeps running high deficits, people will think that the debt will be monetized sooner or later. 

Capital outflows would be the result. The elimination of the deficit could attract foreign capital 

reducing interest rates and smoothening the transition period. The reduction of government 

spending to reduce the deficit also promotes growth in the private sector, and eliminates 

distortions and waste. In addition, it helps to win confidence for the currency. 

c) Restructure old debt 

Restructuring or defaulting on part of the old public debt has several advantages. A diminution of 

existing government debts reduces the fear of monetization and thereby generates confidence in 

the new currency. It also makes future deficits more unlikely as the government will have 

problems issuing new debt. The temptation for governments to run deficits and to monetize them 

is thereby reduced. 

 

d) Privatize 

Privatization of public assets puts assets into the hands of the productive private economy. 

Privatizations, thereby, generate growth and reduce public expenditures. The number of public 

employees is reduced. In addition, the receipts can be used to lower the burden of public debts or 

buy assets such as gold to back a newly issued currency. Capital of the public sector is set free 

for private projects.  

 

e) Deregulate 

Deregulation allows entrepreneurs to engage in combinations of factors of production to satisfy 

consumer wishes that before were forbidden. Deregulation stimulates innovations and growth. It 

makes resources available, smoothing the transition and helping with eventual banking and 

monetary reforms.  

                                                           
44  For concrete reform plans see Huerta de Soto (2009, ch. 9), or Bagus (2008, 2009b).  
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f) Make markets flexible 

It is essential to make markets flexible, especially the labour market. Inflexible labour markets 

reduce growth and produce unemployment. Unemployment produces government expenditures 

in the form of unemployment benefits. Uncompetitive countries such as Greece have 

compensated for such unemployment with deficit spending, absorbing the unemployed onto the 

public payroll. Without a labour market reform an introduction of a new currency could be 

disastrous. Flexibility would make the economy competitive, increase growth, and attract private 

capital necessary for the restructuring of the economy. It also helps with privatizations that will 

set free people who now work in the government sector. These people  need to find jobs in the 

private sector quickly. 

 

g) Lower taxes 

Lower taxes allow the economy to grow. Projects that with higher taxes were unprofitable 

suddenly become profitable. Saving and capital accumulation is promoted. The lower taxes boost 

growth and attract capital necessary for the reforms and restructuring. 

 

Conclusion 

A famous essay by Frédéric Bastiat is titled: ―What is seen and what is not seen‖. Bastiat 

emphasizes in this essay that we have to look not only on the more direct effects of an action but 

also on the more long term, more indirect, less visible effects. The same is true for a euro exit. 

We should not only look at the obvious problems such a step would cause but also on the more 

hidden and long term costs of remaining within the eurozone. Accordingly, in this article we 

tried to make the immense costs of remaining within the euro seen and compare them with the 

problems of exiting the euro.  

When a country exits the euro there will be turmoil in the markets and probably a banking crisis 

which is very visible. Thus, an exit is generally feared because calamity is seen. Even though 

they are more hidden and less visible, the costs of remaining within the euro are even higher. 

These costs do not only include the costs of the open bailouts and the guarantee for the rescue 

funds.  

The euro is a misconstruction as several independent governments can finance their deficits 

through one (central) banking system. The incentive is to run higher deficits than other states of 

the EMU. The setup of the eurosystem made interest rates converge and enabled monetary 

redistribution. Due to its incentives there is a tendency for price inflation.  
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To save the euro the ECB will have to be highly inflationary in the future. The ECB will have to 

keep accepting or buying governments bonds and finance the rescue funds. Within the EMU the 

incentives to reduce deficit spending are diminished. There is a general tendency for the size of 

government to increase due to this inflationary deficit spending. Most likely, only a 

centralization of some sort (fiscal union) will be able to save the euro at this point with its current 

members. The growing size of government and the centralization imply a loss for individual 

liberty. Lastly, the redistribution may cause conflicts between nation and disturb the harmonious 

cooperation in Europe.  

The problems of a euro exit have been largely exaggerated. Introduction costs, wage inflation, 

trade losses, political costs, legal problems, procedural costs, problems with disentangling of the 

ECB, sometimes pose important but not insurmountable problems. With accompanying measures 

and careful negotiation these problems at the end are all manageable.  

We found three ways to exit the euro.  

First, a redenomination of all contracts and deposits into a new national currency. Coins 

and notes bearing the national symbol are exchanged gradually into the new currency 

preferably at a 1:1 exchange rate. In order to prevent disturbing flows of capital a 

―provisional‖ redenomination allowing for democratic discussion seems to be the most 

elegant way.  

Second, the issue of a parallel national currency. This national currency may be backed by 

government or central bank assets, preferably gold, and would compete with the euro. 

Third, currency competition. All legal tender laws are abolished. Gradually, citizens will 

start using more stable currencies and possibly adopt commodity based means of payment. 

It is essential to accompany an exit from the euro with supporting reforms to alleviate transition 

costs. The sovereign debt and euro crisis is foremost a crisis of the state that has grown to a 

dimension that threatens the stability of the currency. Accompanying measures must roll back 

the state. To introduce a new currency with success it is essential that this new currency is 

expected to be less inflationary than the euro. A banking reform will be necessary in any case. 

An exit from the euro should be used to thoroughly reform the banking and monetary system 

putting them on a sound basis. Moreover, the public deficit should be eliminated, old public debt 

restructured, public assets privatized, markets deregulated and made flexible, and taxes lowered. 
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Afterword: A Political New Deal 

The Euro has always been a political currency.  Indeed, arguably all fiat currencies are 

‗political‘. If the state arbitrarily controls the manufacture of money and enforces its use over any 

other medium of exchange, it is ipso facto political.  This phenomenon has grown over many 

years, so slowly from generation to generation, that the whole concept of money as a medium of 

exchange has been lost to the general public.  It is not taught in schools in most European 

countries or the USA. 

It is for the forensic social historian, not the economist, to research when the concept of a formal 

education began to slip away from the Western democracies, but slipped away it has.  Certainly 

the sixth form pupil and even history or economics undergraduate has very little idea of how the 

fiscal and social environment in which they find themselves came about. 

Modern history, economic theory and the principles of law are firmly circumnavigated by state 

educational curricula, which seems to have produced at least a second generation of citizens with 

almost no understanding of the very basis of their status in a democratic society. 

Certainly ask anyone in the United Kingdom under 40 about Magna Carta and its historic 

implications and you will get no more than a vague look of recognition.  Dig further and ask 

about the Bill of Rights, the Act of Settlement, habeas corpus, common law, the presumption of 

innocence, trial by jury, and you will draw a complete blank.  This type of question will draw the 

same reaction from those in other Western European countries and in North America.   

Outside, perhaps, Thomas More‘s Utopia, a property owning democracy, under an established 

legal system is the foundation of a fair, balanced and successful economic system. 

If those pillars are not in place a society cannot manage its own affairs. 

The ‗western‘ citizen is now suffering the political and bureaucratic mis-management that was 

previously the preserve of the third world dictatorship. 

So deeply is the current global fiscal crisis misunderstood, democratic electorates simply do not 

know how to call their political representation to account. 

In Europe public sector spending accounts, on average, for nearly 50% of GDP.  Taxation and 

borrowing are at historical highs.  Laughably there are protests against the capitalist system.  

Commentators of all political hues talk of the ‗failure of capitalism‘. Yet the economic failures of 

so many states or super states are due to the failure of statism, sometimes referred to as 

mercantilism.  The sheer weight of government spending, tax and regulation simply forbids the 

label of capitalism.  The Oxford dictionary definition is ―an economic and political system in 

which a country‘s trade and industry are controlled by private owners for profit rather than the 

state‖. 
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Certainly in the European Union there is virtually no commercial dynamic that is not controlled 

by the state.  Energy, agricultural, fishing, employment, health and safety are all under state 

control.  Massive government subsidies are paid via state appointed agencies whose regulations 

are enforced outside the principle of national law.  In the United Kingdom both DEFRA and the 

Financial Services Authority are classic examples.  Banks are nationalized, central banks are an 

arm of government and public service broadcasters are government sponsored.  The medium of 

exchange is state enforced ‗legal tender‘.  In no conceivable way can such a society be described 

as capitalistic. 

The complete lack of traditional education in post war generations, coupled with the carefully 

controlled distribution of ‗information‘, has enabled politicians to experiment with economies to 

the terrible detriment of ordinary people.  Yet it follows that monumental mistakes will be made 

when politicians and their advisers suffer also from this lack of education.  The checks and 

balances built over generations in constitutional democracies have been set aside.  In the USA 

the Constitution has in large measure been abandoned.  The British Constitution likewise.  If 

most school teachers do not know of the Act of Settlement or have not read the Coronation Oath, 

how can the next generation expect to value their heritage?  A British Chancellor openly boasted 

he had not read the Maastricht Treaty, ignorance paraded as a badge of honour.  The liberty of 

the individual is paramount in a free society.  So should be the liberty of contract.  Employment 

legislation is a classic example of the abandonment of the liberty of contract. 

The European state now dictates hours of work, pay scales, pension rights, holiday entitlement, 

maternity and paternity leave.  A contract between employer and employee is not recognised by 

the state, so is unenforceable at law.  The result, how could it be other, is massive and chronic 

youth unemployment. 

Notwithstanding Basel I, II and III and the ongoing negotiation of bank reserves, there is no 

ultimate solution to future bank insolvency when the concept of fractional reserve banking exists.  

A compulsory 9% or even 15% means, by definition 85% of deposits are unrecoverable in the 

short and medium term. 

The printing of money by a private citizen is punishable by a significant term in prison.  Yet the 

state prints money in quantities literally beyond human imagination. 

Countries vary in fiscal culture.  The Weimar Republic‘s devastating association with hyper 

inflation less than one hundred years ago has embedded a fear of money printing deep in the 

German electorate‘s psyche.  In short the German citizen understands the importance of sound 

money.  More so than the Briton with a short lived brush with very high inflation in the 1970s.  

Peripheral countries comfortable with historical default don‘t think about it all. 
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It is necessary to formulate a political acceptance of the path to a new system of money
45

. 

The common currency, of course, will and indeed is fragmenting.  There is no pain free exit 

strategy from what is essentially a failed experiment.  There must be no implication that there is. 

For too long politicians have been simply promising more than they can deliver.  This is a natural 

consequence of a system of democracy in European countries, and indeed North America, which 

is based on a ‗head count‘ electorate.  In order to vote, i.e. have input into the nation‘s 

government, it is only necessary to provide a birth certificate to prove one is over 18 years old.  

Politicians need only sport a coloured emblem on their voting card (or lapel) to denote their 

allegiance and a government is formed.  No experience or knowledge is required in the 5 yearly 

danse macabre.  It is unsurprising therefore that periodic failure of the system is inevitable, 

especially when the government, in league with its central banks devotes itself to bribing the 

electorate with its own money on a five year view.   

Financial distress is inevitable in the short term, in the electorate‘s own long term interest.  

Nations accept this in time of war but rarely in times of fiscal crisis. 

Unrest and violence will grow in insolvent countries unless a more honest approach is adopted.  

How can such an approach be made?  What are the main obstacles? 

Since the high water mark of post war election participation, the gradual drift between people 

and their political representatives becomes ever more marked.  The party political system is 

largely responsible for this widening divide, especially in the UK and North America, where in 

pursuit of the mercantilist state policy differences between parties become even more blurred.  

The freedom of the individual is encroached upon to an extent simply inconceivable to a pre war 

generation.  Any survey of the elected chambers in Europe and North America today reflect a 

woeful lack of any form of commercial experience, and the professional politician has come to 

the fore.  There is now a political class who seem to have more in common with each other than 

even their supporters.  Moreover there is now a politicized civil service, and the concept of 

public service as a force for the common good is in almost total abeyance leading to entire 

government administrative divisions not fit for purpose.  The European civil service are outside 

the mainstream of income tax, VAT, education and pension arrangements.  A class apart 

reminiscent of the old Soviet Union. 

There must be a new, enlightened and honest approach to public spending and sound money.  

Some modern myths must be dispelled.  The veil of spin and gobbledygook must be lifted from 

the communication of economic and historical ideas.  The public are not nearly as stupid or 

willfully ignorant as those media and bureaucratic mandarins would have us believe.  This is 

                                                           
45

 NB See Doctor Philipp Bagus’s Tragedy of the Euro 
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reflected in the growth on commercial television of educational channels.  People are hungry for 

accurate and unbiased information. 

There should be growing unease that thinking and interested people are turning away from their 

own national broadcasters whose governors are selected by presidential or prime ministerial 

patronage.  Truly objective reporting of the European Union is now more likely to be found on 

Russia Today and Al Jazeera than the once exemplary BBC. 

Electorates know when they are not being told the truth or given half truths and ‗spin‘.  They 

have a gut feeling.  This is healthy and right.  It makes democracy, flawed in so many ways, 

better than other systems of government. 

What is needed is a form of basic truths-- a modern form of the Old Testament 10 

Commandments.  They need to be understood.  This will not be easy. 

Guidance may be found from the great economic philosopher Frederic Bastiat, ―L‘état, c‘est la 

grande fiction à travers laquelle tout le monde s‘efforce de vivre aux dépens de tout le monde‖. 

Suggested ‗commandments‘ 

1. A country is no different to a family or small business.  To spend more than one earns 

will lead to misery. 

 

2. State printing of money is counterfeiting just the same as if it were printed by a private 

citizen. 

 

3. Accountancy rules should be the same for the state as for a public company within that 

state.  (A goal already agreed in theory by the International Accounting Authority). 

 

4. School curricula should ensure that the young citizen understands fully the type of legal 

system he has and its fundamental provisions.  Lack of knowledge allows politicians to 

behave unconstitutionally. 

 

5. The economic syllabus in schools and universities should not be restricted to Keynesism 

or monetarism and should not be shrouded in mathematical trickery or jargon, thus 

leaving ordinary people with the false idea it is a science and therefore somehow not their 

concern. 

 

6. The dangerous and manifestly wrong hypothesis that public spending creates wealth must 

be expunged from the national psyche.  (This is probably the most difficult hurdle with 

generations of vested interest). 
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7. The term ‗free‘ should never appear in media communications.  Free education, health 

and local public services are not 'free'.  Nothing is ‗free‘.  To give people that impression 

is simply deceitful, ultimately unfair and can only lead to chaos when the truth is 

discovered. 

 

8. The misapplication of welfare is a cancer that eats at the soul of a nation.  Neither the 

Lloyd George reforms nor the Beveridge report of 1943 envisaged welfare as a lifestyle 

choice.  Western Europe and North America must address welfarism urgently.  There is a 

common misconception that a welfare state is a compassionate state. 

 

9. Immigration without welfare reform produces a burden, not economic growth, on 

democratic societies and encourages conflict between the indigenous population and 

immigrants, especially the unskilled. 

 

10. The massive cynical transfer of wealth from the poor to the rich must stop.  (Taxpayer 

subsidies to landowners in the form of agricultural and energy grants; quangocracies for 

political patronage, scandalously high salaries for those in public service). 

 

These reforms are vital to European and American democracies to prevent their complete 

collapse.  There must be no further undeliverable promises. 

For the media to imply there is a political solution to trillions of euros of debt simply holds false 

hope.  Such extraordinary indebtedness cannot be somehow ‗talked away‘ at political summits. 

To prepare therefore for a disestablishment of the euro and indeed other failing fiat currencies 

societies‘ leaders must embark upon a campaign of information and honesty.  The expectation of 

the electorate must be managed if conflict and violence are to be avoided. 

It is not enough to incarcerate politicians who have cheated on their expenses.  Those responsible 

for intellectual dishonesty and central and commercial bank failure must be pursued. The UK 

Financial Services Authority have conceded this point, but only to commercial banks, not central 

banks, where the main problem lies.  

The international media and populace are comfortable with the concept of war crimes.  Those 

who have caused untold misery and death are brought to book post conflict.  The post war era 

began with Nuremberg, continued with the international court in The Hague.  Democratic 

electorates cannot be expected to bear the pain alone.  All too often the perpetrators of fiscal 

fraud walk away.  Politicians, central bankers and retail bankers must be arraigned. 

The growing dissent is focused vaguely by frustrated individuals on a system of government that 

is sound in itself but debased by those who administer it. 
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The financial hardship must be seen to be equally spread, not ‗fig leaf‘ politics like a UK 50% 

upper income tax rate which raises little and is paid by few, or European wealth taxes largely 

avoided. 

Tax competition is healthy, without it the state is given carte blanche to rob its citizens. 

The undemocratically endorsed Maastricht and Lisbon Treaties have been abandoned.  The 

Maastricht criteria for Euro membership was quietly dropped.  The purchase of junk sovereign 

debt in the secondary market is quite specifically against the spirit of section 125 of the Lisbon 

Treaty.  Those who sanctioned it must be brought before a court of law. 

The world must return to sound money. A repeat of the last 100 year fiscal chaos is simply not an 

option. Law cannot be complied with á la carte by journeymen politicians. 

In association with this return there must be an enforceable contract between the elected and the 

electorate. 

There is much talk of ‗austerity budgets‘.  This is simply rarely the case.  Much of government 

spending is waste.  In the UK the waste in defence procurement is simply dire, with more 

administrators than soldiers.  In the NHS only half of the 1.3 million employees are medically 

qualified....£60 billion per year on Quangoes.  Half of the massive educational budget does not 

reach the classroom.  Salaries for local government grandees are out of all proportion to the 

demands of the job.  The European Union budget remains unsigned off for 16 years, a criminal 

offence for directors of a public limited companies. 

Greece is a failed state, so any sensible assessment of budgeting is almost impossible.  But in 

other countries the problem is usually a decadent approach to public spending.  European 

productivity growth in the public sector trails massively the private sector, where it is monitored 

at all.  Inflation in the public sector consistently outpaces the private.  This is understood and 

resented by the taxpaying, wealth creating sector. 

In any free democratic society 20% GDP government spending is more than adequate.  Nation 

states' constitutions should have this embedded.  Politicians as a genre cannot be trusted with 

unlimited access to public spending, borrowing and money printing.  The last twenty years has 

proved this. 

Radical this may sound, yet it is simply common sense.  The longer the problem of unsound fiat 

money persists the worse it will be to unravel.  Failure to act is an invitation to civil war, unrest 

or even a third conflict of the sort we assumed we had put behind us in the last century. 

Mythology is already rising phoenix like from the ashes of the failed euro project.  The most 

frightening is the implication that it is a result of banking regulatory failure.  No audit trail has 

been made to the abandonment of due diligence in American banks. The Community 

Reinvestment Act is an example of political social engineering in mortgages which gave rise to 
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the invention of sub prime mortgages.  Politicians find it convenient to blame commercial banks 

for their failure, yet no amount of regulation could save a banking system where insolvency is 

built in to the system.  Even now lunatic academics advocate borrowing or printing even more 

money as a last ditch solution to the euro project.  The man on the Clapham omnibus or indeed 

the Frenchman on the metro needs no training in economic theory to know that the biggest debt 

crisis in the history of the modern world is unlikely to be saved by an increase in debt.  Indeed 

only politicians and their placemen academics could proffer such a solution. 

Perhaps the most dangerous historical myth of all time was the rise of the German National 

Socialist Party‘s great lie that the German army had not been beaten in the field in 1918.  

Perhaps the second, certainly of modern fiscal history, still believed by politicians, journalists 

and media pundits is that the Roosevelt ‗New Deal‘ policy actually worked and was not the 

major disaster that it clearly was to those who take the time to study it. 

How can this be dealt with?  A significant step forward would be formulation of a system that 

brings expert cross examination to bear on both politicians and pundits.  Spokesmen representing 

obscure institutions are wheeled out daily to espouse more unchallenged Keynesian theory, the 

very system that created the havoc we now see.  

Commercial television like CNBC and Bloomberg, and to an extent Al Jazeer and Russia Today 

allow guest interviewers.  Senior politicians, central bankers and pundits should be openly 

challenged on behalf of the public by experts with counter opinions.  In post war austerity Britain 

the joke was ―you can have any colour car you like as long as it‘s black‖.  We now have a 

twofold choice, you can have any economic system you like as long as it‘s Keynesian or neo-

Keynesian.  One is reminded of the eighteenth century physicians who simply ‗bled‘ their 

patients regardless of the ailment.  The modern politician‘s approach is the same.  Bleed the 

taxpayer.  The end will be the same--the patient will die.  Economically ignorant young men and 

women are not appropriate for public service broadcasting across Europe and America. 

 

 

 

 

 


