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Abstract 

As the effects of the crisis became more and more evident, some nations began 

to show signs of economic decline and some of them started to think about 

abandoning Euro. Many economists argued that such a proposal was pure mad-

ness, stupid and inconvenient if implemented. However, this idea increasingly 

began to attract attention over time. Numerous hasty and superficial analysis on 

the use started to flock, stimulating the spread of further opinions and publica-

tions. The debate began to deepen and the contrast between the two schools of 

economic thought (the orthodox and the heterodox neo-classical post-Keynesian) 

has reinvigorated. The awareness about the seriousness of the matter, though, 

arose in England in 2011 when a competition with a prize of 250 thousand 

pounds was organized. The Wolfson prize was awarded to the best piece of aca-

demic work which could provide a sensible answer to the question: “If member 

states leave the Economic and Monetary Union, what is the best way for the eco-

nomic process to be managed to provide the soundest foundation for the future 

growth and prosperity of the current membership?”. The contest was won by 

Roger Bootle, with his “Leaving the Euro: a practical guide” which will be dis-

cussed in the last chapter. 

 

This thesis analyses the global financial and economic crisis from its origins en-

tailed in the excesses of Wall Street, until the imbalances in Europe, through the 

opinions and studies of internationally renowned economists belonging to both 

schools of economic thought. Particular attention has been given to the economic 

policies of austerity in Europe and the main macroeconomic effects that these re-

strictive policies have had on the member states restrictions, especially on pe-

ripheral countries. 

 

Consequently the focus will shifts to the Modern Monetary Theory as a theoretical 

alternative to interpret the reasons for the imbalances in the Euro area. The cen-

tral aspect of this theory is the different interpretation of the deficit of the govern-

ment budget on the basis of sectorial balance sheets and their mechanism of 

supporting the economy in the downturn. 

 

To conclude, referring to the paper that won the Wolfson prize in 2011 a potential 

exit strategy with a main focus on Italy is described, addressing the more relevant 

legal and economic issues. As for economic aspects, a comparison is performed 

to determine which option was the best among the potential solutions to  a long 
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period of austerity or the ordered abandonment of the Euro. Finally, several 

probable drawbacks are listed that should give pause to the countries in question 

before making such a drastic choice. 
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1. Economic and Financial crisis 

1.1 Crisis Overview 

1.1.1 The triggering event and the spreading of the crisis 

The triggering event of the economic crisis we are currently experiencing was the 

bursting of the United States housing bubble. In America loans to households 

higher than the values of the asset as collateral were allowed, in the prediction of 

a continuous increase in property values until this mechanism jammed. American 

banks, rather than adopt supervisory practices in granting loans by assessing the 

ability of debtors to reimburse debts, as suggested by a good business practice, 

found in the mechanism of securitization ways to make additional income without 

reducing granted loans. Essentially the default risk of each debtor was frag-

mented, added to the so-called “junk bonds”, and was sold on global markets. 

Thus, all the European banks found themselves infected with the American bub-

ble. The rest was done by the Credit Default Swap (CDS), which started as a fi-

nancial tool to reduce financial risk on securities and became an instrument of 

pure speculation. The so-called Naked CDS allowed to earn, “betting”, even 

downward, on not even owned securities. In practice through this tool it was pos-

sible to buy a fire policy on one’s neighbour’s house, without owning the house. 

That was a bet on the creditworthiness of a company or of a nation without nec-

essarily having to own the fixed income stock. The unique objective of those who 

bought it, in fact, was to bet with a speculative purpose on the failure of the 

debtor, of a company, or of a sovereign country in a way to maximize the lever-

age, and thus the profit. Of course, it was not necessary to get to the extreme 

case of the debtor failure. It was enough to bet on the deterioration of his credit. 

In 2000, the derivatives had a nominal value of twice the world GDP; in 2011 this 

value exceeded GDP eleven times.1 So the question is about the relationship be-

tween these financial instruments and the real economy. Unfortunately, the de-

rivatives trend, and particularly CDS, influence all other financial markets and, 

moreover, the real economy. With derivative speculative wars were often fought, 

characterized by the absence of rules between unscrupulous financial actors. 

Everything is done entirely in the real economy which in the end always loses. 

                                                           
1
 In 2001, the GDP share was $32.216 billion versus $63.009 billion of derivatives; In 

2011, the GDP share was $707.569 billion versus $62.911 billion of derivatives. Cf. Tre-
monti, G. (2012), p.51. 



  2 
 

While finance, thanks to the anti-insolvency securities, has found a way to win 

even when the debtor fails and cannot honour his debt. 

 

1.1.2 Contrast between deregulation and regulation 

One of the reasons that destabilized the equilibrium is that global finance has be-

come independent from countries so, the latter ones are subject to the financial 

market. 

In the Eurozone, when the currency is output, this creates debt toward the na-

tions. Thus the countries are forced to collect money on the financial market, rec-

ognizing interests whose value varies according to the risk of insolvency nomi-

nated by markets. 

The greater regulation imposed to nations, the deregulation of financial markets 

and the later absence of clear rules, make their violation impossible and it is 

therefore almost impossible to indict the speculation, since there are no rules. For 

these reasons at the beginning of the crisis, the nations unprepared for this new 

world, have been forced to help troubled banks, even if these were protagonists 

of moral hazard and lack of transparency. This process continues in order to 

avoid worse disasters instead of than punishing them for their reckless conduct. 

 

1.1.3 The salary reduction and the problem of demand 

In more recent years, characterized by deregulation of capital markets, goods 

and workers, can be observed a drastic reduction of workers’ salaries, through 

the cancellation of the indexation of wages to inflation and by the weaker link with 

productivity gains. Similarly, the possibility to support the effective demand and 

the opportunity to address the national production on the base of social and gen-

eral needs has been removed from the nations. 

The Keynesian problem of demand recurs. The wages mean costs to the compa-

nies, which always tend to minimize those, but it constitutes also the income of 

workers and is the source of demand for goods and services that the firms offer. 

The economist Frédéric Lordon defines the current state a “capitalism with low 

wage pressure”.2 That is a capitalism in which one leaves the fordist logic, going 

backward to the logic in which the capitalists attempted to take possession of in-

creasing profit amounts. 

                                                           
2
 Bensaïd D. (2010), p.1. 
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Nowadays people have to deal with the complete domination of financial markets 

which increases the power of those who possess capital. The need to remuner-

ate more and more shareholders pushes towards the wages compression and 

the relocation of production. In this context, the increase in productivity tends to 

remunerate more and improves the invested capital, excluding wages. 

The indiscriminate opening of markets, in the belief of globalization, makes west-

ern workers having to compete with “colleagues” of countries characterized by a 

different stage of development, which often run the same type of work at ex-

tremely lower wages. This constitutes an absolutely unbalanced competition. The 

result is that the wage is a variable of macroeconomic adjustment without taking 

the consequences of this on the real lives of people into consideration. There is 

therefore a problem of redistribution of wealth, that has now become unbalanced 

favouring capital and especially finance at the expense of those who work for liv-

ing and that are affected by taxes often much higher than those imposed on capi-

tal and firms.3 This redistribution towards the capital, whose holders subjects are 

less likely to consume, create a crisis of demand. In this conditions production 

companies have to contract causing a spiral of recession. 

  

                                                           
3
 Cf. Stiglitz E. J. (2012), pp.1f. 
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1.2 Austerity economic policies 

Since the beginning, the “thermometer” of the financial crisis in Europe was rep-

resented by the spread which is the difference between the yields of the securi-

ties of a nation and the rate recognized on the most virtuous European country 

government securities (that is Germany). This gap is taken into account because 

it seems to be a particularly good indicator of confidence in the future perform-

ance of the stocks from the investors’ point of view. When the fear of downward 

future values on government securities of a certain nation rise, investors tend to 

sell off the stocks in their possession. This causes the need for an increase in the 

rate on interest, so that investors can still find it convenient to hold such stocks. 

Regarding the reasons for those fears, the prevalent opinion was that public 

budgets of some nations were too unbalanced towards the debt, and annual defi-

cits just worsened the previous mentioned situation. In these conditions the aus-

terity policy has been invoked, defined as a public policy of fiscal consolidation of 

a nation, which combines the reduction of tax expense with the increase fiscal 

pressure. This is to reverse any annual deficit budget and a surplus to gradually 

break down the accumulated public debt. The Modern Monetary Theory which 

will be analyzed in chapter 2 explains in detail why it is not advisable to adopt an 

austerity policy in a recession period. 

 

The German economist Gros, found a strong correlation between deficits in trade 

balances abroad and increasing spread. The same result seems evidenced by 

the International Monetary Fund (IMF).4 Among the reasons for this correlation, is 

possible to identify the prediction of investors that a continuous worsening of the 

trade balance of a country is unsustainable in the long term. Therefore at some 

point the nation is obliged to leave the Euro, having to make a sharp devaluation 

to restore the lost competitiveness. Obviously the stocks issued by the concerned 

country, if redenominated in the new currency, would lose much of their value. 

This risk is the reason why financial operators demand higher return on those se-

curities that until recently were considered risk-free. 

In essence, the need to adopt austerity policies derives from the Washington 

Consensus.5 These theories have been promoted substantially by the IMF which, 

                                                           
4
 Cf. Gros D. (2011), p.1. 

5
 Established by J. Williamson in the late 80’s, it comes to ten recommended guidelines 

for countries in economic difficulties to be taken to overcome the crisis. For an analysis of 
orthodoxy arguments supporting the austerity thesis and the contrasting Keynesian ones 
consult Farrell H., Quiggin J. (2012), pp.1-46. 
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influenced by the empirical evidences emerging from the study conducted by two 

economists Reinhart and Rogoff,6 has put often the respect of these rules for the 

public budgetary consolidation as a condition for monetary aids to the countries in 

difficulty. 

However, in 2013, the economists Herndon, Ash and Pollin published a working 

paper that strongly criticizes the empirical evidence founded by Reinhart and 

Rogoff. In particular, it seems that there were committed coding errors, selective 

exclusion of available data sets and the use of unconventional methods in the 

weight of statistics that have led to a series of errors in the calculation of the cor-

relation between public debt and GDP growth. In the first study emerged that, ex-

ceeding the value of 90% in the government debt and GDP ratio, the GDP results 

to have a negative growth of 0.1%. Indeed, the new research, with correct and 

integrated data, explains that, exceeding the 90% threshold, this reversal trend of 

GDP growth would not take place, having found a correlation of +2.2%. The im-

plications are that there would neither be an ideal value of public debt nor a value 

beyond which the public debt impacts the GDP negatively.7 Moreover, as argued 

by the economist Krugman, there is not necessarily a specific direction of causal-

ity in the sense that the high public debt may have a negative impact on growth, 

but it is possible that the low growth to cause an high public debt8. Namely, re-

ducing tax revenues will increase public debt. 

In any case, regardless the validity of the correlation between public debt and 

GDP growth, it is generally recognized that the adoption of such policies has de-

pressant effect on the demand. Thereby resulting in a further decline of produc-

tion in those economies in crisis to which that discipline is applied. However, it is 

believed that these depressant effects are temporary and can be offset by liber-

alization of market policies9. According to the model of Krugman, a greater liber-

alization of the markets would drive the capital to the places in which it would be 

better remunerated. This increases competitive pressure on peripheral countries 

like Italy, who find themselves forced to push a wage deflation with all negative 

social consequences. Not surprisingly, in this context, the Italian ex-Prime Minis-

                                                           
6
 Acording to which the economic growth of a country decreases sharply when the level 

of public debt exceeds 90% of GDP. Cf. Reinhart C. M., Rogoff K. S. (2010), pp.577f. 
7
 Cf. Herdon T., Ash M., Pollin. R. (2013), p.1 

8
 Cf. Davies G. (2013), p.1. 

9
 Cf. Brancaccio E., Passarella M. (2012), p.20. 
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ter Monti has argued that the protections in the workplace should be resized be-

cause it is the only way to liberate the market forces and overcome the crisis.10 

 

1.3 Critic analysis of austerity policy 

The disapproving approaches criticize the austerity policy arguing that the sav-

ings do not automatically translate into investment. This policy can generate 

cases of underutilization of productive forces in which the offer is constrained by 

the demand of goods and services.11 According to the mainstream vision, the 

austerity policies reduce the public spending, and should increase private sav-

ings. The Modern Monetary Theory explains instead, that reducing public spend-

ing and increasing private savings would be impossible unless there is a large 

surplus in the balance of trade to foreign countries. If the nations of southern 

Europe, which are all characterized by strong current account deficits compared 

to other countries, try to reduce the public spending, they would find themselves 

with a lower private savings. Given that, in situations of uncertainty it is likely to 

increase the propensity saving rate of citizens12 which would tend to reduce con-

sumption. In turn, companies, become less competitive due to the competition 

generated by the opening of markets in nations characterized by low wages, and 

are confronted with reduced export allocations thus being forced to reduce pro-

duction and therefore to lay off. The consequence of this circuit would be an in-

crease in unemployment and a reduction in overall spending and private savings. 

 

“However, when the government taxes too much - relative to its spending - to-

tal spending isn’t enough to make sure everything in the store gets sold. When 

businesses can’t sell all that they produce, people lose their jobs and have 

even less money to spend, so even less gets sold. Then more people lose 

their jobs, and the economy goes into a downward spiral we call a reces-

sion.”13 

 

The basic difference between the economic mainstream vision and the alterna-

tive critical interpretations, lies in the concept of total spending, both public and 

private. Traditional theories consider the national budget as a family budget, 

                                                           
10

 Cf. Brancaccio E., Passarella M. (2012), p.20. 
11

 Cf. Brancaccio E., Passarella M. (2012), p. 26. 
12

 See Graph 1: Household savings rate in the Eurozone in paragraph 1.4. 
13

 Mosler W. (2010), p.27. 
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therefore revenue-constrained. Alternative theories, instead, make a basic dis-

tinction: if it is true that if a family reduces expenses to improve its debt position 

and / or increases savings, this does not hold for the countries. Or, rather, does 

not apply to a nation with sovereignty of the currency, as it will be discussed in 

chapter 2. Public spending is a key component of national income and if reduced 

automatically has a direct impact on the reduction of GDP and, through the effect 

of the multiplier, also on consumption. To the multiplier, which is also very difficult 

to be measured correctly for each country, joins the accelerator, which represents 

the decisions of entrepreneurs to reduce their investments as a result of a reduc-

tion in consumption. Multiplier and accelerator amplify the effects of public spend-

ing on income.14 

The relationship between public spending and GDP has positive and significant 

values, and is now also recognized by the IMF. This means that the austerity 

policies significantly reduce the GDP and this, in addition to serious social effects, 

may not allow to grasp the recovery.15 

“According to the thesis of “expansionary austerity”, policies of public spending 

cut would feed the growth. This means that the fiscal policy multipliers are nega-

tive, namely, that a restrictive fiscal policy leads to a GDP growth. To draw these 

conclusions a number of unrealistic assumption on the behaviour of consumers 

and entrepreneurs are made; according to which a reduction in public spending 

would generate expectations of a decline in the tax burden and interest rates. 

This, in turn, would lead to a review of the spending plans of households and 

firms that would increase spending for consumer goods and productive invest-

ment and hence, increase the GDP. It is based on a similar assumption that 

many economists and many research institutions have made forecasts of growth 

even in countries in which strict austerity policies were implemented, taking big 

blunders”.16 

The USA, unlike the EU, have retained their monetary sovereignty and thanks to 

this were able to put economic stimulus in place. This, according to data provided 

by IMF, resulted in a recovery that nowadays is lacking in Europe.17 These differ-

ences seem to be caused by fiscal stimulus that cannot be adopted in Europe 

neither at the level of individual country, as subject to budget constraints signed 

                                                           
14

 Cf. Keynes J. K. (1936), p.147. 
15

 Cf. Realfonzo R. (2012), pp.1f. 
16

 Realfonzo R. (2013), p.1. 
17

 Cf. Valsania M. (2013), pp.1f. 



  8 
 

with the Fiscal Compact18, nor at European level because the ECB has not such 

power. 

The strict policies are following the Keynesian script: “Again and again, “respon-

sible” technocrats induce their nations to accept the bitter austerity medicine; 

again and again, they fail to deliver results.”19 

The institutions strongly expressive of orthodox economic thought, such as the 

IMF, although the data extremely daunting, still believe that the depressant effect 

of austerity policies may be of limited duration. The problem then would be the 

basic concept of the economy: if one put into question the paradigm of scarcity 

and we deny the existence of that natural equilibrium, then the austerity policies 

just keep on preventing the system from getting out of a state of under-utilization 

of productive capacity.20 

This contrast is also reflected in the interpretations of the serious imbalances that 

characterize the various European nations. According to the widespread opinion 

among the highest authorities, the European imbalances in trade balances are 

linked to the financial imbalances. An increase in deficit and public debt has a 

negative impact on the balance of payments as they increase the level of imports 

and undermine the credibility of the public securities.21 The crisis of the so-called 

PIIGS (Portugal, Ireland, Italy, Greece and Spain) would be due to the imbal-

ances of the two debts (internal and external) that are related to each other, and 

should be downsized through actions of fiscal constrictions, wages containment 

and reform of the labour market. However, the economists Canale and Marani 

observe that, from the outset, the Euro area has been characterized by growing 

and persistent imbalances in the balance of payments. Countries such as Italy 

went from surpluses in the balance of payments, to deficits. Germany, in particu-

lar has seen its positive balance increase.22 Trade imbalances in the area of the 

single currency would represent imbalances in the real fundamentals. This im-

                                                           
18

 The Fiscal Compact was signed by Euro members in 2012 and is binding on states to 
achieve an annual deficit of the general budget of less than 3% of the GDP, a structural 
deficit of -0.5% of GDP and to reduce gradually the share of public debt that exceeds 
60% of GDP. Cf. European Council (2012), p.6, 12. 
19

 Krugman P. (2012a), p.1. 
20

 Cf. Brancaccio E., Passarella M. (2012), p.27. 
21

 Cf. Canale R. R., Marani U. (2012), pp.1-3. 
22

 Cf. Canale R. R., Marani U. (2012), pp.1-3. 
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pacts the public debt negatively and then the spread, because it reduces investor 

confidence about the ability of the nation to repay public debt securities issued.23 

 

1.4 Analysis of the principal macroeconomic data 

The unemployment rate in the Euro area indicated a value of 11.8% in March 

2014, stable since February 2014, but down from 10.9% in March 2013. Particu-

larly Greece has reached 26.7%24 and Spain 25.3%. One of the highest in-

creases compared to a year ago was registered in Italy, going from 12.0% to 

12.7%. The lowest unemployment rates were recorded in Austria (4.9%), in Ger-

many (5.1%) and in Luxembourg (6.1%).25 The household saving rate in the 

fourth quarter of 2013 was 13% in the Euro area, stable compared with the third 

quarter of 2013. The household saving rate of the EU28 decreased by 0.2% in 

the same periods, going from 10.8% to 10.6%. The household investment rate in 

the EU28 in the fourth quarter of 2013 grew by 0.1% going from 7.8% of the third 

quarter of 2013 to 7.9%. In the Euro area the rate was 8.4% compared to 8.5% of 

the previous quarter. The household income per capita rose in the fourth quarter 

by 0.2% compared to the previous quarter of 2013. This was due to the fact that 

prices and nominal income per capita increased both by 0.1% and 0.4% respec-

tively. The household real consumption per capita increased by 0.2%.26 

 

Analyzing Graph 1, which represents the rate of household savings in the Euro 

area and the EU28 area, it is important to note that this indicator was relatively 

stable before the outbreak of the 2008 crisis. As soon as the crisis arrived in 

Europe, the families adopted thoughtful behaviour which is typical in periods of 

uncertainty by increasing the rate of overall savings. This caused a slowdown in 

consumer spending, which normally reduces tax revenue for the nations and 

caused an increase in the budget deficit. 

 

                                                           
23

 The fragility of the Euro system is due to the fact that countries issue debt without sov-
ereignty of the currency. This put upward pressure on interest rates of government bonds 
in the event of a liquidity crisis which could turn into a solvency crisis. The austerity 
measures affect aversely the economic trend causing a recession and therefore an in-
crease in default risk. Cf. De Grauwe P., Yuemei J. (2012), pp.2f. 
24

 In January 2014. 
25

 Cf. Eurostat (2014a), p.1. 
26

 Cf. Eurostat (2014b), pp.1f. 
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Graph 1 - Household saving rate (seasonally adjusted). 

 

Own elaboration. Source: Eurostat (2014d). 

 

At the time when restrictions were imposed, the savings rate began to decline 

sharply. According to the unorthodox interpretations this would be due to the fact 

that the restrictions hinder the stabilizing countercyclical function performed by 

the government budget. In fact, if the saving is considered as a function of na-

tional income, austerity depresses the economic activity because in the overall 

income a key component is missing: the government spending. This automati-

cally affects the total income, causing a reduction and consequently automatically 

reduces the overall saving rate. 
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The other two aspects related to the contraction of private savings are the private 

consumption and the investments. Graph 2 shows the performance of the quar-

terly growth in consumption and investment from 2001 to 2014. 

 

Graph 2 - Euro area - quarter real growth in private domestic spending aggregates.

 

Own elaboration. Source: Eurostat (2014e); Eurostat (2014f). 

 

The sharp decline in investment from 2008 until the end of 2009 is a cyclical phe-

nomenon that could be explained by the fact that as consumption decreases, 

companies do not feel the need to increase their production capacity, since they 

could already meet all the demand for goods and services with the current levels 

of production. Thus, they hold back investment as an attitude of caution. How-

ever, consumption and investment are the two main components of private ag-

gregate demand. 

In accordance with the mainstream logic, the interpretation of the main European 

economists and of the ex-President of the ECB Jean-Claude Trichet, was that 

consumption decreased because families feared that the high deficit would lead 

to higher taxes in the future. Therefore, there were negative expectations about 

the future, a sort of crisis of confidence. The delicate situation would require 

credible solutions to consolidate the recovery and a restore and control of gov-

ernment budgets with too high debt. For them, talking about aggravation of the 

crisis caused by austerity policies were not correct, because any action taken 

with the purpose to restore the confidence of households, firms and investors 

would have favoured the growth and hence the creation of jobs.27 

                                                           
27

 Cf. Polidori E. (2010), pp.2-4. 
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The data, however, do not seem to confirm this interpretation and the problem 

lies in the fact that the mainstream macroeconomic thought is making a serious 

logical error. According to critical economists, what is true at the individual level is 

not at general level for the simple fact that at the macroeconomic level the ex-

penditure of a person or a company is the income of another person and / or firm. 

The fallacy of a wrong interpretation stands out when some actions, although 

logical, fair and rational at the individual or microeconomic level, are presented at 

the aggregate level. After all, the debate was already alive in 1930 when Keynes 

pointed out two famous errors in the mainstream macroeconomic theory: the 

paradox of thrift and the wage cuts as a solution to unemployment.28 

It seems pretty obvious that if the attempt to save money, at the individual level, 

was applied to all individuals, this would turn in a serious macroeconomic prob-

lem. If only one citizen (or relatively few) tries to increase his share of savings, he 

could benefit from his behaviour certainly increasing its availabilities for future 

consumptions; if this behaviour was followed by all citizens, however, the total 

expenditure would decrease, causing a contraction of GDP, and thus a decrease 

in production and an increase in unemployment. The result would be a recession 

and a generalized pain with a consequent reduction of the total savings. There 

would therefore be a direction in the way in which income is generated in the 

economy: for the Keynesian school, in particular, it is expenditure that generates 

income and production. 

However, given that the financial crisis caused uncertainty among European con-

sumers, and this has manifested itself in an increasing desire to save, the only 

way to satisfy this desire and maintain the value of aggregate demand would 

have been an increase in public expenditure component. Even an increase in ex-

ports would help to offset the contraction in domestic demand. Europe’s problem, 

however, is that countries such as Germany, characterized by budget surplus 

that could increase imports to support the demand for export of other European 

nations, are net exporters. Instead, nations in deficit that would need to increase 

net exports are not competitive enough. Table 1 shows that Germany is the larg-

est net exporter of the Union and that the other nations have almost all a deficit in 

the balance of trade.29  

 

 

                                                           
28

 Cf. Mitchell W. (2012b), p.4. 
29

 Cf. Eurostat (2014c), p.5. 
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Table 1- Member State's total trade (intra-EU + extra-EU) - not seasonally adjusted 
data 

 Total exports Total imports Trade balance 

 J-D 12 J-D 13 Gr J-D 
12 

J-D 
13 

Gr. J-D 12 J-D 13 

Belgium 347.1 353.5 2% 341.8 339.4 -1% 5.3 14.1 

Bulgaria 20.8 22.2 7% 25.5 25.8 1% -4.7 -3.6 

Czech Re-
public 

122.2 121.6 -1% 110.1 108.0 -2% 12.2 13.6 

Denmark 82.1 83.6 2% 71.5 73.3 2% 10.5 10.3 

Germany 1093.6 1093.8 0% 905.4 894.3 -1% 188.3 199.6 

Estonia 12.5 12.3 -2% 13.6 13.7 1% -1.0 -1.4 

Ireland 90.9 86.0 -5% 48.9 49.2 1% 42.0 36.8 

Greece 27.6 27.5 0% 49.2 46.9 -5% -21.6 -19.3 

Spain 229.8 238.3 4% 262.6 255.2 -3% -32.8 -16.9 

France 442.6 436.5 -1% 524.9 512.5 -2% -82.3 -76.0 

Croatia 9.6 8.9 -7% 16.2 15.8 -3% -6.6 -6.8 

Italy 390.2 389.8 0% 380.3 359.5 -5% 9.9 30.4 

Cyprus 1.4 1.5 9% 5.7 4.7 -17% -4.3 -3.3 

Latvia 11.0 10.9 -1% 13.4 13.3 -1% -2.4 -2.4 

Lithuania 23.0 24.6 7% 24.9 26.5 7% -1.8 -2.0 

Luxembourg 15.9 13.9 -13% 21.3 20.1 -6% -5.4 -6.2 

Hungary 80.6 81.4 1% 74.1 75.3 2% 6.5 -6.0 

Malta 3.3 2.6 -21% 5.1 4.4 -14% -1.8 -1.8 

Netherlands 508.9 500.0 -2% 459.5 444.8 -3% 49.5 55.2 

Austria 129.7 131.5 1% 138.9 137.2 -1% -9.3 -5.7 

Poland 144.3 152.1 5% 154.9 154.4 0% -10.7 -2.3 

Portugal 45.3 47.4 5% 56.2 56.6 1% -10.9 -9.2 

Romania 45.0 49.6 10% 54.6 55.3 1% -9.6 -5.7 

Slovenia 25.0 25.7 3% 24.9 25.2 1% 0.1 0.5 

Slovakia 62.7 64.9 3% 60.2 61.6 2% 2.5 3.3 

Finland 56.9 55.9 -2% 59.5 58.2 -2% -2.6 -2.3 

Sweden 134.4 126.2 -6% 127.6 120.2 -6% 6.7 6.0 

United Kin-
gdom 

368.0 407.9 11% 537.5 492.6 -8% -169.5 -84.7 

Own compilation. Source: Eurostat (2014c), p.5. 

 

Thus in this alternative view, the increase in the budget deficit would be an auto-

matic contrast to the decrease in consumption. Since the answer to the crisis 

was, instead, the imposition of severe austerity measure, the aggregate demand 

is inevitably diminished due to the contraction of all its components, public and 

private. 
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From Graph 3 it is evident that the real growth in gross disposable income per 

capita after 2008 is for the mostly negative. Graph 4 shows the trend in the un-

employment rate in the Euro area and in the EU28. Table 2 summarizes the 

budget deficit of the two considered areas. 

 

Graph 3 - Real growth in gross disposable income per capita, 2001 - 2012, Euro ar-
ea.

 

Own elaboration. Source: Mitchell W. (2012b), p.5. 

 

 

Graph 4 - Euro area and EU28 unemployment rates. 

 

Own elaboration. Source: Eurostat (2014g). 
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Table 2 - General government deficit (-) and surplus (+) - annual data 

Time 2002 2003 2004 2005 2006 2007 2008 2009 2010 2011 2012 2013 

Geo             

EU28 -2.6 -3.2 -2.9 -2.5 -1.5 -0.9 -2.4 -6.9 -6.5 -4.4 -3.9 -3.3 

EU27 -2.6 -3.2 -2.9 -2.5 -1.5 -0.9 -2.4 -6.9 -6.5 -4.4 -3.9 -3.3 

Euro area 18 -2.7 -3.1 -2.9 -2.5 -1.3 -0.7 -2.1 -6.4 -6.2 -4.1 -3.7 -3.0 

Euro area 17 -2.7 -3.1 -2.9 -2.5 -1.3 -0.7 -2.1 -6.4 -6.2 -4.1 -3.7 -3.1 

Own elaboration. Source: Eurostat (2014h). 

 

It is possible to notice two fundamental aspects. The first is that since the fourth 

quarter of 2009 until the second quarter of 2011 the unemployment rate begun to 

stabilize as the budget deficit of the various nations begun to increase; secondly, 

from the third quarter of 2011 to present, as soon as they tried to contain the 

budget deficit through such measures of fiscal retrenchment, unemployment be-

gan to rise substantially. 

At this point it is particularly interesting to make a study about these unemploy-

ment data before analyzing the actual capacity of the austerity measures to de-

crease public debt and budget deficit generalized. 

In the assessments of Modern Monetary Theory economists, the Eurozone’s 

members are considered nations that use a foreign currency, unlike the nations 

with monetary sovereignty. Australia, which is equipped with full monetary sover-

eignty, in the period of global recession has not suffered any significant declines 

in GDP.30 In the period of the crisis the nation has scheduled two fiscal stimulus 

packages between 2008 and 2009, among which the second was based on an 

intensive program of investment in public infrastructure.31 This procedure allowed 

a key sector and highly pro-cyclical, such as construction, not to suffer from the 

contraction due to the global crisis. Surely it must be remembered that Australia’s 

government debt is among the lowest in the world. However, what is interesting 

in this reasoning is that fiscal stimulus played a role and that the Australian GDP 

continued to grow without interruption, despite of the global crisis. 

 

  

                                                           
30

 Mitchell W. (2012a), pp.1-4. 
31

 Cf. ICE (2010), p.2. 
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Another observation is that many nations, with the exception of Italy, Spain and in 

a certain way, Portugal, have experienced an increase in labour productivity. This 

because the real GDP grew more than the rate of employment until the beginning 

of the financial crisis. 

After the start of the crisis for Finland, France, Germany, Italy and the United 

Kingdom, the real GDP dropped sharply; but the decline in employment was 

much less drastic, while Germany has not experienced any decline in employ-

ment. The Greek data, instead, indicate a breakdown of the real GDP index in the 

period between 2007 and 2011 from 100 to 81.6, while the employment index fell 

from 100 to 83.2. This means that its economy contracted by almost 20%. Re-

garding Ireland and Spain it can be said that compared to Greece these two na-

tions have not experienced a fall in real GDP so high (the index of real GDP has 

decreased from 100 to 95.7 for Spain and 93.5 for Ireland in the same period). 

However, the employment index decreased from 100 in 2007 for both the coun-

tries, to 85 in 2011 for Spain and 84.6 for Ireland; a contraction almost equal to 

the one occurred in Greece. The obvious question is: why these two countries 

experienced a contraction in employment not in line with that of other nations? 

Ireland and Spain have been involved in a real estate bubble in the construction 

industry until the outbreak of the crisis. In particular, for Spain, the highest value 

of employees in the sector is in the third quarter of 2007 with 2.717.500 of em-

ployees from which inexorably began to decrease until reaching the most recent 

value of 978.400 in the fourth quarter of 2013. Same thing for Ireland, with 

287.012 in the first quarter of 2007 and 102.954 in the fourth quarter of 2013.32 

 

 

 

 

 

 

 

                                                           
32

 Cf. OECD.StatExtracts (2014a). 
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Table 3 - Sectoral shares in total of employment, 2007-2011, per cent 

 Construction Industry excluding 

construction 

Manufacturing Services 

 2007 2011 2007 2011 2007 2011 2007 2011 

Australia 9.0 9.1 12.2 11.7 9.8 8.5 75.5 76.3 

Finland 7.0 7.1 18.7 15.8 17.9 14.5 69.9 72.9 

France 6.9 7.3 16.3 14.8 15.5 13.2 73.3 75.0 

Germany 6.6 6.7 23.3 21.6 22.1 19.9 67.8 70.1 

Greece 8.8 6.1 13.8 11.7 12.4 10.2 66.0 69.8 

Iceland 8.9 6.0 11.9 12.1 10.9 11.2 75.8 76.4 

Ireland 13.3 5.9 13.8 12.9 12.9 11.4 67.2 76.6 

Italy 8.4 8.0 21.7 20.4 21.0 18.8 65.9 67.8 

Japan 8.6 7.7 18.7 16.7 18.1 16.2 68.5 71.9 

Portugal 11.0 9.1 19.5 18.2 18.5 16.8 58.2 62.8 

Spain 13.3 7.7 16.0 14.1 15.2 12.7 66.4 74.0 

UK 8.2 7.5 13.9 11.5 12.7 9.8 76.6 79.7 

USA 8.1 6.5 11.7 10.8 11.2 10.2 78.8 81.1 

Own compilation. Source: Mitchell W. (2012a), p.5. 

 

According to Mitchell’s analysis, the construction sector is a great economic indi-

cator because the employment contracts end up earlier than in other sectors. 

Australia has also experienced the collapse of the real estate industry in 2005, 

but unlike the other two European nations considered, this did not affect macro-

economic data thanks to the country’s investments in construction that have en-

abled the sector to absorb the blast of the bubble. In Europe, however, no coun-

try has been able to support strategic sectors such as construction, because of 

fiscal restraints imposed by the signed Fiscal Compact. 

The reason why in Ireland and Spain the employment in the construction industry 

decreased so much seems to be linked to the reforms of the labour market that 

have increased the flexibility and facilitated layoffs. From the analysis of macro-

economic data it seems that the flexibility has made the labour force a macro-

economic adjustment variable and has favoured the imbalances of distribution of 

wealth in favour of profits and damage of wages.33 

                                                           
33

 Cf. Tridico P. (2013), pp.7f. 
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Returning to the discussion about the austerity measures and their alleged ability 

to consolidate public budgets, it is possible to see that despite efforts to reduce 

public debt and budget deficit, Eurostat affirm that the average government debt 

in the Euro area is 92.7% of GDP for the third quarter of 2013. That is the first fall 

in absolute terms since the fourth quarter of 2007, if compared to the value of 

93.4% at the end of the second quarter of 2013.34 

According to the Modern Monetary Theory the rising of the budget deficits at a 

time of declining demand and private spending it is quite normal and does not 

raise particular problems in the nations with monetary sovereignty. The deficit is 

expected to increase until nations will be able to compensate the reduction in 

consumption and reverse their direction. If, instead, this automatic mechanism of 

adjustment crashes, it will not only be difficult to stimulate the contracted demand 

but it will also be difficult to pursue the reduction of the public debt. On the one 

hand, the decrease in consumption produces a reduction in tax revenue making 

countering the budget deficits difficult; on the other hand a reduction in GDP 

automatically increases the ratio of debt to GDP, if this decrease is faster than 

the debt. The analyzed data confirm that, unless strong exports, it is not possible 

to simultaneously reduce the public sector debt without having a negative impact 

on consumption and growth. The reason for this difficulty will be explained in 

chapter 2. 

 

  

                                                           
34

 Eurostat (2014i), p.1. 
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1.5 Possible exit strategy 

Given the current situation there are several proposed possible solutions to over-

come the impasse. 

Regarding the issue of the rules for the banking sector, the ECB President Draghi 

said that the right time for change was when banks were afraid of being on the 

verge of bankruptcy.35 It will not be enough to change the banking sector rules 

and impose other rules to the financial sector to counteract the oligopolistic con-

centration and make financial markets more competitive. For a rebalancing a real 

downsizing of finance with respect to the real economy and the role of the nation 

will be necessary. Although, this may resolve the problem in general, but it will 

not be enough for the Eurozone. 

For a single currency, one should find the solution also to trade imbalances. One 

solution could be performed by the adoption of an European standard pay, which 

is an instrument of economic policy capable of acting directly on real wages in 

order to balance the costs between the member countries.36 An alternative solu-

tion to the same problem may be represented by the drive towards greater Euro-

pean integration in several areas. Especially towards a single fiscal policy, which 

accompanies the single currency, on the model of the Federation of the United 

States of America. Everything with the Federal Government equipped with a 

Federal Budget that compensate partially (but automatically) any imbalance that 

affect an individual nation, which provide local services but are not involved in 

macroeconomic stabilization.37 

Stiglitz argues that the best intervention in a situation of serious demand crisis is 

a fiscal intervention with an accommodative monetary policy to keep interest 

rates low. In particular, the fiscal policy of the countries should not only include 

tax cuts, but consist of direct investments in infrastructure. Because the reason 

for this is that unlike the funds spent for the wages guarantee fund, the money 

spent on infrastructure will help preserve jobs, but at the end of the cycle, return 

new assets to be exploited.38 

  

                                                           
35

 Cf. Bragantini S., in Carnevali E. (edited by) (2012), pp.10f. 
36

 Cf. Brancaccio E. (2011), pp.10-12. 
37

 Cf. Pisani-Ferry J. (2012), pp.1f. 
38

 Cf. Klein E. (2010), pp.2-4. 
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2. Modern Monetary Theory 

The Modern Monetary Theory (MMT) has its roots in chartalism. With reference 

to this theoretical body, MMT intends to give an alternative view of the proce-

dures and consequences of legal tender currency issued by the nation in total 

disagreement with the main orthodox neo-liberal theories. 

 

2.1 The origin of the currency: a comparison between the orthodox 

and the neo-chartalist view. 

In 1895, George Friedrich Knapp, a German economist, exposed for the first time 

his economic views that gave life to the monetary theory of chartalism. The term 

derives from the latin charta, that means paper. The theory aimed to emphasize 

the difference between the paper currency of the monetary system and the metal-

lism, in which the value of the currency was based on the intrinsic value of the 

coins’ material. In the preface of his treatise, Knapp states that “[…] the money of 

a State is not what is of compulsory general acceptance, but what is accepted at 

the public pay offices […]”.39 The chartalism is then recalled by Keynes in the 

preface of his “A Treatise on Money” in which he states that the Knapp’s chartal-

ism is the doctrine according to which money is a “[...] creature of the state [...]."40 

Thus, the term Modern Monetary Thoery was coined by the Australian economist 

W. Mitchell, but was a reference to the Keynesian Treatise41. Keynes argued that 

all countries have always had the power to decide what money was. Thanks to 

the exclusive power to create money, the nation assumes central importance in 

this theory. It is the state that prints the currency and put it into the economy and 

therefore cannot be left out it. This means that a nation cannot become insol-

vent.42 Due to its origins, the Modern Monetary Theory, is placed in the neo-

chartalism theory. 

 

  

                                                           
39

 Knapp G. F. (1924), p. vii. 
40

 Keynes J. M. (1930), pp. 4-6. 
41

 Keynes J. M. (1930), pp. 4-6. 
42

 Cf. Matthews D. (2012), p.1. 
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2.1.1 The orthodox approach of metallism 

To understand the interpretation of the monetary function on which the Modern 

Monetary Theory is base, it is better to first analyze the different historical ap-

proaches to the subject. According to Wray, grounding on the contributions of 

Goodhart, there are two basic approaches to the study of the coin: the metallist 

orthodox approach, and the heterodox one called chartalist.43 

According to the metallist approach, money was invented to simplify trades in an 

era in which there were barter trades and the value of the money was given by 

the intrinsic value of the currency itself. The precious metal used as exchange, 

usually gold, was deposited for safe-keeping to some custodians and to the de-

positor was given in exchange a certificate testifying the amount of the deposit. 

Over time, the custodians of precious deposited metal realized that they would be 

able to issue more gold certificates then the one actually stored. Because the 

reason was that just a small percentage of depositors would have gone to with-

draw the deposited gold. In addition, the depositors realized that they could also 

issue certificates of deposit on the basis of bills of exchange, that are promises of 

deposit, without the actual deposit of the precious metal. In this view one can see 

the characteristics of modern banks.44 

Always following the metallist approach, given a multiplier of deposits, the supply 

of deposits would be determined by the demand for loans and by the deposits 

themselves. It is assumed that the government establishes what the bank must 

hold in reserve and in which amounts. Therefore, while in the past the bank re-

serves consisted of gold deposited in safes, today banks consist of high-powered 

money (fiat money) issued by government. This gives the power to the state to 

control the money supply, since the supply of bank loans is limited by the supply 

of fiat currency issued by the country. “However, given the preferences of the 

public, deposit interest rates, and required reserve ratios, the government "exo-

genously" controls the money supply through its supply of fiat money.”45 In fact, 

for the orthodox theory, the supply of money is determined by the willingness of 

the government through the control of reserve ratio of commercial banks. 

The economist Nobel Prize Robert Mundell in his work “Optimum Currency Ar-

eas” recognizes that if the money has been developed primarily as a means of 

exchange, there is no reason to suppose that an optimal area for the adoption of 

                                                           
43

 Cf. Wray L. R. (2012a), p.2. 
44

 Cf. Wray L. R. (2000), p.3. 
45

 Wray L. R. (2000), p.3. 
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a currency is determined by the boundaries of a country. Indeed, an optimum 

area for the adoption of a single currency should be defined by an area in which 

the work is perfectly mobile.46 “Optimum Currency Area” has greatly influenced 

the formation of the European Monetary Union, even if it seems that it was not 

given enough weight to any possible asymmetric shocks and eventual adaptation 

mechanisms necessary to absorb workers, trusting too much in the self-

regulatory market and in reforms.47 

 

2.1.2 Chartalist approach 

The alternative idea in considering the value of the currency is based on the issu-

ing power of the authority: the sovereign country. This aspect is the key differ-

ence with the orthodox view, and in particular in the role of the country for two 

mainly reasons. The first is that the evolution of the currency is not linked to the 

reduction of transaction costs.48 

“As Goodhart has persuasively argued, if it were true that money originated as 

a cost-minimizing medium of exchange it would be difficult to explain why the 

one nation-one currency rule is so rarely violated today or in the past. The first 

task of every newly independent nation state has been the creation of its own 

new currency”.49 

Obviously, this does not prove that each state must necessarily adopt its own 

currency. In fact there were also some nations that adopted currencies of other 

countries. However, this prevalence of countries that adopted different coins, 

such as Wray argues, reflects on the fact that it is difficult to think about the evo-

lution of money as a means to reduce transaction costs. In fact, through the crea-

tion of a new currency, the markets uncertainty increase and thus slows down 

trade as markets need time to employ the new currency. As a result, the nations 

are irrational in choosing new currencies that increase transaction costs, or the 

reduction of these costs is not their primary consideration on which they base the 

choice to adopt a new currency.50 

The second fundamental reason that distinguishes the concept of chartalist 

money from the orthodox one is tied to the need of the country to increase its 

                                                           
46

 Mundell R. (1961), pp.661-664. 
47

 Cf. Krugman P. (2012b), pp.5-11. 
48

 Cf. Wray L. R. (2000), p.4. 
49

 Wray L. R. (2000), p.5. 
50

 Cf. Wray L. R. (2000), p.5. 
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power resources management, using the monetization of its spending and taxing 

power. Thus, the currency is related to the monetary policy and the political sov-

ereignty is connected with the tax authority. 

What was crucial for the firsts chartalist is the fact that the nations had the power 

to impose fines, duties and taxes and that these had to be paid in the currency 

issued by the countries. The critical point is the authoritarian imposition of liabili-

ties by the country to private entities. This was a means to move resources to the 

government sector. For many thousands of years governments imposed these 

liabilities in form of monetary liabilities. The citizens then had to obtain and retain 

what the state accepted as payment of taxes: the currency issued by the coun-

try.51 

 

2.1.3 Neo-charalist evolution 

The modern post-Keynesian vision of the money is based on a neo-chartalist ap-

proach. This approach arrives to completely different conclusions about the ori-

gins and especially about the function of the money. In particular it considers the 

relationship between national and monetary sovereignty to be fundamental, and 

sees monetary policy as the means by which the state pursues its goals. 

The post-Keynesian approach relies on Keynes’s beliefs, who affirmed in “A 

Treatise on Money”: ”Money proper in the full sense of the term can only exist in 

relation to a money of account.”52 The author states that the nation has an impor-

tant role establishing the unit of account, or the "value in the abstract"53 as de-

fined by Ingham. 

 

How does the state to establish the unit of account? “[...]The state imposes a lia-

bility in the form of a generalized, social, unit of account – a money – used for 

measuring the obligation. Once the authorities can levy such obligations, they 

can name what fulfills this obligation by denominating those things that can be 

delivered, in other words, by pricing them […].”54 While Schumpeter emphasized 

the role of the law which constitutes the base for the imposition of legal tender, 

Knapp doubts that it was sufficient, supporting that just the legal tender laws do 

not explain the currency acceptance.55 For Knapp it was absurd to try to establish 

                                                           
51

 Cf. Wray L. R. (2000), p.4. 
52

 Keynes J. M. (1930), p. 3. 
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 Ingham G. (2000), p.25. 
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 Wray L. R. (2012a), p.2. 
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 Cf. Wray L. R. (2012a), pp.1f. 



  24 
 

a monetary system “[...] without the idea of a State [...]"56 because it plays a key 

role in setting the currency when it establishes what will be accepted as payment 

in public offices.57 According to Keynes, "Knapp accepts as 'Money' [...] anything 

which the State undertakes to accept at its pay-offices, whether or not it is de-

clared legal-tender between its citizens."58 The fundamental role in the accep-

tance of money is therefore, the payment of taxes imposed in the currency that 

the state properly indicates and adopts. 

For Modern Monetary Theory there is a primacy of the country in establishing the 

relationship between the currency that it emits and the money of account. There-

fore the relationship between the quantity of goods and services that one unit of 

money can buy. The conclusion is that "taxes drive money."59 In this way 

changes the conception of the function of taxes that lose their role of financing 

public expenditure. 

 

2.2 Endogenous vision of money and inflation 

According to the Quantity Theory of Money the state manages the money supply 

through the control on bank’s reserves by the Central Bank. Post-Keynesians in-

stead, argue that banks can operate on monetary expansion endogenously. In 

fact, the main difference between banks and other companies lies in the nature of 

the liabilities. When a bank issues a loan it obtains a promise to pay from the bor-

rower, which is an asset for the bank; at the same time this is a liability since the 

bank is obliged to provide the borrower a bank account in which he will credit the 

promised amount, which is a credit for the borrower. In this way the creditor and 

the debtor of the bank are created simultaneously.60 Bank liabilities, thus defined, 

are the main means of payment used by the private sector. The government ac-

cepts some bank liabilities as payment of taxes and ensures that these liabilities 

are repayable on an equal plan as fiat money. In turn, the bank reserves are the 

main means of payment between banks, the interbank settlement. The same tool 

is used for settlements between the individual banks and the Central Bank. At the 

level of individual banks, as creditors make payments through the bank account 

opened at the bank or withdraw cash, the bank deposits decrease and this 

causes an excess of reserves (which is a decrease in liabilities). To compensate 
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the budget, the bank can operate paying excess reserves which represents a de-

crease of liabilities. To offset the budget the bank can lend excess reserves 

(which also represent a decrease of liabilities). However, these activities consti-

tute only the movement of reserves from bank to bank. Instead excesses or defi-

ciencies of reserves in the aggregate form must be corrected by the Central 

Bank. Ultimately, reserves are not discretionary in the short term and are en-

dogenous as they depend on requests for loans. 

Since the Central Bank determines a desired target discount rate, can determine 

the price of reserves - within certain limits - but must satisfy the demand for these 

reserves to hit the target rate (that is the official discount rate). In fact any excess 

or deficiency of reserves relative to demand causes immediate deviations from 

that target. Therefore, central banks cannot control the money supply, but may 

intervene to inject or drain money from the economy only to meet the demands of 

the banks. If the banks need money, the Central Bank injects high powered 

money buying securities; if the banks have excess reserves, the Central Bank 

removes it, selling securities. As one will see below, these projects are imple-

mented on a daily basis and are required to keep the overnight interest to a fixed 

level. Given that, for the neo-chartalist approach the money mostly enters the 

economy as a result of fiscal policy (government spending). They do not consider 

monetary policy the source of "money".61 Thus, while fiscal policy is made of 

spending and taxation, and has a direct impact on the money supply for the 

economy, the monetary policy is based on an accommodating behaviour neces-

sary to maintain the target level of the interest rate. Since only fiscal policy can 

add and subtract net activities in the economy, the monetary economy of the 

Central Bank cannot play the role of controlling inflation, credited by the Orthodox 

(through the control of the money supply as in the case of the European Central 

Bank (ECB)). The neo-chartalist approach limelight the orthodox view of money 

and gives the responsibilities of inflation mainly to fiscal policy.62 As noted before, 

chartalism insists that the value of money is determined by what is necessary to 

obtain it. Following this conviction, if the imposition of a tax on the population cre-

ates demand for money and if the government distributes the necessary money 

to pay taxes through public spending, then it is the excessive spending that could 

reduce the value of the currency, causing inflation. For the MMT there is a risk of 

inflation if one spend in deficit, but “[…] this can only happen when the economy 

is at full employment - when all who are able and willing to work are employed 
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and no resources (labour, capital, etc.) are idle.”63 Therefore, the purchase trans-

actions of government securities would be reduced only to an accounting trans-

action that actually adds no entry for families, but only transforms savings held in 

the form of securities in money savings. Thus, this operation cannot be inflation-

ary. "It seemed clear to me that [...] flooding the economy with money by buying 

up government securities [...] is not going to change anybody’s behaviour,” 

Galbraith says. “They would just end up with cash reserves which would sit idle in 

the banking system, and that is exactly what in fact happened [...]."64 A speech 

that is confirmed by the facts happening in Europe, with the ECB that buys gov-

ernment securities through the intervention program Outright Monetary Transac-

tions, which has the unique purpose of lowering the levels of interest rates re-

quired by market on securities. 

 

2.3 Full employment model 

Mitchell argues that a restrictive monetary policy is more effective in increasing 

unemployment rate than in controlling inflation.65 In fact, as many economists 

recognized, it would not be necessary to use unemployment in order to improve 

the price stability. Full employment could be more effective in reducing inflation, if 

properly implemented. A government should develop a program proposed by 

numerous economists, called "buffer stock" to pursue full employment and price 

stability.66 This working program would play the role of a shock absorber for 

workers who cannot find employment in the private sector. The government in 

practice would offer a job to anyone ready and willing to work. The package of 

salary and allowances would be set at a certain level, which would become the 

base reference for the economy. The government would be ready to offer work-

ers to the employers who request them during periods of particularly productive 

expansion. To attract workers outside the program, employers should offer better 

conditions than these offered by the government. In periods of economic boom, 

the program will cede jobs and would help to reduce wage pressures; during pe-

riods of recession, however, the number of offers would increase and prevent the 

collapse of wages below the basic wage. At this point one can pick out two fun-

damental processes. On the one hand, the increasing wage for certain types of 

specific skills (which would take place in expansionary periods) would encourage 
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more people to pursue education to obtain the skills required by the market; on 

the other hand, there would be a boost for firms to try to find a way to replace 

low-skilled workers with the most trained through a change of production proc-

esses. “In this way, the buffer stock program complements “market processes” to 

reduce, but not necessarily eliminate, inflationary pressures even as it maintains 

full employment and enhances economic stability by causing the government's 

budget to move countercyclically”67 (i.e. increase during recessions and decrease 

during periods of expansion). 

Although this program was created as a proposal for the United States, Kregel 

analyzed a similar proposition adapted to the Economic and Monetary Union 

(EMU) on the basis of the need to reconnect money and fiscal policy in Europe. 

This proposal includes that ECB finances a program of "Employer of Last Resort 

(ELR)" similar to the one described above. With this program, deficit spending 

would increase automatically each time private sector fires workers. However, 

with the current configuration of the Euro this would not be possible: the nations 

that would need this instrument could not afford to finance it because they will 

violate the Fiscal Compact. According to Kregel, the European Union will be fruit-

lessly hampered in its attempts to fight the recessionary pressures that occur 

without some kind of reconciliation of fiscal and monetary policy. Kregel’s plan is 

based on an ECB that should play the role of European Treasury to finance the 

national ELR programs. In essence, and that is what is currently lacking to Euro-

pean EMU, the neo-chartalist visions argues that nations should operate through 

their own sovereign currencies and pursue a policy of expansion through gov-

ernment spending when they present recessionary pressures.68 

According to the neoclassical approach, instead, the policy of monetary expan-

sion has to be avoided because it is considered to be only inflationary and unable 

to influence the physical variables (production and level of equilibrium unem-

ployment). For economists of liberal orientation policies able to reduce the money 

supply of Central Bank (monetary tightening) should be promoted because this 

would allow the reduction of prices without causing permanent negative effects 

on production and employment. 
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2.4 Sectorial budget and state deficit 

So far we have analyzed how for MMT is not monetary policy that has an expan-

sionary effect on demand and employment, but rather how is government spend-

ing that pursues the full employment. The concept of government spending that 

produces deficits, however, is particularly opposed by mainstream economists, 

particularly in Europe, where the architecture of the European Union was de-

signed to achieve budget balance at individual states level. However, despite the 

imposition of such budgets restrictions, it seems that there are some virtuous 

countries and other that suffer in order to achieve the balanced budget required 

by the EU. To understand why, it would be useful to deepen the analysis of sec-

torial budgets. 

A modern monetary economy is essentially characterized by three basic charac-

teristics:  

1. A floating exchange rate, which frees monetary policy by the need to de-

fend foreign exchange reserves;  

2. The use of fiat money as the unit of account to purchase goods and ser-

vices; 

3. The exclusive legal right of the sovereign government in the issue of the 

currency allowed for the payment of taxes.69 

The first point does not apply to nations within the Eurozone as they have de-

cided to adopt the same currency. This leads to the fact that any imbalances that 

were created between the various nations could no longer be offset by currency 

devaluations and should be compensated in some other way.70 The right of the 

third point was subtracted from the individual countries but were not assigned to 

any other entity. This made the nations competing with each other on the private 

capital markets to finance public spending. In the case of financial speculation on 

government securities of a single country, the nation does not have any defence 

mechanism against the rising of interest rates demanded by the market. When 

this happened to Italy, as for PIIGS, the only proposed solution to find the mar-

kets confidence and decrease the interest rates was to reduce the annual budget 

deficit and establish a serious plan to reduce the public debt. Beyond the relation, 

true or false, between the high level of public debt and the yield on government 

securities, the public spending reduction would cause anyway negative effects on 

the private sector balance sheets. In fact, bearing in mind the intuitive general 
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principle of accounting to which for each financial asset an equal and offsetting 

liability corresponds, we can easily understand how a government security or a 

corporate stock while represents an asset for the investor (both for a private citi-

zen or for a private company), is also a liability for the issuer (both for state or 

company). 

The approach of the sectorial balance sheets used by Wynne Godley helps us to 

understand the functioning of the government budget deficit and its role in financ-

ing the private savings.71 

 

Figure 1 - Representation of horizontal and vertical relationships between the pub-
lic and private sectors. 

 

 

 

 

 

  

 

 

 

 

 

 

 

 
Own elaboration. Source: Mitchell W. (2009a), p.2. 
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In the theory of sectorial budgets there is a distinction between the public sector 

(which includes all levels of the government) and the private sector (including 

households and companies). If one adds up all the assets and liabilities of the 

private sector, the sum should be zero by definition. In order to accumulate net 

financial positive wealth for private sector, one need to introduce it through the 

liabilities of another industry that, in the case of our distinction, is the public sec-

tor. The external financial wealth takes the form of government securities or li-

abilities which may consist of cash or government securities. These government 

securities, in turn, can be accumulated by the private sector only if it spends more 

than what it receives in the form of tax revenue. That is, only if the public sector 

has a budget deficit. Thus, according to this two-sectors theory, the net financial 

assets held by the private sector is exactly equal to the net financial liabilities of 

the government. The conclusion is that it is not possible to present a budget sur-

plus in both sectors.72 

By adding the third sector, the foreign one, that consists of public and private sec-

tor of other nations, it would be possible that the domestic private sector accumu-

late net positive financial assets even in presence of a budget balanced by the 

national public sector. In this case, the accumulation of financial assets would be 

equal to the net financial liabilities of the foreign sector.73 

The diagram in Figure 1 helps us to understand the horizontal and vertical in-

trasectoral relationships. Between public and private sector there is a sort of ver-

tical relationship which results in a public sector primacy. In a monetary sover-

eignty country the public sector includes Treasury and Central Bank. The con-

solidated financial statements determine the extent of the net position of financial 

assets in the economy. 

The foreign sector can be easily included in the domestic private sector, as the 

foreign operations are largely of distributive nature. 
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The identity of the national income accounts (the deficit of a sector is equal to the 

surplus of the other sector) comes from the fact that the actual demand is always 

equal to the actual national income, and thus the sectorial flows accounting retain 

the identity: 

 

(  G  –  T  )  =  (  S  -  I  )  –  NX                                                                           (1) 

 

where, at the first member G is government spending, and T the taxation; at the 

second member S is savings, I the investment and NX the net exports. 

Given that identity, one can easily say that there cannot be any net savings of fi-

nancial assets in the private sector without a deficit in public spending. By rewrit-

ing the equation: 

 

S  =  I  +  (  G  -  T  )  +  NX 74                                                                              (2) 

 

one observes that the total private savings is equal to the sum of investment, the 

budget deficit and the net exports. Given that, the net exports represent the net 

savings of the financial assets of non-residents.  

Equation (2) shows that the only entity able to provide the private sector’s net fi-

nancial assets, and thus satisfy the desire of saving and pursue full employment, 

is the currency monopolist: the government. Therefore, being in contrary to the 

mainstream theories, the government can increase its savings only through a 

positive public net spending (G > T). Conversely, the systematic search of budget 

surpluses, is manifested in a reduction in the level of savings in the public sec-

tor.75 

There are additional considerations to be taken into account about the causal 

links that exist between the various quantities mentioned. First of all, for MMT, in-

dividual spending is largely determined by income, as stated by the Keynesian 

theory. Thinking in microeconomic terms, for individual seems plausible to argue 
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that income largely determines spending. However, there is a clear reflection 

that, even at the individual level, the link between income and spending is loos-

ened because some individuals have higher propensities to save and other indi-

viduals may spend more of their income through debt. 

One can also observe that if an household or a company decides to spend more 

than its current income, presenting a budget deficit, it may issue liabilities to fi-

nance purchases. These liabilities would be accumulated as net financial wealth 

by another household, company or government that would save, and submit a 

budget surplus. However, it is the decision to borrow that creates the opportunity 

for someone else to save. No one would be able to accumulate financial wealth 

without the existence of someone else willing to borrow. Since the accumulation 

of a stock of financial wealth is derived from a budget surplus, i.e. a flow of sav-

ings, we can also conclude that causality tends to occur through the spending by 

debt to the savings.  

The third aspect is that aggregate spending creates aggregate income. A com-

pany may not want to have more income, but may decide to spend more. In addi-

tion, all expenses incurred by someone should represent the counterpart’s in-

come for someone else. However, at the aggregate level it is possible that the to-

tal expenditure differs from the aggregate income as the sum of the sectorial bal-

ances must be zero. Then, at the aggregate level, one must reverse the causal 

link between spending and income: while at the individual level there is the in-

come which determines the spending, at the aggregate level there is the spend-

ing which determines the income.76 

 

2.5 The mechanism of government spending 

The central governments typically have operating cash accounts at the Central 

Bank to ensure the function of public spending (G) and the collection of taxes (T). 

Regarding Italy, the Bank of Italy is the institution which manages the Treasury. 

When the state spends, the Bank of Italy accredits the sums in favour of the 

debtor country and simultaneously charges the state account held in the Bank of 

Italy. Spending translates in practice into a number of commercial banks depos-

its. The collection of taxes is done exactly in the opposite way: the current state 

debtors accounts hold in the respective commercial banks  are charged and the 
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national accounts held by at the Bank of Italy credited. This mechanism takes 

place in the same way in all countries. The important aspect that one can see 

from this mechanism, is that governments do not spend "printing money”, but 

spend by crediting private sector bank deposits.77 

The key point is that the government, as the monopoly of its currency, is not 

revenue-constrained. This means that it does not need to finance its spending, as 

opposed to a family which uses the national fiat currency, and that any issue of 

government bonds has nothing to do with the financing of public spending, if not 

with the encouragement of private savings through the offering of asset-backed 

securities.78 This is exactly the opposite of what was stated by the mainstream 

theories that lead to the imposition of balance budget according to the vision of 

revenue-constrained public spending. 

The government deficit becomes a problem for countries if they lose their mone-

tary sovereignty, seeing themselves forced to find on the market the sources of 

public funding. Regarding Europe, the ECB's monetary policy is separated from 

fiscal policy which remained the responsibility of individual nations. The issues of 

government securities would lose their fundamental characteristic as saving in-

strument offered to citizens as a safe way to hold their savings. Becoming then a 

necessity of the country which is forced to raise the capital necessary to finance 

public spending in the financial markets with the relative rates. Thus speculators 

would come into play. 

To understand exactly the functions carried out by the Central Bank of one coun-

try one has to analyze the operation of daily debits/credits between the Central 

Bank and commercial banks on the interbank market. All commercial banks hold 

accounts at the national Central Bank of their countries that allow them to man-

age the reserves prescribed by law as a fraction of deposits, and also allow the 

compensation system to operate properly. These so-called Exchange Settlement 

Account or more simply "reserves" must always have positive balances at the 

end of each day. However, there is no reason to believe that the flows of each 

bank are perfectly balanced at any given time. Thus, at the end of each day some 

commercial banks will present accounts with reserves in excess compared to 

what is required by law and other at fault.79 
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Following this concept the Treasury expenditure is equivalent to a simple charge 

on the account held at the Central Bank which turns into a decrease in its re-

serves at the Central Bank and the depositary deposits the received check at his 

private bank, whose reserves at the Central Bank increased correspondingly. 

Taxation, however, works exactly in the opposite way: the private bank accounts 

are debited, the corresponding private reserves decrease, the public accounts 

are credited and the corresponding reserves increase. According to the MMT the 

mechanism of taxation is not certainly used to finance public spending. In fact, 

the private sector cannot pay taxes until the government has not actually inserted 

money through public spending.80 

The surplus of the state budget, therefore, has two negative effects for the private 

sector. First the stock of financial assets (money or securities) held by the private 

sector would collapse, and second the demand as the increased taxation re-

duces the disposable income would decrease. 

In some cases81 it has been observed that individuals who purchase government 

securities by the Central Bank (debt monetization) may provide liquidity, and 

thereby reduce interest rates in the economy encouraging investment. The prob-

lem is that in cases like this the liquidation of wealth is driven by a lack of liquidity 

determined by higher taxation. Consequently, the cash resulting from the sale of 

securities is used to cover the net taxation of the state, so, as long as the rates 

could not drop, this does not ensure effective stimulus for economic recovery.82 

 

 

2.6 Government spending does not necessarily determine inflation 

Taking into account the main points so far established by the MMT, namely that 

the private sector’s spending is limited by available funding sources (income, 

sales of assets, external sources loans); that government spending occurs simply 

through credits and debits in accounts at commercial bank reserves held at the 

Central Bank; and that the debits in the state’s account hold at the Central Bank 

do not limit the further ability of government spending. Then one can analyze how 
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“in general, mainstream economics errs by blurring the differences between pri-

vate household budgets and the government budget.”83 

According to Mitchell, mainstream economy makes an analysis error when ana-

lyzing the government budget through the budget constraint of the government, 

the so-called Government Budget Constraint (GBC), focuses on the three alleged 

forms of public finance: tax raising, selling interest-bearing government debt to 

private sector (bonds), and the creation of money by the issue of non-interest 

bearing high-powered money. “While in reality the government budget constraint 

is just an ex post accounting identity, orthodox economics claims that it to be an 

ex ante financial constraint on government spending”.84 

The budget constraint leads one to believe that the government unless it wants to 

print money and cause inflation, should raise taxes or sell securities to obtain the 

resources to finance public spending. So if the government would increase its 

deficit (spending more than taxing), it should increase its share of debt or "print-

ing money". However, both solutions are considered undesirable. 

According to the MMT this reasoning is simply wrong because the government, 

that is the issuer of the currency, must necessarily first spend (crediting private 

bank accounts) in order to subsequently debit private accounts. The government 

is the source of funds that the private sector needs to be able to pay taxes and 

get net savings. As widely repeated, without the spending of the state which is 

the only one able to issue currency, the private sector could not dispose of it. 

Clearly, the government, being a monopolist and issuer would still be solvent in 

terms of legal tender. 

According to the MMT, mainstream Economics misrepresent the mechanism of 

"money creation." Blanchard states that the government can “finance the deficit 

by creating money”85, but this can only happen through the cooperation of the 

central bank which can buy bonds issued by the government with money that it 

prints or rather creates. “This process is called debt monetization”86 and that is 

what mainstream economists call "printing money." However, monetize means to 

convert in money and monetising occurs, for example, when the central bank 

buys foreign currency. “Purchasing foreign currency converts, or monetises the 

foreign currency into the currency of issue.”87 The Central Bank, however, buys 
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state’s bonds and sells them to individuals in order to offer to the newly issued 

money a tool to earn safe interests. This process is called sterilisation.88 

 

It is the introduction of national money in a non-monetary economy which causes 

involuntary unemployment. This occurs when the private aggregate sector de-

sires to obtain units of currency in exchange for jobs, but do not want to spend all 

that earning, on equal terms. As a consequence, the accumulation of involuntary 

stocks between the sellers of goods and services results in a reduced production 

and employment. In this situation, nominal (or real) cuts on wages will not adjust 

the labour market, unless those cuts somehow do not eliminate the desire of the 

private sector to achieve a net saving. Therefore unless the prosperity to spend 

does not increase, or do not increase aggregate demand. 

The obvious conclusion is that unemployment occurs when net government 

spending is too low to satisfy the need of tax payment and the desire of net sav-

ings. The difference with the Keynesians is that while they used the concept of 

demand-deficient unemployment, that is unemployment due to a lack of demand; 

in the MMT conception the base of this deficiency is the net insufficient public 

spending, considering given the spending decisions (and savings) that character-

ize each analyzed economic system. Public spending, therefore, would not result 

in significant inflation until the economy reaches full employment of resources.89  
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3. Opinions to an exit strategy 

3.1 The crisis and the imbalances 

The economic crisis highlighted imbalances in the Euro area due to the fact that 

the area in question is not an optimal currency area, as Mundell meant. Accord-

ing to Mundell, in fact, there should be a perfect mobility of all productive fac-

tors.90 In the Eurozone, however, there is a perfect capital mobility but the same 

does not hold for labor. Electronic exchanges are one of the cause creating the 

perfect mobility of the capital, both inside the area and outside. The immobility of 

labor is underlined by the fact that central European countries have lower unem-

ployment rates, with respect to peripheral countries, as previously analyzed in 

paragraph 1.4. 

After all, this criticisms on the trade balance disequilibrium was already ex-

pressed in 1957 by Meade who affirmed that the only way to avoid imbalance be-

tween European members was to maintain for each of them a balance of pay-

ments in equilibrium.91 Such immobility could also be due to cultural resistance 

that inevitably characterizes each individual and the rooted cultural differences 

that distinguish them to different European traditions. Not surprisingly, there are 

many differences in the approach to political integration between different coun-

tries and also the citizens’ resistance towards a deeper political integration.92 

Thus the theoretical perfect mobility of workers does not translate into practice in 

a real mobility as the uprooting of a person from a value system and the subse-

quent integration into a completely different system is affected by many variables, 

sociological and behavioral assessments in addition to the purely economic.93 

The underlying problem may be due to the fact that the countries which adopted 

the Euro as a currency have been considered as an optimal currency region. Alt-

hough it seems quite logical that it was not, because of the huge differences in 

economic structures and, more generally, in cultures. It was believed that these 

hitches could be overcome through the drive towards greater economic integra-

tion and through reforms which would lead to the adoption of common and equal 

rules to all the competitors. Evidently some resistance is surmountable with the 
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simple change of a few rules. Is enough to think about the cultural differences to-

ward the environmental issues between North and South Europe. 

It thus seems that the cultural integration in Europe is a difficult and demanding 

job whose outcome is not obvious. The economic crisis just worsens the negative 

perception of citizens towards a currency which seems to increase the differ-

ences between the various nations. 

In any case, the decision about the stay in the single currency, should be based 

on a comparison with an alternative solution. To then assess the convenience of 

adopting the solution of the abandonment of the single currency from an econom-

ic point of view it is important to identify the so-called counterfactual, in this case 

found in the choice to stay in the single currency. Obviously it is impossible to de-

termine exactly what would happen if a nation had not taken a certain decision 

once opted for the other one. However, in our case, a good counterfactual could 

be made up on macroeconomic trend data in the present prior to the decision. 

Therefore, for a country of the Euro area’s peripheral zone, the PIIGS, the as-

sessment should concern the comparison between the construction and imple-

mentation of an exit strategy and a stay in the single currency taking into account, 

in the second case, the austerity experience and the internal deflation. 

Therefore, the assessment should be made to establish the lesser of two evils. It 

would be misleading to predict a priori long periods of tremendous economic 

hardship if one decides to leave the single currency system without taking into 

account that the asymmetrical imbalances created because of the not optimal 

currency area should always be compensated, in both cases. The evaluation and 

the difference are relate to the strategy that one choose to take to achieve this 

bounded result. So, if through a domestic deflation, long and painful remaining 

firmly anchored to Euro, or through an ordered exit and then through a currency 

conversion, a renaming of all domestic monetary values in the new currency and 

a possible subsequent monetary devaluation through a reduction in the exchange 

rate between the new currency and the Euro. 

  



  39 
 

3.2 Legal implications for the decision to abandonment of the single 

currency 

It was considered that a nation who wants to leave the Euro could just appeal to 

the specific termination clause contained in the TFEU (art.50, clause 1)94, that al-

so provides the exit from the EU. The widespread interpretation was that the only 

way to get out of the single currency would be the abandon of the EU and the 

unique market.95 

Nonetheless, the country could withdraw from the Union, and then according to 

clause 5 of article 50 of TFEU96 immediately ask to return thanks to the ordinary 

procedure, without re-adopt the single currency. The problem of this procedure is 

reduced just in find the member state required qualified majority. However, if 

there were such a majority the process could be also speed up by editing the 

Treaties providing for a shortcut. Thus, establishing that a country could leave the 

Euro but does not leave the Union. The problem would then have political and 

not legal results. 

 

Further legal bases have been identified in the general principles of international 

law laid down in the Vienna Convention of the Law of Treaties (art. 61-62)97 ac-

cording to which governments are able to withdraw the treaty’s obligations if a 

fundamental change in circumstances contrasts with the essential basis on which 

it was signed the treaty or however, if this situation makes the continuation of the 

adhesion unsustainable. It is reasonable to argue that the first aim of the found-

ing treaties of the EU is the achievement of prosperity and stability, taking into 

account the long route to achieve the creation of the single currency through the 

many progressive steps, and the reason for the founding principles of the welfare 

of the entire area. Then, coming less the welfare and stability, one could easily 

support the non-essential participation in the single currency. 
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3.3 Wage deflation and austerity or monetary exit?  

Given that the legal basis allows, at least in theory, to circumvent some of the 

problems that might prevent an eventual exit, the nations should make a compar-

ison with an alternative possible solution: if it actually would be more convenient 

to adopt a new national currency, or opt for the austerity solution. 

Peripheral European nations are experiencing economic and financial difficulties. 

In particular, among central and peripheral European countries, the whished 

economic convergence in terms of productivity and per capita income did not 

happen, but there have been phenomena of regional divergence.98 

European unification started a dual mechanism: a diversity trend in productivity 

for the two groups of countries and a gap between them. In particular, the trade 

balances of the countries of the South are increasingly negative imbalanced; 

while those of the North seem more balanced or even positive. These imbalances 

seem to be correlated with differences in real wages. In practice it seems that 

while nominal wages are characterized by phenomena of convergence in all Eu-

ropean countries99, the Northern countries are experiencing increasing productivi-

ty rates while those in the South are characterized by very low productivity 

rates.100 Given that the peripheral countries in the face of nominal wage increas-

es have experienced lower rates of productivity, this has resulted in a loss of in-

ternational and intra-European competitiveness which would have caused the 

current account deficit.101 

However, the differences in the real fundamentals are to be found in the growth 

of unit labor costs. While Germany has a very low increase, for all other nations 

the value is very high.102 In particular, for Italy the increase in nominal wages is 

not offset by increases in productivity resulting in an increase in production costs 

of about three and a half times of Germany’s, consequently causing a great loss 

of competitiveness compared to the other international competitors.103 

To regain competitiveness Italy would need to reduce the real exchange rate 

which is too high. The same is valid for the other European peripheral nations.104 

To achieve this result there are two possible ways: the reduction in the rate of ex-

change or the internal deflation, which means a reduction in nominal wages. For 
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countries such as Italy, characterized by high involuntary unemployment, which 

requires an increase in domestic demand in order to pursue full employment, the 

austerity way and wage deflation seems not indicated. This policy would depress 

domestic consumption even more causing an increase in the structural unem-

ployment rate. Moreover, the deflationary choice within the unique currency is 

characterized by a further demerit: since it causes a decline in GDP, it would au-

tomatically increase the debt / GDP ratio, which for countries already character-

ized by financial problems, whose emblem is an high public debt, it is not abso-

lutely indicated. It would further decrease market confidence about the actual ca-

pacity of the recession economy to repay an increasing public debt and would 

worsen the fragility of the banking system. Therefore the contradiction of the solu-

tion of austerity to pursue the improvement of competitiveness, reducing, at the 

same time, the public debt can be detected. 

The alternative solution proposed in the hypothesis of the creation of a new cur-

rency and its following devaluation, if accompanied by rigidity of money wages, 

would immediately recover the competitive gap without suffering from strong in-

ternal shocks due to demand decrease. After all, the advantage of Germany has 

not been reached with a particularly increase in labor productivity but through the 

containment of the wage cost through a monetary magnitude. It would therefore 

be logical and serious to expect that the compensation of such imbalances still 

came from a monetary magnitude. 

Naturally, in Euro-exit and creation of new currency case, not only all the house-

hold items should be redenominated in the new currency, but also the public 

debt. The redenomination of debt would not result in an increase in the debt / 

GDP ratio since both members of the relationship would be redenominated into 

the new unit of account. However, this would implicitly declare a default because 

foreign creditors would see their credit cut back in an amount equal to the depre-

ciation of the new currency against the Euro. But one should not forget that even 

in the case of the solution of internal deflation there would have been a sort of 

implicit default equal to the increase of the ratio of debt to GDP caused by the de-

flation of prices and the reduction of the nominal value of GDP, the weight of 

which, however, would be entirely attributed to the peripheral country which par-

adoxically would worsen the state's ability to repay the total debt. 

An important advantage to stimulate demand and pursue full employment would 

be represented by the expansionary fiscal policy that the government might use 
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with the absence of the constraints imposed on EMU105 members and thanks to 

the newfound monetary sovereignty. 

In summary, both solutions would use the reduction of domestic prices to restore 

the competitiveness of the economies in trouble. The main difference would be 

on the real value of debt, which in case of domestic deflation, would lead to its in-

crement. This, however, would cause a default equal to the reduction in nominal 

GDP. The difference would be only in the subjects on which the weight of the de-

fault would relapse: if on creditor nations, divided as a percentage of loans 

owned, or entirely on the debtor nation, already in trouble. 

The other difference concerns the time: although in both cases the aim is to put 

into practice a competitive devaluation, the solution of the breakup would achieve 

this competitive improvement before and the GDP of the nation could start grow-

ing again, as soon as the transition period for the implementation of the strategy 

is finished. In the evaluation of both options the default calculation probably 

would be the same, considering the deflationary path as opposed to a possible 

devaluation; would change just the process by which this would be achieved and 

eventually the response of the economy to the processes. In the deflation case, 

long and slow, the weakened economy would increase the debt / GDP ratio106, 

not just for the decreasing revenue, but also for the reduction in nominal GDP. In 

order to make the wage deflation in a period of economic recession possible, it 

would be necessary to adopt reforms in order to obtain the weakening of trade 

union and workers' rights, making a period of strong internal contrast between the 

social parts inevitable. Moreover, the real value of all debts, particularly those in 

the private sector, would increase causing a deterioration in the private debt con-

ditions and probably many failures. 

Finally, during this long period of deflation, financial markets might read in ad-

vance problems of sustainability of these strict policies and may exercise specu-

lative pressures worsening the situation. 

 

Conversely, in the monetary union-exit, the economy still being strong at the time 

of the breakup, would have no way to follow the evolution of the nominal devalua-

tion. This would place the nation immediately in a new competitive situation with 

a debt / GDP ratio more sustainable than the one in the previous situation. More-

over, the private sector would benefit from renaming, in fact it would see its debts 
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redenominated in the new currency, with the exception only of those in foreign 

currency which cannot be renamed, unless otherwise agreements between the 

parties. 

Therefore, the main difference between the two solutions leads to the allocation 

of the burden of adjustment, which, in the first case it would be entirely on the 

debtor country, while in the exit-case would be shared with creditors. 

 

3.4 A possible exit strategy 

Nowadays, the exit way from Euro is increasingly discussed and argued. This 

paragraph explains and summarizes the exit way supported by Bottle, winner of 

the Wolfson prize, in which the participants were asked to explain how a country 

should face the Euro breakup. 

 

3.4.1 Impact of renaming on various subjects 

Premising that the currency devaluation likely causes an increase in inflation,107 

the ones that would lose because of the devaluation would be the owners of the-

se devalued assets through the renaming or failure, and those for which the real 

income is reduced due to the inflation. Among the latter, however, there would be 

those involved in the production of marketable goods and services, whose in-

come, derivate from their business, would increase due to inflationary pressure 

on selling prices. Pensioners and fixed income earners would be, then, more af-

fected. 

 

Even in the deflationist case, since the economic recession and cuts in public 

spending would arise from the austerity policies, many people would lose equally 

a part of the real value of their incomes and their activities. In this case, the na-

tion would bear a long period of unemployment thus, an identical devaluation but 

diluted over time; in the other case the devaluation would be immediate but in a 

short time and the economy should begin to see positive stimulus of the demand 

for goods resulting from both exports and domestic demand that could be stimu-

lated by an expansionary fiscal policy, now possible. An increase in demand 

means increased production and employment. The central countries however 
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would have a loss and they would downsize the workforce and wages but this 

might be tackle by stimulating their domestic demand. 

 

3.4.2 Managing the decision: privacy or publicity? 

The secrecy in general is needed to avoid negative effects caused by the disclo-

sure of changes in key parameters that could cause losses in respect of certain 

subjects or could represent opportunities for others. If Italy, which would need a 

devaluation of its real exchange rate compared to other nations, decided to leave 

the Euro in a public manner, this will cause a big flight of capital from those who 

would like to avoid the devaluation. In addition, this would act as a trailblazer for a 

further devaluation, causing a decrease in asset prices and a rise in yield bond, 

and almost certainly also a bank run which would put the banking system in cri-

sis. Exit from Euro in this way would be a disaster. The exit plan should therefore 

be kept as a secret as much as possible, reserving the official announcement of 

that decision only a few days before the actual implementation, after the adoption 

of appropriate precautions to protect the parties involved. 

 

The most difficult aspect to be kept as a secret would definitely be the printing of 

the new banknotes and the minting of new money even if there were successful 

precedent.108 Besides the current electronic money systems and its spread resize 

the importance of banknotes paper. However, this secrecy would have political 

problematic implications in Italy because of the parliamentary system. In practice, 

in Italy the government should get the privacy agreement of all MPs in order to 

develop the necessary democratic debate, which is almost impossible. The other 

solution would be to work through the Decree-Law, subject to the President of the 

Republic approval act, and care only later to receive the necessary majority in 

parliament for the conversion of the decree in law. However, this may still be a 

non-optimal solution as it would be no public involvement in the decision and no 

possibly of a broad and transversal political consensus. 

 

Another important aspect that has to be evaluated to contain the negative eco-

nomic consequences of an abandonment of the single currency would be to try to 

maintain a constructive relationship with the other members of the Eurozone. To 

avoid a not agreed exit without having informed the other members. 
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The lack of coordination in this case would involve huge default and a large num-

ber of non-fulfillment in international bonds. In fact, the problem of Euro-exit is not 

whether the decision to leave the single currency is possible and desirable, but 

rather to find ways to do that trying to minimize the damage for themselves and 

others, and trying to honor the greatest possible number of international debts. 

 

 

3.4.3 Legal validity of the new currency 

At the moment of Euro-exit the problem of contracts originally denominated in Eu-

ro would be created. Since the Euro is both the currency of individual nations and 

the currency of international Union as a whole, it is uncertain whether for any 

bond we refer to the Euro as the currency of the particular country, or as an inter-

national EU common currency. Given the international principle of the lex 

monetae,109 at the time of the obligation fulfillment, everything which is in the first 

group should be converted into the new currency at the exchange rate estab-

lished by the country; what remains in the second group, i.e., to which is applied 

the foreign law, should remain denominated in Euro. In fact, the Euro, as EU 

common currency, does not depend on the particular configuration of the coun-

tries that have created it. Not surprisingly, some states have opted not to be part 

of it while remaining in the Union, such as Denmark and the UK, other countries 

use it without being part of the Union, such as San Marino and Vatican City. Thus 

the existence of the money is not absolutely doubted by changes in member 

countries that adopt it. Therefore contracts that are under international law or un-

der the legislation of a country that adopted the Euro, should remain denominat-

ed in Euro, unless there exist otherwise agreements between the parties. 

 

3.4.4 Minimize the impact of default by renaming 

In general most of the sovereign debt of a state is issued under the law of that 

country. Based on the international practice of the lex monetae, the government 

could establish that the government debt would be renamed unilaterally in the 

new domestic currency in case of need. Thus no particular legal problems would 

arise regarding the public debt. Probably the courts of foreign countries would not 

recognize such act, but it would be a starting point for the negotiations because 
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the exit-country could always threaten to declare the default on the entire debt or 

on a portion of it. 

 

For the private sector debt the case would be more complex, having the right of 

creditors to obtain the fulfillment of contractual requirements, and the right of 

each party to demand that contracts, governed by the laws of the exit-country to 

coexist, which would be redenominated into the currency of the same state. 

However, a general rule would risk to create many disputes. It would therefore be 

appropriate to provide guidelines with the cooperation of all member states and 

the European Commission and then leave it up to the courts and individual parts 

to conclude disputes. 

 

Surely the state could easily equality convert prices and wages with the new cur-

rency. This, however, would have many implications for real wages and for all 

nominal amounts, such as deposits, loans and bank loans. In fact, in order to re-

store the lost competitiveness, it is necessary that wages are not indexed to infla-

tion. Only in this way the devaluation could unfold its positive effects. The prob-

lem for the private sector at the micro level would arise for those net debtor fami-

lies toward abroad, whose debt could not be renamed by the state. Considering 

the entire private sector of the families, they are generally not much net foreign 

debtor. Instead, companies have many more foreign debts and their possible suf-

fering would impact on families through possible failures and job lost. Conse-

quently, in this case a strong intervention by the state would be desirable. 

 

The financial sector debt, although part of the private sector, includes also the 

banking sector which, because of its vital role in the modern economic world, 

plays an extremely important role. Therefore, no state could afford, upon issu-

ance of a new currency, to not rename the entire budgets of national banks: this 

would mean the failure of the entire banking system, as loans and credits previ-

ously issued in Euro should be paid off by incomes redenominated in the new 

devalued currency, causing a chain of failures. However, the financial statements 

of foreign bank branches located throughout the country should be also renamed. 

Namely those covered by the law of the country where the headquarters of the 

parent company are, or for the companies debtor of such foreign branches there 

would be no other solution than to declare defaults. 
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Problems related to the renaming of public debt in the new currency arise from 

the fact that many holders of these bonds are foreign investors and banks, who 

would see cut back part of their credit in the amount of the currency devaluation. 

For foreign banks the result would be a capital loss which would necessarily im-

ply their restructuring, destabilizing the banking sector of the belonging nation. 

Conversely, there would be the not renamed debts of the Italian national banks to 

unsustainably increase, because of the devaluation, causing a crisis in the bank 

sector. These, in turn, would need to be another time restructured. The extreme 

remedy, as recently demonstrated by the Netherlands,110 could be the nationali-

zation of institutions in crisis to prevent fail. 

 

 

3.4.5 Public debt sustainability 

In order to achieve an improvement in the state debt position, the Euro-exit, the 

renaming of all rated items in the new currency, and a possible devaluation are 

not enough. The ratio of debt to GDP would remain high for some countries.111 

The objectives to be achieved through this procedure are threefold: a reappraisal 

of monetary sovereignty and independence to take advantage of the benefits de-

scribed by MMT, the contrast to the concentration of capital in the central parts of 

Europe, and a debt restructuring to make it more sustainable. 

The motivations of the first two objectives are addressed in the second chapter. 

Regarding the restructuring of the debt, it should be emphasized, however, that 

there is a numeric ideal value that a country can bear. Much depends on the 

economic structure of the country and the configuration of relations between the 

state and the Central Bank. Thinking about Japan with a debt / GDP almost dou-

ble compared to the Italian one, and yet not affected by the Italian and other pe-

ripheral countries problems, it is clear that there is not a specific value over which 

the debt becomes unsustainable. Speech underpinned even more, after the de-

nied correlations found by Reinhart and Rogoff112 about the negative pressure 

exerted by excessive public debt on GDP growth if this had exceeded the thresh-

old of 90%. The same Euro zone evidence shows that debt sustainability may 

vary from year to year. Not surprisingly, the Italian public debt has always been 
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high, but only recently, and as a result of the financial crisis, it has become a real 

problem. 

The purpose of the debt restructuring should be to reduce it, to make it sustaina-

ble, and restore investor confidence. A country like Greece would almost certainly 

need the restructuring of sovereign debt, and its preferential creditors (ECB, IMF, 

European Financial Stability Fund) should waive a portion of their credits to ena-

ble the country to break down its debt, to make credible and sustainable the re-

payment of the remaining part. However, for a country like Italy this is not clear at 

first glance. In fact, with a recovering economy, with a renewed international 

competitiveness, and a new monetary sovereignty, the country might even be 

able to repay all creditors in spite of the initial devaluation. Maybe Italy may need 

to seek an agreement on debt restructuring in the sense of a maturities re-

modulation of capital repayments to cope with the transition to the new currency. 

 

 

3.4.6 Conversion rate and new banknotes introduction 

The conversion rate of a currency, or changeover, would be irrelevant for citizens 

of a nation if all nominal values could be converted at the same time and at the 

same rate. In reality, the changeover always involves distorting effects compared 

to the theoretical conversion. Upon the introduction of the Euro in Italy an as-

sessment of the magnitude of this phenomenon has been calculated on a price 

increase between 0.2% and 0.8%.113 Indeed the perceived inflation, has been 

significantly higher and focused on specific sectors. Whatever the reason for the 

discrepancy between perceived and actual inflation, there remains the fact that 

the belief that prices are increasing, could generate inflation itself. For this rea-

son, it would be ideal to exclude any consequence arising from the conversion 

and adopt a parity exchange rate (1 to 1). 

For the printing of new banknotes, reliable estimates, based on historical data of 

past experiences, suggest that for a country like Italy may last several months. At 

best one would be able to produce everything in three months using many print-

ing machines and involving several manufacturers of banknotes. Thus even if ac-

celerated to the maximum, the process would still be long-lasting for the produc-

tion of new banknotes (even more for coins). 

In order to minimize the collateral damage arising from the currency translation, 

the process should take place over a weekend, as long as one can keep the 
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banks closed without causing significant inconvenience and additional complica-

tions. Another problem arising from the long-lasting banknotes printing and coins 

minting would be to maintain the secrecy of a phenomenon difficult to hide. The 

best solution would therefore be to not use the new banknotes, at least in an ini-

tial period, allowing payments only through the non-monetary systems (bank 

transfers, credit cards, prepaid cards, and checks), and allowing to continue to 

use the Euro for the remaining micro-payments.114 

Regarding electronic or non-monetary means of payment, compared to the past, 

the present system is greatly benefited to manage the transition to a new curren-

cy. Huge differences are found with respect to the introduction of the Euro al-

ready where the credit cards were less widespread than it is today. In addition, 

the limited use of cash, and the obligation to credit pensions and salaries on cur-

rent accounts, has favored the spread of non-monetary means of payments even 

more. Therefore, the conversion of bank balances would be immediate and would 

include most of the money available to the citizens. Thus, as a consequence of 

the fact that many accounts were activated after the decree contained in the fi-

nancial measure "Salva Italia", the Italian country could provide each credit insti-

tution an adequate number of electronic cards to be connected to each active ac-

count; to avoid that the expected increase in requests for the issuance of new 

electronic cards by each account holder will find them unprepared. The increased 

deployment of POS payment in commercial activities that took place in Italy in the 

recent years facilitates the electronic payments system and then the exit strategy. 

However, in Italy to pay in cash remains of fundamental importance for two rea-

sons: the first is that there are some minor activities for which the administrative 

costs of card payments would be too high compared to the size of the payments 

made; the second reason is that the average Italian habits of payment through 

the use of electronic cards for their in shop purchases is significantly different 

from the European average. 

The solution to the problems of cash payment could come from the tolerance of 

small payments in Euro in respect of the granting of small Euro withdrawals, from 

bank accounts in the amount of which may be established by the authorities of 

the country. Since, as we have assumed, the new currency would initially be ex-

changed at par with the Euro, this would not create problems for the small 

amount of cash. However there is a risk that institutions would be reluctant to de-

prive themselves of Euro banknotes providing a strong increase in value. Of 
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course this solution should be suspended as the conversion of currency would 

take place, which would make the Euro a foreign currency. 

Following this decision it would be appropriate that the nation provides a period 

of dual display of prices, as occurred in the changeover to Euro which should end 

as soon as the new banknotes are available. 

 

 

3.4.7 The currency devaluation 

One should determine the extent to which the new Italian currency would be de-

preciated. Lewney, in his study on the cost competitiveness of European econo-

mies from the Euro entrance, shows how Italy would be characterized by a mod-

est deterioration in the trade balance associated to an increase in the value of the 

real effective exchange rate (REER) which has worsened the international com-

petitiveness of the country.115 In particular, the Italian unit labor cost, as in the 

other peripheral countries, deviated from the average values towards which the 

other core countries converged. 

Italy is the country which experienced the largest negative deviation in the aver-

age of the indices of real effective exchange rate. This loss of competitiveness is 

substantially contained within the relative unit labor costs which increased by 

50% since 1999.116 Such increase was due to the absence of productivity growth 

which remained essentially stagnant. This competitive decline is represented by 

the fact that the wage increase was not offset by an increase in productivity. This 

means that, in practical terms, it actually costs more to produce the same quanti-

ty of goods produced previously. 

A study by Capital Economics argues that Italy would need to devalue its new 

currency by 40% as a result of the decision to exit from the single currency. It has 

to be considered, however, that if Italy (or any other peripheral country) leaves 

the single currency initially the depreciation of its currency may be greater be-

cause of the financial and / or economic uncertain conditions.117 

In practice the effective depreciation of the currency is difficult to predict because 

it depends on the context in which the decision of breakup is taken and managed 

(political capital control, privacy of exit plans, following measures taken by the na-

tion to reassure the markets, private saving, economic uncertainty). The greatest 
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risk that may arise at this stage would be an excessive drop in the exchange rate. 

Exceeded the optimal level compared to the values of REER and taken into ac-

count the dynamic changes of the other peripheral countries, any subsequent 

marginal decrease would give competitive benefits increasingly smaller, but 

would have negative impact on the economy as it may make too expensive im-

ports causing excessive inflationary pressure. 

In general, the greater the devaluation of a currency the higher is the initial in-

crease of inflation. However, this would also depend on the degree to which the 

country is exposed to international trade. For Italy a depreciation of 30% of the 

currency could cause an increase of 10% in inflation. However, this increase may 

not occur completely in the same year because inflation generally does not de-

velop at the same rate of depreciation of the currency. Above all, there are some 

considerations regarding the excessive rise in domestic price to be kept in mind, 

such as the high unemployment rate and the actual weak domestic demand. 

These may not allow retailers to relocate the increases entirely on prices seeing 

themselves forced to absorb a part, thus narrowing the inflationary impact. Final-

ly, as claimed by the MMT, the major inflationary pressures would occur if the 

economy was characterized by full employment of productive resources. In the 

table below the amount of reserve capacity118 for each peripheral country is eval-

uated. Italy seems to have the possibility of  productive increases before experi-

encing inflation. 

 

Table 4 - Indicators of spare capacity. 

 Italy Spain Greece Portugal Ireland 

Deviations of actual GDP from potential 

GDP (as % of potential GDP) - 2014 

-5.068 -5.013 -12.827 -6.502 -7.792 

Unemployment rate119 12.7 25.3 26.7 15.2 11.8 

Own elaboration. Source: OECD.StatExtracts (2014b), Eurostat (2014a). 

 

A final aspect to be reckoned with, which could greatly influence the currency’s 

devaluation, is the rapid recovery of confidence of the international markets and 

of other trading partners. Appearance tied directly to the control mechanism of 

capital which on one hand can help provide a "defense barrier" to the strategic 
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path of breakup; but on the other hand could also be an opportunity for politicians 

to avoid taking the necessary structural economic reforms, in addition to be a 

block for foreign investment in Italy. It would be fundamental to reduce to the min-

imum of the period in which there is capital controls and crack down corruption to 

be able to rely heavily on foreign investment. 

Finally, improving competition would be a structural solution to avoid the risk of 

inflation as it is in the most competitive markets. The risk that firms could exces-

sively transfer changes in the production costs on prices is minimized. 

 

 

3.5 Euro-exit criticisms 

As seen in the previous paragraphs a controlled solution for a Euro-breakup 

would exist. What one should put into question is if it is actually feasible. 

Nowadays Italy is cut off by the recovery in Europe and is located in a decade of 

zero growth and mass unemployment. It is characterized by a dynamic of under-

development as the activity does not grow in proportion to the population. The 

adoption of the Euro as currency is not the origin of the Italian decline which 

dates twenty years back: joining the European Monetary System (EMS) Italy ac-

cepted not to use the monetary policy used up to that time. The loss of sovereign-

ty on the use of flexible exchange rates for the equilibrium of the balance of pay-

ments would have been negative for one side, but on the other hand would have 

to give input to policies which were intended to increase productivity. However, 

after the divorce between Government and the Bank of Italy the policies were a 

constant debt at increasing rates to finance public spending with purely patron-

age purposes, instead of doing productive investments in infrastructure that 

would bring the country to a more solid long-term growth. 

 

There are several reasons why a country like Italy would like to abandon the sin-

gle currency. As widely explained it would have again the control over interest 

rates and on monetary policy, that would work properly if connected with fiscal 

policy in the MMT vision. Then the austerity policies could be avoided and it 

would have the full control over the monetization and the devaluated currency. 

And thus an excellent competitive position. 
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However these benefits would not be for free. According to UBS these costs are 

huge and overweight any conceivable benefit. In fact a state would decide to 

leave the Euro only if the resulted benefit would be higher than the costs.120 

First of all, with the introduction of the new national currency, assets and liabilities 

have to be rebalanced and this leads to a decline of cross-border capital flows. 

Capital control would take place and “why else would people “choose” to accept a 

currency likely to be devaluated?”121 As a consequence, huge losses of confi-

dence would take place in the financial system. The entry costs supported by a 

country that decided to join the common currency area and consequently leave 

its currency and monetary policy can be considered sunk costs.122 Moreover 

there are several technical and legal aspect to take into consideration by the 

leaving country. A situation that so far never happened and would be really diffi-

cult to manage. 

Economists pro Euro-breakup should consider that only the prospect of a possi-

ble exit from Euro could cause bank runs.123 

Regarding the legal implication, first of all, there are no rules for a Euro breakup. 

In the words of former German Canchellor Helmund Schmidt: “This is the great 

strength of the Euro, that nobody can leave it without damaging his own country 

and his own economy in a severe way.”124 There is no regulation regarding the 

Euro-exit because this would be seen as an emergency exit which each country 

could take in case of need, implying less effort and increasing the likelihood of a 

member state exit. Since there are no specific rules to follow in the exit mecha-

nism the breakup costs are significantly high. As already explained in paragraph 

3.2 the Article 50 of TFEU is the only legal clause at which a secession country 

could appeal to leave the EMU (and therefore the EU). This clause however, im-

ply the negotiation period and “negotiating an exit is likely to take an extended 

period of time”125, and during this treading period the country could experience 

civil disorders. 
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This is a complex issue and before talking about risks it would be better to under-

line that certain costs would be uncertain or just probable and some of them 

could also appear without actually leaving the Euro. 

 

3.5.1 Leave European Union 

Many economists in favor of the actual exit from Euro of a country like Italy, state 

that the country in question could obtain the European Union required majority 

and then return immediately in the EU after having left the Euro. 

Also wanting to reduce the issue to only one political problem it would be illusory 

and utopian to think that there could be an agreement and then a shortcut to 

bring the country back within the European Union. At the time of the introduction 

of the new currency the country should in fact contradict the guidelines of the EU 

project itself. The remaining countries forming the European Union will want to 

immediately reintroduce a country that has just broken the covenants? 

The leaving country should probably face the imposition of tariffs and trade barri-

ers by countries now forming the European Union. In fact the exit-country would 

break treaties like the Treaty of Maastricht and the Treaty of Lisbon.126 

The competitive advantage resulting from the devaluated currency would not be 

real at the end. For example, if the new currency will depreciate by 60% against 

the Euro the EU would impose tariff equivalents against the outgoing country's 

exports. Hypothetically a country could also make commercial arrangements only 

outside the European Union and therefore act only outside. However, would the 

situation be manageable? How and how much could the country resist before the 

collapse? 

 

3.5.2 Devaluation and collapse of the banking system 

Assuming that the legalities were remediated and the secessionist country could 

return back within the European Union it would be right to consider that the nego-

tiation takes time. 

A new national currency with the consequent devaluation and reduction of con-

straints may have side effect on the Italian economy. The greatest shared risk is 

the bank run which means the withdrawing of deposited funds. Such an effect 

would cause the immediate collapse of the banking system. 
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Theoretically, an expected devaluation between 15% and 25% should not have 

serious effects on the savings systems, if not the loss of value of the wealth 

abroad. However, the bank run could be triggered simply by the psychological 

factor. In fact, only those who understand Economics as a subject, would know 

that the depreciation as a consequence from the Euro-exit would not have great 

effects on savings; but the average citizen who is aware of a time transition and 

the risks, would “put in place” bunk runs. 

The theoretical devaluation would be little but when one has to go through a tran-

sition period never seen before in history, given the wide integration of European 

financial markets compared to all previous cases of currency areas, the conse-

quences on the market are based on expectations. These market expectations 

will be about future devaluation to regain competitiveness, given the productivity 

gap with the rest of  Europe. In this case, beyond a period of initial devaluation of 

15-25% one should estimate the depreciation related to the sales of new curren-

cies on the currency market. Owners of the new national currency would see that 

the expected returns on investments will be “eaten” by the expectation on the de-

valuation and would prefer to invest in countries that would also allow lower re-

turns, but are less exposed to devaluation expectations. 

In any case, we are already witnessing episodes of capital flying. As stated be-

fore the prospect of a possible exit from Euro could cause bank runs, as it can be 

seen in the Greek bank deposits, which fell by 15% in the past years.127 Just the 

suspect can cause bank runs. This problem could be mitigated with a stringent 

capital control and with an interruption of the entirely banking system, or at least 

place limits on the withdrawals amount that an individual would be able to do in 

the transition period (as happened in 1932 with the US monetary union collapse). 

Everything has to be managed as a “shock” event, so as quick as possible, taking 

the fundamental secrecy into consideration.128 

Is conscientious to affirm that an approach like this is not applicable in practice 

and the introduction of a new national currency is too complex. Indeed, the ex-

treme difficulty of preparing an unanticipated currency conversion is attested by 

the fact that unexpected money withdrawals have already been observed in 

Greece, for example, just with the mere suggestions of a secession.129 
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3.5.3 Devaluation and the balance of trade 

Talking about the balance of trade it is true that the devalued currency would help 

exports. But for Italy, being a country that imports raw materials, the risk of in-

creased costs for business is very high. A devaluation of for example 20% does 

not result in an inflation of 20%. The products, in fact, are not only made with raw 

materials and the final prices are not proportioned to their costs. 

 

The risk is that of a J-curve effect resulting in the deterioration of the trade bal-

ance given the higher price of raw materials;130 price which is more sensitive to 

changes in nominal exchange rate rather than to exports. The price of raw mate-

rials increases instantly when one starts paying with a weaker currency, while the 

increase in sales takes time and is not even said that if it happens. 

If business will not experience an increase in revenues coupled with an increase 

in costs it would be forced to reduce their profit margins, which means to save 

costs, therefore reduce labor costs laying or cutting wages. The wages paid with 

a currency that loses the 20% of its value is a wage of 20% poorest compared to 

a foreign one. In case of a devaluation there would not be an instant runaway in-

flation, but neither rather a deflation. Assuming for example an inflation rate of 

5% and considering the rigidity of the labor market, real wages would lose 5% re-

garding the domestic products and the 20% abroad. To deal with this one should 

introduce an elevator mechanism on wages with all its effects (public debt, un-

employment, tax elevation and corruption). 

As already stated, from the political point of view, Italy’s exit from the single cur-

rency would be seen as a way to gain competitiveness at the expense of other 

European countries, which may not hesitate to put duties on Italian goods nullify-

ing the devaluation effect, leaving only negative effects on exports. The return to 

protectionist policies would turn back decades of progress in Europe and espe-

cially would only harm the consumers who will be forced to accept higher prices 

without having access to foreign goods.131 

In essence, since Italy is a country which is not independent in terms of energy 

and non-specialized in market dynamics sectors, the exit from the Euro could not 

only bring not the promised effects, but would also be harmful for the economy, 

for the image and for the international credibility of the country. 
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3.5.4 Domestic debt default 

In the breakup moment the country could decide to leave the domestic debt de-

nominated in Euro with, however, the implication of no taxation power on it with 

the new created currency and with a sovereign debt completely nominated in a 

foreign currency.132 In order to gain money in Euro the leaving country so, would 

have to trade and the risk of default on the domestic debt is likely, as the trade 

would be obstructed. 

The more risky situation for a Euro-leaving country is the corporate default that 

would be added to the domestic debt default. In fact the problem concerns also 

the firms with foreign debts; the litigation would be huge, and in the event of an 

unfavorable outcome some of them might end up with a debt in foreign currency 

re-evaluated, with a potentially significant economic loss.133 

In the case in which the debt would be denominated in the new currency the 

transaction would be neutral as all inputs and all outputs of the public sector 

would be in the new currency. However, the major part of rating agencies and in-

vestors would declare it a technical default and because of the enormous tech-

nical barriers in the new currency issuing the country might become “euroized” 

because the new currency would be linked to the Euro.134 In the case in which 

some bonds issued on international market cannot be renamed, the weight of the 

public debt would increase because part of it would remain in Euro that would be 

re-evaluated towards the new currency. The Italian debt would require a signifi-

cantly higher risk premium. In this case, the risk of sustainability of public debt, 

with a default situation, and with a situation of less savings inflow to purchase of 

the debt itself, it is likely to bring Italy to a default situation, with consequence on 

the international credibility that already experienced in the summer of 2011. 

In each case, thus the domestic sovereign debt default increases the long-term 

cost of capital of governments, threatening to impose lasting economic costs on 

the leaving country.135 

                                                           
132

 Cf. UBS (2011), p.7. 
133

 Cf. UBS (2011), p.7. 
134

 Cf. Belke A. (2011), p.7. 
135

 Cf. Belke A. (2011), p.6. 



  58 
 

However this kind of cost may arise not only in the moment of a Euro-breakup, 

but also inside Euro as it can be easily seen in Greece where the Greek debt is 

priced by bond market as if in a default situation. 

Therefore extreme capital controls would be necessary, acting as the new cur-

rency would be unconvertible, limiting the cash withdrawals is necessary also just 

to prevent a banking system collapse, but firms in each case would be in trouble 

meeting their foreign obligations. Moreover, as already specified just a “shock” 

implementation of capital controls would be effective and the mere idea leaking 

the announcement of capital controls would move money out of the country. This 

way a vicious cycle triggered which seems to not have a solution. 

These are transition problems, albeit with enormous sacrifices, which could also 

be solved in few years, but only with the condition that the policy produces a se-

ries of major reforms to give strong international credibility to the country and with 

administrative-bureaucracy structure reforms. The problem of how Italy would 

handle the monetary policy, the debt, the exchange rate, returning suddenly to be 

instruments of monetary economics would remain. 

Italy joined the Euro in a period with no trust in the Italian monetary policy. Would 

it thus be able to be independent and implement a stable monetary policy? 

 

3.5.5 Quantifying economic costs 

According to USB that attempts to quantify the breakup cost, the previsions have 

to be guided looking at the breakdowns of Argentina or Uruguay. According to 

these assumptions, the currency’s external value of the leaving country would 

decrease up to 60% respect to the Euro currency.136 The explained defaults of 

sovereign debt and corporate would increase the cost of capital of about 700 ba-

sis points. The probable tariffs that would be imposed from European Union 

would decrease trades. According to UBS for a volume of 50%.137 

It would then have to take the costs of the banking system (default) into consid-

eration, the ones that are always compared by UBS to the Argentinean case. In 

that occasion the recapitalization of the bank system was born by depositors. 
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Everything could be weighted down with likelihood civil unrest or internal breakup 

of the leaving country. 

There are many studies which try to calculate the economic costs of a Euro-

breakup. However, these studies are not reliable and not quantify exactly these 

risks. Obviously, all evaluations are conducted on predictions and are in conflict 

with each other. So far, the economic literature has not been able to accurately 

predict the cost of a withdraw from Euro, nor the costs of a stay in the single cur-

rency. 

 

3.5.6 Civil unrest 

If the other points were difficult to prove or even to predict, the only certain thing 

is that a country leaving the euro would know civil unrest. 

“Lenin was certainly right. There is no subtler, no surer means of overturning the 

existing basis of society than to debauch the currency.”138 

These are not easy event to explain because in history there are not so many 

breakups of monetary union and finding the right parallel is quite difficult, be-

cause we are talking about a fiat currency monetary union. Learning from history 

it is easy to affirm that when there are certainly consequences of unemployment, 

the civil disorders are equivalently sure. Taking the European structure and the 

historical cases into consideration, the more likely response will be an establish-

ment of an authoritarian government in response to these civil disorders.139 

Considering the example of 1993 and the case of Slovakia and the Czech Re-

public. A case of rupture of the monetary union and currency changeover that led 

to huge capital control with limited possibility of money withdraw and a conse-

quent sort of lock of countries’ borders. The worse condition at the end of this 

maneuver was obtained by Slovakia, which, according to the Freedom House 

was defined “partly free” because of the worsening of both its political rights and 

social freedom.140 

In 1923-33 in the United States, after the breakup of the monetary union was the 

settlement of President Roosvelt that began the process of restoring hope. Arthur 

Krock, reporter for the New York Times, compared the mood in Washington to a 
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"beleaguered capital in wartime". The military, in fact, in that period had the task 

to stop reprisals and unrest followed after the monetary union breakup. The im-

pact on the population of capital controls and the lack of access to banks had 

brought, indeed, civil unrest.141 

What would happen had already been predicted by the economist Feldstein in 

1997: “Uniform monetary policy and inflexible exchange rates will create conflicts 

whenever cyclical conditions differ among the member countries. […] Although a 

sovereign  country could in principle withdraw from the EMU, the potential trade 

sanctions and other pressures on such a country are likely to make membership 

in the EMU irreversible unless there is widespread economic dislocation in Eu-

rope or, more in generally, a collapse of peaceful coexistence within Europe.”142 
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Conclusion 

 

“I am sure the Euro will oblige us to introduce a new set of economic policy in-

struments. It is politically impossible to propose that now. But some day there 

will be a crisis and new instruments will be created.”143 

Already in 2001 Prodi, then-President of EU Commission, had predicted the cur-

rent crisis. For many countries, such as Italy, the single currency has created 

more economic costs than benefits. The conclusion is that the Euro should not 

exist with the current structure and membership.144 

The Modern Monetary Theory predicted well ahead the current Euro zone crisis 

and the mechanism that have generated it.145 According to this theory, the aus-

terity policies will not lead to the rescue of the weak countries. MMT economists 

argue that the separation between money and political sovereignty is one of the 

Euro’s characteristic of vulnerability. In Addition, each cut in spending and tax in-

crease, reduce financial wealth of households and firms. This means the coordi-

nated European effort to reduce public deficits, which implies an equal reduction 

of the activities of households and firms, with depressant effects on consumption, 

investment and employment. In Europe monetary sovereignty ended up in the 

hands of the ECB, which has powers of reserve management in the payment 

system, but not fiscal policy power. Under these conditions the default risk of 

countries with trade deficits was only a matter of time. Therefore, according to 

Modern Monetary Theory economists, the European one is a crisis of sovereignty 

of monetary union. 

However, before opting for a withdraw from the Euro, a country should evaluate 

the costs and benefits of the decision. As already widely explained, in the evalua-

tion of advantages and risks of a Euro-breakup, there are conflicting opinions. 

The Euro-exist is seen as the only way to stimulate demand and purse full em-

ployment. With the expansionary policy that the government might use in the ab-

sence of the constraints imposed on EMU members and thanks to the newfound 

monetary sovereignty. 
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Despite that, one of the main reason why vulnerable European country will not 

exit are the economic costs. The immediate impact of devaluation would be a 

gain in competitiveness. Though, it would be soon offset by the rise in inflation 

due to the devaluation of the currency. In addition, Italy would likely suffer trade 

retaliation by other countries which in case of Italy breakup would loss competi-

tiveness because of the appreciation of their currencies in relation to the new Ital-

ian one. 

On the other hand politicians know that a breakup has to be combined with struc-

tural reforms. If the withdraw from Euro and the introduction of a new currency 

would be accompanied by reform of fiscal institution, investors could expect 

smaller future deficit. Thus the real wages will adjust and the interest rate would 

not go up. 

 

One should also consider the consequences for the macroeconomic scenario in 

Europe. The departure from the Eurozone would lead to the end of the single cur-

rency and would immediately start the speculation against countries destined to 

follow the Italian fate. The loss of confidence and capital flight from Europe would 

throw the continent into a deep recession. 

The country have to take into account the procedural elements such as the re-

denomination in the currency of all existing contracts. One could impose house-

holds, firms, organization and governments to rename each contract in the new 

currency. But in a democratic system this should be preceded by at least a de-

bate. 

 

It is difficult to establish which is the best strategy to implement: whether to stay 

in the Eurozone or opt for a breakup. Economists should develop a precise quan-

titative analysis of costs and benefits. 

Under these conditions, uncertainty still reigns. 

 

What seems to emerge is that Europe is far away from its citizens. The Commu-

nity institutions, as the European Commission, are complex and largely unknown 

by the public; they establish rules difficult to be understand, even for the experts. 

Should be made a huge effort to bring the institutions closer to the European citi-

zens: simplifying and democratically legitimize them. If Europe's political leaders 

will not invest in this direction, even winning the predictable resistance of the 

Brussels bureaucracy, will be difficult to win against the anti-European populism. 
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