Containing the negative externalities of the Eurosystem
Introduction:

The institutional setup of the Eurosystem has brought the system close to collapse in May 2010.
 The Greek government had to be rescued by a €110 bn. loan package. The Spanish, Portuguese and Irish governments only stabilized after the introduction of a € 750 bn. loan facility.
Member states of the Eurozone are in the process of reforming the Stability and Growth Pact (SGP) in order to prevent a future sovereign debt crisis and a collapse of the Euro. The future of the Eurozone depends on a reform that enforces penalties on fiscal irresponsibility. In this article I explain why the current institutional setup of the Eurosystem provoked a sovereign debt crisis and demonstrate that the setup resembles a classical tragedy of the commons. 
In addition to the tragedy of the commons of the Eurosystem, we will find several other layers of negative externalities within the monetary sphere. We will analyze what circumstances has limited the exploitation of the commons and how the limits have been insufficient to prevent the sovereign debt crisis. Finally, we will set out several reforms that may alleviate the situation or even totally eliminate negative externalities. The more externalities a reform eliminates the more difficult tends to be its introduction politically, i.e. there is a trade-off between political feasibility and reduction of negative externalities. We will rank reforms starting with the more moderate politically more feasible ones ending with the more ambitious, thorough ones.

Toward a useful definition of externalities

Orthodox textbooks often define externalities as effects of actions on third parties, i.e. people not participating in a particular action or exchange. Examples are a person smoking next to you in a restaurant, or a neighbor planting flowers in his garden. Textbooks go on to distinguish between psychic externalities, pecuniary externalities and technological (or real) externalities. 
Psychic externalities result from the internal feelings that a particular actions invokes in third persons, such as the good feeling that the view of the beautiful neighbor´s garden provokes. Pecuniary externalities result when actions affect third parties indirectly through the price system. When a new restaurant opens in a neighborhood it tends to have negative pecuniary effects on competing restaurants. Real or technological externalities are defined as the direct affects that actions of some firms have on the output of other firms. The pollution of a farm field by a factory harms the farmer´s crop production. 
Unfortunately, the mainstream taxonomy of externalities is confused and not useful to analyze problems of the real world. 
First, the definition of externalities is too broad. Any action may have psychic, pecuniary or technological externalities. In a society with a high degree of division of labor, a consumer buying chewing gum in China may have a pecuniary external effect on all other producers world-wide as the money spent on chewing gum cannot be spent on other goods. By implementing scarce resources in an investment project the “production function” of all other firms may be directly affected, i.e. if I convince Michael Jackson to sing for free at a charity event, no other producer can use this resource at the same day in his “production function.” 
Lastly, any action may affect the subjective well being of any other human being exercising a psychic externality.
 The planting of flowers by the neighbor may exert negative or positive externalities on all by-passers. If the neighbor announces his action on the internet and puts pictures on his blog all internet users may be affected positively or negatively in their well being. In fact, any action announced over the blog may exert such effects. In other words, any action that is known to third parties may affect their well being. As such, the definition of externalities is too broad to be useful as an analytical tool.
Second, the distinction between real, pecuniary and psychic externalities seems to suggest that there are objective and subjective externalities. Yet, externalities are only relevant for actors if they affect the subjective well-being of individuals. It is not the objective changes that are relevant but the subjective perception of them. Thus, there is no clear-cut distinction between real, pecuniary and psychic externalities. 

Take an example of supposedly “real externalities.” Goods affected by pollution provide services that are appreciated subjectively. When a farmer produces fewer crops due to pollution his well-being is affected subjectively. If he wanted to produce fewer crops and restrict supply to increase prices, he may actually welcome the pollution. In the same way flowers planted by the neighbor given as an example for “psychic externalities” affect the subjective well-being of by-passers. Lastly, pecuniary externalities are relevant to actors only if they affect their subjective well being. It is not the higher or lower monetary income as such that is important to actors but their subjective valuation of these changes. Thus, the subjective well being of individuals may be increased or lowered when a new restaurant opens in a neighborhood. So why distinguish between pecuniary, real and psychological externalities if all externalities affect the subjective well being in the end? Why not only refer to psychic externalities?
This leads us to the third critique. As all externalities are “psychic” or subjective and individually experienced by actors, mainstream classifications puts aside or does not mention the true and only meaningful distinctive characteristic of externalities: the poor definition and defense of private property rights.

The poor definition and defense of private property rights is objectively discernable. In fact, effects resulting from actions where property rights are not violated are relatively uninteresting, because all actions have effects or “externalities” in the sense that they may affect the well-being of third parties positively or negatively. 
Actions violating property rights inflict damages on the property or health of third parties and pose important theoretical questions. Actions that do not respect property rights may be called irresponsible as they do not account for the effects resulting from ill-defended property rights. Consequently, we will define externalities as effects of actions that affect third parties and that do not respect private property rights. The distinctive characteristic of externalities is the respect of private property rights as explained by Ludwig von Mises: Positive and negative externalities (or external benefits and costs) occur when a proprietor does not assume the full advantages or disadvantages of employing a property because of ill-defined or defended property rights (Mises 1998, 651).
 
Negative externalities may be due to privileges and ill-defended property rights such as the possibility to pollute a privately “owned” field, or common property resources when the property rights are ill-defined. The result of negative externalities generates often perverse incentives that increase the harm for third parties. Some people do act because of the costs they inflict upon others.
Negative externalities in the monetary sphere

Base money production

In a gold standard base money production respects private property rights. The gold money producers assume the full costs of money production. Even though, prices tend to increase due to the money production, there is no violation of property rights or ill-defined property rights. No one has to accept newly minted coins. People will only accept these coins if they expect to benefit from their acceptance. Third parties do not have to use the inflated money supply either, but can use alternative currencies. Consequently, there are no negative externalities. 
In our modern monetary system, however, base money production implies negative externalities as it is not free and competitive. A single institution produces base money. The money monopoly implies a privilege violating private property rights as no one is allowed to use his property to produce base money.
This privilege is normally combined with legal tender laws. People have to accept the legal tender in all contracts even if they want to contract in another currency. The legal tender money is often also privileged by authorities as it is the only currency in which taxes can be paid. 
Legal tender laws present a violation of the freedom of contract and, thereby, also property rights. People cannot use their property in the way they want but must accept the legal tender in exchanges. As private property rights are violated, negative externalities may evolve.
 When the monopolist produces base money and uses it to buy goods and services, the price of these goods and services are bidden up. The price increase harms third parties, which see the monetary costs of goods and services increase. Damage is inflicted on the purchasing power of money that people hold. Money held renders fewer services than it otherwise would have yielded. The reduced services present the negative externalities in the same way in which the ill-defined property of a farm field which is polluted by third persons yields less services in the form of a reduced crop.
There results a redistribution in favor of the first receivers of the new base money to the detriment of the last receivers. As the redistribution results from a violation of private property rights we are faced with negative externalities. The money producer does not assume all costs of his action and will try to maximize his income out of the money production at the same time attempting to avoid a breakdown of the monetary system. In our modern monetary systems, central banks are the monopolist producers of legal tender base money.
Fractional Reserve Banking

Another area where private property rights in the modern monetary sphere are ill-defined and defended is banking. In a deposit contract, the depositor entrusts to the depositary a good for the depositary to guard, protect and return it on demand when the depositor asks for it. The fundamental purpose of a deposit contract is the custody and safekeeping of the good (Huerta de Soto 2009, ch. 1). When a person deposits money at a bank, it is the obligation of the bank to guard and protect the money and to return it when the depositor should ask for it. The bank´s obligation is to hold 100 percent reserves. 
Consequently, it is a privilege and a violation of private property rights, if banks are allowed to expand credit and hold fractional reserves. When banks appropriate the money entrusted to them as deposits and loan it out to other persons, they not only violate the property rights of the depositors, they also create new fiduciary media. 
Governments have granted the privilege to banks to hold fractional reserves, in other words, they have not defended the property rights of depositors. The results are negative externalities. The creation of money by fractional reserve banks leads to an upward pressure on prices. The services from money held are reduced. Depositors lose in purchasing power as banks have the privilege to create new money. The first receivers of the new money profit on cost of the last receivers that see prices rise before their incomes increase.
 
One may make the argument that in case of our present fractional reserve banking systems we are not faced with ill-defended property rights of depositors but rather with ill-defined property rights. In fact, it may not be clear for many parties involved if they deal with a deposit contract. Probably many depositors want a complete availability of their money, which is the characteristic of a deposit contract. However, it is not clear who really owns the “deposited” money. The bankers and recently also positive law tend to regard the deposited money as “loans” granted to bankers. At the same time depositors tend to regard the deposited money as their own and want it fully available. Bankers fail to make clear whether they have been authorized or not by the “depositor” to use the  money.
 As Huerta de Soto (2009, 145) states: 

To fail to clarify or fully specify these details indicates a remarkable ambiguity on the part of bankers, and in the event that adverse legal consequences result, their weight should fall on the bankers’ shoulders and not on those of the contracting party, who with good faith enter into the contract believing its essential purpose or cause to be the simple custody or safekeeping of the money deposited. 

It is not clear what kind of contract is done in a fractional reserve demand deposit contract - if it is a loan or a deposit. Without clear and unambiguous contracts, property rights are ill-defined resulting in negative externalities as banks use the money as if it would be theirs and depositors regard it as their own. 
Thus, we may interpret modern fractional reserve banking in basically two ways. First, we may regard deposits as ill-defended because banks have the privilege to use genuine deposits. Second, we may regard the property rights of demand deposits as ill-defined because it is not clear what kind of contract is contracted. With both interpretations, modern fractional reserve banking leads to negative externalities. 
We are faced with a special case of negative externalities, namely a tragedy of the commons a term coined by Garrett Hardin (1968). A tragedy of the commons occurs in the case of un-owned or common property resources. It is an extreme instance of negative externalities (Mises 1998, 652). Not only one actor but several actors can exploit a resource due to ill-defined or ill-defended property rights. An example is the harvesting of fish in the ocean depleting the stock of available fish. As property rights on fish swarms are not defined, anyone can harvest fish reducing the stock. All fishers bear the burden of the reduced stock of fish, while the advantage of increased fishing is fully absorbed by the fisher. There is the incentive to fish as many fish as possible, because otherwise other fisher may deplete the stock. A tragedy of the commons, thereby, leads to a destruction of the common property resources. If property rights would be defined and defended well, the owner would bear the full costs of fishing and reducing the stock. He would take these costs into account and probably not deplete the resource as he is the owner of its capital value.
Huerta de Soto (2009, 666-669) first applied the concept of the tragedy of the commons to banking. Fractional reserve banks can exploit the common property resource, i.e. the deposits of their depositors. Any bank that expands credits reaps the full benefit of the money creation. Yet, it does not assume the full costs which are born by all money holders and also all other fractional reserve banks. Banks see their possibility to benefit from credit expansion reduced as the purchasing power of money falls. All banks can profit from the ill-defended and ill-defined property right by expanding credit and reduce the purchasing power of money. In fact, the higher the expansion, the higher may be the profits. There is an incentive to exploit the commons as fast as possible, because otherwise, other banks will exploit it. 
Nevertheless, competition and the interbank clearing mechanism is a check on the exploitation of deposits. Fractional reserve banking, therefore, is no pure tragedy of the commons without any limits on the exploitation of the common resource.
 A bank that expands credits faster than other banks will lose reserves to the more conservative banks, and might get into severe liquidity and ultimately solvency problems. Only when all banks expand in the same rhythm there are no reserve losses due to the clearing mechanism. Thus, there is an incentive for banks to collude and coordinate credit expansion. Banks have traditionally pushed for an institutionalization of the coordination of credit expansion through the introduction of central banks. A central bank can coordinate the credit expansion of the banking system, prevent reserve losses and ensure a controlled exploitation of the commons. The central bank by regulating the exploitation of the deposits may prevent the total destruction of the resource and the purchasing power of money. Hardin would name this solution to the tragedy of the commons: a managed commons. Regulation prevents the immediate destruction of the resource by imposing certain quotas on its exploitation.
A tragedy of the commons in base money production
Beside the tragedy of the commons implied in fractional reserve banking there is an additional tragedy in the production of base money in the Eurosystem. This tragedy is a unique feature of the Eurozone. Several governments can use one central banking system to finance their debts increasing the money supply. Traditionally, there have been several instruments by which central banks monetize government debts. In fact, one purpose of central banks is to make the finance of government expenditures more easily (Rothbard 1994). Central banks buy government bonds from the banking system or accept them as collateral in their loans to the banking system.
 
The difference between the two instruments is more of a legal than an economic nature. When the government spends more than it receives through taxes, it issues bonds. The fractional reserve banking system buys an important part of these bonds because these bonds receive a favorable treatment in open market operations of central banks. Central banks purchase government bonds and accept them as collateral of the highest quality applying the lowest haircut. 
When a central bank purchases bonds from a bank, the reserves of the bank held in its account at the central bank increase. Base money increases and the bank may expand credit on top of its increased reserves. Similarly when a central bank grants a loans to a bank accepting government bonds as collateral, the reserves of the bank held in its account at the central bank increase. Base money increases and the bank may expand credit as long as the loan is renewed. The difference between these two methods is mainly legal. In the case of the outright purchase the central bank owns the bonds and increases the base money until it sells the bonds. In the case of the collateralized lending the central bank holds the bonds as collateral and increases base money until it stops to roll over the loans. In both cases, central banks effectively monetize government debts. They increase base money to hold outright or as collateral government bonds and finance indirectly the government´s deficit.
In addition to the outright monetization of government bonds there is an indirect monetization occurring in the financial system. Market participants know that central banks buy government bonds and accept them preferably as collateral. Thus, banks buy the bonds due to their privileged treatment ensuring a liquid market and pushing down yields. On a lower level, knowing that there is a very liquid market in government bonds and a high demand by banks, investment funds, pension funds, insurers and private investors buy government bonds. Government bonds become very liquid and almost as good as base money. In many cases they serve for the creation of base money. In other cases they stand as a reserve to be converted into base money if the need arises. As a consequence, new money created through credit expansion often ends up buying liquid government bonds indirectly monetizing the debt. 

Imagine that the government has a deficit and issues government bonds. A part of it is bought by the banking system and used to get additional reserves from the central bank who buys the bonds or grants new loans accepting them as collateral.
 The banking system uses the new reserves to expand credits and grant loans to the construction industry. With the new loans the construction industry buys factors of production paying its workers. The workers use part of the new money to invest in investment funds. The investment funds then use the new money to acquire government bonds. Thus, there is an indirect monetization. Part of the money created by the fractional reserve banking system ends up buying government bonds because of their preferential treatment by the central bank, i.e. its direct monetization. We have already seen that the increase of fiat legal tender money leads to negative externalities and that fractional reserve banking implies a (managed) tragedy of the commons. Now, we will turn to the unique feature of the Eurosystem where there is a tragedy of the commons in base money production. 
In the European Monetary Union, several governments may use the direct and indirect monetization mechanisms of the Eurosystem to finance their expenditures and please voters. Any government in the Eurosystem may do the following: The government prints bonds to pay for its deficit. Fractional reserve banks buy these bonds and use them as collateral to receive loans from the ECB in its lending operations. The new reserves may be used to expand credits on top of these reserves. A tragedy of the commons develops because any government may do so. There exists the incentive to have higher deficits and print relatively more government bonds than the other governments and use the Eurosystem to finance deficits. As printing bonds becomes close to printing base money, governments that print bonds faster than other governments of the Eurosystem profit as they receive relatively more new money than other governments. There is a redistribution from the slower printing governments to the faster printing governments. Through the redistribution system of the national governments part of the advantages and disadvantages are transferred to the general population in the respective countries. 
Take the example of Greece. Important parts of the Greek economy are not competitive at prevailing wage rates and other factor prices. Yet, prices are maintained high by government spending. The Greek government maintains high deficits to pay the unemployed, to pay high pensions, sustain a large public sector and other social expenditures. Thereby, the income of many Greeks is raised over the level than they would have obtained on the free market. Greeks use the income to import goods and services from abroad where they are cheaper. A trade deficit is maintained by government deficits. In order to pay for these deficits, the Greek government prints bonds that are purchased by the banking system in order to use them to obtain funds from the Eurosystem. New money is created and tends to bid up prices. While the purchasing power of the Euro affects all users of the currency, the printing of the Greek government bonds benefitted the Greek governments and groups that receive their income from it. The Euro is a legal tender fiat money, and represents an infringement on property rights. The printing of the government bonds, therefore, lead to negative externalities in form of a lower purchasing power of the Euro. 
Imagine the following case to visualize the redistribution. The Greek governments prints government bonds which are bought by the banking system that uses it to increase base money and expand credit on top of it. The government uses the money to pay a public servant. The public servant buys a German car. Prices of German cars tend to be bidden up. The money supply is increased, bidding up prices, while goods flow toward Greece. Slowly the new money spreads throughout the Eurozone. The purchasing power of the Euro has fallen and a Greek trade deficit has developed. There is a redistribution in favor of the first receivers of the new money, the Greek governments and its public servant. Other people faced with the rising prices of German cars are the losers in this redistribution.
Of course, not only the Greek government may use this mechanism to get advantages for itself and the Greek population but the other governments of the Eurozone as well. A government is on the winning side of the redistribution scheme if it prints governments bonds faster than the other governments. If a government prints its bonds at a pace of 3 percent GDP but the rest of the government print them at a pace of 10 percent of GDP and the purchasing power of the Euro falls at 8 percent per year, prices rise faster than the government prints bonds. Even though government spending increases 3 percent financed by deficit spending, real government spending may actually fall. The incentives resemble a tragedy of the commons: print faster than your peers. In fact, the system comes close to a system where several actors may use a commonly owned printing press. While it is close, it is no pure tragedy of the commons as there are some limitations and differences to a commonly owned printing press. Indeed, if it were equal the Euro would have disappeared already in a hyperinflation.
Limitations or why the system is not a pure tragedy of the commons

The differences result out of the fact that governments cannot directly print Euros but can only issue their own government bonds.
 Banks might not buy these bonds and not use them as collateral for new loans from the ECB. Then the government deficit would not be monetized by base money production.
There are several reasons why this might happen. 
First, collateralized lending with government bonds may be unattractive for banks. If the interest rate offered for the government bonds is lower than the interest rates banks have to pay for loans from the ECB, lending is not attractive. The danger of this to happen is not too high because central banks tend to be accommodative to fiscal policies. Especially in the Eurozone, too restrictive monetary policy may trigger fiscal problems for member states and thereby a general sovereign debt crisis. Alternatively, governments have to offer higher yields to attract bank buyers. 
Second, governments may default on their bonds. The default risk may deter banks from purchasing the bonds. In the Eurozone the default risk was and still is reduced by (implicit) bailout guarantees. Market participants and the media interpreted the single currency as coming along with a bailout guarantee from other member states (Browne 2010, Samuelson 2010, and Arghyrou and Tsoukalas 2010). Once a country introduced the Euro, it was understood, that it would never leave the EMU. An exit was politically unthinkable and the Maastricht Treaty does not provide for an exit of the monetary union (Bandulet 2010, 57). 

The Euro is interpreted as a political project. It is conceived as a further step toward the unavoidable political integration of the European Union. Politicians imply that there can only be progress on the way to European political integration. Any regress would imply a defeat of European politicians and put into doubt the whole project of European political integration. Consequently, a default of a member state that might force the country to exit the Eurozone would not only be regarded as a failure of the Euro but also of the whole project of the European Union. Thus, markets participants for a long time regarded a default as politically as next to impossible. The expectation was that in the worst case the fiscally stronger member states would support the weaker ones. Countries such as Germany would guarantee the bonds of the Mediterranean nations (i.e., the PIGS) and prevent a default. This view is portrayed by Daniel Tarullo (2010), member of the board of the Federal Reserve, stating: “For years many market participants had assumed that an implicit guarantee protected the debt of euro-area members.” 

The political guarantees reduce the default risk of government loans issued by member states. Market´s expectations were accurate. Implicit guarantees have now become explicit. Greece was bailed out in spring 2010 by the rest of the Eurozone. The Greek government has been granted a rescue package of 110 billion Euros from the governments of the Eurozone and the International Monetary Fund (IMF) (Thesing and Krause-Jackson 2010). The danger of contagion obliged the Eurozone in May 2010 to pledge 750 billion Euros for further bailouts of other member states (Nazareth and Serkin 2010).

Third, banks are faced with a liquidity risk when they use the ECB to refinance themselves and pledge government bonds as collateral. The term of government bonds is in most cases longer than the term of the loans granted by the ECB. The term of government bonds range from three month to 30 year. The ECB lending operations have traditionally consisted of one-week and three-month loans. In response to the financial crisis the ECB increased the maximum term to one year. Nevertheless, most government bonds are still of a longer term. There is consequently a risk that the rating of the bonds reduces over their lifetimes and that the ECB stops to accept them as collateral in their lending operations. When the ECB stops to roll over the loan collateralized by the government bonds, banks may suffer severe liquidity problems. The risk of such rollover problems is reduced, because the ratings of the government bonds are supported by the formerly implicit now explicit bailout guarantee. The political willingness to save the Euro project supports the ratings. 
The liquidity risk is also expressed by the risk of a change in interest rates that may make the operation unattractive. The ECB might increase its interest rates in the future until they are, finally, higher than the fixed rate of a longer term government bond. The risk is alleviated by a sufficient interest spread between the yield of the government bonds and the interest rates applied by the ECB. With interest rates that the ECB charges currently at 1 percent and Greek yields over 10 percent the spread is highly attractive (German Bund yields are also more than 100 percent higher than ECB rates).
Fourth, the ECB might refuse to accept certain government bonds as collateral. The ECB demands a minimum rating for bonds to be accepted as collateral. Before the financial crisis of 2008 the minimum rating was A–. In order to support the banking system during a period of falling ratings, the ECB reduced its minimum rating to BBB–. If government bonds fall below the minimum rating they end to be acceptable collateral. 
This danger is not too high either, as the ECB as other central banks tends to me accommodative. Indeed, the ECB has been accommodative in respect to its collateral rules for government bonds. Initially, the ECB planned to expire the reduction of the minimum rating to BBB– after one year. Yet, when markets started to doubt that Greece would maintain at least an A– rating, the ECB extended the rule for another year. Even though the ECB stated that it would not apply special rules to a single country, it announced at the height of the sovereign debt crisis of 2010 that it would accept Greek debt even if rated junk (Jones 2010).

Fifth, the ECB applies haircuts. When a bank offers 1,000 Euros worth of government bonds as collateral it will not receive a loan of 1,000 Euros from the ECB but a smaller amount. The difference depends on the haircut applied to the collateral. The ECB distinguishes five different categories of collateral. The ECB demands different haircuts depending on the category of collateral. Haircuts for government bonds are the smallest. The central bank, thereby, subsidizes the use of government bonds as collateral vis-à-vis other debt instruments. The application of the haircut implies that the scheme of printing bonds increasing the amount of base money is hampered by a reduced base money production as a consequence of the haircut.
Lastly, the ECB might just not play the game. It might simply not accommodate all demands for new loans. Banks may offer more government bonds as collateral than the ECB makes available loans. Applying a restrictive monetary policy, not every bank that offers government bonds as collateral will receive a loan. Yet, again the ECB can be expected to be accommodative as it has been in the past. Political reasons, especially the will to continue the Euro project reduce this risk for banks. A non accommodative stand may lead to both a banking crisis and a sovereign debt crisis that could trigger the default of member states, banking systems and the end of the euro. The ECB has already proven how accommodative it can be. During the financial crisis the ECB started to offer unlimited liquidity to markets. Any demand for a loan is satisfied provided sufficient collateral is offered.
Limiting the commons
Despite these discussed frictions, the possibility to finance government deficits indirectly through the ECB constitutes a traditional tragedy of the commons. The problems of the setup were known in the beginning, even though it has to my knowledge never been called a tragedy of the commons. On the behalf of Germany and its allies in favor of a relatively low inflationary policies the Stability and Growth Pact was enacted. The Stability and Growth Pact (SGP) intended to limit the debts and deficits of member states. According to the SGP government debts shall be below 60 percent of GDP and deficits below 3 percent of GDP. 
SGP acts thereby as a managed commons imposing quotas on the exploitation of the commons, namely the common currency. The incentive in such a case is to exploit the quota to the maximum, i.e. 3 percent of GDP, if the quota is enforced. However, the SGP was never enforced. Automatic sanctions as proposed by the German Minister of Finance, Theodor Waigel were not instituted. To impose sanction and penalties against governments that repeatedly violated the 3 percent limit is a political decision. Governments themselves are the guardians of the pact that limits their fiscal options. Infringing nations may then collaborate to get away without penalties. Thus, France and Germany grouped together in 2003 to prevent sanctions. The SGP utterly failed in its purpose of effectively limiting fiscal spending because governments themselves decided on sanctions. In 2010 all but one country is expected to have a higher deficit than 3 percent of GDP.
The financial crisis accelerated the tendency to excessive deficits implied in the institutional setup of the Eurosystem. Governments generously increased spending to bailout failing banks and struggling industries. Spending on unemployment went up and tax revenues decreased. The financial crisis, accelerated a development that is implied in the institutional setup of the Euro. Markets started to doubt in the implicit bailout guarantee and yields on bonds of peripheral countries soared. The sovereign debt crisis of 2010 forced Eurozone governments to make the implicit guarantee explicit. 
Reform the European monetary system and reducing negative externalities
There are several possibilities to alleviate the incentives for excessive deficits implied in the Eurosystem. We will now have a look on several reform options. We will start with the less ambitious, more superficial options. These options are less thorough but political more feasible, because they get rid of less privileges and advantages of the political class than the more thorough reforms. The more ambitious reforms are more disruptive with the existing economic structure and eliminate more privileges. They eliminate more negative externalities in the monetary sphere. They close more loopholes in the defense and definition of property rights in the monetary system.
1. A reform of the SGP

A reform of the SGP could limit the externalities implied in the tragedy of the commons of the Eurozone. The ECB, the European Commission and especially Germany opted for this alternative to limit the tragedy. They proposed more automatic penalties not depending on political negotiation, the freezing of voting rights and an orderly default process. The Commission demanded an analysis of competitiveness. With credible penalties, the tragedy can be limited. Nevertheless, on a summit in October 2010 the proposals were not successful and decisions to sanction violators of the SGP continue to be left to political hands (Neuger and Buergin 2010). Naturally, governments that expect to exceed the 3 percent limit did not agree with more automatic penalties. The decision on sanctions remains in the hands of EMU governments. The main change in discussion is the introduction of orderly defaults in which private investors bear part of the losses. This change would mean only a partial bailout of governments. The reform of the SGP was, however, unsatisfactory as the main setup does not change. A thorough reform of the SGP would have been the less ambitious of all reforms, but even this one failed against political resistance.
2. A return to national currencies

A return to the national currencies such as the Deutschmark, the Lira, the Peseta or the French Franc would eliminate the externalities implied in the tragedy of the commons of the Eurozone. By eliminating a common central bank for several currencies, the tragedy of the commons on the level of the Eurozone disappears. Nevertheless, negative externalities in base money production and the tragedy of the commons implied in fractional reserve banking remain. A return to national currencies is still relatively simple, because it does not depend on the approval of all member states. Germany might leave the Eurozone unilaterally. Moreover, such a reform maintains the advantages for governments to keep their gains from monopolistic base money production and the fractional reserve banking privilege. Yet, disruptions could be substantial because over-indebted governments may have to default leading to problems in the financial system. 
3. Abolition of central banks

The abolition of central banks would open the room for currency competition. Proponents of the abolition of central banks and competing currencies include fractional reserve bankers such as Lawrence White (1984) and George Selgin (1988), as well as Friedrich A. von Hayek (1990) or Roland Vaubel (1986). In such proposals, legal tender laws are abolished. No one has to accept any currency. As a consequence, the external effects resulting out of monopolistic base money production disappear. The only negative externalities remaining result from the privilege of fractional reserve banking. 
In White’s and Selgin’s proposals issuers of money may hold fractional reserves on demand deposits. Credit expansion is, however, limited through adverse clearing and competition between banks. A set back of the system is its inherent tendency toward credit expansion and the interests of banks to introduce a central bank (Huerta de Soto 2009, 669-670). This reform is more radical, disruptive and politically more difficult than the aforementioned. The abolition of central banks violates vital interests of governments and the banking system that is restricted in its credit expansion.
4. Abolition of the fractional reserve privilege

The introduction of a 100 percent reserve commodity standard has been defended by authors such as Ludwig von Mises (1953) (for all newly issued money substitutes), George Reisman (2000), Murray Rothbard (1983, 1991) and Huerta de Soto (2009). A 100 percent reserve commodity standard would eliminate all negative externalities in the monetary sphere. Apparently there would be no tragedy of the commons in base money production. Property rights in the production of money would be completely restored. There would be no tragedy of the commons resulting from credit expansion neither as all banks would have to hold 100 percent reserves for deposits and respect the property rights of depositors. Only then all negative externalities would be eliminated and complete freedom would be restored. Property rights in the production and depositing of money would be clearly defined and defended. 
There are several ways to get to such a system. Ludwig von Mises makes a proposal for the situation of the 1950s when the United States was on a gold exchange standard. He wants to freeze the amount of fiduciary media and back all new money substitutes 100 percent with gold. Murray Rothbard, George Reisman and Huerta de Soto want to use the gold held by central banks to back bank notes and demand deposits 100 percent with gold. Huerta de Soto´s plan includes the choice of depositors to get their deposits 100 percent backed by gold or to exchange them against participations in a investment fund formed out of the assets of banks. His plan involves the use of unclaimed participations in the investment funds to cancel public debts. 
All these plans try to avoid a deflation of the money supply and preserve as much as possible the status quo to minimize disruptions, which nevertheless will be of a greater extent than in the reform discussed before because companies depending on credit expansion will have to restructure. I have criticized Mises´, Rothbard´s and Huerta de Soto´s plan for being interventionist (Bagus 2008). The government plays a vital role in directing the reform. I also maintain that these reforms are unethical to the extent that they try to maintain the status quo and impose a gold standard, while market participants might prefer other commodities. I develop my own proposal to get faster and more efficient to such a monetary system free of externalities in “Monetary Reform – The Case for Button-Pushing” (Bagus 2009). By eliminating all government interventions into the monetary sphere, by getting rid of central banks, the fractional reserve privilege and legal tender laws, market participants can choose the money that they prefer. It contains the advantages of being ethical, fast, not imposing the final result, leaving room for entrepreneurial creativity and not being based on an irrational fear of deflation.

These ultimate proposals are the most thorough ending all negative externalities in the field of money closing all loopholes in the protection of property rights. As many economic structures currently depend in their viability on one of the negative externalities in the monetary sphere these ultimate reforms would be disruptive and hurt the vital interests of many influential groups from big business, over the financial industry to politicians. Therefore, the political resistance to such reforms will be substantial. Nevertheless, it is important to at least offer such alternatives. Their viability at the end depends on public opinion, which can be influenced by proposing and consistently defending such reforms. Any reform of the aforementioned is a step in the direction of eliminating negative externalities. It depends on the political circumstances on how far a reform may go. The negative externalities of the resulting monetary systems are shown in table 1.
	Negative externalities

-

Monetary setup
	Tragedy of the commons in base money production 
	Tragedy of the commons in the production of fiduciary media
	External effects due to monopolistic base money production

	Current Eurosystem
	Great
	Great
	Great

	Eurosystem with a reformed and enforced SGP
	Limited
	Great
	Great

	System of national currencies
	No
	Great
	Great

	Fractional reserve free banking
	No
	Limited
	No

	100 percent commodity standard
	No
	No
	No


Table 1: Monetary systems and negative externalities

Conclusion

In the Eurosystem there exist several layers of negative externalities due to not rigorously defined and defended property rights. Monopolistic base money production and legal tender laws violate property rights of currency holders. Negative externalities consist in a tendency toward a lower purchasing power for actors who have to use the Euro. On top of the base money production, fractional reserve banks hold the privilege to create Euros by credit expansion. The property rights of depositors are neither unambiguously defined nor properly defended. Negative externalities result when banks violate traditional legal properties and appropriate the deposited money. The purchasing power of money is lower than otherwise negatively affecting all money users. As all banks can expand credit exploiting the purchasing power of money, a tragedy of the commons develops that is limited by the central bank. These two layers exist in all industrialized nations.

The peculiarity of the Eurosystem that brought the system to the verge of collapse and unleashes powers that lead to its self-destruction is a third layer of negative externalities in the form of a tragedy of the commons in base money production. Governments of the Eurozone may use a single central banking system to finance their deficits. Banks buy government bonds and the ECB accepts them as collateral for the creation of new base money. Bonds are monetized increasing the money supply leading to higher prices in the whole Eurozone than otherwise would have been the case. Governments spending faster than others profit from the redistribution with the new money first flowing into their coffers. The initial plan was to curb the tragedy of the commons by the SGP that imposes quotas on the deficits of countries at 3 percent of GDP. As the sovereign debt crisis of 2010 shows, the SGP has failed in restricting deficits. In its current form, the Eurosystem incentivizes to incur in higher deficits than fellow governments. These incentives will ultimately lead to hyperinflation or massive redistribution. 

I proposed several reforms to alleviate or completely eliminate negative monetary externalities in Europe. A reform and strict enforcement of the SGP or a return to national currencies would eliminate the tragedy of the commons in base money production. The abolition of central banking would eliminate the externalities of monopolistic base money production. Finally a 100 percent commodity money would end the tragedy of the commons of fractional reserve banking closing all loopholes in the protection of property rights in money. The monetary future of Europe depends on how far-reaching a reform can go. In its current form, the Eurosystem is unsustainable and will lead to its own destruction.  
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� This article is based and extended from a chapter of my book “The Tragedy of the Euro – how political interests created a self-destroying system”. Forthcoming. Mises Institute.


� As Hoppe (1989, 30) points out all goods are more or less public goods affecting third parties. The degree in which they affect third parties is also constantly changing. Positive effects may even become negative, when a person suddenly starts to dislike the flowers planted by her neighbor.


� For a similar view see William Barnett II, Walter Block and Jerry Dauterive (2010). They define negative externalities as property rights violations. We define it more precisely as effects on third parties resulting from property rights violations or insufficient definitions. 


� Noted that our definition does not coincide with the orthodox definition of real or technological externalities. Real externalities occur when the action of one individuals directly (not through the price system) affects the output of other individuals. Yet, this may happen with and without the defense of private property rights which is the distinctive mark of our definition. If I convince an owner of a scarce resource to give it to me for free or if I get someone´s permission to pollute his property the output of a competing firm is directly affected, even though property rights are not violated.


� It is true that in a free society no one owns the value of a property as Rothbard (2001, p. 157) points out in his discussion of external costs. No one owns the value of one´s cash balance. Nevertheless, there are violations of property rights in the monetary realm that affect the value of cash balances and therefore constitute negative externalities. One must not forget that it is the services of a good that makes it valuable for an actor. When property rights in money are not defended, the services it provides are affected negatively. Hoppe (1994, p. 70-71), Hoppe, Hülsmann and Block (1998, 23 fn. 6) and Huerta de Soto (2009, 668) refer to negative externalities resulting from property right violations in money. The distinction between the value of a property and physical property may explain why the externalities resulting from meddling with property rights in the monetary sphere are sometimes neglected. 


� Hoppe (1994, 70-71) adds two other negative externalities of fractional reserve banking. When banks expand credits, all depositors are harmed because the likelihood of a successful withdrawal of their deposits is reduced. Furthermore, all borrowers are harmed because credit expansion increases the likelihood of business failre.


� One example of this ambiguity are so-called “time deposits.” In time deposits the saver renunciates the availability of the money for a certain term in exchange for interest. Time deposits are loans to the bank; they are not deposits. It adds confusion to call them “time deposits.” The clear distinction between demand deposits and time deposits becomes blurred


� On the incentives of actors to remove the limits on a tragedy of the commons and convert them into pure tragedy of the commons see Bagus (2004).


� Traditionally central banks have used both ways in financing government debt. The Federal Reserve System has put emphasis on the purchase of government bonds in its open market operations. It also accepts government bonds as collateral in repurchase agreements. Repurchase agreements and other loans in which government bonds were accepted as collateral rose in importance during the financial crisis of 2008. The ECB, on the contrary, has put more emphasis on accepting government bonds in collateralized loans in its lending operations to the banking system. Only during the sovereign debt crisis of 2010 the ECB started buying government bonds outright. On the central bank policies in the wake of the financial crisis see Bagus and Howden (2009) and Bagus and Schiml (2010).





� We implicitly assume that the central bank is accommodative and supports the government by monetizing at least a part of the deficit. There is an inherent tendency for central banks to be accommodative. They are connected with the government. Their staff is appointed by the governments. Parliaments may change its legislation and end their “independence”. Moreover, one of the official functions of central banks is to stabilize the financial system, i.e. to support the banking system. If a government has deficits and the central banks does not accommodate it, government bonds will lose in value. As banks hold large amounts of government bonds, the banking system may get into trouble. When the government finally defaults, because the central bank is not accommodative enough, the banking system is bound to fall.


� See for these differences also Bagus (forthcoming).


� For a critique of the views of Austrian economists on deflation see Bagus (2003).
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