A Service of

ECOMNZTOR pr

Make Your Publications Visible.

Leibniz-Informationszentrum
Wirtschaft

Leibniz Information Centre
for Economics

Fuest, Clemens

Article

The NGEU Economic Recovery Fund

CESifo Forum

Provided in Cooperation with:

Ifo Institute - Leibniz Institute for Economic Research at the University of Munich

Suggested Citation: Fuest, Clemens (2021) : The NGEU Economic Recovery Fund, CESifo Forum, ISSN
2190-717X, ifo Institut - Leibniz-Institut fuir Wirtschaftsforschung an der Universitat Miinchen,

Minchen, Vol. 22, Iss. 01, pp. 03-08

This Version is available at:
https://hdl.handle.net/10419/232379

Standard-Nutzungsbedingungen:

Die Dokumente auf EconStor durfen zu eigenen wissenschaftlichen
Zwecken und zum Privatgebrauch gespeichert und kopiert werden.

Sie dirfen die Dokumente nicht fiir 6ffentliche oder kommerzielle
Zwecke vervielféltigen, 6ffentlich ausstellen, 6ffentlich zugénglich
machen, vertreiben oder anderweitig nutzen.

Sofern die Verfasser die Dokumente unter Open-Content-Lizenzen
(insbesondere CC-Lizenzen) zur Verfiigung gestellt haben sollten,
gelten abweichend von diesen Nutzungsbedingungen die in der dort
genannten Lizenz gewahrten Nutzungsrechte.

WWW.ECONSTOR.EU

Terms of use:

Documents in EconStor may be saved and copied for your personal
and scholarly purposes.

You are not to copy documents for public or commercial purposes, to
exhibit the documents publicly, to make them publicly available on the
internet, or to distribute or otherwise use the documents in public.

If the documents have been made available under an Open Content
Licence (especially Creative Commons Licences), you may exercise
further usage rights as specified in the indicated licence.

Mitglied der

Leibniz-Gemeinschaft ;


https://www.econstor.eu/
https://www.zbw.eu/
http://www.zbw.eu/
https://hdl.handle.net/10419/232379
https://www.econstor.eu/
https://www.leibniz-gemeinschaft.de/

The EU’s Big Pandemic Deal:
Will It Be a Success?

In the face of an unprecedented economic recession caused by the Covid-19 pandemic,
the EU has set up the biggest stimulus in its history - a 750-billion-euro fund called
“Next Generation EU” - to support economic recovery. This initiative is ground-breaking
as it includes grants and loan facilities for member countries, financed by EU borrow-
ing. It stresses the importance of maintaining economic stability and strengthening
social cohesion within the EU, while critics argue that it will undermine financial disci-
pline in the EU and create the conditions for a “transfer union” in which some member
states live at the expense of others. This program is designed as a one-time, temporary

intervention, but if successful, it will signal a new direction for EU fiscal cooperation.

Clemens Fuest

The NGEU Economic Recovery Fund

As a response to the recession caused by the corona
pandemic the EU has decided to create a large fund
called “Next Generation EU” (NGEU) with a volume of
EUR 750 bn to support the economic recovery. The
fund will be financed by debt issued by the EU but
backed by guarantees of the member states.

Views regarding the desirability of funds are di-
vided. Its supporters argue that it is necessary for
maintaining Europe’s cohesion and the economic
stability. Critics object that it will undermine fiscal
discipline in the EU and set the stage for a “transfer
union,” where some member states live at the expense
of others.

This paper discusses the financial flows implied
by NGEU and the economic rationale for introduc-
ing it. The main results of the analysis are as follows.
First, although spending financed through the fund
will not start before the worst of the crisis is over, it
still contributes to fiscal stabilization today, mostly
through its effect on expectations. Second, the fund
does not operate as an insurance device that would
redistribute across countries according to their re-
spective economic losses incurred due to the crisis. In-
stead, the fund redistributes from member states with
high levels of GDP per capita to less affluent coun-
tries. Third, attempts to steer national governments

types of spending, to cut taxes or to reduce their debt.
This is not necessarily a disadvantage because it is far
from clear whether the economic recovery works best
if the net recipients use the support they receive via
NGEU entirely for additional public spending. Fourth,
the critique that NGEU will undermine fiscal disci-
pline in the EU budget is probably overblown because
NGEU does not give the EU the right to finance future
budgets with debt; repeating the debt financing op-
eration would require unanimous support among the
member states. But it is true that a similar debt-fi-
nanced initiative will be more easily repeated in the
next economic crisis.

The rest of the paper is structured as follows. The
next section explains how much money is made avail-
able through NGEU and how it will be spent, followed
by the third section which discusses whether NGEU
can be justified on economic grounds. The fourth
section turns to the issue of conditionality. The fifth
section discusses the implications
for future debt financing of EU
level public spending, and the
final section concludes.

HOW MUCH MONEY WILL BE
MADE AVAILABLE AND HOW

Clemens Fuest

toward political priorities defined at the European  WILL IT BE SPENT?
level such as the Green New Deal of the green and
digital transformation of the economy are unlikely to
be successful because money is fungible. The mem-
ber states may replace national spending with money

from NGEU and effectively use the funds for other
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To understand the financial dimen-
sion and relevance of NGEU, it is
helpful to consider it in the con-
text of the EU’s general budget. Ta-
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Figure 1

Table 1

MFF 2021-2027 and NGEU (Billion Euros)

MFF NGEU Total
Single market, innovation and digital 132.8 10.6 143.4
Cohesion, resilience and values 377.8 721.9 1,099.7
Natural resources and environment 356.4 17.5 373.9
Migration and border management 22.7 22.7
Security and defense 13.2 13.2
Neighborhood and the world 98.4 98.4
European public administration 73.1 73.1
Total 1,074.4 750 1,824.4

Source: European Commission.

ble 1 provides an overview of the EU budget spend-
ing structure in the coming years as laid out in the
Multiannual Financial Framework (MFF) for the period
2021-2027, as well as the spending planned for the
new NGEU fund.

The overall volume of the budget and the recov-
ery fund is significant, but the money will be spent
over a period of seven years. Average yearly spending
in the general EU budget amounts to roughly 1 per-
cent of the EU’s GDP, and the new recovery fund adds
another 0.7 percent of GDP. Roughly half of the lat-
ter is dedicated to providing loans to member states.
NGEU thus brings a significant extension of EU spend-
ing relative to the level before the coronavirus crisis.
The overall level of public spending at the EU level is
still limited if compared to budgets at the national
level, but since it is spending on top of the national
budgets, the question is warranted whether an ex-
tension of overall public spending in the EU, where
the public sector is already much larger than in most
countries outside Europe, is the right answer to the
current crisis. What does NGEU mean for the level of
public debt in Europe? In 2020, public debt in the EU
will be equal to roughly 95 percent of GDP. The ad-
ditional debt incurred to finance NGEU will raise the
debt by 5.5 percentage points.

How about the spending structure? The “normal”
EU budget continues to devote a significant share of
its resources to agriculture, under the heading of nat-
ural resources and environment, although this share

Composition of Spendingin the Fund NGEU (EUR bn)
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Source: European Commission.
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has been declining over the last decades. NGEU in
contrast focuses on the support of cohesion as well as
“resilience.” What does this mean? Figure 1 illustrates
the different spending programs that constitute NGEU.

The Recovery and Resilience Facility is the core
of NGEU. The money will be spent as follows. Each
member state is expected to submit national recov-
ery plans describing how it intends to support its re-
spective economic recovery and how it will make it
more resilient. Particular emphasis will be given to
the objectives of the Green New Deal, in particular
climate change, and to the digitization of the econ-
omy. The role of national recovery plans will be dis-
cussed further below. REACT-EU stands for Recovery
Assistance for Cohesion and the Territories of Europe.
Funds from this program will be made available to
support job maintenance and to create new jobs, in
particular measures countering youth unemployment.
The funds can also be used to support health care
systems or to help finance investment in small- and
medium-sized enterprises.

The Just Transition Mechanism (JTM) is a tool
mostly financed through the general EU budget but
reinforced by NGEU. Its objective is to ensure that
distributional issues raised by the transition toward
a climate-neutral economy are addressed. This in-
cludes the consequences of higher CO, prices for the
rural population, which depends more on road trans-
port than the population in cities does, or job losses
due to structural change away from carbon-intensive
industries.

IS THERE AN ECONOMIC JUSTIFICATION
FOR NGEU?

It is evident that introducing the recovery fund is pri-
marily a political move. Some see it as a signal for
solidarity among EU countries in times of a severe
crisis, an investment in the EU’s cohesion and mutual
trust. Others take a more critical view and see the
fund as a result of pressure exerted by a majority of
EU member states on the rest of the club. Of course,
this pressure would probably have remained without
effect, if Germany had not decided to support the
initiative and agreed to a joint Franco-German pro-
posal for the fund.



Irrespective of the political motives behind this
step, is there an economic rationale for the recov-
ery fund? To discuss this, it is helpful to consider the
NGEU fund in the light of the Musgravian public sector
functions of stabilization, allocation and distribution
(Musgrave 1973). According to the European Commis-
sion (2020a), it is the objective of NGEU to boost the
recovery and to achieve a “greener, more digital and
more resilient EU.”

The objective of “boosting the recovery” empha-
sizes that the fund has a macroeconomic stabilization
function. While this is intuitive, given that the EU finds
itself in the most severe recession of its history, the
role of the NGEU for macroeconomic stabilization in
the current crisis is probably limited. Spending from
the recovery fund is unlikely to start before 2021. The
peak of the crisis will hopefully be over by then. This
means that fiscal stabilization during the crisis needs
to come from other sources. Of course, funds made
available in the near future affect expectations today;
this stabilizes the economy while the crisis is still here.

In principle, individual member states are re-
sponsible for countercyclical fiscal policies in the
EU. However, at least some of them may not be in
the position to do so. In particular, member states
with high levels of public debt may be reluctant to
raise their debt levels further because they fear that
investors in international capital markets may lose
confidence. Currently, interest rates on government
bonds are very low, so that the EU member states
could finance stabilization policies themselves. To
some extent, the low interest rates are certainly a
consequence of the existence of the recovery fund.
But even if financing conditions were a little more dif-
ficult for some countries, the ESM would be available
to provide countries with credit, at least those who
are members of the Eurozone. Some countries seem
to find ESM loans politically unacceptable because
the ESM is seen as an institution that is responsible
for enforcing fiscal austerity, which is unpopular. ESM
financial support to member states would indeed go
along with conditionality, but the conditions would
probably differ from what they were a decade ago. It
should be noted, however, that the funds distributed
by NGEU will also be conditional. These conditions
will be discussed further below.

The objective of achieving a “greener, more dig-
ital and more resilient EU” suggests that the NGEU
fund has an allocative function insofar as environ-
mental protection and digitization are primarily about
internalizing externalities and providing public infra-
structures. From an economic perspective, a case can
be made for more public goods provision, not just in
environmental policy and digitization, but also in ar-
eas such as foreign policy and defense, research and
development or foreign aid (Fuest and Pisani-Ferry
2019). However, this is not the focus of NGEU.

In terms of its contribution to allocative ef-
ficiency, it would be desirable for NGEU to draw a

clearer line between areas where public spending may
be justified or needed and areas where private inves-
tors should act. For instance, if the program REACT
EU aims at preserving and creating jobs in sectors
affected by the crisis, such as tourism or travel, the
question arises what exactly can be achieved through
public policies. Whether hotels or travel agents create
jobs is primarily an entrepreneurial decision. It is not
clear how government intervention can improve these
decisions. For instance, the view is widespread that
there will permanently be fewer business trips after
the coronavirus crisis because more meetings will take
place online. Given this, it may be better to support
creating new jobs in other sectors. Using public funds
efficiently requires that they be employed in areas
where private markets do not work properly.

A key feature of NGEU is that it has a strong redis-
tributive component. On the financing side, all mem-
ber states will contribute to servicing the debt through
the EU budget. Currently, the plan is to start paying
down recently incurred debt in 2028 and to complete
the repayment no later than in 2058. Precisely how
the burden of repaying the debt will be distributed
across member states is an open question. The EU
intends to create new own resources to service the
NGEU debt, but so far, nothing has been decided. If
the GNI-based own resources are considered the mar-
ginal source of financing, the burden of financing will
be distributed according to GNI.

The redistributive component is driven by the
spending side. The EUR 390 billion that will be spent
as grants will be allocated quite unevenly across
member states, as illustrated by Figure 2.

While NGEU grants are less than one percent of
GDP in Ireland, Germany or the Netherlands, they
amount to between 10 and 12 percent of GDP in coun-
tries such as Greece, Bulgaria and Croatia. In Spain
and lItaly, it is close to 5 percent of GDP.

What is the economic logic behind the redistribu-
tive side? If the EU is hit by an economic shock and if
different countries are affected differently, a common
fund may act as an insurance device. One obvious
objection is that insurance normally requires an insur-

Figure 2
NGEU Spending (Grants) Allocation in % of GDP
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Figure 3
NGEU Net Balances

ance contract, which is signed before the damage hap-
pens. Such a contract did not exist. Introducing the
fund can therefore be seen as a form of solidarity or
aid based on an implicit insurance contract. Another
issue is that an insurance device should redistribute
monies based on the damage inflicted on each coun-
try, for instance, the decline in GDP caused by the
crisis. This would lead to a situation where member
states with lower per capita income might have to
make payments to richer countries if their GDP loss is
larger, which can easily happen. This is probably one
of the reasons why distributing NGEU funds does not
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Figure 4
NGEU Net Balances and GDP Loss in 2020
Impact of Covid-19 crisis on GDP in %
-16
®ES
-14
MT
-12 [ ]
® ® ®
® R olT PT EL HR
10 HU SK
B @
BE® SIg Vee Ve
8 AT ¢ ® cz - RO
DE qNL EE o ® BG
PL
6 Dke P IE
SE o
FI oLT
-4 T T T T T T T )
-4 -2 0 2 4 6 8 10 12
NGEU net balance in % of GDP
Source: European Commission; IMF WEO; author's calculation. © ifo Institute
Figure 5
NGEU Net Balances per Capita Income
GDP per capita 2019 in % of EU average
350
e
300
250
®E
200 DK NL
150 o>
AT
100 DE _BE ®FR IT
oM 3 _@eEs _ PT
50 cz®'ec®” " o7 - — afL H.R
PL “HU SK @ °
LV RO BG
0
-50 T T T T T T T ]
-4 -2 0 2 4 6 8 10 12

Source: European Commission; author's calculation.

6

NGEU net balance in % of GDP

© ifo Institute

CESifo Forum 1/2021 January Volume22

place much emphasis on the insurance principle. In
allocating spending to countries, the political deci-
sion has been made that 30 percent of the funds are
distributed according to the decline in GDP expected
for 2020, whereas 70 percent of the funds follow other
criteria, in particular, the level of per capita income.
There is no deeper economic justification behind
this allocation other than the fact that a much larger
weight on the decline in GDP might have led to the
problematic redistributive effects mentioned above.
Ultimately, the redistributive effects are best meas-
ured by the net balances of each country with respect
to the grant component of the fund. Assuming that
servicing the debt will be proportional to GNI, the net
balances would be as illustrated in Figure 3. Trans-
lating these net balances into euros per capita leads
to the result that the largest per capita transfer goes
to Croatia, with just under EUR 1,300 per capita, fol-
lowed by Greece at roughly EUR 1,250. The largest
net contributors per capita are Luxembourg at EUR
1,290 and Ireland at EUR 1,090. Germany at EUR 800
per capita and France at EUR 370 are also significant
net contributors, while Italy at EUR 480 and Spain at
EUR 810 receive transfers.

How are these net balances related to the loss
in GDP during the crisis and the levels of per capita
income? Figure 4 illustrates the relationship between
the loss in GDP as measured by the difference be-
tween the growth of GDP in 2020 as forecasted by the
IMF World Economic Outlook in October 2019 and the
same forecast in October 2020.

There is on average a negative correlation be-
tween the GDP loss and net balances, but the cor-
relation is very weak (see also EEAG 2020). NGEU is
not primarily geared toward redistributing in favor of
those countries whose economy was most affected
by the coronavirus crisis. The key factor determining
the redistributive effects is the general level of pros-
perity. Figure 5 shows that there is a strong negative
relationship between per capita income and the net
balance with respect to NGEU.!

This implies that, as far as redistributive effects
are concerned, NGEU is not really an insurance against
the coronavirus shock but rather an extension of the
EU’s cohesion policies, which redistributes in favor of
poorer EU countries.

To summarize, NGEU seems to have two major
economic effects. First, it is a form of expansionary
fiscal policy meant to stabilize the economy in the
face of the shock caused by the coronavirus crisis.
The money will probably not be spent before the cri-
sis is mostly over. However, the prospect for the eco-
nomically more vulnerable member states that they
will receive these funds affects current expectations
and extends their room for national debt-financed

! Amultivariate regression with the loss in GDP, the unemployment

rate, the level of public debt and per capita GDP confirms the result
that the latter is the only significant factor explaining the distribu-
tional effects.



stabilization policies. Second, the fund redistributes
funds from countries with higher GDP per capita to
the poorer member states, and to this extent, it may
be considered an extension of the existing cohesion
policies.

CONDITIONALITY AND EUROPEAN
POLITICAL PRIORITIES

The European Commission has declared that it will
consider NGEU not simply a device for increasing defi-
cit spending in Europe and redistribute funds across
countries, but also a way of steering public spend-
ing toward European political priorities, in particular,
the Green New Deal and digitization. To achieve this,
the European Commission has provided guidance to
the member states regarding their national recovery
plans, which are required for obtaining NGEU funds
(European Commission 2020b). In their recovery plans,
the member states are expected to focus on the fol-
lowing four objectives:

1. Promoting the Union’s economic,
social and territorial cohesion

2. Strengthening economic and social resilience

3. Mitigating the social and economic impact
of the crisis

4. Supporting the green and digital transitions
(European Commission 2020b)

These are rather general objectives, even if they are
specified further in the guidelines. The member states
will not find it difficult to relate a wide range of spend-
ing items to these objectives. The fact that member
states will wield considerable discretion regarding
the use of the funds is also reflected in the way the
guidelines define investment:

“Member States should consider an investment an
expenditure on an activity, project, or other action
within the scope of the proposal that is expected
to bring beneficial results to society, the economy
and/or the environment [...] The proposal is there-
fore consistent with a broad concept of investment
as capital formation in areas such as fixed capi-
tal, human capital and natural capital [...] Human
capital is accumulated by means of spending on
health, social protection, education and training,
etc.” (European Commission 2020b, 13).

This implies that spending usually considered con-
sumption, such as spending on health or social spend-
ing is defined as investment, confirming that member
states will have a lot of discretion in using the NGEU
funds.

The second challenge for those who think that
NGEU can be used to steer national fiscal policies to
favor European priorities is that money is fungible.
For instance, member states can employ NGEU funds

for public investments that would have been financed
from national sources anyway. The guidance docu-
ment does try to address this problem and make sure
that NGEU funds give rise to additional investment.
Member states are invited to report the average level
of spending on items they include in their recovery
plan in preceding years. The trouble is that the mem-
ber states will be able to argue quite convincingly that
the crisis has affected their ability to invest like they
did before. It is practically impossible to ensure that
spending financed via NGEU would not have happened
without the fund.

Of course, the fact that countries can use NGEU
money to replace national funds is not necessarily a
disadvantage. It is far from clear that it would always
be wise to use the resources countries receive from
NGEU to increase public spending. It may be more
desirable to reduce taxes or to cut public debt. There
is of course a strong interest of the EU as a whole that
member states make efforts to improve the resilience
of their economies and to reduce their dependence
on external help. But it is not clear that the best way
to achieve this is to increase public spending, and
it is certainly difficult to steer this process from the
outside.

DEBT FINANCING OF EU LEVEL SPENDING —
A ONE-OFF OR THE NEW NORMAL?

Normally public spending at the EU level is not sup-
posed to be financed with debt. Art 310 (4) of the
Treaty on the Functioning of the European Union
(TFEU) states:

“With a view to maintaining budgetary discipline,
the Union shall not adopt any act which is likely
to have appreciable implications for the budget
without providing an assurance that the expend-
iture arising from such an act is capable of being
financed within the limit of the Union's own re-
sources [...]”

While various forms of debt financing have been used
in the past to fund European projects, the magnitude
of debt incurred to finance NGEU is new for the EU.
The EU member states have agreed that the debt fi-
nancing in the context of NGEU is a singular event and
the debt will be repaid within a defined period of time
as mentioned above. But critics of NGEU argue that,
by agreeing to incur massive amounts of common
debt, the EU has taken a step toward debt financing
of its spending which is irreversible, and a threat to
solid public finances in Europe.

There is no doubt that the decision to finance
NGEU via a common debt instrument has made it
much more likely that the operation will be repeated
in the next crisis. Whether this is considered to be
good or bad depends on views regarding the desir-
ability of additional debt financed spending at the
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European level during or after severe recessions. But
it should be taken into account that the debt that
finances NGEU is based on guarantees provided by
the member states. As long as the EU does not have
the power to tax, its ability to use debt to finance its
spending will be severely restricted.

Under the EU’s existing institutional framework,
future initiatives to repeat the current debt financ-
ing operation will require unanimous support among
the member states. This is a high hurdle. Whether it
can be overcome will probably depend, among other
things, on the perceived success of NGEU spending.
In particular, the net contributors to NGEU will be re-
luctant to repeat the exercise if it turns out that NGEU
has not contributed to making the net recipients more
resilient and less dependent on external support.

CONCLUSIONS

The EU has reacted to the coronavirus crisis by creat-
ing the NGEU fund to support the economic recovery
in the EU. Although spending financed through the
fund will probably not start before most of the crisis
is behind us, it still contributes to fiscal stabilization
during the crisis, mostly through its effect on expec-
tations and in particular by extending room for fiscal
policy of economically vulnerable member states.
The fund does not operate as a pure insurance
device that would redistribute from countries with
below-average economic losses to those that suf-
fered above-average losses. Instead, it redistributes
from member states with high levels of GDP per cap-
ita to less affluent countries. NGEU also attempts to
steer national governments toward political priori-
ties defined at the European level such as the Green
New Deal of the green and digital transformation of
the economy. However, since money is fungible, the
member states may also replace national spending by
money from NGEU and effectively use the funds for
other types of spending, to cut taxes or to reduce their
debt. This is not necessarily a disadvantage because
it is far from clear whether the economic recovery
works best if the net recipients use the support they
receive via NGEU entirely for additional public spend-
ing. It may be more productive to cut taxes or reduce
government debt. Too little emphasis is placed on
border-crossing spillovers of national spending plans.
During negotiations about national recovery plans, the
European Commission should strongly encourage co-
operation across member states and projects with Eu-
ropean relevance and visibility such as border crossing
infrastructure projects (see also Pisani-Ferry 2020).
The fact that NGEU is financed by the issuance of
common debt has raised concerns that debt financing
of EU-level spending may become more widespread,
undermining fiscal discipline. One should take into ac-
count, however, that comparable financing operations
in the future can only take place if all EU member
states agree; NGEU is not equivalent to introducing
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the general right to use debt financing at the EU level;
doing that would ultimately require giving the EU an
independent power to tax. At the same time, it is likely
that demand for repeating the current debt financing
operation will come up during the next severe crisis.
Whether in particular the net contributors will sup-
port this is likely to depend, among other things, on
whether the NGEU funds are perceived to have been
well spent. What that means is not easy to determine.
It is clear that the fund should not start a regime that
allows some countries two permanently live beyond
their means at the expense of others. It may also be
necessary that future funds created in crises place
greater emphasis on the insurance aspect, that is, on
losses countries have actually incurred as a result of
the crisis. But if the main effect of the fund NGEU is
to start a European tradition of helping neighboring
countries in times of exceptional hardship, history
will not judge it badly.
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