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Preface

 Franco Bassanini, Sebastian Dullien,  
Alberto Quadrio Curzio, and Xavier Ragot 

Financing Public Investment at Times of High Debt is the fourth volume of the yearly 
series on European Public Investment that is becoming a reference in the European 
debate on macroeconomic and structural policies for growth and sustainability. Like 
the previous instalments, the 2023 Outlook brings together an impressive roster of 
contributors coordinated by Floriana Cerniglia, Francesco Saraceno, and Andrew 
Watt, consolidating the cooperation of our institutions and continuing in the creation 
of a network of European researchers working on the topic of public investment. 

The macroeconomic and institutional environment are ever changing: the first 
European Public Investment Outlook in 2020 was published while the world economy 
was in an unprecedented economic and sanitary crisis and in deflation, while the 
current volume appears at a moment of high inflation and increasing interest rates. 
Yet, as different as the macroeconomic conditions are, the need for public policies 
to support growth and structural transformation, notably public-investment and 
industrial policies, remains. Indeed, it is growing, due to the need to tackle climate 
change through a rapid and radical transformation of production and consumption 
models, and put in place the public policies required to mitigate the social impact of 
these transformations.

We commend the effort by the editors of the Outlook to renew every year the 
collaboration between our institutions and to keep the attention of policymakers 
and economists on the topic of public investment, especially at a juncture when the 
temptation of fiscal consolidation is strong. 

In this regard, how to reconcile the sustainability of public finances (in a season of 
high inflation, low growth, and no-longer-accommodating monetary policies) with 
the enhanced need to finance old and new global and/or European public goods is a 
crucial question. In many countries, the increase in public debt — due to the measures 
adopted to deal with the pandemic and with the increase in energy prices and to 
mitigate their impact on businesses and families — are motivating a pure and simple 
return to restrictive fiscal policies. But the need to finance the huge investments required 
to face climate change and to overcome the challenges and seize the opportunities of 
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the environmental transition and of the digital transformation is an imperative that 
cannot be postponed. So, too, are the financing of the public policies needed to deal 
with the aging population, of the investments in research and technologies required to 
ensure international technological competitiveness, and of the investments in defence 
and security made necessary by the worsening of international relations. Rather than 
merely returning to restrictive fiscal policies, it is necessary to explore and develop 
more sophisticated solutions and tools, which this book begins to outline.

The challenge concerns Europe in a special way. Champion in the production 
of rules (and often of good rules), the European Union must now equip itself with 
the necessary tools to face the enhanced need to produce essential European public 
goods (EPGs). The pandemic has served as a stark reminder of the significance 
of robust and cooperative health systems that transcend national boundaries. 
Simultaneously, global events such as the Ukraine crisis and the Middle-East conflict 
have emphasized the urgent need for the development of a unified EU defence policy. 
In a world characterized by growing interconnectivity, heightened vulnerability, and 
the prevalence of externalities and spillover effects, there is an escalating demand for 
EPGs, extending beyond traditional domains like security to encompass research and 
development, climate-change mitigation, digital infrastructure, the supply of critical 
raw materials and components, and more. 

While the demand for EPGs is evident, their supply and financing continue to be a 
complex issue. With Next Generation EU and SURE, the European Union has opened, 
albeit temporarily and exceptionally, the path to financing EPGs through common 
resources raised on the financial markets through the issuance of European sovereign 
bonds. However, political resistance to providing the European Union with permanent 
financing instruments remains strong. But the succession of crises and emergencies 
cannot fail to produce a weakening of this resistance. Sooner or later (and it would 
obviously be better sooner than later), the need to face increasingly challenging 
and dramatic crises, which European states are not able to overcome with national 
resources, will require a change in the European policy mix with the strengthening 
of European central fiscal capacity and with new fiscal rules aimed at underpinning 
investment and the sustainability of national public finances.



Introduction

 Floriana Cerniglia, Francesco Saraceno and Andrew Watt

When the first European Public Investment Outlook (Cerniglia and Saraceno 2020) 
was published, in the summer of 2020, the world economy was in the middle of an 
unprecedented health and ensuing economic crisis. The policy response to the crisis 
was bold in all EU countries and involved a significant fiscal effort. Central banks 
accommodated this effort, in EU countries as well as in the USA, with massive 
purchases of bonds: the EU’s 1.8-trillion-euro Pandemic Emergency Purchase 
Programme (PEPP) ran from 2020 to the spring of 2022. This allowed interest rates to 
be kept low and shielded EU governments from possible market pressures in the face 
of a large increase in public debt (see Figure 0.1).

The macroeconomic environment changed drastically in the Summer of 2021, 
not only with respect to the pandemic, but also with respect to the previous decade. 
The economy rebounded virtually everywhere, and the disarticulation of the supply 
side led to inflationary pressures, most notably in the energy and food sectors. This 
pressure was later compounded by geopolitical tensions and by the invasion of 
Ukraine. As inflation picked up, the attitude of central banks changed, and the policy 
stance turned restrictive. Both the US Federal Reserve and the ECB engaged in a long 
series of rate increases (the end of which is not yet certain at the time of writing in 
November 2023) and started shrinking their balance sheets. In this new macroeconomic 
environment — as sovereign interest rates increase, while economic growth slows and 
the risk of an economic downturn increases — the issue of public-debt sustainability 
has come to the fore.

© 2023 F. Cerniglia, F. Saraceno & A. Watt, CC BY-NC 4.0  https://doi.org/10.11647/OBP.0386.00
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 Fig. 0.1 Government Interest Payment and Debt. 
Source: European Commission–Ameco.

In the meantime, the legacy of the many crises of the past fifteen years is one of a renewed 
attention to the role of government. The ‘New Consensus’ paradigm (Saraceno 2022a) 
that had dominated since the 1980s was challenged by the Global Financial Crisis of 
2007–2009, prompting a wide-ranging process of ‘Rethinking macroeconomics’ (to cite 
the title of a series of conferences held at the IMF in the early 2010s and organised by 
the then Chief economist Olivier Blanchard; see, for example, Blanchard 2016). This 
process of rethinking is still in progress, and it is quite unclear what will emerge as a 
new consensus in economics, if one will emerge at all. Nevertheless, whatever the result 
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 3Introduction

of the current debate will be, it is highly unlikely that we will return to the pre-2008 
consensus of a limited role for public policies in regulating and shaping the economy. 
The multiple crises that hit the world economy in the past fifteen years were due to a mix 
of endogenous (the financial crisis), self-inflicted and policy-induced (the sovereign-
debt crisis), and exogenous (the pandemic) causes. All highlighted the need for a 
renewed role of the government in the economy and for a reassessment of the policy 
mix. Whether that mix calls for a classic Keynesian business-cycle stabilization, as in 
2008, for public investment and industrial policies to favour and steer the ecological 
and digital transitions, for the provision of global public goods such as health and 
education, or for a coordinated approach by fiscal and monetary policies to fight 
inflation (or, indeed, secular stagnation) is secondary: few economists today would 
argue, as many would have done before 2008, that we should constrain public policies 
and let markets tackle the contingent and structural challenges that our societies 
repeatedly confront. Thus, advanced economies face a dilemma: how to reconcile the 
now widely accepted need to finance the public policies that are necessary to manage 
an increasingly complex environment in which structural, contingent, and geopolitical 
factors are inextricably linked, with the objective of public-debt sustainability?

After the pandemic, it seemed that policy makers in most European countries had 
decided on a clear priority in this dilemma: rethink fiscal policies to guarantee the 
fiscal space necessary to pursue all the pressing policy objectives, while guaranteeing 
the sustainability of public finances. In other words, sustainability was a constraint 
on the objective of granting policy-makers the tools to implement proactive policies. 
The return of inflation in 2021–2022, though, marked a partial revival of the pre-2008 
emphasis on limiting the role of government. This was reflected in the return of long-
discredited monetarist ideas (Saraceno 2023) but has also resulted in a shift of focus 
in the debate on policy and sustainability. At least in Europe, against the background 
of higher interest rates, the main preoccupation in many policy quarters is returning 
to the question of how to curb public debt. Sustainability, instead of being a constraint 
in the attempt to create fiscal space, has returned to being the main objective of 
policy-makers. 

This shift of narrative and of priorities can be seen clearly in the discussion on 
the reform of EU fiscal rules. In November 2022, the European Commission (2022) 
issued a Communication on the reform of the Stability Pact. This centred around a 
medium-term perspective in assessing sustainability and on setting out country-
specific trajectories that granted some policy space while ensuring that the policies 
implemented would not threaten sustainable public finances. Most notably, it enabled 
Member States to argue for fiscal space for specific public investment projects that 
could convincingly show a positive longer-run impact on debt-servicing capacity. In 
the few months that passed between the Communication and the actual proposal, 
that was put on the table in April 2023 (European Commission 2023), the approach 
changed substantially. Curbing debt was reinstated as a primary objective of the fiscal 
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rules: the amendment to the old Stability Pact originally proposed by the Commission 
was meant to avoid excessively curbing governments and to limit, at least to some 
extent, pro-cyclical fiscal policies. The issue of creating the fiscal space, which the 
current Stability Pact does not provide for, has been downgraded in the latest proposal 
and is now ancillary with respect to the debt-reduction objective.

This is the background against which this European Public Investment Outlook, the 
fourth of a series, tackles the issue of financing public expenditure and, particularly, 
public investment in European countries. The authors who contributed to this Outlook 
may differ somewhat on aspects of fiscal policy and on the fiscal rules that the EU 
should adopt to replace the Stability Pact. Yet, they all share the conviction that, in 
the coming years, public investment should be not only protected but expanded and 
deployed, together with other instruments, to facilitate and steer the ecological and 
digital transition. We hope that this volume of the European Public Investment Outlook 
will contribute to rebalancing the debate on sustainability and fiscal space.

Fiscal sustainability can never be overlooked when designing public policies for the 
simple reason that the effectiveness of such policies would be hampered if they were 
to lead to the loss of confidence in the government’s credibility and to turbulence in 
sovereign debt markets. This is especially true in a complex institutional environment 
like the eurozone, which requires member countries to coordinate twenty fiscal 
policies among themselves and with the common monetary policy. Yet, we believe that 
the issue of sustainability should not be dramatized in the current situation and that 
it should not overshadow the more important issue of how to ensure that fiscal space 
is created to respond to the challenges of the time. There are, in fact, several reasons 
why we believe that debt reduction is given too much emphasis in current European 
debate.

First, although monetary tightening and inflation have caused interest rates to go 
up quite substantially and caused spreads to reopen between sovereign-debt yields, 
nominal growth has also increased, because of inflation. The fact that current real 
interest rates are actually lower than before does not mean much going forward 
(nominal interest rates will likely not decrease much as inflation returns to normal). 
Nevertheless, most countries took advantage of low rates in the past few years to 
increase the average maturity of their debt, and interest payments, as a percentage 
of GDP, are forecast by the Commission to barely move in the short run, even for 
more problematic countries like Italy (see Figure 0.1 and Chapter 1). In most of the 
Eurozone, then, the interest bill will remain smaller, as a percentage of GDP, than had 
been the case in earlier years and also than in the USA.

Second, while the European Central Bank (ECB) is currently focused on its core 
business of fighting inflation, it is unlikely to revert to its former non-interventionist 
attitude regarding spreads and sovereign debt-market instability. Since the ‘whatever 
it takes’ speech by then-ECB President Mario Draghi in 2012 and the subsequent 
launch of the Outright Monetary Transactions (OMT) program, the ECB has 
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implicitly targeted spreads, de facto acting as a lender of last resort. In mid-2022, the 
Transmission Protection Instrument (TPI) was launched explicitly to permit — in 
principle, unlimited — purchases of bonds from countries experiencing a deterioration 
in financing conditions not warranted by country-specific fundamentals. Because 
turbulent times are (unfortunately) bound to continue, it is inconceivable that the 
ECB will readopt a non-interventionist stance. Of course, this cannot be taken as a 
green light to embark on irresponsible fiscal policies: first, the OMT comes with heavy 
conditionality; second, the TPI, with its caveat about country-specific fundamentals, 
sends the clear message that only countries with sound fiscal policies can be protected. 
With these instruments, however, Euro-area member states can now count on a Lender 
of Last Resort, even if this function is more conditional than in countries such as Japan 
and the USA. With it in place, they are less likely to face speculative attacks and much 
better equipped to fight them if they do occur.

Last but not least, high interest rates may not be here to stay, as many currently 
believe. The forces behind the secular downward trend of neutral interest rates 
(demographics, inequality, high debt and the ensuing increase in the propensity to 
save, etc.) have been temporarily muted by the sudden inflation burst that began in 
2021. When the certainly-persistent-but-still-temporary drivers of inflation subside, 
there are reasons to believe that secular stagnation and a chronic tendency to excess 
savings may start to haunt monetary authorities again (Blanchard 2023; Saraceno 
2022b). In any case, the restrictive impact on activity of the interest rate hikes already 
implemented are still feeding through the economy. A slowing economy will constrain 
the ability of both price- and wage-setters to seek higher nominal incomes, and policy 
rates will be cut again.

Previous instalments of this series (Cerniglia et al. 2021; Cerniglia and Saraceno 2020, 
2022) highlighted the deterioration of the public capital stock of EU countries, even the 
richer ones. Many of the dozens of authors involved in the chapters of the previous 
Outlooks emphasized the need, in today’s world, to steer away from a purely accounting 
definition of public investment in favour of a notion encompassing both tangible and 
intangible capital, such as social capital. These themes emerge in the current Outlook as 
well, in chapters written by academics, policy makers, economists at think tanks and 
at international organisations, and practitioners. This installment has a specific focus 
on the issue of financing. Unfortunately, the currently predominant sentiment of EU 
policy-makers on debt and interest rates is quite unaligned with our assessment: it is 
likely that debt-reduction will remain one of their primary preoccupations in the near 
future. How to finance public policies, most notably investment, in an environment of 
tight budget-constraints, therefore, will be central in the next few years. This question 
is addressed in the chapters of the first part of this Outlook that take into account 
selected countries’ particular challenges and options. The chapters of the second part, 
taken together, evoke multiple sources of financing of public investment, including the 
mobilizing of national public resources but also public investment banks, European 
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agencies, monetary policies, financial markets, the EU budget, and so on. It is vital that 
the European policy and institutional framework both permit and encourage national-
level public investment and make adequate provisions for financing European public 
goods at EU level. Decisive for the former is an investment-friendly reform of the 
fiscal rules. At the European level, a robust, substantial, and permanent investment 
facility is needed in view of the urgent challenges relating to decarbonization and of 
the imminent end to the Next Generation EU’s Recovery and Resilience Facility (RRF; 
Watt 2022). 

Financing Investment in Times of High Public Debt, like its predecessors, is divided 
in two parts. Part I offers an analysis of the state of the art of public investment in 
Europe (Chapter 1) followed by individual country reports on the European Union’s 
four largest economies: France in Chapter 2, Germany in Chapter 3, Italy in Chapter 
4, and Spain in Chapter 5. These chapters share a common focus on comprehending 
the scope for maintaining and expanding public investment in the coming years while 
considering the difficulty of financing it at a time when debt-to-GDP ratios are increasing 
in some countries due to higher interest rates and low growth, and, in some cases, the 
foreseeable end of finance through the RRF. As in the preceding Outlook reports, the 
country-specific chapters, when relevant, update the information presented in earlier 
instalments. Additionally, some chapters discuss impact and policy responses related 
to the economic-recovery plans deployed to address challenges stemming from the 
COVID-19 pandemic and further compounded by geopolitical tensions, low growth, 
high inflation, and high interest rates. 

Chapter 1, by A. Brasili, A. Kolev, D. Revoltella, J. Schanz, and A. Tueske, assesses 
the role of public investment within the EU’s response to both short-term and long-
term challenges such as managing inflation, ensuring financial stability, effecting fiscal 
consolidation, coping with energy- and food-price shocks, and transitioning towards 
climate neutrality while maintaining energy security. It provides a comprehensive 
depiction of the dynamics of public investment in Europe in 2022, encompassing 
planned investment for the current fiscal year and the ongoing implementation efforts 
of the RRF along with the associated emerging challenges and hurdles. The analysis 
draws on data from a multitude of sources, including Eurostat, the Stability and 
Convergence Programmes of Member States, the implementation progress of the RRF, 
and data from the TED-procurement database.1

In Chapter 2, M. Plane and F. Saraceno provide a historical overview and describe 
the different phases, from the 1940s until today, of public investment in France. An 
assessment is made of the pace of public-capital accumulation since the COVID-19 
pandemic (it is increasing slowly). Two main findings emerge from an analysis of stocks 

1 TED (Tenders Electronic Daily) is the online version of the ‘Supplement to the Official Journal of the 
EU’, dedicated to European public procurement.
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and flows: first, public investment and the stock of capital have been largely affected by 
the macroeconomic cycle; second, the capital stock is still significant (and larger than 
in other countries). General government net wealth remains positive, although it has 
decreased significantly since 2008. A large gap exists between the central government 
and local authorities in terms of savings and investment financing. The authors also 
discuss how public investment is financed in France and whether the current level of 
public debt is sustainable.

Chapter 3, by K. Rietzler, A. Watt, and E. Juergens, assesses public investment 
in Germany. After more than a decade of weak public investment, Germany has 
accumulated a significant backlog. The additional public investment required over the 
next decade is estimated to be in the range of €600–800bn, equivalent to 1.6–2.1% of 
GDP. The current fiscal situation had appeared as relatively favourable from a financing 
perspective. However the ruling by the constitutional court, just as the publication 
was going to press, that government plans to finance investment through borrowing, 
evading the debt brake, are unconstitutional has cast this into serious doubt. There is 
a serious risk that policy, far from expanding investment, will begin to tighten as early 
as 2024. Germany lacks the political will to remedy the situation which the debt brake 
and the court ruling have created and provide the needed boost in public investment, 
whether through higher borrowing or by raising taxes.

Chapter 4, by G. Barbieri, F. Cerniglia, and E. Dia, provides the country report on 
Italy with an analysis of the role of the Italian National Recovery and Resilience Plan  
(NRRP) in boosting public investment up to and beyond 2026. Italy’s NRRP, with more 
than €235bn available for investments and reforms makes it one of the most remarkable 
modernization initiatives in the last seventy years. The impact of the NRRP is assessed 
and specific implementation challenges are highlighted, some of which have been 
caused by factors such as fragmented governance, a lack of effective monitoring, and 
compliance issues. Overcoming these difficulties is crucial for continuing to receive 
disbursements from the Commission. The effectiveness of its governance is also 
examined. Moreover, the authors note that the question remains of how to ensure a 
positive capital spending trajectory (especially after 2026) in compliance with the new 
rules set out in the Stability and Growth Pact; only by increasing public investment can 
the debt-to-GDP ratio decrease at a faster pace. 

Chapter 5, by F. Pérez and E. Benages, looks into public investment, the deficit and 
public debt in Spain from 1995 to 2022. Spain’s public investment during that time 
has had a very erratic trajectory, with some years seeing large capital accumulation 
and others with negative net investment The sustainability of the pace of investment 
has been challenged by expenditure policies that are procyclical rather than having a 
stabilizing effect. 
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These and other lessons learned should be incorporated into the revision of the EU’s 
economic governance framework to improve the compatibility between the fiscal rules 
and the increased investment envisaged by the Recovery and Resilience Facility. 

Part II of the 2023 European Public Investment Outlook covers several themes that together 
address the European Union’s available policy options and the toolkit of resources and 
instruments at its disposal to raise its game as regards public investment. EU policies 
and investment financing are analysed from the perspective of fragmentation and 
secular stagnation (Chapter 6), tools to help foster stability, like national promotional 
banks (Chapter 7), upgrading EU public goods by also introducing a permanent central 
fiscal capacity (Chapter 11), and options for a permanent EU sovereign fund (Chapter 
12). Three chapters have a green focus, acting as natural bridges to the 2022 instalment 
of The European Public Investment Outlook — Greening Europe. These chapters focus on 
including green public expenditures in the EU budget and fiscal framework (Chapter 
8), the role of monetary and financial policies in financing climate investments in the 
EU (Chapter 9), and a set of measures to deal with the crisis of climate change and 
restore fiscal progressivity (Chapter 10).

In Chapter 6, P. C. Padoan makes the case that the EU has been impacted by multiple 
crises due to economic and geopolitical factors. The crises have left scarring effects 
and may lead to fragmentation with serious and permanent consequences. The author 
analyses the EU’s primary response strategy: Next Generation EU and the associated 
Recovery and Resilience Facility. This recovery instrument, based on public investment 
and structural reforms, can be an effective policy tool, provided it combines public 
investment and structural reforms and allows for adequate time to complete the 
reform cycle. Its efficacy must be evaluated in the context of a new policy mix designed 
to solve the multiple crises plaguing the EU’s institutional structure.

The role of National Promotional Banks and Institutions (NPBIs) is addressed in 
Chapter 7, by L. Zylberberg, who specifically studies their impact within the EU 
context. NPBIs experienced a paradigm shift with the great financial crisis of 2008–
2009, which was further reinforced by the COVID-19 pandemic and the Ukraine 
crisis. The Juncker Plan shed light on the existing investment gaps across Europe and 
demonstrated that a dynamic European policy was possible. Thanks to the InvestEU 
programme, European actors such as the EIB Group or national actors via NPBIs and 
Financial Institutions have thrived in their specific role of fostering essential long-term 
investments. The author underlines the necessity of developing practical accounting 
rules that integrate both positive and negative externalities.

A. Pekanov and M. Schratzenstaller, in Chapter 8, discuss two paths to foster 
increased green public investment in the EU: through possible amendments to the 
current EU fiscal framework and through funding from the EU budget. Since the 
Commission’s proposal (November 2022) regarding orientations for a reform of the 
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EU governance framework widens the leeway for debt-financed public investment but 
does not sufficiently consider existing green public investment needs, several options 
are considered to ensure a level of green public investment which—together with 
private resources—could close the existing gaps in green investment. To this end, the 
EU budget needs to be reoriented towards measures that are effective in achieving 
decarbonisation and which cannot sensibly be performed at national level, such as the 
Connecting Europe Facility.

Chapter 9, by Y. Dafermos and M. Nikolaidi, delves into the unprecedented 
transformation of the EU fiscal, industrial, trade, and regulatory policy frameworks 
that are necessary to address the climate crisis. The authors advocate that this 
transformation requires the alignment of EU monetary and financial policies with 
environmentally sustainable practices. A set of tools are presented that central 
banks, financial regulators, and financial supervisors can employ to advance the EU 
decarbonisation and climate-resilience targets.

Fiscal reform is the focus of Chapter 10, by D. Guzzardi, E. Palagi, T. Faccio, and 
A. Roventini, who probe how to formulate an adequate policy response to restore 
fiscal progressivity, which is seen as fundamental in addressing the current climate 
challenge. They advocate closing the tax-rate gaps between income levels to ensure 
that the green transition, which demands significant financial resources, occurs in a 
more equitable manner. The authors thus propose a mix of EU fiscal policies, from 
which the resulting additional resources can be used to promote climate mitigation 
and adaptation policies. This approach will lower inequality and help move EU 
economies toward inclusive and sustainable growth.

The importance of including European Public Goods (EPGs) in the ongoing debate 
on EU reforms is emphasized in Chapter 11, written by M. Buti, A. Coloccia, and M. 
Messori. They argue that EPGs are a promising step toward a more effective economic 
union, which needs a permanent fiscal capacity. The discussion of EPGs, they believe, 
should take into account a number of factors, including the convergence of economic, 
institutional, and political coherence on the green, digital, and social transition. It 
should also address the supply of critical raw materials, health, security, and defence.

Another tool that can be used to address the climate challenge and promote economic 
stability is proposed in Chapter 12. P. Heimberger and A. Lichtenberger argue in favour 
of a new, permanent EU fiscal capacity using the Recovery and Resilience Fund (RRF) 
as an operational blueprint. They suggest that, overall, the current tools available to 
the EU as well as the new ones proposed fall short of providing a realistic vision of 
financing the required public investment.

Overall, the contributions in Financing Investment in Times of High Public Debt focus, 
from different angles, on the urgent need for a coherent EU framework and fiscal 
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capacity that better facilitates the huge investment needed to ensure macroeconomic 
growth while addressing the implementation challenges of the green transition. The 
EU has been slow to establish an appropriate response through its frameworks and 
existing tool kit and offer only piecemeal solutions. Once again, ‘political’ reticence 
toward greater joint-public investment is a theme running through this Outlook, 
bringing to the fore the need for more resources to finance public investments as well 
as governance reforms that are necessary to make progress.

We hope that Financing Investment in Times of High Public Debt, like its previous 
instalments, will continue to serve as a contribution to the ongoing public policy 
debate, a discourse that, as clearly stated in all the volume’s chapters, is destined to 
continue to play a pivotal role beyond the end of Next Generation EU, in 2026.
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PART I. STATE OF THE ART





1. Europe

 Andrea Brasili, Atanas Kolev, Debora Revoltella, Jochen 
Schanz, and Annamaria Tueske

This chapter describes the dynamics of public investment over the review period 
and its likely path ahead. In 2022, public investment growth largely exceeded 
total expenditures growth, and it is set to increase further. The reinstatement 
of fiscal rules (after the deactivation of the General Escape Clause) would 
not necessarily lead to a decline in public investment thanks to the financial 
resources provided by the RRF. Meanwhile, there is some tentative evidence 
that high inflation and capacity constraints in the public administration are 
slowing the implementation of the RRF. Improving implementation capacity is 
key for the success of the existing plans and preserving absorption capacity for 
future investments is crucial for Europe to maintain a leading role in the needed 
digital, green, and energy transitions.

1.1. Public Investment, Current Dynamics, and Plans 

Over the review period, the EU has had to respond simultaneously both to imminent 
and to long-term challenges: to lower inflation while preserving financial stability, 
to consolidate fiscal budgets while softening the effect of the energy and food price 
shocks, and to preserve energy security while accelerating the transition to climate 
neutrality.1 In its response to the last challenge, support for public investment plays 
a key role. Combining information from Eurostat, the Member States’ Stability and 
Convergence Programmes, the Recovery and Resilience Facility implementation, and 
the TED procurement database, this chapter provides an overview of public investment 
from various perspectives. The first section of this chapter describes the dynamics of 
public investment in Europe in 2022. In the last three years, public investment as a 
ratio of GDP increased to levels close to the pre-Great Financial Crisis average. In 2022, 
public investment growth largely exceeded total expenditures growth. According 
to Member States’ plans, the ratio will increase further, particularly in Southern 

1 The authors would like to thank Katelijne Klaassen for her precious research work. 
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European countries, with a large role played by the RRF. The second section looks 
at the dynamics of planned investment from the perspective of the available fiscal 
space. Until 2026, the reinstatement of fiscal rules (after the deactivation of the General 
Escape Clause) would not necessarily lead to a decline in public investment thanks 
to the financial resources provided by the RRF, but what will happen in the long 
run is less clear. The third section describes the ongoing RRF implementation efforts 
one and a half years after the start of the implementation period and its emerging 
challenges and difficulties. Small, but rising gaps are observable between planned and 
realised implementation of the RRF measures as well as between planned and actual 
disbursements, pointing to capacity constraints and implementation bottlenecks. These 
findings are corroborated by evidence from the publication of procurement notices as 
well. Finally, the concluding remarks add a broader context to the above-mentioned 
sections as well as an outlook regarding the main challenges facing public investment. 

1.2 Public Investment in Europe: The Most Recent Data

In 2022, government investment rates in the EU remained high, despite a small decline 
relative to 2021 (see Figure 1.1). Aggregate investment of the general government in 
the EU was 3.2% of GDP. This is practically equal to its historical average and somewhat 
higher than the average since the end of the global financial crisis. Investment rates in 
Southern Europe are still below their historical average, despite significant progress 
over the past 4 years. In the rest of the EU, investment rates were mostly above historical 
averages. The observed modest decline is a consequence of slower growth in nominal 
investment, compared to nominal GDP (see Table 1.1). 

 Fig. 1.1 Gross Fixed Capital Formation of the General Government (% GDP). 
Source: Authors’ calculations based on AMECO.
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Government investment grew faster than total government expenditure in the EU. 
Total expenditures of the general government in the European Union grew by 4.8% in 
2022, relative to 2021. This was 3 p.p. slower than expenditure on gross fixed capital 
formation and shows that EU governments have continued to prioritise investment. 
Total expenditure grew even slower in Western and Northern EU in 2022, by 3.8%. Only 
in Central and Eastern Europe did the growth rate of total expenditures exceed the 
growth rate of investment: by about 1 p.p. The rate of growth of government investment 
exceeded the increase of government debt by 3.5 p.p. in the EU on aggregate. In Q1 
2023, nominal gross fixed capital formation grew by 7.4% YoY, keeping pace with the 
previous year.

 Table 1.1 Investment and GDP (annual % change)

European Union Western and 
Northern

Southern Central and 
Eastern

Investment 7.1 7.3 4.1 10.5

GDP 9.3 8.3 9.0 16.0

Source: Authors’ calculations based on AMECO

Real government investment remained broadly stable in 2022 (see Figure 1.2). Despite 
the high growth of nominal investment, real government investment did not change 
much. The high rate of inflation in 2022 meant that real government investment 
remained just below its 2021 levels. Real investment in Northern and Western Europe 
was practically unchanged, while in Southern Europe it was about 1% lower. In Central 
and Eastern Europe real government investment was about 2% lower than in 2021.

 Fig. 1.2 Real Gross Fixed Capital Formation of the General Government (index 2000=100). 
Source: Authors’ calculations based on AMECO.
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Real investment of local governments was more resilient than that of central and regional 
governments. Overall in the EU, real investment of local governments increased by 
1.3% in 2022 relative to 2021. The highest increase was in Southern Europe, where 
real investment grew by 3.1%, followed by an increase of 2.7% in Central and Eastern 
Europe. This growth was offset by declines in central and regional government real 
investment. Real investment of the central government in the EU declined by 1.4%, 
while regional government investment declined by 4.4%.

EU nominal spending on investment grants and other capital transfers in the EU 
increased by 14% in 2022. The highest increase in such expenditure was in Western and 
Northern Europe, where it grew by 22%. In Southern Europe, investment grants and 
other capital transfers increased by 13%, while they grew 7% in Central and Eastern 
Europe.

1.3 Projections of Public Investment and Capital Transfers in 
Member States’ Stability and Convergence Programmes

At the end of April 2023, European Union (EU) Member States released their Stability 
and Convergence Programmes and delivered them to the European Commission 
(EC). According to the Fiscal Framework Revision proposal, these documents will be 
merged with the National Reform Plans starting from the European semester of 2024. 
In this way, a joint assessment can be made of each country’s adherence to the fiscal 
trajectory and to the planned structural reforms and investments. As usual, the plans 
include multi-years’ budgetary evolution according to the envisaged fiscal plans and 
macroeconomic projections. It must be considered that at the time these plans were 
released, the European Central Bank (ECB) had already raised interest rates six times 
in a row (there was a total increase of 350 basis points from July 2022 to March 2023), 
and market expectations were suggesting a further 75 basis-point increase in the policy 
rate (with a final rate of 3.75% for the deposit rate and 4.25% for the refinancing rate). 
At the same time, in the Economic Policy Recommendations, the EC highlighted that 
‘in the medium term, fiscal policies should ensure fiscal sustainability and prioritise 
investment to support the twin transition and social and economic resilience’. An 
emphasis on keeping the bar high on public investment was clear in all the preparatory 
work and in the proposal of the EU fiscal framework reform (see below and other 
chapters of this Outlook). The salient motivation behind it is the acknowledgement of 
the increased role of public actions in fields like energy security, the climate transition, 
digital transition, and the consequent increased opportunity and needs of providing 
European Public Goods. An important reference on this topic is Fuest and Pisani-Ferry 
(2019), which highlights the need for the EU to specifically target the production of 
public goods that are more efficiently provided at EU than at national level. Buti, et 
al. put this issue in a different perspective in various contributions (see Chapter 11 in 
this Outlook), highlighting the opportunity of supplying European Public Goods as 
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the most palatable way of creating a Central Fiscal Capacity. According to the Stability 
and Convergence Programmes released in late April, Member States followed the 
suggestions of the EC and kept the rising trend in the ratio of public investment/GDP 
intact for the next years.

1.3.1 Projections of Public Investment in Member States’ Stability and 
Convergence Programmes

The Stability and Convergence Programmes that were released in April indicate that 
the Member States complied with the European Commission’s plea for continued 
high standards for public investment, keeping intact the upward trend in the public 
investment-to-GDP ratio. 

The graph below (Figure 1.3) projects the planned evolution of public investment 
as a ratio of GDP for the whole European Union and for the macro-regions.2 This 
graph shows a continuation of the recent upward trend at the EU level. The public 
investment-to-GDP ratio is projected to go from 3.2% in 2022 to a peak of 3.6% in 2024–
2025 and is expected to fall only slightly, to 3.5%, in 2026. This would be significantly 
higher than the average over the decade after the GFC (2011–2020) that was 2.8% but 
also with respect to the average in the decade before the GFC (3.3%), in line with the 
above-mentioned idea of an increased role for public investment. This movement is a 
mix of slightly different macro regional evolutions. 

According to the projections, there will be a sharp increase in the ratio for Southern 
EU countries. Southern EU (SE) countries are expected to reach the EU average of 3.6% 
in 2024 (while they have been well below the EU average throughout the period from 
2012 to 2022). Public investments in Central and Eastern European (CE) countries are 
estimated to stabilize at a high level (at 4.6% of GDP) for the period of 2024 to 2026 
after reaching an earlier peak (relative to the EU) of 4.8% in 2023. 

In the Northern and Western European (NW) countries, the ratio will move less 
than in other areas: it will reach 3.4% in 2025–2026 a marginally higher level than the 
long-term average (at 3.3%). 

2 Data for EU and for macro-regions are obtained aggregating the numbers suggested by each Member 
States in their multi-year plans. 
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 Fig. 1.3 Gross Fixed Capital Formation, as a Ratio of GDP. 
Source: Authors’ calculations based on AMECO data (2000–2022) and on Member States’ Stability 

and Convergence Programmes.

1.3.2 The Role of Capital Transfers and Investment Grants

Public investments’ main motivation is always creating or improving the framework 
conditions in which private investment may find a more fertile territory to flourish. 
However, public investment is not the only option to facilitate private investment, 
capital transfers and, in particular, investment grants can also be used for this purpose. 

While capital transfers are sketched in the Stability and Convergence Programmes,3 
investment grants (that are a portion of capital transfers) are not. Figure 1.4 shows the 
massive use of capital transfers during and after the Great Financial Crisis (to support 
the financial sector) and during the COVID-19 crisis (to support the non-financial 
business sector).

Excluding these two episodes, the ratio of investment grants to total capital transfers 
has been almost stable at an average of 0.65% (that is, investment grants represented 
on average 65% of capital transfers). It is useful to refer to the whole aggregate for two 
reasons. Firstly, because investment grants are not reported in plans; secondly, it may 
represent a useful policy tool (outside of crises episodes when the public sector might 
respond to specific needs by buying into the equity of private companies). 

3 But not for example in the EC forecasts nor in AMECO. 
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 Fig. 1.4 Capital Transfers Before, During, and After Recent Crises. 
Source: Authors’ calculations based on AMECO data (2000–2022) and on Member States’ Stability 

and Convergence Programmes.

Figure 1.4 also shows that the last period may have structural implications. Countries 
in NW Europe project a use of capital transfers proportionally larger than that of CE 
and SE countries. This may reflect a conscious choice: as noted above, the weight of 
investment grants increased notably in NW countries already in 2021–2022. Capital 
transfers for NW European countries are projected to represent about 1.6% of GDP 
from 2023 to 2026 (compared to an average of 1.2% from 2011 to 2019).

1.4 The Role of the Recovery and Resilience Facility (RRF)

This year, the Convergence and Stability programmes mandatorily include a table that 
shows the role of the RRF on both the revenues and on the expenditures side. On 
the expenditures side, RRF resources are split into current and capital expenditures. 
In turn, capital expenditures are split in capital transfers and public investment. 
In addition, we also include what is reported in the summary RRF table by some 
countries as ‘financial transactions’. This is because the category includes planned 
participations in start-ups or similar initiatives by some of the Member States, which 
can be considered as having a similar role as capital transfer. The countries that 
are making use of these expenditures are Greece, Croatia, Portugal, and Romania. 
However, current expenditures financed through RRF grants or loans are excluded.

Figure 1.5 shows the contribution of the RRF to support public investment. The 
average weight of the RRF relative to GDP (shown by dark blue bars) is quite high in 
the following CE countries: Bulgaria, Croatia, Hungary, and Romania. It is also quite 
high in the following SE countries: Greece, Italy, and Portugal. Figure 1.6 provides 
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more information about the dynamics and shows the contribution of the RRF to the 
change in government gross fixed capital formation (GFCF) in the period 2023–2026 
compared to their level (as a ratio of GDP) in 2011–2019. For many countries, RRF 
allows for the acceleration of capital spending in the period considered. The dark and 
light blue bars almost coincide for Italy, Croatia, Latvia, and Czechia; RRF is a bit 
lower but gives a very large contribution for Romania and Greece, and it is larger than 
the acceleration in public investments for Bulgaria, Lithuania, Slovakia, and France. 
Estonia, Cyprus, Poland, and, particularly, Hungary project a lower level of public 
investment in the period 2023–2026 than the one they experienced in 2011–2019, but 
the difference would be much higher without the RRF contribution.

The RRF’s role is also large when it comes to capital transfers. Figure 1.7 illustrates 
the average planned capital transfer as a ratio to GDP for the period 2023–2026 and 
the average of the expenses that are financed through RRF funds as a ratio to GDP 
for the same period. It is very clear from this figure that the use of capital transfers is 
more concentrated in a few countries (in Estonia, Greece, Croatia, Italy, Cyprus, and 
Portugal).

 Fig. 1.5 The Role of RRF in Supporting Public Investment, 2023–2026. 
Source: Authors’ calculations based on Member States’ Stability and Convergence Programmes.
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 Fig. 1.6 The Role of RRF in Supporting the Acceleration of Public Investment, 2023–2026. 
Difference in GFCF between 2011–2019 and 2023–2026

Source: Authors’ calculations based on Member States’ Stability and Convergence Programmes.

 Fig. 1.7 The Role of RRF in Supporting Capital Transfers, 2023–2026.  
Note: Spain’s average RRF is based on the 2021–2024 period. Greece’s average includes financial 

transactions, that are sizeable. Financial transactions are also included for Croatia, Portugal 
and Romania. For France, the Stability Programme (SP) does not distinguish between capital 
transfers and gross fixed capital formation. Both are described as capital expenditures. These 

capital expenditures are included here as gross fixed capital formation. As for Italy, the latest plan 
includes only the sum for the period 2020–2026 (for both GFCF and capital transfers), while the SP 
for 2022 detailed RRF-funded expenditures by year. These amounts have been divided by the total 

number of years so that the 2022 target profile has been maintained as much as possible.  
Source: Authors’ calculations based on Member States’ Stability and Convergence Programmes.
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In summary: first, Member States have endorsed the EC recommendation to keep 
the bar high for public investment in their fiscal plans; second, the RRF contributes 
significantly to this effort, especially in the SE and CE countries.

1.5 Is the Old Framework ‘Biting’ with Respect to Plans? Will 
Member States Diminish their Investment Attitude? 

As discussed above, the Stability and Convergence Programmes were drafted in a 
situation where the General Escape Clause was still valid (even though its deactivation 
had already been decided for 2024), debates around the proposal for a new fiscal 
framework were also ongoing, and the ECB had not yet completed its tightening cycle. 
The ambition of this section is to show how these elements combine to shape Member 
States’ policy choices on investment. The EU Commission assessed the evolution of 
fiscal stance in Member States according to the reference indicator that was proposed 
in the new fiscal framework (under discussion). In particular, the ‘Fiscal Statistical 
Tables providing background data relevant for the assessment of the 2023 Stability 
or Convergence Programmes’ make reference to the fact that fiscal stance should be 
judged net of the expenditures financed by RRF grants. This suggestion is also taken 
into account here.

1.5.1 Interest Expenditures are Projected to Rise Slightly

In their plans, Member States projected that interest expenditures will gradually 
increase from the current 1.62 to 2.03 as a percentage of GDP. Table 1.2 shows the 
disaggregation in EU macro regions. While there is a large gap in levels of interest 
expenditures that is explained by the dimension of the debt (that is much larger for SE 
countries than for the other areas), the projected increase over the projection horizon 
is not particularly different. This is likely due to the longer maturity of the underlying 
portfolios of highly indebted countries.

 Table 1.2 Interest Expenditures/GDP 

Source: Authors’ calculations based on Member States’ Stability and Convergence Programmes.

2022 2023 2024 2025 2026
EU 1.62 1.59 1.80 1.86 2.03
NW 1.02 1.02 1.22 1.28 1.45
SE 3.39 3.08 3.38 3.47 3.68
CEESE 1.38 1.75 1.87 1.82 1.88
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The dynamics of interest rates (after the draft of the Stability and Convergence 
Programmes) can cause some further increase in interest expenditures, but this should 
not alter this picture dramatically.4 

1.5.2 General Government Deficits are Projected to Decline

Regarding the deficit, the gradual phasing out of the measures that were introduced 
to support households and businesses after the Russian invasion of Ukraine, and an 
improving economic cycle from 2024 on, should favour a decline in deficit. Table 1.3 
shows the deficit declining from above 3% in the EU and in all macro regions in 2023 
to below that threshold, although by not a huge margin, by 2026.

 Table 1.3 General Government Net Lending

Source: Authors’ calculations based on Member States’ Stability and Convergence Programmes.

It is important to understand that in case of any slippage in public accounts, public 
investment, an easy-to-cut item from a (national) politics point of view, may come 
under pressure. 

1.5.3 The evolution of fiscal stance: changes in the structural primary 
balance

Having a look at the change in structural primary balance can be useful as a way 
to assess the change in fiscal stance, particularly as the old framework included the 
assessment of the path and speed of movements towards the Medium-Term Objective. 
It is important to understand the effect of worsening public finances on public 
investment. Therefore, it is useful to look at changes in the structural primary balance 
to determine changes in fiscal policy. Table 1.4 clearly shows that fiscal policy becomes 
more restrictive after 2023 and that there is a marked decline in the deficit. This decline 
in the deficit is also clearly smaller after 2024.

4 At the moment of finalizing this chapter, while short-term rates are slightly higher with respect to 
market expectations back in late April, long term rates have declined more than previously thought 
partially compensating the first effect. 

2022 2023 2024 2025 2026
EU -3.4 -3.7 -2.6 -2.0 -1.7
NW -2.4 -3.5 -2.3 -1.6 -1.4
SE -6.0 -3.8 -3.0 -2.5 -2.2
CEESE -3.9 -4.3 -3.2 -2.8 -2.7
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 Table 1.4 The Change in Structural Primary Balance as a Simple Indicator of Fiscal Stance

Source: Authors’ calculations based on Member States’ Stability and Convergence Programmes.

It is important to know that, if the RRF grants (shown in Table 1.5) were taken out of 
the picture, the improvements in the structural primary balances for SE and CEESE 
countries would disappear.

 Table 1.5 The Share of Expenditures that are Financed Through RRF Grants

Source: Authors’ calculations based on Member States’ Stability and Convergence Programmes.

In conclusion, according to the Stability and Convergence Programmes released by the 
Member States, it appears that the deactivation of the General Escape Clause would 
not necessarily lead to a decline in public investment, provided that RRF-related 
grants are excluded from the calculation of the fiscal stance. However, once the RRF 
ends, the constraints might very well bind, given that the grants exceed the projected 
improvements in the structural primary balance for SE and also CEESE. Without a 
substitute for the RRF after 2026, public investment might come under renewed 
pressure.

1.6 Congestions and Bottlenecks in Public Investment in EU 

One key element at the current juncture is the existence of potential limits in the 
capacity to implement this enhanced public-capital-spending effort supported by the 
RRF. As demonstrated by the tables and graphs above, the RRF is very large for some 
countries. Hence, it is not certain that all government agencies involved will succeed 
in the big effort of implementing the measures of the Recovery and Resilience Plans in 
time. The RRF governance design is performance-based, implying that each Member 
State, before asking for a payment, must prove the successful realisation of pre-agreed 
steps (milestones and targets) of the various measures. Payments are semi-annual 
and follow documented requests of Member States. In addition, for each country, it is 

2023 2024 2025 2026
EU 0.0 1.0 0.5 0.4
NW -0.8 1.1 0.6 0.3
SE 1.7 0.9 0.3 0.5
CEESE 0.6 0.8 0.1 0.1

2022 2023 2024 2025 2026
EU 0.41 0.44 0.31 0.25 0.17
NW 0.22 0.14 0.12 0.06 0.00
SE 1.08 1.14 0.54 0.51 0.49
CEESE 0.10 0.66 0.86 0.82 0.45
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mandatory to provide a semi-annual analysis of how the implementation of the plan 
is going. This section provides a preliminary overview of this self-reported monitoring 
exercise and takes a look at delays in RRF-related public procurement.

In April 2023, for the fourth time since the RRF began, Member States uploaded 
a dataset containing the results of their monitoring to the EC. They also provided 
evidence of this (summarized) information in their National Reform Plans (along 
with the Stability and Convergence programmes). Summing up for the EU until 
the end of 2023, there are about 3195 measures reported upon. The overview of this 
section will focus on these measures. Looking backward on milestones and targets 
(that is, those planned to be achieved up to Q1 2023), 32% are marked as fulfilled and 
49.4% as completed (but not yet assessed), while 18.6% (that is, less than 1 in 5) were 
not completed. This represents a 1.1 p.p. increase of not-completed projects compared 
to the previous reporting round. On the other hand, looking ahead at milestones and 
targets with target dates in 2023, the vast majority were reported as being either on 
track (78.6%) or completed (7.4%), with 14% being delayed (a 5 p.p. increase of the 
latter compared to the previous reporting round). 

As demonstrated by Panel A of Figure 1.8, a gap started to open in Q4 of 2021 
between the planned-versus-realised number of milestones and targets. The opening 
became gradually larger over time up to Q1 2023, and it is foreseen to grow further 
in the remaining quarters of 2023. Requests by Member States for RRF disbursements 
are sent to the EC once the related package of measures have been implemented (with 
the exception of pre-financing payments that are not conditional on implementation 
of milestones or targets). The first payments based on the operational agreements 
between Member States and the EC were foreseen for Q4 2021. Panel B of Figure 1.8 
show that a gap between planned and realised disbursements appeared already in the 
very first quarter of the foreseen timeline. This gap has further widened from €39bn in 
Q4 2021 to €113bn in Q2 2023. 
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 Fig. 1.8 A Gap between Plans and Realisations in RRF Implementation. 
Source: Authors’ calculations based on Member States’ self-reported data on RRF implementation, 

RRF Operational agreements, and the Recovery and Resilience scoreboard.

Earlier reporting rounds made clear that the implementation of reforms has frequently 
been frontloaded in the plans, in preparation for structural changes. Also, the higher 
number of milestones and targets related to reforms in the past signals that investment-
related projects might take more time to implement. In 2022, the number of not-
completed investments and reforms were similar (corresponding to 21.5% and 21.7%, 
respectively). As Figure 1.9 shows, in 2023, there are a higher number of investments 
due than reforms, with the majority of them being on track (69.2%). Among delayed 
or not-completed measures in 2023, there are a higher number of investments than 
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reforms (141 versus 111, respectively); however, these correspond to a smaller share 
(20.4% versus 22.4%, respectively). The higher number and share of anticipated delays 
among investments than reforms might signal the impact of price increases as well as 
remaining shortages and supply-chain bottlenecks.

 Fig. 1.9 Status of Investments and Reforms in 2023. 
Source: Authors’ calculations based on Member States’ self-reported data on RRF implementation. 

Looking at areas of implementation, which are closely related to the pillars of the 
RRF plans, some topics stand out either because their implementation seems to be 
on an improving trajectory or because there are more delays observable among them 
than among all measures on average. When looking at delayed measures, the areas 
of research or innovation are underrepresented. That is, measures related to these 
areas don’t seem to suffer from any impediments of implementation (see Table 1.6a). 
This is indicative of the quarters ahead in 2023. When looking at not-completed 
measures, areas such as next generation or policy, and green transition, were also 
underrepresented, indicating that their implementation was also relatively faster in 
the past. However, the area of research and innovation was neither under- nor over-
represented among not-completed measures, which signals that these areas’ relative 
advantage in implementation was not yet observable in 2022.
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 Table 1.6a Areas with Relatively Faster RRF Implementation, 2020–2023

% Research innovation

next 
generation | 

policy
green 

transition
total 6.1 5.9 8.6 1.6

delayed 2.9 4.4 5.1 0.7

not completed 6.1 5.9 7.6 0.5

Note: The calculation is based on text search using the keywords indicated in the columns. In case 
of multiple keywords, the symbol ‘|’ indicates inclusive ‘or’.  

Source: Authors’ calculations based on Member States’ self-reported data on RRF implementation.

Among delayed and not-completed measures, the area of infrastructure is salient, 
with 7 p.p. higher share of delayed and 4 p.p. higher share of not-completed projects 
than infrastructure’s overall share among measures (see Table 1.6b). When looking 
at the area including infrastructure or development or infrastructure and buildings, 
the results are similar. Infrastructure projects can suffer from delays when there are 
supply-chain disruptions or price increases, as these can affect the tendering process. 
Among delayed measures, we see the overrepresentation of some other larger areas 
(1. municipalities or authority, 2. solar or wind or hydrogen, 3. digital transformation, 
4. digital or energy or twin or transition). These results point to potential capacity 
constraints in municipal authorities and in the specific areas of the energy and digital 
transition.

 Table 1.6b Areas with Bottlenecks in RRF Implementation, 2020–2023

%
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total 11.8 19.7 13.0 3.7 3.0 33.7

delayed 19.0 28.5 17.5 4.4 4.4 39.4

not 
completed

16.1 23.7 11.5 4.6 1.7 30.0

Note: The calculation is based on text search with the indicated keywords in columns.  
Source: Authors’ calculations based on Member States’ self-reported data on RRF implementation.

In sum, the scaling-up of investments in specific areas, such as infrastructure, energy, 
and digital transition might lead to congestions, that is, slower implementation due 
to capacity constraints, in particular at a lower level of governance, for example, at 
municipality level. Supply-chain disruptions and price increases might add up to cause 
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bottlenecks in the implementation of RRF measures, which can be illustrated by the 
visible gap building up between the planned and realised number of RRF measures 
as well as between the planned and actual disbursements that regularly follow the 
completion of RRF-measure packages.

Evidence from public procurement points into the same direction.5 The share of 
RRF-co-funded procurement notices relating to public investment has so far been 
small, ranging between almost zero in Northern and Western Europe to around 10% 
in Southern Europe. Procurement for other EU-co-financed investments appears to 
follow the same pace as in 2022 (Figure 1.10). However, the number of RRF-related 
procurement notices is rising rapidly. This could lead to congestion when it comes to 
the award of contracts or the implementation of RRF-co-financed projects, which need 
to be implemented by 2026. This congestion could also affect less time-sensitive projects, 
such as those co-financed by EU cohesion funds of the 2021–2027 programming period, 
which only need to be implemented by 2030. 

 Fig. 1.10 Cumulative Issuance of Public-Investment-Related Procurement Notices Co-Financed by 
the EU, Southern and Eastern Europe, by Year. 

Source: Authors’ calculations. 

Already, there are some signs that capacity limits in the public sector are slowing 
procurement processes already underway. The delay between the submission of 

5 The following figures are estimates based on the information provided on public procurement in the 
TED database (https://ted.europa.eu/TED/main/HomePage.do), which exclude public procurement 
below certain value thresholds and may suffer from different reporting practices by different Member 
States. The estimates presented here are based only on contract notices and contract awards, including 
by utilities, of open tendering procedures, to make the dataset more homogenous. The large majority 
of procurement notices meets these criteria. Expert judgement has been used to allocate the types of 
works, goods and services that are procured to public investment, and to clean contract award values. 
The identification of RRF-co-financed notices is based on keyword extraction of descriptive text that 
most notices provide. 
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tenders and the signature of contracts appears somewhat larger for RRF-co-funded 
procurement than for nationally or EU-co-financed investment, at least for procurement 
related to construction (see Figure 1.11).6 This might capture the delays related to 
infrastructure projects that can be picked up from Member States’ monitoring of RRF 
projects (see above). However, the difference in the signature delays is small, and, 
given that the publication of procurement notices for RRF-co-funded projects only 
started to take off in 2021, the estimates of signature delays beyond 500 days become 
quite uncertain for RRF-related notices.

 Fig. 1.11 Delay between Tender-Submission Deadline and Contract Signature. 
Source: Authors’ calculations. 

In summary, evidence from the publication of procurement notices corroborates the 
findings from Member States’ monitoring of the implementation of their Recovery 
and Resolution Plans: that bottlenecks have so far been small but may increase as the 
implementation of the planned investments gathers steam. 

6 In the corresponding bivariate Cox regression, the hazard ratio is 15% lower for EU (excl. RRF)-
co-funded investments than for nationally funded investments, and 35% lower for RRF-co-funded 
investments. Both estimates are statistically significant in that regression at the 1% level (50,000 
contract awards, robust SEs). The share of contracts signed typically hits a ceiling at about 75% of 
contracts tendered in this dataset, including at longer horizons. This may reflect that some tendered 
contracts are never signed or gaps in the reporting of contract awards.
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1.7 Concluding Remarks 

The end of the pandemic and the outbreak of the Ukraine war added three new 
pairs of conflicting objectives to the EU’s economic policy: to lower inflation while 
preserving financial stability, to preserve energy security while accelerating the 
transition to climate neutrality, and to consolidate fiscal budgets while softening the 
effect of the energy- and food-price shocks. On balance, monetary policy tightened 
rapidly, and public spending accelerated, especially for public infrastructure related 
to the green transition. The European Commission has introduced new tools like the 
Next Generation EU fund and the RePowerEU plan. It has also proposed adaptations 
to the fiscal framework that make it easier for Member States to undertake longer-term 
investment programmes without hitting the limits of the framework. In addition, in 
the guidelines for fiscal policy, it pushed for the expansion of public-investment plans. 
The Next Generation EU fund and the Recovery and Resilience Facility are already 
providing resources to the EU economy through 2026. However, it is still uncertain 
how the need to sustain high levels of public investment will interact with the new 
fiscal framework. Some pressures may well re-emerge after 2026, once the RRF expires. 

Now, it is high time to implement the planned efforts. As delays start to pile up in 
specific areas, it is worthwhile to have a closer look at their nature and specificities. As 
expected, there have been some delays in implementing the Recovery Fund. This is due, 
in part, to abrupt price increases that have drastically altered the costs of infrastructure 
and construction projects. Other delays relate to the diffuse nature of the projects, 
which involve multiple levels of local government. Improving implementation capacity 
is key for the success of the existing plans. Preserving space for future investments is 
crucial for Europe to maintain a leading role in the needed digital, green, and energy 
transitions.
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2. Financing Public Investment in France

 Mathieu Plane and Francesco Saraceno

The chapter first deals with the historical evolution of public investment and 
capital in France. While still high in comparison with other EU countries, it 
was significantly reduced since the early 1990s. A reversal of the trend, prior to 
COVID-19, was mostly due to local governments. After COVID-19, a rebound 
was followed by flat growth; investment in 2023 is barely at 2019 levels. The 
result of these trends is a significant drop in net public wealth (mostly of 
the central government) since 2008. Funding exhibits a growing diversity. 
Investment spending is increasingly characterised by co-financing involving 
multiple actors, reducing the central-government share. The chapter concludes 
with an assessment of the sustainability of France’s public finances. The critical 
gap (g-r) remains positive for France even in the current environment of high 
inflation and increasing interest rates. We conclude, with some caution, that 
there is no real cause, in the medium run, for concern regarding sustainability. 

2.1 The Historical Evolution of Public Investment

From the end of the 1940s until today, public investment in France has passed through 
different phases. After a long period of sustained growth during the 1960s (5% of 
GDP on average; see Figure 2.1), public investment remained at a relatively high level 
during the 1970s and 1980s (4.4% of GDP on average). The first break took place during 
the 1990s, a period during which priority was given to reducing the public deficit to 
meet the Maastricht criteria and join the euro. This resulted in an adjustment to public 
investment that, on average, fell below 4% of GDP from the mid-1990s to the beginning 
of the 2010s, when a second shock occurred. Following the sovereign-debt crisis, the 
fiscal stance changed, and a substantial part of the fiscal adjustment was achieved by 
reducing capital expenditure. Indeed, the reduction of public investment during that 
period has contributed to almost a third of fiscal consolidation even though investment 
represented only 6% of public expenditure. The share of public investment-to-GDP 
from 2014 to 2022 fell to 3.5 % on average and, during the period 2015–2018, reached its 
lowest level since 1952. A recovery in public investment began in the two years before 
the COVID-19 crisis, with an increase of nearly 14% between the end of 2017 and the 
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end of 2019. This shift was linked to the electoral cycle of municipal elections and 
the government’s desire to preserve investment within the framework of the targeted 
budget contract with local communities. 

 Fig. 2.1 Public Investment by Administrative Category, in % of GDP. 
Source: Authors’ elaboration based on data from INSEE. 

2.2 The Public-Investment Dynamics since the COVID Crisis

Because of the political cycle, a partial reversal in public investment was to be 
expected after the municipal elections of 2017. Nevertheless, the drop observed in 
2020 is out of proportion with that observed in previous cycles and is a result of the 
pandemic. Indeed, the COVID-19 crisis (and the first lockdown) led to a drop of 
15% in public investment in the first half of 2020. By comparison, the three strongest 
half-yearly decreases observed for the previous seventy years were between 5% and 
6%. 

From the second semester of 2020, however, public investment nearly returned to 
the pre-COVID-19 level (-3 % at the end of the year 2020 with respect to the end of 
2019), despite the second lockdown in November and December 2020 (Figure 2.2). 
In addition, the government voted in September 2020 for a hundred-billion-euro 
recovery plan (‘Le Plan de Relance’, see Plane and Saraceno 2021), partially financed 
(40bn euros) with funding from Next Generation EU. The ‘Plan de Relance’ includes 
a section on public infrastructure, with particular emphasis on the thermal renovation 
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of public buildings, with increased planned investment from the beginning of 2021. 
Moreover, a new investment plan, ‘Build the France of 2030’, was announced in 
October 2021. This latter plan is intended to meet long-term challenges, particularly 
ecological ones, through massive investment to help the technological champions of 
tomorrow to emerge and to support the transitions of French sectors of excellence: 
energy, automotive, aeronautics and even space. These plans, presented by President 
Macron, identify public investment as central to the revival and strengthening of the 
economy as well as to the meeting of major future challenges, first and foremost that 
of ecological transition. 

Despite these major announcements, public investment has remained surprisingly 
flat. In fact, it was, at the midpoint of 2023, almost at the same level as at the end of 
2020. Public investment, therefore, had not returned to its pre-crisis level (-1%), yet 
GDP is 1.7% above its pre-COVID level (Figure 2.2). 

 Fig. 2.2 Public Investment and GDP.  
Note: 0 = 2019q4, in %, volume.  

Source: Authors’ elaboration based on data from INSEE.

It is also important to note that, while public investment remains mainly the 
responsibility of local authorities (carrying out 58% in 2022), the post-COVID dynamic 
is more on the side of the central government. Today, its investment is at a higher level 
than 2019, while local authorities and Social Security, have not returned to their pre-
crisis investment levels (see Figure 2.1). Indeed, part of the investment programmes 
resulting from the Recovery Plan or ‘France 2030’ are implemented by the central 
government, and not by local authorities.
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2.3 Net Investment Increases but the Pace of Public-Capital 
Accumulation is Still Low

The assessment of gross investment needs to be complemented by the analysis of 
the net flow of fixed assets (net investment) to assess the dynamics of the capital 
stock (abstracting from the effects of revaluation of the existing stock). Thus, if gross 
investment is larger (smaller) than the depreciation of capital (consumption of fixed 
capital, CFC, in national-accounts nomenclature), then net investment increases 
(decreases), and the stock of capital increases (decreases).

From the late 1970s to the first half of the 1990s, France’s general government net 
investment was strong, averaging more than 1% of GDP per year (Figure 2.3). It even 
experienced a strong boom over the period 1987–1992, averaging above 1.4% of GDP 
per year. From 1993 to 1998, general government net investment declined sharply, 
reaching 0.5% of GDP in 1998, which amounted to a decrease of 1% of GDP over the 
space of six years. This, as was the case in other European countries, was mostly due 
to the effort to meet the Maastricht criteria in the run-up to the adoption of the euro: 
the cyclically adjusted deficit for France decreased from 4.6% of GDP in 1993 to 1.8% 
in 1998, and investment was the main adjustment variable. Net investment recovered 
in the next phase, then fluctuated between 0.7% and 0.9% of GDP over the 2000–2010 
period, without ever returning to the level observed during the 1980s and the first half 
of the 1990s. Since 2011 and the Global Financial Crisis, net investment has been at its 
lowest level since the late 1970s, when wealth accounts were introduced.

 Fig. 2.3 Net General Government Investment by Component as a % of GDP. 
Source: Authors’ elaboration based on data from INSEE.
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Thus, during the period 2014–2018, France spent about 0.7 percentage points (p.p.) of 
GDP (about €18bn per year in 2022 euros) less on net investment than it did during 
the period 2000–2010, and 1.4 p.p. (approximately €37bn per year in 2022 euros) less 
than during the period 1990–1992.

The picture that emerges from the analysis of stocks and flows is rather consistent 
and gives two main messages. The first is that, in France, public investment and the stock 
of capital have been largely affected by the macroeconomic cycle. In the two significant 
phases of fiscal consolidation―the run-up to adopting the euro in the 1990s and the 
aftermath of the sovereign debt crisis―investment was strongly reduced. Especially 
in the latter case, net investment turned negative to zero for all levels of government, 
thus reducing the stock of capital that, before the pandemic, was already at an all-time 
low. The second message that emerges, specifically from the analysis of stocks, is that, 
despite these trends in investment, the capital stock in France is still significant (and 
larger than in other countries). One might ask, then, if the effort of consolidation and 
the disproportionate burden that it has laid on public investment led, at least, to more 
sustainable public finances.

A comparison of the evolution over the last twenty years of non-financial assets’ 
net flows in relation to primary net financial flow (financial assets — financial 
liabilities — interest expenses), which we consider here as a proxy of the net worth, 
clearly reveals the emergence of two sub-periods. The first, which runs from 1996 to 
2008, can be seen as a period in which the additional public net financial debt (excluding 
interest expense) was more than offset by the net accumulation of non-financial assets, 
leading to a positive net value. This means that the general government stock of wealth 
increased in value over this period, even abstracting from price effects. The second 
period, which runs from 2009 to 2022, displays a new pattern in which the net debt 
increase is no longer offset by an increase in public non-financial capital, generating 
a sharp deterioration in the government’s net worth. The economic and financial 
crisis has led to a sharp increase in public debt, and fiscal consolidation began to be 
implemented in 2011. On one hand, it partly reduced new financial commitments; on 
the other, it has been more than offset by a reduction in the net accumulation of non-
financial assets. This is yet-further proof that the burden of fiscal consolidation was 
disproportionately laid on the shoulders of public investment. The sharp reduction 
in net worth, therefore, casts doubt on the effectiveness of fiscal consolidation in 
strengthening the public-finances outlook for France.

2.4 General Government Net Wealth: Still Positive but a Strong 
Decrease Since 2008

What is referred to as ‘public capital’ covers a wide variety of assets, such as land, 
residential buildings, ports, dams, and roads. It also includes intellectual property 
rights. It is necessary to break down the ‘wealth of the State’ into these different 
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components to understand its dynamics, considering that price (most notably land 
price) and volume effects may play a significant role in explaining the evolution of the 
different components and of aggregate figures.

We use public data from the INSEE national accounts; our analysis covers the 
period 1978–2021. INSEE reports the consolidated level (general government) and 
its components, distinguishing between the central government, local governments, 
social-security administrations, and other government agencies.

In 2022, the consolidated public sector had a positive net wealth, despite the 
negative impact of the COVID-19 crisis (Table 2.1). Total assets held represented 167% 
of GDP, of which 103% was for non-financial assets. Financial liabilities totalled 134% 
of GDP. The net worth in 2022 was, therefore, 33% of GDP, around €12,700 per capita.

 Table 2.1 Decomposition of General Government Net Wealth 

As a % of GDP In euros per head

1978 2007 2022 2022

Non-financial assets 60.8 90.4 102.9 39,920

Financial assets 27.6 52.6 64.0 24,820

Financial liabilities 33.7 84.9 134.2 52,040

Net worth 54.7 58.1 32.8 12,700

Source: INSEE and authors’ calculations. 
After reaching a record level in 2007 (58% of GDP), it has lost 25 points of GDP in the space of 

fifteen years. The reasons for this sharp drop are to be found on the net financial liabilities (debt) 
side, which increased substantially while non-financial assets increased slightly (see Figure 2.4).

This net worth is unevenly distributed among different levels of government. Indeed, 
it is very positive for local administrations (72% of GDP in 2022), very negative for 
the Central Government (-57% of GDP in 2022), and slightly positive for social-
security administrations and other government agencies (8% and 10%, respectively). 
Broadly speaking, the central government―which runs recurrent public deficits ―
has accumulated public debt; low-debt local governments hold non-financial assets, 
be they land, buildings, or civil-engineering works. With the economic and financial 
crisis from 2008 onwards, the net worth of the central government deteriorated 
considerably as public deficits and debt increased. On the other hand, the net worth of 
local governments remained high and relatively stable over the same period due to a 
stable value of non-financial assets and their debt.
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2.5 Savings and Investment Financing: The Large Gap Between the 
Central Government and Local Authorities

Historical developments show the extent to which the budgetary situation between 
the Central Government and local authorities has decoupled since the 1990s. Self-
financing, which represents the ratio between savings and investment, although less 
than 100%, was largely positive for the Central Government and local authorities 
until the beginning of the 1990s. The use of debt to finance investment was moderate. 
But the fiscal situation of the Central Government deteriorated markedly from the 
1990s: systematically negative savings replaced the previous, largely positive situation 
(1.2% of GDP on average over the 1980s). Conversely, local authorities saw their 
savings increase significantly during the 1980s. These were less than 1% of GDP until 
the beginning of the 1980s. They rose to 2% of GDP on average from the 1990s and 
reached the historic high of 2.2% of GDP in 2022. With a self-financing rate close to 
100% from the mid-1990s to the present, local authorities have had little recourse to 
debt to finance their investment (Figure 2.5). The public debt of local authorities has 
thus varied very little since the beginning of the 1980s, oscillating only between 7% 
and 10% of GDP over more than forty years. Conversely, the Central Government, no 
longer generating savings from the 1990s, had to resort to increased indebtedness to 
finance its investment, despite scaling back on its investment projects. The effect was a 
reduction by one-third, in points of GDP, between the investment level for the last ten 
years and that of the end of the 1980s-beginning of the 1990s (see Figure 2.1). The debt 
ratio of the Central Government (including the various central administration bodies) 
has risen from 26% of GDP in 1990 to 92% in 2022.
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 Fig. 2.5 Self-Financing Rate (Saving/Investment) by Administrative Category, in %.  
Source: Authors’ creation based on data from INSEE.

2.6 How is Public Investment Financed in France?

2.6.1 Who Does What?

In France, as in many European countries, public investment is primarily managed by 
local public administrations, accounting for 55.6% of the total in 2020. This figure is 
in line with the average of 54.8% across the European Union. The central government 
of France contributed 36.9% to public investment in 2020, while social-security 
administrations (SSA) contributed 7.5%.

Within France, defence is the central government’s major focus for investment. It 
represents 71.1% of the expenditures from the general budget, according to the draft 
finance law for 2023. Other significant investment areas include the ‘Justice’ mission 
(5.9%) and the ‘Security’ mission (4.3%). State-operated entities, classified under 
central government in national accounts, predominantly invest in higher education. 
Local authorities, on the other hand, concentrate their investments on infrastructure, 
particularly in transportation and public facilities, including housing, water, and 
sanitation networks. 

These investment priorities are, again, quite similar to other European countries. 
Defence and infrastructure (particularly transport and housing) constitute the majority 
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of public investment, followed by health and education (see Ministère de l’économie et 
des finances 2023).

Due to their multi-year nature, investments are managed somewhat differently 
from other government expenditures. Categorizing these projects into commitment 
authorizations, multi-year appropriations, and annual payment appropriations is 
necessary to better anticipate future expenditure trends. This practice, customary for 
both the State and local authorities, was expanded to State-operated entities in 2012.

Since 2012, investment projects undertaken by the Central government, Social-
Security Agencies, and other public actors are developed within a framework 
encompassing three tools:

1. An inventory of ongoing investment projects and a preliminary socio-
economic assessment. The annual inventory supplies both the State and 
Parliament with an overview of ongoing public-investment projects. 
The inventory is carried out by ministries. The quantity and quality of 
information submitted is increasing but variable. While this remains the 
case, caution is warranted when interpreting figures from the ministry-
completed forms.

2. The law mandates project leaders seeking State funding (or funding 
from related institutions) to conduct socio-economic assessments prior to 
application. The goal is to provide an objective analysis of costs and benefits 
for the community, thereby informing investment decisions.

3. For large-scale projects, the legislation also mandates an independent second 
expert opinion on the evaluation report. This procedure applies to projects 
exceeding 100 million euros. 

These tools are mainly administered by the General Secretariat for Investment 
(Secrétariat général pour l’investissement, SGPI), operating under the Prime 
Minister’s office to ensure coherence and oversight of the Government’s investment 
policy.

2.6.2 Co-financing is Becoming the Norm

This management approach, though diversified, elevates the complexity of directing 
and steering investment strategies. Furthermore, the State, in tasking its operators 
with project management, has a declining influence on total public investment. While 
the central government’s share in public investment has hovered between 35% and 
40% since the late 1970s, the recent trend is for the growth of central government 
organisations (ODAC) and a reduction in the role of the Government itself. 

Public-private partnership contracts are rarely utilized due to their commercial 
project requirement and restrictive administrative procedures. Most of financing 
happens through standard public-procurement procedures.



 452. Financing Public Investment in France

Funding structures, on the other hand, exhibit a growing diversity, concurrently 
reducing the Central government and its affiliated institutions’ share in the total 
amount. Investment spending is increasingly characterised by co-financing 
involving multiple actors. Today, only a few major public projects are fully 
financed by the State, an operator, or a local authority. Each project has, on average, 
three co-financiers; consortia exceeding four members is common in real estate, 
higher education and research, and transport projects (Ministère de l’économie et 
des finances 2023). Notably, local and regional authorities, particularly regions, 
emerge as primary co-financiers. Furthermore, many public investment projects 
tap into European funding sources, such as the European Union or the European 
Investment Bank. Involvement of various stakeholders is necessitated by the 
substantial financial scale of these projects.

An important role is also played by the Caisse des Dépôts et des Consignations 
(CDC), the French National Public bank that manages the guaranteed savings by 
French households (‘Livret A’) and the pension funds of public actors, including 
central and local government and public corporations. The role of Public Investment 
Banks is analysed in Chapter 7 of this volume. Here, it is enough to say that the CDC 
finances public investment in, primarily, two missions. The first concerns the financing 
of social housing. Via the ‘Livret A’ savings account, the CDC collects funds, which it 
then lends to social-housing organisations. Its second mission is to support investment 
policies in territories: the organisation finances transportation-infrastructure projects 
and provides expertise on projects initiated by local communities. Since the launch of 
Next Generation EU, the CDC has also become involved in investment in green and 
digital transitions.1

2.7 Is French Public Debt Sustainable?

As the net worth of the French government has shrunk significantly in recent years, 
it is legitimate to ask whether public finances are still sustainable. The answer to this 
question is, with some caution and qualification, yes. Since the early 1990s, nominal 
interest rates have fallen significantly in almost all advanced economies, and more 
than inflation. The result is a decline in real rates, which has helped ease the debt 
burden. The apparent rate, the ratio of interest expenditure to public debt, has also 
declined despite a significant increase in the debt-to-GDP ratio. Figure 2.6 shows the 
case of France, but similar trends are seen elsewhere, in ‘virtuous’ countries as well as 
in those where public finances are most fragile, such as Italy.

1 The CDC has third mission which is to support businesses. It invests directly in companies to foster 
their development, but it also focuses on helping to secure financing for businesses or activities that 
would otherwise struggle, such as export financing for SMEs or financing for social and solidarity 
economy enterprises. To achieve this, it utilizes its subsidiary jointly established with the government: 
BPI France (Banque Publique d’Investissement).
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 Fig. 2.6 Interest Rates and Public Debt, France. 
Source: Authors’ creation based on data from INSEE.

Recent literature has examined this long-term trend to try not only to understand 
the reasons for it but also to predict its future persistence. In a standard theoretical 
framework, the so-called ‘natural’ interest rate is that which leads to the balance 
between savings and investment at the level corresponding to the full utilisation of 
productive capacity; that is, it is the interest rate that neither stimulates nor depresses 
growth. This rate, which must be estimated, also dropped significantly over time. The 
analytical chapter of the most recent issue of the IMF World Economic Outlook (WEO) 
gives estimates for the natural rate that are close to zero for the largest world economies, 
and even slightly below zero for France and Japan (IMF 2023, p. 49).

Broadly speaking, a long-run downward trend in natural rates indicates a situation 
of chronic excess saving (which, in fact, describes a shortage of aggregate demand). 
What are the reasons for this chronic excess of savings? Since the late 1980s, and even 
more so since the early years of this century, global savings have increased dramatically. 
The reasons for this increase are multiple, from the recent increase in uncertainty and 
financial instability to the aging of the population, the increase in inequality, and the 
increase in private debt. In advanced economies, this increase in savings has been 
accompanied by a significant reduction in investment. Public investment, of course; 
but also, to an almost-equal extent, private investment. The decline of the latter is 
explained by the slowdown in productivity (France may be an exception in this, as, 
contrary to other countries, its decline of productivity is not matched by a strong 
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decrease of private investment), the financial fragility of companies, and a general 
uncertainty that has compressed the ‘animal spirits’. Platzer and Peruffo (2022) try 
to disentangle these factors for the United States and find that the slowdown in total 
factor productivity growth is the most important driver of the drop in the natural rate 
of interest, with demographics (a decline in fertility and a rise in life-expectancy) and 
inequality that are the second and third most important factors respectively.

To be sure, the decline in investment occurred only in advanced economies and, 
overall, it was offset by the boom in emerging market and low-income economies. 
However, the savings of the latter, in a search for ‘safe assets’, flowed into the financial 
markets of advanced economies, contributing to the widening gap with investment 
and the deflationary trend that central banks have been facing for at least a decade. 

From 2021, we seem to be living in a new world. Supply-side difficulties 
(bottlenecks, rising production costs, geopolitical tensions, and the war in Ukraine) 
have led to scarcities in many sectors and slowly percolated to the whole economy. 
These challenges on the supply side of the economy have been compounded for some 
countries (such as the USA) by a strong increase in demand following the pandemic. 
In France, this demand boost has been relatively weak, with consumption still below 
its pre-pandemic levels and the savings rate still 3 p.p. higher than its 2019 level.

With inflation at levels not seen since the 1970s and growth that remains subdued 
overall, some have argued that secular stagnation is poised to become a thing of the 
past again, replaced by ‘stagflation’. In fact, the risk of a 1970s-type stagflation is non-
existent: Corsello et al. (2023) show how institutional differences (wage indexation 
and the independence of central banks) play a crucial role in explaining why the 2020s 
are not the 1970s. Nevertheless, and regardless of the risk of a repeat of the 1970s, the 
question remains: can we put secular stagnation behind us? Some elements might lead 
us to think so: it is certain that the organisation of production processes and the sectoral 
distribution of activity that will emerge at the end of this process will be quite different 
from those we are used to and that, for certain goods and sectors (think fossil fuels), 
prices are destined to remain permanently high. Furthermore, it is possible that the 
colossal investments necessary for the ecological and digital transition will support 
economic activity for decades to come. A recent report by France Strategie (Pisani-Ferry 
and Mahfouz 2023) details possible green-transition scenarios for France and lends 
some support to the view that inflationary pressures might build up between now and 
2030.2 It quantifies, in 2 points of GDP, the yearly additional investment needs for the 
French economy to stay in line with the ‘Fit for 55’ EU targets; it also notices that this 
additional investment, while boosting demand, might reduce potential GDP in the 

2 Chapter 7 of the report details the sectoral-investment needs and quantifies them in 100 billion 
euros yearly of additional green investment, of which almost 90% is in transportation (€32bn) and 
housing (€54bn). If we net these numbers with the reduction in brown investment, the total is €66bn; 
transportation evens out, while, in housing, the lower brown investment is negligible.
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short-to-medium run, that is, until 2030.3 Furthermore, managing the transition (and 
ensuring a fair distribution of its costs) will likely involve higher energy prices―again, 
in the next decade or so―and higher public debt (in the order of 10 additional points 
from now to 2030, and of 25 points at the 2050 horizon). All this will lead to higher and 
possibly more volatile inflation in the next decade.

While the factors just mentioned may lead to think that secular stagnation is past 
us, almost all the reasons for the compression of consumption and investment that led 
Gordon (2016) and Summers (2016) to revive the concept of secular stagnation are still 
having an effect. It is even possible that these will play a larger-than-ever role in the 
future. Demographic factors and persisting high inequality will continue to push up 
savings. More flexible and precarious labour markets and an increasing debt burden 
(both public and private) will also likely have an influence on the savings rate. Last 
but not least, macroeconomic and geopolitical uncertainty will reduce the propensity 
to invest (especially in long-term projects) and feed precautionary savings. It is true, 
on the other hand, that geopolitical uncertainty could lead to a greater propensity to 
hold safe assets (thus pushing up demand for government bonds) and to make new 
public investment in previously neglected sectors, such as defence, thus contrasting the 
tendency towards secular stagnation. 

While it is not possible to forecast which of these forces will prevail, it seems unlikely 
that the huge investments needed to set our economies on the path of ecological and 
digital transition will be sufficient to compensate for secular structural trends such 
as aging, rising inequality, uncertainty, and geopolitical instability. It is, therefore, 
reasonable to think that these forces will again dominate in the medium term and 
that policy makers will return in a few years to struggle with secular stagnation and 
deflationary pressures. This is a point also made by Blanchard (2023) and by the 
already-quoted WEO chapter (IMF 2023). The latter argues that, once the inflationary 
episode is over, we will return to an era of low interest rates; advanced countries will 
continue to suffer from reduced productivity growth and population aging, and 
emerging countries will see a similar situation as the dynamics of their economies 
catch up and converge with those of richer countries.

This has, of course, strong implications for debt sustainability―globally and for 
France. If interest rates are bound to remain sufficiently low, then fiscal space will be 
enhanced even with modest growth rates. In fact, by looking at the past, the growth-
interest differential remained positive for most of the past decade (see Figure 2.7). 

3 The ecological transition will require mostly capital substitution with the objective not of increasing 
productivity but of greening production.
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 Fig. 2.7 The Critical Gap (g-r) for France.  
Source: Authors’ creation based on data from INSEE.

If this keeps being the case in the medium-term future, sustained investment may be 
compatible with a stabilization or even with a moderate reduction of public debt.
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3. Germany Lacks Political Will to 
Finance Needed Public-Investment 

Boost

 Katja Rietzler, Andrew Watt, and Ekaterina Juergens

After more than a decade of weak public investment, Germany has accumulated 
a substantial public-investment backlog. The requirements for additional public 
investment in the next decade are in the range of €600 to 800bn, implying a 
further commitment of 1.6 to 2.1% of GDP each year. The federal government 
had made provisions for much smaller programmes, evading the debt brake. 
After the federal constitutional court ruled that shifting € 60 bn to an off-budget 
fund is unconstitutional, even this is now under threat. The court ruling casts 
doubt over similar operations at the federal and state levels, and comes when 
fiscal policy was already tightening under the pressure of the reapplied debt 
brake and rising interest rates. As this publication goes to press Germany is 
engaged in a fierce debate how to resolve the budget crisis.  

3.1 Situation and Recent Developments

After more than a decade of weak public investment, Germany has accumulated a 
substantial public-investment backlog, particularly at the local-government level. 
Investment needs, which range from roads and school buildings to the digitalisation 
of public administration, were already estimated in 2019 at €457bn over a ten-year 
horizon (Bardt et al. 2020). With the recently enhanced climate goals of the EU and the 
German government, additional investment needs in the health sector, as well as higher 
prices, the requirements for additional public investment and investment promotion 
in the next decade are more likely in the range of €600 to 800bn, which would imply 
a further annual commitment of 1.6 to 2.1% of GDP (Dullien et al. 2022; Rietzler 
and Watt 2022).1 Whereas infrastructure investment should be raised substantially 
and smoothed—to avoid the problem of intermittency and procyclicality—over the 

1 The estimate was based on 2022 GDP.
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long-term, investment to reduce greenhouse-gas emissions needs to be frontloaded, 
as the remaining carbon budget is shrinking rapidly. Investment to decarbonise the 
economy is mainly required in the private sector (in particular, production, transport, 
and heating), but the government plays a vital part in providing incentives for the 
private sector via investment grants in addition to carbon pricing and regulation. 
Furthermore, the government sector must decarbonise its own facilities, which amount 
to about 176.000 units at the local-government level alone (BMWi 2018). The current 
federal government is well aware of the requirements, having promised ‘a decade 
of investment’ in its coalition agreement (Rietzler and Watt 2022). Thus, one would 
expect a sustained and sizable increase in investment spending.

 Fig. 3.1 Government Investment (GGFCF and its Components) and Investment Grants.  
Note: in €bn, price adjusted, reference year 2015. 

Source: Destatis, calculations of the IMK.

So far, the required massive additional public investment is nowhere to be seen in the 
data. Figure 3.1 shows that, after a strong increase in 2020 that was partly induced 
by the pandemic response, real government gross fixed-capital formation (GGFCF) 
declined again in the following two years. Investment in machinery and equipment, in 
construction, and in other products all dwindled. In early 2023, these trends showed 
little sign of reversing. In the first half of 2023, overall government investment declined 
by 2.7% compared to the second half of 2022, masking a strong decline of investment 
in machinery and equipment but somewhat stronger investment in construction 
compared to the previous half year; this was mainly at the municipal and state level, 
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while federal-construction investment declined strongly even in nominal terms. Thus, 
part of the catch-up process since 2015 has been reversed. 

Particularly in construction, double-digit price increases prevented nominal 
growth rates of a magnitude not seen since the German-reunification boom from 
translating into higher investment in real terms. In 2022, both nominal government 
construction investment and the respective deflator increased by 16%, leading to 
mere stagnation in real terms. In the first half of 2023, price increases for government-
construction investment slowed somewhat. Municipalities, which accounted for 59% 
of the overall public-construction investment (almost three times the amount spent 
by the federal level), still report that their actual investment spending—85% of which 
is construction (cf. Figure 3.2)—regularly remains below what they had planned to 
spend. Municipalities face staff shortages in their administration and complain about 
capacity constraints in the construction industry (Raffer and Scheller 2023), both of 
which delay the roll-out of projects. 

Unlike public investment itself, government investment grants to the private sector 
have increased massively since 2019 both in nominal and in real terms.2 Here too, the 
expansion in real terms has recently been slowed by strong price increases. 

3.2 What Does the German Population Expect? Results from an 
IMK Survey

Against the background of the accumulated-investment gaps, the adequacy of 
infrastructure has become a major barrier to economic activity in Germany—and 
Europe more generally—as firms report in surveys (European Investment Bank 2023, 
p. 69). Two other main barriers to private investment being voiced by managers are high 
energy costs and perceived uncertainty about the future (ibid.). These latter concerns 
could be at least partly alleviated, however, by improving the investment activity of the 
state. For instance, a more extensive public-goods provision in the renewable energy 
sector and the greater reliability of government investment spending could reduce 
uncertainty for private enterprises. 

2 The deflator of private gross fixed-capital formation is used for price adjustment.



54 Financing Investment in Times of High Public Debt

 Fi
g.

 3
.2

 N
om

in
al

 G
ro

ss
 F

ix
ed

 C
ap

ita
l F

or
m

at
io

n 
of

 G
ov

er
nm

en
t S

ub
se

ct
or

s i
n 

20
22

, o
n 

Fe
de

ra
l, 

St
at

e,
 a

nd
 L

oc
al

 L
ev

el
s, 

in
 €

bn
. 

So
ur

ce
: D

es
ta

tis
, e

xc
lu

di
ng

 so
ci

al
 se

cu
rit

y,
 w

hi
ch

 a
cc

ou
nt

ed
 fo

r o
nl

y 
€0

.9
bn

 o
r 0

.8
%

 o
f t

he
 G

G
FC

F.

8.
67

4 

12
.1

08
 

9.
12

1 

5.
82

2 

11
.1

11
 

13
.6

08
 

5.
09

3 

33
.4

40
 

0.
92

6 

Fe
de

ra
l g

vt
.: 

m
ac

hi
ne

ry
 a

nd
 e

qu
ip

m
en

t
Fe

de
ra

l g
vt

.: 
co

ns
tru

ct
io

n
Fe

de
ra

l g
vt

.: 
ot

he
r p

ro
du

ct
s

St
at

es
: m

ac
hi

ne
ry

 a
nd

 e
qu

ip
m

en
t

St
at

es
: c

on
st

ru
ct

io
n

St
at

es
: o

th
er

 p
ro

du
ct

s

Lo
ca

l g
vt

.: 
m

ac
hi

ne
ry

 a
nd

 e
qu

ip
m

en
t

Lo
ca

l g
vt

.: 
co

ns
tru

ct
io

n
Lo

ca
l g

vt
.: 

ot
he

r p
ro

du
ct

s



 553. Germany Lacks Political Will to Finance Needed Public-Investment Boost

It is not only business leaders, however, who are concerned. A recent nationwide 
survey shows that German citizens and residents—whose votes ultimately determine 
the funding available for public-investment and spending priorities—are also 
discontented with the deterioration of public infrastructure and would prefer stronger 
public investment activity (Behringer et al. 2021; Henze et al. 2022). The survey 
examined public satisfaction with public infrastructure in various categories (see 
Figure 3.3) and attitudes towards government-investment activity in the run-up to the 
2021 German federal election. The data was collected as a computer-assisted online 
survey, and the total dataset encompassed 8,483 individuals aged between 18 and 
75, selected representatively according to main sociodemographic and geographic 
characteristics, such as gender, age, income, and federal state. The results of the survey 
reveal that, across all investment categories, the overall satisfaction with infrastructure 
is rather low and the desire for more government investment is strong in Germany.

 Fig. 3.3 Satisfaction with Public Infrastructure and Desire for More Investment, in % of Total 
Respondents.  

Note: Respondents shown were ‘somewhat satisfied’ or ‘very much satisfied’ with public 
infrastructure, and their desire was that investment would ‘increase somewhat’ or ‘increase 

substantially’. 
Source: Henze et al. (2022).

As Figure 3.3 shows, satisfaction with the state of public infrastructure is low on 
average, being lowest for categories such as climate protection (31%) as well as 
education and health (34%). Accordingly, about 68% of surveyed individuals are 
generally in favour of an increase in government investment. The respondents see 
the greatest need for investment by far in the areas of health (87%) and education 
(79%), which is consistent with their dissatisfaction with the state of infrastructure. 
Since the survey was conducted during the COVID-19 crisis, these responses reflect 
the detrimental consequences of curbing investment in the health-care system that was 
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vividly exposed by the pandemic. In addition, environmental protection is seen as an 
important area by more than two thirds of those surveyed.

Notably, the majority of respondents prefer an increase in public investment in 
almost all German federal states. In some of these, more than 70% see a need for 
additional investment (North Rhine-Westphalia, Schleswig-Holstein, Rhineland-
Palatinate, and Berlin). Some significant differences in responses from urban and rural 
areas as well as from East and West Germany, however, are worth mentioning. 

Firstly, residents of cities report a much higher satisfaction with public transport 
(48%) than those of rural areas (31%). Analogously, the urban population is much 
more content with internet and mobile networks (52% versus 44%). The quality of 
infrastructure in these categories is, of course, much higher in metropolitan areas than 
in the countryside. It is nevertheless striking that a relatively low satisfaction in rural 
areas does not translate into a proportionally higher demand for investment in public 
transport and digital infrastructure. This stands in stark contrast to, for example, health 
care, which shows an expected correlation between lower satisfaction and higher-
investment desire in the countryside.

This interpretation does not imply that public-transport and digital-infrastructure 
issues are negligible in rural areas: there, a broad majority is in favour of more 
investment, too. However, while rural respondents seem to be more willing to 
accept cutbacks in public transportation, they report a higher interest in increased 
infrastructure investment benefitting private vehicles, such as roads and bridges (60% 
in the rural areas versus 56% in the cities. The difference is statistically significant). 
These patterns suggest self-selection between urban and rural areas and ‘lock-in 
effects’. Residents of smaller towns must rely largely on cars for transportation. Since 
they don’t use public transport, they do not express such an interest in investing in a 
better network, perpetuating the current situation, even though they are dissatisfied 
with it. The same phenomenon can be noticed in the case of bicycle infrastructure. 
Only 53% of all respondents expressed their preference for higher investment in this 
category, mirroring a still very low volume of traffic by bicycle in Germany. Accordingly, 
the need for the state to take an active role in providing alternatives becomes even 
more relevant: the green transition does not emerge by itself but builds on the systems 
already in place, and existing infrastructure shapes not only the current behaviour but 
also people’s expectations of possible solutions and their plans.

Secondly, the biggest difference between East and West Germany is in the desire 
for more investment in environmental protection. While 73% of surveyed individuals 
voiced their preference for more investment in climate protection in West Germany, 
only 60% of respondents—still a majority—shared these demands in the East. The 
difference in responses of residents of East and West Germany does not reflect a lower 
objective need for environmental protection in the East. Rather, these are differences 
in the perceived urgency of climate issues in comparison to other economic and social 
concerns between the two groups.
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Importantly, the respondents were asked how the additional public investment 
should be financed. This is necessary in order to elicit comprehensive preferences on 
public finance. Upon being confronted with the question of how to pay for the increase 
in public investment, about 6% of all survey participants who voiced a preference 
for this increase withdrew their request, and a further 7% of respondents could not 
answer the question. On the other hand, 17% specified that they would prefer the 
investment to be debt-financed; 62% (the majority) indicated that they would prefer 
other expenditures to be reduced; last but not least, 8% of the respondents were in 
favour of a tax increase to finance the additional public investment.

3.3 Financing Government Investment Spending

3.3.1 General Overview

Germany faces various challenges in overcoming its huge investment backlog and 
implementing the necessary investments for the economic transformation. Until the 
surprise constitutional court ruling on 15 November 2023, funding did not seem to be 
the critical issue. Staff shortages, both in relevant economic sectors and in public-sector 
administration, play a prominent role; and spending often remains substantially below 
plan (Raffer and Scheller 2023; Rietzler and Watt 2022). According to extrapolated 
survey data from the Research Institute of the Federal Employment Agency (IAB 
2023), there were almost 1.7 million vacancies in the second quarter of 2023. This is an 
exceptionally high number by historical standards despite a decline compared to the 
fourth quarter of 2022. The ratio of registered unemployed persons to the estimated 
total vacancies was 1:1.5. In the second quarter of 2022, vacancies in construction 
were estimated to be above 162,000 and in public administration (including social 
insurance) nearly 30,000. 

Despite two major crises, massive fiscal stimulus, and high deficits in some years; 
German public finances are in relatively good shape. The debt-to-GDP ratio of 66.1% 
at the end of 2022 is substantially below the euro-area average and has risen by much 
less than in the financial crisis. Employment is at a record level, and most forecasters, 
including the IMK (Dullien et al. 2023), expect declining deficits as the energy crisis 
is overcome and the spending on the ‘electricity-price brake’ and the ‘gas-price brake’ 
remains far below plan as gas prices have returned to pre-war levels (Figure 3.4). 
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 Fig. 3.4 General Government Revenues, Expenditures, and Net Borrowing/Net Lending, as % of 
GDP. 

Source: Destatis, IMK forecast for 2023 and 2024.

Nevertheless, fiscal pressure was rising already before the court ruling. Recent income-
tax cuts on top of extensive temporary measures to support household incomes in the 
energy crisis are causing permanent revenue losses. Unlike in the period before the 
pandemic, public finances no longer benefit from the tailwinds of declining interest 
rates that created additional fiscal space from year to year. On the contrary, interest 
spending has been rising since its nadir in 2021 and is now squeezing the fiscal room 
for manoeuvre. Its effect, in the case of the federal government, is exacerbated by 
booking discounts of new bond emissions immediately instead of spreading them 
over the term of the securities (Deutsche Bundesbank 2021). In this environment, the 
focus of fiscal policy is now clearly on consolidation. The German finance minister 
has announced his intention to restructure expenditures away from consumption and 
social spending towards more investment (BMF 2023a). While there is always scope 
for some efficiency gains, it is doubtful that double-digit billions of euros can be made 
available with this approach. 

Against this general background, the financing options differ widely between 
government subsectors. These are now analysed in greater detail.

-20

-10

0

10

20

30

40

50

60

1991 1993 1995 1997 1999 2001 2003 2005 2007 2009 2011 2013 2015 2017 2019 2021 2023

Net Borrowing/ Net Lending Expenditures Revenues



 593. Germany Lacks Political Will to Finance Needed Public-Investment Boost

3.3.2 Fiscal Situation of the Federal Government

The debt-brake limits net new debt to 0.35% of GDP.3 In addition, it allows for a cyclical 
component estimated according to the European Commission’s production-function 
approach. Financial transactions, such as the purchase of shares in businesses or 
extended loans, are excluded. After a suspension for three years in the wake of the 
COVID-19 crisis, the debt brake was put back in force in 2023, one year earlier than the 
European fiscal rules. Due to a negative cyclical component of €15.3bn and financial 
transactions of €17.7bn, in addition to the permitted structural new debt of €12.6bn,4 
the federal government can take on new (net) debt amounting to €45.6bn in 2023, 
according to the budget plan. At €86.4bn, the planned deficit is almost twice as high. 
This is possible because €40.5bn of the €48.2bn in reserves accumulated before the 
pandemic are to be used (see Table 3.1).

 Table 3.1 New Debt Permissions Under the Debt Brake and Planned Deficit in 2023

Initial budget plan 2023

Permitted structural new debt €12.61bn

Debt permitted due to negative cyclical 
component

€15.34bn

Balance of financial transactions €17.67bn

Total permitted new debt €45.62bn (1.1 % of GDP)

Planned fiscal deficit €86.37bn

Deficit exceeding permitted new debt €40.75bn

Use of reserves accumulated before the 
pandemic (Total: €48.2bn)

€40.50bn

Emission of coins €0.25bn

Source: Haushaltsgesetz 2023, calculation in % of GDP based on IMK forecast (Dullien et al. 2023). 

As a first reaction to the court ruling the federal government has decided to invoke 
the escape clause retroactively for 2023. An amendment to the federal budget is to be 
implemented mainly to legalise this year’s spending out of the economic stabilisation 
fund, an off-budget fund to support households and businesses in the energy crisis. 
The amendment also affects the core budget, e.g. via an updated cyclical component. 

3 GDP of the year before the draft budget is set up, that is, usually two years prior to budget execution.
4 0.35% of 2021 GDP.
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The court ruling has made the draft budget for 2024 obsolete (and so it is not 
reported here). The strategy of the federal government had been to transfer credit 
permissions granted under the escape clause to off budget funds for future use. 
While the core budget was planned to be tightened somewhat, substantial room for 
manoeuvre was seemingly created in off-budget funds According to the constitution, 
the debt brake also applies to extra-budgetary funds as long as these are not legally 
independent bodies. Thus, in order to use so-called ‘Sondervermögen’ (special funds 
lacking a legal personality) to create fiscal space, the legislature also had to change the 
booking rules. This was done with a budget amendment for 2021 passed in early 2022, 
against which the conservative opposition (the Christian Democratic Union and the 
Christian Social Union) started legal action before the constitutional court. According 
to the old public-accounting rule, operations of the off-budget funds became relevant 
at the time of expenditure. This change of rules enabled the government to shift new 
debt to future periods. Table 3.2 provides an overview of credit permissions transferred 
to future years at the beginning of 2023. 

 Table 3.2 Unused Credit Permissions of Relevant Extra-Budgetary Funds 
(‘Sondervermögen’)

Reserves (unused credit 
permissions) beginning of 
2023

Planned withdrawals for 
2023

Economic Stabilisation Fund 
(‘WSF’)

€169.8bn €121.2bn (unrealistically 
high)

Climate and Transformation 
fund (‘KTF’)

€90.8bn €14.1bn

Fund for the Army €100bn €8.4bn
Reconstruction Fund 2021 €14.0bn €3.0bn
Digitisation €6.4bn €2.7 bn

Sources: Bundesrechnungshof (2023b), Deutscher Bundestag (2023b), estimates of the IMK.

The largest off-budget fund is the economic stabilisation fund (WSF), established 
during the pandemic and has been used to support gas suppliers and to implement 
the electricity- and gas-price brakes. Because gas prices have been much lower than 
forecast, actual disbursements have been substantially below plan. The emergency 
budget amendment 2023 seeks to bring past disbursements in line with the constitution. 
The fund will now expire in 2023, which means that other sources would have to be 
made available to fund the planned disbursements of roughly € 14 bn by April 2024.

The Climate and Transformation Fund (KTF) has so far been the government’s key 
instrument to support climate-protection investment. Its regular revenue from carbon 
pricing is not nearly enough to finance the envisaged grants for climate investment 
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and electricity subsidies for the German industry. The additional credit permissions 
were already insufficient as they were expected to be used up by 2026. Now the 
underfunding is becoming even more serious. In addition, the coalition agreement 
of 2021 had envisaged a ‘climate allowance’ (‘Klimageld’) that returns revenues from 
Germany’s carbon tax to the population on a per-capita basis. This is one option for 
ensuring social justice in the transformation (Gechert et al. 2019) and, thus, bolstering 
acceptance, So far institutional-administrative weaknesses have prevented a direct 
‘climate payment’ to the population, but if it is these revenues would not be available 
for investment or for transformation-related investment grants. 

In principle the constitutional court ruling of November 2023 applies to all credit 
permissions made available to extra-budgetary funds under the suspended debt brake. 
It could thus also affect the Reconstruction Fund 2021, which envisages €2bn for the 
repair of federal infrastructure and up to €14bn to rebuild the regional infrastructure 
in Rhineland Palatinate, North Rhine Westphalia, and Bavaria—areas affected by 
torrential rain and flooding in summer 2021. Although the investment is not additional, 
it will modernise the regional infrastructure and can also include climate-adaptation 
measures. A cancellation is hard to imagine, but funding is now in doubt.

The other funds are of minor importance. Measures put in place to address massive 
needs, particularly the funding of digitisation, are quite insufficient. Progress on such 
projects, however, has been impeded not only because of funding issues but also due 
to the fragmentation of responsibilities between the levels of government and the lack 
of a coherent strategy (Bundesrechnungshof 2023a).

Unlike the other funds, the fund for the army setting aside €100bn for a modernisation 
of the German armed forces in response to the Russian aggression against Ukraine 
has been established outside the scope of the debt brake through a change of the 
German constitution, supported by a large majority in both the Bundestag5 and the 
Bundesrat.6 The envisaged spending is mostly classified as investment according to 
the national accounts, but it does not contribute to the modernisation of infrastructure 
or transformation.

If the court ruling is applied to all affected operations, the underfunding of the 
federal budget in the coming years may exceed €110 bn. As this publication went to 
press it is still not clear what the 2024 budget will look like, nor when it will be passed. 
The court ruling has triggered a fierce debate about whether and how to finance 
the originally envisaged spending. Some are calling for substantial social spending 
cuts, others for reductions in subsidies, particularly those harmful to the climate. 
The finance minister remains opposed to tax increases. Many, including previous 
supporters, are demanding a comprehensive reform of the debt brake or even its 
abolition, for which, however, there is not the required two-thirds majority. One option 
to provide the necessary funding for state support of the ecological transformation 

5 The German federal parliament.
6 The representation of the federal states in the German legislature.
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within the framework of the debt brake would be to endow the KTF with the same 
constitutional credit financing rights as the fund for the army. The overall volume 
could be comparable. However, this would also require a two thirds majority both in 
the Bundestag and the Bundesrat.

If the envisaged spending is scrapped or is now financed by other spending cuts 
or – less damaging – tax hikes, rather than borrowing, it is very likely to push the 
German economy into a recession once more in 2024. But the issue is not merely one 
of cyclical demand management. The planned investment in infrastructure and the 
support for businesses and households in accomplishing the needed decarbonization, 
while insufficient, is certainly necessary for Germany to modernise and address widely 
recognized weaknesses in its production model. Any serious cutbacks pose a threat to 
that endeavour.  

The difficult fiscal-policy choices need, moreover, to take into account that substantial 
additional demands on the spending side will arise. The thirty-year redemption of 
debt incurred during the pandemic years 2020 to 2022 (€358.2bn) begins in 2028, while 
the debt incurred via the economic stabilisation fund (WSF) and up-to-€100bn debt 
incurred for the armed forces will also have to be paid off, beginning no later than 
2031. Unless EU own resources are expanded, Germany will also have to service its 
share of the common debt assumed to finance the Recovery and Resilience Facility. 
(If the maximum underfunding of more than € 100 bn materialises – of course the 
redemption will be lower.)

3.3.3 Fiscal Situation of the Federal States

In Germany, the sixteen federal states play a limited role in public investment. They 
are directly responsible for research and development (universities) and education 
as well as some infrastructure and transport investment. They also play an important 
indirect role by supporting local authorities via regional fiscal-equalisation systems. 
Fiscal surpluses of the states taken altogether disguise large regional disparities, 
notably in terms of outstanding debt burdens per capita but also the challenges posed 
by structural change. Moreover, the financial situation at this level is rather opaque: 
numerous off-budget funds, differing debt-brake rules, and limited data complicate the 
assessment of the fiscal situation.7 A number of states have resorted to similar practices 
as the federal government For instance, Saarland and Bremen—both poor states, with 
an important role for steel production—have invoked the emergency clause of the debt 
brake to create transformation funds. Saarland has set up an off-budget fund for the 
transformation while Bremen is using a ‘crisis fund’ within the core budget. Berlin 

7 The scientific advisory board to the Stability Council has recently demanded more transparency 
concerning off-budget funds of both the federal and the state levels of government (Unabhängiger 
Beirat des Stabilitätsrats 2023). Cf. also Deutsche Bundesbank (2022).
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decided to establish an off-budget fund for climate protection. All these models may 
now be at risk in the wake of the constitutional court ruling.

The states also  face substantial fiscal pressures due to revenue losses from tax cuts 
and the end of the housing boom, which led to a large downward revision of revenues 
from the real estate transfer tax, the most important state tax. In addition, the states’ 
VAT share is gradually reduced in favour of the federal government as a temporary 
crises-related increase and some federal programmes are phased out. By 2028, it is 
scheduled to decrease by 5.3 percentage points from 52.9% in 2020.8 In addition, some 
states face noticeable budget burdens due to short redemption horizons for the debt 
incurred in the pandemic. The states cannot expect much additional support from the 
federal government. On the contrary, the federal ministry of finance argues that the 
federal government bears the lion’s share of the crises-related expenditures and that it 
has reached a limit, where no further support of states and municipalities is possible 
(BMF 2023b). While it is true that the federal government has shifted substantial funds 
to the other government subsectors and incurred most of the crises-related additional 
debt, the states and municipalities are affected by decisions of the federal level—for 
example, offering shelter to refugees or setting standards. In this way, their capacity to 
conduct public investment at the regional level is limited.

3.3.4 Fiscal Situation of Local Government 

Local governments play a vital role in public investment (Figure 3.2). However, their 
financial capacity to exercise this role is hindered even more severely, than on the 
state level. There are two key problems: permanently increasing assignments and 
responsibilities passed on from central government—for instance in the context of 
refugees, most recently from Ukraine—but with only limited additional funding; 
and substantial and persistent regional disparities (Raffer and Scheller 2023). High 
investment for years in wealthy Bavaria and low investment in regions going through 
structural change such as Saarland or the Ruhr Area (Ruhrgebiet) in North Rhine 
Westphalia are continuing to widen the gap. Both problems need to be tackled to 
overcome the investment backlog and at the same time invest enough in climate 
protection and adaptation. Local communities need additional revenues to finance 
long-term climate-related investment and sufficient transfers from the federal and state 
levels to finance expenditures related to the inflow of refugees (roughly one million 
from Ukraine alone). The growing population requires not only current spending, but 
also additional infrastructure investment, for example, in school buildings as refugees 
attending school in Germany from Ukraine alone exceed 200,000 (KMK 2023).

To overcome the problem of self-reinforcing regional disparities, more federal 
finance for social spending is required beyond the steps already taken and the 

8 According to the most recent official tax forecast of October 2023.
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distribution mechanism for the VAT share of the local communities, which currently 
favours economically strong communities, should be changed. However, such 
improvements for the municipalities would increase the fiscal pressure for the federal 
level. 

Helping overindebted municipalities also remains on the agenda, as SPD, Greens 
and Liberals promised a solution in their coalition agreement but have yet to deliver. 
After several states (Hesse, Saarland and Rhineland Palatinate) started their own debt-
relief programmes, North Rhine Westphalia, the most populous state, has announced 
its own programme (Landesregierung Nordrhein-Westfalen 2023). While such state 
debt-relief programmes receive much praise, it must be noted that the municipalities 
still bear a large share of the debt service burden under these programmes. This is 
particularly true in the case of North Rhine Westphalia, where the state hardly injects 
any funds of its own. 

3.4 What has Been Achieved under the German RRF Plan? 

As was noted in last year’s chapter on Germany (Rietzler and Watt 2022), funding 
from the Recovery and Resilience Facility (RRF) is currently playing and will continue 
to play a minor role in financing public investment, in contrast to some other Member 
States. Originally, the German national plan to implement the RRF (DARP: Deutsche 
Aufbau- und Resilienzplan) foresaw €25.6bn in grants to be made available for projects 
from 2021–2026. Germany did not avail itself of the option to draw on RRF loans, 
because the interest rate on such loans was slightly higher than that which Germany, 
with its safe-haven status, enjoys on international bond markets. At the start of 2023, 
an additional €2.4bn were made available to Germany based on a recalculation of 
the RRF allocations to Member States, thus adding firepower of just under 10%. In 
addition, the REPowerEU programme, which was designed to help Member States to 
wean themselves off Russian energy as quickly as possible, made available to Germany 
an additional €2.1 for energy-related investment, specifically. 

Despite these welcome top-ups, Rietzler and Watt’s 2022 finding that EU 
programmes are of only secondary importance in Germany continues to hold true. 
This is the case because the substantial redistributional element in the original RRF 
targeted Member States severely affected by the COVID-19 crisis and those with GDP 
per capita below the EU average (Watt and Watzka 2020). 

The end of 2023 marks the mid-point of the RRF programme. Assessing the progress 
made by the roll-out of RRF projects in Germany is not easy. At the time of writing 
(October 2023), Germany has only received the pre-financing which was paid out, 
unconditionally, in 2021. None of the envisaged five tranches, each of which requires 
detailed national reporting and approval by the EU Commission, has been disbursed, 
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although a request for payment of just under €4bn was submitted in mid-September.9 
Correspondingly, the EU Commission RRF Scoreboard reports that Germany, to date, 
has not been officially assessed as having achieved any of the envisaged milestones 
and targets.

To a considerable extent, however, this situation reflects a processing delay that 
stems from the conceptualisation of the RRF facility. Only a 100% achievement score 
of milestone and targets triggers a full payment. Therefore, Member States shy away 
from submitting payment requests to receive their funding if all milestones and 
targets due for that tranche have not yet been achieved fully, so as to avoid receiving 
only partial payments, creating additional bureaucracy. An answer to a recent 
parliamentary question by the German Finance Ministry (8 June) indicated that the 
German government had, as of 30 April, itself designated 58 of the total 129 milestones 
and targets set out in the DARP as completed (Deutscher Bundestag 2023a: 36). Most 
milestones have been reached in the first two pillars of the DARP: decarbonisation 
(21) and digitalisation (11). Milestones in the other four pillars are in single figures: 
education (8), social inclusion (6), health (5), and public administration (7). In many 
cases, the inception-stage milestones achieved so far have been of a preparatory 
legal nature: passing/publishing legislation or administrative decisions enabling 
private-sector actors to claim various forms of support or bid for public contracts. 
In some cases, though, programmes have already been implemented with concrete 
and quantified outcomes; examples include support for electrical-vehicle purchases, 
tablets for teaching purposes, and the digitalisation and modernisation of hospitals. 
Changed circumstances led to the revision of 2 milestones, and the finance ministry 
is currently preparing to submit the first funding application, which will cover 36 
milestones/targets. 

Even if the RRF makes a relatively minor contribution to public investment in the 
German case, its expiration in 2026 will see this source of financing dry up. Unless 
EU resources are expanded, Member States including Germany will, moreover, be 
jointly responsible for servicing the loans taken out to finance the RRF. Discussions are 
ongoing about whether a successor facility, one likely to be differently structured and 
possibly permanent, will be put in place. To judge by the most recent EU Commission 
proposal (the Strategic Technologies for Europe Platform (STEP), June 2023), however, 
there does not seem to be much appetite for a centrally-funded facility of anything like 
the required order of magnitude.

9 Germany is not alone in this: a number of other Member States have, to date, not yet received funding 
by regular tranches.
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3.5 Outlook

Germany’s huge public-investment needs are widely recognized. Despite the pledge 
to initiate a decade of investment that the governing coalition made when it took office 
at the end of 2021, too little has been achieved. Understandably, recent focus has been 
on supporting households in the energy and inflationary crisis sparked by the Russian 
invasion of Ukraine (Watt 2022). As energy prices have declined from their peaks 
in 2022, the government is concentrating on its exit from the crisis mode. Already 
before the constitutional court ruling, the key objective was clearly the consolidation of 
public finances, not the raising of investment, however. The finance minister, from the 
liberal FDP, aimed to solve the trade-off between budget consolidation and additional 
investment via cuts in social and consumption spending (BMF 2023a). While this is 
politically popular insofar as it avoids the need for tax increases or higher borrowing, 
it proves difficult in practice to achieve spending cuts by orders of magnitude that 
would free up substantial additional resources. Most spending is on the basis of legal 
entitlements that are difficult to change substantially in the short run. 

The government is still not prioritising public investment in the modernisation 
of Germany and its transformation to a low-carbon economy. It is not sufficiently 
understood that digital and ecological transformation are a once-in-a-generation 
challenge, like German reunification, which—among other instruments—was 
financed via a mixture of public debt and tax increases. Similarly, the modernisation 
and transformation of the economy should be financed using a mix of instruments. To 
the extent that future economic activity and, consequently, tax revenues are increased 
via public investment, debt finance in line with the golden rule is economically 
justified. Already politically difficult thanks to the debt brake, the constitutional court 
ruling has now seemingly ruled out deficit financing of a substantial proportion of the 
planned additional investment and accompanying support measures for business and 
households. 

Given this, and the fact that climate protection and adaptation will not, in all cases, 
contribute to future growth and additional revenues it would make sense to finance 
some of the investment via additional tax revenues and also cut back ecologically 
damaging tax breaks. At the moment, however, there is a political majority for neither 
tax increases nor for a substantial reform of the German debt brake. Germany is also 
opposing reforms of the European fiscal rules which could increase the scope for public 
investment. It was already likely that public investment in Germany, even if there are 
increases in certain areas, would remain substantially below what is necessary. After 
the constitutional court ruling there is heightened uncertainty as to the path forward 
and a real risk of a substantial scaling back of the level of ambition.
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4. Italy’s Public Investments. The NRRP 
and Beyond

 Giovanni Barbieri, Floriana Cerniglia, Enzo Dia

This chapter provides the country report on Italy with an analysis of the role the 
Italian National Recovery and Resilience Plan in boosting public investment up 
to and beyond 2026. Italy’s NRRP has 235 billion euros available for investments 
and reforms, making it one of the most remarkable modernization initiatives 
in the last seventy years. The impact of the NRRP is assessed and specific 
implementation challenges are highlighted, some of which have been caused 
by factors such as fragmented governance, a lack of effective monitoring, and 
compliance issues. Overcoming these difficulties is crucial for continuing to 
receive disbursements from the European Commission. The effectiveness of its 
governance is examined. An open question is how to ensure a positive capital-
spending trajectory in Italy (especially after 2026) in compliance with the new 
rules set out in the Stability and Growth Pact. 

4.1 Introduction

Italy’s National Recovery and Resilience Plan (NRRP) is worth €235bn: €191.5bn come 
from the Recovery and Resilience Facility (RRF), €13.5bn from React-EU, and €30.6bn 
from direct Italian government funding through its Complimentary Fund.1 Thus, over two 
hundred billion euros have been devoted to investments and reforms for Italy; it is one of 
the most impressive modernization plans of the past seventy years. If fully implemented, 
it could potentially generate one additional point of growth over the next decade. While 
this is a considerable amount, it is de facto equivalent to what was lost in the decade from 

1 See Barbieri, G., Cerniglia, F., Gori, G. F., Lattarulo, P., (2022), ‘NRRP—Italy’s strategic Reform and 
Investment Programme’, in F. Cerniglia and F. Saraceno (eds), Greening Europe—2022 European Public 
Investment Outlook. Cambridge, UK: Open Book Publishers: 55-70, https://www.openbookpublishers.
com/books/10.11647/obp.0328; and Barbieri, G., F. Cerniglia, (2021), ‘Relaunching Public Investment 
in Italy’, in F. Cerniglia, F. Saraceno, A. Watt (eds), The Great Reset—2021 European Public Investment 
Outlook, Cambridge, UK: Open Book Publishers: 63-78, https://doi.org/10.11647/OBP.0280
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2009–2019 due to the economic and financial crisis of 2008–2009 and the austerity measures 
that followed to curb public spending that mainly impacted capital investments.2 

Moreover, to truly tackle the existing North-South disparities in Italy, even greater 
resources are required than those currently available. While 40% of the NRRP funds 
are to be dedicated to the Mezzogiorno region and the reduction of the North-South 
gap is one of the Plan’s transversal objectives, projections suggest that the resources 
from the NRRP will only decrease but not eliminate the gap. For example, the GDP 
per capita in the Mezzogiorno is currently 55% of that in central and northern Italy; in 
2026 it should rise to 59%. 

In addition, the NRRP is currently facing a series of implementation challenges. There 
is concern over the planning and spending capabilities of certain local governments, 
which are expected to receive a substantial portion of the allocated resources. There 
is also concern over the recent surge in raw material costs which act like a sword of 
Damocles, as the Plan was originally designed with lower infrastructure-expenditure 
commitments. In fact, the Italian government have negotiated with the European 
Commission to amend the Plan in order to facilitate the feasibility of the projects and 
coordination with the REPowerEU programme.

Public-investment flows over the coming year will be fuelled in Italy not only by the 
NRRP’s resources but also by cohesion policies primarily focused on the Mezzogiorno 
region. The overarching goal of these is the reduction of territorial gaps. Here, again, 
much depends on the spending-planning capacity of local governments especially in the 
Mezzogiorno. Furthermore, there are growing concerns that the constraints imposed by 
the new European fiscal regulations, set to take effect (potentially) in 2024, may not ensure 
a consistent trajectory of public investment in Italy beyond 2026. Yet, a comprehensive 
programme, aimed at recuperating a decade of declining public investments and 
addressing the significant funding needs resources required posed by the digital and 
green transitions, call for a timeline and resources that go well beyond 2026.

The progress of Italy’s NRRP and the constraints that could hinder the path towards 
sustained growth of public investments beyond 2026 are outlined in this chapter. An 
update on the current state of advancement is also provided. We evaluate whether 
the resources allocated by the Plan genuinely contribute to enhancing investment and 
assess whether Next Generation EU (NGEU) can be deemed successful, including 
as an experiment for a shared European-debt framework in funding critical public 
investments crucial for growth and EU convergence.

2 This progression has been extensively documented in the chapter on Italy of the previous Outlook 
instalments.
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4.2 Italy’s NRRP

The total resources available in Italy’s NRRP from the Recovery and Resilience Facility 
are €191.5bn (which is 26.5% of the entire RRF), of which €68.9bn are grants and 
€122.6bn are loans. It is aligned with the strategic guidelines outlined within the NGEU 
and is divided into six missions: 1. Digitization, innovation, competitiveness, culture and 
tourism; 2. Green revolution and ecological transition; 3. Infrastructure for sustainable 
mobility; 4. Education and research; 5. Inclusion and cohesion; and 6. Health. The 
€191.5bn budget is allocated in the plan as follows: 21% for Mission 1; 31% for Mission 
2; 13.3% for Mission 3; 16.1% for Mission 4; 10.4% for Mission 5; and 8.2% for Mission 6. 

Italy’s NRRP is designed as a performance-driven strategy rather than a mere 
expenditure programme. It is structured around reforms and investments, carefully 
timed through the achievement of milestones (a total of 213) and targets (a total of 314) 
by the set deadline: 2026. As a result, all measures within the NRRP are accompanied 
by a clear implementation schedule and a list of expected outcomes that must be 
fulfilled in order to receive the planned allocation of financial contributions or loans.

Each reform and investment are associated with a comprehensive description of 
the measure’s objectives and with indicators that reflect the aims. The indicators serve 
as benchmarks for evaluating3 progress and elaborate: a) milestones, that is, critical 
stages of implementation (both in terms of tangible progress and procedural steps), 
including the adoption of specific regulations, the full functionality of information 
systems, or the successful completion of projects; and b) targets, that is, measurable 
indicators that gauge the outcomes of public interventions (such as kilometres of 
constructed railways) or the impact of public policies (like reducing the incidence of 
informal employment). Table 4.1 shows, for each deadline, the number of milestones 
and targets corresponding to the total funds received, divided into grants and loans.

3 In accordance with Regulation UE 2020/852 (‘framework to facilitate sustainable investment’) and 
with the European Green Deal’s objectives, the RRP’s measures must comply with the principle of 
Do-No-Significant-Harm (DNSH) to provide a substantial contribution to protecting the ecosystem 
without significantly damaging the environment. See De Vincenti, C. (2022), ‘Green Investments: 
Two Possible Interpretations of the “Do No Significant Harm” Principle’, in Cerniglia, F., Saraceno, 
F. (eds), Greening Europe—2022 European Public Investment Outlook, Cambridge, UK: Open book 
Publishers, 2022:177–85, https://doi.org/10.11647/OBP.0328 
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 Table 4.1 Grants and Loans Timeframe

 
Milestones 
and Targets Gross amount (€bn)

Disburse-ments 
(€bn)

Deadline Grants Loans Total  
13/08/2021     24.9
31/12/2021 51 11.5 12.6 24.1 21
30/06/2022 45 11.5 12.6 24.1 21
31/12/2022 55 11.5 10.3 21.8 19
30/06/2023 27 2.3 16.1 18.4 16
31/12/2023 69 8.1 12.6 20.7 18
30/06/2024 31 2.3 10.3 12.6 11
31/12/2024 58 6.3 15 21.3 18.5
30/06/2025 20 2.3 10.3 12.6 11
31/12/2025 51 4.6 10.3 14.9 13
30/06/2026 120 8.5 12.3 20.8 18.1

 527 68.9 122.6 191.5 191.5

Source: italiadomani.gov

The disbursed instalments to date include: 

• 13 August 2021: pre-financing instalment of €24.9bn (of which €8.957bn in 
grants and €15.937bn in loans), which represents 13% of the total amount 
allocated to Italy in grants and loans under the Recovery and Resilience Facility.

• 13 April 2022: first six-month instalment of €21bn (€10bn in grants and €11bn 
in loans), following the positive assessment of the NRRP targets that Italy 
had to reach by 31 December 2021. 

• 8 November 2022: second semi-annual instalment of €21bn (€10bn in grants 
and €11bn in loans) following the positive assessment on the achievement of 
45 targets and objectives. Some of the targets and objectives covered include 
reforms in public administration, public procurement, tax administration, 
and territorial health care. In addition, investments were made in key 
strategic sectors, including ultrawideband and 5G, research and innovation, 
tourism and culture, hydrogen development, urban redevelopment, the 
digitalisation of schools, and reducing the backlog of court cases.

• 28 July 2023: third six-month instalment of €18.5bn was approved by the 
Commission after accepting the Italian government’s proposed revisions to 
the NRRP (see details in section 4.3 below). The European Commission did 
not approve the disbursement of the full instalment of €19bn (€10bn in grants 
and €9bn in loans); €500 million were deducted because the government 
had not reached a required objective on implementing measures to ensure 

http://italiadomani.gov
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more student accommodations (beds), which was one of the milestones that 
needed to be reached by 31 December 2022.4 

• 22 September 2023: The request for payment of the fourth instalment was 
forwarded by the Government to the European Commission. The next 
milestones and targets will need to be reached by the Italian government 
to obtain the disbursement of the fourth instalment (renegotiated with the 
Commission) so as to obtain by end 2023 the total €35bn planned for the year.5 

As mentioned above, in addition to investments, the NRRP commits Italy to a major 
reform programme aimed at improving regulatory and legal conditions in order to 
steadily increase the country’s equity, efficiency, and competitiveness.6 Figure 4.1 
shows the number of investments and implemented reforms by Mission.

 Fig. 4.1 Number of Investments and Reforms by Mission. 
Source: Calculations of structure of NRRP Missions based on ReGiS data.

4 The initial target of assigning 7,500 beds by 31 December 2022—a target that the EU Commission 
assessed with exceptional precision—is now being transformed into a qualitative milestone (of 
reaching the larger objective of 60,000 beds by 2026). This adjustment is being proposed alongside ten 
previously submitted changes in order to receive the fourth instalment of the NRRP.

5 The EU Council adopted on 19 September 2023 the decision approving the amendments to Italy’s 
RRP relating to certain goals and objectives to be achieved by 30 June 2023 for obtaining the fourth 
instalment of 16.5 bn euros. 

6 The NRRP contains three main types of reforms: 1) horizontal or contextual reforms, that cross-
cut across all the NRRP’s Missions. These consist of structural innovations to the system, aimed at 
improving equity, efficiency, and competitiveness, thus contributing to the overall economic climate 
of the country (for example reforms within the public administration and the justice system); 2) 
enabling reforms, these reforms constitute a subset of contextual reforms and are directly aimed at 
ensuring the implementation of the NNRP and, in general, and removing administrative, regulatory, 
and procedural barriers that influence economic activities and the quality of services provided (for 
examples reforms related to public contracts, simplification of regulations and procedures, boosting 
competition, and the reduction of payment delays by public administrations; 3) sectoral reforms, 
included within each individual Missions that consist of legislative innovations for specific areas of 
intervention or economic activities aimed at introducing more efficient regulatory and procedural 
frameworks within their respective sectoral domains (for example, reforms related to the labour 
market and education).
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Noteworthy is that €68.9bn in non-repayable grants have been allocated to Italy . This  
is not attributable to any specific negotiating activity between the government and the 
Commission but is simply the result of applying a calculation criterion that takes into 
account the size of the population, negative GDP growth, and the increase in unemployment 
in Italy compared to the European average. Non-repayable grants in principle have a 
neutral impact on the net borrowing balance, or could even improve it, since they reduce 
the deficit because they are considered as revenue. However, ‘additional’ loans are not 
considered as additional revenue from an economic point of view. Rather, they are 
considered financial transactions, the interest of which impacts public debt, worsening 
the net-borrowing balance. ‘Replacement’ loans, by contrast, do not have an impact on the 
general-government account, as they merely involve the replacement of already existing 
financing lines against expenditure already discounted in the public-finance forecasts. 
Grants and loans finance both ‘new projects’ (72%) and ‘existing projects’, that is, projects 
already financed prior to the NRRP. The choice of the distribution of grants and loans 
over time, coupled with the initial concentration of so-called ‘existing projects’ in the early 
years and the subsequent prevalence of new projects, distinctly impact the balances of the 
public budget. This effect is highlighted in a special dossier by the Chamber of Deputies.7 
In 2021 and 2022, the heightened emphasis on subsidizing pre-existing projects, which 
were already incorporated within the financial framework, created a fiscal leeway and 
a budgetary margin that favored the financial strategy of those specific years. The focus 
now is on new projects, accompanied by a gradual decrease in subsidies for loans. As 
a result, the overall impact of the NRRP on the government budget balance is turning 
negative, thereby constraining the government’s flexibility and room for manoeuvre—
see Figure 4.2 for a timeline of the disbursements of loans and grants. 

 Fig. 4.2 Timeline of Loans and Grants. 
Source: Calculations of structure of NRRP Missions based on ReGiS data.

7 Dossier by the Chamber of Deputies, I profili finanziari del Piano Nazionale di Ripresa e Resilienza 
(PNRR), 7 November 2022. 
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The NRRP covers many areas of intervention and public-regulatory aspects. It is notably 
complex and covers a total of 187 ‘Investment Lines’ (including the Complementary 
Fund), each designated for specific areas of intervention. The economic scale also 
varies significantly: 62% of the resources are earmarked for public investments, 12% 
for current expenditures and 19% for incentives. The remaining portion is for transfers 
to families and tax cuts. Measures resulting in tangible interventions dominate. This 
is a positive development, especially considering the substantial decline in public-
infrastructure investments during the 2010s, given the drawn-out implementation 
timelines for public works in Italy. 

This crucial aspect demands careful consideration. The NRRP employs a centralized 
governance structure, with the Presidency of the Council of Ministers assuming 
a central role. Regions played and continue to play a relatively minor part in the 
planning and execution of the NRRP; while social stakeholders and local governments 
contribute primarily in an advisory capacity. In August 2021, the responsibility for 
all NRRP measures was devolved to individual Ministries. This marked the start of 
the practical implementation phase: meticulous selection of interventions, criteria for 
allocation of resources to implementing entities, methods for carrying out investments. 
The NRRP, developed along sectoral-territorial lines, however, resembles ‘organ pipes’ 
that rarely intersect (Viesti 2023).8 

In 122 of the 187 ‘Investment Lines’, no indications are given regarding territorial 
devolvement. Consequently, projects come from the top down, with the obvious risk of 
not being able to capitalize on the available local expertise or tap into lessons learned in 
recent years. Currently, the transition from overarching NRRP guidelines to the specific 
identification of projects and beneficiaries takes place through various methods: (a) 
identified projects, that is, resources have already been allocated in the text of the NRRP or 
Complementary Fund for previously identified projects within a specific area. These are, 
to a great extent, investments entrusted to large stakeholders that are part of the broader 
public sector, as in the case of rail networks (almost all of which have been assigned to Rete 
Ferroviaria Italiana). The estimated amount of this type of investments is around 20% of 
the total budget; (b) direct procurement: some of the funds are directly overseen by local 
administrations responsible for managing the resources through procurement processes; 
for example, the digitalization of the Public Administration, modernizing judicial facilities, 
and developing broadband networks overseen by the Ministry of Innovation Technology 
and Digitalisation (MITD). Despite their significance, these allocations constitute a 
relatively minor portion of the overall funding, approximately 5%; (c) limited fund loans: 

8 See also Viesti, G. (2021), ‘Il PNRR e il Mezzogiorno. 80 miliardi, un totale in cerca di addendi’, in 
Quaderni di Rassegna Sindacale, 2:53-62; Viesti, G. (2022), ‘Un piano per rilanciare l’Italia?’, in Il Mulino, 
2:23-38; Viesti, G. (2022b), ‘Il PNRR, gli asili nido e l’uguaglianza delle opportunità’, in Menabò di 
Etica ed Economia, 3 July; Viesti, G., C. Chiapperini, E. Montenegro (2022), Le città italiane e il PNRR, 
WP Urban@it; Viesti, G. (2022), ‘The Territorial Dimension of the Italian NRRP’, in A. Caloffi, M. De 
Castris, G. Perucca (eds), The Regional Challenges in the Post-Covid Era, Milan, FrancoAngeli:201–18; 
Viesti, G. (2023), Riuscirà il PNRR a rilanciare l’Italia?, Rome, Donzelli Editore:53–62.
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a share of the resources is allocated, upon request, to private individuals, businesses, 
or citizens. This applies to significant measures like the Transition 4.0 programme for 
business investments in digital modernization, as well as the ‘Superbonus’ and ‘Ecobonus’ 
for building renovations. It is estimated that these measures constitute around 15% of the 
available resources; (d) allocation plans: a share of the resources is distributed by the 
responsible Ministries to public entities based on regional-distribution plans. After the 
initial distribution, the regional administrations typically choose the projects or activities 
to be funded within their jurisdictions. These notably cover important interventions in 
healthcare or active labour policies. These measures are also estimated to account for 
approximately 15% of the Plan’s resources; lastly, (e) calls for bids: a substantial share of the 
resources (around 45%) is and will be allocated through competitive calls issued by local 
administrations. These calls for bids require prospective public beneficiaries to prepare 
projects that involve ranking-based selections in accordance with the indications specified 
within the calls themselves. The main beneficiaries are mostly municipal administrations; 
others include water and waste-service providers and universities. Examples of some of 
the numerous projects in this category include schools and nurseries, urban-regeneration 
and quality-housing projects, a significant portion of water infrastructure, and measures 
that promote research, innovation, and partnerships between universities and businesses. 
The allocation and procurement mechanisms implemented thus far have differed greatly 
from case to case. 

Moreover, each ministry reserves the right to choose projects deemed ‘best’ according 
to criteria they themselves define in the various calls for bids. Yet, in this way, investment 
implementation is decoupled from the endowment (and thus ‘need’- based) indicators 
of the respective territories. Indeed, a shortcoming of the NRRP is that it lacks political 
guidelines regarding the principles that should govern the criteria for project selection 
and the territorial allocation of resources under each measure. Allocations between 
regions, cities, large and small municipalities, urban and inland areas result ex post: that 
is, they are the eventual outcome of the resource-allocation process and, specifically, 
of the call-for-bids mechanism. For instance, it is becoming evident that the process to 
address calls for kindergarten facilities has resulted in a territorial distribution of services 
that will only partially mitigate the significant disparities that exist nationwide in terms 
of providing young children and their families with the practical aspects to fully access 
their rights as citizens. In conclusion, this complex mechanism for allocating resources 
does not guarantee that the 40% resources target will be reached in the Mezzogiorno.

4.3 Challenges of the NRRP

The entire NRRP must be completed by 2026. This is an immense challenge considering 
the plan does not account for the steep rise in prices of raw materials, which have a 
significant impact on infrastructure costs that have become much more substantial 
compared to the initial, pre-Ukraine war, investment forecasts for each Mission and 
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Component of the NRRP. There is genuine concern that not all the infrastructure projects 
listed in the NRRP can secure funding and/or be successfully completed on time. 

In light of the unforeseen challenges, some countries have requested the Commission 
to revise parts of their respective Plans.9 The Italian government, on 7 June, submitted 
to Parliament a report on the status of the NRRP’s enactment with an overview of 
the challenges that are emerging in the implementation of single interventions.10 This 
is a significant step forward in terms of transparency and monitoring, fulfilling the 
government’s required accountability to both Parliament and its citizens.11 The report 
identifies challenges on a broad range of interventions. In fact, 118 out of 285 NRRP 
measures have been flagged as having critical aspects, but only 51 have significant 
issues. Collectively, these measures amount to €80bn, which is 42% of the NRRP’s 
total budget (€191.5bn). The financial interventions that have notable challenges 
include ‘Ecobonus’ and ‘Sismabonus’ (approximately €14bn), high-speed railway 
lines to Northern Europe (€8.6bn), initiatives aimed at increasing resilience, territorial 
enhancement, and municipal energy efficiency (€6bn, for as many as 46,000 projects), 
an overall plan for nurseries and kindergartens (€4.6bn), and measures addressing 
flooding and hydrogeological risk management (€2.5bn). There are also NRRP flagship 
projects that are facing challenges; these include community healthcare involving the 
construction of social housing (€2bn) and community hospitals (€1bn). Of these, the 
most frequently reported issues regard regulatory hurdles (in 32% of the cases).12

Other problems include the low participation rate of companies in the bidding 
process and investments that are unattractive to market players. Delays in implementing 
the NRRP is another challenge. Municipalities are also having difficulty in carrying out 
projects effectively. Although they are the implementing authorities for nearly €42bn, 
they often lack the necessary planning capacity. What further aggravates the situation 
is that, since 2009, municipalities have been disempowered by the growing tendency to 
outsource essential public-policy tasks of a technical nature. Inflation is also a problem 
for municipalities since they have a high concentration of infrastructure contracts, like 
the kindergarten plan, that involve the purchase of goods and services which have 
seen significant price hikes this past year. 

9 Estonia, France, Slovakia, Malta, Denmark, Spain, Slovenia, and Austria had their RRPs revised to 
include RePowerEU; while Germany, Luxembourg, Finland, and Ireland requested and obtained 
revisions of their RRPs for measures other than RePowerEU.

10 This detailed document presents an overview of the achieved objectives in the second half of 2022 
regarding the disbursement of the third instalment (€18.5bn) of European funding. It also offers an 
initial assessment of the prospects for attaining the objectives set for the first half of 2023, which are 
associated with the fourth instalment of €16bn.

11 The report from the Court of Auditors (March 2023) had already highlighted a series of delays and 
challenges in the implementation of the actual spending phase envisaged by the NRRP.

12 See Rizzo, L., R. Secomandi, A. Zanardi, (2023), ‘Criticità del PNRR tra rimodulazione 
e restituzione dei fondi’, Lavoce, 16 June, https://lavoce.info/archives/101391/
criticita-del-pnrr-tra-rimodulazione-e-restituzione-dei-fondi/

https://lavoce.info/archives/101391/criticita-del-pnrr-tra-rimodulazione-e-restituzione-dei-fondi/
https://lavoce.info/archives/101391/criticita-del-pnrr-tra-rimodulazione-e-restituzione-dei-fondi/
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The NRRP’s critical profiles include the ability to monitor challenges. This is a 
crucial issue both for an effective discussion between the Italian government and the 
Commission on the actual implementation process and for assessing the impact of 
current and future investments on economic growth. Timely follow-up is needed for a 
better assessment of macroeconomic and public-finance forecasts. Thus, the receipt of 
prompt and accurate information on the temporal distribution of resources regarding 
the actual economic nature of each initiative and the relative state of implementation is 
crucial. To date, that information is lacking. The primary official source for accessing the 
information is ReGIS.13 However, the platform is limited in terms of completeness and 
updates (timeliness and frequency). For example, in some cases, lines of intervention 
have been executed but are not reported as such by the platform. Some of the 
stakeholders and municipalities have difficulty accessing ReGIS. Moreover, measures 
that are provided as incentives and facilitations for reporting require time-consuming 
audits by the Internal Revenue Service. Unfortunately, ReGIS, at least for now, does not 
provide consistent, timely information and cannot be relied upon to assess the NRRP’s 
implementation progress (achieved and implementable expenditure). 

Mapping the NRRP’s weaknesses and, thus, the risk of delaying or failing to meet 
milestones and targets was obviously crucial in identifying possible revisions to the Plan. 
In fact, on 27 July 2023, Raffaele Fitto, Minister for European Affairs, South, Cohesion 
Policies and the NRRP, presented a revised proposal of the NRRP which included 
the creation of a dedicated chapter on REPowerEU. The following day, the European 
Commission approved the payout of the third NRRP instalment, which was linked to 
the achievement of the December 2022 targets. It approved the revised targets for the 
fourth instalment (due June 2023) and postponed some milestones to December 2023. 
The European Commission’s disbursement decisions are based on confirmation of the 
achievement of the previous year’s targets by end of year. This decision triggers the 
release of the corresponding payment, provided there is a positive assessment of the 
micro changes, and the EU Council approves the targets (which in the case of the June 
2023 targets had not yet taken place). The proposed amendments to the NRRP, in relation 
to the fifth instalment, were sent to the European Commission on 7 August. These 
request the deferral of thirteen goals, the elimination of six goals (which can be covered 
with other sources of financing), and the integration of the milestone relating to the new 
measure of the single Special Economic Zone (reform). If all the proposed amendments 
are approved, as of 31 December 2023, the results to be achieved would reduce from 69 
to 51, the number of targets from 46 to 30, and the number of milestones from 23 to 21.

The Italian government’s revised NRRP proposal is worth some attention. It 
introduces a number of changes for 2023–2026. The new chapter on REPowerEU (as 

13 This is an IT platform introduced in 2021 where central and other levels of government, local 
authorities, and other implementing entities are required to upload information relevant to the 
monitoring, reporting, and oversight of measures and projects funded by the NRRP.
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per EU Regulation 2023/43514 — a response to the energy crisis caused by the war in 
Ukraine) increases the financial provisions of NGEU. New resource allocations by the 
Commission, in the form of grants and loans to Member States, aim to facilitate a socially 
sustainable energy transition and to accelerate energy independence through the use 
of renewable-energy sources. Despite the fact that the proposal introduces changes to 
almost 1/3 (144 out of 349) of the goals originally set out in the NRRP, the affected amount 
is rather modest: €19.2bn, barely 10% of the total budget. Upon initial observation, it 
seems that the revision is mostly limited to dropping some of the original ambitious 
goals (that is, cutting the backlog in the justice system) and replacing them with less 
ambitious ones (that is, reducing tax evasion). If the Italian proposal is approved, it 
would mean an additional €2.7bn for Italy, equivalent to 13.8% of the additional €20bn 
provided through REPowerEU. These funds would be financed by issuing bonds for 
offsetting excess emissions through the Emission Trading System. Once again, Italy (this 
time with Poland) is the Member State that receives by far the most funds from the EU.

4.4 Italian Public Finance: Public Investment Beyond the NRRP

The trend forecasts of the General Government Income Statement (Conto economico 
consolidato delle Amministrazioni Pubbliche) shows a downward trend in total capital 
expenditure: 4.3% of GDP in 2026 compared to 5.1% in 2025.15 The significant value for 
2021–2022 is due to the resources allocated for the so-called ‘Superbonus’ for energy 
efficiency in buildings (3.3% in 2021 and 4.0% in 2022)—a scheme the government 
plans to suspend. 

More specifically, in the DEF (the government’s economic and finance document) 
forecast for 2022–2026, capital expenditure averages around 5% of GDP and public 
investment around 3.5%. Both figures are significantly higher than previous years 
due to the impact of additional NRRP-related measures. For the 2024–2025 period, 
the forecasted share of GDP (3.8% and 3.7%) is in line with the capital-expenditure 
peak of 2009, after which Italy experienced a dramatic slump in public investment 
that lasted twenty years.16 NRRP resources — provided by the European Recovery 

14 The Regulation was adopted in response to the energy crisis caused by Russia’s war of invasion into 
Ukraine, it contains increases in the financial provisions of Next Generation EU with new resources 
that the Commission will allocate in the form of grants and loans to Member States in order to foster 
a socially sustainable energy transition and speed up energy independence with production from 
renewable sources. 

15 Total capital expenditure consists of three components: i) public investment; ii) money transfers, for 
example to private companies, public institutions, citizens etc; and iii) shareholdings and provision 
of loans. Notably, ii) was 8.2% in 2021 and 7.7% in 2026.

16 See Barbieri, G., F. Cerniglia, G. F. Gori, P. Lattarulo, P., (2022), ‘NRRP—Italy’s strategic Reform and 
Investment Programme’, in F. Cerniglia and F. Saraceno (eds), Greening Europe—2022 European Public 
Investment Outlook, Cambridge, UK: OpenBookPublishers: 55–70, https://doi.org/10.11647/OBP.0328; 
and Barbieri, G., F. Cerniglia (2021), ‘Relaunching Public Investment in Italy’, in F. Cerniglia, F. 
Saraceno, and A. Watt (eds), The Great Reset—2021 European Public Investment Outlook, Cambridge, 
UK: Open Book Publishers: 63–78, https://doi.org/10.11647/OBP.0280

https://doi.org/10.11647/OBP.0328
https://doi.org/10.11647/OBP.0280
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and Resilience Facility (RRF) — accounted for 0.2% of Italy’s GDP in 2022; they are 
expected to peak at 1.8% in 2025 (if all the funds received are actually spent), less than 
half of the investment forecasted for that year. In essence, the data show that Italy’s 
positive trend in public investments, mostly driven by the NRRP, will end in 2026. 

Hence, it is more important than ever that Italian budgetary policy support a 
positive public-investment trend beyond 2026. Unfortunately, the phase before us 
(already from this year) is one of great uncertainty. Fiscal policy must now reckon 
with lower internal economic growth prospects, and low growth in countries with 
which Italy has strong interdependencies. Italy’s macroeconomic dynamics are also 
conditioned by the geopolitical turmoil triggered by the war in Ukraine, inflation, and 
restrictive monetary policies implemented by Central Banks, which have begun to 
drain liquidity from the economic system. 

Key Italian macro- and public-finance data for the upcoming years, as provided in 
the DEF, are here reviewed.17 The GDP growth trend in real terms is 0.9% for 2023, 1.4% 
for 2024, 1.3% for 2025 and 1.1% for 2026.18 It should be noted that the highest growth 
(expected in 2024) should occur thanks to the large amounts of public investment over 
the period here considered. The new European fiscal rules — which will most likely 
put Italy on a path of deficit and debt reduction — will introduce enormous constraints, 
given the country’s high public debt. Fom 2024, the so-called ‘general escape clause’, 
activated by the Commission in 2020 in response to the economic consequences of the 
COVID-19 pandemic, will cease to apply. As is well known, the European Commission 
had begun a discussion on reforming the Stability and Growth Pact’s rules and the 
economic governance of the European Union before the effects of the COVID-19 
pandemic became apparent. This discussion was last raised in November 2022 with 
the presentation of a series of guidelines.19

The Italian government, while supporting the main tenets of the European Commission’s 
proposal, pointed out critical aspects on several occasions. Concerns were raised about the 
division of Member States into three categories, according to a debt sustainability analysis 
conducted by the European Commission and recommended greater involvement by the 

17 Submitted by the Government to Parliament on 13 April 2023, to be followed by Update to the 
Economic and Finance Document (DEF) (by September 2023) and the Budget Law (December 2023) 
for 2024 and beyond. The DEF contains trends, forecasts, and real economic data.

18 NADEF updates (September 2023) are as follows: 0.8% in 2023, 1.2% in 2024 and 1.4% in 2025. As 
noted by the Parliamentary Budget Office, the projections presented in the DEF are subject to a notable 
degree of uncertainty regarding the execution of the NRRP. This uncertainty is further accentuated 
by the lack of tables in the DEF on annual expenditure forecasts. The DEF’s forecasting methodology, 
encompassing both trend and programme-based projections, is premised on the assumption that 
expenditure will be fully implemented by 2026. See Testimony of the President of the Parliamentary 
Budget Committee during the hearing on the 2023 Economic and Finance Document, Rome 2023, 
https://www.upbilancio.it/audizione-nellambito-dellesame-del-def-2023/#:~:text=20%20April%20
2023%207C%20The%20President,e%20finance%20(DEF)%202023 

19 https://eur-lex.europa.eu/legal-content/IT/TXT/PDF/?uri=CELEX:52022DC0583 by conducting 
a series of hearings and formulating final documents—see https://www.senato.it/service/PDF/
PDFServer/BGT/1372239.pdf and https://www.camera.it/leg19/824?tipo=A&anno=2023&mese=0
3&giorno=08&view=&commissione=05

https://www.upbilancio.it/audizione-nellambito-dellesame-del-def-2023/#
https://eur-lex.europa.eu/legal-content/IT/TXT/PDF/?uri=CELEX:52022DC0583 
https://www.senato.it/service/PDF/PDFServer/BGT/1372239.pdf
https://www.senato.it/service/PDF/PDFServer/BGT/1372239.pdf
https://www.camera.it/leg19/824?tipo=A&anno=2023&mese=03&giorno=08&view=&commissione=05
https://www.camera.it/leg19/824?tipo=A&anno=2023&mese=03&giorno=08&view=&commissione=05
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Member States in the process. They also linked the review of economic governance to the 
ongoing discussions on the reform of state-aid rules and (re)designing industrial policies. 
A crucial aspect not yet addressed is how to show preference for public investment 
aimed at combatting climate change and promoting digital transition—two pillars of the 
NRRP—and supporting international commitments undertaken in defence spending. 

In the 2023 DEF, the Italian government outlined its intention to gradually, but 
systematically, reduce its deficit and debt of GDP over three years (4.5% of GDP in 2023, 
3.7% in 2024, and 3% in 2025). In 2026, however, the deficit target has been set at 2.5% 
of GDP. With reference to the debt-to-GDP ratio: it is expected to be 144.4% in 2022, 
142.1% in 2023, 141.4% in 2024, 140.9% in 2025, and 140.4% in 2026.20 Obviously, higher 
interest expenditure in relation to GDP than in previous years and higher average costs 
when issuing new debt will have a major impact on the expected decrease of (merely) 
four points. 

The Parliamentary Budget Office has also developed some scenarios to consider 
the debt-to-GDP ratio, up to 2024, in the context of the new framework elaborated and 
proposed by the European Commission. These show that a decreasing debt trend is 
only possible with economic growth; furthermore, from 2033, the ratio could rise due 
to the progressive increase of Italy’s aging population. 

Moreover, the NADEF 2023, adopted in September 2023, confirms the Government’s 
desire to fully implement the NRRP. The new growth forecasts, in fact, continue to 
incorporate the full implementation of the NRRP. The Government continues to move 
forward with its planned expenditure but spending flows have been slightly revised 
downwards for 2023, to a lesser extent for 2024, and revised upwards for 2025 and 2026. 
The Parliamentary Budget Office, in a letter validating the macroeconomic framework 
trend for 2023–24, has highlighted the risks of these continuous slippages in terms of 
supply bottlenecks, also in reference to the expertise necessary to manage and start the 
works.21 It follows that overall investments—although supported by the NRRP—will 
be less dynamic in the short term than forecasted in the DEF (-11.7%).

To conclude, only by increasing public investment—even beyond 2026—can the 
debt-to-GDP ratio decrease at a faster pace, and, above all in times like these, allow the 
EU in primis to try to build a new framework capable of withstanding the new world 
powers. A massive public-investment programme funded by European fiscal capacity 
could enable the (re)construction of a European model that combines democracy, 
growth, cohesion, and welfare. It is likewise abundantly clear that major emergencies 
(like climate change) render public intervention hollow if limited to a single state or even 
groups of states, for example, if the EU alone were to act globally on green transition.

20 NADEF updates for deficit are: 5.3% in 2023, 4.3% in 2024, 3.6% in 2025. With reference to the debt-to-
GDP ratio: 140.2% in 2023, 140.1% in 2024, 139.9% in 2025, and 139.6% in 2026. 

21 See https://www.upbilancio.it/wp-content/uploads/2023/10/Audizione-NADEF-2023.pdf 

https://www.upbilancio.it/wp-content/uploads/2023/10/Audizione-NADEF-2023.pdf
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5. Public Investment, Deficit and Public 
Debt in Spain, 1995–2022

 Francisco Pérez and Eva Benages

Over the past three decades, public investment in Spain has followed an 
extremely irregular trajectory, with periods of significant capital accumulation 
and others in which net investment has been negative. The sustainability of 
the pace of investment has been challenged by expenditure policies that are 
procyclical instead of stabilizing, in addition to fiscal regulations that have not 
been able to improve public-productive capital by following the golden rule. The 
revision of the EU’s economic-governance framework should take into account 
this and other experiences to enhance the compatibility between fiscal rules and 
the expanded investment envisaged by the Recovery and Resilience Mechanism. 

5.1 Introduction

Since the Maastricht Treaty came into force in 1993, Spain’s public investment has gone 
through very different stages. The causes for these shifts are many. They include the 
changing overall conditions experienced by the Spanish economy, the scant attention 
given by spending policies to stabilization and sustainability objectives, the challenges of 
public-sector financing since the Great Recession, and the fiscal framework established 
by the Stability and Growth Pact (SGP) in 1997 and its subsequent revisions.

Member States have presented objections to the SGP. The first concerns its design, 
which gives prominence to the output gap, even though this variable is not observable 
and is subject to debate due to its dependence on the estimation criteria. The second 
objection concerns Member States’ limited compliance with fiscal rules and the lack of 
consequences for non-compliance, leading to a decline in the Pact’s credibility. The third 
relates to the framework’s complexity, which raises questions about both its political 
acceptability and the European Commission’s discretionary application of its rules (2022).

Warnings concerning the poor de facto safeguards for public investment in the 
EU fiscal-policy framework have increased since 2019 (European Fiscal Board 2019; 
Darvas and Anderson 2020), despite the loosening of deficit restrictions for that 
purpose. In October 2021, the European Commission relaunched the public debate 
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on the review of the EU’s economic-governance framework, and, in December 2022, 
it presented a communication about its reform (European Commission 2022) to the 
European Parliament, the European Central Bank (ECB), the European Economic and 
Social Committee, and the Committee of the Regions. This communication proposed a 
framework to address the financing of a green and digital transition towards a climate-
neutral economy and to solve the issue of the high public debt-to-GDP ratios reached in 
the first decades of the twenty-first century. Both challenges require fiscal regulations 
that enable strategic investments and also protect the viability of fiscal policy.

This reformed approach requires closer attention to the trajectory of public 
investment than in the past because, while capital formation in the EU as a whole has 
not suffered significantly over the last three decades, some countries, such as Spain, 
have seen an important reduction in net investment since 2010. As a result, the public-
capital growth rate has been cut in half. 

These circumstances raise the question of whether the criteria for calculating the deficit 
that can be financed with debt should expressly contemplate a golden rule that protects 
net investment, given that the European Recovery and Resilience Strategy is committed to 
strengthening investments for the ecological transition; the digital transformation; smart, 
sustainable, and inclusive growth; social and territorial cohesion; social and institutional 
health and resilience; and policies for the next generation, children, and youth. It is a 
strategy that also contemplates investment needs for both tangible and intangible assets.

This chapter argues for an approach to deficit policy in line with the criteria of 
the golden rule by examining the trajectory of investment and of public-capital stock 
in Spain between 1995 and 2022. It also reviews the challenges of financing public 
investment in the context of high fiscal deficits since the onset of the Great Recession.

5.2 The Trajectory of Public Investment in Spain, 1995–2022

After becoming a member of the EU in 1986, Spain implemented a rigorous public 
investment strategy that was supported, in large part, by European structural funds. 
Much of this strategy coincided with the Spanish economic expansion between 1995 
and 2008; it was fuelled by a powerful real-estate bubble. Figure 5.1 shows that, up 
until the onset of the financial crisis, public investment doubled in real terms, growing 
more than GDP. It also shows a sharp fall thereafter. 
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a) €m 2015
b) Real Evolution of GDP and 
Public Investment, 1995=100

 Fig. 5.1 Public Investment in Spain, 1995–2022. 
Note: Public investment includes investments made by external agents in infrastructures for public 

use (ADIF, AENA, State Ports, etc.). 
Source: BBVA Foundation-Ivie (2023), INE (CNE), and authors’ elaboration.

The pronounced procyclicality of the trajectory of gross-public capital formation shows 
that these expenditures have not been sustainable and have in no way contributed to 
stability. Instead, they have reinforced growth throughout the expansionary phase and 
accentuated the recession in the most difficult period of the crisis. Despite the recovery 
experienced in the last five years, gross public investment in Spain remains at lower 
real levels than in the initial years of the series, being 6% lower in 2022 that in 1995.

The investment effort of the initial long expansionary phase is mostly concentrated 
in productive infrastructures, mainly transport-related (particularly high-speed 
railroads). Gross public-capital formation in social infrastructures (educational, health, 
cultural, social services, administrative, etc.) is also highly important (Figure 5.2). 
Investment increased by two between 1995 and 2009 in both aggregates, but when the 
crisis struck, the decline in transport infrastructure was greater and more severe. The 
recent recovery has focused mainly on social infrastructure, which has returned to its 
1995 levels, while productive or transport infrastructure is still 20% below its 1995 level.

Figure 1. Public investment in Spain, 1995-2002

a) Millions of euros of 2015 b) Real evolution of GDP and public investment, 1995=100

Note: Public investment includes investments made by external agents in infrastructures for public use (ADIF, AENA, State Ports, etc.).

Source: BBVA Foundation-Ivie (2023), INE (CNE) and own elaboration

Figure 2. Public investment in productive and social infrastructures. Spain, 1995-2020 
(millions of euros 2015)

Note: Public investment includes investments made by external agents in infrastructures for public use (ADIF, AENA, State Ports, etc.).

Source: BBVA Foundation-Ivie (2023) and own elaboration
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 Fig. 5.2 Public Investment in Productive and Social Infrastructures in Spain, 1995–2020, in €m 2015. 
Note: Public investment includes investments made by external agents in infrastructures for public 

use (ADIF, AENA, State Ports, etc.). 
Source: BBVA Foundation-Ivie (2023) and authors’ elaboration.

5.3 From Investment to Capital Accumulation 

The data on the trajectory of the public fixed capital stock allows us to determine how 
much of gross investment is absorbed to cover the depreciation of existing public 
capital and what part of net investment produces changes in capital stock.1 

The rapid investment pace between 1995 and 2012 implies an increase in stock of 
87%, largely concentrated in productive infrastructure (mainly transport2), which 
grew by 93%. Although public investment increased during the first two years of the 
Great Recession, from 2010 onwards it does not even cover the depreciation of the 
existing stock, which decreased by 5% since then (Figure 5.3).

The part of gross investment that is absorbed by capital accumulation amortizations 
is always significant (Figure 5.4). In the period of greatest investment effort, 
consumption of fixed capital represents around 50% of gross investment and the other 
half represents net investment, that is, that which constitutes stock growth. However, 
when gross investment fell sharply with the onset of the crisis, consumption of fixed 

1 The analysis that follows is based on information from the database that has been developed by the 
BBVA Foundation and the Ivie for over twenty-five years, which corresponds to the information for 
Spain that is used in different international databases, such as EU KLEMS, funded by the European 
Commission’s 6th and 7th Framework Program, as well as its successor, the EUKLEMS & INTANProd 
project, funded by the European Commission’s Directorate General for Economic and Financial 
Affairs (DG_ECFIN) (EU KLEMS 2011, 2012). The database is available at BBVA Foundation-Ivie 
(2023). In addition, a report that accompanies the database is published annually. Furter details can 
be found in Pérez and Mas (Dirs.) (2020).

2 The latest data broken down by type of infrastructure (productive or social) corresponds to 2020.

Figure 1. Public investment in Spain, 1995-2002

a) Millions of euros of 2015 b) Real evolution of GDP and public investment, 1995=100

Note: Public investment includes investments made by external agents in infrastructures for public use (ADIF, AENA, State Ports, etc.).

Source: BBVA Foundation-Ivie (2023), INE (CNE) and own elaboration

Figure 2. Public investment in productive and social infrastructures. Spain, 1995-2020 
(millions of euros 2015)

Note: Public investment includes investments made by external agents in infrastructures for public use (ADIF, AENA, State Ports, etc.).

Source: BBVA Foundation-Ivie (2023) and own elaboration
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capital represented more than 100%, making net investment negative from 2013 
onwards and reducing the stock of public capital.

 Fig. 5.3 Evolution of Public Capital Stock in Spain, 1995–2022, in €m 2015.  
Note: Public capital includes privately owned infrastructures for public use (ADIF, AENA, State 

Ports, etc.). 
Source: BBVA Foundation-Ivie (2023), INE (CNE), and authors’ elaboration.

 Fig. 5.4 Gross Public Investment, Net Investment, and Consumption of Fixed Capital in Spain, 
1995–2022, in €m 2015.  

Note: Public investment includes investments made by external agents in infrastructures for public 
use (ADIF, AENA, State Ports, etc.). 

Source: BBVA Foundation-Ivie (2023) and authors’ elaboration.
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 Fig. 5.5 Evolution of Public Capital Stock in Spain by Type of Asset, 1995–2022, in €m 2015.  
Note: Public capital includes privately owned infrastructures for public use (ADIF, AENA, State 

Ports, etc.). 
Source: BBVA Foundation-Ivie (2023) and authors’ elaboration.

Figure 5.5 shows that all assets experienced a significant growth in the expansionary 
phase. When the crisis hit, accumulation stagnated, at least in all of them, and even 
fell significantly in some cases. Among the assets that failed to cover replacement, the 
ones that stand out are port and airport infrastructures, educational and social services 
infrastructures, with cumulative declines of over 9% from 2012 to present.

The gross capital formation of Spain’s public sector has been so irregular that, during 
the past decade, it has not been possible to maintain the accumulated public capital. 
Since then, the consumption of fixed capital has absorbed all the gross investment and, 
because net investment has been negative, the capital stock has aged.3 The question 
that arises here is: what factors led to the decline in public investment following the 
Great Recession?

5.4 Investment and Public Deficit Financing

The drop in gross public capital formation in Spain during the Great Recession 
and subsequent years was mainly attributable to the spending cuts that the central, 
regional, and local government were forced to implement in order to limit the strong 

3 See a detailed analysis in Pérez and Mas (Dirs.) (2020).
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fiscal imbalances that emerged after 2008. The administrations had to make significant 
adjustments in many of their expenditures. These changes had a greater impact on 
investment as a result of the Stability and Growth Pact and the non-accommodative 
monetary policy that implied sharp increases in the cost of financing and the risk 
premium.

 Fig. 5.6 Government Spending, Revenues, and Budget Deficit in Spain, 1995–2022 (% of GDP). 
Note: Net public spending and net public revenues of aids to financial institutions have been 

considered. 
Source: IGAE (2023a) and authors’ elaboration.

Figure 5.6 shows that, during the expansionary phase that preceded the financial 
crisis, public revenues and expenditures followed converging paths that reduced the 
deficit and allowed for the achievement of budget surpluses between 2006 and 2008. 
However, the combination of a sharp fall in tax revenues in 2008 and 2009, which was 
much higher than in other European countries, along with the delayed recognition 
of the change in scenario on the expenditure side, led to immediate increases in the 
deficit, pushing it to unsustainable levels close to 10% of GDP in 2009. It remained 
above 6% until 2013.

A direct result of the evolution of the public deficit is the trajectory of the debt 
throughout the period analysed. In the initial period from 1995 to 2007, when the 
deficit was controlled and GDP grew rapidly, the debt-to-GDP ratio significantly 
decreased, reaching 35.7% in 2007. During the years of the Great Recession—of strong 
deficit and also falling GDP—the ratio soared to reach 105% in 2014. The recovery of 
growth from that year until 2019 and the efforts to contain the deficit interrupt the 
rising trajectory of the debt-to-GDP ratio. However, the COVID-19 crisis pushed the 
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ratio up again, to a peak of 120.4% in 2020. The indicator remains at very high levels 
since then (113.2% in 2022) (Figure 5.7).

 Fig. 5.7 Public Debt in Spain, 1995–2022 (% of GDP). 
Source: Bank of Spain (2023).

Thus, despite measures to boost tax collection and reduce spending, efforts to reduce 
the deficit have not prevented a sharp increase in debt. Tax revenues began to improve 
as a result of various tax increases and thanks to the recovery of growth from 2014 
onwards. Adjustments affected all levels of government but not all spending functions. 
Social protection was an important exception: there was an increase in spending on 
unemployment benefits and pensions, both of which are controlled by the central 
government. Other important social expenditures, such as education and health care, 
which are decentralized to regional governments in Spain, did experience a decrease.

As seen in Figure 5.8, total public spending stagnated between 2009 and 2017; public 
investment spending, meanwhile, which had been previously high, fell sharply from 
2010 onwards. It remained at levels below those of 1995, despite a minor increase since 
2016. With the arrival of the pandemic, public investment increased as a consequence 
of the different responses given by the EU to the new crisis. This has allowed Spain to 
rely on significant resources and funding from the Recovery and Resilience Mechanism 
(RRM) from 2020 onwards.
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 Fig. 5.8 Real Public Spending and Gross Investment in Spain, 1995–2022 (1995=100).  
Note: Net public spending of aid to financial institutions has been considered. Public investment 

includes investments made by external agents (ADIF, AENA, etc.). 
Source: BBVA Foundation-Ivie (2023), IGAE (2023a, 2023b), INE (CNE), and authors’ elaboration.

The decline in public investment during the Great Recession and its subsequent 
stagnation was, de facto, a key tool for deficit control. The cost of this is that investment 
was not protected when deficit surged with the start of the financial crisis. The public 
sector faces the challenges of reducing many expenditures, particularly monetary 
transfers associated with social protection, and adjustments are much more intensely 
directed towards investment because they do not involve intense tensions with social 
groups involving pensions, education or healthcare recipients. 

Figure 5.9 illustrates how important these reductions in gross investment have been 
in containing the deficit. It represents the ratio between the annual deficit and the 
adjustment made in investment (the difference between each year’s investment and 
2008 gross investment). When investment adjustments began to be made in 2010, their 
contribution to deficit control was modest, but this grew as investment remained low 
and the deficit was gradually reduced. The investment adjustment is equal to 100% of 
the deficit in 2018. In other words, the deficit would have increased by 100% if, all else 
being equal, public investment had maintained its 2008 level in 2018. In more recent 
years, the importance of the contributions of the investment adjustment to deficit 
control is less significant, since the deficit increased once again with the arrival of the 
pandemic. 
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 Fig. 5.9 Contributions of Investment Adjustments to the Reduction of Public Deficit in Spain, 
2009–2022 (% of Deficit). 

Note: Public investment includes investments made by external agents in infrastructures for public 
use (ADIF, AENA, State Ports, etc.). 

Source: BBVA Foundation-Ivie (2023), IGAE (2023a), and authors’ elaboration.

A joint analysis of the trajectory of Spanish public sector gross investment and its 
contribution to keeping the deficit under control shows that European fiscal laws, as 
they were implemented in Spain, have not served to protect investment. The justification 
for financing investment with deficits is that, if net investment is reduced in order to 
avoid imbalances that threaten the sustainability of public accounts, the consequences 
could be negative for growth and fiscal sustainability. By not undertaking productive 
investment projects, economic activity is reduced and tax collection is also affected. 
This is why the classic interpretation of the golden rule (Blanchard and Giavazzi 
2004; Mintz and Smart 2006) contends that public deficits and indebtedness should be 
permitted if the goal is to finance net investment.

Figure 5.10 shows the trajectories of the government deficit, gross fixed capital 
formation, fixed capital consumption, and net investment, together with the horizontal 
line defining the 3% medium-term deficit rule. This rule attempts to prevent debt 
sustainability problems, while acknowledging that there are reasons that justify the 
financing of growth-enhancing expenditures, particularly potentially productive 
investment, with deficits. The figure shows two relevant features of the situation in 
the period in which Spain’s public deficit has become a problem for compliance with 
the 3% rule, from 2009 onwards. The first feature is that the most important part of 
investment spending that is financed by the deficit is the consumption of fixed capital, 
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that is, amortizations that allow the capital stock to be maintained, not increased. 
However, capital growth is what allows potential output to increase, and the stock 
does not grow because net investment is negative. Therefore, the growth of public 
capital is not what justifies the deficit. The second feature is that, despite the fact that 
the sharp adjustment of net investment makes a powerful contribution to controlling 
the public deficit, the notable gap between the two variables in the figure suggests 
that the most relevant part of the mismatch in the public accounts is the existence of 
recurring expenditure, both current and capital (such as consumption of fixed capital), 
which should be financed on a regular basis, but since they are not, they are financed 
with deficits.

 Fig. 5.10 Deficit Used to Finance Gross Investment and Fixed Capital Consumption: Net 
Investment, Fixed Capital Consumption, and Public Deficit. Spain, 1995–2022 (% of GDP). 

Note: Public investment includes investments made by external agents in infrastructures for public 
use (ADIF, AENA, State Ports, etc.). The net budget balance of financial institution aid has been 
considered. The deficit is represented in the graph with the opposite sign to allow comparisons. 

Source: BBVA Foundation-Ivie (2023), IGAE (2023a), and authors’ elaboration.

5.5 Conclusions

This analysis shows that, in the case of Spain, European fiscal laws are consistent with 
a situation that presents several undesirable features that call for revision. 

The first is that, despite the fact that the fiscal rules contemplate a flexible criterion 
to maintain investment and public capital stock, it does not exist in practice. This is 
shown by the negative values of net public investment of the most indebted countries, 
including Spain.

The second feature is that fiscal rules are not applied in accordance with the 
golden rule. They allow a large part of the authorized deficit to be used to finance the 
amortization of existing capital, but covering the consumption of fixed capital does 
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not imply an increase in the capacity to produce goods and services in order to grow. 
Rather, it suggests the maintenance of the flow of services from public assets. 

The third unfavorable aspect is that fiscal rules have not been operating as stabilizing 
mechanisms for demand and activity. However, they accentuate the cyclical profiles, 
especially (but not only) through procyclical adjustments to investment during 
expansionary and recessionary phases.

The European Commission’s proposed review of the EU’s fiscal governance should 
consider how to address these undesirable features observed in the implementation of 
fiscal regulations established during periods of high indebtedness in different countries, 
particularly in Spain. The review of the EU’s economic governance framework should 
consider this and other experiences, in order to reinforce the compatibility between 
fiscal regulations and the investment targets set forth by the Recovery and Resilience 
Mechanism. If they are not protected, it will be increasingly challenging to improve the 
endowments of both tangible and intangible assets that contribute to the generation 
of European public goods with capacity to benefit future generations (Giavazzi et al. 
2021).
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PART II. CHALLENGES





6. Escaping Fragmentation and Secular 
Stagnation. The EU Policy Mix and 

Investment Financing

 Pier Carlo Padoan1

The EU has be en impacted by multiple crises due to economic and geopolitical 
drivers. These crises have left scarring effects and may lead to fragmentation 
with serious permanent consequences. This takes place against the background 
of secular stagnation which makes the policy response more difficult. The 
main response strategy is the NGEU mechanism, based on public investment 
and structural reforms. It should deliver sustainable growth and structural 
change that allows to exit the multiple crises―pandemic, geopolitical, energy, 
inflationary―and puts the European Union on path of twin transformation 
(digital and green), reverting the drift towards secular stagnation. NGEU 
is an effective policy tool, provided it acts through policy packages of public 
investment and structural reforms and allows for time to complete the reform 
cycle. Its effectiveness must be seen in the context of a new policy mix fit to 
address the multiple-crises framework. 

6.1 Introduction

The COVID crisis has prompted a joint response by EU Member States and by the 
European Commission. In the short-term, temporary measures such as the suspension 
of the Stability and Growth Pact and the temporary framework on state aid have 
minimized the immediate costs of the COVID shock. In the medium to long term, 
policymakers will have to address the challenges of the twin transition towards digital 
and green activities and to reinforce the EU-growth model. What will make this more 
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the participants of the Astrid seminar on european economic policy for useful comments. I also thank 
Roberto Fratter for excellent support in drafting the text. 
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difficult are the consequences of the energy crisis and the inflation acceleration which 
impacts the dynamic of economic growth. Policymakers will also have to face the 
challenge of fragmentation generated by geopolitical tensions against the background 
of persistent secular stagnation. 

To deal with the Covid crisis, the EU Commission has launched the Next Generation 
EU (NGEU) programme and activated its operational arm, the Recovery and Resilience 
Facility which is translated into National Plans of Recovery and Resilience (NPRR). 
The mission of the temporary instrument is to revamp EU growth in quantitative (how 
much growth) and qualitative (what kind of growth) terms. It does so by supporting 
public investment and structural reforms through substantial financing. €750bn in 
financing is provided by the EU budget and funded by the issuance of dedicated 
European bonds. 

6.2 Phases of European Growth

In what follows, I consider the underlying logic of NGEU, linking the specific measures 
to the EU growth model to evaluate if and to what extent NGEU will be able to deliver 
growth and transform the EU economy towards its green and digital targets. I also 
look at the role of investment, both public and private, and the possible financing 
strategies, given the very large amounts of investment needed to complete the twin 
transition. 

Post-war EU growth can be viewed as a sequence of subperiods characterised by 
growth-acceleration episodes (Hausmann, Pritchet, and Rodrik 2004). One way to 
identify subperiods is to mirror them with the evolution of the global economic and 
monetary system. From the Bretton Woods days to the present, the different subperiods 
exhibit characteristics that can be described as follows, with a specific focus on growth 
drivers.

1) Free Trade Area and Custom Union. This phase replicates the extension of the 
Bretton Woods (BW) system at the global level. The Bretton Woods regime was based 
on a domestic, demand-driven USA economy and an export-driven EU economy. The 
currency arrangement included a peg to the dollar backed by gold reserves. The main 
growth drivers in the EU were integration and trade openness. This structure generated 
a large positive supply shock for the EU, and the opening to international trade led to 
a significant reallocation of resources within countries. Resources were shifted from 
non-tradable to tradable sectors. There was no international capital mobility. Most EU 
countries ran a current-account surplus that reflected an excess of savings (savings > 
investments). 

2) After the BW collapse in 1971, the dollar standard, and the two oil shocks, 
the EU struggled to converge. Sluggish growth highlights the fragmentation in the 
EU economy and the persistent risk of divergence between Northern and Southern 
members. Many EU countries adopted flexible exchange rates in reaction to dollar 
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flexibility. Northern members of the EU, however, established fixed exchange rates 
among themselves (giving birth to the ‘D mark zone’ in the first part of the 1970s) 
to enhance stability. Southern members’ currencies devalued as oil prices raised 
inflation. Inflation differentials widened. Risks of divergence within the EU increased. 
Stagflation loomed. 

3) In spite (or because) of the economic fragmentation in the global system, the 
EU’s move from a custom union towards deeper forms of integration drove growth. 
Stability-growth tradeoffs in an inflationary environment are the key features of the 
macroeconomic system. Initially, flexible exchange rates were effective in absorbing 
shocks, but inflation in the EU accelerated at different speeds, which generated 
divergence in relative competitive positions. Excessive currency flexibility and 
volatility were seen as a challenge to the custom union. The European Monetary System 
(EMS) was established in 1979 as an attempt to provide stability and convergence 
in a stagflation environment. The move towards fixed exchange rates, with German 
monetary policy as an anchor, was seen as a way to enforce discipline and to restore 
integration. However, the EMS collapsed after a decade, when fixed exchange rates, 
full capital mobility, and national macroeconomic policies proved to be incompatible.

4) The Single European act. As monetary stability was reestablished, the EU single 
market and exogenous Total Factor Productivity (TFP) emerged as the drivers of 
growth. Evidence shows that economic and institutional complexity (such as the one 
associated with intra-industry trade and ‘social capital’) supports growth. Complexity 
as a feature of social and economic institutions that affects growth is more pronounced in 
northern EU members. However, not all TFP is exogenous. An endogenous component 
is driven by investment in innovation, research and development, and human capital. 
In spite of a self-sustained growth dynamics, an underlying tendency towards secular 
stagnation emerged, driven by demographics, inequality, and decreasing productivity. 
Growth below potential and, in some cases, declines in potential output characterised 
EU members and the Euro Zone, especially during the euro crisis (see 7, below). The 
sequence of EU enlargements in the 1980s also mark the start of acceleration episodes. 

5) Growth gaps to potential output emerge in the Euro area. In a number of EU 
countries, structural impediments to growth (including the low quality of institutions) 
persisted in spite of efforts to complete the single market. This is particularly visible in 
the lack of a single market for services, which holds back productivity and innovation. 
Large output gaps also emerged in the USA. Globally, trade regionalism developed 
as a factor determining the nature of competition and conflict. Strategic trade policy 
became a policy option in support of national interests. Despite an increasing tendency 
towards regionalism, the global financial system remained dollar-based. 

6) After the crisis of the European Monetary System, a ‘corner-solution dilemma’ 
emerged regarding the choice of exchange-rate arrangements (was it preferable to 
have fully flexible rates or a single currency?). The euro was introduced, but not all 
EU members joined the single currency. Initially, the introduction of the euro brought 
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convergence: the narrowing of spreads among members of the Euro was seen as a move 
towards a zero-risk or free-capital-mobility environment. A debt financed growth 
model also emerged, that is, one in which countries finance their growth through 
borrowing. This pattern generated imbalances that led to capital flows from excess-
saving to excess-investment countries. Investment was directed, especially, towards 
low-productivity, non-tradable sectors. The lack of exchange-rate flexibility generated 
a deflationary pressure on deficit economies as surplus countries refused to reflate in 
order to allow for relative prices to adjust. The overall policy stance was restrictive, and 
the undervaluation of surplus countries’ currencies was persistent. Integration did not 
progress.

7) Convergence turned into divergence, and risks of fragmentation increased 
significantly. In spite of large capital flows, or, rather, because of these, the eurozone 
proved to be unsustainable, an ‘impossible trinity’. This ‘euro crisis’ and the bank 
sovereign doom loop prompted euro reform (most notably, the creation of a banking 
union). This policy response avoided the collapse of the monetary union. However, 
it shows the fragility of the collective agreement on which the euro was based. The 
reform was only partly successful, as a conflict between national and EU perspectives 
(risk mitigation versus risk sharing) persisted and the tendency towards divergence 
renewed. 

8) Global imbalances and the global financial crisis. To accelerate recovery after 
COVID, the NGEU was launched. Its long-term structural orientation has been seen 
as the opportunity to reverse secular decline, replace external demand with internal 
demand, and change the composition of production and consumption in the twin 
transformation towards green and digital. However, these shifts require investment 
(both public and private), structural change, and an availability of non-tradable goods 
(services) to enhance TFP growth.

9) The current state of the EU (and global economy). The latest phase of the EU and 
global economy shows fragmentation both in financial markets and in trade relations. 
However, this fragmentation is not affecting Europe as much as other regions―an 
inversion of the case during the sovereign crisis. What is exceptional about this phase is 
the coincidence and interaction of multiple crises: geopolitical instability, the return of 
inflation, global fragmentation, and secular stagnation. This ‘perfect storm’ is reflected 
in an increase in global risk, monetary-policy dilemmas (inflation-financial fragility 
tradeoffs), and structural components of inflation. 

Tensions will not subside soon, and global instability may rise. However, 
fragmentation will probably increase pressure on countries to join regional agreements 
or form agglomerations as a strategy to increase protection. A push for Member States’ 
further integration may be proposed. Such a dynamic would likely be driven by 
geopolitical factors where Europe may play a leading role in shaping a reform of global 
governance, that is, a global-policy regime necessary to prevent further fragmentation. 
In this context, it is important to recall the conditions that enable cooperation and 
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regime-building with multiple actors: a few key players must be identified, there must 
be repeated interactions between them so as to build mutual trust, adjustments must 
be available to accommodate differing preferences, and, finally, agreements are to be 
encouraged as a strategy to aggregate preferences among likeminded countries. 

The impact of the geopolitical factor can be larger than the one activated by 
fragmentation. As we are in a framework of multiple crises, further crisis factors can 
play a role. An analysis of ‘scarring’ can shed some light on these effects. S. Nujin 
and Yu Shi (IMF 2022) show that different types of crises, including those related 
to geopolitical factors, can produce scarring effects (that is, permanent negative 
consequences) that differ at the aggregate and sectoral levels because of the different 
transmission channels at work in each. The largest impact of the recent crises is seen 
in service sectors. As supply-side channels of transmission have been interrupted or 
weakened, so too have capital and research-and-development investment, human 
capital, and other factors that impact TFP. The ‘scarring’, in this case, is the cumulative 
reinforcement of the negative medium-term impacts. 

6.3 Secular Stagnation and the Growth Environment 

The multiple-crisis mechanism evolves against a background of secular stagnation 
which is present both within the EU and globally as reflected in the declining real 
interest rate. The real interest rate is connected to the ‘natural interest rate’, r*, which 
is not observed and needs to be estimated. Estimates point to a decreasing natural 
interest rate for the Euro Zone over the past two decades. With all these caveats in mind, 
r* can provide useful evidence on the long-run policy environment and information 
to policymakers as they form their views on policy decisions. Last but not least, the 
decline of r* also reflects excess savings over investment, that is, growing savings and 
declining investment lead to lower r* and shrinking policy space. The negative trend is 
also related to TFP dynamics. More generally, declining r* and TFP reflect a weak effort 
in innovation, research and development, human and intangible capital accumulation, 
and demographic factors. 

As already mentioned, in advanced economies, TFP is partially endogenous, that 
is, determined by investment in innovation and partly determined by policy which 
impacts on innovation activities. Evidence confirms the negative impact of TFP and 
demographic as well as the countervailing impact of fiscal policy on r*. The fall in TFP 
is generalized in advanced economies but significantly present in the EU. 

Such a dynamic carries important policy implications. According to a view of 
the policy process in the long term (which is the one of interest here), a declining r* 
compresses the space for monetary policy since r* is the upper boundary of the policy 
rate. However, if r* increases, it compresses fiscal space to the extent that r* is related to 
the market rate. For a given growth rate, a negative difference with respect to the policy 
rate makes debt unsustainable. Policy can raise r* in the medium to long run through 
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productivity-enhancing and demographic-improving measures. As a consequence, r* 
can increase and impact on fiscal-policy space. Put differently, the analysis of long-term 
growth factors provides indications of how to improve the policy mix and activate a 
virtuous circle as policy space is being created. Recently, pressures towards secular 
stagnation seem to have lost steam somewhat. Nevertheless, the underlying weakness 
of the economy, especially in the EU, does not support much optimism. In particular, 
there are no signs of significant turnaround in long-run productivity growth. In sum, 
to deal with the multiple-crisis environment, a new policy mix is needed, given that 
no single policy-instrument alone will support a new sustainable-growth acceleration. 

Shocks interact and perpetuate themselves. They lower the long-term growth 
rates and may perpetuate secular stagnation. Fragmentation of global value chains 
generates supply shocks. Structural reallocation and appropriate industrial policies 
are needed. The impact of geopolitics feeds back on monetary policy via inflation and 
financial stress. 

Monetary policy cannot be left alone. We also need fiscal and structural income 
policy as well as a global collective effort for regime rebuilding. This approach is 
consistent with the pattern of growth through accelerations and institutional change 
we have discussed above. 

6.4 The NGEU Policy Response 

EU policy design has made progress as a reaction to the crisis with the introduction 
of Next Generation EU (NGEU). In the current phase, NGEU is the single most 
relevant institutional innovation in Europe. It rests on the combined impact of public 
investment, structural reforms, and private investment. It can provide positive shocks 
similar to those related to the Single Market or the single currency. Let us look at this 
process in steps. 

Step 1. The governments provide an immediate response to COVID-19 in terms of 
national budget resources to absorb the initial impact. The suspension of the Stability 
and Growth Pact provides the necessary fiscal space.

Step 2. Governments, in agreement with the Commission, define their structural-
transformation strategy in terms of plans and sectors to be impacted by the resources 
made available by the Commission. The composition of the budgetary responses and 
the structural agenda reflect national preferences.

Step 3. The governments set the sequencing of measures related to investment and 
structural reforms. It is interesting to note that, on preparing their National Recovery 
and Resilience Plans, governments anticipated milestones relative to structural 
reforms with respect to those related to investment. The rationale for this is that the 
anticipation of reforms would make the implementation of investment faster and 
somehow smoother. 
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Step 4. A possible ‘acceleration cycle’ is activated as follows: 1) public investment 
is activated also with the support of structural reforms; 2) the public-investment 
component, in turn, activates accelerators and spillovers (see below); 3) private 
investment in the digital and green transformation is activated, and institutions 
facilitate the impact of reforms and allocation processes; 4) public-aggregate demand 
fills the output gap that may arise; 5) the impact of structural reforms, depending on 
the policy mix, may sustain acceleration. 

We now look at some simulations of the possible impact of NGEU, relying on 
estimates produced by international organisations (Bankowski et al. 2022). The impact 
of NGEU is reflected in higher-potential output. The initial impact is largely due to 
investment, but, eventually, the contribution of TFP becomes the most relevant one by 
far. 

In terms of the performance of NGEU, public investment would impact relatively 
more on acceleration (especially from the demand side of investment) while structural 
reforms would impact more on the sustainability of growth effects. This framework 
implies that the public-investment channel impacts directly on GDP growth while 
private investment and structural reforms impact on TFP and, hence, indirectly on 
GDP.

6.4.1 Public Investment 

Demand effects of NGEU may be significant in the short run. They also facilitate 
structural-reforms implementation with benefits for supply that build up in the long-
term. At the same time, as already mentioned, early implementation of structural 
reforms facilitates the impact of public investment. 

The impact of NGEU on supply is not only such as to increase productive capacity, 
but it also creates the conditions to change the composition of supply towards a more 
digital and environment friendly configuration. 

Within this framework, Member States allocate resources according to their specific 
priorities. Green investments are particularly prominent. Public investment impacts 
as a demand factor in the short-term but with multiplier effects that are particularly 
relevant for smaller countries. 

Openness may be a decisive factor for the sustainability of accelerations. The deeper 
the economic integration among Member States, the larger are the spillover effects. 
Such effects are larger for smaller economies, given their relatively greater degree of 
openness. They also materialize in the early stage of the policy cycle. 

Spillover effects are also present in the case of structural reforms. There are visible 
differences in the GDP response to public investment across Member States and 
financing instruments. GDP response depends on the content of public investment 
and on its financing characteristics. Evidence suggests that grants are used to finance 
shorter-term measures, while loans tend to be used to finance measures which impact 
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more prominently on long-term growth. Finally, peripheral countries benefit more 
from public-investment boost. The impact on private investment depends primarily 
on the effectiveness of incentives. 

6.4.2 Structural Reforms

The impact of structural reforms on GDP is more articulated and requires analysis of 
several aspects including the definition, functioning, and policy implications.

The quality of institutions helps (in part) to explain long-term growth performance 
in EU countries and elsewhere because these institutions impact on the effectiveness of 
investment and of allocation, as discussed above. 

Growth accelerations are more likely when the spark-off is generated by a basket 
of policies. Combining reforms with expansionary macroeconomic policies, but also 
micro-policy measures, creates synergies to mitigate adjustment costs. This is the 
more important as reforms might entail transitory costs, such as temporary negative-
demand effects or redistribution among segments of the population. A credible 
implementation of reforms allows future reform-driven income gains to be brought 
forward, as well as improving expectations of future benefits, thus mitigating short-
term costs. The credibility of institutions that kick off reforms may contribute to 
enhance initial reforms-related gains. More generally, as shown by the literature, the 
acceleration, coordination, prioritization, and sequencing (or packaging) of reforms 
can generate benefits from complementarities and synergies.

However, the ‘Structural Reform Cycle’ (the sequence of steps that are needed 
to fully implement a reform measure) may be very long and difficult to complete. It 
follows that near-sighted politicians may find no interest in launching the process for 
structural reforms. The cycle begins the moment in which new legislation is introduced 
and approved by Parliament, to be followed by the adoption of administrative 
measures, their implementation, and possible revision. Consequently, it takes a long 
time for public opinion to appreciate the benefits of reforms (if it ever does at all). 

The interaction between structural reforms and public investment is a key driver of 
acceleration in the implementation of NGEU. The ‘impact stage’ relates to the impact of 
reforms on the behaviour of firms, households, stakeholders, or entities exposed to the 
reforms, reflecting the change in incentives which the reform (should) produce. The 
very final stage implies firms’ and households’ (possible) perception of the reforms 
as having improved or degraded individual welfare. Possibly (but not necessarily) 
such perceptions may lead to an increase or decrease in approval and political support 
for the Government considered to be responsible for the change. In an integrated 
environment, national-reform programmes can generate significant spillover effects. 
This effect would add to the impact of public-investment and related spillovers we 
have discussed above. Note that the time horizon for the full benefit of reforms to 
materialize is quite long.
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Last but not least, structural-reform programmes are very much country specific, 
reflecting national institutions and preferences. As such, there is no general policy 
recipe that can be applied to all countries without adaptation to national features. 

6.4.3 Financing Needs and the Role of Private Investment

We now look at the financing mechanism for both public and private investment. 
Public investment in NGEU is financed through debt or grants. The cost of financing 
reflects the market reaction to the decision to launch the programme. Note that a 
virtuous circle may develop as follows: the announcement of NGEU, to the extent that 
it is credible, produces a positive impact on financial markets that, then, translates into 
a lower-interest rate and spreads. 

The debt issuance that finances NGEU produces a decrease in financing costs which 
is self-fulfilling, as long as the operation is credible. This, in turn, implies that the 
design and implementation of NGEU projects are consistent with the mission of the 
overarching project. In terms of impact, an increase in government consumption has 
the most visible effect on private investment. Underpinning the NGEU, in this respect, 
is the temporary mechanism SURE―Support to mitigate Unemployment Risks in an 
Emergency. This scheme for financing, through the issuance of European bonds that 
are guaranteed by the EU budget, provides the required encouragement. 

We now turn to consider private investment as green investment. Two symmetrical 
issues need to be addressed: to what extent is the private sector interested in investing 
in climate change, and to what extent are private investors interested in financing 
green activities?

Beginning with the first issue, EIB evidence shows that companies respond positively 
to investment in climate activities to the extent they have set climate targets, are energy 
intensive, have energy-cost concerns, and have adopted digital technologies. Other, 
less-prominent factors that affect companies’ responses to green activities include 
their size and their adoption of advanced managerial practices.

Obstacles to green investment are also to be considered. Such obstacles include 
uncertainty about environmental regulation, lack of skilled staff, cost of investment, 
uncertainty about regulations referring to new technologies, uncertainty about 
climate change, lack of green finance. It is worth noting that, for all specific factors, 
the obstructing factor is stronger in the EU than in the USA. More generally, patent 
counts and research and development expenditure follow an upward trend and are 
highly correlated. The correlation is somewhat less pronounced in the USA. However, 
the share and count of energy-related startups in the USA and EU have been steadily 
declining in the decade 2008—2018. This is consistent with the declining dynamics of 
TFP.

The financing needs requested by the green transition are overwhelmingly larger 
than those provided by NGEU. Capital markets must provide private resources. And 
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public policy must provide incentives to invest in green technology. The new climate 
strategy also requires new green technologies to fill the gap between the EU and the 
USA. More homogeneity could provide a boost to green investment. Currently, there 
is great heterogeneity across EU countries both in propensity to green innovation and 
in the use of green policies. The policy instruments impacting on performance are 
carbon taxes, research-and-development investment, and the mix between equity and 
debt (although debt finance seems to be ineffective in stimulating green innovation). 
Public policy can have a significant role in stimulating private investment by acting 
on the variables mentioned above. But this needs to be enacted at EU rather than 
national level: the banking channel which prevails in the EU is only modestly efficient 
in stimulating and sustaining innovation. At the same time, the Banking Union and 
Capital-Market Union are making little progress (Aghion et al. 2022).

Some progress is being made in green financing but a slow pace. In spite of 
increasing private-sector interest in ESG investment (Baker et al. 2022), in the case of 
public investment a virtuous circle of positive expectations about the success of NGEU 
could kick off and lead to an increase in private investment

6.5 Summary and Conclusions 

The EU has been impacted by multiple crises due to economic and geopolitical drivers. 
These have had ‘scarring’ effects and may lead to fragmentation with serious and 
permanent consequences. Policy responses to prevent these consequences are made 
more difficult by the background of secular stagnation. We have looked at this issue by 
considering EU growth as a process based on a sequence of accelerations, sparked off 
by institutional changes and the ensuing structural breaks. Such acceleration episodes 
must be sustained with further policy measures. The main response strategy is the 
NGEU―a mechanism based on public investment and structural reforms. It should 
deliver sustainable growth and structural change that allows the European Union to 
exit the multiple crises (pandemic, geopolitical, energy-inflationary) and to move 
closer to a twin-transformation (digital and green) path, reverting the drift towards 
secular stagnation.

The response to the crises takes place within a framework of long-term growth 
characterised by different phases of convergence (and, at times, divergence) but being 
generated by one, very general, growth ‘model’. In its bare bones, the long-run growth 
of the EU economy is based on two long-term drivers: (i) institutional change and (ii) 
total-factor productivity. Growth is amplified by the endogenous component of TFP, as 
firms invest in innovation and productivity-enhancing activities.

A framework of secular stagnation is identified by the decline of r*, the natural 
interest rate. The drivers of r* are linked to demographics and structural impediments; 
these are also reflected in a declining TFP. However, secular stagnation affects EU 
countries and sectors differently, with southern-EU Member States suffering more. This 
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imbalance means that, other things equal, supporting investment is more difficult in 
Europe than in other economic regions, given the obstacles to investment that a low r* 
indicates. These effects are exacerbated by the impact of multiple crises. Nevertheless, 
a successful implementation of the reforms associated with NGEU should contribute 
to a reversal of the trend in r* and secular stagnation, thus providing policy space, both 
monetary and fiscal. 

NGEU is based on public investment and structural reforms, but a third pillar should 
also be considered to provide incentives for private investment. Public investment 
impacts as a demand factor in the short term. It produces a boost to growth which 
is amplified through spillover effects, both in investment and in structural reforms. 
The deeper economic integration is among Member States, the more strongly these 
positive effects can occur.

Over the longer term, the major impact of policy measures is on the supply side. 
This impact has both an aggregate dimension, feeding potential and actual growth, 
and a sectoral dimension, which supports the twin transformation. Therefore, higher 
growth is obtained through structural change, facilitated by structural reforms. 

The life cycle of structural reforms is generally quite long. The reform cycle 
describes the steps that need to be completed before the reform policy is translated 
from a political decision into an implemented policy with visible outcomes. Tradeoffs 
may arise between the duration of the reform cycle and the intensity of policy impact. 
Usually, reforms come in packages. Complementarities across reforms may generate 
positive-scale effects. However, growth-acceleration literature clarifies that packages 
and structural gaps are country specific (Hausmann, Pritchett, Rodrik 2004).

NGEU is an effective policy tool, provided it acts through policy packages of public 
investment and structural reforms and allows time to complete the reform cycle. Its 
effectiveness must be seen in the context of a new policy mix fit to address the multiple-
crises framework. Such a policy mix should include the following items: 

a) Monetary policies that stabilize inflation while avoiding financial stress;

b) Policy packages that are country specific and implicate the whole of the 
government;

c) A long-term perspective able to see benefits that are not immediate. This 
requires careful management of the transition phase to ensure it includes 
changes in the policy mix that are less expansionary in monetary and fiscal 
policy but are more supportive of the structural agenda;

d) Policy actions, both in investment and in structural reforms, that encourage 
the enhancement of benefits by spillover effects through EU countries. This 
will become more likely with the further opening of the EU economic space;

e) An openness to redesigning the EU fiscal framework. Irrespective of whether 
NGEU will be confirmed as a permanent instrument, it provides a convincing 
case of a policy built on a structural-conditionality system;
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f) Incentives that can spark off private-sector investment and structural reforms 
but also minimize the misallocation of such investment;

g) Public-investment financing through the issuance of new European debt, 
provided such debt can deliver sustained growth. Private investment can be 
financed through financial markets as climate- and digital-related investment 
meet the interest of investors and households; 

h) The increase in potential output generated by NGEU must, in the long term, 
be matched by an increase in demand from EU institutions; 

i) The policy mix must include plans to reconstruct international-cooperation 
regimes to push back fragmentation. The conditions for cooperation with 
multiple actors are: few key players, repeated interaction to create mutual 
trust, the ability to adjust preferences. Finally, club-format agreements must 
be encouraged as a strategy to aggregate preferences among likeminded 
countries and, consequently, reverse stagnation pressures. 

To conclude, Europe’s exit from the multiple crises requires a new policy mix. 
Monetary policy will continue to provide price stability, while taking into account 
the impact on financial stability. NGEU should be the main driver of growth. Fiscal 
policy should be reinforced by establishing a central fiscal capacity. On a broader level, 
action is needed to reinforce the global-policy regime with a cooperative approach to 
fight fragmentation and escape stagnation. Europe should play a major role to support 
global cooperation. 
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7. From Crisis to Crisis, Can Europe 
Count on National Promotional Banks as 

Silver Bullets?

 Laurent Zylberberg

The great financial crisis of 2008–2009 was a game changer for National 
Promotional Banks and financial Institutions (NPBIs) in Europe, with the 
COVID-19 pandemic and the Ukraine crisis reinforcing this shift. The ‘Juncker 
Plan’ shed a light on the investment gap and demonstrated that a dynamic 
European policy was possible. Thanks to the InvestEU programme, actors 
at the European level, such as the European Investment Bank (EIB), and the 
national level (via NPBIs and Financial Institutions) thrived in their specific 
role of fostering essential long-term investment throughout our continent. With 
this in mind, we need to have a different look at certain tools within practical 
accounting rules by integrating both positive and negative externalities. 

7.1 Introduction

For many years, Europe has been experiencing a succession of crises that are sometimes 
limited to the continent or that reflect global developments. Many economists, including 
Schumpeter and Kondratiev, have explained that these crises can result from the 
conjunction of cycles and, thus, from evolutions of the economic model (Portier 2015). 
However, the instruments for responding to these crises are not indifferent to existing 
economic and societal models. At comparable economic levels, European countries 
will not provide the same response as those in Asia. Without erasing the differences 
in the processes of the legitimization of states and their instruments (Badie 1982), 
the dynamics generated by the construction of Europe had converging effects in the 
countries that compose it. One of these effects, the rise of National Promotional Banks 
and financial Institutions (NPBIs) as investment actors, has become increasingly 
prominent as the European Union implements investment policies aimed at reducing 
the gap with other parts of the world. These players, who occupy a specific place 
in the European economic model, have many differentiating elements but, overall, 
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have enough strong common characteristics to gradually become one of the driving 
forces behind the implementation of European policies. This European specificity is 
a particularly important asset at a time when public actors and, in a comprehensive 
way, public action regain legitimacy. The COVID-19 crisis has drawn attention to the 
role of NPBIs as a ‘shock absorber’ for individuals and businesses, even as they also 
provide essential countercyclical elements. These actors in the European economy 
cannot act, however, if they are not differentiated from their respective Governments; 
they must maintain a public status and serve the general interest. Moreover, NPBIs 
shall also not be likened to private actors while acting in a competitive framework. 
Several key developments are still needed to give them the means to make full use of 
their capacities (Zylberberg 2020).

7.2 A Particularly Difficult Economic Environment for the 
European Union

7.2.1 Europe has been Facing Increasing Investment Needs for Many Years.

As the economist Pierre Jaillet has pointed out, long-term investors are essential ‘to 
find a path of growth that is equivalent to or little less than that of the pre-crisis and to 
keep public debt on a sustainable trajectory’ (2012: 169), but what type of investments 
are we speaking about? Whether we speak about productive investments, like the 
ones related to the renewal of the production tool—its modernization to achieve 
productivity gains and investments related to environmental adaptation (such as 
security and research and development or pure financial investments like primary and 
secondary debt, bond, and equity markets)—there is still the risk of missing out on 
many investments which can be described as social or the economic purpose of which 
is indirectly linked to the production apparatus. For example, social infrastructures 
that includes investments in health, education, and affordable housing are in a 
relative blind spot. Others not directly linked to investment in economic apparatus 
are altogether left out from the categorization seen above. This investment vision, 
therefore, can be misleading as demonstrated in the report by the former European 
Commission Chair, Romano Prodi and the former French Economy Secretary of State, 
Christian Sautter (Prodi 2018).

When simplified, the background noise indicates that private investment will 
naturally be directed towards profitable productive investment or financial investment, 
whereas public investment should be confined to social investment without the use of 
a viable economic model. This distinction misses the numerous interactions between 
the different types of investment. It neglects the study of externalities, whether positive 
or negative, and ultimately leads to a rigid and time-bound categorization of economic 
actors. The temporality factor, which distinguishes between short-term and long-term 
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investment, however, is essential for understanding and guiding the behaviour of 
investors, whether they are public or private.

Against this background, the European Investment Bank (EIB) makes the same 
observation every year: how Europe is lacking investment compared to the USA. This 
differential is even more striking if we focus on productive investments, whereby the 
gap is nearly 4 points! (Figure 7.1).

 Fig. 7.1 Rest of Productive Investment in the European Union Compared to the United States since 
the Global Financial Crisis.  

Note: Non-construction investment includes investment in machinery, equipment, and weapon 
systems, intellectual-property products, and cultivated biological assets. 

Source: Eurostat and OECD national accounts statistics.

The financial crisis of 2008–2009 marks a clear separation of this trend. Investment in 
the USA reached its pre-crisis level in 2011, while, in Europe, it was necessary to wait 
ten more years for a return to the same level. In 2014, the European Union, faced with 
the acuteness of the problem, launched the ‘European Fund for Strategic Investments’ 
(EFSI). Unofficially known as the ‘Juncker Plan’, its objective was for the European 
Union to catch up with the same investment trend as it had experienced during the 
recovery that followed the previous crises of 1993–1997 (Le Moigne 2015).

In this regard, the Juncker Plan marks not only an economic but also an ideological 
turning point in the way the European Union looks at the role of public actors in 
investment. European actors are beginning to turn their backs on a system in which 
competition rules and the monitoring of public aid are the alpha and omega. By 
focusing on the ability of public investment to leverage, the Juncker Plan highlights 
the strength of public investors (including EIB and NPBIs).
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7.2.2 These Needs are Part of Successive and Sometimes Simultaneous 
Crises

The 2008–2009 financial crisis resulted in a GDP with severe constraints on investment. 
But what stood out in this crisis was the difference in the recovery between the USA 
and the European Union, as shown in Figure 7.2.

 Fig. 7.2 Real GDP Per Capita: European Union versus United States (index 2007=100). 
Source: World Bank.

This differential in GDP per capita has resulted in a corresponding weakening of 
investment.

How can one explain such a difference between Europe and the USA? The crisis 
of 2008–2009 was triggered in the USA by the real-estate boom of previous years. In 
Europe, if the real-estate boom was somehow mastered, the crisis was firstly a banking 
one and had long-lasting effects on the whole financial system (Jamet 2008; Figure 7.3).
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 Fig. 7.3 Real Gross Fixed Capital Formation (EU 28, in 2013 prices, €bn). 
Source: European Commission 2021.

This difference between geographical areas was alarming (Buti 2014), particularly in 
the way this lack of investment would induce long-term effects on the economy. Again, 
it is important to note that, while the USA was starting to raise its level of investment in 
2011 (the lowest point having been reached in 2010), it was not the case in Europe. Lack 
of investment continued there until 2013, with a further significant decrease in 2011. 
This temporal disparity is largely due to differences in the financing of the economy 
between the two continents. We must remember that ‘Banks are clearly the largest 
source of finance in the Eurozone (51%), unlike the United States, where bank credit 
would account for less than a fifth of the total financing of the economy’ (CEPII 2015).
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 Fig. 7.4 Bank Lending versus Corporate Bonds (Corporate Bonds as a % of Corporate Borrowing 
in the USA, EU27, UK, France, and Germany). 

Source: Panagiotis, A., H. Eivind Friis, and W. Wright (2022). 

As financing schemes clearly diverge between USA and Europe, measures taken after 
the 2008–2009 crisis produced differing impacts. One response was the strengthening 
of banking constraints to avoid falling back into the mistakes of the past. These new 
rules have increased the robustness of the European-banking model. To sum it up in 
one sentence: considering the causes of the 2008–2009 crisis, the remedies have had 
adverse effects on the recovery of the European economy.

While these new mechanisms were being put in place to boost growth in Europe, 
the COVID-19 health crisis occurred, which was unprecedented in all respects in 
recent global-economic history. Although we have experienced major economic 
crises or global epidemics in the past, we have not, in recent times, experienced both 
simultaneously. The impact on GDP was immediate, as shown in Figure 7.5.

Beyond the direct economic effects of the COVID crisis, what has had a lasting 
impact on economies is a return to the forefront of economic-sovereignty issues. 
While the globalisation of manufacturing chains was taken for granted, the COVID-19 
crisis highlighted sovereignty issues that had been being largely ignored. Even worse, 
issues arose in unexpected areas (such as surgical masks or aspirin) that were never 
identified as key components prior to this pandemic.
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As the COVID-19 crisis came to an end, a new geopolitical crisis was breaking out 
in Europe that highlighted other, particularly energy-related, dependencies. One 
significant result of this compounding of crises is that NPBIs became the instruments 
of national sovereignty that were mobilised to act in various areas (ELTI 2023). Indeed, 
the invasion of Ukraine has had numerous, protean effects on European economies. 
We can mention a few of them: scarcity of energy sources, the economic impact of the 
sanctions put in place for companies working with Russia and Belarus, the hosting of 
refugees, etc. To cope with this economic shock, NPBIs were mobilised both in their 
traditional functions and, often, beyond their usual remits. They supported national 
economies through loans, some of which were subsidized; provided suitable financing 
for undertakings directly affected by the conflict, either via their commercial outlets or 
their own supplies; and launched emergency-housing programmes in neighbouring 
countries. They also undertook other actions to support Ukraine in budgets and in 
various donations.

In addition to these essential measures aimed at those most directly affected by the 
conflict, NPBIs provided help to other economies as they adapted to the new situation. 
Their interventions in the energy sector are a good example of their ability to respond 
quickly to immense needs. Europe’s largest NPBIs, not to mention the EIB (or the 
‘European Climate Bank’ as it likes to be called), were already heavily involved in the 
energy sector; they were at the heart of financing the energy transition, notably by 
funding renewable energies. The war in Ukraine posed new challenges that required 
focus on immediate needs. While maintaining their commitments to participate in the 
energy transition, NPBIs were asked to participate in the financing of very short-term 
solutions to address the end of the energy supply from Russia. Thus, the German 
NPBI (KFW) became the financier of the three new ports for Liquified Natural Gas 
(LNG) terminals in Germany, whilst the Italian National Promotional Bank (CDP) 
and its subsidiaries participated in the financing of a new terminal. In a country like 
France, where nuclear power plays a major role, Caisse des Dépôts (CDC) were tasked 
to examine the possibilities of financing the renewal of the nuclear-power plants.

Beyond energy, the entire scope of national and European sovereign financing was 
impacted by the Ukrainian crisis. Because NPBIs have both very large resources and 
the capacity to rapidly redirect these funds, they have been called upon to meet these 
new demands.

Environmental transition requires significant funding over a long period of time. 
On one hand, there is a need to change our production methods to achieve greenhouse-
gas-emission neutrality by 2050 and, on the other hand, to adapt our economies to 
climate change. Although it is difficult to determine the precise requirements, with 
variations being quite large depending on the methods of calculation (Meltzer 2016; 
Li 2023), the order of magnitude amounts to tens of billions of dollars per year per 
European country. Two elements are clearly established. The first issue is linked to the 
temporality of the return on investment. Green investments need to mobilise actors 
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coming from different parts of the economic spectrum. The co-ordination between 
them is quite difficult as, in terms of temporality, the expected return on investment 
differs from one actor to another. Secondly, the public sector alone does not have the 
means to meet the needs, but the private sector will not mobilise for profitability that 
seems either too low or too uncertain. A combination of the two is necessary, therefore, 
to achieve the required funding.

Indeed, beyond the amounts, the problem in the search for funding is the time 
differential between immediately identifiable needs and returns, which are sometimes 
hypothetical but always deferred. Moreover, Pisani-Ferry et al. (2023) have recently 
pointed out that a large part of these investments will not increase growth potential 
since most will be used to finance fossil-fuel reductions without increasing production 
capacity. Another challenge to the environmental transition is that efforts must be 
made in three directions: the substitution of capital for fossil fuels, the reorientation of 
technical progress, and, finally, in sobriety. The first of these will command the lion’s 
share of investment efforts with, according to the authors mentioned above, 85% of the 
total amount. Sobriety in using energy for daily life will contribute for a mere 15% to 
20% of the energy use. Households and companies have to adapt their behaviour in 
order to reduce the global use of energy.

7.2.3 The European Economic Environment is also Characterised by Other 
Penalizing Factors

A multitude of factors led to an increase in the financing requirements for the 
European economies. This situation is more shocking since two penalizing factors 
play a disabling role. The first of these factors is the return of inflation in Europe 
(Figure 7.6). After many years without increasing prices, we have now entered a new 
cycle, which may be limited in time, but, in any case, will have medium-term effects on 
the European economies (De La Rosière 2023). This is especially true for households 
wherein current expenditure is increasingly constrained (Cusset 2023).

This change in inflation has had a direct effect on interest rates. Of course, this 
allows long-term investments to regain attractiveness by differentiating themselves 
from short-term investments, and in time, will recover their value. Conversely, 
inflation- and interest-rate rises will have a delaying effect on borrowers who may fear 
that their debts will rapidly increase. It is also this logic that encourages precautionary 
savings (BPCE 2023).

In general, one of the main drivers of inflation is energy-price growth. There is a 
strong correlation between the price of energy, in its form of final consumption, and 
inflation (Pisani-Ferry et al. 2023). It is certainly possible to envisage a differential 
increase in the price of energy, since fossil-fuel sources would be used less as renewable-
energy sources become more readily available. There will be complex mechanisms to 
manage if market mechanisms are left alone to decide the price of energy. Indeed, 
the fall in demand for carbon-based energy could lead to a fall in prices, or a smaller 
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rise, while the uptick in demand for renewable energy coupled with a high entry-cost 
mechanism would make the latter, at times, less competitive. This logic invites public 
financial institutions to play a major role in directing financing towards investments 
with stronger positive externalities.

Even before this inflation rise, Europe had been experiencing a significant increase 
in its public debt relative to GDP since 2007. Admittedly, this increase is not specific 
to Europe and dates back a long time; however, debt represented 100% of world GDP 
in 1970 (De La Rosière 2022), while the International Finance Institute estimates that, 
in 2023, the global debt reached more than 305 trillion dollars, or more than 360% of 
the global GDP. It should be noted that this is the total debt, of which the public debt 
represents 40%. The most problematic aspect of this increase in debt, and particularly 
in public debt (and not just budgetary debt), is that it has not been directed towards 
investment (McKinsey 2021).
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In this context, we are witnessing a decrease in the capacity of governments to 
use the budgetary tool to intervene in the economy and, especially, to act as a catalyst 
for investment. According to the French National Statistics Office (INSEE 2022), of 
the five European Union countries with the highest debt in 2007, three (Italy, Greece, 
and Portugal) are still in the same group in 2021, and the two countries joining them, 
France and Spain, represent two of the biggest economies in Europe.

Since 2007, entities which have benefitted from low to very low interest rates are 
governments, for their budgetary needs, and private financial actors, for their short-
term profitability. Debt rose sharply as low interest rates weakened the banking and 
financial system, encouraging the survival of non-viable enterprises and leading 
savings towards liquidity by discouraging the financing of long-term investments, 
that is, the classic Keynesian ‘liquidity trap’. This unavoidable reduction in budgetary 
margins means that it is necessary to seek other sources of financing. Some authors 
(Cingolani 2017) argue for concerted action by the European Central Bank, the 
European Investment Bank, and the European Commission in order to support 
strengthened European programmes. These institutions would be financed by a grant 
component from the European budget and a loan component financed by monetary 
creation from the European Central Bank. This approach, developed before the rise in 
inflation and interest rates, seems difficult to implement for several reasons. Firstly, the 
intervention of the ECB implies the leaving-aside of countries of the European Union 
that are not members of the Euro. Secondly, it seems difficult to reconcile this action 
with another priority of the European Central Bank: to fight inflation. The temptation 
would be too great to reduce the creation of money by reducing participation in these 
programmes. Finally, such a plan misses out the growing role of National Banks and 
Public Financial Institutions as an essential link in European policies on the ground. 
Not being constrained by the budgetary rules of the States, NPBIs are able to attract 
savings and other private resources and to channel these, in alignment with European 
programmes, into long-term investments.

7.3 Assets to Meet These Major Challenges

7.3.1 A Dense Network of Strong, Robust NPBIs Anchored as Close as 
Possible to the Ground

Over the years, most European countries have developed national banks and public 
financial institutions (NPBIs). These institutions are very diverse in terms of size, 
resources, and goals. This is, of course, due to the varied nature of European countries 
and their own history. This variation attests to the very strong correlation between 
NPBIs and their own country; indeed, the structuring elements of the NPBIs are directly 
related to structuring elements of their country of origin. To take just a few examples, 
KFW in Germany was created in 1948 to finance the reconstruction of the country with 
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funding from the Marshall Plan. The French Caisse des Dépôts was created in 1816, 
in a country broke and broken after the Napoleonic Wars, to mobilise savings and to 
finance infrastructure works on the eve of the second industrial revolution.

More recently, the fall of the Berlin Wall highlighted the immense financing needs 
of Central and Eastern Europe. To this end, three instruments were to be mobilised: 
the enlargement of the European Union to the East, the creation of the EBRD to finance 
the transition to the open-market economy via international financing and, finally, the 
establishment or reestablishment of national promotional banks—in some countries, 
this meant the creation of new institutions; in others, it meant giving back consistency 
to those that were on standby. BGK in Poland is a good example of the latter. Created in 
1924 to finance local authorities, defence industries, and industrial development, this 
bank was put on hold between 1948 and 1989, at which point it resumed its activities to 
become one of the main Polish financial players. In other Central and Eastern European 
countries, new banking institutions were set up, such as MFB in Hungary, which dates 
to 1993, or SID in Slovenia and HBOR in Croatia, both of which were established in 
1992.

The most recent of these financial institutions have often concentrated on three 
priority sectors: the financing of small-and-medium enterprises (SMEs), which have 
difficulty accessing funds from the commercial-banking sector; the raising of capital 
for start-ups, particularly for venture capital; and export financing. They also often 
contribute to the financing of three other sectors (infrastructure, local authorities, and 
housing) to a lesser, but equally significant, degree.

While discussions on the precise definition of NPBIs are ongoing (Marodon 2021), 
these institutions are defining themselves by their actions. As we know ‘the proof of 
pudding is in the eating’ (Engels 1975: 19). The combined members of the European 
Association of Long-Term Investors (ELTI), a consortium of NPBIs (more on this 
below), have made investment commitments amounting to more than €2,600bn. 
Decades ago, the French European founder Jean Monnet insisted that ‘Europe will be 
forged in crisis’ (Monnet 1978: 417). Those words could apply to NPBIs today as crises 
are revealing just how efficient they are as counter-cyclical actors.

In June 2020, a few months after the outbreak of the European COVID-19 crisis, 
an initial assessment of ELTI initiatives found that more were focused on grassroot 
measures adapted to local specificities (2020). These institutions were able to double 
the total amount of their funding between 2019 and 2020. What is remarkable is that 
this doubling includes not only loans but also direct capital investment. The protean 
character of NPBIs allows them to rapidly increase their volume of interventions and 
to modify the very nature of them. The ‘Banque des Territoires’, which brings together 
various entities of the Caisse des Dépôts in France, invested more than €2bn in 2022, 
representing more than three times the amount invested in 2018. The total portfolio 
is over €7bn for this institution. But the COVID-19 crisis also highlighted a capability 
to quickly mobilise huge amounts of funds for recovery schemes. In 2020, Caisse des 
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Dépôts launched an emergency recovery plan for a total of €26bn over a five-year 
period. The NPBIs remained active during the crisis that followed the invasion of 
Ukraine by Russia. As we know, this crisis has had a cascading effect on the entire 
economy: neighbouring countries have had to manage the direct influx of people, the 
direct impact of higher energy prices, and many other more-indirect effects.

In a market economy, public investors avoid crowding out other economic players, 
seeking, rather, to attract them by means of a leverage effect. Some players have set 
out rules to guide their investment in equity. The Caisse des Dépôts, for example, 
establishes their status as a minority shareholder by calculating the leverage effect on 
the global amount mobilised.

In fact, the concept of leverage poses formidable problems with definition and scope 
(Chelsky 2013; OCDE 2016). Many terms, such as ‘catalytic effect’, ‘additionality’, and 
‘mobilisation’ are referred to indifferently even though they may refer to different 
realities. Do private savings become public money when invested by a public actor? 
Should a public institution’s own resources be recorded as private when they have 
been capitalised by pure market mechanisms? Jeff Chelsky highlights the distinction 
between direct and indirect effects. Competition authorities largely consider the latter 
when assessing the effects of dominant market players, but an even more complex 
measure could be employed to assess the leverage effects. The World Bank measures 
all the catalytic effects in the environment of the operation. To take a trivial example, 
the capacity to attract private financing will be higher when supported by institutional 
actors with recognisably strong legitimacy and track records, such as the EIB or 
the largest NPBIs. Faced with these difficulties, the aphorism (attributed to Albert 
Einstein) ‘Everything that can be counted does not necessarily count; everything that 
counts cannot necessarily be counted’ may serve as a guide. An effective strategy to 
catalyse private funding will always have qualitative and quantitative dimensions, and 
we can add a third factor related to the additionality sought by public investment. In 
2021, the Association Française de Gestion and Mazars (AFG 2021) pointed out that 
nearly half of respondents define contributions (ex-ante) and achievements (ex-post) 
as necessary elements for the analysis of change, but almost 60% agree that it takes five 
to ten years to have a relevant analysis. In other words, the allocation of funding based 
on additionality criteria require five to ten years to be analysed with some credibility!

7.3.2 A Dynamic Started with the Juncker Plan and the Role of the EIB

The Juncker plan marked a clear break in the vision of European financing. For many 
years, European funding had concentrated on subsidies and ensured that it did not 
interfere significantly with market rules. The investment deficit we have described 
above has appeared strong enough for European leaders to embark on a new path 
by mobilising the balance sheet of the European Investment Bank, while providing a 
guarantee from the European Union and relying largely on NPBIs for deployment in 
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the territories. It should be noted that even before the outbreak of the COVID crisis, 
it was decided in 2018 to deepen the Juncker Plan by increasing the total amount of 
projects financed from €315bn to €500bn.

The initial aim of the Juncker Plan was to mobilise a relatively limited amount of 
financing (€15bn European Union guarantees and €6bn EIB contributions) to then 
exert a double-leverage effect. First, a multiplier of 3 with EIB Group financing, with 
a more usual ‘risk-and-return’ profile, and then a new multiplier of 5 with public and 
private financing. The expected leverage was, therefore, 15 compared to the initial 
stake.

This programme has succeeded in achieving its quantitative objectives by exceeding 
the €500bn total amount of projects, obtaining an interesting distribution at both 
the geographical and the sectoral levels (see Figure 7.7). The Juncker Plan’s success 
is directly linked to the engagement of local NPBIs. Their mobilisation was key for 
launching the programme and identifying local needs. The very existence of a local 
NPBI was an enabler for enforcing the Juncker Plan in the best possible way.

 Fig. 7.7 EIB Group Figures (as of 31/12/2021). 
Source: EIB (amounts in € are based on the exchange rate of the event (approval/signature)).

This success highlighted four key elements for the European economy:

• The need for investment was massive and the European market was, and still 
is, in a position to absorb considerable amounts of money without having a 
crowding-out effect on the private sector. 
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• The presence of an NPBI in a country is a formidable asset in directing 
investments towards projects strategic for Member States. 

• Some sectors have benefitted greatly from these investments, particularly 
Small and Medium Enterprises (SMEs) and Mid-Caps, research and 
development, and the energy sector. 

• Europe was able to set up this mechanism in a timely manner, going against 
the principles heralded in previous years—like State aid or competition 
rules—that led to the construction of a market in which immediate economic 
interventions were slowed. 

Beyond the figures, the Juncker Plan has also brought significant changes to public 
financial actors. The EIB Group has been led to think beyond traditional lending and to 
transform its approach. Through the Juncker Plan, the EIB has recognized the logic of 
using long-term investments as well as of taking more risks than before (Griffith-Jones 
2020).

In addition to this change of approach, which has been beneficial to the European 
economy, the EIB and other NPBIs have strongly developed their cooperation in this 
new framework. Their complementarity quickly emerged as a guarantee of the success 
of the Juncker Plan. EIB had the financial tools provided by the European Union but 
did not have the capillary network close to the ground that characterises most NPBIs. 
Conversely, even the most powerful NPBIs only had a limited European approach 
and, above all, did not have this access to European financial instruments. This 
complementarity did not erase the competition that might exist on certain projects or 
divergent modes of operation, however. In the end, the essential question was who 
would carry the final risk in a project involving all of these actors.

Overall, the Juncker Plan has been successful, but some elements could have been 
better developed. 

Firstly, some sectors have generally been missed out by EFSI. Social infrastructure or 
transport have only marginally benefitted from the Juncker Plan. Social infrastructures 
are long-term investments by nature with limited returns whose positive externalities 
are undeniable; thus, they could have legitimately been fully part of the Juncker 
Plan dynamic. In the end, they represent only 6% of the financing (Prodi 2018). The 
situation for transport is different because these investments, with variable returns, 
often require direct or indirect subsidies. As EFSI did not offer this type of financing, 
another tool was adapted. The Connecting Europe Facility, which was built on the 
work of NPBIs since 2020 rendered those institutions responsible for identifying the 
projects to benefit from a European grant as well as investment from the local NPBI. 
Here, the leverage effect will be important and will make it possible to find funding in 
line with the projects.

The Juncker Plan also has a relatively greater impact on the EIB Group’s risk 
model than on its products. The European Investment Bank is primarily a lending 
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bank, unlike several European NPBIs, such as the Caisse des Dépôts in France and the 
Cassa Depositi e Prestiti in Italy. The European economy needs equity financing which 
is significantly harder to mobilise than loans. EFSI had the ambition to respond to 
this lack on certain projects—such as the financing of the Marguerite 2 infrastructure 
fund—but this part of the dynamic remains marginal. We cannot say that EFSI 
produced a structural shift of the EIB balance sheet in favour of equity, but it is true to 
say that EIB Group took more risks under EFSI via dedicated projects.

Finally, small projects (those under €50m) remain difficult to finance. They incur 
fixed costs of the same order of magnitude as larger projects, but their risks are more 
difficult to assess. To monitor such projects is costly in staff and other terms. Therefore, 
there is a natural tendency to finance larger projects. Furthermore, smaller projects 
are more difficult to identify. Developing thematic platforms would surely help to 
tackle this issue. By bundling different projects together, it becomes easier to reach the 
minimum critical amount and to propose a financing model. The risk profile of such a 
bundle is not easy to assess, however. Yet, this is where the detailed, local knowledge 
held by the NPBIs is a very important asset. To implement these field-based platforms, 
it would have been necessary for the EIB to establish a large-scale delegation capable of 
working with NPBIs, but this was difficult since EFSI was directly on the balance sheet 
of EIB. Otherwise, NPBIs should have been granted direct access to EFSI, but this case 
was not foreseen. To summarise: while small-scale projects have received a little more 
support than in the past, the Juncker Plan has not succeeded in making them a major 
focus of its deployment.

7.3.3 Enabling NPBIs to Make Full Use of their Potential 

After the Juncker Plan in 2021, the European Union put in place new tools to allow 
a more direct involvement of NPBIs while keeping EIB as the main implementing 
partner. Having national and European actors working together covers both political 
and financial issues. One of the regular complaints about EFSI was that it was a little 
bit far from the ground. Because of the multiple intermediaries, the final beneficiary 
was often not aware that the loan benefitting them had resulted from the Juncker 
Plan. It was especially true for SMEs and Mid-Caps with the mechanism of guarantee 
for lenders. Including NPBIs directly in the loop was a major and positive change as 
they have a capillary network on the ground and a long history of cooperation for the 
implementation of European policies in territories (Zylberberg 2018).

After the Juncker Plan, the European Union launched the InvestEU programme 
in 2021 with the ambition of simplifying the multitude of existing programmes while 
facilitating access to actors other than EIB Group. Originally conceived in a context of 
growth, it also had to be adapted to the very significant recession resulting from the 
global economic shutdown due to the COVID-19 crisis. InvestEU differs from previous 
programmes in three major ways (European Commission 2021).
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The first is that it brings together 14 previously dispersed specific programmes, each 
with different rules, under one single mechanism. This simplification facilitates the 
diversity of actors involved in their implementation and makes the overall investment 
policy of the European Union more visible.

The second change is about priority-setting. Under EFSI, there was a single envelope 
of funds for all projects, and the primary objective was to recover investment without 
setting sectorial priorities. Under InvestEU, four windows have been established, 
and each has a dedicated financial envelope. The four sectors are (1) sustainable 
infrastructure; (2) research, innovation, and digitalisation; (3) SMEs and medium-
sized enterprises; and (4) social investment and skills.

Finally, InvestEU is a programme in which institutions other than the EIB may 
participate once they have satisfied the evaluation process—known as ‘pillar 
assessments’. Entities eligible to become implementing partners include international 
organisations or their agencies; public institutions, including organisations of Member 
States; and, finally, private law organisations provided that they are entrusted with 
public-service tasks and that they provide adequate financial guarantees. This 
openness to NPBIs, as well as to institutions such as the EBRD or the Bank of the 
Council of Europe, is a major development insofar as it enlarges the potential partner 
pool for the European Commission. InvestEU recognises that European investment 
policies require complementarity between the European level and national levels: it 
is essential to have implementation partners who are closer to the ground and to the 
projects themselves. 

Against this background, there is an increasing cooperation among NPBIs with 
an exchange of best practices and through joint positions without forgetting the 
establishment of the Marguerite 3 Investment Fund. Marguerite is a leading European 
infrastructure investor having managed three funds since 2010. It was created at the 
initiative of the European Investment Bank and five National Promotional Banks from 
Italy, France, Germany, Poland, and Spain, it has evolved into a fund manager with 
private investors and the support of EFSI and InvestEU.

The rise of the European Association of Long-Term Investors (ELTI) reflects 
this collective dynamic. This association brings together over thirty members of 
various sizes and balance sheets. It is important to underline that those new annual 
commitments of ELTI members increased by nearly 30% between 2018 and 2021, 
reflecting a particularly dynamic period of activity. Most of the amounts committed 
are in the form of loans, but some NPBIs do not refrain from intervening in the form of 
equity, which exerts a much greater leverage effect. Large groups are also emerging at 
national level. The Caisse des Dépôts, which includes entities such as BPI France and 
La Poste Group with Banque Postale, represents an aggregate balance sheet of more 
than €1,300bn. Regional cooperation can be seen in the ‘3 Seas Initiative‘, also known as 
the ‘Baltic, Adriatic, Black Sea Initiative’ (BABS). Further evidence of a move towards 
financial partnership is political scheme that has transformed into an investment fund 
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with nine first-level sponsors. The main funder is BGK in Poland, but other NPBI 
partners in the scheme are Altum (Latvia), SID (Slovenia), BDB (Bulgaria), HBOR 
(Croatia), and VIPA (Lithuania). These public financial institutions work alongside 
the Estonian Ministry of Finance, banks, and guarantee agencies (such as EximBank in 
Romania and Hungary).

7.4 One Step Beyond…

With its large and widespread network of NPBIs, Europe already has the necessary 
tools to act. However, over many years, public finance has had to face headwinds from 
two directions: some proponents of the market economies regard the institutions as 
intruders in the economic game, and some actors in the public sphere consider NPBIs 
as potentially illegitimate actors that would be at the service of the public interest 
without necessarily being dependent on governments (Attali 2022). Today, things 
seem to have evolved. NPBIs are recognised as essential, but do they have the means 
to act as efficiently as they could?

From time to time, NPBIs must apply supervisory rules primarily intended for other, 
mainly commercial banks. They also have to abide by accounting norms wherein long-
term funding is regarded as irrelevant; however, a long-term approach that includes 
positive externalities in investment calculations is a necessity to overcome short-term 
challenges.

A financial actor is, above all, a structure that will attract liquidity in order to 
transform it before it is returned, that is, before it has seen a loss or profit. This financial-
intermediation mechanism varies according to the types of actors, yet the supervisory 
rules minimize these differences for legitimate reasons. This transformation impacts 
both the level of risk and maturity. Thus, liquid or short-term liabilities will become 
long-term assets. This change is made possible by appropriate management strategies 
and by the existence of sufficient capital to cope with the eventual materialisation of 
the residual risks. During crises, any prudential requirements, which define the risk-
management framework and the level of capital needed to address identified risk, 
have gradually been reinforced with the aim of strengthening the resilience of actors 
and the system. As we have already seen, these requirements may have reduced the 
ability to take risks. Even worse, we contemplate the emergence of what is called ‘the 
overcompliance’ in different domains. Applying prudential rules to different actors is 
not a simple task. The trivial thing is to distinguish the actors based on their playing 
field (banks, insurance companies, etc.) but this essentialist approach does not take 
into consideration some specificities. From a practical standpoint, this tends to ignore 
long-term investors like NPBIs. Their specificity as countercyclical agents is ignored 
as prudential rules lead to pro-cyclical behaviour. Nevertheless, it is also true that 
supervisory rules are aimed at making financial actors robust and resilient to prevent 
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the recurrence of crises from the past. They are not tools of economic policy, although 
they can heavily influence it.

Prudential rules are structural elements of the strength of intermediaries and are 
therefore essential to enable patient investment. The risk-management system must 
therefore be based on an assessment of long-term risks and returns adapted to the 
specific characteristics of the players. Since some actors, like NPBIs, have objectives 
other than short-term financial profitability, these tools lead to a distortion between 
the indicators used and the purposes of the institutions. Faithful to their core business, 
regulators give absolute priority to financial ratios alone without considering the 
positive externalities sought by NPBIs.

Climate risk is a good example of this distortion, and it is worth noting that attempts 
are made to integrate it into risk assessment. Other elements could also be considered, 
such as the protection offered by a diversified, long-term investment portfolio. The 
same is true for the reference horizons of indicators which are often short term. 

If a prudential framework is considered essential to the stability of the financing 
system and, thus, to the continuous functioning of the economy, some measures 
could promote a better orientation of savings towards long-term investment while 
maintaining a secure framework. In other words, there is a penalisation of equity 
investment which makes the key function of NPBIs—transforming liquidity into long 
term investment—more difficult at the very time it is the most needed.

The long term remains the poor cousin of accounting standards despite recurring 
alerts on this subject (Demaria 2016). It is worth pointing out that both accounting 
standards and prudential rules have, for the most part, pro-cyclical effects. Accounting 
standards lead to gregarious behaviour and leave little room for long-term strategies. 
Asset valuation is based on the concept of ‘fair value’, which is, in fact, increasingly 
akin to market value. Quarterly reports have short-term consequences for investor 
behaviour. International Financing Reporting Standard (IFRS) 9, introduced in 2018, 
further reinforced this trend. The increasing volatility of valuations are making it more 
difficult for financial players to devise long-term strategies. To avoid the perception of 
valuations as artificial or even misleading, asset-valuation mechanisms must be carried 
out continuously based on the concept of ‘fair value’. As the market is a beauty contest 
at a given moment (Keynes 1936: 156), it can hardly apply to any long-term perspective. 
Rather, it fosters an appreciation which, without doubt, is close to the consensus at a 
given moment, but does not consider the future. This ‘fair value’ valuation, therefore, 
appears not only to be unsuitable for the management of long-term investments, but 
also acts as an effective deterrent of them.

In this context, it is becoming more important than ever to think about building a 
long-term accounting framework to avoid using a ten-decimetre ruler to measure the 
length of a highway!

The quality of information is crucial for making informed investment choices, 
but it is not enough. In a modelling-resistant environment where externalities are 
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numerous, the need to be prioritized. It is up to the public authority, which alone 
has the necessary legitimacy, to shed this indispensable light. Putting priorities into 
perspective is part of an effort aimed at investors and, especially, savers. Sometimes, 
what makes products unattractive is a lack of financial education; however, more often, 
it is the lack of legible priorities that drives behaviour in these groups. The hierarchy 
of externalities, whether positive or negative, is key for establishing incentives. They 
are often put forward progressively without being placed in a global perspective. 
Clarifying political choices by establishing a hierarchy of externalities can only be done 
by politicians at the global level, thus proving that the European model makes sense. 
By establishing a venue for arbitration that bring together experts, politicians, and 
civil-society representatives at European level, an analysis grid could be proposed to 
characterise long-term investments. This grid could then be included as a governance 
instrument for European financial instruments. It could also serve as a basis for 
characterising long-term investments at national or European level.

The NPBIs have shown in recent times, marked by all these challenges, that they are 
in a position not only to play their full role as countercyclical actors but also to shape, 
in part, a new restructuring of our economies. In today’s progression of the world 
economy, Europe has demonstrated its strong assets with these public institutions as 
well as highlighting their strong legitimacy. The challenge today is to fully mobilise 
their means to succeed in this transformation without their resources being taken up 
by governments concerned with either filling their budget deficit or financing short-
term policies. To paraphrase a famous author, ‘Banks and Public Financial Institutions 
of all countries, unite!’
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8. Making Green Public Investments a 
Reality in the EU Fiscal Framework and 

the EU Budget

 Atanas Pekanov and Margit Schratzenstaller

Additional green public investment at the Member-State level will be needed 
to address the climate emergency as a central priority in the EU. This chapter 
discusses two paths to enable increased green public investments in the EU: 
through possible amendments to the current EU fiscal framework or through 
funding from the EU budget. The Commission’s proposal from November 2022 
regarding orientations for a reform of the EU-governance framework widens 
the leeway for debt-financed public investment. However, existing green public 
investment needs are not considered sufficiently. Therefore, we discuss several 
options to enable the flexibility of national budgets to ensure a level of green 
public investment which—together with private resources—is sufficient to 
close the existing green investment gaps. In addition, the use of the lever the 
EU budget theoretically offers to contribute to green public investment in the 
EU needs to be intensified. At about 1% of EU GNI (1.7% of EU GNI including 
NGEU) the overall volume of the EU budget is limited. The more important are 
steps to strengthen spending in policies that create EU value added, inter alia 
green public investment. 

8.1 Introduction

The European Green Deal (EGD), the EU’s ‘new growth strategy’ that was adopted 
in 2019 with the aim of making the EU climate neutral by 2050, requires massive 
investment in the decarbonisation of the economies of the EU.1 Geopolitical 
developments with the Russian invasion in Ukraine highlight the need to speed up 
the clean-energy transition and the strengthening of Europe’s energy independence. 
The ‘Fit for 55’ Package launched by the European Commission in mid-2021 aims at 

1 We are indebted to Cornelia Schobert for careful research assistance.
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realising the ramped-up ambition in the EU’s climate targets. These important goals 
will require significant public investment in the coming years. 

Public investment encompasses investment in projects associated with long-term 
positive externalities so that the long-term social rate of return of such investment 
exceeds the private rate of return. In the case of green public investments (GPI), these 
positive externalities result from the reduction of environmental damage and of energy 
dependence and benefit society as a whole. Certain investment projects display specific 
characteristics which may make them unattractive to private investors. Infrastructure 
networks, which represent a considerable share of green investment have various 
properties that particularly deter private investors. These include indivisibilities over 
long lifespans, high fixed and sunk costs, and asset specifics—a range that implies high 
risks and thus impairs the ability and/or willingness of private investors to undertake 
them. Natural monopoly situations, which are relevant for many infrastructural 
networks, may also require public involvement. Specifically related to the issue at hand 
is that the green transition requires the development and implementation of innovative, 
often risky and untested, green technologies. In addition, in face of rising interest rates, 
which decrease the profitability of such investments by increasing the cost of financing 
them, private investors may be reluctant to undertake such investments (Bertram 
et al. 2022). Overall, therefore, the state has an important role to play in the green 
transition through co-financing, private-public partnerships, and state guarantees, but 
also through public investment (European Investment Bank 2021; Delgado-Téllez et 
al. 2022). A certain share of the necessary green investment, therefore, will need to 
be redirected from Member States’ budgets to complement private investment or will 
need to be funded under the common EU budget.

Analogously to public investment in general, an argument can be made for at least 
partially financing GPI, which creates long-term benefits for future generations, by 
public debt, instead of solely relying on tax increases or shifts within the expenditure 
structure. These long-term benefits include the positive environmental externalities 
but may also consist of long-term productivity-enhancing effects that have been 
observed in relation to certain public-investment projects (Fournier 2016; European 
Fiscal Board 2019). According to the ‘pay-as-you-use’ principle (Musgrave 1939), debt 
service for debt-financed public investment with long-term benefits accruing to the 
next generation(s) can be seen as an option to make them contribute adequately to the 
provision of such public investment. From this perspective, debt financing of public 
investment provides for a fair intergenerational distribution (Yakita 1994; Balassone 
and Franco 2000), reducing incentives for de- or under-investment today which would 
harm future generations (Bertram et al. 2022). Green investment—like investment in 
general—adds to the stock of assets, warranting deficit financing (Corti et al. 2022).

Projections of the ‘green investment gap’, that is, the additional spending that needs 
to be undertaken to meet the 2030 climate targets, have been adapted several times 
during the last years due to rising climate ambitions. In 2019, prior to the increase of the 



 1398. Making Green Public Investments a Reality

2030 emission reduction target from 40% to 55% compared to 1990 levels through the 
EGD, the European Commission (2019) estimated the green investment gap at €260bn 
per year. To achieve the EGD objectives, the European Commission (2021) doubled its 
estimate for the green investment gap and indicates additional necessary investments 
for the current decade of €520bn per year (3.7% of 2019 GDP) compared to the previous 
decade. Hereby, an annual amount of €390bn is required to decarbonise the economy 
and, particularly, the energy sector; another €130bn per year needs to be invested to 
achieve other environmental objectives. The sheer size of this green investment gap 
implies that a significant part of the funding for the increased investment will have to 
come from the EU level and from EU Member States in addition to private investors 
(Claeys and Tagliapietra 2020; European Commission 2022a). 

This chapter discusses two paths to enable increased green public investments—
through possible amendments to the current EU fiscal framework or through funding 
from the EU budget.2 

8.2 Fiscal Framework 

National budgetary decisions in EU Member States (MS) are managed under a 
common European fiscal framework known as the Stability and Growth Pact (SGP), 
and a coordination mechanism known as the European Semester. The SGP has been 
revised multiple times since its establishment in 1997 to address some of its previous 
shortcomings.3 The rules have often been criticised as being too pro-cyclical, that is, 
not restricting debt enough in bad times, and not providing enough fiscal space in 
good times (see, for example, Bénassy-Quéré et al. 2018, or Ubide 2019). The various 
amendments introduced over time have made the European fiscal framework better 
suited to steering macroeconomic policy, but they also rendered the fiscal rules overly 
complex and non-transparent (Friis et al. 2022).

The SGP has, however, also been criticised for its lack of flexibility to enable public 
investments via higher deficits when they were most needed from a macroeconomic 
standpoint. In reaction, the European Commission published a Communication 
(2015) on the use of flexibility clauses and their interpretation, focusing on a more 
flexible application of the SGP rules by taking into account exceptional circumstances, 
structural reforms and other relevant factors, as well as investments. The investment 
clause in the SGP is a way to enable more investment, especially in times of economic 
downturn. The Communication enabled a reinterpretation of the existing fiscal rules, 
without the need to explicitly change them or take legislative action. In the current 
version, for the investment clause to be invoked, however, a strict set of conditions 

2 The part of this chapter that relates to fiscal rules is a summary version of a longer study prepared for 
the European Parliament (Pekanov and Schratzenstaller 2023).

3 See Pekanov and Schratzenstaller (2020) for an overview of major changes to the EU fiscal framework.
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needs to be met.4 Although the investment exemption clause has been assessed as 
a positive change to the SGP, the strict conditions have made it very difficult to be 
invoked and so far, only two countries (Italy and Finland) have made use of it.

Partly because of the pro-cyclical character of fiscal rules, public investment has 
suffered in the aftermath of the GFC and has markedly declined as a share of current 
primary expenditures in many Member States—especially those which are more 
indebted (Figure 8.1 and Figure 8.2). The period of fiscal consolidation has contributed 
to this general weakness of public investment (Storm and Naastepad 2016; Darvas 
and Wolff 2021). Public investment often experiences considerable reductions during 
downturns, as it is easier to reduce without significant political costs in comparison 
to current expenditures, government transfers, or other programmes. Particularly in 
aging societies, public support for preserving current expenditures may be higher 
than for future-oriented investment (Darvas and Wolff 2021).

 Fig. 8.1 Gross Fixed Capital Formation as a Share of Primary Expenditure in Selected Member 
States. 

Note: Primary expenditure = Total general government expenditures minus property income. 
Source: Eurostat. 

4 These conditions can be found at https://ec.europa.eu/commission/presscorner/detail/en/
MEMO_15_3221
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 Fig. 8.2 Euro Area General Government Revenue, Investment, and Other Expenditures, in % of 
GDP. 

Source: Eurostat. Other expenditures = Total general government expenditure minus gross capital 
formation.

8.3 Options to Support GPI in the EU Fiscal Framework

In light of the substantial resources required to finance the necessary green transition 
discussed above, additional public investments by Member States (MS) or within the 
EU budget will need to be mobilised throughout the next decade. The current fiscal 
framework of the EU does not provide enough flexibility for MS to react adequately 
to these challenges by increasing debt-financed green public investment (GPI). Thus, 
amendments within the fiscal framework may be necessary.

On 9 November 2022, the Commission (2022b) issued a ‘Communication on 
orientations for a reform of the EU economic governance framework’. It focuses on three 
main pillars. First, the Commission suggests an expenditure rule: net primary expenditures 
(that is, total expenditures excluding interest and unemployment payments as well as 
additional expenditure covered by tax increases) shall serve as the only indicator to gauge 
compliance with the debt and deficit criteria. The expenditure path shall be determined 
by the Commission based on a debt-sustainability analysis. The second pillar relates to the 
national medium-term fiscal-structural plans to be submitted by Member States, detailing 
the measures to comply with the expenditure path. Thirdly, the Communication states that 
the 60% of GDP debt criterion shall remain. While it does not give concrete time frames 
about when this level must be achieved, it does assert, as an indicative objective, that the 
3% of GDP deficit criterion shall be monitored and sanctioned more strictly in the future. 
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Altogether, the proposal adds a substantial element of country-specific flexibility 
and reinforces the long-term orientation of the EU fiscal framework, while at the 
same time reducing its complexity. The Commission’s communication proposes 
differentiated adjustment speeds for different MS, according to their debt levels, to 
give more credibility to the imposition of medium-term targets, which might otherwise 
seem unrealistic. Moreover, debt-financed public investment can be considered 
explicitly, albeit not in the form of a golden rule which would exempt public investment 
permanently from deficit and debt statistics: rather, the time period allowed to return to 
a path of decreasing debt ratios can be prolonged from four to seven years if MS submit 
national medium-term fiscal-structural plans including public investment endorsed by 
the Commission and adopted by the Council. While the Commission Communication 
explicitly mentions that national medium-term fiscal structural plans (which can 
include investment proposals) should, in particular, ‘address common EU priorities, 
including the National Energy and Climate Plans (aligned with the targets of the EU 
Climate Law…’, GPI is not accounted for separately in the Commission’s proposal. 
More generally, the evaluation of national medium-term fiscal-structural plans can be 
subjective or can lead to political negotiations, thus politicising the process and making 
it more complicated for the Commission to reach an agreement with individual MS 
and, in turn, potentially slowing down the implementation of necessary GPI.

Against this background, we discuss below four approaches for a reform of the 
fiscal rules better accommodating for the existing GPI requirements: 

• A GPI-exemption clause complementing the current SGP flexibility clauses 
would be relatively easy to implement and not require Treaty changes. It 
would, however, further complicate an already complex set of fiscal rules 
and would not ensure that MS indeed invest the necessary amount towards 
greening their economies. 

• With a golden rule for GPI the respective deficit accrued would not be 
counted towards deficit and debt statistics relevant for EU fiscal rules. While 
this would also complicate the fiscal framework further, a ‘green golden rule’ 
would incentivise governments to transform as much as possible from their 
spending towards GPI. 

• A third approach would be for the European Commission to estimate and the 
Council to recommend country-specific benchmark shares of government 
expenditures in each country to be dedicated to GPI. 

• An EU Climate Fund (CF) financed by common EU debt could offer MS 
loans to MS at favourable interest rates to finance GPI. 
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8.3.1 GPI Exemption Clause in the SGP

A straightforward approach would be to add a GPI definition to the existing investment-
exemption clause of the SGP to enable short-run deviations from deficit targets and 
Medium-Term Objectives (MTO). It would help to frontload GPI, especially if the 
temporary exemption was extended over a longer time period. The clause can be 
applied to MS that can present verifiable plans for GPI reforms under consideration, 
with sufficient proof of their long-term benefits in terms of environmental sustainability, 
economic growth, and productivity. This would need to be accompanied by a set of 
specific deadlines and ways to control their implementation. The plans would require 
clear evidence that the investment in question will help improve environmental 
sustainability. This evidence could rest on the EU taxonomy for sustainable activities. 
The exemption could be granted after a thorough process of proving that the 
investments in question would indeed contribute to climate neutrality and/or further 
environmental goals, in a way similar to proving that investments will have a ‘positive, 
direct and verifiable long-term effect on growth and on the sustainability of public 
finance’ in the existing investment clause. The legal implementation would include 
changing or using a new Communication and then embedding the changes in the 
Code of Conduct of the SGP. 

Pros:

• The GPI-exemption clause would be easy to implement even in the current 
EU fiscal framework if there is a clear definition of which public investment 
is to be counted as green. It will help to frontload GPI, especially if the 
temporary exemption can be extended over a longer period of time.

• It would not require a legal change but only an amendment within the 
flexibility clause of the SGP to include GPI as a separately defined condition 
for activating it. The process, conditions, recommendations, and the 
coordination can be embedded easily into the European Semester.

Cons/Potential Problems:

• If the envisaged GPI is only eligible after a thorough review of the project 
in question, this might imply that most investment is realised slowly, and 
projects would be implemented with a significant time lag. 

• The GPI-exemption clause would not necessarily incentivise national 
governments to undertake the investment necessary to close their green 
investment gaps; it would only enable it.

• It would add further to the complexity and uncertainty of the fiscal rules. 
The three existing escape clauses of the SGP have introduced opacity.
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• Exemption clauses are short-term in nature, applying under exceptional 
circumstances and for selected projects; they, therefore, are of limited use 
considering the longer-term substantial GPI needs, which will be the normal 
state in the foreseeable future (Bénassy-Quéré 2022).

• A GPI-exemption clause similar to the current clause would be insufficient in 
size, as it allows only a maximum deviation of 0.5% of GDP initially, which 
is to be corrected in the following four years.

8.3.2 Introduction of a ‘Green Investment Golden Rule’

A second option would be to embed a green investment golden rule in the current fiscal 
framework. A golden rule for investment has been discussed and proposed as a way 
to improve the European fiscal rules framework for a long time.10 A classical golden 
investment rule is based on a classification of government spending into two types—
current expenditure versus capital expenditure (that is, public investment). The golden 
investment rule would allow deficit-financed public investment to not be counted for 
deficit and debt statistics, while current expenditures need to be balanced or fulfil some 
maximum deficit target (for example, the existing one of 3%). A more targeted golden 
rule could focus on GPI only. Such a green golden rule would be even more effective in 
mobilising resources for the green transition by having a strong incentivising effect for 
governments to transform as much of their public investment as possible into GPI. A 
green golden rule would also allow MS to not count their additional co-financing on EU 
projects (above their national commitment) to their deficit statistics, thus incentivising 
them to undertake additional investment in in such green projects.

Pros:

• A green golden rule will be effective to incentivise Member States to 
transform and mobilise large parts of their expenditures towards GPI.

• A green golden rule is a permanent provision enabling the implementation of 
longer-term GPI strategies most MS will need in the current decade and beyond.

• It will also protect GPI during cyclical downturns when public investments 
are easier to reduce or postpone to a later period. This should ensure that long-
term investments to fight climate change will not suffer from fiscal tightening.

Cons/Potential Problems:

• A green golden rule may require significant legal changes towards the Fiscal 
Compact and the expenditure benchmark.

• It would increase the complexity and administrative burden.

• It could create inefficient shifts away from green expenditure which has an 
investment character but is not counted as green investment (for example, 
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green qualifications) towards GPI which is eligible but possibly less efficient 
(Bénassy-Quéré 2022). 

Compared to the Commission’s proposal, a green golden rule would specifically focus 
on GPI and not on public investment in general, so that its scope would on the one 
hand be narrower. On the other hand, a green golden rule would create larger leeway 
for GPI, as the 3% of GDP deficit limit would be disregarded, as well as the impact of 
GPI on the debt ratio. The green golden rule would be a permanent provision, thus 
accommodating for the existing long-term GPI needs. 

8.3.3 A Benchmark for GPI as a Share of Government Expenditures

The third approach would be for the European Commission to recommend a benchmark 
for each MS as a share of government expenditures that should be committed towards GPI 
(for example, a certain percentage of overall government public investment/expenditure). 
This benchmark share would be based on an estimated country-specific green investment 
gap. The share would therefore not have to be uniform across MS: Some MS perform 
better in terms of environmental sustainability already; furthermore, the green (public) 
investment gap differs between MS (Delgado-Téllez et al. 2022). If calculated in relation 
to government expenditures, which vary considerably between MS in terms of GDP, the 
shares in such an approach would not constitute an excessive breach in MS fiscal-policy 
sovereignty, as each would not prescribe the size of government spending but, rather, 
only direct a part of its composition. The difference between this and the previous two 
options is that the European Commission would pro-actively recommend to MS (in a top-
down approach) that a certain share of their expenditures should be in the form of GPI. 

The progress of MS could then be operationalised following the precedent of 
the Six-pack reform by introducing a definition of a necessary speed at which MS 
should close their GPI gaps. The Commission would evaluate whether this happens 
at a ‘satisfactory pace’. The efficiency of such proactive guidance by the European 
Commission on how much MS should spend on greening their economy will depend 
on the implementation process. However, the history of fiscal rules and monitoring of 
recommended reforms in the EU brings a mixed picture of how effective the compliance 
by Member States can be. Although sanctions can be applied by the Council if there 
are breaches to the SGP and the Macro-Economic Imbalance Procedure (MIP), they 
were never applied in practice and the existing enforcement regime has been weak.

Pros:

• Legally a benchmark share for GPI would be easy to introduce within the 
European Semester, by enriching it with GPI goals and adequate indicators.5

5 Similarly, the EU Greening Initiative has made first attempts at reaching such goals without the 
need to change other EU legislature, including the SGP. See: https://ec.europa.eu/environment/
integration/green_semester/about_en.htm

https://ec.europa.eu/environment/integration/green_semester/about_en.htm
https://ec.europa.eu/environment/integration/green_semester/about_en.htm
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Cons/Potential Problems:

• Achieving the goal of mobilising significant GPI in MS will be very much dependent 
on the implementation of the GPI-benchmark share. If it is implemented as a soft 
law with the European Commission only issuing recommendations to MS about 
the share of GPI they should invest in, it runs the risk of being ineffective, similar 
to the Country Specific Recommendations (CSR). 

A GPI-benchmark share could rather easily be integrated in the Commission proposal 
of a net-expenditure path, by excluding GPI spending from net expenditures. 
Alternatively, the medium-term fiscal-structural plans submitted by MS could foresee 
a pre-determined share of GPI in their public investment—similar to the mechanism 
behind the implementation of the national Recovery and Resilience Plans (NRRP)—
requiring a minimum share of green spending financed through the Recovery and 
Resilience Facility (RRF) of 37%. 

8.3.4 An EU Climate Fund

In the State of the Union address in September 2022, Commission President Ursula 
von der Leyen proposed an EU Sovereignty Fund (SF). One option for the financing 
of such an EU SF—following the example of the EU Recovery and Resilience Fund 
(RRF)—would be to take up debt on capital markets, making use of the EU’s credit 
rating which grants low interest rates for common EU debt. MS could then apply 
for loans at these favourable interest rates to finance GPI. Those MS facing relatively 
high interest rates for public debt would be given the opportunity to debt finance 
strategically important green infrastructure projects at favourable interest rates. 
An option with a more limited scope focused on GPI would be to establish an EU 
Climate Fund (CF), which would fund specific investment projects targeting the green 
transition and climate change. Such an EU CF would have the advantage vis-à-vis an 
EU SF to provide incentives for MS to direct their investment activities toward GPI.

The granting of EU CF loans could be based on a combined bottom-up/top-down 
approach. MS could either apply for loans based on national strategic GPI plans. 
Alternatively, the Commission could identify strategic green infrastructure projects 
and actively approach the affected MS with strategic GPI proposals, including also a 
funding proposal. The Commission proposals could focus on cross-border GPI projects 
which would be neglected in a bottom-up approach, as experiences with the RRF 
show. The handling of CF loans, including the drafting of proposals, their assessment, 
approval, and monitoring, could build upon RRF experiences and the institutional 
and procedural provisions established to implement national recovery and resilience 
plans. Similar to the RRF, the assessment of MS GPI plans could be based on the EU 
Taxonomy; in addition, they could be screened by an independent European Fiscal 
Agency (Garicano 2022). CF loans could also top up specific industrial projects in the 
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area of green investment supported through Important Projects of Common European 
Interest (IPCEI) funding, as proposed by Commissioner Thierry Breton in the context 
of an EU SF (European Commission 2022c). 

Of course, CF and RRF investment plans should be coordinated. An EU CF could 
then act as a permanent successor institution of the temporary RRF, which will phase 
out in 2026. The CF would not constitute a reform of the existing fiscal rules framework. 
Depending on its scope and volume, it could either complement or substitute a reform of 
fiscal rules aiming to further GPI based on one of the three reform options sketched above. 

Pros: 

• An EU CF would alleviate the burden of interest payments associated 
with additional public debt to finance GPI particularly for those MS facing 
relatively high interest rates. 

• It could be used to finance strategically important cross-border GPI projects, 
particularly in the areas of railway and energy-supply infrastructure, which 
are underfunded based on purely national decision-making and budgets. 

• It could make use of already-existing EU and national RRF implementation 
structures. 

• It would avoid making EU fiscal rules even more complex (Bénassy-Quéré 
2022). 

• An EU CF could help to mitigate a subsidy race within the EU by coordinating 
MS GPI policies to some extent. 

Cons/Potential Problems: 

• An EU CF would be rather unattractive for those MS enjoying favourable 
interest rates for their national debt. To avoid dealing with administratively 
burdensome application, implementation, and monitoring procedures 
accompanied by the Commission and the Council, they may prefer to directly 
incur debt on capital markets for their GPI projects. 

Although the recent Commission proposal explicitly aims to increase the leeway 
for public investment, the CF could act as a complement to further widen the space 
for national GPI. It would account for the fact that the investment gap is probably 
biggest regarding green investment, although this is not explicitly acknowledged and 
considered in the Commission’s proposal. 

Table 8.1 summarises the four options to further GPI in the EU fiscal framework 
and evaluates them based on several criteria. 
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8.4 Green Public Investment in the EU Budget

The EU budget plays a pivotal role in the EU’s green-investment strategy. As the 
first of the various measures included in the European Green Deal, the European 
Commission launched the investment pillar in January 2020: The European Green 
Deal Investment Plan aims to make available and leverage the necessary funding for 
the green transition during the ten-year-period 2021 to 2030 in the public and private 
sectors.6 At least €1 trillion of sustainable investment should be mobilised through 
the Multi-Annual Financial Framework (MFF) and by leveraging additional public 
and private financing. Hereby, about €500bn should stem directly from the EU budget 
(assuming a sustained level of ambition regarding climate spending for the years post-
MFF 2021–2027). These figures rest on an initially envisaged climate mainstreaming 
goal of 25% for the MFF, according to which 25% of MFF 2021–2027 expenditures (up 
from 20% during the MFF 2014–2020) should contribute to climate goals.

Additionally, in 2020, the temporary COVID-19 recovery plan Next Generation 
EU (NGEU) was agreed with an overall volume of €750bn7 (€390bn in grants and 
€360bn in loans for Member States), with the Recovery and Resilience Facility (RRF) 
as its most important instrument amounting to a volume of €672.5bn (€312.5bn in 
grants and €360bn in loans). Thus, in the current decade, the contribution from the EU 
budget to green-investment needs in the EU rests on two pillars: the MFF 2021–2027 
(and its post–2027 successor) and NGEU. 

In light of the COVID-19 crisis, the climate-mainstreaming goal was increased to 
30% for the overall EU budget, amounting to a volume of up to €1,824.5bn, that is, the 
MFF 2021–2027 which comprises total spending of €1,074bn and NGEU with a total 
volume of €750bn. Overall, this would imply climate-related spending of at least 30% 
of an overall volume of €1,824.5bn, that is, about €550bn.

However, there is reason to assume that the lever the EU budget offers to reinforce 
green investment in the EU is used insufficiently on the one hand and that its potential 
is overstated on the other hand. 

First of all, the climate-mainstreaming goal does not distinguish between different 
types of expenditure and, therefore, also includes spending that—strictly speaking—
cannot be categorised as public investment. One example is the direct payments to 
farmers within the common agricultural policy (CAP) that are counted against the 
climate target if they provide incentives for climate- and environment-friendly farming 
practices. Interpreting the total of climate-related spending as green investment, 
therefore, considerably exaggerates the respective contribution of the EU budget. 

Related is the problem that, despite some improvements in the climate-spending 
tracking methodology, it can be assumed that there is still a considerable share of 
spending marked as climate-relevant but which can be doubted (Levarlet et al. 2022). 

6 See D’Alfonso (2020) for an overview.
7 All figures in 2018 prices.



 1518. Making Green Public Investments a Reality

This can be illustrated using, again, the example of the Common Agricultural Policy 
(CAP). The climate-related performance of the CAP has been strongly criticised by the 
European Court of Auditors (2021) for the MFF 2014–2020 as it contributed little to a 
reduction of agricultural emissions. Another example is cohesion policy, the climate 
contribution of which in such key areas as rail infrastructure or electricity is also 
overstated (European Court of Auditors 2022). Further, for the current MFF, the tracking 
methodology is still too focused on an input-oriented ex ante assessment, while ex post 
evaluations and results, and particularly the specific contribution of interventions to the 
EU climate targets, are not given sufficient attention (European Court of Auditors 2022). 

An improvement compared to the preceding MFF 2014–2020 is the implementation 
of the Do No Significant Harm (DNSH) principle in the EU budget, which precludes 
spending with a significant negative impact on the environment. Nevertheless, several 
exceptions to the DNSH principle can be found in the EU budget. For example, the RRF 
regulation prohibits investments in nuclear energy but not in natural gas. These do not 
count against the climate-mainstreaming goal, but they are eligible for financing under 
the RRF (Levarlet et al. 2022). Another example is the CAP regulations that do not 
explicitly mention the DNSH principle. They include several provisions precluding 
environmentally harmful spending, but these are rather vague.

The funding available via the RRF is an important element of the contribution of 
the EU budget to the required green investment in the EU during the next few years. 
However, it must be acknowledged that its full potential might not be used. While the 
foreseen grants to Member States have been allocated completely, this is not the case for 
the available loans. Under the first national Recovery and Resilience Plans (NRRPs), 
about 43% of available loans have been allocated to seven Member States. Under the 
revised NRRPs, another 33% of available loans have been requested by ten Member States 
under the REPowerEU chapter but have not yet been granted (European Commission 
2023a). Were these loan requests assessed positively by the Commission and approved 
by the Council, close to 76% of available loans would be disbursed. One shortcoming of 
the RRF is that the funded projects are almost exclusively domestic projects, while cross-
border projects with a real European added value based on EU spill-over effects do not 
play a role (Andersen 2021). Moreover, the RRF is a temporary instrument limited to the 
period 2021 to 2026. After its termination, green investment through the EU budget will 
fall back to the much lower MFF level. In addition, there is some degree of uncertainty 
regarding the level of ambition regarding green investment in the post–2027 MFF.

Against this background, several conclusions can be drawn regarding needs and 
directions for reforms to make the EU budget future-proof in the sense that it delivers 
a significant contribution towards a sustainable Europe. Some of these reforms could 
already be initiated within the upcoming MFF mid-term review.

First of all, the green-investment component of the EU budget needs to be 
strengthened. This requires a shift of expenditures towards green investment with a 
real EU added value which would not have been carried out by national governments. 



152 Financing Investment in Times of High Public Debt

Such green investment projects (could) play a particularly strong role in research and 
innovation programmes; in the Connecting Europe Facility (CEF), which invests in 
interconnected trans-European networks in the fields of transport, energy, and digital 
services; and in cohesion policy. Funding for research and investment as well as the 
CEF, which at 7.1%8 (up from 6% in the 2014–2020 MFF) and 1.7% (up from 1.6% in 
the 2014–2020 MFF), respectively, currently makes up a rather modest share of overall 
MFF spending during the 2021–2027 period; this should be reinforced. Cohesion funds, 
which reach almost 31% of overall MFF expenditures, should be restructured towards 
green cross-border investment projects. The proposals made by the Commission in 
its midterm review of the MFF published in June 2023, however, do not put a specific 
focus on reinforcing green investment (European Commission 2023b).

Moreover, the climate-mainstreaming target, that is, the envisaged share of climate-
related spending in overall spending, needs to be aligned to the EU’s climate targets. At 
the same time, the quality of climate-related spending needs to be ensured and improved. 
For this purpose, the current climate-accounting methodology should be developed 
further. Additional steps are also required to strengthen the performance framework 
for the EU budget, to complement the still-dominant input-oriented perspective with 
a result-oriented perspective. Not least, the DNSH principle needs to be implemented 
more strictly, based on clear and transparent criteria and without exceptions.

8.5 Conclusions

Additional green public investment at the Member-State level, at least partially debt-
financed, will be needed to address the climate emergency as a central priority in the EU 
beyond the current policy cycle. The overall budgetary and fiscal EU framework needs to 
ensure these goals of higher green public investments are achieved. The Commission’s 
proposal from November 2022 regarding orientations for a reform of the EU-governance 
framework widens the leeway for debt-financed public investment. However, existing 
green public investment needs are not considered sufficiently. Therefore, options (2), 
(3), or (4) discussed above should be followed through to enable the flexibility of 
national budgets to ensure a level of green public investment which—together with 
private resources—is sufficient to close the existing green-investment gaps. 

In addition, the use of the lever the EU budget theoretically offers to contribute 
to green public investment in the EU needs to be intensified. At about 1% of EU GNI 
(1.7% of EU GNI including NGEU), the overall volume of the EU budget is limited. 
Steps must be taken to strengthen spending in policies that create EU value added, 
inter alia green public investment. 

Any reform of EU fiscal rules accommodating GPI as well as reforms within the 
EU budget should be embedded in a broader mix of measures supporting the green 

8 Horizon Europe.
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transition in general and green private investment in particular. Here, carbon pricing, 
environmental taxation in general (including the repeal of the substantial fossil-fuel 
subsidies, which would increase fiscal space for GPI in MS), and environmental 
regulations are of particular importance; so, too, are long-term policy commitments 
providing investment security (Lenaerts et al. 2022). In any case, the upcoming reform 
of the EU fiscal framework as well as the upcoming MFF mid-term review and the 
post–2027 MFF need to account for the massive GPI needs confronting all EU MS, and 
they need to be better coordinated with the current initiatives to realise the EGD. 
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9. Financing Climate Investment in the 
EU: the Role of Monetary and Financial 

Policies

 Yannis Dafermos and Maria Nikolaidi

The climate crisis requires an unprecedented transformation of the EU fiscal, 
industrial, trade, and regulatory policy frameworks. However, this transformation 
needs to be supported by the greening of the EU monetary and financial 
policies. This would facilitate the financing of the large amount of investment 
in climate mitigation and adaptation that is needed in the coming years. In this 
chapter, we present a set of tools that central banks, financial regulators, and 
financial supervisors can employ to advance the EU decarbonisation and climate 
resilience targets. We highlight that these tools should be used in a context of a 
concrete ‘sticks and carrots’ policy mix framework that moves beyond market-
based approaches. 

9.1 Introduction

The EU needs to urgently increase its investment in climate mitigation and adaptation. 
Climate mitigation investments in renewables, energy efficiency, and green technologies 
are essential for achieving the EU 2050 net-zero target. Climate adaptation investments 
in flood defences, climate-smart agriculture, water management, early-warning 
systems, and climate-resilient transport are necessary for limiting the adverse effects 
of increasing global warming on EU economies and societies.

Fiscal, industrial, trade, and regulatory policies have a prominent role to play 
in scaling up climate investment and reducing carbon-intensive investment. The 
combined use of carbon taxes, green subsidies, green public investment, and 
regulations about carbon-intensive goods/assets is a prerequisite for achieving climate 
targets. However, monetary and financial policy tools also have a crucial role to play 
in shifting investment from ‘dirty’ projects towards green projects and facilitating the 
financing of the additional investment that is necessary to decarbonise EU economies 
and increase climate resilience.
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In this chapter, we analyse two categories of monetary/financial- tools that can be 
used to support climate investment in Europe: (i) central banking tools and (ii) financial 
regulation/supervision tools.1 Table 9.1 provides an overview of selected monetary/
financial policy tools and their potential climate calibrations. In the rest of the chapter, 
we analyse these tools in detail and discuss how they can be applied in the EU. 

 Table 9.1 Selected Monetary/Financial Tools for Greening Public and Private Investment

Note: In the transactions between financial institutions, the ‘haircut’ captures the difference 
between the market value of the asset that is used as collateral and the value of the loan that can be 
obtained against this asset. The lower the haircut, the higher the loan that the borrower can receive 

for a given value of the collateral. 
Source: Authors’ elaboration.

1 Due to space constraints, our list of monetary/financial tools is not comprehensive. For example, we 
have not explicitly analysed tools related to shadow banking; on such tools, see Gabor et al. (2019) 
and Kedward et al. (2022). We have also not explicitly analysed the role of public banking. 

CCaatteeggoorryy MMoonneettaarryy//ffiinnaanncciiaall  ttooooll CClliimmaattee  ccaalliibbrraattiioonn
Central banking Collateral frameworks Lower haircuts for green (public and 

private) assets; higher haircuts and 
exclusion for dirty private assets

Asset purchases Tilting of purchases towards greener 
(public and private) assets; exclusion 
of dirty private assets

Refinancing operations Lower refinancing rates for banks 
with a high representation of green 
loans on their balance sheet; higher 
rates for banks with many dirty loans 
on their balance sheet

Financial regulation/supervision Capital requirements Lower capital requirements for green 
loans; higher capital requirements for 
dirty loans; one-for-one fossil-based 
rule

Credit controls Dirty credit ceilings; green credit 
floors

Mandatory disclosures Prudential climate transition and 
resilience plans on how banks intend 
to align their financial investments 
with net zero and climate resilience 
targets
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9.2 Central Banking Tools

There are three main policy tools that central banks can use to support decarbonisation 
and climate adaptation. All these tools require approaches that identify how strong or 
weak is the climate performance of specific financial assets (for example, bonds or 
loans). Climate performance can be captured by metrics that reflect (i) the emissions 
profile of borrowers both in the past and the future, (ii) the activities that borrowers 
engage in (if they are environmentally harmful or if they contribute to mitigation/
adaptation based on taxonomies of activities), and (iii) the association of specific 
financial instruments with climate mitigation/adaptation projects (for example, green 
bonds).2

The first tool is the greening of collateral frameworks. Central bank collateral 
frameworks identify the types of financial assets that commercial banks can use to get 
access to central bank liquidity (Dafermos et al. 2022). In general, the assets that are 
included in collateral frameworks experience higher demand in the financial markets. 
This tends to reduce the interest rates of these assets and, thus, the cost of borrowing 
for their issuers (see, for example, Nguyen 2020; Pelizzon et al. 2020). In addition, 
the demand for financial assets is generally higher for those assets that are assigned 
a lower haircut in collateral frameworks. Therefore, central banks’ decisions about 
which assets to include in collateral frameworks (and what haircuts to assign to them) 
affect the cost of borrowing for issuers of securities.

The greening of collateral frameworks can be associated with several types 
of assets. First, the greening can be applied to non-financial corporate bonds. This 
is particularly important because existing collateral frameworks typically suffer 
from a carbon bias in the sense that bonds related to carbon-intensive activities of 
companies are over-represented in these frameworks (see Dafermos et al. (2021) for 
the case of the Eurosystem collateral framework).3 Increasing the haircuts for bonds 
issued by companies with weak climate performance and reducing the haircuts for 
green corporate bonds and bonds issued by strong climate performers can help the 
decarbonisation of the corporate bond markets and can financially support investments 
in climate mitigation and adaptation.

Second, green bonds issued by governments and national or supranational public 
banks can receive preferential treatment in central banks’ collateral frameworks. Over 
the last years, a growing number of European governments have been issuing green 
sovereign bonds (see Figure 9.1). Poland and France were the first governments that 
did so in 2016 and 2017. Since then, many other EU governments have also issued green 

2 For more details, see, for example, Dafermos et al. (2023). 
3 This over-representation is primarily related to the fact that companies that engage in carbon-intensive 

activities tend to have a high representation in the bond market (to some extent because of their large 
size) and they typically receive good credit ratings. 
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bonds for the financing of specific green projects.4 Many green bonds have also been 
issued by national and supranational public investment banks, such as the European 
Investment Bank and KfW. Making these bonds eligible in central bank collateral 
frameworks with relatively low haircuts can help reduce the cost that governments 
and public banks face when they invest in climate mitigation and adaptation.

 Fig. 9.1 Green Sovereign Bonds, Issued Amounts in EU countries, 2016–2023 (in €bn). 
Note: The 2023 data include bonds issued as of October 2023. 

Source: Refinitiv Eikon

Third, central banks can incorporate climate criteria into the eligibility and haircuts 
associated with asset-backed securities and covered bonds issued by financial 
institutions. This would prompt financial institutions to green the loans that they 
provide to households and firms. However, the data requirements for the greening 
of this component of collateral frameworks are generally higher than what is the case 
with public and non-financial corporate bonds.

The second tool that central banks can use to support climate mitigation and 
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the European Central Bank (ECB) and other EU central banks have bought several 
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4 There is some evidence for the existence of a ‘sovereign greenium’: green sovereign bonds enjoy a 
lower yield relative to similar conventional sovereign bonds (see Ando et al. 2023).
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on climate criteria. In other words, they can buy more bonds with a stronger climate 
performance and less bonds characterised by a weaker climate performance. During 
the current period, one in which central banks are shrinking their balance sheets 
as a response to high inflation, tilting implies (i) the purchase of greener assets for 
reinvestments that central banks conduct due to maturing securities and (ii) the 
active selling of carbon-intensive bonds of non-financial corporations and their partial 
replacement with greener assets.

The third tool that central banks can use is the greening of their refinancing 
operations. Through refinancing operations, commercial banks get access to short-term 
and long-term liquidity. The terms under which they get access to this liquidity can 
have implications for their credit provision decisions. To make refinancing operations 
greener, central banks can reduce the interest rates for banks that have a relatively high 
proportion of green loans on their balance sheets and set higher refinancing rates for 
banks that provide too many dirty loans.5 This would help the decarbonisation of both 
corporate and mortgage loans.6

All these tools can be applied by European central banks. Importantly, the ECB has 
already attempted to decarbonise its corporate bond purchases as part of its climate 
action plan. In October 2022, it started applying climate criteria to the corporate bonds 
bought as part of its reinvestments (ECB 2022b).7 However, the ECB stopped the 
majority of its reinvestments in July 2023, effectively terminating the decarbonisation of 
its corporate-bond purchases (ECB 2023). To continue the decarbonisation of its asset 
purchases, the ECB can start selling bonds issued by companies with a weak climate 
performance, replacing them with bonds that are conducive to climate mitigation and 
adaptation (see Dafermos et al. 2023). The ECB can also consider supporting more 
actively green bonds issued by EU governments and public banks.8

The ECB has considered greening its collateral framework in its climate action plan 
(ECB 2022a). However, it has not yet taken any concrete actions and, in December 
2022, it announced that it does not intend to incorporate climate considerations into 
the haircuts of its collateral framework.9 Given the fact that the Eurosystem collateral 

5 Green refinancing schemes have been adopted, for example, by the Bangladesh Bank, the People’s 
Bank of China (PBoC) and the Bank of Japan. In 2009, the Bangladesh Bank established a refinancing 
scheme to support specific green projects (see Khairunnessa et al. 2021). In 2021, the PBoC launched 
the Carbon Emission Reduction Facility which offers low-interest loans to financial institutions 
that help firms decarbonise their operations (see PBoC 2021). In the same year, the Bank of Japan 
introduced a green loans scheme, providing zero-interest financing to lenders supporting climate-
related projects (see Shirai 2022).

6 For a proposal on how to green the ECB’s Targeted Longer-term Refinancing Operations (TLTROs), 
see van’t Klooster and van Tilburg (2020) and van’t Klooster (2022). For the carbon content of TLTRO 
III, see Colesanti Senni et al. (2023).

7 As of July 2023, the entire Eurosystem corporate bond portfolio was about €385 billion. Reinvestments 
were a small proportion of this portfolio (less than 10% on an annual basis). 

8 This should not, however, change the ECB’s purchases of non-green sovereign bonds.
9 The rationale that the ECB used to support this decision was that the existing haircuts schedule is 

sufficiently protective against climate risks. See ECB (2022c). 
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framework is a permanent central-banking tool, its greening is particularly important 
and the ECB should revisit its decision to postpone the incorporation of climate issues 
into the collateral framework. Moreover, the ECB and other EU central banks could 
design the greening of their refinancing operations. This is particularly important in 
the current environment of high interest rates. Green refinancing operations can help 
keep the interest rate on green loans and mortgages relatively low, encouraging green 
investments which often have high upfront costs and, thus, require external finance 
more than traditional investments.10

9.3 Financial Regulation/Supervision Tools

Currently, a significant amount of the financing that is provided to companies by 
EU banks supports dirty activities. For example, BNP Paribas, Deutsche Bank, and 
ING collectively provided more than $300bn of fossil fuel-related loans during the 
period 2016 to 2022 (Figure 9.2). Redirecting bank flows from such dirty activities 
towards green ones is, therefore, significant for greening assets related to buildings, 
manufacturing, power, and transport in the private sector. The greening of bank credit 
is also important since the private non-financial sector in the EU still relies significantly 
on bank loans for the financing of their activities. For example, more than 60% of the 
external finance for non-financial corporations in the euro area comes from bank loans 
(see Holm-Hadulla 2022), with this being more prominent in the case of Small and 
Medium-sized Enterprises (SMEs) (ECB 2021). On top of it, banks need to green the 
mortgages they provide to households. This would support residential investment for 
the decarbonisation of the housing stock in Europe, which, in many countries, is very 
energy inefficient and relies too much on fossil fuels for heating. 

10 See Bloomberg (2023).
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Apart from the greening of refinancing operations, a wide range of financial tools can be 
used to make bank financing climate-aligned. First of all, there are several tools related 
to capital requirements. One example is the green-differentiated capital requirements 
that can take the form of a green supporting factor, whereby the capital requirements 
against green loans are reduced, and/or a dirty penalising factor, whereby the capital 
requirements against dirty loans increase (Dafermos and Nikolaidi 2021; 2022). Such 
requirements can increase the lending interest rate and reduce credit availability for 
dirty loans compared to green loans. In the EU, a specific form of a green-supporting 
factor has been applied in Hungary (see MNB 2019; 2021). Magyar Nemzeti Bank 
(MNB) has lowered capital requirements that are linked to energy-efficient properties 
for the period 2020–2024 (see also CBI 2020). A specific case of a dirty-penalising factor 
is the one-for-one fossil-based rule. This rule suggests that banks should hold one 
euro of capital for each euro of loan that they provide to finance a fossil-fuel project 
(Philipponnat 2020). This would make fossil financing extremely expensive for banks. 

However, climate-adjusted capital requirements might not lead to a significant 
reallocation of credit. A more direct way of achieving a green reallocation is the use of 
credit controls (Kedward et al. 2022). These can take the form of dirty credit ceilings 
that put a cap on the amount of credit that banks provide to borrowers with a poor 
climate performance. They can also take the form of green credit floors that make it 
compulsory for banks to allocate a specific proportion of their credit to green projects/
borrowers with a strong climate performance.11

Generally speaking, EU financial regulators are reluctant to use the above-
mentioned tools. As far as capital requirements are concerned, an issue that is often 
raised by financial regulators is that these adjustments in requirements are not risk-
based. Thus, regulators are willing to consider climate adjustments in requirements 
only if it can be proved that green credit is less risky than dirty credit. Although the 
latter might be true, this way of looking at risks is narrow and micro-based. From 
a macroprudential perspective, any tool that decarbonises the financial system and 
supports climate adaptation finance can reduce climate-related systemic risks. 
There are at least three reasons for that. First, a decarbonised financial system can be 
more resilient to shocks related to future climate policies, such as carbon taxes and 
environmental regulation, which can disproportionately affect borrowers with a high 
climate footprint. Second, the active support of green credit and the discouragement of 
dirty credit can be conducive to lower EU emissions and, thus, lower global warming. 
This, in turn, can make the global financial system less exposed to physical risks 
associated with climate-related events and physical phenomena linked to the gradual 
increase in temperature (such as the rise in sea level). Third, any financial regulation 
that supports climate adaptation can make the EU economies less climate vulnerable. 
This, in turn, can reduce the financial fragility of the banking sector.

11 Green credit floors have been used, for instance, by the Bangladesh Bank and the Reserve Bank of 
India (see Baer et al. 2021). 
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Therefore, EU regulators need to be more open to the idea of using some forms of 
climate credit controls. Although credit controls have become an unfashionable tool in 
Europe over the last decades, the severity of the climate crisis and the failure of markets 
to address this crisis suggests that a rethinking of credit controls is necessary. Climate 
credit controls can be successful under two conditions. First, the definition of what is 
‘green’ and what is ‘dirty’ should not be sector-based. It should, instead, rely on micro-
based metrics about the climate performance of borrowers. Second, the evaluation of 
credit risk should continue to take place, including the evaluation of climate-related 
financial risks. This evaluation should be reflected in capital requirements. This would 
mean that only ‘green’ borrowers with relatively low risks would benefit from climate 
credit controls.

Financial supervision also has a useful role to play in supporting climate investments 
in the EU. One tool that financial supervisors can use is the climate transition and 
resilience plans which can take the form of mandatory disclosures about how banks 
intend to align their financial investments with the EU net zero and climate resilience 
targets.12 Financial supervisors can ask banks to submit these plans within a certain 
time horizon and, if they find them unsatisfactory, they can apply penalties to banks, 
for example by asking them to hold more capital.

9.4 Conclusions

Monetary and financial tools can play a significant supportive role in achieving the EU 
targets for climate investment. Central banks, governments, and financial authorities 
across Europe can select among the tools that we included in our toolbox based on 
their national needs and mandates. But, to successfully do so, they need to move 
beyond conventional economic thinking that typically opposes the use of policies 
that are considered too interventionist from a market perspective. Instead, EU public 
institutions and governments should adopt a systems-based economic thinking that 
permits a more holistic understanding of the interactions between climate, economic, 
financial, and social systems. From a political economy perspective, this thinking 
suggests that market-based approaches that rely on derisking (Gabor 2023) are unlikely 
to succeed. Instead, a concrete ‘sticks and carrots’ policy mix is necessary whereby 
monetary/financial policy tools are implemented in conjunction with other climate 
fiscal, trade, and regulation policies that incentivise green investments and penalise 
dirty spending. EU authorities and governments also need to apply such a policy mix 
in a way that is consistent with global climate justice issues. Green investments are often 
associated with green extractivist practices that harm ecosystems and communities in 
the Global South (Dafermos 2023). The EU has a historical responsibility to achieve a 
quick decarbonisation without increasing its exploitation of the Global South.

12 For a comprehensive discussion of net zero transition plans, see Dikau et al. (2022).
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10. In Search of Lost Time: An Ensemble 
of Policies to Restore Fiscal Progressivity 

and Address the Climate Challenge

 Demetrio Guzzardi, Elisa Palagi, Tommaso Faccio, and 
Andrea Roventini

The European Union needs to raise significant resources to finance a just green 
transition. At the same time, there is a widespread fiscal regressivity in many 
EU countries. Indeed, recent empirical evidence shows that the tax systems 
of many EU members are characterised by low degrees of progressivity, with 
high-income groups paying lower effective tax rates vis-à-vis middle- and low-
income classes. In order to jointly tackle such issues, we propose an ensemble 
of tax policies at the EU level that are grounded on recent proposals advanced 
in the literature. This fiscal reform includes a wealth tax targeting the top 1% 
of wealth holders, a tax on unrealised capital gains, and an increase of the 
minimum corporate tax. Our first estimates suggest that these measures can 
generate substantial yearly revenues in the order of 1.9%–2.9% of EU GDP. Such 
resources can contribute to the funding of the additional climate mitigation and 
adaptation policies required to tackle the climate emergency, while reducing 
inequality, thus contributing to put EU economies on sustainable and inclusive 
growth pathways.

10.1 Introduction

The last decades have witnessed trends of increasing income and wealth inequality in 
most countries of the European Union (EU), accompanied by sluggish growth (Piketty 
2014; Blanchet et al. 2022; Guzzardi et al. 2023; Blanchet and Martínez-Toledano 2023). 
Such concentration of income and wealth is favoured by inequitable tax systems (Roine 
et al. 2009; Rubolino and Waldenström 2020). Indeed, not only have top income-tax 
rates progressively fallen but the globalised economic system has also allowed for the 
existence of several loopholes at the disposal of multinationals and billionaires to move 
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their capital and elude taxation (Zucman 2014). This has resulted in an international race 
to the bottom, which has further reduced tax rates for corporate and personal income.

At the same time, the tall societal challenges of climate change require large amounts 
of resources to finance mitigation and adaptation policies. Indeed, the European Union 
has committed to the ambitious goals to cut its greenhouse-gas (GHG) emissions by at 
least 55% by 2030. Moreover, the costs of climate-change impacts and mitigation policies 
are unequally distributed across the population (Markkanen and Anger-Kraavi 2019; 
Taconet et al. 2020), disproportionately hitting those in the bottom part of the income 
distribution. At the same time, the most affluent individuals are responsible for the 
bulk of the emissions in high-income countries (Chancel 2022). Therefore, inequality 
and climate change need to be jointly addressed.

In this chapter, we first assess how taxation has evolved over the recent decades 
in developed countries and how it has impacted inequality trends. What emerges is 
that the degree of progressivity of tax systems has decreased so much that in the USA 
and in EU countries for which evidence exists, the richest part of society pays lower 
effective tax rates than the rest of the population. The tax system of the USA and of 
many EU countries has thus become ‘regressive’.

We then present some policy proposals advanced in the literature to restore the 
progressivity of the tax systems. More specifically, we consider a package of fiscal 
interventions that can be introduced in the European Union, namely an EU-wide 
wealth tax, a taxation scheme for unrealised capital gains, and different tools to 
increase corporate taxation. We discuss how the potential issues related to their 
implementation can be addressed. Our first estimates show that the proposed tax 
reform could considerably boost EU tax revenues in the order of 1.9% – 2.9% of EU 
GDP in 2022. Moreover, our tax reform would reduce income and wealth inequality as 
each of the proposed measures is able to increase fiscal revenues by taxing the richest 
individuals of the income distribution without affecting the rest of the population.

By restoring the lost progressivity of their fiscal system, EU governments could 
reap the necessary resources needed to tackle the climate emergency. We find that the 
revenues generated by our fiscal package can finance the EU mitigation and adaptation 
policies while increasing the fiscal burden for the top part of the income distribution, 
which is responsible for most of EU GHG emissions (Chancel 2022).

The rest of the chapter is organised as follows: Section 10.2 considers recent empirical 
evidence regarding the progressivity of the tax system in various countries. Section 
10.3 examines three primary proposals at the European level to reinstate the lost 
progressivity of the fiscal system and to fund policies for a fair green transition. These 
proposals include a wealth tax focused on the wealthiest individuals (Section 10.3.1), a 
capital-gains tax (Section 10.3.2), and a minimum corporate tax (Section 10.3.3). Section 
10.4 discusses how the additional resources collected at the EU level can finance a fair 
transition towards a greener economy, and, lastly, Section 10.5 concludes the discussion.
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10.2 Recent Worrying Trends in Tax Progressivity

Tax progressivity has been decreasing since the 1980s in most regions of the world, 
although with country specificities. Such a trend is largely due to lower taxes at higher 
income levels (Peter et al. 2010), and this is particularly the case for advanced countries 
(Bozio et al. 2018; Saez and Zucman 2019b; Bruil et al. 2022; Guzzardi et al. 2023). 
In the USA, Saez and Zucman (2019b) estimate tax incidence on the whole income 
distribution and find that the effective tax rate (obtained by jointly considering different 
categories of taxes) was steeply progressive in the 1950s but, by 2018, has turned into 
a flat tax over the income distribution with regressive rates for the richest 0.01%. 
Figure 10.1 depicts average tax rates for different income groups in the United States. 
It strikingly shows the freefall in progressivity at the top of the income distribution, 
with the top 400 of income earners decreasing their tax rate from around 70% in 1950 
to just above 20% in 1980. Moreover, Figure 10.1 shows that the regressivity at the very 
top of the distribution is a recent phenomenon stemming from specific policy choices.

 Fig. 10.1 Average Tax Rates by Income Group in the United States. 
Note: P0-10 on the x-axis stands for the income group from percentile 0 to percentile 10. 

Analogously for other income groups. 
So urce: Data are from Saez and Zucman (2020).
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Both in France (Bozio et al. 2018) and in the Netherlands (Bruil et al. 2022), there is 
evidence for a regressive tax system at the top of the income distribution, with the top 
1% paying lower effective tax rates than individuals at lower percentiles. In Italy, this 
regressivity starts at the 95th percentile (Guzzardi et al. 2023), with overall tax rates 
estimated to fall from a peak of 50% to 35% for the richest individuals (see Figure 10.2).

These results are driven by the composition of income and the related degree of 
progressivity of taxes on different incomes. First, capital incomes are more heavily 
concentrated at the top of the distribution, and these are mainly taxed at flat rates. Second, 
consumption taxes have a regressive impact as they are paid in higher proportions at the 
bottom and middle of the distribution. Third, the progressivity of the personal income 
tax is not progressive enough to compensate for flat components of the fiscal system 
that empirically result as regressive. Indeed, in the case of Italy, Figure 10.2 shows 
that, although taxes on labour and pensions are mostly progressive, flat consumption 
taxes are de facto regressive, as propensities to consume are higher at the bottom of the 
income distribution, in line with empirical findings on consumption (Dynan et al. 2004; 
Jappelli and Pistaferri 2014; Saez and Zucman 2016; Bunn et al. 2018).

The aforementioned trends are the result of decades of regressive tax reforms. First, 
the personal income tax, the main source of progressivity in the tax system, has been 
continuously revised by decreasing the number of tax brackets (Fitoussi and Saraceno 
2010) and by reducing top marginal tax rates (Piketty 2014; Piketty et al. 2014), as 
shown in Figure 10.3 for ten high-income countries. This trend has not been reversed 
even if recent research contributions have shown that higher top marginal tax rates are 
desirable. Indeed, in an optimal taxation framework, the top tax rate in the USA and 
UK could exceed 80% without harming growth, while maximizing government tax 
revenues (Piketty et al. 2014).1 This reinforces the evidence on the Laffer curve, which 
finds a revenue-maximizing tax rate around 70% (Trabandt and Uhlig 2011).

Second, taxation has increasingly shifted from capital to labour. Several countries 
have introduced the Dual Income Taxation (DIT) system. DIT imposes a lower and less 
progressive (often flat) tax rate on capital incomes while keeping progressive taxes on 
labour (an example is the case of Nordic countries in the beginning of the 1990s, see 
Sørensen 1994; Iacono and Palagi 2022). Furthermore, globalisation has increasingly 
provided corporations with opportunities to move their profits to countries with lower 
tax rates (Zucman 2014), thereby incentivizing an international race to the bottom for 
corporate taxation.

1 See also a related VoxEU column: Taxing the 1%: Why the top tax rate could be over 80%” 8-12-
2011 by Saez, E., S. Stantcheva, and T. Piketty, available at https://cepr.org/voxeu/columns/
taxing-1-why-top-tax-rate-could-be-over-80

https://cepr.org/voxeu/columns/taxing-1-why-top-tax-rate-could-be-over-80
https://cepr.org/voxeu/columns/taxing-1-why-top-tax-rate-could-be-over-80
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 Fig. 10.3 Top Marginal Tax Rates over Time. 
Source: Data covering the period before 2000 are from Piketty (2014) and Chancel et al. (2017). 

Post-2000 data are taken from the OECD Tax Database: dataset Table  I.7.

What have been the economic impacts of the falling progressivity of the tax system? 
Lower progressivity has certainly been a major contributor to rising inequality trends, 
especially by boosting top-income shares (Roine et al. 2009; Jaumotte and Osorio 
Buitron 2020). Indeed, the tax reforms implemented in Western countries during the 
1980s and early 1990s have particularly fattened income shares for the richest 1%, with 
top marginal tax-rate cuts accounting for a large part of the impact (Rubolino and 
Waldenström 2020).

One could argue that increasing levels of inequality are not a problem because, 
by spurring growth, they trickle down to the whole income distribution. However, 
burgeoning evidence shows unequivocally that this is not the case. Hope and Limberg 
(2022) find that tax cuts do not trigger higher levels of economic activity that percolate 
to the poor and middle classes. Instead, tax cuts lead to higher income growth for the 
rich. Shifting the focus from households to firms does not alter the general conclusion. 
With a meta-analysis of the existing literature, Gechert and Heimberger (2022) show 
that corporate-tax cuts also do not boost economic growth. On the opposite side, 
recent studies find that lower levels of inequality are associated with longer growth 
spells and that redistribution does not harm growth (Dabla-Norris et al. 2015; Berg 
et al. 2018). Moreover, lower inequality is also associated with higher wellbeing and 

0

10

20

30

40

50

60

70

80

90

100

To
p 

m
ar

gi
na

l t
ax

 ra
te

, %

1900 1920 1940 1960 1980 2000 2020

United States United Kingdom France Germany
Japan Italy Spain Greece
Austria Netherlands



 17510. In Search of Lost Time

improved health conditions (Pickett and Wilkinson 2010). Therefore, the evidence 
seems to point more towards ‘trickle-up’ mechanisms (Palagi et al. 2023), with income 
growth at the bottom of the distribution benefiting also richer strands of society.

If lowering top tax rates does not spur growth (while increasing inequality), it 
certainly increases the risk of mounting public deficits due to the introduction of 
flat taxes. One emblematic episode highlighting the public financial risks generated 
by a flattening of the tax system is the steep rise in the cost of government debt that 
followed the announcement by Liz Truss’s government in the UK of a massive tax cut, 
including a reduction of the top income-tax rate (see, for example, the analysis by the 
Institute for Fiscal Studies, Adam et al. 2002). Indeed, even major institutions such as the 
International Monetary Fund have recently advocated for policies restoring the degree 
of progressivity, by taxing the rich, as a way to increase revenues in countries with large 
debt stocks (IMF 2020). Such policy guidelines align with the previously mentioned 
theoretical work indicating that relatively high top-tax rates have a large revenue 
potential (Trabandt and Uhlig 2011; Diamond and Saez 2011; Piketty et al. 2014).

The evidence presented in this section clearly shows that recent decades have been 
characterised by a sequence of policies decreasing tax progressivity. Such policies have 
exacerbated inequality without spurring growth or employment. Moreover, lower 
progressivity has implied significant losses in terms of tax revenues for government 
spending, thus reinforcing adverse impacts on disparities, possibly defunding pre-
distribution policies (for example, health and education). In the next section we will 
analyse some major policy proposals that could allow the restoration of higher levels 
of tax progressivity.

10.3 Turning the Tide: Policy Tools to Increase Tax Progressivity

In this section we will discuss some main proposals advanced nowadays to restore 
the progressivity of the tax system. We will first focus on the personal and household 
dimension by surveying the state of the art about wealth taxation (Section 10.3.1) 
and capital gains taxation (Section 10.3.2). We will then consider corporate taxation 
(Section 10.3.3).

10.3.1 Wealth Tax

There is a blossoming research line on wealth taxation that tries to assess its impact 
and account for the challenges in its effective implementation. A wealth tax mainly 
levied on the richest part of the wealth distribution (for example, the top 5%) could 
increase the progressivity of the overall tax system (see, for example, Guzzardi et al. 
(2022) for a simulation based on the Italian case). However, several key arguments 
against a wealth tax have already emerged.
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One major concern is the issue of tax evasion. Wealth is, indeed, a mobile asset; 
even in the case of real estate, it can be relatively easy to sell and move investments to 
new locations. Individuals are able to sell their assets in a country with a wealth tax 
and move them out to avoid taxation. One potential solution to this problem would 
be to apply wealth taxes according to a person’s residence, rather than the location of 
his or her wealth. Even in this case, wealthy individuals can choose to relocate and 
change their residence. This, in turn, may lead to a loss in total wealth for countries that 
introduce a wealth tax compared to neighbouring countries which do not tax assets. 
This scenario has been highlighted in a recent article from the Guardian that sheds light 
on the responses of Norwegian billionaires to a recent increase in the wealth tax (Neate 
2023). Many billionaires, indeed, left the country to avoid the wealth tax.2 However, 
at the time of writing, official data regarding the impact of these relocations on the 
total revenue generated by the Norwegian wealth tax are not yet accessible. On this 
topic, although there is a lack of comprehensive evidence taking into account the whole 
population and a large number of countries, the available empirical research shows that 
massive relocations of individuals between countries are rare (Kleven et al. 2020). In the 
case of France, the switch from the Impôt de solidarité sur la fortune (ISF) to the Impôt sur la 
fortune immobilière (IFI) had a negligible impact on the relocation of individuals abroad, 
although it affected the distribution of corporate dividends (Bach et al. 2021).3 In any 
case, to minimize the risk of tax elusion, an EU-wide wealth tax common to all countries 
would be highly desirable, as proposed by Piketty (2021)4 and Landais et al. (2020), as 
it would considerably discourage any potential relocation of assets or residence. Also, 
it would facilitate the introduction of common anti-avoidance rules, such as exit taxes.

Wealth taxes may also be avoided via portfolio adjustments through which individuals 
may reallocate their wealth towards assets that are not subject to taxation (see Duran-
Cabré et al. 2019; Bastani and Waldenström 2020; Advani and Tarrant 2021; Saez and 
Zucman 2022b). Such an issue, however, is particularly relevant only when the legislation 
on wealth tax allows for many tax-exempt assets and different tax rates. This is what 
has happened in Spain, where Duran-Cabré et al. (2019) find that higher tax rates have 
induced individuals to make significant shifts in their portfolios to reduce the taxable 
wealth without affecting savings and minimally affecting total net wealth. As suggested 
by Saez and Zucman (2019a), the solution to this issue is relatively straightforward: the 
tax base needs to include all net wealth, thus ruling out any opportunity for portfolio 
adjustments to enable tax avoidance. This implies that a wealth tax levied on total net 
wealth is preferable to fragmented property taxes. Nevertheless, evasion may still occur 
if wealth has to be self-reported as is the case in Switzerland, where ‘half of the apparent 

2 However, some experts argue that the billionaires’ relocations could be attributed instead to a 
response to modifications in the fiscal treatment of capital gains taxes (Advani et al. 2023).

3 Individuals can relocate their assets within the same country; in Switzerland, tax payers tend to move 
from cantons with higher wealth taxes to those with lower marginal rates (Brülhart et al. 2022).

4 On the need for a wealth tax to fight climate change, see also Piketty (2022).
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wealth accumulation following the tax cut’ is explained by ‘self-reporting of previously 
hidden assets’ (Brülhart et al. 2022: p. 36). Reliance on third-party valuation, therefore, 
is crucial to ensure accurate reporting, improve the accuracy of net wealth assessments, 
and effectively implement wealth taxes, as extensively suggested by the OECD Tax Policy 
Studies (OECD 2018) and by several scholars (for a review, see Advani and Tarrant 2021).

The final problem concerns the presence of liquidity constraints that some individuals 
may face with a wealth tax. This is particularly relevant if non-income generating assets 
are part of the wealth that is taxed. However, this issue can be solved by allowing for 
deferred tax payments as suggested by OECD (2018). This would ensure that people 
with unexpected liquidity constraints could postpone their tax payment. Nevertheless, 
taxing wealth could also induce a more productive use of assets (Guvenen et al. 2023), 
as individuals would have a greater incentive to use their wealth to generate income to 
cover their tax obligations (or else to sell it). This would lead to a reallocation of wealth 
toward more productive activities, possibly increasing economic growth over time.

Having discussed the possible weaknesses related to the introduction of a wealth 
tax, we can quickly estimate the potential tax revenues stemming from such a plan in 
the European Union. In order to obtain estimates on a comprehensive wealth tax, we 
start from total private net wealth, including tax-exempt assets.5 Using estimates of 
wealth distribution for the European Union from the World Inequality Database (WID.
world; Bajard et al. 2021), we can make a first assessment of different types of wealth 
tax. For example, levying a 1% tax rate on the top 1%—who own at least €1.5 million in 
2021 and hold 25% of total EU personal wealth—would generate approximately 0.6% 
of EU GDP each year (assuming a 15% evasion rate). In a more progressive scenario, 
wealth-tax revenues might increase dramatically: for example, a 2% marginal rate 
for the top 0.1% and an additional 3% marginal rate for the 300 billionaires resident 
in the EU (Forbes 2022 list) could generate an annual revenue of 1% of EU GDP 
(see the estimates provided by Landais et al. 2020; Kapeller et al. 2021; Krenek and 
Schratzenstaller 2022). How the tax revenues from wealth would be employed for 
alternative scopes and shared across EU states would be a political choice.

Overall, we believe that the different issues analysed in this section should not 
be viewed as a motivation to dismiss the introduction of an EU-level wealth tax, as 
there are effective ways to solve them. Therefore, an EU-level progressive wealth tax 
could be an effective solution for regaining the lost tax progressivity, while raising 
significant resources which could be used to tackle societal challenges such as climate 
change (see Section 10.4). Many European countries have already introduced the 
wealth tax into their fiscal system: Austria, Denmark, France, Finland, Norway, and 

5 Indeed, a re-assessment of which assets should be subject to the tax (ideally all) would be useful when 
practically designing a wealth tax. One key mistake which was made on the eve of the introduction 
of the wealth tax in France in 1981 was not to have a comprehensive tax base and to allow for various 
exemptions (Verbit 1991).
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Switzerland (Sandford 1988; OECD 2018). Moreover, a wealth tax on the richest 1% of 
the population would be backed by the majority of the population, as survey evidence 
shows political support for a wealth tax on millionaires (Fabre et al. 2023).

10.3.2 Capital Gains Tax

One of the main reasons for the increase in inequalities and for the regressivity of tax 
systems for the top income shares discussed in Section 10.2 stems from the relevant 
role of financial income in the earnings of the most affluent people. A well-tailored 
capital gains tax is an effective option for increasing the fiscal burden for the richest 
individuals in the income distribution, partially reversing the loss of progressivity 
of the tax system. However, despite such potential benefits, a reform of capital gains 
taxation is not sufficiently debated in the European Union.

How does a capital gains tax work? The tax is levied on the profits obtained from 
the sale of various assets, including stocks, real estate, business shares, artworks, etc. 
The tax is calculated by considering the difference between the purchase (‘basis’) price 
and the sale price of the asset. For instance, if a person buys a stock for €1,000 and sells 
it for €2,500, the resulting capital gain of €1,500 will be taxed. In principle, this form 
of taxation should not introduce biases in reporting, and it should be impossible to 
evade, as it would be triggered every time assets are transferred.

There are two main problems related to capital gains taxation in Europe. The first stems 
from the significant disparity in tax rates across EU countries. For instance, in Germany 
the capital gains tax is 0% for real estate, while a flat tax of 26.3% is levied on other types of 
property. In Spain, the capital gains tax is progressive, but the top marginal rate is 26%, well 
below the top one for labour income. In Italy, the flat capital gains tax is set at 26% (with a 
lower rate of 12.5% for certain assets). In France, it is 36.2%, but the rate shrinks with the 
possession time of the underlying asset. The Netherlands has a 0% capital gains tax on all 
types of assets. More broadly, the average rate of capital gains tax in 123 countries is 18% 
(Christensen et al. 2023). There is, then, an urgent need for proposals to align capital gains 
taxation with the one on labour, increasing the former to restore the progressivity of the 
tax system. As capital gains are primarily concentrated among the wealthiest segments 
of the population (Advani and Summers 2020), higher tax rates would have the most 
significant impact on the richest individuals, thereby reducing inequality.

The second problem arises when individuals are allowed to postpone their capital 
gains tax payments indefinitely by retaining the asset until their death and then 
transferring it as an inheritance or gift (Nanda and Parkes 2019). Many European 
countries—Austria, Estonia, Germany, Ireland, Italy, Luxembourg and Sweden (OECD 
2021a)—adopt this kind of ‘carry-over’ rule, which transfers assets’ basis value to 
inheritors. Especially in the case of the ultra-wealthy, such a rule can considerably 
reduce the potential tax revenues: subsequent generations can defer their capital gains 
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indefinitely and, thus, avoid payment of the tax. The situation is even worse for the 
European countries where the law provides for a ‘step-up in basis’—France, Hungary, 
Latvia, Lithuania, Portugal, Slovenia, and Spain (OECD 2021a)—which resets an 
asset’s basis value to the level at the time of the death of the owner, thus drying up the 
possible revenue streams of the capital gains tax.6 Uniform rules across EU countries 
are also required to fix the issue of indefinite postponing of capital gains realisation. 
A standardized EU rule that imposes the payment of capital gains taxes at the time of 
the owner’s death would not only deter indefinite deferment and disincentivise asset- 
and individual-relocation to evade taxation, but it would also generate significant tax 
revenues. Such a taxation on unrealised capital gains would be particularly useful for 
increasing the effective tax rate paid by the very wealthy, who use their stock of wealth 
as collateral to finance their spending by borrowing (Eisinger et al. 2021).

How much revenue could a tax on unrealised capital gains generate? In the USA, 
a study by Oxfam (Christensen et al. 2023) shows that the potential revenues from 
a 20% one-off tax on unrealised capital gains for the five richest individuals in the 
period 2017–2022 would raise approximately $51bn. A similar exercise was conducted 
by Saez et al. (2021), who estimated that a one-time tax of approximately 40% on the 
accumulated stocks of unrealised capital gains of around a thousand USA billionaires 
would raise $1000bn. Such a tax could complement increased rates on realised capital 
gains, as proposed by Saez and Zucman (2021).

We performed similar calculations for the European Union. According to the Forbes 
(2022) list, there are about three hundred billionaires in the EU in 2022, a substantially 
lower number than in the USA. In line with the results of Saez et al. (2021), we 
conservatively assume that half of the wealth of EU is made of unrealised capital gains,7 
estimating €792bn of taxable wealth. Applying a tax rate of 26% as commonly done 
for realised capital gains in many countries, the total tax revenues would amount to 
€205bn. Moreover, with a higher tax rate of 40% aligned with those with such income, 
tax revenues could grow up to €316bn.

In order to implement such a proposal, one could introduce a permanent tax on 
unrealised capital gains over a five-year period (in line with Saez et al. 2021) for the richest 
individuals above a certain wealth threshold, possibly the top 1%. In this way one could 
wipe out the incentive to indefinitely postpone capital gains realisation and ensure a more 
stable source of revenue for the EU governments. Additionally, since capital gains would 
be considered realised every five years, any additional gains accrued in the following 
period would only be taxed on the incremental value, thus avoiding double taxation.8

6 A third category of countries, including Denmark and Finland, implements both a ‘carry-over’ rule or 
a ‘step-up in basis’ depending on the nature of assets.

7 Saez et al. (2021) find that, in the USA, the share of unrealised capital gains increases with wealth. We 
assume a constant share.

8 Double taxation has often been raised as a potential issue in the discussion of taxing capital gains 
and dividends at the same rates as other income sources. Notice, however, that double taxation is not 
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Based on such assumptions, we perform a basic simulation exercise using WID.
world data (Bajard et al. 2021), focusing on the wealthiest 1% in the European Union, 
who own a total wealth of €16,600bn. We conservatively assume an average real wealth 
growth rate of 9.4%, half of that observed over the past 5 years. Moreover, we consider 
that only half of this growth is due to unrealised gains, obtaining a real appreciation of 
wealth equal to 4.7%. We find that €780bn of unrealised capital gains could be subject 
to the new tax, obtaining extra revenues of approximately €312bn, which would imply 
a yearly average of €62bn. Note that such a tax would amount to an annual average of 
merely 0.3% of the entire wealth of the top 1%.

The proposed capital gains tax should not be perceived as a radical fiscal policy. As 
the capital gains tax already exists in many EU countries, it only needs to be aligned with 
the marginal tax rates on labour income for those belonging to the top 1% of the wealth 
distribution. Moreover, the proposal is in tune with the Biden administration’s plan to 
implement an annual tax on unrealised capital gains for the top 0.01% in the USA wealth 
distribution. The new capital gains tax could effectively increase revenues while reducing 
wealth inequality by ensuring that the ultra-wealthy pay their fair share of taxes.

10.3.3 Corporate Tax

Corporate taxation is a field of intervention that has recently regained attention. 
In October 2021 more than 130 countries signed an agreement to implement a 15% 
minimum tax on multinational profits (OECD 2021b). Although this is a significant 
first step, the proposal has raised several criticisms as it entails a low tax rate (Saez and 
Zucman 2022a), one far below effective rates paid by the majority of households in high-
income countries (Bozio et al. 2018; Saez and Zucman 2019b; Guzzardi et al. 2023; Bruil 
et al. 2022). Moreover, low- and middle-income countries (LMICs) have criticized the 
measure as it will result in an inequitable transfer of revenues to high-income countries 
in which multinationals’ headquarters are based (Chancel et al. 2023).

Despite such criticisms, the European Union would benefit from this measure. 
Indeed, many studies collected by the EU-Tax Observatory have estimated significant 
revenue losses at the EU level due to profit shifting. More specifically, profit shifting 
has cost the European Union yearly tax-revenue losses ranging from a minimum 
of €15bn (Janský and Palanský 2019) to a maximum of €40bn (Tørsløv et al. 2023), 
while Cobham and Janský (2018), Garcia-Bernardo and Janský (2022), and Álvarez-
Martínez et al. (2022) estimate a total revenue loss of approximately €35bn per annum.

A minimum effective corporate tax is advantageous from at least two perspectives. 
First, it would promote fair competition. Currently, lower tax rates for multinational 

uncommon in tax systems. For example, people are subject to VAT taxes on their consumption after 
having paid income taxes (Nanda and Parkes 2019).
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enterprises (MNEs) compared to local firms create an unjust advantage for larger 
corporations. Second, implementing a global minimum-tax-rate rule would enhance 
income redistribution and progressivity, as corporate tax is a tax on corporate profits, 
a highly concentrated source of income and de facto a minimum tax on the affluent. By 
implementing this policy, governments can ensure that MNEs and wealthy individuals 
pay their fair share of taxes, promoting a more equitable distribution of income.

Research by the EU-Tax Observatory (Barake et al. 2021) shows that the introduction 
of a 15% minimum tax in the EU could generate additional revenues of €90bn (in 2022 
euros); at 21%, it could provide €179bn; at 25%—the rate advocated by the Independent 
Commission for the Reform of International Corporate Taxation (ICRICT)—€255bn. 
The revenue potential is, therefore, significant. The EU Council has agreed to adopt 
the 15% global minimum effective tax rate in the European Union and the Directive 
that implements it will become effective from January 2024. Decisions on tax matters 
require unanimity in the EU council, giving countries that have historically attracted 
significant profits by offering MNEs low effective tax rates (for example, Ireland, 
Hungary, Poland, and Netherlands) a power to veto decisions. Moving to a higher 
rate could, therefore, be challenging, but it may occur if other countries (for example, 
in primis, the United States) increase their minimum tax rate above 15%, as this could 
induce EU members to follow to avoid to lose tax revenues.

Several proposals have been put forth that complement the 15% minimum tax on 
multinational profits. As corporate value is concentrated and boosted by market power, 
especially in high-tech sectors, Saez and Zucman (2022a) propose the institution of a 
0.2% tax on corporations’ stock shares for all publicly listed companies and large private 
companies headquartered in G20 countries. This measure would both have a high 
revenue potential, as it could raise 0.2% of world GDP each year, and be progressive, as 
stock ownership at present is highly unequally distributed. The authors also underline 
that liquidity would not be an issue as the tax could be paid in kind by issuing new stock.

A further corporate tax measure is to tax excess profits (Chancel et al. 2023). The 
high inflation, particularly as driven by energy prices, is going hand in hand with larger 
profits (see, for example, the evidence provided by the European Central Bank, Acre et 
al. 2023), while households especially at the bottom of national income distributions tend 
to be severely affected by increases in prices (Edelstein and Kilian 2009; Bruegel analysis 
by Claeys and Guetta-Jeanrenaud 2022). All these factors help to justify a tax on excess 
profits. Of course, the threat of profit shifting should be kept in mind while designing 
such a proposal (Hebous et al. 2022), which requires, as usual, harmonization among 
countries. In recent years, many countries have implemented windfall profit taxes, either 
independently, as in Italy or Spain, or in a coordinated manner within the EU. Indeed, 
in 2022, the Council of the European Union reached a consensus to apply an EU-wide 
windfall profit tax on fossil-fuel companies. The purpose of this tax is to generate funds to 
support households and businesses grappling with high-energy prices. Windfall profits 
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are defined as profits surpassing 120% of the reference period, which is determined as 
the average profit from 2018–2021. These excess profits are subject to a minimum tax 
rate of 33%. Considering that windfall profits have been observed in sectors other than 
energy, such as pharmaceuticals, food, banking, and military, there is a great potential 
to expand the excess profit tax to such relevant industries on a permanent basis.

10.4 Tax Progressivity for a Just, Green Transition

Given the increasing level of inequality and the regressivity of the tax system in many 
countries (Section 10.2), increasing tax progressivity should be an objective for a well-
functioning society. A more progressive tax system could also provide the European 
Union with relevant resources to tackle societal challenges (as also discussed in the 
‘Manifesto for the Democratization of Europe’, see Piketty 2018). The revenue potential 
of introducing EU taxes on wealth and unrealised capital gains, as well as to raise the 
minimum corporate tax rate to 25% would amount to $472bn corresponding to 2.9% of 
EU GDP (see Table 10.1).

 Table 10.1 Yearly Tax Revenue Estimates

in billion € in % of 2022 EU GDP

Wealth tax 155 1%

Capital gains tax 62 0.4%

Corporate tax (15%–25%) 90–255 0.5–1.5%

Totals (yearly) 307–472 1.9–2.9%

Note: Tax revenues are reported if additional to the current system. See Section 10.3 for details on 
the different measures. Recall that, although the unrealised capital gains tax is levied over a period 

of 5 years, we here report the corresponding yearly value (see Section 10.3.2). Also, note that we 
do not report additional revenues that could be raised through a comprehensive tax on windfall 

profits due to the lack of estimates (see Section 10.3.3). 
Source: Authors’ estimations for the wealth tax and capital gains tax are based on WID.world 

data; corporate-tax estimates are based on the EU Tax Observatory data collection https://www.
taxobservatory.eu/repository/the-scale-of-corporate-tax-avoidance/

Although these are quick estimates and the actual implementation of such policies would 
require a careful thought on the different limitations, our analysis shows that there is 
huge potential of collecting additional resources to tackle urgent societal challenges. Once 
a political consensus is achieved, the best design of taxes to increase the progressivity 
becomes a technical matter. And such a consensus could be supported by large parts 
of the population who are in favour of a wealth tax on millionaires (and of using the 
proceeds to finance low-income countries and climate change policies, Fabre et al. 2023).

https://www.taxobservatory.eu/repository/the-scale-of-corporate-tax-avoidance/
https://www.taxobservatory.eu/repository/the-scale-of-corporate-tax-avoidance/
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The most pressing societal challenge faced by the European Union is climate 
change, which calls for both mitigation policies to cut GHG emissions and adaptation 
strategies to protect EU citizens from the impact of global warming. Let us first 
consider the cost of mitigation policies, as well as their potential impact on inequality. 
With the ‘Fit for 55’ package, the European Union has committed to the ambitious goal 
of reducing EU emissions by at least 55% by 2030. Although decarbonization and the 
green transition entail new economic opportunities, they also come with costs. The 
IPCC’s Sixth Assessment Report (2023) shows, indeed, a large gap in the average annual 
mitigation investment needs: the actual average flows need to double to reach the 
minimum levels required for mitigation policies, with the gap in Europe amounting 
to almost €230bn yearly at minimum.9 Moreover, the impact of mitigation policies on 
inequality is asymmetric (Markkanen and Anger-Kraavi 2019; Taconet et al. 2020). 
Carbon taxes are indeed typically regressive, hitting more the poorest income classes, 
possibly triggering social protests as in the case of French Gillets Jaunes.

Even if Europe meets GHG emissions-reduction targets, the global temperature will 
increase by at least 1.5 degrees C, further strengthening the already sizeable impacts of 
climate change on production and inequality (Burke et al. 2015; Coronese et al. 2019; 
Diffenbaugh and Burke 2019; Palagi et al. 2022). This is why adaptation measures are 
urgently needed. In Europe, estimates of adaptation investment needs range between 
€35 and €200bn per year (see European Environment Agency 2023). Such a range of 
investment is extremely wide, as estimates depend both on the extent of implemented 
mitigation strategies and on the large uncertainty of climate impacts on our economies.10 
The cost of climate impacts are unevenly distributed across the income distribution 
as more affluent individuals have more resources to shield themselves from extreme 
natural events. Moreover, potential inequality issues could arise also between EU 
countries given that the Mediterranean region is a particularly fragile area in terms of 
expected damages from extreme climate events (Coronese et al. 2019; Palagi et al. 2022).

Our proposed reforms to increase the progressivity of the EU tax system could 
provide the required resources to finance both mitigation and adaptation policies, 
while reducing inequality. According to our estimations in Section 10.3.1, the EU 
wealth tax could provide resources to fill most of the EU mitigation financing gap. The 
rest of resources could be provided by the unrealised capital gains tax and the 25% 
EU corporate tax which could finance also EU adaptation needs. Finally, the residual 
revenues could be channelled to middle- and low-income countries via the loss and 
damage fund created during the COP27 in Sharm el-Sheikh.11

9 For further details, see Figure 4.6 in the IPCC’s synthesis report (2023).
10 For similar estimates referring to high-income countries see Stern and Stiglitz (2023). They find that 

adaptation and resilience spending must increase from $52bn in 2019 to a target of $327bn in 2030 in 
order to be consistent with a pathway to net-zero emissions by 2050.

11 Chancel et al. (2023) show that a 1.5% global wealth tax on individuals with net wealth over 100 
million would be sufficient to cover the estimated adaptation funding needs of middle- and low-
income countries.
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To conclude, as climate change and inequality are two self-reinforcing phenomena, 
with climate change disproportionately affecting the poor (Diffenbaugh and Burke 
2019; Palagi et al. 2022), and the global richest being responsible for the bulk of 
emissions (Chancel 2022), the introduction of a progressive tax system appears a 
timely and necessary action on the EU climate-policy agenda.

10.5 Conclusions

In this chapter, we have provided evidence on the evolution and distribution of the 
fiscal burden in advanced countries focusing on the European Union. The evidence 
shows that the degree of progressivity of tax systems has sunk so much in recent 
decades that the richest income classes are paying lower effective tax rates than 
bottom- and middle-income groups. This lost progressivity is enlarging disparities 
with no discernible effect on growth or employment.

We have then discussed how to restore some degree of the lost progressivity by 
passing an EU-wide tax reform encompassing a wealth tax levied on the richest 1% 
of the population, a tax on unrealised capital gains, and a substantial increase of 
the minimum tax on corporate profits. Our first estimates show that the revenues 
generated by such fiscal intervention are substantial. More specifically, an EU wealth 
tax could generate resources amounting to 1% of EU GDP. A tax on unrealised capital 
gains over the past 5 years would allow the EU to collect almost 2% of its GDP (0.4% 
yearly). Finally, an EU-level minimum corporate tax ranging between 15% and 25% 
could generate additional revenues corresponding to 0.5% and 1.5% of EU GDP.

Such a fresh flow of resources could be employed to finance both the mitigation and 
adaptation policies required to tackle the climate emergency. In this way, our package 
of fiscal interventions would allow EU countries to jointly reduce inequality, increase 
the fairness of their tax system, cut greenhouse-gas emissions, and dampen the social 
impact of extreme climate events. The proposed tax reform could then contribute to 
putting EU economies on a sustainable and inclusive pathway.

This work is just the first step in designing a fairer and climate-friendly tax system for 
the European Union. A complete assessment of the impact and revenue potential of the 
fiscal policy tools considered here require additional work. First, an extensive sensitivity 
analysis must be carried out on the estimated revenues, by varying the underlying 
assumptions. Second, additional analyses must be performed to assess the possible capital 
outflow triggered by EU-level fiscal policies. Nevertheless, given the regressivity of the 
current EU fiscal systems, our general conclusions robustly hold: there is ample space 
to impose higher taxes for those belonging to the top 1% of the EU wealth distribution.
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11. European Public Goods1

 Marco Buti, Alessandro Coloccia, and Marcello Messori

A well-functioning economic union needs a permanent central fiscal capacity. Stepping 
up the supply of European Public Goods (EPGs) delivered and financed at EU level 
appears the most promising avenue. EPGs should meet a number of criteria at the 
intersection of the economic theory of public goods, the theory of fiscal federalism, 
and EU-specific institutional and political features. The green, digital, and social 
transition; the supply of critical raw materials; health; security; and defence define 
the areas where economic, institutional, and political coherence meet. Several issues 
still need to be addressed before EPGs could be launched at the appropriate scale. 
However, the ongoing mid-term review of the EU Multiannual Financial Framework 
provides an opportunity for bringing EPGs to the centre of the policy debate. 

11.1 Introduction

European Public Goods (EPGs) allow the European Union (EU) to pursue projects 
implemented at a centralised level by means of common financing. EPGs have been 
revived recently in the context of the green and digital transition (see Fuest and Pisani-
Ferry 2019). This renewed attention was prompted by the pandemic shock which 
convinced the EU Member States of the necessity to create a central fiscal tool, albeit 
of a temporary nature: Next Generation EU (NGEU) and its main component, the 
Recovery and Resilience Facility (RRF). Many observers believe that the RRF should be 
transformed into a permanent instrument, thereby creating a European Central Fiscal 
Capacity (CFC). However, despite its innovative scope, the RRF is mainly characterised 
by a national use of EU financial resources (transfers and loans), as the European 
Council negotiations led to a reduction in the share of EPGs (Papaconstantinou 2020). 
Therefore, making it permanent would be politically controversial as it would raise the 
concern that the EU is turning into a ‘transfers union’. This risk would be mitigated by 
focussing on the production of EPGs (see Buti and Papacostantinou 2022; D’Apice and 
Pasimeni 2020). 

1 A slightly different version of this chapter has been previously published, with the same title, in 
VoxEu, 9 June 2023, pp. 1–8. Alessandro Coloccia speaks in his personal capacity
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EPGs are politically less contentious compared to other forms of CFC for at least 
two reasons. First, the EPGs weaken the juste retour (or ‘net balance’) narrative, 
according to which each EU country tends to subtract how much it contributed to the 
EU budget from how much it receives directly back. Second, the production of EPGs 
would lessen the tensions between alleged ‘creditors’ and ‘debtors’ and the consequent 
risks of opportunistic behaviours linked to transfers to national budgets. From a policy 
perspective, EPGs could help deliver the ‘triple transition’ (green, digital, and social) 
and promote the role of the EU in the international markets, thus helping to reconcile 
European domestic and global agendas. Furthermore, EPGs can play an important 
role in tackling the economic and political fallout of the Russian invasion of Ukraine. 

Let us add that, even if the EPGs can be produced at a centralised European level 
by coalitions of private firms belonging to various Member States, these goods will 
usually require a public intervention and will mainly contribute to the implementation 
of public investments. In defining EPGs (see Section 11.2), we do not emphasise the 
relations between these goods and public investment because—in principle—property 
rights are not a crucial component of our classification. However, our analysis has two 
implications: first, that EPGs play a fundamental role in the construction of a new 
European industrial policy and, second, that this policy is required to overcome the 
current obsolete EU’s production model and to build an innovative and competitive 
economy able to strengthen European competitiveness in international markets. The 
new EU’s industrial policy should be characterised by incentives designed to support 
private investment and by reforms and regulations to improve the efficiency of various 
markets and the effectiveness of economic institutions. In any case, an important 
component of this policy should also be the activation of public investments. 

This chapter is part of a long-standing research stream on EPGs that has addressed 
their implications for the Euro Area (EA) policy mix (Buti and Messori 2021a, 2022a), 
the role of the EU in global governance (Buti and Messori 2021b, 2022b), and the 
future of NGEU (Buti and Messori 2023). Against this background, in Sections 11.2 
and 11.3, we put forward an operational definition of EPGs and outline a preliminary 
classification of these goods. In Section 11.4, we explain how EPGs could be delivered 
and financed. Section 11.5 concludes by going back to the centrality of public 
investments in the new EU’s industrial policy.

11.2 Key Features of EPGs

The EPGs can be interpreted as a specific application of the concept of Global 
Public Goods that was utilised by Kindleberger (1973) and many other authors (see 
Buchholz and Sandler 2021) to extend the theoretical concept of pure public goods 
(see Samuelson 1954, 1955; Buchanan 1968) to the activities involved in the integration 
of international markets. This extension implies that the classical analysis of public 
goods has been grafted onto other strands of economic literature, namely the theory 
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of fiscal federalism. It has also weakened some of the original features of the public 
goods concept. Being a specific version of global public goods, EPGs require a further 
operational definition. We thus define three broad rationales for that definition: (i) 
economic, (ii) institutional, and (iii) political.2 

According to the economic rationale, a ‘pure’ public good is characterised by 
two main features: (i) its utilisation by an additional beneficiary has a marginal cost 
approaching zero (non-rivalrous), and (ii) the exclusion of a potential beneficiary 
is either impossible or very inefficient (non-excludable). These two features have an 
important implication: market mechanisms tend to supply an insufficient amount of 
‘pure’ public goods because a profit-maximising producer of this type of goods would 
bear the full costs but could internalise only a portion of the benefits (see, for instance, 
Stiglitz 1986: chapter 1). Hence, the creation of an efficient amount of public goods 
requires a direct or indirect public intervention. 

At the global level, an undersupply applies not only to ‘pure’ public goods, but also to 
goods that satisfy only one of the two criteria above or even just a weak formulation of (one 
of) these same criteria. In the former case, the economic literature refers to ‘mixed’ public 
goods, in the latter to ‘impure’ public goods. Hence, the three types of public goods share 
the crucial feature mentioned above: that of giving rise to market failures. This feature is 
strengthened by two related and key characteristics of public goods: the ability of these 
goods to generate economies of scale and spillovers (positive externalities). Being a 
specific version of global public goods, EPGs incorporate all of these features. Hence, for 
the purpose of this chapter, we define EPGs as ‘pure’, ‘mixed’, and ‘impure’ public goods 
that produce positive externalities mainly thanks to centralised public interventions.

As to the institutional rationale for identifying EPGs, two additional specificities 
emerge. First, the production and financing of a given good or service take place 
optimally at the EU level as the added value of this same good or service increases 
when it is the outcome of a joint design and a common effort of the EU members. This 
feature leads to the second institutional aspect of the EPGs: it is in the mutual interest 
of the Member States to exploit the cross-border dimension to prepare, support, and 
implement the production of these goods and services.

Finally, according to the political rationale, EPGs should benefit the EU as a 
political entity and not only as the sum of its individual Member States. EPGs should 
strengthen the cohesion across countries and buttress citizens’ support towards 
European cooperation. We label these features as ‘beyond subsidiarity’ to emphasise 
their multiplicative effects. Finally, EPGs should be ‘mission oriented’ by supporting 
EU’s strategic domestic and international political priorities. 

The EPGs’ economic, institutional, and political rationales analysed above are 
‘translated’ in the seven features illustrated in Table 11.1.3

2 For a similar attempt of specifying EPGs criteria, see Thöne and Kreuter (2020).
3 It should be noted that our analysis of EPGs is focused on ‘material’ public goods (and services), that 

is, on those EPGs based on investment and production processes. Hence, we leave the crucial issue 
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 Table 11.1 Main Features of EPGs

RATIONALE FEATURE EXPLANATION

Economic

Non rivalry 
and/or non 
excludability

The existence of these two qualities or even of one of 
them, also in a weak form, imply that an EPG would be 
either a ‘pure’, ‘mixed’, or ‘impure’ public good.

Economies of 
scale and scope

Beyond a minimum level, the production cost of 
additional units of EPGs decreases (economies of scale); 
the same applies to the joint financing and production of 
EPGs (economies of scope). 

Positive 
externalities

The production and utilisation of the EPGs in a given 
sector or by a given number of EU Member States create 
positive spillovers to other sectors and other EU Member 
States. Combined with economies of scale and scope, 
these externalities entail positive multiplier effects at EU 
level.

Institutional

Mutual interest

EU Member States have a mutual interest in jointly 
designing, financing, and producing EPGs because the 
availability of these goods is beneficial to each of the 
participating countries and the production of these same 
goods at national level would be too costly or unfeasible.

Cross-border 
dimension

The effective acquisition of EPGs requires the 
involvement of financial resources of several or all EU 
Member States. Nevertheless, any good financed by EU 
resources but nationally produced is not included in our 
definition of EPGs.

Political

Mission 
oriented

EPGs are key to pursue EU’s strategic priorities in the 
economic or non-economic areas.

Beyond 
subsidiarity

EPGs produce externalities that improve the efficiency 
and effectiveness not only at national level, but also for 
the EU as a whole. Hence, the impact of the EPGs cannot 
be reduced to an assessment of subsidiarity.

Source: Authors’ elaboration. 

of the allocation of knowledge as a global public good (on this, see Stiglitz 1999) in the background, 
and we neglect the EPGs arising from reforms and ‘immaterial’ outcomes (for example, a positive 
externality such as financial stability).
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 Table 11.2 A Classification of EPGs

AREAS OBJECTIVE RATIONALE EXAMPLES

Economic Institutional Political

Digital 
Transition

Boosting 
innovation and 
reconciling EU 
domestic and 
global agenda

XX XX XX Cross border 
digital connectivity 
infrastructure (for 
example, 5G, backbone 
networks, quantum 
communication 
infrastructures), 
Research and 
Development

Green 
Transition 
and 
Energy

Decreasing 
EU energy 
dependence and 
safeguarding 
EU’s leading role 
towards climate 
change

XX XX XX Cross-border energy 
projects (for example, 
electricity, smart grids, 
and CO2 networks) 

Social 
Transition

Rebalancing 
welfare state 
towards 
re-skilling of 
human resources

X X X EU platform for 
skills acquisition and 
exchanges

Raw 
Materials

Reducing 
competi-
tiveness gaps 
and increasing 
strategic 
autonomy

X XX X Common purchase of 
critical raw materials

Security 
and 
Defence

Overcoming 
different 
strategic 
perspectives 
to ensure EU 
protection

X XX XX Borders management, 
and handling of 
migration flows

Health

Protection 
against health 
catastrophes 

X X XX Procurement of 
vaccines, near-shoring 
of basic medical 
facilities, research and 
development

Source: Authors’ elaboration.
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11.3 Identifying EPGs

Based on the analysis in the previous section, in Table 11.2, we identify six priority 
areas: digital transition, ‘green’ transition and energy, social transition, raw materials, 
security and defence, and health.4 For each area, we provide a subjective assessment 
of compliance with the three rationales mentioned above and we indicate some non-
exhaustive examples of specific EPGs that meet their corresponding objectives.

The first four challenges pertain to the economic field: a) reaching climate neutrality 
to preserve EU’s international leadership in terms of low environmental impact and 
‘circular economy’; b) reducing EU’s technological gaps in relation to the USA and 
China and innovating the EU production model by means of a centralised industrial 
policy (see Buti and Messori 2023); c) improving education and re-skilling as 
necessary conditions to successfully pursue the double transition without weakening 
European social protection; and d) buttressing the EU open strategic autonomy as 
part of a renewed system of multilateral governance. These four challenges call for the 
supply of EPGs in areas such as digital transition (cross-border digital connectivity 
infrastructure), ‘green’ transition and renewable energy (cross-border energy projects), 
labour market and social transition (platforms for skills acquisitions), strategic raw 
materials required for innovative productions. 

Additionally, the experience with COVID-19 calls for EU interventions in health 
such as the centralisation of the purchase of vaccines, the near-shoring of basic medical 
facilities, and the centralisation of innovative medical research. Finally, the war at the EU’s 
eastern borders and the human drama affecting large parts of Africa and the Middle East 
point to the need of EPGs in the areas of defence and security. Examples are the inclusive 
management of migration flows and the protection of the EU’s external borders. 

In Table 11.2, we provide a subjective assessment of the compliance of the six areas 
with the economic, institutional, and political criteria identified in Table 11.1. A double 
cross (XX) denotes a high potential, and a single cross (X) denotes a satisfactory potential. 
Whilst most projects listed in this Table would qualify as EPGs according to our definition 
based on the number of crosses, the three areas which come out as critical for the supply 
of EPGs are the digital transition, ‘green’ transition and energy, and security and defence. 

11.4 Financing and Delivering EPGs

To finance and deliver EPGs, it is necessary to put in place a permanent CFC because 
the common EU projects discussed above have a medium- to long-term dimension. 
The creation of a permanent CFC raises difficult legal and institutional questions that 
go beyond the scope of this chapter. According to Tosato (2021), the EU Treaties are 

4 A partly similar classification was elaborated, before the pandemic, by Fuest and Pisani-Ferry (2019).
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sufficiently flexible to include a ‘recurrent’ CFC as a tool of managing repeated external 
shocks. We, therefore, focus on the questions of how to finance and deliver these goods.

NGEU and the SURE programmes offer two different options for the financing of a 
temporary CFC. The former allows the European Commission to issue European bonds 
in the financial markets on behalf of the EU thanks to the guarantees offered by the 
headroom of the Own Resources ceiling. The latter entitles the European Commission 
to issue bonds backed by national guarantees that are offered by the EU Member States. 
However, these direct or indirect guarantees cannot work in the case of a permanent or 
recurrent CFC, as required by the production of EPGs. The extension of these guarantees 
to a very long (or even infinite) horizon would involve implicit and growing liabilities 
for national budgets that would impose binding constraints on national fiscal policies. 
Hence, the financing of EPGs requires that the central level be endowed with specific 
tax bases, or, in the EU jargon, new Own Resources. This task is fraught with difficulties 
as shown by the modest progress in the enlargement of the European taxation since the 
report by Monti et al (2016) was published. The proposals by the European Commission 
for a new corporate taxation basis (Business in Europe: Framework for Income Taxation 
(BEFIT)) offers an opportunity to define more robust new own resources.5 

Even if it were possible to solve the problem of a centralised financing of the EPGs there 
would remain the issue of their effective delivery. A pragmatic idea would be to rely on 
the ‘vehicles’ offered by EU programmes, either new or already in place. In this respect, 
while the RRF and SURE cannot play a role as EPGs’ vehicles because their projects 
are implemented at national level even if centrally financed, other EU programmes can 
serve the purpose of delivering EPGs. Some parts of the ‘RePowerEU’ support common 
initiatives at EU level; the same applies to a few NGEU programmes, such as ‘Connecting 
Europe Facility’, ‘InvestEU’, and ‘Horizon’. European initiatives are also the core of the 
‘Innovation Fund’ and the ‘Hydrogen Bank’. Moreover, if reformed to allow financing 
via EU resources and devoted to genuine EU-wide projects, the ‘Important Projects of 
Common European Interest (IPCEI)’ would offer a very useful tool. Finally, it may be 
necessary to create other EU vehicles, such as the EU Sovereignty Fund put forward by 
the President of the European Commission in the State of the Union speech in September 
2022, as a way to bring together under a unified and visible policy instrument the various 
separate vehicles mentioned above. In this sense, the recent European Commission 
proposal to revise the Multiannual Financial Framework 2021–2027 by creating a 
unified platform (‘Strategic Technologies for Europe Platform’ (STEP)) of various EU 
programmes may represent the start of a movement in that direction. 

5 The lack of an independent sources of EU revenue to back the issuance of European bonds to finance 
NGEU may partly explain the recent underperformance of such bonds in financial markets.
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11.5 Conclusions

A well-functioning economic union needs a permanent CFC. Amongst the various options 
for the creation of such a CFC, stepping up the supply of EPGs delivered and financed at 
EU level appears the most promising avenue. We have argued that EPGs should meet a 
number of criteria at the intersection of the economic theory of public goods, the theory 
of fiscal federalism, and the specific institutional and political features of the EU. 

We have provided a preliminary conceptual framework that helps to define and 
select EPGs. In particular, we have listed a number of characteristics, under three 
main rationales: economic, institutional, and political. Against this background, we 
have identified six policy areas (digital transition, green transition and energy, social 
transition, raw materials, security and defence, and health) that respond to the main 
challenges that the EU is facing. We have listed a number of specific projects and 
suggested how they could be financed and delivered at EU level. Creating EPGs in these 
areas would help the EU economy tackle the growing innovation gap vis-à-vis the USA 
and China in digital activities and artificial intelligence, buttress its energy autonomy, 
and, thereby, shift the EU economy onto a more sustainable ‘business model’. 

In our view, the case for increasing the supply of EPGs is strong. However, so far, the 
debate on a EPGs and, more generally, on a CFC has not taken centre stage for at least two 
reasons. First, a large amount of resources remains to be spent following the successful 
implementation of the national recovery and resilience plans: it is hard to conceive of a 
permanent or recurrent CFC without the clear success of the RRF. Second, the European 
Commission has decided to strategically decouple the discussion on the reforms of the 
fiscal rules from that of the CFC, offering the rationale that it might be easier to agree 
on new fiscal rules without overburdening an already difficult discussion with further 
controversial elements. This decoupling is understandable in the short term, but, in 
the longer term, the credibility and success of a rules-based fiscal framework crucially 
depends on nesting a CFC into the new economic-governance model.

Today the conditions of supplying an adequate amount of EPGs are not yet 
fulfilled. However, this does not mean that the debate on EPGs should be postponed 
to an indefinite future. The impact of post-pandemic bottlenecks and the economic 
consequences of the Russian invasion of Ukraine have highlighted that the EU should 
implement a new production model to compete with the other main economic areas 
(namely, the USA and China) and to strengthen its international role. The shift to this 
new production model requires an innovative industrial policy in which the support 
of public investment at national level and the production of EPGs by means of EU 
public investment play a crucial role. 
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12. Options for a Permanent EU 
Sovereign Fund: Meeting the Climate-
Investment Challenge and Promoting 

Macroeconomic Stability

 Philipp Heimberger and Andreas Lichtenberger

This chapter argues that a new, permanent EU fiscal capacity can contribute 
to meeting the green-transition challenges and providing countercyclical 
macroeconomic stabilisation. While the Recovery and Resilience Fund (RRF) 
is not large enough to address the current challenges, its introduction was an 
essential step forward in providing an operational blueprint for a permanent EU 
investment fund. The reform of EU fiscal rules is set to provide insufficient scope 
for the additional public climate investment required to meet the climate targets. 
Furthermore, the EU sovereignty fund proposed by the European Commission 
in the form of the Strategic Technologies for Europe Platform (STEP) adds little 
new money, focuses on green-tech subsidies instead of public investment, and 
falls short of providing a realistic vision of meeting public investment 

12.1 Introduction

The introduction of the Recovery and Resilience Facility (RRF) in the context of Next 
Generation EU during the COVID-19 pandemic is a major common fiscal policy tool, 
representing a temporary large-scale public-spending initiative financed by issuing 
EU bonds. The RRF contributes to macroeconomic stabilisation while addressing 
structural policy goals related to climate and digitisation by way of public investment 
and reforms (Alcidi and Gros 2020; Bankowski et al. 2021). However, the grants 
channelled to individual member countries based on the issuance of EU bonds will 
only be available up to the year 2026. Debate over whether the RRF should remain a 
one-off initiative is in full swing (Allemand et al. 2023). This chapter contributes by 
discussing selected options for designing a new, additional EU sovereign fund.
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12.2 Arguments for a New, Additional, EU Sovereign Fund

This section discusses three main reasons in favour of a new, additional, EU sovereign 
fund. First, the reform of EU fiscal rules is set to provide national governments with 
insufficient space for public investment, in particular for climate and energy. Second, 
the RRF is too small to meet the climate goals and will only provide funds up to the 
year 2026. Third, the European Union lacks a permanent sovereign fund to promote 
macroeconomic stabilisation during downswings.

The current institutional architecture of the European Economic and Monetary 
Union makes public investment for several Member States more difficult, especially 
when fiscal consolidation pressures increase during and after crises. A central 
problem with regard to the euro area’s institutional architecture is that interest rate 
spreads worsen the financing conditions of some Member States to a greater extent 
(De Grauwe and Ji 2022). This may inhibit their investments in the aftermath of a crisis 
and, thereby, hinder these economies to a greater extent in reaching the EU climate 
and energy goals.

In the aftermath of the COVID-19 crisis and the energy crisis, fiscal consolidation 
pressures tend to put downward pressure on public investment, especially in countries 
with higher public-debt ratios and higher interest burdens. In the absence of political 
countermeasures at the European level, there is a risk that public investment will 
fall short of what is needed. Public investment can be cut more easily than other 
government spending components when the pressure to pursue fiscal consolidation 
increases (Jacques 2021). In an environment of higher long-term interest rates, 
undertaking public-investment projects becomes more difficult.

Overall, the EU fiscal rules exhibit a high degree of complexity (Blanchard et al. 
2021). The rules have failed to prevent rising public-debt ratios, even as austerity 
programmes put downward pressure on public investment. Overall, the design of the 
EU fiscal rulebook prior to the COVID-19 pandemic, when the rules were suspended, 
contributed to procyclical fiscal policy; thus, fiscal policy tended to amplify economic 
developments rather than to counteract them (Heimberger and Kapeller 2017).

In principle, reform of EU fiscal rules could increase the scope for public investment 
at the national level (Dullien et al. 2022). However, with the reform of EU fiscal 
rules proposed by the European Commission, individual EU Member States would 
only be able to submit plans for investments and reforms if they are consistent with 
sustainable government finances in the medium term based on debt-sustainability 
analysis (Heimberger 2023). Governments can extend fiscal consolidation paths by up 
to three years if the Commission’s technical analysis suggests that these investments 
are compatible with debt sustainability, if, that is, they are focused on reducing public 
debt ratios in the long run (European Commission 2023a). The general idea is that only 
selected public investment projects should be subject to reduced fiscal-consolidation 
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pressures. However, broad exemptions of (climate) public investments in deficit and 
debt calculations (for example, Truger 2016) are not included.

The reform of EU fiscal rules will not provide sufficient scope for the needed climate 
and energy investments of the public sector; hence, national governments will find it 
hard to meet the investment requirements. A prior assessment report of the European 
Commission is key in providing numbers on essential climate investment dimensions 
(European Commission 2021). Existing studies estimate the need for additional 
annual investment for the green transition in a range between 1.75% and 6% of EU 
economic output per year, where about half of the funding should be provided by the 
public sector (Stöllinger 2023; Wildauer et al. 2020; Pollin 2020). We focus on a lower 
bound estimate and assume an equal division of the costs between the public and the 
private sector. This entails a need for additional annual public investment for climate 
and energy of at least 1% of the EU GDP (Heimberger and Lichtenberger 2023).

A large part of climate investments will have to be financed through public 
borrowing. On the one hand, the urgency of the climate crisis creates immediate 
pressure to act, which would overwhelm a private sector left to its own devices; on the 
other hand, future generations will benefit substantially from these investments and 
the associated net public-wealth creation.

The RRF was a major step towards a stronger common European investment policy. 
To mitigate pandemic-related economic impacts, European decision-makers agreed on 
Next Generation EU (NGEU) in summer 2020. The largest part of NGEU consists of 
the RRF, which has a total size of €723bn at 2022 prices. Of this, €385bn are available in 
the form of repayable loans and €338bn are grants that the individual Member States 
do not have to repay directly.

The RRF represents a large-scale temporary EU-wide investment initiative through 
the issuance of EU bonds. The EU Commission raises funds on financial markets on 
behalf of all Member States, and countries hit harder by the COVID-19 pandemic are 
eligible to receive more funds than those less affected. Each Member State is obliged 
to spend at least 37% of its RRF funds on climate investments. However, to achieve the 
EU climate target by 2030 (which calls for a 55% reduction in CO2 emissions compared 
to 1990 levels), would require an expansion of public investment on the order of ten 
times the green-investment share of the RRF, equivalent to about €460bn per year 
(Cornago and Springford 2021).

While the RRF allows for important investments, the instrument will only be in 
place for the period from 2021 to 2026; from 2024 onward, grants will be gradually 
phased out (see Figure 12.1). As national governments undertake RRF investments 
at the same time, there are positive cross-border economic effects, which are stronger 
for high-export countries such as Germany and Austria than for many of those EU 
countries that receive more grants directly (Picek 2020; Pfeiffer et al. 2023). Therefore, 
an isolated focus on the allocation of subsidies to individual EU Member States falls 
short because it neglects these positive spillover effects of investments.
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 Fig. 12.1 RRF Grants for the Whole EU, 2021–2026. 
Source: European Commission.

While the RRF represents an innovative European investment model, the instrument 
is still not nearly large enough to sufficiently address the investment requirements 
due to climate change and the energy crisis, especially since the grants only flow until 
2026 and already diminish from 2024 onwards. In the absence of a successor sovereign 
fund, public-investment problems in Member States must, therefore, be expected to 
increase particularly after the year 2026.

When it comes to coping with existing investment requirements that go far beyond 
the RRF, a joint EU investment offensive is more promising than national initiatives. 
Individual initiatives are limited by pre-existing climate-change impacts, which are 
more prevalent in some EU countries than others, and by cross-border emissions 
that continue to occur (Arnold et al. 2022). In addition, coordinated investments also 
show stronger positive network effects in the area of new technologies. Coordinating 
investment efforts and securing their financing to achieve common goals is also more 
efficiently achieved at the EU level than at the nation-state level. A joint credit-financed 
effort with cost-sharing between generations also reduces pressure for tax increases in 
the present.

Tackling the climate and energy crisis is also relevant to ensure the political 
unity and, thus, the geopolitically strong position of the EU in the future. Other 
large economic blocs currently pursue aggressive industrial policies concerning 
green technologies to secure competitiveness and higher global market shares. In 
particular, the USA passed the Inflation Reduction Act (IRA) in August 2022. Through 
additional public spending via tax-credits and subsidies for energy-security and 
climate-change investment in the region of $370bn over the next 10 years, the IRA 
is not only supposed to help achieve reductions in greenhouse-gas emissions. It also 
intends to secure America’s supremacy as the largest energy producer in the long term 
(Tucker and Malhotra 2022). The USA strives for international technology leadership, 

Permanent EU fiscal capacity

European public goods
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and additional climate spending is seen as an instrument to ensure that geopolitical 
ambitions can be met. In this context, the establishment of a sizeable EU investment 
fund could enhance the ability of the community of EU Member States to undertake 
strategic investment projects in climate and energy to mobilise private investments 
and promote the competitiveness in industries that are key for the future. This would 
enable European companies to properly compete with their peers in countries, such as 
the USA, where sovereign governments promote aggressive industrial policy based on 
sizeable additional public spending.

Furthermore, joint European decisions and initiatives require a distribution of 
economic burdens. Populations in EU countries are affected to different degrees by the 
consequences of the energy and climate crisis (Lenaerts et al. 2022). This makes policy 
implementations through coordination of nation-state initiatives increasingly difficult 
and requires joint EU solutions based on solidarity (Redeker and Jaeger 2022).

The European Economic and Monetary Union still lacks a permanent centralised 
fiscal capacity that contributes to cushioning macroeconomic shocks. When external 
shocks hit, such a facility would provide funding when national fiscal policies cannot 
respond adequately. Common monetary policy and domestic fiscal policy may be 
insufficient in responding to large common shocks; asymmetric impacts of a shock 
on different member countries may be impossible to address with domestic measures 
only (Misch and Rey 2022). As the next section will discuss, a European investment 
fund could provide stable funding for investments to avoid cuts during recessions, 
while a rainy-day fund could provide countercyclical funds, for example, via an 
unemployment re-insurance scheme.

12.3 Options for a New European Sovereign Fund

This section discusses three options for a new, additional, sovereign fund. First, a 
new, permanent investment fund based on the RRF model could provide funds so 
that individual member countries can make additional investments, in particular, 
related to climate and energy. Second, a new sovereign fund could focus on providing 
European public goods to emphasise the Pan-European dimension of investments. 
Third, a European ‘rainy-day fund’ could be introduced, which would finance 
expenditures during economic downturns in particularly affected countries by funds 
accumulated during boom periods. These options could be implemented individually 
or in combination.

12.3.1 A Permanent EU Investment Fund for Climate and Energy

RRF funds are disbursed gradually on the basis of evidence of investments and reforms 
implemented. In addition to meeting agreed milestones, investments and reforms must 
be consistent with long-term structural goals (such as climate neutrality). While using 
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RRF money for additional investments can have a substantial stabilising effect on the 
economy (Picek 2020), the programme’s main purpose is to provide steady funding 
for investments and reforms over the period 2021–2026. The instrument is set up in a 
way that funds can flow regardless of swings in the business cycle.

A new, permanent EU Climate and Energy Investment Fund (CEIF), built on 
experience of the RRF, could support public investments that are tied to targets for 
achieving climate and energy goals (Heimberger and Lichtenberger 2023). The size 
of such a fund should allow for public investment of at least 1% of EU economic 
output annually to meet increased investment requirements even during periods of 
political and economic stress. An EU CEIF would help avoid procyclical cuts in public 
investment in the context of economic downswings, but it would not trigger transfers 
in reaction to negative shocks as in the case of a rainy-day fund.

An EU investment fund with green conditions would help achieve climate and 
energy targets. As funding criteria, the EU climate coefficient method, which already 
exists for green investments of the RRF funds, could be adapted (European Commission 
2021). According to assumed contributions to the green transition, this method 
assigns weighting coefficients with regard to the eligibility of project expenditures. 
In the current situation, expenditures for projects to improve the energy efficiency 
of residential buildings or to expand solar-energy parks are weighted with a climate 
coefficient of 100%, while large companies’ energy-efficiency projects only receive a 
climate coefficient of 40% and their digitisation initiatives attract 0%. Applying an 
adapted method could allow for a consistent pursuit of climate and energy goals that 
is also not threatened by deteriorations in the budget outlook. While loans taken out 
by individual countries have a direct impact on the national public debt ratio, grants 
financed via EU bonds would not pass through to the public debt ratio. This would 
make it easier for EU Member States to comply with reformed EU fiscal rules, which 
could then be enforced more strictly even after their prospective reform (European 
Commission 2023a). A permanent EU CEIF would also have the advantage that 
national green investments accepted by the European Commission and European 
Council could draw on a common taxonomy to determine which investments should 
be classified as ‘green’.

In financing the permanent EU investment fund for climate and energy, the RRF 
could serve as a model. The European Commission would issue bonds on behalf 
of the EU to raise the investment funds in financial markets. Member states would 
not be individually liable for the EU bonds issued; the liability would remain with 
the EU, which would act in the financial markets backed by the guarantees of future 
contributions to the EU budget by EU Member States. The agreement on Next 
Generation EU provides for the establishment of new EU own resources that generate 
a revenue stream from which EU bonds can be serviced over a long period of time. A 
key advantage of repeating this financing method for the permanent EU investment 
fund would be that individual EU Member States’ contributions to the EU budget 
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would not need to be increased. Options for new EU own resources—such as Emission 
Trading System (ETS)-based resources, Carbon Border Adjustment Mechanism 
(CBAM)-based resources, and taxation reforms for financial goods, corporations, 
aviation, top earners, and wealth owners—have been discussed by Schratzenstaller et 
al. (2022). Some researchers also argue that an EU-wide wealth tax to finance green 
investments could result in tax revenue in the dimension of the annual investment gap, 
namely 1.5% of EU GDP annually, with other models generating between 3% and even 
11% in additional tax revenue (Kapeller et al. 2023). Another option is not to service 
the EU bonds (entirely) with EU own resources but to allow the build-up of an EU 
debt stock.

A recent report published by the ECB (Abraham et al. 2023) that seriously engaged 
with public-investment needs for climate and energy also concluded that an ‘EU 
Climate and Energy Security Fund providing €500bn by 2030 would be an effective 
and efficient option for addressing these climate and energy-related public investment 
needs’ (Abraham et al. 2023: 4).

Establishing a permanent common fiscal capacity at the EU level could be an 
effective, low-cost and politically feasible initiative. Collectively providing funds 
through an EU investment fund along the lines of the RRF would be a more attractive 
investment option for many EU countries than if they had to borrow individually 
on their own (Cornago and Springford 2021). An EU CEIF would make it easier 
for governments to undertake additional green investments beyond existing public 
investment quotas while complying with EU fiscal rules. A reasoning similar to the 
multi-factor disbursement decision rule applied to the RRF could also be used in the 
case of the CEIF. Any concrete funds-allocation rule would have to pass a political 
negotiation process. However, for illustration purposes, we show what such a stylised 
funds allocation could look like. A satisfactory and sufficient criterion should at least 
bear in mind each Member State’s needs for mitigation in the light of their respective 
financial abilities to cope with financing such a transition. Even though a lot more 
details could be considered, we here restrict ourselves to: (i) using the greenhouse-
gas (GHG) emissions per capita for the variable that describes the need for change, 
since economies with very high GHG footprints require more structural change, 
(ii) accounting for the size of the country by including the current population 
count, and (iii) using the inverse of GDP per capita as a weight term that captures 
the degree to which financial support is needed. This implies that the share of the 
CEIF that should be attributed to each Member State i should be proportional to  

CEIFi =  
GHGi
popi

 popi ( GDPi/popi

Σi
GDPi/popi

)–1

= GHGi ( GDPi/popi

Σi
GDPi/popi

)–1

.

Figure 12.2 presents the results of such a distribution rule. The upper panel (A) 
shows the distribution of CEIF funds in absolute terms, which can be thought of as 
the share of the total annual investment funding volume of CEIF. If the CEIF allowed 
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for investment of 1% of EU economic output per year (€146.5bn), large industrial 
countries like Poland (19.2% of the total investment funds), Germany (14.5%), Italy 
(9.6%), or Spain (8.4%) would receive the largest absolute grant amounts according 
to our allocation criteria. The lower panel (B) shows the amount of grants received by 
each country in relation to their own economic output. It can be seen that specifically 
Eastern Member States would receive relatively higher grants in comparison to their 
GDP, for example, Bulgaria (10.4%), Poland (4.9%), Romania (4.4%), and Latvia 
(3.4%), followed by Southern and Northern European countries.

The experience of debt-based financing at the EU level through the RRF can also 
be used to expand the thinking about financing options for an EU fiscal capacity. 
The introduction of a common European debt agency could circumvent the debt 
difficulties of individual countries, provide more funding space at lower funding costs, 
help to stabilise government-bond markets, and offer advantages in the issuance of 
assets considered particularly safe and liquid that, as such, would be in high demand 
(Saraceno et al. 2022). Institutional investors such as insurance companies and pension 
funds, show great demand for safe assets, the supply of which would be expanded by 
the increased and planned issuance of EU bonds over a longer period of time, thus 
contributing to the stability of financial markets (Alogoskoufis et al. 2020).
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 Fig. 12.2 Distribution of CEIF Funds in Absolute and in Relative Terms. 
Note: Upper Panel (A) shows the percentage share of the CEIF that each EU Member State would 

receive based on absolute GHG emissions and the inverse of GDP per capita as disbursement 
criteria. Lower panel (B) shows the amount of the disbursement in relative terms based on the 

respective GDP (data based on 2021 values) 
Source: Production-based GHG emissions in CO2 equivalents and population observations for 2021 

adopted from Our World in Data; GDP at 2021 market prices and in € adopted from Eurostat.

12.3.2 European Public Goods: Focusing on the Pan-European Dimension

The boost from RRF funds is primarily attributed to national investment and 
reform projects, although the financing is based on issuing EU bonds. The option to 
implement a new long-term investment fund for climate and energy would also work 
by channelling funds to promote investment at the national level.

However, a new sovereign fund could also focus explicitly on genuinely European 
projects in the field of energy- and transport-system transformation to create common 
EU added value. EU public goods would benefit EU citizens across borders. For 
example, the improvement of transport and energy infrastructures is consistent with 
the shared necessity to decarbonize. Using the financing from an EU sovereign fund 

Permanent EU fiscal capacity

European public goods



210 Financing Investment in Times of High Public Debt

for European projects could contribute to overcoming the net-position thinking in EU 
Member States with regard to contributions to and transfers received from EU budgets 
(Bachtrögler-Unger et al. 2020). 

Creel et al. (2020) propose investments in a European high-speed train system that 
could reduce CO2 emissions in the transport sector in the long term. In addition, in 
the area of energy and decarbonisation, they discuss the realisation of an integrated 
electricity grid for the transmission of 100% renewable energy and support for 
complementary battery and green-hydrogen projects. While a focus on Pan-European 
low-carbon transport and energy systems seems obvious in the context of pursuing 
ambitious climate and energy goals, other European projects could also be facilitated 
by an EU sovereign fund, such as security projects that enhance European autonomy 
in the context of the geopolitical struggle of the EU with China, Russia, and the USA.

12.3.3 A Rainy-Day Fund for Macroeconomic Stabilisation

The investment fund components discussed so far do not primarily focus on 
countercyclical stabilisation. Investments for climate and energy can be expected to 
have short-run and long-run impacts on the economy via fiscal multipliers (Fournier 
2016). Furthermore, adaption investments for climate and energy are key to lessening 
future economic damage from climate change, thereby easing the pressure on national 
budgets in the long-run and making inaction economically unjustifiable (Zenios 
2022; Steininger 2022). However, designing an investment fund with an emphasis on 
meeting long-run structural goals will not provide special countercyclical stabilisation 
properties during economic downswings.

For countercyclical purposes, a European ‘Rainy-Day Fund’ (RDF) could be 
introduced, which would finance expenditures during economic downturns in 
particularly affected countries by funds accumulated during boom periods (Lenarcic 
and Korhonen 2018; see Figure 12.3). A rainy-day fund would promote countercyclical 
macroeconomic stabilisation in future crises. For example, the IMF discusses a 
concept for the euro area wherein euro-area countries pay 0.35% of their economic 
output annually into a rainy-day fund to build up assets in good economic times that 
would be used to stabilise the region in the event of crises. The concept also includes 
mechanisms to avoid permanent fiscal transfers (Arnold et al. 2018). Rainy-day 
fund proposals include transfers triggered after negative shocks to economic activity 
(Furceri and Zdzienicka 2015), an investment-stabilization function that supports 
public investment especially during economic downturns (European Commission 
2018), and unemployment re-insurance schemes (Dolls 2020).
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 Fig. 12.3 Components of a Permanent EU Fiscal Capacity. 
Source: Author’s elaboration.

12.4 An EU Sovereignty Fund?

Prompted by USA green industrial-policy initiatives like the IRA, the EU is developing 
a policy response. On 20 June 2023, the European Commission announced the proposal 
of the ‘Strategic Technologies for Europe Platform (STEP)’ which shall take over the 
function of an EU sovereignty fund. The STEP is supposed to support the development 
of technologies in the field of digitalisation, decarbonisation, and biotech. Hence, its 
focus is on matching green-tech subsidies from the USA and China. Money flows will 
mostly be based on reshuffling existing funds. Instead of an injection of new cash, 
the policy draft reroutes money flows from existing budget positions with a €10bn 
top-up of Member States. Assuming multipliers between 1.3 and 10, the EC expects to 
mobilise a total volume of €160bn with €10bn of fresh money plus €50bn of redirected 
funds (see Table 12.1).

Permanent EU fiscal capacity
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 Table 12.1 EC Proposal for STEP

Program Fresh 
Money Adjustments Multiplier Headline 

number
InvestEU 3 7.5 (guaranteed) 10 75

Horizon (EIC) 0.5 2.13 (complemented) ~ 5 13

Innovation Fund 5 4* 20

European Defense 
Fund 1.5 1.33* 2

Subtotal 10 110

Cohesion fund 
reprioritizing** 14

Just Transition 
Fund** 6 6

RRF Resources for 
InvestEU products 30

Subtotal 50
Total 160

Note: * = Inferred; ** = Every 5% of programming towards STEP priorities leads to €18.9bn of 
[cohesion] resources made available, in addition to €6bn to be paid out from the Just Transition Fund 

Source: Data from European Commission 2023b.

Besides assuming high multipliers and hardly adding any fresh money, the EU 
proposal of addressing a plethora of spending targets with €60bn, that is about 0.35% 
of current EU GDP, appears small. As outlined earlier, just to meet the EU climate goals 
an addition of at least 1% of EU GDP on an annual basis is considered necessary. Even 
assuming a crowding-in factor of 100% for all programmes, the total STEP spending 
volume would only amount to 0.7% of GDP.

12.5 Conclusions

This chapter has discussed selected options for a new, additional EU sovereign fund. 
A rainy-day fund for macroeconomic stabilisation in times of crisis could be combined 
with a long-term investment fund for climate and energy that provides public goods 
at the European and/or national level. However, the three options discussed in this 
chapter could also be implemented individually. A decision rule on the disbursement 
of funds could be based on multi-factor criteria as it was the case for the RRF. Similarly, 
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the servicing of the debt for such a permanent sovereign fund could be ensured via 
new own EU resources or via allowing the build-up of an EU debt stock.

The debate on whether the EU needs a new, additional sovereign fund continues. 
The European Commission has tabled proposals for a European sovereignty fund. In 
their final proposal they reconcile their visions of a sovereign fund with the STEP. This 
programme, unfortunately, mostly reshuffles existing budgets and hardly adds new 
money; it does not even amount to half a percent of EU GPD in total. To keep alive at 
least the possibility of meeting the climate goals, European policymakers would need 
to do more.
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