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What Germany’s medium-term
fiscal plan means for Europe

Jeromin Zettelmeyer, Zsolt Darvas and Lennard Welslau

Executive summary

GERMANY’S JULY 2025 medium-term fiscal-structural plan exposes the tension between
raising public investment in a low-risk country and the requirement in European Union

fiscal rules for member state debt to comply with the 60 percent of GDP public debt ratio
benchmark. Germany’s plan seeks to reconcile this tension by adopting overly optimistic
GDP growth and inflation assumptions, and by proposing a large, backloaded fiscal
adjustment. The European Commission endorsed the plan without rigorously assessing these
assumptions.

UNDER MORE REALISTIC economic assumptions, both the budget deficit and the public
debt would be significantly higher than the plan’s projections. Rather than beginning to fall
by the end of the allowed seven-year adjustment period, German debt will likely continue
to rise, even if Germany keeps its promise to sharply reduce expenditure growth after 2026.
This outcome would be inconsistent with the EU fiscal framework, but not threaten the
sustainability of German public debt, as the fiscal adjustment required to stabilise the debt
would remain feasible. Germany will likely ultimately deliver the necessary consolidation,
but over a longer period than foreseen by the EU rules.

HOWEVER, THE COMMISSION’S APPROVAL of the German plan establishes a precedent that
could undermine the credibility of the EU’s fiscal framework. Other EU countries may cite the
Commission’s leniency to justify higher expenditure growth not grounded in sound economic
assumptions during the next round of national fiscal plan submissions in 2028, or even earlier
through mid-term revisions.

TO PREVENT SUCH an outcome, EU fiscal rules should be adjusted. The best option would
be to permit low-risk countries with credible investment plans longer adjustment periods
than the current seven-year maximum. Such a reform would result in a coherent system that
ensures both debt sustainability and allows more public investment. The second-best option
would be to raise the Treaty’s debt reference value from 60 percent to 90 percent of GDP. If
neither proves politically feasible, technical adjustments to the debt sustainability analysis
could still be made, but these would yield only marginal improvements.

Recommended citation
Zettelmeyer, J., Z. Darvas and L.Welslau (2025) ‘What Germany’s medium-term fiscal plan

means for Europe’ Policy Brief28/2025, Bruegel



Germany’s fiscal plan
is based on optimistic
assumptions about
nominal growth that
will likely not come to
pass

1 Introduction

In July 2025, Germany became the last European Union country to submit to the European
Commission its medium-term fiscal-structural plan (MTFSP), a requirement under the
revised fiscal framework adopted by the EU in 2024. Germany’s MTFSP envisages an initial
increase in expenditure growth, followed by a sharp deceleration (Federal Ministry of
Finance, 2025). Based on the plan’s assumptions, Germany’s structural primary balance
would initially widen, from -0.9 percent in 2024 to -1.8 percent in 2026, before rising to 1.1
percent in 2031".

On 16 September 2025, the Commission endorsed the plan. It also endorsed Germany’s
‘national escape clause’ application. This allows Germany to spend up to 1.5 percent of GDP
above its baseline expenditure path (European Commission, 2025b).

This Policy Brief analyses Germany’s fiscal plan and its endorsement by the Commission
to answer the following questions:

1. What fiscal policy can now be expected from Germany? In March 2025, Germany changed
its constitution to allow unlimited debt financing for defence spending above 1 percent
of GDP, and to create a €500 billion (11 percent of annual GDP, spread over twelve years)
extrabudgetary fund for additional infrastructure spending. This was expected to be a
“game changer” that would allow Germany to run a much more expansionary fiscal policy
over the medium term? Does the MTFSP bear out this expectation?

2. How does the MTFSP resolve the apparent contradiction between Germany’s March 2025
constitutional amendment and the EU fiscal rules? The former gave Germany much more
borrowing space, while the latter require it to lower its deficit.

3. Notwithstanding the projected deceleration in expenditure after 2026, Germany’s pro-
posed net expenditure path is substantially higher than the ‘reference path’ it received
from the Commission in June 2025 (section 2). In light of this, how does the Commission
justify its endorsement of the German plan? There is only one other EU country - Finland
- for which the Commission has accepted a large deviation from the reference path, and
in that case, there were very specific reasons for doing so.

4. What does Germany’s MTFSP and its endorsement by the Commission imply about the
functioning and credibility of the new EU fiscal rules? Do they require yet another reform?

Our main findings are as follows.

On the face of it, Germany’s fiscal plan looks much more conservative than expected in
March. Under the plan’s assumptions, the debt ratio would rise for a few years but start falling
well before the end of the 2025-2031 adjustment period. This is true even if a temporary rise in
spending, allowed under the national escape clause (NEC), is taken into account (so long as
this is phased out by 2031).

However, the conservative flavour of Germany’s fiscal plan is to some extent an illusion,
because it is based on optimistic assumptions about nominal growth that will likely not come
to pass. Under more realistic assumptions, the structural primary balance will undershoot the
MTFSP projections by a wide margin. Debt will continue to rise, though more slowly.

Regardless of how growth turns out, Germany’s plan requires it to sharply reduce expend-
iture growth after 2026. The flexibility that Germany receives through the NEC will allow it to
delay, but not avoid, the moment when it hits the brakes. When this happens, the contraction-
ary impact on the German and European economies will be substantial. Although Germany

1  The structural primary balance is the excess of revenues over non-interest spending, adjusted for the effect of the
economy cycle.
2 Ian Smith, Sam Fleming and Olaf Storbeck, ““Game changer”: German spending plans lift bond market’s growth

forecasts; Financial Times, 8 March 2025, https://www.ft.com/content/f54f6eb2-5858-443b-9c07-1ddeb22f126b.
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needs to adjust - in particular, through structural welfare state and tax system reform - this
form of adjustment is not desirable. It is also not credible, since the required adjustment in
the non-defence portion of the budget would be very large (in the order of 2 percent of GDP
between 2028 and 2031), and because the adjustment would imply that by 2031, Germany
would have ‘overperformed’ against the requirements of its constitutional debt brake. In other
words, the adjustment that Germany will need to undertake in 2028-2031 responds mainly to
the requirements of the EU rules, not to those of the national rule.

The implication is that the EU rules require reform to give low-risk countries such as
Germany more room to use their fiscal space, even if it means that their debts will for a long
period rise above the 60 percent of GDP limit specified in the EU fiscal rules.

We first present the main features of Germany’s MTFSP and explore the sensitivity of pro-
jected deficits and debt to nominal growth assumptions. We next quantify the gap between
the requirements of the EU-level fiscal rules and Germany’s debt brake after the March con-
stitutional amendment. Third, we answer the question of how the German MTFESP resolves
the tension between raising spending under the amended national debt rule and complying
with EU fiscal rules. Finally, we examine the implications of the MTFSP for Germany and
Europe - economically and for the credibility of the fiscal framework, and set out recommen-
dations for the best way forward.

2 Germany’s fiscal path, 2025-2031

Table 1 compares the fiscal paths and economic assumptions in the German MTFSP with
those the European Commission transmitted to Germany in June 2025. The Commission
envisaged linear adjustment from -1 percent of GDP to +0.8 percent by 2031 when the
numerical safeguards specified in EU fiscal rules are disregarded, which is allowed when
the NEC is applied®. In contrast, Germany’s MTFSP envisages an initial widening of the
structural primary deficit from -0.9 percent in 2024 to -1.8 percent of GDP by 2026, followed
by a tightening that is so sharp that the Commission’s 0.8 percent target is reached a year
early, and overshot by 0.3 percent of GDP in 2031. Average annual fiscal adjustment, taken
over the seven years*, is 0.29 percent of GDP in the German plan, very slightly higher than the
Commission’s 0.26 percent, and although debt initially rises faster than in the Commission’s
reference path, it starts falling in the same year (2029) as envisaged by the Commission®.

The MTFSP’s narrative can hence be described as follows: Germany would like to proceed
with investment and defence spending immediately. It also wishes to comply with the total
fiscal adjustment required under the EU fiscal rules. Hence, its proposed adjustment path
is backloaded. Eventually, Germany plans to reach - and even surpass - the 2031 structural
primary balance (SPB) prescribed by the European Commission.

Germany’s backloaded trajectory for its SPB is mirrored by its proposed net-expendi-
ture growth path - the operational target of its fiscal plan. Spending growth is projected to
accelerate initially, from 4 percent in 2024 to 4.5 percent in 2026, above the 2.0 percent growth
envisaged by the Commission’s reference path over the same period (if the extra room under
the NEC is utilised, the spending increases would be even higher, as outlined below). Sub-
sequently, the German plan foresees a sharp decline in nominal expenditure growth to 1.6
percent by 2029, below the reference path’s 2.3 percent, followed by a modest increase.

3 See Darvas et al (2024) for a discussion the safeguards.

4 The German plan covers five years - one year longer than the plans of other countries - while the adjustment period
is extended to seven years.

5  The values cited from the Commission’s and the German projections correspond to the NEC scenario, which

disregards the safeguards, but do not include the extra defence spending allowed by the NEC.
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At the same time, average expenditure growth over the 2025-2029 period is much higher -
by 0.6 percent per year - than in the Commission’s reference path. How is this possible, given
that fiscal adjustment as measured by the change in the SPB is at least as high in the German
plan as in the European Commission reference path? The answer is that the MTFSP makes
much more favourable economic assumptions. While the Commission assumes average GDP
deflator growth of around 2.2 percent, Germany assumes 2.6 percent, and while the Commis-
sion assumes average growth of potential output of 0.5 percent per year, Germany assumes
0.9 percent, which is the average potential output growth for 2025-2041 implied by the Com-
mission’s assumed potential growth path.

Higher nominal GDP allows higher nominal expenditure growth for a particular level of
planned fiscal adjustment, measured in terms of the change in the SPB. But if nominal GDP
growth turns out lower than assumed, the implication is lower fiscal adjustment in terms of
the SPB. Below, we investigate the consequences of lower-than-assumed nominal growth for
the SPB path (and the associated debt path).

These trajectories do not yet factor in the extra spending room Germany obtained through
the NEC. The implication of the latter is to allow Germany to target a somewhat higher SPB
between 2025 and 2028 than would otherwise be approved - up to an amount that is capped
by either the difference between actual defence spending and Germany’s defence spending in
2021, or 1.5 percent of GDP, whichever is smaller. Furthermore, the flexibility under the NEC
might extend beyond 2028, either to accommodate payments for military equipment ordered
in 2025-2028 that arrives later, or because the NEC itself is extended (European Commission,
2025a). We assume the NEC will be applied as follows:

o Between 2025 and 2028, Germany will raise its net expenditure path by the maximum
amount allowed under the NEC: that is, to target a lower SPB of about 0.5 percent of GDP
in 2025, 0.8 percent in 2026, 1 percent in 2027 and 1.5 percent in 2028 (see penultimate
line in Table 1).

e During 2029-2030, the NEC will be used to allow Germany to smoothly reach its 2031
primary balance target of 1.1 percent of GDP, without having to lower expenditure in
nominal terms (as it would have to if expenditure growth in 2029 were determined by
Germany’s 2029 original SPB target before application of the NEC, that is, 0.3 percent of
GDP); see note to Table 1.

The last two lines of Table 1 show the result. Expenditure growth would exceed the
German MTFSP’s expenditure growth path by about 1 percentage point during 2025-2026,
and by about half a percentage point in 2027-2028°. During 2029, expenditure growth would
drop to 1.4 percent, a few decimals below the originally planned growth rate, and would
remain at about that rate until 2031. This slowing of expenditure growth in the last three years
of the adjustment period is necessary to make up for the faster growth during 2025-2028,
while still attaining the original SPB target of 1.1 percent in 2031. Hence, the application of
the NEC exacerbates the backloading of the expenditure path proposed in the MTESP, in the
sense that it leads to an even larger expansion upfront, followed by a larger contraction (so
long as the NEC is phased out by 2031).

6  This calculation relies on a formula provided by the Commission and used in the German plan:
e,= g+ m,- (spb,- spb,.,))/(E/Y), where e,denotes net expenditure growth, g, real potential output growth, 7, GDP

deflator growth (inflation), spb, the structural primary balance, and E/Y the primary expenditure as a share of GDP

in 2024 (the base year). For Germany, this is 48.5 percent. Figure 1 uses the formula ‘in reverse, ie solving for

spb, = spb, - (E/Y) (e, - g+ ).
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Table 1: Comparison of Germany’s July 2025 MTFSP with the European Commission’s June 2025 reference path

Av. adjustment
2024 2025 2026 2027 2028 2029 2030 2031 2025-29 2025-31

Fiscal targets

Structural primary balance (% of GDP)

European Commission -10 -08 -05 -02 0.0 0.3 0.5 0.8 0.26 0.26
German MTFSP -9 -13 -18 -12 -03 0.5 0.8 1.1 0.28 0.29
Net expenditure growth (%)

European Commission 4.0 2.2 2.0 2.1 2.2 2.3 2.3 2.3 2.2 2.2
German MTFSP 4.0 4.4 4.5 2.3 1.7 1.6 2.8 2.7 2.9 2.9
Debt (% of GDP)

European Commission 629 625 63.7 645 647 647 643 637 64.0 64.0
German MTFSP 629 625 639 655 665 669 665 655 65.1 65.3
Economic assumptions

GDP deflator growth (%)

European Commission 3.1 2.4 2.2 2.2 2.2 2.2 2.2 2.2 2.2 2.2
German MTESP 3.1 2.7 2.6 2.6 2.6 2.5 2.5 2.4 2.6 2.6
JEP* (September 2025) 3.1 3.0 2.4 2.1 2.2 2.2 2.2 2.2 2.4 2.4

Potential real output growth (%)

European Commission 045 027 035 045 056 0.66 0.63 0.61 0.5 0.5
German MTFSP 050 090 090 090 090 090 090 0.90 0.9 0.9
JEP* (September 2025) 030 030 030 030 0.20 0.20 0.20 0.20 0.3 0.3
Combined option 030 030 030 030 060 0.90 090 0.90 0.5 0.6
Memorandum items

Defence spending in COFOG definition 1.5 1.8 2.0 2.7 2.9 2.9 2.9 2.2 2.3

Maximum rise in SPB allowed under NEC
0.5 0.8 1.0 1.5

in 2024-28
Assumed net expenditure growth path
5.4 5.3 2.6 2.7 1.4 1.4 1.3 3.5 3.1
under NEC
Corresponding SPB path under MTESP
-1.8 -26 -22 -1.8 -0.8 0.1 1.1 -1.8 -1.5

growth assumptions

Source: Bruegel based on European Commission and Federal Ministry of Finance (2025). Note: for the structural primary balance, the last two columns show the average annual change
(2029-2024 or 2031-2024, respectively). For the remaining variables, the columns show the averages over 2024-2029 or 2024-2031, respectively. NEC = national escape clause, COFOG
= Classification of the Functions of Government, a UN standard for defining types of government spending. The additional spending room under the NEC in 2025-2028 is computed as the
minimum of: (a) planned COFOG defence spending for 2025-2028 minus 1 percent of GDP, and (b) 1.5 percent of GDP. ‘Net expenditure growth path under NEC’ assumes that this addition-
al spending room under NEC in 2025-2028 is utilised, followed by some further exemptions to achieve a linear transition from -1.8 percentin 2028 to the 2031 SPB target of 1.1 percent
of GDP under MTFSP growth assumptions. The resulting SPB path is shown in the last row. * Joint Economic Projection of the German research institutes (Projektgruppe Gemeinschaftsdi-
agnose, 2025).

Figure 1 shows how Germany’s SPB would evolve if Germany executes its proposed net
expenditure plan (not easy, since this requires reducing expenditure in real terms during
2027-2029), while inflation and potential output growth evolve in line with different scenar-
ios. Figure 1 Panel A assumes the expenditure path shown in the fourth row of Table 1, while
Panel B assumes the expenditure path after the application of the NEC, shown in the penul-
timate row of the table. The solid blue lines show the paths of the German SPB according to
Germany’s MTFSP - that is, based on the MTFSP’s potential output and GDP deflator growth

5 Policy Brief | Issuen°28/25 | October 2025



assumptions, as shown in Table 1. The solid purple lines at the top of the figures represent the
Commission’s reference path, before and after application of the NEC. The solid green lines
show how the German primary balance would evolve, conditional on Germany’s proposed
expenditure growth and the Commission’s economic assumptions. The impact would be
massive. Not only would Germany fail to reach the SPB of 0.8 percent of GDP by 2031, as pre-
scribed by the Commission, but its 2031 primary balance would end up at 1.3 percent of GDP,
lower than its starting value in 2024.

Figure 1: Structural primary balance paths conditional on Germany’s proposed net
expenditure targets, for varying nominal growth outcomes (% of GDP)

A) Prior to use of NEC-related flexibility B) With use of NEC-related flexibility, 2025-28
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e SPB according to European Commission reference path
( 7-year adj. period, only DSA-based criteria).

== |f German MTFSP assumptions on deflator and productivity growth are correct
=====-|f JEPis correct on deflator and pot. growth gradually increases to 0.9%
=====-|f JEPis correct

e |f European Commission economic assumptions are correct

Source: Bruegel. Note: ‘SPB according to the EC reference path’is taken from the European Commission’s prior guidance calculations
sheet”, which disregards the safeguards, but does not include the increased fiscal space resulting from the NEC. ‘SPB based on Germany'’s
planned expenditure growth and assumed deflator and productivity growth’ is from the German plan. For the remaining scenarios, SPB at
time tis calculated as spb(t) = spb(t-1) — (E/Y)*{e(t)-g(t)-pi(t)}, where e(t] is net expenditure growth according to table B4 of the German
MTFSP, g(t) and pi(t) are the real potential growth and deflator growth assumptions associated with each scenario, (E/Y) is set at 0.485,
and spb(2024) =-0.9.

As the MTFSP argues (see section 4.2), the Commission’s assumptions about nominal
growth might too pessimistic because they do not yet reflect the impact of the German
spending package. To check this, we refer to the 2025-2027 Joint Economic Projection of the
German economic research institutes, published on 25 September 2025 (henceforth JEP;
Projektgruppe Gemeinschaftsdiagnose, 2025). This sees GDP deflator growth in 2025 at 3.0
percent, slightly higher than the MTFSP, falling to 2.4 percent in 2026 and 2.1 percent in 2027.
We extrapolate this forecast by assuming 2.2 percent GDP deflator growth after 2027, in line
with market-implied forward inflation rates and European Commission’s reference trajec-
tory projections. Potential output growth is forecast at 0.3 percent per year for 2025-2027
and about 0.2 thereafter, much below the assumptions in the MTFSP (Table 1). For 2027 and

7  See European Commission, ‘Fiscal surveillance in Germany, undated, https://economy-finance.ec.europa.eu/
economic-surveillance-eu-member-states/country-pages/germany/fiscal-surveillance-germany en.
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beyond, they are also lower than the European Commission’s reference trajectory projections.

We use the JEP forecasts to construct two additional scenarios, represented by the
dotted lines in Figure 1. One follows the JEP in both their GDP deflator and potential growth
assumptions. The other uses their GDP deflator assumptions and potential output growth
assumptions up to 2027, but assumes that by 2029 potential growth subsequently converges
to 0.9 percent of GDP (the average value of the 2025-2041 European Commission forecast).
This ‘combined scenario’ (Table 1) could be justified through the productivity effects of the
German investment package. However, the assumed sudden rise in potential growth from 0.3
percent in 2027 to 0.9 percent in 2029 continue to make this an optimistic scenario.

Figure 1 shows that in both of these scenarios, the SPB paths would remain much below
the MTFSP target. If the assumptions of the JEP are correct, the SPB in 2031 would end up at
around -1.8 percent, even lower than in the scenario in which the European Commission’s
assumptions are correct. In the combined scenario, the SPB would reach about -0.7 percent
in 2031 - a modest improvement over the 2024 outturn of -0.9 percent of GDP, and still much
below the 0.8 percent target of the European Commission’s reference path.

Figure 2 shows the implications for the debt path of the SPB paths in Figure 1, based on
the same economic scenarios. The solid blue line in Figure 1 Panel A shows the debt path
projected in Germany’s MTFSP: debt would rise to about 67 percent of GDP in 2028 and then
decline to about 63 percent (slightly above the 2024 starting value) in 2031. However, this is
before accounting for higher spending under the national escape clause. If the latter is taken
into account, while continuing to assume the MTFSP’s nominal growth path, debt would rise
to about 71 percent and then start a gradual decline to about 70 percent in 2031.

In all other scenarios, however, there is no debt inflection. If the JEP assumptions materi-
alise and the NEC is used to support higher expenditure growth, as described in the penulti-
mate row of Table 1, debt would rise to about 80 percent of GDP in 2031 and would continue
to rise, albeit slowly, crossing 90 percent of GDP by 2037 (orange dotted line, Figure 2 Panel
B). If the assumptions of the combined scenario are realised (blue dotted line, Figure 2 Panel
B), debt would rise to about 77 percent in 2031 and continue rising, exceeding 80 percent by
2036. As a result, the main goal of the debt-sustainability assessment under the new EU fiscal
framework - to put the public debt ratio onto a plausibly declining path after the four-to-sev-
en-year adjustment period - would be violated in all economic scenarios shown in Figures 1
and 2, except for the MTFSP scenario.

These continued rises in debt ratio reflect the assumption that the SPB, excluding ageing
costs, will remain frozen at its 2031 value (about -0.7 percent of GDP in the combined sce-
narios). However, this would not be the case, either because Germany’s national debt brake
would become binding (see below) or because at the next application of the framework in
four years, Germany would be asked to raise its SPB from 2030 onwards. In the meantime,
German debt would hover at about 80 percent of GDP and Germany would likely continue to
have low-cost access to debt markets.
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Figure 2: Debt-to-GDP paths conditional on Germany’s proposed net expenditure
targets, for varying nominal growth outcomes (% of GDP)

A)Prior to use of NEC-related spending flexibility ~ B)After use of NEC related spending flexibility

85 85

80 80

7’5 ’5
70 70
65 65
60 60

2024
2028
2029
2030
2024
2025
2026
2027
2028
2029
2030
2031
2032

2025
2026
2027
2031
2032

e |f German MTFSP assumptions on deflator and productivity growth are correct
=====-|f JEP ("Gemeinschaftsdiagnose”, September] is correct
=====|f JEPis correct on deflator and potential growth gradually increases to 0.9%

e |f European Commission economic assumptions are correct
Source: Bruegel. Note: see notes to Figure 1.

This points to a paradox. Under plausible economic assumptions, the fiscal path proposed
by Germany fails against the debt-sustainability criteria in the fiscal framework. But it is also
clear that debt sustainability as conventionally defined (for example, in IME 2021) would not be
seriously threatened in any of the four scenarios. Even in the most pessimistic scenario, the SPB
would fall to -1.8 percent. From that position, debt stabilisation would require a medium-term
fiscal effort about 1 percent larger than in 2025-2031 (when the starting position was -0.9 per-
cent), but this would remain feasible. If investment gaps were reduced and defence spending
reached 3.5 percent of GDP in the meantime, it might even be easier to achieve than today.

This suggests that something is not quite right in how the EU fiscal framework defines debt
sustainability for a country such as Germany. We return to this point in section 5.

3 How the German plan reconciles EU and
national fiscal requirements

This section answers how the MTFSP resolves the contradiction between the requirements of
the EU fiscal rules and using the greater fiscal space afforded by the amended national debt
brake. Part of the answer is that the MTFSP makes optimistic macroeconomic assumptions.
However, this is not the full story.

We first show why there is a gap and quantify it. Second, we decompose the gap into two
components - underperformance of Germany’s SPB against the requirements of the EU rules,
and overperformance of Germany’s SPB against the requirements of the German rule - and
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show how the two components vary depending on macroeconomic assumptions, and what

this means for German fiscal adjustment.

3.1 Quantifying the gap between the German and EU fiscal rule requirements
EU fiscal rules operate by setting an adjustment period of four years, unless the country is

granted an extension, and a target path for nominal expenditure growth, which is calibrated

on the basis for the required change in the general government SPB from the starting year

until the end of that adjustment period. For Germany, the adjustment period is seven years.

Over this period, Germany is required to raise its SPB from a deficit of about 1 percent of GDP

in 2024 to a surplus of 0.8 percent by 20318 Under the assumptions made in the previous

section, the NEC will allow it to delay this adjustment, but not to avoid it entirely.

By contrast, Germany’s national fiscal rule does not prescribe any general government

fiscal target. Instead, it requires federal and state governments to limit their structural deficits
to 0.35 percent of GDP, excluding spending through extrabudgetary funds and the excess of
security spending over 1 percent of GDP®.

To see what these national rules and Germany’s spending plans imply for Germany’s

medium-term general government SPB, it helps to write down a few inequalities. Denoting

the structural balances of the federal and state governments as by, and b

respectively,

states?

annual spending from the extrabudgetary funds as fand security spending as s, Germany’s

national fiscal rules can be expressed as:

By —0.35—(s—1)— f=0.65— (s +f) (1)
bstates2 —0.35 (2)

which implies
bFed + bsl‘ates2 0.3-s _f (3)

Germany's structural primary balance at the general government level is defined as

sprerE bFed +b + bMun + stec +i (4)

states

where and refer to the structural balances of municipalities and the social security fund,

and is interest expenditure.

Using (3), this leads to the constraint:
$pbg,,2 0.3 —s — f+ by, + gy + (5)

To compare this to the EU’s general government SPB target, we need three more pieces of

information:

10

First, a projection for s and f. The government has not published such projections for 2031,
but has published spending projections from extrabudgetary funds and defence spending
projections up to 2029. The intention is to raise NATO defence spending to 3.4 percent

in 2029 and keep it at 3.5 percent from 2030'°. We use this as a lower bound for security
spending s. fwill be around 1.2 percent of GDP in 2029 and will then likely decline, as a
€500 billion fund appropriated in 2025 is gradually used up. Assuming linear depletion of

See https://economy-finance.ec.europa.eu/document/download/70064843-22ca-4923-8103-4be7e045bd84
en?filename=Commission prior guidance-germany en.pdf, Table 2. The SPB target of 0.8 percent in 2031 reflects
the activation of the NEC, in response to a request from Germany in March 2025. This implies that that the SPB
target is determined only by debt sustainability criteria (that is, without application the so-called ‘safeguards’;

see Darvas et al, 2024). Without the activation of the NEC, the primary surplus target for 2031 would be about 2.2
percent of GDP.

The latter is a slightly broader concept than defence spending. See Steinbach and Zettelmeyer (2025).

See Federal Finance Ministry statement of 30 July 2025, ‘Bundesregierung fiihrt Investitionsoffensive fort:
Bundeshaushalt 2026 und Finanzplan bis 2029 beschlossen, https://www.bundesfinanzministerium.de/Content,
DE/Pressemitteilungen/Finanzpolitik/2025/07/2025-07-30-regierungsentwurf-bundeshaushalt-2026.html.
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the fund after 2029 leads to an estimate of about 0.4 percent of GDP for fin 2031.

o Second, an estimate for general government interest spending. In its MTFSP, the govern-
ment reckons that this will be 1.4 percent in 2029 and 1.6 percent in 2031.

o Third, an assumption about the balances of the social security fund and municipalities,
since these are also part of the general government SPB. Historically, the sum of the two
has averaged zero since German unification in 1991, but recently they have been in deficit
(Steinbach and Zettelmeyer, 2025). According to Bundesbank data, in 2024 this deficit was
0.43 percent of GDP for municipalities, and 0.25 percent for the social security fund. We
assume, conservatively, that b, + b, < 0 until at least 2031 (ie that municipalities and

Ssec =

the social security fund will not generate a joint surplus autonomously).

Taken together, these assumptions imply that the minimum SPB implied by the German
constitutional fiscal constraints is:
spbe,,™=[0.3 —s —f+1i] (6)

while the gap between the requirement of the EU fiscal rules and the minimum require-
ment of the German constitution is:

8ap = spbyc— spbgy,™" = spbyc—[0.3 —s — f+ ] ()

Hence, using the above assumptions and estimates for 2031, we have
80P, =0.8-[0.3-3.5-0.4+1.6] =2.8

Hence, on the assumption that the NEC no longer applies in 2031, EU fiscal rules require
Germany to run an SPB in 2031 that is 2.8 percent higher (tighter) than the minimum require-
ment under German national rules.

For 2029, the last year of the government’s planning horizon, the EU rules do not provide a
firm target, but a reference value for the structural primary balance, of 0.3 percent of GDP. The
approval of the NEC for Germany does not necessarily affect this value, as the NEC currently
extends only until 2028. However, if the assumptions made in the previous section on how
the NEC might be used beyond 2028 are realised’, the relevant reference value would be -0.8
percent rather than 0.3 percent (last line of Table 1). Hence:

8aP,g50 = 0.3 — [0.3-3.4-1.2+1.4]=3.2 if NEC is not used beyond 2028, or
8aP,gre=—-0.8-[0.3-3.4-1.2+1.4] =2.1 ifthe NEC is used beyond 2028.

3.2 Closing the gap: optimistic macro assumptions vs. overperformance
The question is how Germany’s MTFSP closes these gaps. To answer this, we expand equation
(7) as follows:

8ap = spbyc — spbg.,™" = (spbyc— spb) — (spb — spb.,™™) (8

The bracket on the right-hand side denotes the difference between spb,,, the SPB ref-
erence value set by the European Commission (after taking into account the impact of the
national escape clause, if any), and the actual (ex-post) SPB. The second bracket denotes the
difference between the actual SPB and spb,
German constitutional debt rule.

e, the minimum required SPB under the new

Hence, there are two ways in which the MTFSP can close the gap between the European
and national fiscal requirements:

1. It could setits target SPB at or close to the reference value required by the European
Commission, while also making optimistic economic assumptions - in particular, by

11 Namely, maximum use until 2028, and subsequent phase out, such that the required SPB rises linearly to the 2031

target of 1.1 percent of GDP, conditional on the MTFSP’s nominal growth assumptions.

10
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assuming high nominal growth over the relevant (2025-2031) period. If nominal growth
turns out lower than assumed, the realised SPB will be below the SPB path targeted in the
MTESP and hence the SPB required by the European Commission (spb,.- spb > 0). This
is because, once the MTESP is accepted by the European Commission, the fiscal rules
require Germany to stick to the promised expenditure growth rates, not the promised SPB
path.

2. Itcould ‘overperform’ the national debt brake, ie undertake fiscal adjustment beyond
what it is required under national fiscal rules (spb- spb,,™" > 0)

Figure 3 plots the contributions of economic assumptions and debt-brake overper-
formance to closing the 2031 gap of 2.8 percent of GDP for the four economic assumptions
illustrated in Figures 1 and 2. If the assumptions in Germany’s MTFSP turn out to be correct,
its SPB would exceed that required by the European Commission (0.8 percent of GDP in 2031)
by 0.3 percent of GDP (Table 1 and Figure 2). This means that the adjustment proposed in
the German plan would overperform relative to the required 2031 structural primary balance
under German fiscal rules (conditional on projected defence and extrabudgetary spending in
2031) by 2.8 + 0.3 = 3.1 percent GDP (first bar on the left in Figure 3).

Figure 3: The role of economic assumptions and debt brake overperformance in
closing the gap between the EU and German fiscal rule requirements in 2031

H Contribution of economic assumptions B Contribution of overperformance
35 (slack under German debt brake)
3.0
2.5
2.0
15
1.0
0.5
o0 I
-0.5
European Commission German MTFSP JEP JEP assumption for
economic assumptions economic (September) deflator; potential
assumptions economic assumptions  growth rising to 0.9%

Source: Bruegel; see Table 1. Note. ‘Contribution of economic assumptions’ is calculated as the difference between the 2031 value of the
relevant European Commission’s reference path for the SPB, 0.8 percent of GDP and the 2031 value of the SPB associated with each set of
economic assumptions. ‘Contribution of overperformance’ is calculated as 2.81 minus ‘Contribution of economic assumptions’. ‘Contribu-
tion of overperformance’ can also be calculated directly, as [spb(31) + f(31)+s(31)] - [i(31)+0.3], where f(31), s(31) and i(31) refer to
the extrabudgetary spending, security spending and interest spending projected by the German government for 2031, and spb(31) refers
to the SPB for 2031 associated with each scenario, after application of the NEC (see Figure 1 Panel B).

However, in all remaining three scenarios, optimistic assumptions play the main role
in closing the gap, while some degree of overperformance relative to the national debt rule
would still be required. This is true even for the JEP assumptions (section 2; Projektgruppe
Gemeinschaftsdiagnose, 2025), which lead to the lowest 2031 structural primary balance,
pushing the actual spb very close - but not all the way - to the low spb,, ™ required by the
German rules. In the combined scenario (last bar in Figure 3), the MTFSP’s optimistic eco-
nomic assumptions do slightly more to explaining the gap than overperformance against the
national debt rule.

Figure 4 shows the evolution of the gap between the EU and German rule requirements
and the contributions of debt-brake overperformance and economic assumptions in closing
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it, assuming that the NEC is used in line with the assumptions explained above and in the
note to Table 1. Each panel represents one of the four scenarios shown in the previous figures.
The solid red line is identical in all four panels: it shows the evolution of the gap between the
SPB requirements of the EU rules (taking into account the NEC), and those of the German
fiscal rules, assuming that the sum of the fiscal balances of municipal governments and social
security funds is zero (see equation 6). The two broken lines show the decomposition of the
gap into the two terms on the right-hand side of equation (8):

o The orange broken line plots spb,.— spb, the first term on the right-hand side of equation
8. Under the assumptions of the MTFSP (Figure 4 Panel B), this term is initially positive
because of backloading of adjustment, but quickly converges to zero after 2027, and
becomes slightly negative (reflecting the fact that the MTFSP’s SPB target of 1.1 percent
is above the European Commission requirement of 0.8 percent). In all other economic
scenarios, however, the term stays large and positive.

¢ The blue broken line represents spb— spb,,™", the overperformance of the actual SPB over

Ger
what German national fiscal rules require. Under MTFSP assumptions, this is approximately
zero in 2025-2026 but then rises sharply. In all other scenarios, it is negative during 2025-

2028 but eventually becomes positive, most notably in the combined scenario.

In short, the decomposition suggests that unless the assumptions of the MTFSP come
to pass, the assumed expenditure path - resulting from the German commitments under
its MTFSP, overlayed by the additional flexibility provided by the NEC - would violate the
national fiscal rule until 2028, but would eventually lead to an overperformance. The degree
of this initial violation and eventual overperformance will depend on how nominal growth
turns out. Except in the ‘combined scenario’ - in which the assumptions on potential growth
are close to those assumed in the MTFSP, and hence optimistic - the initial violation out-
weighs the eventual overperformance.

Figure 4: Evolution of the gap between the requirements of EU and German rules and decomposition of the
latter, for alternative economic assumptions (with NEC)
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Source: Bruegel; see Figure 1.
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An important remaining question is what this overperformance would imply for the
non-defence, on-budget fiscal balance that Germany will need to achieve in the next few
years. To see this, we start with the term spb— spb,, ™", substitute spb, ™" = [i + 0.3 —s — f]
(equation (6)), and rearrange to obtain:

spb — spbg,™" = [spb + s+ f] — [i + 0.3] 9)

The first term on the right-hand side of equation (9) equals the combined SPB of the fed-
eral and state governments, net of outlays for defence and the infrastructure fund. The second
term is the constitutional lower bound that applies to this balance (see equation 3). Figure
6 in the appendix plots this decomposition, and shows that under MTFSP assumptions, the
security and infrastructure-adjusted structural primary balance would need to rise from 1.4
percent of GDP in 2026 to over 5 percent of GDP in 2031 - an implausibly large adjustment. In
the combined scenario, the 2031 target value would be 2.6 percent of GDP.

4 Implications for Germany and Europe

What are the implications of Germany’s approach - seeking to reconcile domestic policy
objectives with the EU rules by sharply backloading fiscal contraction and making optimistic
assumptions - both economically and for the EU fiscal rules?

4.1 Economic implications

Under any assumptions about nominal growth, Germany is planning something of a fiscal
yo-yo. For example, in the combined scenario - based on the JEP deflator assumptions
(Projektgruppe Gemeinschaftsdiagnose, 2025) and a quick increase of potential output
growth to 0.9 percent per year - Germany would inject stimulus of about 2.3 percent of GDP
into the economy by 2027 (assuming its room under the NEC is utilised fully). It would then
hit the brakes, imposing a fiscal contraction in the order of 2.6 percent of GDP by 2031. Does
this make sense?

The German economy is in or close to recession. The September JEP expects an output gap
of almost 2 percent of potential GDP in 2025 and 1 percent in 2026. Hence, given the low risk
of debt unsustainability, a fiscal stimulus during 2025-2026 - particularly one based on invest-
ment spending - is a good idea. But to subsequently reverse this stimulus rapidly (rather than
just to withdraw it) makes no sense. Germany needs to eventually adjust to stabilise its debt
ratio. But given its moderate level of debt and low interest spending, it can afford to undertake
this adjustment gradually.

An important question is whether the sharp spending slowdown after 2026 can be justified
by political economy, to force a budgetary restructuring that might not happen otherwise.

But if this restructuring is to be sustainable, it will need to be based on structural reforms,
including deep reform of Germany’s pension system and its long-term care costs, which are
both threatened by adverse demographics (Darvas et al, 2025a), and tax reform. Structural
reforms of this magnitude require time. While they can and should be initiated by the current
government, it is hard to imagine that the sharp fiscal adjustment envisaged for 2027-2029
could be consistent with high-quality reform.

4.2 Implications for the credibility of the fiscal framework

Germany is not the only country to use optimistic nominal GDP assumptions to soften the
fiscal adjustment needs associated with reaching the debt-reduction requirements of the EU
fiscal rules, as reflected in the reference trajectories calculated by the European Commission
using the commonly agreed methodologies (see Figure 5 Panel A, which updates data from
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Boivin and Darvas, 2025) . What distinguishes the German plan, however, is its significantly
higher net expenditure growth compared to the Commission’s reference trajectory (Figure
5 Panel B). With the exception of Finland, which is a special case'?, most other countries
suggested only minor deviations from their reference trajectories.

The question is whether this seemingly special treatment of Germany can be justified
based on the letter and spirit of the EU fiscal rules - specifically, Regulation (EU) 2024/1263,
the law that updated the fiscal rules in April 2024". This allows EU countries to use different
economic assumptions from those of the European Commission, but it does require them
to provide detailed justifications. Article 13 (b) allows EU governments to propose a “higher
net expenditure path than in the reference trajectory” - which is what the German MTFSP
has done; see Table 1 - so long as the country “provides in its plan a sound and data-driven
arguments explaining the difference.” Article 36(f) contains a transition provision for poten-
tial growth assumptions, under which “Member States may use more stable series than the
ones resulting from the commonly agreed methodology, provided that such use is duly justified
by economic arguments and that the cumulated growth over the projection horizon remains
broadly in line with the results of that methodology.”

Figure 5: Deviation of the plan from the reference trajectory (average annual gap
between growth rates during the adjustment period)

A) Nominal potential growth B) Net expenditure growth
1.0 1.2
0.8 1.0
0.8
0.6
0.6
0.4 04
- IIII o [ 1]
I -
0.0 l-f___. 00
-0.2
-0.2
-0.4
-0.4
-0.6
-0.6 .08
-0.8 -1.0
TYDLTTLFTEDIYTCESTD 22T LY ITETDLCTYES
E90g5caey Y85 250 sS85 05%c 8§ EnCc2S
.EQE:’:EC:‘:U)_>E§C>>2°E> cEm.EmP_’>t23_g:>QE‘]E
c o c o
=] o0 =] =
c c
- 2 - 2

Source: Bruegel. Note: only countries that received a reference trajectory are included. A positive value indicates a higher growth assump-
tion in the plan compared to the reference trajectory. Nominal potential growth is calculated from real potential growth and GDP deflator

assumptions. Hungary submitted its initial plan on 4 November 2024, and subsequently revised it by 16 January 2025.

12 Finland faced the highest end-of-adjustment-period SPB target under the Commission’s prior guidance, at 4.8
percent of GDP, because the country planned to continue its prudent practice of accumulating pension system
surpluses as assets to finance future pensions, an approach that strengthens both pension system sustainability
and overall public debt sustainability. Because pension asset accumulation increases gross public debt, and
the debt sustainability safeguard is applied to gross public debt while disregarding pension assets, this led to an
unrealistically high SPB target. Without this safeguard, Finland’s SPB target would have been about 3 percentage
points of GDP lower. The Commission appears to have acknowledged the inappropriateness of the sustainability
safeguard in this case, and therefore agreed to a much lower SPB target, and correspondingly higher net
expenditure growth, than implied by the reference trajectory.

13 See Council of the EU press release of 29 April 2024, ‘Economic governance review: Council adopts reform of fiscal

council-adopts-reform-of-fiscal-rules/.
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It is plausible

to assume that
Germany'’s fiscal
package will increase
potential output
growth, but any
increase will take
several years

The second condition of Article 36(f), referring to cumulated growth, is in fact satisfied for
the potential growth path assumed by Germany: for 2025 to 2041, cumulative growth in real
potential output assumed in the MTFSP is the same as in the Commission’s reference projec-
tion. Furthermore, the MTFSP very much attempts to “duly justify” both the assumed jump in
productivity growth to 0.9 percent in 2025 and the high deflator growth assumptions:

o With respect to potential growth, the MTFSP argues that “current third-party projections
and internal estimates by the federal government alike indicate that the measures associat-
ed with the fiscal package will lead directly to an expansion of the public capital stock and,
especially in the current macroeconomic environment, are likely to stimulate additional
private investment and hence boost productivity growth in the overall economy” (p. 26).

o With respect to deflator growth, it argues that the planned fiscal expansion will push the
GDP deflator up beyond the Commission’s forecast, which was still “unable to take into
account the macroeconomic implications of this fundamental adjustment to the constitu-
tional fiscal framework”; and that “forecasts now published by leading German economic
research institutes take the measures concerned into account and expect significant positive
effects both on economic growth and on the rate of change of the GDP deflator” (p. 25).

In addition, a recent “sharp fall in net immigration, especially from the EU” is expected
to exert upward pressure on prices, given “the hitherto large immigrant contribution to
employment growth” (p. 26).

In our assessment, it is plausible to assume that Germany'’s fiscal package will eventually
increase potential output growth. The strength of this impact is unclear, as it depends not only
on the (one-off) impact of higher public investment on the capital stock but also on the
MTESP’s impact on productivity growth. Whatever its strength, however, construction and
implementation lags imply that any increase will take several years, even if the rise in public
and private investment is immediate. Consistent with this view, the German economic
research institutes, the European Commission and the International Monetary Fund all
project potential GDP growth of between 0.1 percent and 0.5 percent up to 2027 - well below
the 0.9 percent assumed by the German government. Hence, the MTFSP’s productivity
growth assumptions seem hard to justify using economic arguments.

In addition, the government’s assumptions are not all consistent. The MTESP assumes
much faster potential growth (0.9 percent) than actual growth (0.4 percent) in 2025, which
implies expanding the already existing slack in the economy (from -1.4 percent to -1.8
percent, Table B2, line 30 of the MTFSP). This would exert downward pressure on prices, not
upward pressure. For 2026, actual and potential growth are assumed to be equal (0.9 percent),
implying no aggregate price pressure from the fiscal expansion. Moreover, the argument that
a fall in immigration will drive up wages and prices is at odds with the high potential-output
assumption, as lower net immigration would dampen potential growth, as argued by the JEP
(Projektgruppe Gemeinschaftsdiagnose, 2025).

Assuming higher GDP deflator growth than the European Commission makes sense in the
short run but is not plausible in the medium term. The JEP, the European Commission, the
IMF and market-implied inflation forecasts all see GDP deflator growth returning to around
2.2 percent by 2027 (Table 2). Importantly, the lower 2026 and 2027 deflator growth projec-
tions of the IMF and the research institutes cannot be attributed to a disregard of the planned
fiscal stimulus: their forecasts assume a substantial widening of the structural primary
balance in 2026 (by 1 percent of GDP in the case of the IMF and 1.2 percent of GDP in the case
of the JEP). Furthermore, contrary to MTFSP assumptions, both the IMF and the research
institutes project the expansion to continue in 2027.

The moderate inflationary effect that the JEP associateS with this expansion relates to the
economy starting from a position of considerable slack. Like the MTESP, the JEP explicitly
acknowledges the possibility of demand-pull inflation in capacity-constrained sectors includ-
ing civil engineering and defence. But JEP also refers to falling energy prices, easing service
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sector inflation and wage growth as moderating factors (Projektgruppe Gemeinschaftsdiag-
nose, 2025).

The MTFSP’s projection of continued elevated deflator growth beyond 2027 is even harder
to defend. If a tight link exists between the government’s fiscal stance and the GDP deflator - as
the MTFESP argues to justify its high forecasts for 2025 and 2026 - then sharp fiscal consolidation
planned from 2027 onward should push deflator growth down. Yet, the MTESP sees deflator
growth remaining at 2.6 percent, well above the growth rates projected by the European Com-
mission, the IMF and financial market expectations. The MTFSP arrives at these high medi-
um-term levels by linearly interpolating from its elevated 2026 projection to 10-year financial
market expectations of 2.2 percent. While the interpolation method aligns with the Commis-
sion’s debt-sustainability analysis methodology, the high starting point for 2026 mechanically
results in average deflator growth that exceeds all other available medium-term forecasts.

Table 2: Comparison of deflator growth projections
2024 2025 2026 2027 2028 2029 2030
GDP deflator growth (percent)

European Commission 311 244 217 218 219 220 221

(June)
German MTFSP (July) 3.10 2.70 2.60 2.60 2.60 2.50 2.50
DIW (September) 3.10 291 2.30 2.10
IW Halle (September) 3.10 2.56 2.00 2.10
Ifo (September) 3.10 2.89 2.22 2.50
Kiel Institute
1 2. 2. 2.
(September) 3.10 95 53 50
Average 3.10 2.83 2.26 2.30
JEP (September) 3.10 3.00 2.40 2.10
IMF World Economic
Outlook (October) 3.11 2.34 1.89 1.96 2.15 2.17 2.22
Memo item: structural primary balance (percent of GDP)
German MTFSP (July) -0.9 -1.3 -1.8 -1.2 -0.3 0.5 0.8
JEP (September) -0.8 -0.2 -1.5 -2.2
IMF World Economic
Outlook (October) -1.1 -0.9 -1.9 -2.9 -3.0 -3.0 -2.7

Source: Bruegel based on European Commission, IMF and JEP (Projektgruppe Gemeinschaftsdiagnose, 2025). Note: the months shown in
brackets are the months in 2025 when the projections were published.

We conclude that the deviation of average expenditure growth in the MTFSP from the
reference path cannot be justified by “sound and data-driven arguments”, as required by the
EU's fiscal rules. How then, could the European Commission (2025b) endorse the MTFSP?
The answer is that the Commission’s assessment does not contain a serious discussion of the
plausibility of the MTFSP’s net growth assumptions.

« With respect to the MTFSP’s potential-growth assumptions, the Commission notes, cor-
rectly, that the use of a “smoothed” series can be consistent with the rules “provided that
that cumulative growth over the projection horizon (i.e. up to 2041) is broadly in line with
the Commission’s assumptions and the application is duly justified by economic arguments,
which is the case in the plan”. However, the Commission did not specify which economic
arguments it finds convincing. The Commission also notes that “in the plan, the applica-
tion of potential growth smoothing is justified by higher uncertainty in the estimation due
to recent macroeconomic external shocks.” This is fair enough, but it justifies only the use of
smoothing, not the way in which smoothing is applied - in particular, the assumed jump
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The Commission

has failed to

carefully assess

the assumptions
underlying Germany’s
proposed expenditure
growth path

of potential GDP growth from 0.45 percent in 2024 to 0.9 percent in 2025, which is critical
to justify the higher expenditure growth path. The Commission does not discuss this.

« With respect to the higher GDP deflator path, the Commission correctly noted that “The
difference between the GDP deflator in 2025 in the Commission’s assumptions and that in
the plan is justified by more recent data”, but then went on to state that “the difference in
GDP deflators for 2026 can be justified by price effects of global trade tensions and the sig-
nificant expected increase in public spending. Taken together, these arguments duly justify
this deviation in deflators vis-a-vis the Commission figures.”

This is an extraordinary line of argument. First, as argued above, the significant expected
increase in public expenditure does not necessarily justify higher deflator growth because
the economy is in a position of slack, which according to the MTFSP is expected to widen in
2025. Second, given the absence of EU retaliation against United States tariff increases and
the importance of the US market for German exports, trade tensions are expected to have a
contractionary impact on German demand. This would push prices down rather than up.
Moreover, the reduction to zero of EU tariff rates on imported US industrial goods will also
have some disinflationary impact. Third, and most importantly, the Commission does not
engage at all with the MTFSP’s assumption that German deflator growth will stay at or above
2.6 percent of GDP over the entire five-year duration of the plan. As shown in section 2, this
is essential for the argument that Germany will reach the Commission’s SPB target for 2031,
notwithstanding higher average expenditure growth.

We conclude that the Commission has failed to conduct the careful assessment required
by the rules of the assumptions underlying Germany’s proposed expenditure growth path.

Whether and to what extent this has damaged the credibility of the rules is harder to say.
As argued above, Germany’s request for higher expenditure growth, and the Commission’s
willingness to grant this request, is not typical of implementation of the rules so far. However,
the Commission’s endorsement of Germany’s plan has hardly caused a ripple: it was entirely
expected, perhaps because the Commission had signalled, even before Germany submitted
its MTFSP, that it would accommodate Germany’s plans for higher defence and investment
spending. So far, no member state appears to have protested, at least publicly.

It is possible that other EU countries tacitly agree with the Commission that Germany is
a special case, and that the German request for higher expenditure growth than provided
by the Commission’s reference path should be accommodated, even if it is not based on
“sound and data-driven arguments explaining the difference”. But it is also possible that other
countries will attempt to use the Commission’s accommodation of Germany as a precedent,
should they too decide to make request higher expenditure growth that is not fully backed
by economic arguments. This would undermine the credibility and the goals of the EU fiscal
framework.

14 See interview with Commissioner Valdis Dombrovskis: Werner Mussler, ‘EU-Regeln sollen deutsche Investitionen

nicht bremsen, Frankfurter Aligemeine Zeitung, 19 May 2025, https://www.faz.net/aktuell/wirtschaft/eu-regeln-

sollen-deutsche-investitionen-nicht-bremsen-110486652.html.
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The EU fiscal rules
are inappropriate
for countries with
somewhat higher
than 60 percent of
GDP debt but low
fiscal risks

5 Conclusion and policy recommendations

Germany has tried hard to reconcile its plans for increased spending on defence and
investment with the EU fiscal rules, both by basing its plan on overly optimistic growth

and inflation assumptions, and by proposing a large backloaded fiscal adjustment.
Notwithstanding the European Commission’s endorsement, we do not consider this attempt
to have been successful. But we do not blame Germany: as already argued by Steinbach and
Zettelmeyer (2025), and with greater rigour in this paper, it is impossible to use the extra
borrowing space Germany has given itself under its March 2025 constitutional amendment
while also meeting the constraints imposed by the EU’s fiscal rules.

Two conclusions can be drawn from this.

The first, implied by Deutsche Bundesbank (2025) and the Scientific Council of the
German Ministry of Finance (2025), is that Germany should not in fact use its borrowing
space under domestic rules, in the sense that it should put debt on a declining path sooner
rather than later, despite domestic rules allowing significantly higher debt on a sustained
basis. We disagree with this: by excessively constraining investment and defence spending,
this solution would likely be suboptimal for Germany and the EU'. Germany certainly should
adjust, primarily by reforming its unsustainable entitlement system. But reforms of this type
will not bend down the debt curve within the horizon required by the fiscal rules.

The second, favoured by us, is that use of the extra borrowing space may well be appropri-
ate if it is used for its designated purpose - to raise investment and defence spending. As
shown by Zettelmeyer (2025), utilising this space will not make Germany’s debt unsustaina-
ble. Rather, the problem is with the EU fiscal rules, which are inappropriate for countries with
somewhat higher than 60 percent of GDP debt but low fiscal risks. The rules should allow
such countries to borrow in order to invest, even if their debt exceeds 60 percent of GDP for a
prolonged period.

The most generous interpretation of the German MTFSP and its endorsement by the Euro-
pean Commission is that Germany and the Commission are behaving as if a better version
of the fiscal rules along the lines described were in place. However, if a better system were in
place, Germany would not have had to come up with overly optimistic growth assumption,
and it might have felt encouraged to present reform and adjustment plans that are more
realistic, even if they take longer. Allowing Germany to achieve its spending targets by endors-
ing growth assumptions that are clearly not justifiable will likely have a cost for the system,
as other countries may request the same treatment. Furthermore, as argued in section 4.1,
Germany’s proposed sharp expenditure reduction in the final years of its five-year plan is not
credible, and would not be desirable even if Germany manages to pull it off.

There are three main options to reform the EU’s fiscal rules to give more fiscal space to
low-risk countries while safeguarding public debt sustainability, in decreasing order of politi-
cal ambition:

1. Asimple (if coarse) way would be to raise the treaty debt reference value from 60 per-
cent to 90 percent of GDP, while keeping the fiscal requirements for countries not facing
excessive deficits unchanged (Regulation (EU) 2024/1263; Steinbach and Zettelmeyer
2025). Raising the debt reference value requires unanimity among EU countries to change
Protocol 12 to the Treaty on excessive deficits'¢, but this is simpler than changing a main
article of the Treaty.

15 We agree, however, that the new borrowing space should not be used to further raise social spending. Deutsche
Bundesbank (2025) argued forcefully that this is likely to happen under the new German plan. If this is true, it
would constitute an inappropriate use of the additional borrowing space created by the March 2025 constitutional

amendment.

16 See https://eur-lex.europa.eu/legal-content/EN/TXT/HTML/?uri=CELEX:12008M/PRO/12.
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2. Therules could be revised to allow countries with low fiscal risks and convincing invest-
ment plans a longer adjustment period than the present seven-year maximum. Pench
(2025) proposed that for countries with debt ratios between 60-90 percent of GDP, debt
reduction with high probability could be achieved by the end of the sustainability assess-
ment horizon (this adds ten more years). In addition, the definition of ‘unchanged policy’
that applies for the ten-year long post-adjustment period should be tweaked to allow for
the expiry of investment programmes. A complementary proposal (Darvas et al, 2024,
Annex 1) would exempt certain public investment plans from quantitative debt and deficit
reduction requirements, provided that the additional investment is consistent with debt
sustainability.

3. The debt sustainability analysis methodology could be refined, without any rule change.
For example, the current 70 percent threshold used to define ‘high probability’ of debt
reduction could be lowered for low-risk countries'”. The deterministic stress tests - which
assume identical shocks across all member states regardless of volatility - could either be
eliminated for low-risk countries or recalibrated to reflect country-specific volatility and
debt levels.

We recommend option 2: enabling countries with debt ratios between 60-90 percent to
implement public investment programmes. This would provide a coherent system that would
both ensure debt sustainability and allow more public investment. The main drawback is pro-
cedural: agreeing on the fiscal rules update (Regulation (EU) 2024/1263) took several years;
arevision could also require time and political effort. Nevertheless, lessons learned during
the first two years of the implementation of the new fiscal framework could facilitate quicker
agreement on these rather limited modifications.

Second best would be to raise the Treaty’s debt benchmark from 60 percent to 90 percent
of GDP. Changing a single figure in the Protocol could prove simpler than amending Regula-
tion (EU) 2024/1263. However, given that several EU countries have long failed to meet the 60
percent benchmark, raising it might risk persistent non-compliance, which could endanger
debt sustainability.

If neither of these options proves feasible, the third should be implemented by the Com-
mission, in consultation with EU countries and the European Parliament. Reducing the 70
percent probability requirement to 55 percent in the debt sustainability analysis would reduce
the German 2031 SPB goal by 0.4 percentage points of GDP - a noticeable reduction, though
not a game changer.

There may be little appetite for another reform of the rules, even narrowly defined. But
the Commission should prepare for such a reform before the next round of MTFSPs in 2028.
It will become clear that the current system cannot cope with the plans of countries such as
Germany when Germany’s fiscal balance and debt ratio start to diverge from the MTFSP’s
projections beyond what is explained by the allowance of the NEC for defence spending -
even if Germany sticks to its expenditure targets.

17 We thank Kevin Vella for this suggestion.
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Appendix

Figure 6: Security and infrastructure-adjusted primary surplus required under EU
rules under different economic assumptions (assumes NEC is granted)
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Source: see Figure 1. Note: Blue dashed line shows the difference between the structural primary balance implied by the expenditure

growth path proposed in the German MTFSP, after application of the NEC, and the minimum structural primary balance implied by the

German constitutional debt rule. As per equation (6), this difference can be written as spb(t) — [i(t)+0.3 — f(t) — s(t)], where f(t), s(t) and

i(t) refers to the extrabudgetary spending, security spending, and interest spending projected by the German government at time t, and
spb(t) refers to the SPB for time t associated with each scenario (see Figure 1). This can be rewritten as [spb(t) + f(t) + s(t)] — [i(t)+0.3].
The first term in square brackets is the non-security primary balance associated with spb(t}, represented by the black solid line in the

figure. The second term is the constitutional lower bound on Germany's non-security primary balance, represented by the red solid line in

the figure.
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