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Abstract

The necessary green transition in the EU requires substantial additional green public in-
vestment (GPI) by member countries throughout this decade and beyond. This briefing
paper discusses four approaches for a reform of EU fiscal rules to better accommodate
higher (debt-financed) GPI: first, an exemption clause for GPI; second, the implementa-
fion of a green golden rule; third, a country-specific benchmark share of government
expenditures dedicated to GPl recommended by the European Commission; and
fourth, an EU Climate Fund. We also discuss these options in relation fo the recent Com-
mission proposal from November 2022.
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Options to align the EU fiscal framework to
green public investment needs

1. Introduction and background?)

The European Green Deal (EGD) requires massive investment in the decarbonisation of Euro-
pean economies and societies. To achieve the EGD objectives, the European Commission
(2021) indicates additional necessary investments for the current decade of 520 billion € per
year (3.7% of 2019 GDP) compared to the previous decade: 390 billion annually fo decarbonise
the economy, and another 130 billion per year to achieve other environmental objectives of
the green transition.

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 national rather than the EU level and from
private investors (Claeys & Tagliapietra, 2020; European Commission, 2022a). Synthesising exist-
ing estimates, Darvas and Wolff (2021) arrive at a public-private ratio of 1:4 to 1:5 and estimate
an annual (pre-energy crisis) green public investment (GPI) level of 0.8% of EU GDP on average
for the EU for the current decade. Delgado-Téllez et al. (2022) estimate that on average, GPI
between 1% and 1.8% of EU GDP is required annually. Against this background, options for
reforms of the EU fiscal framework enabling the necessary GPI in Europe need to be explored.

2. Options to support GPI in the EU fiscal framework

2.1 The Commission proposal from November 2022

On November 9, 2022, the Commission (2022b) issued a “Communication on orientations for a
reform of the EU economic governance framework”. At the heart of the Commission’s com-
munication from November 2022 there are three main pillars (Becker et al., 2023). First, the
Commission suggests an expenditure rule: net primary expenditures (i.e., fotal expenditures ex-
cluding interest and unemployment payments as well as additional expenditure covered by
fax 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 sus-
tainability analysis. The second element are national medium-term fiscal-structural plans to be
submitted by Member States, detailing the measures to comply with the expenditure path.
Third, while the 60% of GDP debft criterion shall remain, however without concrete fime frames
when to reach it and as an indicative objective, the 3% of GDP deficit criterion shall be moni-
tored and sanctioned stricter in the future.

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

1) This research brief is based on Pekanov & Schratzenstaller (2023).
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complexity. 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. Fur-
thermore, MS would not be allowed to exceed the 3% deficit limit. GPI is not accounted for
separately in the Commission’s proposal, and the time frame of up to seven years may be too
limited in face of the substantial long-term GPI needs.

2.2 Options to support GPl in EU MS

We discuss four different options to amend or complement the current fiscal framework to bet-
ter address climate challenges and ensure the necessary GPI, also taking info account the
recent Commission proposal.

2.2.1 GPIl exemption clause in the SGP

The most straightforward approach would be to add a GPI definition to the existing investment
exemption clause of the Stability and Growth Pact (SGP) and thus enable short run deviations
from deficit targets and MTO, similar to the deviation allowed through the investment flexibility
clause or the structural reforms clause.

Pros:

e The GPIl exemption clause would be easy to implement even in the current EU fiscal
framework. It will help frontload GPI, especially if the temporary exemption can be
extended over a longer period of time.

e It would not require a legal change, but only an amendment within the flexibility
clause of the SGP to include also GPI as a separately defined term and the conditions
for activating and proving it.

e The process, conditions, recommendations, and the coordination can be embed-
ded easily info the European Semester.
Cons/potential problems:

e If the envisaged GPl 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 imple-
mented with a significant time lag due to the required evaluation and assessment
process for each project or investment amount.

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

e It would add further to the complexity of the fiscal rules. The three existing escape
clauses of the SGP have infroduced opacity and have led to uncertainty regarding
how binding fiscal rules are in reality.

e Exempftion clauses are short-term in nafure, applying under exceptional circum-
stances and for selected projects; they therefore are of limited use considering the
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longer-term substantial GPI needs of most MS, which will be the normal state in the
foreseeable future instead of exceptional short-term instances (Bénassy-Quéré, 2022).

o A GPIl exemption clause oriented at the design of existing exemption clauses would
be insufficient to enable the substantial GPI needs in most MS, as it allows only a max-
imum deviation of 0.5% of GDP inifially which is to be corrected in the following four
years.

Compared to the Commission’s proposal, a GPl exemption clause based on the current design
of exemption clauses would cover a shorter timeframe (four instead of seven years), would be
applicable under exceptional circumstances and allow a limited deviation of 0.5% of GDP only.

2.2.2 Introduction of a “green golden investment rule”

A golden rule for investment would allow deficit-financed public investment which will not be
counted for deficit and debt statistics. A more targeted green golden rule could focus on GPI
only.

Pros:

e A green golden rule would incentivise Member States to tfransform large parts of their
expenditures fowards GPI.

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

o It will also protect GPI during cyclical downturns when public investments are easier
fo 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:

e A green golden rule may require changes towards the Fiscal Compact and the ex-
penditure benchmark, which is part of the Six-pack reform.

e It would increase the complexity and administrative burden both from an evaluation
and monitoring standpoint.

e |t could create inefficient shifts away from green expenditure which has an investment
character but is not counted as green investment (e.g., 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. Moreover,
the green golden rule is a permanent provision, thus better accommodating for the existing
long-term GPI needs. In principle, it could be integrated in the reform of the fiscal framework
as proposed by the Commission.
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2.2.3 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 (e.g.,
a certain percentage of overall government public investment/expenditure). This benchmark
share would be based on an estimated country-specific green investment gap. Given this far-
get share of GPI, MS could qualify relevant expenditures for being exempted from the deficit
rules.

Pros:

e Legally a benchmark share for GPI would be easy to infroduce within the European
Semester, by enriching it with GPI goals and adequate indicators.?)

Cons/potential problem:s:

e Achieving the goal of mobilising significant GPIin MS will be very much dependent on
the implementation of the GPI benchmark share. If it isimplemented 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). On the other hand, an enforcement based on sanctions
appears politically unrealistic.

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 me-
dium-term fiscal-structural plans submitted by MS could foresee a pre-determined share of GPI
in their public investment.

2.2.4 An EU Climate Fund

Another option would be to establish an EU Climate Fund (CF) taking up debt on capital mar-
kets and offering loans at favourable interest rates to MS fo finance GPI.3) 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:

e 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.

e It could be used to finance strategically important cross-border GPI projects, particu-
larly in the areas of railway and energy supply infrastructure, which are underfunded
based on purely national decision-making and budgets. By collectivising GPl accord-
ingly, the CF would strengthen the EU Single Market (European Commission, 2022c).

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

3) The cornerstones of an EU CF sketched here are inspired by the proposal by Garicano (2022) who suggests intro-
ducing a European Climate Investment Facility. See also the recent proposal launched by the IMF (Arnold et al., 2022)
for a debt-financed EU Climate Investment Fund which, however, should grant transfers to MS to fund GPI.
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¢ It would incentivise debft financed GPI particularly in those MS confronted with rela-
tively high interest rates.

e It could make use of already existing EU and national RRF implementation structures.
e It would avoid making EU fiscal rules even more complex (Bénassy-Quéré, 2022).

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

Cons:

e An EU CFwould be rather unattractive for those MS enjoying favourable interest rates
for their national debf.

Although the recent Commission proposal explicitly aims at increasing the leeway for public
investment, the CF could act as a complement to further widen the space for national GPI. It
would thus account for the fact that the investment gap probably is biggest regarding green
investment, which, however, is not explicitly acknowledged and considered in the Commis-
sion's proposal. In addition, it would support cross-border GPI, which is completely neglected
in the Commission’s proposal.

2.2.5 Summary of options to further GPI in the EU fiscal framework

Table 1 summairises the four options fo further GPI in the EU fiscal framework and evaluates
them based on several criteria and along several dimensions. Also their relation to the recent
Commission proposal is briefly addressed.

Table 1: Summary evaluation of options for amending the current fiscal framework to better
accommodate for GPI

Ensures the necessary Complexity and Legal/institutional
investment administrative burden changes needed Further comments

Proposal Options for a GPI-friendly fiscal rules framework
Golden Rule Incentivises MS to make  Significant increase Changes to the Would create larger leeway
for GPI the maximum amount of  in complexity and Fiscal Compact/Six- for GPI than the

GPI possible. administrative pack Reform Commission proposal.

Allows longer-term and burden Could be integrated in the

more substantial deviation Commission proposal

from deficit targets
Exemption Clause Enables, but does not Medium increase in New Would create considerably
for GPI ensure Member States will complexity and Communication on narrower leeway for GPI

make sufficient GPI. administrative burden the flexibility clause than the Commission

Allows only limited and amendment fo proposal

temporary deviation from the Code of

deficit targets Conduct of the SGP
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Table 1: Summary evaluation of options for amending the current fiscal framework to better
accommodate for GPI (continued)

Ensures the necessary Complexity and Legal/institutional
investment administrative burden changes needed Further comments

Proposal Options for a GPI-friendly fiscal rules framework

(Binding) share of Incentivises GPI, but Medium increase in Changes to the Low political feasibility (if

GPlas a risks non-compliance complexity and European Semester  binding) or low

percentage of administrative burden compliance

current expenditure (if only with a
recommendatory
character).

Could be easily integrated
in the expenditure path
proposed by the
Commission: alternatively,
binding GPI shares in
national fiscal-structural
plans could be foreseen

EU Climate Fund Incentivises particularly  Neutral with regard to New legal proposal  Incentives differ across MS

MS facing high interest  the EU fiscal frame- New Communication depending on country-
rates work on counting CF GPI  specific interest rates for
to make debt financed fowards fiscal rules. public debf.

GPI Incentivises cross- Changes to the Could actas a

border GPI European Semester ~ complement to the EU

proposal to particularly
support (cross-border) GPI.

Source: own.

2.3 Chadllenges and risks

Even though all four proposals for amending the fiscal rules sketched above have benefits in
terms of enabling more GPI, they also are associated with various challenges and risks.

A first issue is the definition of GPI. The EU Taxonomy for sustainable activities, which presents
itself as a useful basis for such a definition, is contentious in some aspects.

A second challenge is to design the reform in a way that it minimises additional complexity and
administrative burden, as the current design of the SGP with all its amendments has already
been criticised for being too long, complex, and non-transparent.

Third, monitoring and reporting will therefore be a crucial part of an efficient implementation
of any of the above approaches to facilitate GPlin EU MS.

A fourth, related challenge revolves around the measurement of the green (public) investment
gap (Bertfram et al., 2022), which is important to determine MS specific green (public) invest-
ment needs as well as to measure progress in the implementation of the respective investment
plans and the related green provisions in the reformed EU fiscal framework.

Fifth, it will be important to avoid short-sightedness, as GPI inevitably involves long-term plan-
ning and multiannual projects. Therefore, instead of setting up rules, targets, or exemptions on
an annual basis, these should be guided through multiannual plans, similar to the MTO embed-
ded in the SGP.
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Sixth, a certain risk is associated with the interest rate environment. Depending on currently
highly insecure future political and economic developments, debt-financed GPI may incur
considerable future costs for public budgets and may thus be problematic from the perspec-
five of fiscal sustainability, should the most recent trend of increasing long-term interest rates
continue. This trend could be aggravated by a significant increase in green investment and by
climate change itself, which may raise the real equiliorium interest rate (Darvas & Wolff, 2021).

3. Conclusions

From the perspective of the ever-increasing urgency to advance the green transition, targeted
reforms in the EU fiscal framework to increase the space for GPI very generally are preferable
to a general relaxation of the stringency of EU fiscal rules, as the lafter would not provide in-
centives to raise GPI (Darvas & Wolff, 2021). Such a targeted flexibilisation of the EU fiscal frame-
work will be particularly important during the current decade: on the one hand, the stepped-
up EU climate goals require massive GPIin all EU MS by 2030 and beyond. On the other hand,
the deterioration of public budgets due to the ongoing multiple crises bear the danger that
public investment in general and GPI in particular fall victim again to the fiscal consolidation
efforts to be expected for the near future, aggravated by the recent increase in interest rates.
At the same fime, targeted approaches to further GPl appear less prone for loopholes com-
pared to a general relaxation of EU fiscal rules. Moreover, considering the uncertain growth
effects of GPI (Darvas & Wolff, 2021; Victor, 2022; Pisani-Ferry, 2021) and the possibly changing
interest rate environment, targeted approaches appear more advisable from the perspective
of debt sustainability.
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