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Don’t Raise the Eurozone’s Public-Debt Limit

In February 2020, the European Commission announced that it 
would present a plan for reforming the eurozone’s economic gov-
ernance, including the rules for public debt. After a lengthy post-
ponement due to the Covid-19 pandemic, the project is now back on 
the table, amid widespread calls to give governments more leeway, 
for example to finance climate protection spending. But, in view 
of the already high levels of national debt and rising inflation, this 
is the wrong way to go. Fiscal policy coordination should instead 
focus on reallocating public expenditure and thus on increasing its 
quality rather than its quantity.

Old Rules – New Conditions

Any reform of the eurozone’s fiscal rules must start by considering 
the worsening economic conditions in Europe in recent years. The 
pandemic caused public debt to rise to more than 150% of GDP in 
Italy and 185% of GDP in Greece. When the debt of the Next Gener-
ation EU pandemic bailout fund is included, the ratio rises to 155% 
for Italy and 190% for Greece.

Moreover, rising energy prices and the Ukraine war are delaying 
the recovery and further straining Europe’s public finances. Many 
countries are taking measures to help vulnerable citizens cope 
with rising energy costs and are increasing defense expenditure. 
Germany, for example, recently decided to spend an additional 
EUR 100 billion ($107 billion) on armaments, financed entirely by 
new public debt.

In addition, annual eurozone inflation rose to a record 8.1% in 
May, largely because of surging energy and food prices. Core infla-
tion, which excludes these prices, is now nearly 4%. The European 
Central Bank has therefore decided to end its extremely expan-
sionary monetary policy in the summer and to start raising interest 
rates. Interest rates in the financial markets have been rising since 
the beginning of the year.

How sustainable are current reform proposals?

Given this background, how should Europe’s fiscal rules be 
reformed? Public debate focuses on the ceilings of 3% of GDP for 
a country’s current budget deficit and 60% of GDP for its public 
debt. One popular idea is to raise the public-debt limit to 90% or 
100% of GDP on the grounds that many eurozone countries have 
no realistic chance of reducing their debt to 60% of GDP in the 
foreseeable future.

Other proposals would exempt climate-related public invest-
ment or spending from the cap on budget deficits. More generally, 
critics argue that the rules are too inflexible because they fail to 
account adequately for the situation of individual member states 
and the purposes for which debt is used.

But the debt and budget-deficit ceilings have long had only 
symbolic significance for the monitoring and coordination of mac-
roeconomic policy in the eurozone. At the core of Europe’s eco-
nomic governance are the negotiations within the framework of 
the “European Semester.” Member states regularly report on their 
economic-policy plans, and the Commission then makes coun-
try-specific recommendations.

Weaknesses of the Current Rules 

While the current rules are not too rigid, they have two other weak-
nesses. First, the process of fiscal surveillance based on them has 
become so complex that the public no longer understands it. Con-
sequently, there is little public pressure on national governments 
to comply.

Second, decision-making power regarding economic policy 
and public debt ultimately lies with national governments and par-
liaments. The Commission’s most recent implementation report, 
from the pre-crisis year of 2019, showed only a minority of eurozone 
countries complying with its recommendations.

Yet, despite the shortcomings of Europe’s public-debt rules, 
abolishing them altogether would mean throwing out the baby 
with the bathwater. The rules remain a useful point of reference 
for the discussion and coordination of national policies. Scrapping 
them would encourage governments to pay even less attention to 
fiscal sustainability and pan-European considerations in taxing 
and spending decisions.

Three Reasons Against New Debt

It will not be easy for eurozone member states to reach a consen-
sus on the basic direction of fiscal policy in the coming years. But 
several factors argue against expanding governments’ scope to 
issue debt in order to address challenges such as climate change, 
digitalization, and the Ukraine war.

First, rising inflation shows that fiscal policymakers – in con-
trast to a few years ago – can no longer rely on abundant production 
capacity to support higher government spending. Today’s sig-
nificant supply constraints mean that increased public ex- 
penditure crowds out private spending to a greater extent than 
before and thus contributes much less to economic growth.

Second, the era of loose monetary policy is over for now. Infla-
tion is currently rising even faster than nominal interest rates. But 
if central banks are serious about fighting inflation, they will have 
to raise real interest rates significantly. This will make government 
debt more expensive. The focus on reducing inflation also means 
that central banks have fewer opportunities to prop up highly 
indebted countries through government bond purchases. Con-
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vincing private investors that public debt will remain under control 
is thus becoming more important again.

Third, issuing additional debt in order to finance green invest-
ments would be more acceptable if these investments led to higher 
tax revenues in the future. But many such projects – like providing 
public buildings with new heating systems that run on electricity 
instead of oil, phasing out internal-combustion-engine cars and 
trucks in favor of electric vehicles, and replacing coal-fired power 
plants with wind turbines – substitute existing capital. These are 
important expenditures that help to mitigate climate change, but, 
because they do not generate additional economic growth and 
tax revenues, they should not be permanently financed by debt.

Set New Priorities, Pay Attention to Sustainability of Budget

The central task of eurozone fiscal policy is to restructure 
expenditure by reducing or at least freezing public spending that 
may be useful but is not essential. The structure and thus the 
quality of public finances is already a relevant criterion in the con-
text of fiscal policy coordination and should be given much greater 
weight. The eurozone’s forthcoming economic governance reform 
should not aim to change the fiscal rules, but rather the way 
governments manage them.
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