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Abstract 

A special treatment for certain types of investments, such as green 
investments, in the European fiscal framework may be justified on 
the ground that there are priority objectives such as the future 
health of the planet. An “investment clause”, less restrictive than 
the existing one, can be envisaged for projects that are co-financed, 
financed or guaranteed by the European Union or by European 
Union Institutions, such as the European Investment Bank.     
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EXECUTIVE SUMMARY 
A special treatment for certain types of national budget expenditures, such as “green investments”, in 
the European fiscal framework may be justified on the ground that there are priority objectives such as 
the future health of the planet.  

However, there is a trade-off between policy objectives: debt sustainability on one hand and energy 
transition (or other public goods that may be provided by public investment) on the other. How does 
one choose among conflicting objectives? The answer is not easy since both global warming and 
financial crisis are major preoccupations. Global warming is an existential threat for the planet in the 
long run. A financial crisis, especially in a large eurozone country, would be an existential threat for the 
country involved and for the entire Monetary Union. In addition, there are interlinkages between the 
two objectives; in particular, should a financial crisis occur, governments, at least for some time, would 
have other priorities than the health of the planet. 

Considering this trade off, we must make a distinction between two approaches to the issue of the 
special treatment of investments. Both approaches are usually labelled as “golden rule” of investment, 
but they are quite different. Simplifying somewhat, one approach aims at avoiding that the existing 
constraints have the unintended consequence of squeezing out public investment. Those who support 
this approach do not want to relax the overall budget constraint, but only aim at avoiding that 
investment be squeezed out by current spending. So, the basic aim of this approach is not that of 
changing the existing rules concerning the overall budget, but only to change the composition of 
expenditures between the current expenditure and the investment component. The implication of this 
approach is that rules concerning other expenditures must become more stringent.   

The other approach aims at relaxing the overall government budget constraint. This approach has very 
different implications for the evolution of the public debt and other key variables in the economy 
because it implies that countries are more likely to incur into financial difficulties.     

Overall, an “investment clause”, prudent and financially responsible, but less restrictive than the 
existing one, can be envisaged. It could be applied for projects that are co-financed, financed or 
guaranteed by the European Union or by some of its institutions, such as the European Investment 
Bank.     
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INTRODUCTION  
The upheavals in the global geopolitical situation, notably the challenges linked to securing European 
energy supply, while continuing the fight against global warming, have, among other developments, 
raised policymakers’ attention to the role of public investments and how they should be treated in the 
EU economic governance framework, also following the introduction of the Recovery and Resilience 
Facility. 

The role of public investments will undoubtedly be an important element in the debate on the reform 
of the EU economic governance framework, recently relaunched by the Commission.  

Against this background this policy brief outlines the arguments in favour of or against some special 
treatment of investments in the EU fiscal framework – often labelled as the “golden rule”- taking the 
role and interlinkages between national and supranational investment programmes into account.  

The paper builds on work done by Carlo Cottarelli (2020), who wrote on a similar topic in 2017 on 
request of the ECON Committee of the European Parliament. The fundamental conclusion of that paper 
was that there is a trade-off between fiscal prudence and the fight against climate change on which 
economist do not have much to say, because the choice is highly political.  

To be sure, this is not to say that our rich societies cannot achieve both objectives (fiscal sustainability 
and avoiding excessive climate change). We can and must achieve both objectives. Indeed, the entire 
Next Generation EU plan is postulated on the assumption that we can implement the actions that are 
necessary for ecological transformation and at the same time maintain public debts within the 
boundaries of sustainability. To achieve both goals, our societies and our governments must make 
difficult choices and determine what the real priorities are.  

So, the question that is discussed in this paper (as well as in Cottarelli’s paper) has a narrower focus 
than it may look at first glance. The issue arises because some economists as well as officials argue that 
achieving both goals is quite difficult unless there is a special treatment for green investments. The 
same argument is often applied to other types of investments, such as those aiming at securing energy 
security, strategic autonomy in some critical sectors such as semiconductors, as well as investments in 
health (to avoid the repetition of the covid-19 tragedy) or education (often considered as the most 
important “investment” for future growth and prosperity). Often it is proposed to give a special 
treatment also to other types of expenditures (for instance in health, education, domestic and foreign 
security) which are not classified as investments, but as current spending, according to the Eurostat 
classifications.  

In this paper, we summarize the key result of Cottarelli’s paper, skipping proofs and methodological 
issues. We then try to provide some clue on the political trade-off that was mentioned above. We will 
also discuss how the proposals that are outlined here would fit into the recent communication of the 
European Commission for a reform of the EU economic governance framework1.  

The issues at stake  
The discussion on whether “there should be a special treatment for investment” arise from two facts. 
The first one is that in the aftermath of the Great Financial Crisis in 2008-2009 and the following 
European Sovereign Debt Crisis public investment spending has been squeezed quite considerably, 
especially in the so-called peripheral countries. The second one is that there is a strong demand for 

                                                             
1  European Commission (2022).     
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public investment in relation to many public policy objectives that have come to the forefront in the 
last few years: implementation of  the two transitions (ecological and digital) of the Next Generation 
EU plan, strategic autonomy of Europe, energy security, health (in order to prevent possible future 
pandemics) and, last but not least, defence spending in light of the new geopolitical challenges.  

The reason why there is a discussion is that most analysts do not believe that public investment can be 
allowed to grow to any large number without endangering financial stability. The latter is an important 
policy objective because financial crisis can be highly destabilizing and can cause very large suffering 
to the population, as the case of Greece clearly shows. Financial crisis can also become an existential 
problem for the European Economic and Monetary Union.  

1. THE INVESTMENT SQUEEZE  
As can be seen from Figure 1, in the EU the ratio of gross capital expenditure to GDP fell continuously 
from a peak of 3.7% in 2009 to 2.8% in 2017.  

Source: Eurostat.  

The problem has been particularly serious in the countries that were further hit by the sovereign debt 
crisis: Italy, Greece, Spain, Ireland, and Portugal (Fig 2). In Greece investment spending fell dramatically 
from 5.7% of GDP in 2010 to 2.5% in 2011. It then recovered somewhat, but always remained between 
1 and 2 percentage points below the average level of the first decade of the century.  
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Figure 2: General government: gross capital expenditure, selected countries 

 
Source: Eurostat.  

In Portugal, it fell from a peak of 5.3% in 2010 to 1.5% in 2016 and never recovered. A similar pattern 
can be seen in Italy and Spain. Still today in many European countries investment is considerably below 
the level that was considered normal before the GFC. The result of this compression of investment 
spending is lack of innovation and lack of maintenance of existing infrastructures.  

1.1. The demand for public investment 
Our societies seem to demand much higher levels of public investment than in the past. Although in 
the public debate, the distinction between investment and current expenditures is not always clear, 
the demand for more investment stems from the idea that key challenges ahead cannot be faced by 
markets alone. This conviction regards such issues as: climate change, the digital transition, energy 
security, strategic autonomy, health (to face possible future pandemics) and defence (given 
geopolitical developments both in Europe and in the Far East).      

Of all these issues, the most compelling is probably climate change.  Our societies are now aware about 
the disaster scenarios that can happens with global warming. The scenarios depicted by the IPCC are 
well known and, indeed, must be taken seriously. Many cities may go under sea level, many areas of 
the globe which have been fertile for thousand years may be become deserts, extreme events, such as 
hurricanes, will happen more frequently and can hit areas that were so far protected from such events2. 
No reasonable person can believe that climate change is much less harmful than- say- a war: thousands 
and perhaps millions human lives are at stake.  

Also, the demand for more spending on health is quite compelling because of aging, technological 
progress, and the fact that in a globalized world a pandemic may easily spread everywhere. And in any 
case, in our rich societies people do not accept that the public authorities omit any spending that may 
eventually prove to save human lives.  

Following the Russian invasion of Ukraine, there are little doubts that energy security, defence 
spending and strategic autonomy are important issues.  The problems are compounded by the fact 
that our transatlantic partnership is not always as strong  as it was in the past: protectionist tendencies 

                                                             
2  IPCC (2022). 
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are becoming stronger on both sides of the Atlantic and are creating a demand for public intervention 
to protect the domestic industry.  

Finally the digital transition, that unquestionably requires considerable public investments, is seen as 
a necessary step in order to revitalize productivity and improve prosperity  after many years of rather 
anaemic economic growth. In turn, without more economic growth it seems quite difficult to achieve 
the objectives mentioned above.  

1.2. The case for a fiscal prudence 
Against this background, it should be recalled that a high public debt is a serious problem for a country 
and may turn out an existential problem for the European Economic and Monetary Union.   

According to some economists a financial crisis is not a drama. It can be faced with a mix of 
instruments such as debt restructuring, foreign loans and improved fiscal rectitude.3. The Greek crisis 
shows that this is not always the case and sometimes the consequences on the population are quite 
dramatic.  In addition, the appropriate policy responses need to be considered in the context of a 
monetary union. 

To have an idea of the of the problem it should be recalled that the Greek drama unfolded in spite of 
the fact that from 2010, when Greece first lost access to the financial markets, to 2018, foreign countries 
purchased - directly or through the IMF or the ESM-  all the bonds that Greece issued both to refinance 
maturing debt and to finance new borrowing requirements. Total disbursements amounted to 288.7 
billion euros, most of which came from other European countries. It should also be added that most 
loans received by Greece from other European countries are very long term so that the average 
maturity of the Greek debt has risen to about 20 years. Disbursements of this size and for such long 
maturity are unprecedented and are far larger than the so called jumbo loan that the IMF issued to 
Argentina in 2018, the largest the IMF ever made, which today amounts to the equivalent of about 40 
billion euros. In spite of this, the population suffered from the fact that Greek authorities had no choice 
but to cut spending in order to reduce the deficit and the debt  whose true and huge size was revealed 
to the markets and to the European Commission in 2010. It is now a widely held belief that the suffering 
of the population has been extraordinary, although this fact rarely induces commentators in lending 
countries to conclude that their governments should have been more generous.   

However, even the Greek crisis does not tell the whole story about what could happen if a similar crisis 
were to hit a country such as Italy or Spain. What is the difference? One obvious difference is the size of 
the country. The size of Italy’s economy is about ten times that of Greece. This means that for 
international institutions such as the European Union or the IMF rescuing Italy is much more costly than 
rescuing Greece. Italy, and also Spain  are too large to fail, but also too large to be rescued.  

In the last few years Italy has issued bonds for something between 4 and 500 hundred billion euros 
every year. This is the amount that Italy would have to borrow abroad every year if it lost access to the 
markets; if the crisis were to last several years, as it did in Greece, ceteris paribus, after 5 years Italy 
would need something in the order of 2 trillion euros. To understand how large this number is, consider 
that the total amount of IMF loans outstanding today is 108 billion SDR which corresponds to 139 
billion euros. It is not clear who in the world could afford to disburse such huge amounts. Even China 
would have to use up some two thirds of its huge foreign exchange reserves, which amount to about 

                                                             
3 See, for instance, Stiglitz-Guzman (2015).  
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3 trillion dollars; and the disinvestment that is necessary to free such gigantic amount of money is likely 
to create tectonic movements in the international financial system.  

Size is not the only difference between the case of Greece and that of Italy or Spain. The other important 
difference is that Italy and Spain have well developed domestic financial markets, in which resident 
invest their money directly or through investment funds. The debt held by residents was 30% of the 
total in Greece, while it is 70% in Italy. In addition in Greece, most of the public debt held by domestic 
residents was held by banks. When Greece declared default on its debt, in 2012, the local banks were 
immediately rescued through foreign loans4. No country can afford to let large numbers of depositors 
go bust. As to the foreign banks, there is much debate about their role and why they gave so much 
easy money to Greece in the previous years; and there is an issue of whether they should have been 
penalized more than they actually were. However, from the point of view of this paper, the only thing 
that matters is that defaulting on debt held by foreigners is much less painful for a country than 
defaulting on debt held by residents 5. Indeed almost all cases of defaults since WWII have occurred in 
countries whose debt was held by foreigners. The most well-known case is that of Mexico in 1982, 
which concerned almost exclusively US banks; nonetheless, even that crisis had tremendous 
consequences for the populations since it led so the so called lost decade for Mexico -as well as for 
other Latin America countries- and was only resolved at the end of the 1980s with the “voluntary” debt 
reduction schemes predicated by the Brady Plan.  

There are also different economic consequences, because, when the debt is large and widely held by 
the population, and a country is obliged to restructure, there will be detrimental effects on domestic 
demand through: wealth effects on consumption, because restructuring is a tax on wealth; 
reputational effects that may prevent private companies to access markets for quite some time given 
that corporate ratings are linked to sovereign ratings and both would be at junk level; and a credit 
crunch, since bank capital would be eroded by the losses on government bonds.  

Some economist have argued in favour of a small restructuring for a country that is obliged to ask for 
foreign aid6. While this may be justified on moral ground (residents, especially wealthy ones who are 
more likely to own the debt, should contribute to the safety of the nation), the economics of the 
argument is not convincing 7. A small restructuring will cause the markets to expect a bigger one, and 
capital flight will be huge. In turn, this means that the restructuring makes sense only if it is large, in the 
sense that it is a definitive and credible solution to the problem of the debt. This means that a debt of 
-say - 150% of GDP would need a very sizeable  cut. This move is bound to cause a major recession, 
through the three channels mentioned above. In addition, the restructuring would have to be 
accompanied by very tight budgetary policy both to minimize the need to tap the markets the next 
day and to regain credibility. These actions would aggravate the fall in domestic demand. ESM and IMF 
resources can smooth the transition and allow a country to continue running a small deficit for some 
time, but at the end of the transition, after 3 or 4 years, the country must be able to regain access to the 
markets, which in any case requires that the budget be brought in equilibrium (which essentially means 
balanced budget).  

In the end it is the markets that decide whether a country can afford to run a deficit in order to finance 
green investments or other types of investments.    

                                                             
4 See European Commission (2020), Kaplanoglou-Rapanos (2011), Moretti, et al. (2019), Triantopoulos-Chymis (2017). 
5  On this point see Lippi-Schivardi (2014).  
6 Bénassy-Quéré et al. (2018).  
7 On this point see Papademos (2011).  
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The key conclusion of this section, perhaps an obvious one for many readers, is that a sovereign debt 
crisis in a large EU country would be a very serious matter indeed. And one that would make it almost 
impossible for a government to prioritize the green transition, the improvement of the health system 
or other objectives that are deemed beneficial by society.   

1.3. A threat for Monetary Union 
In a monetary union, fiscal rules are usually deemed necessary for several reasons, the most important 
having to do with contagion effects and moral hazard. The line of reasoning runs as follows:  

• A financial crisis in one country is very likely to affect other countries. In the extreme case of a 
default of a large sovereign, there would be major negative effects throughout the union, 
ultimately leading to a redenomination risk  (or “euro exit”, as it was called in many 
countries).  

• To avoid such outcomes or to minimize their effects, in principle, there are only two ways. One 
is monetary financing by the central bank, which (besides being forbidden by the Treaty), 
would mean that the problem of one country would cause inflation throughout the union, or, 
in any case, a path of monetary policy which is not warranted by the conditions of the rest of 
the union. The other way is to use fiscal policy, as was done in the case of Greece. In this case, 
the taxpayers of the rest of the Union would bear the cost of a crisis caused by the default of  a 
single country. 

• The key point is that it would be very difficult for the rest of the union to do nothing and let a 
country (large or small, as it may be) go bust. To be sure Art. 125 of the Treaty is usually 
interpreted as ruling out bail outs8. In spite of this article, in all cases in which there has been a 
serious financial crisis, either the Union or MSs or both have made highly concessional loans to 
bail out the country: this has been the case not only for Greece, but also for Ireland, Portugal, 
Spain and Cyprus.  

• The fact that there is a common interest in bailing out a country implies that there can be moral 
hazard problems. A country may run its fiscal policy in a manner that is not prudent because it 
counts on other countries coming to rescue. There is little question that this is a relevant risk. 
And this risk fully justifies having some system of fiscal rules in a monetary union.  

There are other reason that are usually cited. One has to do with the spill-over effects of fiscal policy in 
normal times, although this argument would warrant much more central coordination that just limits 
to deficits and debts. Another argument, that was used in the Delors Report, is that usually markets 
react too late and too strongly. So one may have a relatively long period of calm, even if the fiscal 
situation is gradually deteriorating, which is followed by abrupt capital flights.9 Hence, the rules should 
help a country avoid delaying adjustment and having to face an abrupt deterioration in market 
sentiments.  

 

 

 

                                                             
8  This article states that “The Union shall not be liable for or assume the commitments of central governments, regional, local or other 

public authorities… A Member State shall not be liable for or assume the commitments of central governments, regional, local or other 
public authorities, …”. 

9 See Delors Report (1989), Codogno-Galli (2022).  
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2. IS THERE REALLY A TRADE OFF?   
Most proponents of the golden rule usually argue that investment should have a special treatment 
because it has different implications for the budget than current spending. Here is where we want to 
rely on Cottarelli (2020) because we agree with his well calibrated statements. The essence of the 
message is that there is no empirical evidence that investment expenditures are better than other 
expenditures from the point of view of their effects on the budget. Note that investment expenditures 
may or may not have better effects on other variables of interest, such as people’s mobility or 
competitiveness, but the question here is whether they have a better effect on the budget. 

The key issue is whether an increase in public debt caused by investment implies a lower increase in 
rollover risks than an increase in public debt due to other reasons.  

2.1. Rollover risks  
One of the arguments made for excluding public investment from the deficit definition runs as follows: 
public investment involves the accumulation of an asset by the government and so spending for 
investing does not cause a decline in the government’s net worth, or an increase in net debt. However 
Cottarelli argues - and we agree - that this view lacks empirical validation. The basic point is that 
empirical models of the probability of roll over crises typically include as independent variables gross 
public debt and the total deficit, not net public debt or the current deficit 10. This means that the risk of 
a crisis is related to the total amount of gross debt in circulation and that needs to be rolled over, not 
to the net worth of the government. This perhaps explains why fiscal rules around the world, including 
in the EU, are typically defined in terms of total deficit and gross public debt, rather than on their 
counterparts net of investment spending, with only very few exceptions.  

The reason behind these empirical results is probably that most government assets have a very low 
rate of return, very often equal to zero. The government may invest in a highway or a bridge on which 
it collects a toll tax: in this case the asset has a positive return. But most public investment concern 
public goods (such as schools, hospitals, city streets, public lights, public housing etc.) which have a 
low or zero return. Of course, all these public goods may be very useful for the prosperity of the 
population of the country concerned, but they do not help the government balance its books, which 
is the only concern of the savers/investors who have purchased the debt11.  

Still following Cottarelli, some econometric models of roll over risks include the economy’s GDP growth 
rate; so, one could argue that public investment, by raising the long-term GDP growth rate, is captured 
in this way. However, in these specifications, it is the short-run GDP growth rate that enters in these 
specifications and, thus, measures, at most, the short-term impact of a deficit increase through 
Keynesian aggregate demand effects.  There does not seem to be the supply side effect of investment 
on potential GDP growth  that is typically expected by proponents of various varieties of golden rules.   

It may be the case that past research on the determinants of roll over crises did not focus enough on 
the difference between gross debt and net debt or on whether debt was accumulated to finance 
current or investment expenditures. Yet, the fact remains that, at present, there is essentially no 
empirical evidence supporting the view that, for a given amount of gross public debt, the risk of a roll 

                                                             
10 See, for example, Bassanetti, Cottarelli and Presbitero (2019), Manasse, Roubini and Schimmelpfennig (2003), Reinhart, Rogoff and 

Savastano (2003), Manasse and Roubini (2009), and Ghosh et al. (2012). 
11 This argument should not be confused with the issue of whether excessive fiscal consolidation may have lasting effects because the latter 

issue concern total spending, not just investment. See De Long-Summers (2012), Fatas-Summers (2016), Larch et al. (2022).  Nor should it 
be confused with the argument of whether austerity is good a bad, see Alesina et al. (2019).  
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over crisis is reduced by the fact that public debt was accumulated as a result of public investment or 
other expenditures.   

A somewhat different question arises in relation to green public investment, not all investments. To the 
extent to which public green investment is, almost by definition, necessary to avoid an economic 
collapse during the next decades, one could expect that the detrimental effect to potential growth 
arising from additional gross debt necessary to finance it, and the related distortionary taxation and 
crowding out effects, could be partly offset12. However, one would also have to argue that detrimental 
channels through which higher gross debt may negatively affect the long-term growth rate of the 
economy would not operate if public debt were issued to finance green public investment. 
Distortionary taxes would not have to be raised to service higher interest payments, because of the 
expected higher revenues compared with a scenario of environmental degradation that would emerge 
if green public investment were not undertaken. There would have to be no crowding out in spite of 
the higher gross debt and borrowing requirement of the government. And, most importantly, there 
would have to be no higher roll over risks as a result of higher gross public debt.  

While all this may be argued, the bottom line is that, once again, there is at present no empirical 
evidence that gross public debt is less harmful to potential growth when it is originated by public 
investment or green public investment. And all empirical studies available in this area focus on gross 
public debt per se.  

In conclusion, there is in principle a theoretical case for excluding green public investment and its 
cumulative stock from ceilings, respectively, on public deficits and debt. However, there is at present 
virtually no empirical evidence showing that the costs associated with high public deficits and debt are 
lower when those that originate from public investment and, more specifically, from green public 
investment. This applies to both the costs in terms of rollover risk and the costs in terms of long-term 
potential GDP growth. This said, it is possible that the lack of empirical results is due to the fact that not 
enough attention has been paid to this issue.  

It may also be due to the fact that in the public debate, and to some extent also among scholars, there 
is some confusion about what is meant by investment.  

2.2. What do we really mean by investment? 
The term investment is often used in a non-technical sense to include many items that in the national 
accounts are labelled as current expenditure. The most obvious example occurs when talking about 
“investing in human capital as the top priority in our society”. Such investment may involve some 
expenditure’s that are technically considered as capital expenditures, but mostly involve current 
spending in form of teachers’ and researchers’ salaries or materials for laboratories that are not labelled 
as investment because they are supposed not to have a life span longer than one year. Human capital 
also involves the health sector much of which depends on current expenditures items, such as doctor 
salaries, medicines and materials for laboratories which are not considered as capital expenditure. The 
confusion between the technical and non-technical notion of investment is quite damaging since 
everyone, especially every politician, can claim that the thing he wants, or his electorate wants, is 

                                                             
12  The IMF has done much work on the detrimental effects of climate change on growth. See, for instance, Carton and  Natal (2022).  
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precisely the type of investment spending that should be excluded from the rules. Recently, in some 
countries, spending for domestic security or for border controls have been labelled as investment13.  

Note that also a considerable part of the spending that is necessary for the green transition falls under 
the category of current, not investment spending. For instance, teaching individuals and companies 
how to correctly recycle waste is very important and is certainly an item of current expenditure.  Also 
much of the defence spending falls under the category of current spending. (ammunitions, training of 
troops, etc.).  

Aside from the definitional confusion, the point is that there many current spending items that are very 
important for the potential growth of the economy. And very often these items are more important 
than investments.  For future growth, it is not obvious that it is less important to be able to attract good 
teachers in schools or researchers in universities than to build yet another road that carries very little 
traffic. The same is true for the fight against climate change or defence.  

Perhaps these are the reasons why researchers have not been able to find a special effect of investment 
on the budget through potential growth.  

Perhaps more research is needed. But the fact is that so far the evidence does not support this 
hypothesis.    

And, in any case, market analysts and rating agencies do not seem to pay much attention to whether a 
high public debt was originated from public investment rather than from other types of public 
spending. The focus seems to be on gross public debt and on the overall deficit, which suggests that 
empirically that is what matters. 

We conclude this section by repeating that our rich societies can achieve both objectives, fiscal 
sustainability and avoiding climate change. We can and must achieve both objectives. The entire Next 
Generation EU plan is postulated on the assumption that we can implement the actions that are 
necessary for ecological transformation and at the same time maintain public debts within the 
boundaries of sustainability.  

However, if it is argued that in order to fight climate change we should implement some sort of golden 
rule, then the issue of the trade-off between potentially conflicting objectives cannot be sidestepped.  

2.3. Different conceptual approaches to the golden rule 
In light of the previous discussion, it is useful to distinguish between two different approaches to the 
issue of the “special treatment of investment expenditures”. In the public debate both approaches are 
usually labelled as “golden rule” of investment, but they are indeed quite different. Simplifying 
somewhat, one approach aims at avoiding that the existing constraints have the unintended 
consequence of squeezing out public investment. The other aims at relaxing the overall government 
budget constraint. The two approaches have very different implications for the evolution of the public 
debt and other key variables in the economy. To simplify, we shall call approach one “Prudent” and 
approach two “Risky”. 

                                                             
13  It is useful to recall that in the European System of Accounts (2010 edition, paragraph 3.124) there is a precise definition of item P.51g 

corresponding to Gross Fixed Capital Formation: “Gross fixed capital formation consists of resident producers’ acquisitions, less 
disposals, of fixed assets during a given period plus certain additions to the value of non-produced assets realised by the productive 
activity of producer or institutional units”. In the subsequent pages of the manual one can find definitions which are very precise for all 
kinds of transactions, including some intangible such as the results of R&D and property rights. The manual is also very clear on the 
issue of the timing of transactions and how such timing changes when, for instance, investment takes the form of a financial leasing.   
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The “Prudent” approach is represented by those who consider that it is not warranted to relax the 
overall budget constraint, but only aim at avoiding that investment be squeezed out by current 
spending 14. So the basic aim is not that of changing the existing rules concerning the overall budget, 
but only to change the composition of expenditures between the current and the investment 
component. This means that, in principle, the existing criteria for judging the fiscal stance of EU 
countries (as enshrined in the Stability and Growth Pact (SGP) and successive modifications) are not 
affected: the 60% and 3% thresholds as well as the fiscal compact are not under discussion. This is of 
course a simplification, since those who propose the special treatment of investment under the 
unchanged rules approach may also have opinions on how the current rules should be adapted to a 
changing environment. However, the simplification is useful to think about the problem in a clear way. 
The key point is that this approach does not aim at relaxing budgetary rules. 

The pros of the prudent approach are very clear and descend immediately from its very aim. It would 
contribute to ensure that investment spending would not be compressed as it has been in most 
European countries after the Great Financial Crisis (GFC).  

The counterargument is that this approach would make the existing rules more demanding on current 
spending which is typically much more rigid than investment spending. When a country risks to 
undergo a financial crisis the simplest way to ameliorate the budget is to reduce investment because 
most current spending is made of entitlements which are very difficult to reduce, at least in the short 
run.  

The approach that we have labelled “risky” does instead aim at relaxing the rules for the overall budget, 
or implies such relaxation, and of course has very different implications for fiscal sustainability.  

An example may help clarify this point. Consider the 3% per cent threshold which in the current context 
is the key tool used to distinguish between the so called preventive and corrective arm of SGP. Under 
the “Prudent” approach, the 3% threshold for the overall deficit would be maintained, but a new and 
much lower threshold would be put in place for current spending. For instance, one could say that 
investments should be at least 4% of GDP. In this case, one would set a limit of -1% to the current deficit: 
this means that there should normally be a surplus of at least 1% in the difference between current 
revenues and current expenditures. The same 4% difference may be applied to the balanced budget 
target. A country must approach balanced budget at a sufficient speed, as it occurs today. However, 
since there should be at least 4% room for investments, there should be a current surplus of at least 
4%.  

Of course, this is only one example and many others can be imagined with different numbers or which 
differ in analytical approaches to the issue. But the example should make it clear that this approach 
does not warrant any discussion concerning sustainability or risks of financial distress brought about 
by an excessively lax budgetary policy.  

The situation is quite different if we consider what we have labelled the “Risky” approach, which seems 
to be what most politicians have in mind. A pertinent example may run as follows. The existing 
numbers for thresholds and targets (3%, 60% and balanced budget) do not change, but they apply only 
to the current portion of the public budget. Investment spending would be free to reach any level, or 
at least very high levels, and would not crowd out current spending. With such redefinition of the rules, 
a country may have - say - investment spending equal to 5% of GDP and what is today the 3% threshold 
would become 8%. What is now the balanced budget target would become a target of a 5% deficit. 
                                                             
14  See for instance Monti (2014) 
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Presumably, those who favour a solution of this type would also want to change the 60% threshold for 
the debt, or at least make a distinction in the speed of adjustment to the target depending on which 
types of spending created the debt in the first place15. Where would the debt go under this rule? To 
give a rough answer to this question we use the simple calculation that was used to fix the 3% and 60% 
thresholds during the negotiations that led to the Maastricht Treaty16. It was assumed the nominal 
growth of GDP would normally be around 5% (= 2 % inflation + 3% real growth). Given that at that time 
the average debt to GDP ratio in EU countries was around 60%, it was computed that a 3% deficit would 
eventually lead to a 60% debt to GDP ratio.  

The equation was the following:  3%
5%

 = 60% 

Now if we use the same logic, but we put the threshold for the deficit at 8% instead of 3%, we get:  8%
5%

 

= 160% 

So the target debt ratio would become a very large number like 160%. If instead of a real growth rate 
of 3% (which now does not appear very realistic), we assume 2%, the equation would yield a long run 
debt ratio of 200%, which would not be a sensible target.  

Of course, these are somewhat extreme examples and, most importantly, do not incorporate the 
virtues, in terms of the growth of the economy, that many seem to attribute to investment spending. 
But they should make clear that very different ideas often go under the same name and one has to be 
clear about what is the preferred option.   

3. LOOKING FORWARD  
Looking forward, a special treatment of certain expenditures may be warranted. In order to decide 
how to implement this idea, the following steps are proposed:  

• It should be made clear which types of spending deserve a special treatment: a serious 
discussion in the Council and in the EU Parliament on this point seems necessary so as to avoid 
misunderstanding. Do advocates of some variety of golden rule really mean to give a special 
treatment to investment in the meaning that this word has in the national accounts? And do 
they want to give a priority to green investment or also to other types of investment? Should 
the choice be “only investment and only green”, it would then be rather easy to use the Eurostat 
manual for what is an investment in conjunction with taxonomy of green activities produced 
by the European Commission 17. The taxonomy concerns activities, not investment. 
Nonetheless, the taxonomy can be used in the sense that an investment to develop a green 
activity would be a valid green investment.  If the choice is different, for instance because the 
idea is to give a special treatment “investment” in human capital, then one would need a clear 
definition that can be made rigorous by Eurostat. In any case, a clear accounting scheme must 
be put in place by Eurostat.  
 

• The approach should be fiscally prudent and should prioritize the activities which are  at the 
centre of UE wide plans (such NGEU).  
 

                                                             
15  See Giavazzi et. al (2021)  
16  See Buti and Gaspar (2021) 
17  See Official Journal of the European Union, 22 June 2020 
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• In order to be reasonably prudent, one could build on the exiting framework for the 
“investment clause”. Such clause can be somewhat relaxed in various ways. To see how this can 
be done, we have to give a short description of the existing framework.    

3.1. The current rules on the “investment clause” 
As can be read at pag. 24 of the last edition of the Commission rule book,18 a deviation from the Medium 
Term Objective (MTO), called “investment clause” is allowed under the following indeed quite stringent 
conditions: 

• The MS must be in the preventive arm of the SGP;  
• At the time of the assessment of the application for use of the clause, an appropriate safety 

margin is preserved with respect to the 3% of GDP deficit reference value. 
• Investments must be aiming at, or ancillary to, and economically equivalent to major structural 

reforms.  
• The deviation from the MTO, or the adjustment path towards it, must be temporary (maximum 

three years). 
• The investments project must have a positive, direct and verifiable long-term effects on growth 

and on the sustainability of public finances.  
• The MS’s GDP growth is forecast to be negative or to remain well below its potential (resulting 

in negative output gap greater than 1.5% of potential GDP).  
• The deviation allowed must be linked to national expenditure on projects co-funded by the EU 

under the Structural and Investment Funds, Trans-European-Network or Connecting Europe 
Facility. National co-financing of investment projects also co-financed by the European Fund 
for Strategic Investments (EFSI) is also allowed.  

• Moreover, co-financed expenditure should not substitute for nationally-financed investments, 
so that total public investments do not decrease. 

• The allowed deviation from the MTO or the adjustment path towards it cannot exceed a cap of 
0.5% of GDP 

As can be seen, the wording of this “investment clause” is very careful and is surrounded by many 
caveats so as to avoid abuses of the rule. In particular, the deviation from the MTO is allowed only for 
project that are co-financed by the EU, for countries with a deficit well below 3% and an output gap of 
at least -1.5%. Note also that the projects must have “positive, direct and verifiable long-term budgetary 
effects”, a point which is very difficult to verify even ex-post and certainly ex ante. Two other safeguards 
are included in the regulations in order to safeguard the integrity of the MTO. One is a cap of 0.5% on 
the allowed deviation from the MTO or the adjustment path towards it. And the other is the time limit 
of 3 years in which a country is allowed to deviate. As can be seen there are many safeguards, but the 
incentive to use this clause and increase investment is already present in the current regulation.  

3.2.  How can the investment clause be relaxed? 
The current investment clause can be relaxed in many different dimension, some of which are listed 
below: 
 

1. It could be extended to all European projects, not only to those that are co-funded or co-
financed by the EU. For instance, the clause could be extended to all investment components 
of the NGUE and the investments financed or guaranteed by other EU institutions such as the 

                                                             
18 Vade Mecum on the Stability and Growth Pact (2019).  
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European Investment Bank.  It would be somewhat embarrassing for the European Commission 
to open an excessive deficit procedure on a country whose deficit is caused by the 
implementation of the National Recovery and Resilience Plan, within the scope of the NGEU. 
 

2. The allowed cap of 0.5 per cent of GDP can be increased, for instance to 1 per cent. 
 
 

3. The period for which a special treatment is allowed could also be increased from 3 years to – 
say- 5 years. 
  

4. The clause requiring that a country be in a recession (negative output gap) could be eliminated. 
Investment is particularly useful in a recession, but there is no reason to penalize it when the 
economy is growing along its potential.  

 

Other combinations of extensions can be envisaged, without undermining fiscal prudence. What 
should not be allowed is a blanket golden rule, whereby a country can increase investment spending 
(or other expenditures deemed to be valuable) without well-defined bounds.  

3.3. How does this fit with the proposal of the Commission 
How does this proposal fit with the recent Communication of European Commission on the EU 
economic governance framework?19 

The communication is very keen to show that there is no conflict between fiscal prudence and 
investment.  Indeed, the word investment is repeated 70 times in a 28 pages document. This is fine and 
certainly reflects the sentiments of a large group of countries nowadays. However, we would consider 
it appropriate to have a discussion of what is meant by investment. In particular, it would be interesting 
to know if the notion of investment that is used in the Commission Communication may be interpreted 
as including such items as human capital investment or defence spending (both mainly composed of 
current expenditures) and such items as those current expenditures that are essential parts of both the 
green and the digital transition.       

It would also be interesting to have a somewhat deeper discussion of sentences like the following:   

“The framework reflects that there is no trade-off between reforms and investment and fiscal 
adjustment. Improving the quality of public finances and protecting public investment should be 
central elements of medium-term fiscal-structural plans, in light of the essential role of public 
investment and reforms in enhancing potential growth and addressing major systemic challenges 
such as the green and digital transition”. 

There is a sense in which this sentence is likely to be correct. A country that manages to reduce 
current spending in order to have more fiscal space for productive investments - the approach that 
we called “prudent”- is somewhat more likely to have a better growth potential. We say that this 
sentence is likely to be correct because -as we argued above - one can  easily think of current 
expenditures (e.g. on education) which are much more productive than certain types investments 
(for instance building a road that carries very little traffic). 

                                                             
19  European Commission (2022).  
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But there is also a sense in which this sentence may be deemed somewhat misleading because it 
gives the impression that investment spending should be almost unbounded. We are sure that 
this is not in the intention of the Commission and that in the negotiations that will soon start of 
the new fiscal rules, the Commission will propose a fiscally prudent approach. Indeed the wording 
of the Communication, which mentions “reforms and investment”, is rather vague on purpose and 
seems to point towards public initiatives aimed at raising potential growth; in addition, these 
investments and reforms are subsequently assessed by the Commission in order to avoid cases of 
excessive fiscal laxity.  

 

RECOMMENDATIONS 
The key argument in favour of a special treatment of green investment in the European fiscal 
framework is that the health of the planet is an absolute priority. Relative to this objective, much like 
when there is war, financial stability is not a priority. However, one should not claim more than is 
justified by existing empirical analysis: there is no evidence that investment, including green 
investment, has better effects on the budget, through higher growth or other channels, than many 
other types of expenditures, such as so called “investment” in human capital (which is mainly made of 
current spending on education and health), or even green activities which are not classified as 
investment (e.g., teaching people end companies how to correctly recycle waste)   

This implies that some form of a golden rule for certain types of investments imposes a choice between 
what we have called the prudent and the risky approach. Under the fiscally prudent approach the 
special treatment for investments should be accompanied by tougher rules on current expenditures. 
This approach would not pose any risk in terms of financial stability, but has a shortcoming: it may make 
the rules very rigid with respect to current expenditures which are typically composed of entitlements 
and are hence very difficult to reduce at least in the short run. Under the more risky approach, there are 
potential problems in terms of financial stability and one has to consider the interactions of the two 
risks. A country hit by a financial crisis has one overwhelming priority: solving the crisis without too 
much damage to people and firms.  It is hence certainly not in a position to worry about other priorities, 
no matter how important for their own sake. The situation is even worse if the crisis hits a medium or 
large country of the Eurozone because the spectre of the dissolution of the Monetary Union, which has 
been with us for several years after the sovereign debt crisis, could come back. In this case the entire 
European continent would not be in a position to prioritize green investment.  

In practice, our rich societies should be able to engineer the green transitions while maintaining fiscal 
prudence.  Indeed the entire Next Generation EU plan is postulated on the assumption that we can 
implement the actions that are necessary for ecological transformation and at the same time maintain 
public debts within the boundaries of sustainability. But since a “golden rule” for green investments is 
asked for by so many observers, it is the duty of an analyst to point out the risks. In any case, one could 
envisage working on the current “investment clause”, which is now stated in a very careful manner so 
as to avoid excessive laxity in the budget. Such clause could be made less restrictive, especially when 
it deals with investment projects that are financed, co-financed or guaranteed by the European Union 
or by a European Union Institution, such as the European Investment Bank. 
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This briefing paper provides an initial analysis of selected measures proposed by Germany, France, 
Italy and Poland in their respective Recovery and Resilience Plans (RRPs), and focuses on the areas 
of competitiveness, business environment/entrepreneurship, and (re)industrialisation. As the 
analysis has shown, targets and milestones set for the majority of the analysed measures seem to be 
realistic and enhance the probability of completing the planned projects on time; they are also 
tailored to the needs of specific EU MS. 
This document was provided by the Economic Governance scrutiny Unit at the request of the ECON 
Committee. 
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