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Abstract
After the Great Recession and the Covid Crisis the sovereign debt sustainability has 
again become a major public policy issue. Since the Great Recession Olivier Blanchard 
(2019) has put forward the theory of a “good and bad” debt equilibrium. The good debt 
equilibrium is usually supported by high economic growth rates, low risk premia, and 
lower interest rates, being sustainable and self-stabilizing. The bad debt equilibrium is 
driven by a self-fulfilling prophesy where higher risk premia, higher interest rates, and 
sovereign debt destabilize each, as also studied empirically by Paul De Grauwe (The 
Aust Econ Rev 45:255–68, 2012). Reconstructing those two equilibria and the threat of 
debt overhang for specific EU countries, we then: first explore possible escape routes 
from sovereign debt threats; second, evaluate the new EU fiscal rules that constrain the 
deficit spending to the growth rate of potential output; and third, evaluate the possible 
future EU policy drift endangering the new fiscal rules. Finally we stress the need for 
social buffers in the EU while intending to stabilize sovereign debt.
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1  Introduction

Sovereign debt overhang in the Euro Area became an important topic after the mon-
etary easing and fiscal stimuli following the Great Recession of 2007–9, and the 
monetary and the fiscal rescue and recovery programs during and after the Covid 
pandemic. Our paper has two parts. In part one, Sects. 2 through 4, we provide a 
model-guided study of the EU sovereign debt dynamics. In part two, we analyze 
the political economy dimensions of the EU sovereign debt dynamics including a 
discussion and evaluation of the new EU New Fiscal Rules and their effectiveness.

Part one, provides an overview of the theoretical and empirical studies of sov-
ereign debt overhang. The literature has shown that there are different measures of 
debt overhang. This could mean a steadily rising debt to GDP ratio or actual sover-
eign debt over and above a level of sustainable debt (measured according to agreed 
upon debt standards). It could also imply debt over and above the EU defined 60 
percent rule, or a debt to GDP ratio that is not declining in the long run. There are 
also diverse economic tests to estimate sustainable debt, including one put forward 
by Bohn (1998), and Boekemeier and Greiner (2012), where the government’s pri-
mary balance (or primary surplus) should respond positively to the rising debt to 
GDP ratio.

The Bohn economic test would generate a mean reversion of the debt to GDP 
ratio initiated by fiscal policy makers. Such a policy has been shown to hold for US 
time series data in Bohn (1998) and for the EU in Boekemeier and Greiner (2012). A 
second approach tests whether debt is sustainable using Blanchard’s recent work on 
drivers of sovereign debt, that is the interest rate and the growth rate of the economy, 
see (Blanchard, 2019, 2022). The working hypothesis for Blanchard’s economic test 
is if the interest rate is smaller than the growth rate the sovereign debt will be sus-
tainable in the long run.

An important third approach based on the theory of two debt equilibria (one good 
and one bad) to study unsustainable debt is proposed and developed by Blanchard 
(1983, 2019) and De Grauwe (2012). Debt close to a good debt equilibrium would 
be sustainable since it is self-stabilizing, while debt close to the bad equilibrium sets 
in motion destabilizing forces, producing a further departure from sustainable debt. 
In the bad debt case, macroeconomic nonlinearities may be involved, such as jump-
ing vulnerabilities of risk premia, thresholds and tipping points, disruptions, state 
dependent effects of shocks, fragmentation, and diverse debt dynamics. We use the 
two debt equilibria model as a theoretical guidance for an empirical debt sustain-
ability study for some EU countries employing recent Bloomberg data, made avail-
able by Olivier Blanchard. We start with the well-known earlier work by Blanchard 
(1983) and work out the technical aspects of this view in appendix 2.

This fragile debt equilibrium raises the question of whether this situation is 
driven by what Brunnermeier has called “financial dominance” where central banks 
and monetary policy need to respond to the turbulence of the financial market that 
dominates these dynamics. As was done in the EU in the years 2011–12, escape 
routes from sovereign debt can be contemplated and proposed, before perils of debt 
crises become acute. After elaborating on the two debt equilibria in Sect. 2, and our 
study of the EU evolution toward such a situation in Sect. 3, we explore in Sect. 4 
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possible fiscal, as well as financial escape routes from the perils of sovereign debt. 
We then analyze whether they can restrain the EU debt dynamics.

Given our model-guided and empirical elaborations, we then discuss the political 
economy dimensions of our analysis starting in Sect. 5. In the light of Sects. 2, 3, 4, 
we evaluate the proposed New EU Fiscal Rules which are set out to align the growth 
rate of public consumption spending with the growth rate of potential output. While 
the new proposal of EU Fiscal Rules has wide support among economists, the sim-
ple rules may cause problems and could be challenged by policy drifts among EU 
Member States. Yet, the fiscal and financial escape routes could also  provide an 
increase of fiscal space, to avoid public “ bads” – and in the process create a more 
fair and green transition. Nevertheless, possible policy drifts among Member States 
in the negotiations of their fiscal rules need to be taken into account.

Besides fiscal policy, a further important force driving debt sustainability is the 
monetary policy of the ECB. The interest rates set by the ECB is of relevance, since 
the ECB’s increase in interest rates and buying fewer bonds provide a serious chal-
lenge to highly indebted countries. If, given interest rate rise, debt financing increases, 
it puts economic growth and debt sustainability under considerable pressure. It is in 
this context of increasing interest rates (and risk premia) that the present discussion 
on the reforms of the EU Fiscal Rules and debt sustainability need to take place.

But there are also political drifts observable among EU Member States. Unlike 
the past, the North–South cleavage between strict rule-abiding Northern countries 
and the more flexible rules proposed by Southern countries seems to have narrowed. 
In fact, a joint paper by the Netherlands and Spanish governments (CITE) has shat-
tered the coalition of the “frugal 4” (Germany, The Netherlands, Austria, Finland) 
during the European sovereign debt crisis. The Netherlands/Spanish proposal con-
verges largely with the EU Commission on ensuring debt sustainability. Even in 
Germany, the strict rule-abiding stance of the German Council of Economic Experts 
(GCEE) has embraced more flexibility as the Annual Report 2022/23 demonstrates. 
At the same time, the Minister of Finance, Christian Lindner, a member of the Free 
Democratic Party, with his adviser, Prof. Dr. Lars Feld, Director of the Eucken Insti-
tute, are of the opinion that the rules should have stricter compliance and enforce-
ment. The final positioning of Member States will only come apparent during the 
further negotiations toward the beginning of 2024.

Finally, in Sect.  6, we stress that despite the importance of debt sustainability, 
social buffers are needed to make individuals and societies more resilient to unex-
pected shocks (Brunnermeier, 2021). Given that we are confronted with multiple 
crisis, social buffers in the form of a “ Social Fund” can shield against such destabi-
lizing traumas. One possible solution could be, as Sigl-Glöckner suggests, to add a 
“Social Imbalance Procedure” to the “Macroeconomic Imbalance Procedure (MIP) 
outlined in the Commissions” Proposal on Fiscal Rules.

Facing demographic challenges, geopolitical divisions on the world stage, and 
increasing military conflicts, creating an EU Social Fund would provide public 
investment in health, energy, climate challenges, education, and the care sector. 
Such a move would shift the traditional economic narrative of redistribution to an 
EU vision of collective and inclusive investment for the common good to mitigate 
asymmetric shocks.
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2 � Perils of European public debt overhang

In order to discuss the drivers of sovereign debt, and then to study the two debt equi-
libria approach, we use the Blanchard (2019) model that states that for an economy 
holds that there are  real debt Bt and real GDP Yt (both terms are deflated), and the 
primary balance Gt − Tt , such that

Whereas the Eq. (1) represents Blanchard’s evolution of the debt to GDP ratio, Eq. 
(2) is written in terms of the growth rate of that ratio. Note that the interest rate on 
debt and the growth rate of GDP are here  as important as the primary balance.

For the above two dynamic equations one knows from US data, see Blanchard 
(2019), that roughly the following hold:

Using the definitions on the growth rate g and interest rate r, and the sustainability 
condition written in discrete time, with dt= Bt∕Yt , we can write

with xt =
Gt−Tt

Yt
 , whereby the radj is now the weighted average of the short-term 

(three month) and long term (ten years) treasury bond interest rate.1
In eq (3) we observe three drivers of the sovereign debt: 1. the adjusted interest 

rate, 2. the growth rate of GDP, and 3. the primary budget balance. Blanchard argues 
that as long as the interest rate is smaller than the growth rate – and the primary bal-
ance is zero or small – one can obtain sustainability of public debt in the long run.

For the US, this seems to have been the case r  <  g  from 1950–1980, and 
1996–2007, but less so for the period of high inflation rates after the 1980s. Blan-
chard in (2019) stated that again after some short period, such as 2007–9, the case 
of r < g holds, or at least seems to hold until 2022. However, there was recently, the 
high rate, a rapidly rising interest rate when the Federal Reserve attempted to raise 
the real interest rate close to the level of the natural rate. Then, of course, it was heav-
ily debated how exactly to estimate the natural rate. In any case, given the spiking 

(1)
Bt

Yt
= (1 + r − g)

Bt−1

Yt−1
+

Gt − Tt

Yt

(2)
Bt

Yt
−

Bt−1

Yt−1
= (r − g)

Bt−1

Yt−1
+

Gt − Tt

Yt

1950 − 1980; r < g

1980 − 1996; r > g

1996 − 2007; r < g

(3)dt =
1 + radj

1 + gt
dt−1 + xt

1  For the assumptions and data sources Blanchard uses, see appendix 1.
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inflation rate, the interest  rate hike starting  in 2022 and further increasing  in 2023, 
has let the market mortgage rate jump up causing the real estate sector to contract.

What are the longer run  trends of data for the US and some European country, 
and also for the UK? To estimate the debt sustainability of sovereign debt for those 
countries we can use Blanchard’s methodology, by looking at the trends of the three 
variables (interest rate, growth rate and primary balance). A presentation and dis-
cussion of Blanchard’s assumptions and the data sources (2019) and the Bloomberg 
authors Cousin et al. (2022) are relegated to Appendix 1.

Subsequently, the data sources by European Commission (2022) are deployed 
and depict the time paths of the three variables: GDP growth rate, interest rate and 
primary balance for six countries. Note, however, given that the assumptions the 
authors make (see Appendix 1), these three variables can be seen as giving us only 
approximated trends which might become inaccurate for time periods beyond 2025.

Figure  1 shows the nominal growth rate of GDP, the interest rate and the pri-
mary balance for the US and Canada, obtained from Cousin et al. (2022), and the 
Bloomberg Data sources (2022) data set. Note that the primary balance indicates 
that sovereign debt is rising when the expenditure G is greater than the tax revenue, 
T, which will also make the debt to GDP ratio rise in relation to the GDP. Past data 
is shown until 2022Q3 with predicted trends until 2040. Details of the data set and 
their computation can be found in Cousin et al. (2022).

Looking at eq (1) past trends and predictions for both the US and Canada, 
mean that the recovery from the Great Recession 2007–9 and from the Covid 

Fig. 1   Three variable time paths, US and Canada
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crisis, occurred at the expense of a negative primary balance, which for Can-
ada  then stays close to zero, but for the US will be roughly − 2%. The interest 
rate - growth rate difference stays near zero for both Canada and US. The figure 
for the US indicates that the debt to GDP ratio will rise at about 2%, given the 
negative primary balance in the future. For the US, Cousin et al. (2022), p.3 then 
concludes: “The US, which benefits from global reserve currency status, may not 
feel the pressure in the same way as other borrowers, but its public finances do 
not look sustainable (Fig. 2).”

A case similar to the US can be observed for the UK, although the outlook is 
worse since the interest rate will be above the growth rate in the future. Accord-
ingly, “The UK is at the heart of a storm in markets. An ill-judged package of 
unfunded tax giveaways has led investors to doubt the competence of the govern-
ment and reappraise the outlook for interest rates. As a result, yields have spiked, 
forcing intervention from the Bank of England.... to restore credibility”, Cousin 
et al. (2022, p. 3).

The German case appears to have a negative primary balance until 2025, but at 
the same time there is still a bit higher growth rate than interest rate, so the debt to 
GDP ratio does not appear to increase significantly but then from 2025 on, given 
that interest rate will be equal to the growth rate, the debt will decrease (Fig.  3). 
Therefore Cousin et al. (2022) conclude: “Canada and Germany, which have in com-
mon low debt and a history of running primary budget surpluses, remain in a robust 
position” (Cousin et al., 2022), p. 3)

Fig. 2   Three variable time paths; UK and Germany



1 3

Economia Politica	

In the case of France the budget deficits appear to decrease toward 2025, but still 
threaten the sovereign debt sustainability if the interest rate becomes higher than the 
growth rate.

The most difficult case appears to be Italy. Though Italy appears to obtain a fiscal 
balance until 2025, and then even a surplus is predicted, however the huge excess 
of the interest rate over the growth rate will make Italy’s debt to GDP ratio stead-
ily grow. This debt to GDP ratio will then be magnified in the next few years, since 
the interest rate will rise, the growth rate fall and the primary deficit will  still be 
there: “Italy looks the most vulnerable. Despite having run a significant primary sur-
plus for much of the past decade, the country’s mountain of debt means it remains 
exposed to rising global rates. Our fear is that, with a deteriorating debt outlook, the 
ECB will be unable to act on Italian borrowing costs, raising the likelihood of a cri-
sis erupting before a solution can be negotiated.” Cousin et al. (2022, p.3).

For all the countries, it holds that if their sovereign debt is rising due to low 
growth rates, a high interest rate and primary deficit, this may exacerbate the situa-
tion and lead to a bad debt equilibrium,2 to be discussed next.

Fig. 3   Three variable time paths; France and Italy

2  Blanchard (2019,1226) characterizes this as follows: “If however, investors believe that debt is risky 
and ask for a risk premium to compensate for that risk, debt payments will be larger, and debt will indeed 
be risky, and investors’ expectations may be self-fulfilling... In this case, over a wide range of debt, there 
may be two equilibria, with the good one being the one where the rate is low, and the bad one character-
ized by a high risk premium on public debt, and a higher interest rate. The question is what practical 
implications this has for debt levels.”
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3 � Sustainable and unsustainable debt dynamics

There could be stable debt dynamics, with all initial conditions moving toward an 
equilibrium. But on the other hand, taking the combination of bad trends and cycli-
cal perils together, we also want to demonstrate the perils of a bad debt equilib-
rium. For this purpose, we sketch a model with two equilibria: One stable (good) 
and another one an unstable (bad) and there can be a regime switching from a low to 
high financial stress equilibrium, see (Blanchard, 1983), and De Grauwe (2012); In 
2019, Blanchard (1226-7) calls the second equilibrium a bad equilibrium.

Let us look first at the good, the stable, equilibrium.3 This has the feature of a low 
debt equilibrium, as there are low interest rates and risk premia for this equilibrium. 
The dynamic equations for generating Fig. 4 are introduced in the appendix 2, using 
data and illustrations from De Grauwe (2012).

Solving such a model with a good equilibrium, as formulated in the appendix 2, 
Scenario 1, gives us Fig. 4, which exhibits a convergence to a unique steady state, as 
stated in Blanchard (1983,2021,1226-7)

Yet there can be a second equilibrium with high endogenous risk, arising from 
non-sustainable debt as mentioned before, displaying both a high financial stress 
and a high risk premium. This has the features of self-fulfilling expectations, see De 
Grauwe (2012), Blanchard (2019:1226) and Lorenzini and Werning (2019).

For a high debt with rising perils of default the investors will require a high risk 
premium but because of the high risk premium the debt will rise further, see the 

Fig. 4   Debt dynamics for the good equilibrium, Blanchard (1983,2021,1226-7)

3  How the structures of the subsequent two basic Figs. 4 and 5 are generated are explained in appendix 2 
and are detailed in Mittnik and Semmler (2018).
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stated dependent credit cost on the right hand side of the Fig. 5, and appendix 2, 
Scenario 2. This has been called a self-fulfilling expectations equilibrium.

To stylize a case with a good and bad equilibrium, with detailed dynamic equa-
tions, the reader is again referred to appendix 2, Scenario 2, where the dynamics 
is specified. From the solution of that dynamics of appendix 2, Scenario 2, we can 
obtain the following trajectories of Fig. 5, starting from different initial conditions.

As we can observe in Fig. 5, below a certain threshold of the debt to capital stock 
ratio, and a low risk premia, the debt GDP ratio will decline reverting to sustainable 
debt to GDP ratio.

On the other hand, above a certain threshold, the financial stress, the risk premia, 
as well as the debt to GDP ratio are rising making the debt explosive and unsustain-
able,4 unless further fiscal or financial policy measures are undertaken. Thus, the 
bad equilibrium dynamics are not necessarily unavoidable.

4 � Policies to support sustainable debt

An apparent task of our study is to point out policies for avoiding sovereign debt 
overhang. One should find the fiscal tools to prevent sovereign debt moving into 
the range of a bad debt equilibrium, with a jump in sovereign and corporate risk 

Fig. 5   Debt dynamics for the bad equilibrium, Blanchard (2019:1226-7)

4  The two equilibria are well defined in Blanchard (2019:1226): “Under either formal or informal 
dynamics, the good equilibrium is stable, while the bad equilibrium is unstable. However, what may hap-
pen in this case, is that the economy moves to a position worse than the bad equilibrium, with interest 
rates and risk premia increasing over time from then on.”
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premia, borrowing and finance constraints, and a spreading lack of liquidity with 
rising insolvency risks –and to avoid tipping points and financial market dominance. 
The other important issue for fiscal and monetary policies is nowadays the green 
transition and the support of the decarbonization of economies, a task that should 
not get lost when one faces financial dominance.

4.1 � Fiscal escape routes from sovereign debt risk

The conventional way to escape from such a bad debt equilibrium and to avoid finan-
cial dominance is to consolidate the public budget by increasing revenue through 
higher taxes (product taxes, excise tax, import tax, consumption tax, and income tax 
on capital or labor income) and/or reducing public expenditure.The expenditure side 
usually adversely affects public infrastructure and social services, and is strongly 
opposed by labor and unions. If the interest rate and growth rate are seen to be given 
by fiscal policy makers, the first line of action is usually to attempt to change the pri-
mary fiscal balance: reducing the primary deficit or increasing the primary surplus 
through either difficult tax raises or contractionary expenditure cuts— two usually 
difficult tasks in a regime in the range of a bad debt equilibrium. The impact of such 
expenditure cuts on actual and potential growth rates is modeled in appendix 2 and 
discussed  in Sect. 5.2, see also Sim (2022).

Fiscal measures to avoid sovereign debt fragility have been tried in the European 
sovereign debt crisis after the Great Recession 2008–9.5 What has been practiced 
was a delay of interest rate payments and stretched out repayment of the principle of 
debt. Further measures were the change of the maturity structure of debt, i.e. conver-
sion of short term to long term debt, debt guarantees and debt reduction programs 
such as for example for the Greek sovereign debt. Such fiscal escape routes from 
sovereign debt and their historical success are extensively empirically studied in 
Semmler and Proano et al. (2013).

The actual interest rate, and the financial conditions that affect the sovereign 
debt dynamics, are driven by the central bank’s monetary policy primarily being 
a response to the inflation rate, and in some countries also a response to the unem-
ployment rate. Both the growth rate and interest rates are sometimes viewed by fis-
cal policy makers as exogenously given – since they usually don’t want to criticize 
the independence of the central banks – they focus frequently on the fiscal revenue 
or expenditure side to affect the primary fiscal balance, with high uncertainty with 
respect to the multiplier effect – which could be regime dependent, see (Mittnik & 
Semmler, 2012). Yet, of course the interest rate and risk premia play an important 
role in the debt dynamics, as shown in Goodhart (2020) and is also illustrated in a 
model in appendix 2.

Increasing the growth rate of GDP, another important variable for budget consolida-
tion, could be an important tool but it is usually more difficult to control with monetary 

5  Though the European Troika first pursued an austerity program of budget cuts for Southern European 
countries after the Great Recession, it was neither successful nor perceived well. The paper by Blanchard 
and Leigh (2013) can be viewed as a turning point for the IMF of this type of fiscal stabilization policy.
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and fiscal budgetary policy since it involves as cyclical dynamics in the medium run 
and can rarely be impacted in the shorter run. There is also usually a long delay of 
policy effects and other drivers of the GDP growth, such as international trade effects, 
and financial conditions, labor market bottlenecks, and resource availability (supply 
bottlenecks) affecting growth.

Price level dynamics has been the major obstacle to balancing the finance of a pub-
lic budget under insolvency threat and distress, beside debt overhang and the bad debt 
equilibrium. As has been pointed out by the fiscal theory of the price level, the price 
level can change related to fiscal borrowing, see Woodford (1996). Though in the long 
run the fiscal theory of the price level seems to hold – though also doubted by much 
academic research – in the shorter run there are many other drivers of the inflation rate 
these days, like the supply chain bottlenecks after the Covid crisis, the price rise of fos-
sil fuels, prices of agricultural products and food prices, the latter partly due to climate 
related weather extremes.

The inflation rate is also related to the business cycles as well. In the medium run, 
one can roughly stylize the inflation dynamics by a nonlinear (segmented) Phillips 
curve that becomes steep, due to bottle necks, when in expansionary periods output 
gaps become positive, see (Gross & Semmler, 2019). In this context (Goodhart, 2020) 
suggests that the reduction of real sovereign debt is likely to come through higher infla-
tion rates causing a decreasing real sovereign debt.

Another important issue involved in the discussion on the sovereign debt is the cur-
rently enormous task of climate protection through the decarbonization of the energy 
sector, posing great challenges in the medium run. Nowadays an urgent goal of public 
policies is  climate protection, the decarbonization of the energy sector, and the econ-
omy at large, and electrification through renewable energy – and to achieve it with the 
strategy of a just and fair transition, without an adverse distributional effect. In this con-
text often the issue of greenflation is brought up that could expedite inflation rates.

As to the current fiscal policy, there have been several (partly conflicting) urgent 
issues come up that need to be considered simultaneously: Addressing climate change 
and the transformation of the energy sector, correcting current income and wealth dis-
tribution, and avoiding budgetary problems leading to a bad debt equilibrium. In addi-
tion to the above, concerning fiscal escape routes from high sovereign debt, there are 
still ways to address those goals, but the essential one is on the public financing side 
– which should allow for some degree of debt finance of the sovereign debt.

4.2 � Financial escape routes from sovereign debt risk

In order to avoid tipping points and financial dominance and to pursue a green transi-
tion, the following suggestions can be made.

4.2.1 � Issuing of convertible debt by the public

Public debt can be made convertible by issuing convertible bonds. Those convertible 
bonds have recently been issued with green labels as an alternative to conventional 
fixed income bonds (see Braga et al., 2021). On the private sector side, firms need 
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funds and debt issuing in the form of bonds is a way to achieve this before they can 
issue equity. A convertible green bond is a solution that can address these challenges 
by issuing debt obligations. A similar use of convertible bonds can be made by the 
public sector, see for example the New York state-approved referendum of $4.2 Bil-
lion on environmental bonds and climate protection, see the Guardian (2022).

Convertible corporate bonds are securities that can be converted into shares at a 
later point. The condition of convertibility to equity might be tied to an equity price 
through a strike price, as the Merton model for debt and the Black & Scholes model 
for derivatives suggest. The existence of this option allows issuers to obtain fund-
ing at lower yields in the debt market and investors can gain benefits along business 
cycles, with protection in downturns and gains in upturns.

If the issuer succeeds and the stock price rises, in the example of a company 
using green bond revenue, the issuer of the bonds has the option to convert bonds 
into equity and earn capital gains. For the public as an issuer of convertible bonds 
this would create the option to sell the equity obtained from the capital gains and 
repay the debt. This could be especially helpful for activities initiated by the public 
with high externalities and risks, such as innovative and environmental projects, and 
green energy.6

A recent stock price surge can be explained by some market downturns and by 
the governance profile of the convertible bond issuers. Public bond issuing for envi-
ronmental, and in particular for climate related infrastructure, charging stations for 
electrical cars, and development of new forms of green energy such as solar, wind, 
hydro and in particular hydrogen power, could use this financing method as well 
without overburdening public budget. Given market uncertainties and technology 
requirements for green investments, convertible bonds should be supported as a sus-
tainable finance instrument of the public sector.

Following this trend, different issuers from distinct sectors issued green convert-
ible bonds in 2020, for a total amount of $1.1 billion. Though this represents only 
1 percent of global issuance of bonds, but a growing trend can be observed. The 
benefits of convertible green bonds for climate finance are obvious, as these bonds 
allow investors to benefit from the positive externalities from green assets and help 
protect against negative externalities from carbon-intensive sectors. On the other 
hand, the public is initially involved by issuing debt but the funds can flow back to 
the public when the green enterprises or climate related infrastructure investments 
are successful.

Also, the mind set of institutional investors (such as pension funds, university 
endowments, sovereign wealth funds and a number of small and medium size new 
investment firms and their portfolio divisions) is currently leaning toward socially 
responsible and climate investments. Such a preference of investors is shown to 
drive up green bond prices and reduce yields such that (negative) green premia can 

6  A surge in the convertible bond market was also observed in 2020 following the COVID-19 crisis. An 
important role for issuing convertible bond could be played by climate investment oriented quasi public 
banks such as the German KfW and the Brazilian BNDES. In this context see also the work by Mazzu-
cato (2016) on the role of the State as a market creating institution.
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arise, leading to lower capital cost for green investments, see Lichtenberger et  al. 
(2022).

4.2.2 � Windfall profit tax on winners of fossil energy booms

A windfall profit tax was already suggested by Keynes, in current days the cash 
flows from fossil fuel is a kind of scarcity price with cash flows rising resulting from 
the declining supply of fossil fuel energy, arising from bottlenecks in the supply 
chain, the Ukrainian war, and Russian sanctions. On the other hand, the aggregate 
demand due to the Covid recovery was rising. The rapid rise of the global oil price, 
in particular natural gas, and the rising scarcity generating oligopoly cash flows,7 
gave rise to the request from some population segments and politicians for a fossil 
fuel price cap and a tax on windfall profits.

Though the argument could be made that the fossil fuel will flow somewhere else 
to be sold, this however neglects the considerable bargaining power of the Euro area, 
that a single country of Europe would not have. If the large oil corporations with 
their oligopoly mark-up pricing want to operate in the European market and main-
tain their infrastructure of distribution and sales and keep their customers they need 
to deal with the EU as a bargaining party and the oil oligopolies will have to accept 
lower prices, at least for the products coming out of refineries. This at least will hold 
in the shorter run.8 In the longer run, outside options for the oil companies might 
develop as well. Yet, many European politicians seem to believe rightly that this 
is a source of public finance to compensate for the fossil energy cap, and the real 
income losses by lower income segments of the population, and to finance alterna-
tive energy sources.

4.2.3 � Tax on carbon intensive wealth

Given the urgent issues of increasing disparity in wealth distribution, climate chal-
lenges, and needs for public finance, another method of fiscal stress reduction could 
be pursued – serving also simultaneously the other goals of policy objectives, such 
as providing funds for green energy. Therefore, Bastos and Semmler (2022) worked 
out a proposal for a tax on carbon intensive wealth that may serve several  policy 
goals. There has been a long tradition of studying wealth distribution – that seems to 
be more severe than income distribution – and proposals of wealth tax, in terms of a 
tax on wealth stocks (equity, bonds, real estate, land and natural resources). In terms 
of theory, it was argued by the opponent side that this will limit capital increase and 
hurt employment. In practical terms it has been argued that the stock of wealth is 
hard to measure empirically and such a wealth tax will lead to capital flights. An 
inheritance tax has also been pursued, and activated to some extent.

The tax on carbon intensive wealth can be  justified through traditional public 
finance theory, starting in the 19th century and used in Wicksell and Lindahl. It is 

7  The Financial Times published a report on November 5, 2022, with the following title “US oil produc-
ers reap $200bn windfall from Ukraine war price surge”
8  For a game theoretic view, see Semmler et al. (2022).
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a public finance principle that those who enjoy a greater fraction of public goods 
should pay proportionally higher taxes. Since production and market activities also 
create public “bads” – pollution, environmental damages and Green House Gas 
emission through fossil fuel use - those who create more “public bads” should also 
pay a higher share of public expenditures which helps to avoid or remove public 
bads – a simple principle of justice and fairness.

The problem, however, is how to identify public bads, or in our case carbon inten-
sive wealth. Bastos and Semmler (2022), therefore identify several mechanisms for 
this identifications. For example, a sectoral classification using Leontief input–out-
put systems could be pursued for countries, and already exist for advanced countries 
on an annual or bi-annual basis. These advanced countries have 60–70 sectors and 
they can be classified and ordered by their energy use. The energy per unit of out-
put can be converted into CO2 emission per unit of output, see Kato et al. (2015). 
For the same sectors one can get also time series data of growth rates and employ-
ment from the OECD Klems data sets. Assets and wealth are however held primar-
ily by corporations and not sectors, though financial indexes could be created – and 
have already been created –that are also traded and thus those more carbon intensive 
stock indexes could be taxed.

Another identification scheme could be used as proposed in Bastos and Semmler 
(2022).This aligns with the disclosure requirements of ESG firms and other defined 
requirements to release  information on  the CO2 activities of corporations. Then 
firms in the MSCI index of 9700 listed firms can be identified and tracked through 
the time series of their asset values. A tax on their returns could be levied on firms 
that are identified as carbon intensive corporations. In fact it can be shown that the 
stock of wealth does not have to be taxed but rather the simpler measure, the return 
on wealth – and one can be translated into the other. The issue is still however, that 
those disclosures are so far voluntary and thus open to green washing, however the 
US SEC wants to require such disclosure soon as compulsory and the EU will also 
start requiring this beginning in 2025.

So, given the sectoral indexes and the required disclosure of CO2 emission this 
could solve the identification problem and a tax on carbon intensive wealth would 
then be helpful as an important measure for climate protection. Furthermore, it 
could help to  correct wealth distribution, make funding available for the public 
budget to combat the public “bads”, support the decarbonization of the economy, 
and/or compensate losses at lower income segments of the population and thus sup-
port a fair transition.

4.2.4 � Inflation adjusted green bonds

The currently most important impediment of climate policies is the energy crisis 
starting in the year 2022, rapidly rising fossil fuel prices, and high inflation rates, 
which increased in the US toward 7–8% and in Europe there was a threat to rise 
above 10% in the year 2022. In the second half of the year 2023 the inflation rate 
moved down again  in the US  toward 3–4% and in Europe toward 5–6%. But here 
another instrument could be used that might ease public borrowing and help climate 
protection. Given the currently ongoing rush to stabilize asset returns and prevent 
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devaluation of assets, inflation adjusted green bonds could be issued by the public as 
discussed in Chiarella et al. (2016) and Tahri (2022).

Those inflationary times are the occasion when inflation adjusted bonds can be 
introduced. In those times there are public budget gains from the increased tax rev-
enue through the price increase of goods and services. On the other hand asset value 
could  be protected, as the US is practicing through TIP (inflation adjusted bonds) 
already. The advantage is that portfolios of wealth holdings with inflation adjusted 
bonds, such as portfolios of managed pension funds, sovereign wealth funds, univer-
sity endowments and individual investors, could be protected and at the same time 
generating revenue for the public and having funding for climate protection.

The above suggestions for escape routes and control of sovereign debt have impli-
cations for the current discussion of EU debt and the reform of the fiscal rules. The 
EU Commission published its Reform Proposal on the 9th of November in 2022 (EU 
Commission, 2022), but the question, given the current interest rate rise, is whether 
the EU can address the challenges of the energy crisis and move forward with poli-
cies to support sustainable debt and introduce an energy-social fund, as well as make 
permanent the joint borrowing enacted during the Covid 19 crisis laying the ground-
work for European safe assets. Or will such efforts be derailed by future policy drifts 
among Member States within the EU?

5 � Policy drift and EU debt stabilization?

In response to the economic uncertainties of the pandemic and the Russian inva-
sion of Ukraine, the EU Commission suspended the budget rules of the Stability 
and Growth Pact (SGP) starting in 2020 and extended the general escape clause 
until 2023. The Commission had indicated in March 2022 that it would propose a 
reformed EU economic governance framework and it would not insist on the dis-
puted rule under which governments had to cut debt by 1/20th of the excess above 
60% of GDP (Reuters, 2022). The Macroeconomic Policy Institute (IMK, 2022) had 
warned that returning to the existing stringent rules of the SGP in the four biggest 
economies, France, Italy, Germany, and Spain, would lead to severe cuts in public 
spending. Against the background of the increasing geo-economic and geo-political 
risks, the EU-Commission adopted an orientation paper on the 9th November to 
build “an economic governance framework fit for the challenges ahead” (EU Com-
mission, 2022).

5.1 � The new fiscal rules

According to the Commissioner for the Economy, Paolo Gentiloni, “The proposal we 
are putting forward today aims to reconcile three imperatives, which are complemen-
tary and not contradictory. First, we want to support growth and enhance debt sustain-
ability. Second, we want to strengthen national ownership of economic decisions—fis-
cal policies, reforms and investments – and at the same time embed these in a new 
common framework. And third, we want to simplify our rules while preserving their 
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intelligence. In short, we want to put, at long last, growth and stability on the same level 
and to work effectively towards achieving both. That is in essence the challenges we 
have before us – and a pressing priority at the current critical juncture for our econo-
mies” (EU Commission, 2022).

In general, economists have reacted positively to the EU Commission’s tabled ori-
entation proposal for revising the fiscal rules of the European economic framework, 
signaling feasible improvements over the existing SGP with some suggestions for 
minor changes (Blanchard et al., 2022a; Burns, 2022). Essentially, the EU Commission 
sets out the following steps for a revised new economic framework. First, it proposes 
a debt sustainability analysis (DSA) with national medium-term fiscal structural plans 
as a basis to ensure country-specific debt sustainability. This new fiscal rule has two 
components: Step 1. a single operational indicator -- an expenditure rule which aligns 
the growth of Government consumption with the growth of potential output. Step 2. it 
sets out a debt adjustment path for high, medium and low-debt risk countries creating a 
direction for a flexible and plausible declining debt reduction plan.

Step 1 represents a long-run new fiscal rule which restricts public consumption 
growth to the growth rate of potential output, whereby the growth rate of government 
consumption is supposed to be measured net of interest payment and by assuming that 
there will not be much space to vary tax rates. This amounts to letting the deficit grow 
at the rate of potential output. It is a rule similar to the Bohn rule (Bohn 1998) which 
lets government deficit grow in the long run aligned to output growth and thus holds the 
debt-to-output ratio constant over time. This is in contrast to rules derived from long-run 
(or infinite) horizon models where the public debt has to approach zero in the long run.

In step 2, concerning the actual budget planning and the debt adjustment path, 
member states are required to submit first a “medium-term fiscal plan” outlining fiscal 
adjustments, priority reforms and public investment commitments in accordance with 
EU priorities and targets. A flexible extension of up to three years is granted for addi-
tional adjustments for deficit reduction. In the next phase of budget planning, the EU 
Commission will assess the plans and either approve or reject the individual country-
specific debt reduction strategies. Finally, the Commission will continue to monitor the 
implementation of the plans on a yearly basis and will put in place more stringent EU 
enforcement tools to ensure delivery.

Fiscal limits of 3 % deficit, as well as the 60% debt-to GDP threshold would be 
maintained, but function as a long-term anchor in the new framework rather than as 
short-term debt limit. In order to prevent and correct potential macroeconomic imbal-
ances in the future, the EU Commission suggests a dialogue between the Commission 
and the Member States under the Macroeconomic Imbalance Procedure (MIP) to iden-
tify potential risks early on (EU Commission, 2022).

5.2 � Debt stabilization and some possible policy drifts among member States

The debate on revising the fiscal rules has traditionally centered around the different 
positions of the Southern and Northern countries. The former endorses more flex-
ible rules to stabilize debt and call for future investment while for the northern coun-
tries, rules are not the problem, if anything rules are too flexible and lack stringent 
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enforcement (Reuter & Feld, 2022; Reuters, 2022). Yet, the gap between the North 
and South has narrowed as the joint paper between the governments of the Neth-
erlands and Spain demonstrates (Government of the Netherlands, 2022). This joint 
endeavor has also shattered the coalition of the Frugal 4 (Germany, Netherlands, 
Finland, Austria) who advocated austerity measures to reign in fiscal debt during the 
Sovereign Debt Crisis in 2012.

The Dutch and Spanish outline for an EU economic policy agenda, which was 
written prior to the publication of the EU’s Reform proposal, converges largely with 
the EU Commission on ensuring debt sustainability, on more effective and efficient 
fiscal policy objectives, the virtuous circle between national ownership, accountabil-
ity, enforcement of common fiscal rules, and transforming the medium-objectives 
into a simple expenditure rule, which is a better operational target than the fiscal bal-
ance used by the present Stability and Growth Pact.

Agreeing with the Commission on the importance of national ownership, they 
call for the increase of national independent fiscal institutions to analyze debt sus-
tainability through Independent Fiscal Institutions (IFI). However, as Blanchard 
et  al. (2022) comment on the Commission’s plan that the present national IFIs 
barely exist, they need to be upgraded, and provided with better resources and 
authority. Moreover, it is unclear how the role of the EU member states inde-
pendent fiscal Institutions can be balanced with the large role of the Commis-
sion. In fact, the EU determines the debt agenda proposing the terms of the ini-
tial medium-term adjustment plan on debt reduction, assesses the member states 
counter offer, and subsequently decides to accept or reject the national plans. As 
Blanchard et al. (2022a) argue, the Commission’s oversized power seems incon-
sistent with strengthening national ownership and goes against the initial intent of 
the Commission.

Another weakness, as Garicano (2022) points out, is whether European debt is a 
safe asset, since the Next Generation EU is an exceptional instrument invoked as a 
tool against the economic fall-out of Covid, but the Achilles heel is the lack of EU 
taxing power, so that the “lender of last resort” meaning that national governments 
have to pick up the bill, remains at the national level. Equally important is the ques-
tion of whether the EU Commission can be trusted as a neutral referee in enforcing 
the medium-term adjustment plan on debt reduction over an extended time period.

But the elephant in the room is Germany. The hawkish views of many German 
economists and policy leaders during the Sovereign Debt Crisis have softened, as 
demonstrated by the German Council of Economic Experts (GCEE), in their Annual 
Report 2022/23 on the reform perspective for European Fiscal Policy. At the same 
time, the reliance on strict enforcement of rules is still espoused by the Secretary 
of the Treasury, Christian Lindner, a member of the Free Democratic party. In this, 
Lindner is supported by the well-known Prof. Lars Feld, Director of the Walter 
Eucken Institute, who advocates increasing compliance rather than flexibility (Reu-
ter & Feld, 2022; Reuters, 2022).

While the annual Report of the German Council of Economic Experts on the 
future of the German economy is not binding on the government, its public pres-
entation receives substantial media attention. The just-published Annual Report 
2022/23 differs from past endeavors, in that many conservative economists have 
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been replaced not only by three women economists, but the entire group (Five Sages 
as they are called) are more diverse in their views. It is thus not surprising that many 
of their suggestions for reforming the fiscal rules are quite complementary with the 
Netherlands/Spanish and Commission proposals. They agree that new fiscal rules 
are necessary, since the existent rules have repeatedly failed to effectively limit debt 
ratios, and were often pro-cyclical. Agreeing with the Commission, they call for a 
binding expenditure rule which could make the EU fiscal rules more transparent and 
verifiable, and can set incentives for future-oriented government investment. In con-
trast to the more hawkish German Treasure Secretary, they call for the prioritization 
of government spending as well as improving the conditions for private capital for-
mation. Unlike the proposal of the EU Commission, the GCEE places the reforms of 
the fiscal rules in the larger context of completing the economic and monetary union, 
thus enhancing the fiscal and taxing capacity of the EU (GCEE Report (2022/23)).

In contrast, a prominent opposing German view against flexibility, exceptions, 
and discretionary judgments comes from Lars Feld, who in a joint paper (Reuter & 
Feld, 2022; Reuters, 2022) declares these suggestions as counter-productive. At the 
same time, Feld cautions against taking these personal views as synonymous with 
those of the Germany Ministry of Finance. The authors agree that the pandemic and 
the Ukrainian war has increased the challenges to ensure the sustainability of public 
finances, given that the EU does not have a central fiscal authority, but the answers 
lie in more enforcement and compliance with the fiscal rules through increasing 
political costs of non-compliance and more automatism through automatic correc-
tion mechanism.

The authors suggest that rules should be part of national legislation and assessed 
nationally so that non-compliance cannot be blamed on remote experts in Brussels. 
They argue against (Blanchard et al., 2021) who propose to replace the fiscal rules 
with expert-based, country-specific assessments and debt sustainability analysis. 
Reuter and Feld see a danger in that it permits too many exceptions and maximizes 
flexibility at the EU level.

Another disagreement addresses the single expenditure rule, which is seen by 
many economists as a better guide than the present fiscal balance used by the Sta-
bility and Growth Pact. Yet, Reuter and Feld (2022); Reuters (2022) caution that a 
single expenditure rule may not guarantee reliable reductions of debt ratios. Instead, 
the authors propose to link the limit on expenditure growth to debt ratios and to 
the medium-term development of the structural balance. One could thus make three 
cautionary remarks on upcoming issues.

First, in this context, they criticize the call for exceptions for investment or “green 
expenditures” and argue against Blanchard (2019) that climate investment is only 
admissible when crowding out other public investments. Nothing is gained, so the 
authors, if such exceptions are a means to allow for higher deficits and debt ratios. 
However, as discussed above, climate investment can be financed differently than 
just increasing public expenditure (see Sect. 4 and Mittnik and Semmler (2022).

Furthermore, a cautionary remark should be made that the new EU fiscal rule, as 
discussed in Sect. 5.1, might not work to keep the public expenditure growth aligned 
with potential output growth. High-interest payments, if close to the above-discussed 
bad debt equilibrium, may crowd out the aligned public expenditure growth, in part 
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if tax variations are politically not feasible. Thus, it is important to watch what the 
European Central Bank is doing, since its interest spikes, as shown in Sect. 3 and 
appendix 2 may undo the public stabilization effort if the economy is close to a bad 
equilibrium.

Finally, the designers of new fiscal rules overlook that there are considerable 
macroeconomic  studies which argue that temporary spending increases or cuts may 
have permanent effects on potential output, see (Sim, 2022). What has been called 
potential output growth is quite complex to measure9 and may be difficult to separate 
from feedbacks from actual growth. Nicholas Kaldor and James Tobin have argued 
some time ago: Temporary Government spending can affect capacity utilization 
rates, and the composition and change of human and physical capital have long-run 
effects on potential output. Thus, Milton Friedman’s theory of the separation of the 
natural laws of the markets (natural unemployment for example), as being driven by 
long-run trends, and actual macro fluctuations and expansion due to fiscal stimulus 
is often not feasible, in particular, if temporary spending reduces market constraints 
and spurs economic growth, see (Mittnik & Semmler, 2012).

To conclude, the response to the EU Commission’s proposal on revising the fiscal 
rules from the 9th of November 2022 has been met with considerable approval by 
many economists and even more surprising by the convergence among some North-
ern and Southern Member States. The final goal is to have the new fiscal rules in 
place before the start of 2024.

5.3 � Difficult negotiations to avoid a “bad debt equilibrium” outcome in the EU

Taking into account the response of member states to the initial EU proposal from 
November 2022, the Commission issued its new economic governance rules on 
April 26, 2023 including more rigid safeguards taking aboard some of the critical 
issues raised by the Germans (EU Commission 2023). In a Financial Times article, 
Christina Lindner, the German Finance Minister, alerted the EU Commission and 
the Member States that “We need to strengthen EU Fiscal Rules, not dilute them”, 
reiterating his stance for clear fiscal rules, better accountability and stricter enforce-
ment (FT April 25 2023). At the same time, the German government launched a 
non-paper with six proposals following up on selected issues identified by the 
ECOFIN conclusions (Bruegel, 2023).

While the Federal Ministry of Finance, under Christian Lindner, is in charge 
of coordinating the negotiations on the reforms of the Fiscal Rules with the EU 
Commission and among the EU Finance Ministers in Brussels, nevertheless, 
according to a member of the Federal Chancellery, these proposals have the full 
support of the Federal Ministry of Economic Affairs and Climate Action (held 
by the Green Party), the Chancellery which is occupied by the Social Democrat 
Olaf Scholz, and the Federal Ministry of Finance in the hands of the Free Demo-
cratic Party (FDP). As such, the three political parties making up the coalition 

9  See Holston et al. (2017).
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government are in support of the position Christian Lindner is taking in the nego-
tiations (Friedrich Ebert Stiftung, 2023).

Evaluating the German paper with the six proposals, Blanchard and 
Zettelmeyer (April 2023) conclude that while some of the German concerns in 
terms of EU-linked investment programs and creating additional safeguards may 
be valid, but two proposals would further the “bad debt equilibrium”. Essentially, 
Germany distrusts the EU proposed Debt Sustainability Analysis (DSA) which 
would ensure country-specific debt sustainability based on expenditure rules (def-
icit to grow at the rate of potential output) and a debt-adjustment plan for high-, 
medium and low risk countries. Germany criticizes the DSA for excessive dis-
cretion and the possibility for political maneuvering. Instead, Germany suggests 
a mechanical expenditure rule (standardized rules), which would require greater 
adjustments from countries with greater debt overhang. But this would undermine 
the objective of national ownership. In a second step, Germany demands “a bind-
ing lower limit for a necessary decline in the debt ratio of an appreciable magni-
tude in each year” (Blanchard & Zettelmeyer, 2023). Heavily indebted countries 
are called upon from the start of the reformed fiscal framework to reduce debt to 
GDP by 1 percent per year, low-risk countries 0.5 percent. Instead of identifying 
the debt risk and providing an adjustment period between 4–7 years to reduce 
the deficit as set out by the Commission, the German proposal would reduce the 
adjustment period to zero. These changes “would defeat the entire purpose of 
devising a new framework for member states’ fiscal policies” (Reichlin, 2023).

As discussed in the previous section on escape routes from a bad debt equilib-
rium (monetary, fiscal and financial), softening the bad debt dynamics, the frugal 
states adhere to two outdated economic assumptions. First, calling for standardized 
numerical rules accepts the stock of government debt as given, instead of taking into 
account the debt variance through debt-financed investment. Secondly, by declaring 
“debt is debt’, the focus is on net-financial debt instead of including non-financial 
assets which are created through public investment in energy and climate resilience, 
public transportation, educational and early childhood facilities as well as invest-
ment in health and pandemic prevention.

Before the meeting of the EU Finance Ministers in Luxembourg on June 16, 2023 
to discuss the revamped proposal, the German Federal Ministry of Finance issued 
an op-ed piece in Die Welt and other European newspapers signed by the Finance 
Ministers of the Czech Republic, Austria, Bulgaria, Denmark, Croatia, Slovenia, 
Lithuania, Latvia, Estonia and Luxembourg essentially calling for a stricter course 
on the Fiscal Rules. It is thus not surprising that European finance ministers clashed 
at their meeting in Luxembourg on 16 June 2023. Particularly, Bruno Le Maire, the 
French Finance Minister, rejected the German demand for automatic, uniform debt-
reduction rules arguing that the imposition of automatic rules in the past has led to 
a decline in growth rates and counteracts national ownership (FT 17/18. June 2023). 
And the Italian finance minister, Giancarlo Giorgetti, criticized that the Commission 
did not exclude public productive investments from the country’s deficit targets.
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5.4 � What to expect next?

At the panel discussion organized by the Friedrich Ebert Foundation on 20 June 
2023 in Berlin on Fiscal Rules, a member of the Federal German Chancellery called 
for separating the issues of fiscal rules and the need for investments. In fact, he 
declared that neither the national level nor the EU fiscal rules negotiations should 
be the place to decide the investment question for the transition. Fiscal rules should 
not function as a tool for the required investment purposes. As arranged during the 
Covid crisis, the necessary investment for climate and energy transition should be 
decided outside of the budget via a special fund, such as was done with the Next 
Generation EU. The European Commission decided to use the proceeds of EU-bond 
issuance to fund EU policy programs on the basis of member states’ solidarity (Frie-
drich Ebert Foundation, 2023).

Not surprisingly, the rest of the panel members consisting of economists and 
members of the European Parliament rejected strongly the suggestion to separate the 
two issues. In fact, the tenor of the discussion was that nation states had to be guar-
anteed the flexibility for climate and energy transition funding within the bounds 
of sustainable debt targets. Given that the United States and China do not have the 
strict debt requirements, it is thus all the more necessary that the financing for the 
transition is done through a common investment strategy at the EU level to harvest 
the advantages of EU-wide networks. A possible game plan could be the introduc-
tion of the “golden Rule” for investment10 which would exclude investment pro-
grams from debt targets as the Italians have suggested.

At the moment, the different positions between the German strict observations 
of standardized rules and those of a more flexible country-specific debt sustainabil-
ity target based on expenditure rules seem to be incompatible. Despite the progress 
the EU has made during the Covid crisis in designing solidarity policies, mistrust 
among Northern and Southern countries remains. Strict standardized rules are “no 
substitute for trust” (Reichlin, 2023).

The question arises whether parliaments of national governments and/or the EU 
Parliament are able to intervene in the present stand-off. It is true that national 
ownership means that nation-states have more flexibility in designing their indi-
vidual path to debt sustainability. However, national parliaments are not part of 
the negotiations of the fiscal rules and thus are not active players in the nego-
tiations. The situation is somewhat different, but more complex, at the level of 
the EU Parliament. The new economic governance rules consist of three intercon-
nected proposals, but there is only one co-decision between the EU Parliament and 
the Council at the proposal to replace the regulation on the strengthening of the 
surveillance of budgetary positions and the surveillance and coordination of eco-
nomic policies (1466/977/EC). On May 9 2023, the EU Parliament held a debate 
on the revision of the SGP, following the Council and Commissions statements 
and demanded the importance of the Parliament’s full involvement in the reform 

10  The US under the Biden administration has passed the Inflation Reduction Act whereby the climate 
investment parts are considered productive public investments by many economists, including Larry 
Summers.
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of the economic governance framework and in the future conduct of economic 
governance in the EU (EU Parliament, 2023).

Rather than being involved in the full procedure of the negotiations between the 
EU Parliament, the Commission and the Council, the Parliament seems to point 
to the democratic deficit in these procedures. Yet, a new framework for a credible 
approach to public finance must articulate a shared dialogue between national and 
European parliaments with the EU in order to build a common governance system 
that is transparent and acceptable to the European citizenry.

6 � Conclusion: The need for social buffers for EU debt sustainability

The global Covid-19 crisis made visible the asymmetric impacts of the development 
of the pandemic on economic sectors and labor market segments, and on society in 
general. It has exacerbated the global inequalities that already existed placing a spot-
light on the low wages, fewer labor rights, particularly in the informal economy, and 
the impact on “essential workers”, mostly women, who ensured economic sustain-
ability during the crisis (Fonte, 2022; Young, 2023).

Yet the pandemic has also led to the realization that societies need to be made 
more resilient to unexpected shocks (Brunnermeier, 2021). This is all the more 
important, since we are not only confronted with the challenge of one crisis – the 
sovereign debt control problem – but rather with multiple crises, a situation in which 
several crises interact: The pandemic and then the energy crisis, financial volatil-
ity, high inflation rates, climate disasters such as wildfire, drought and food short-
ages, and the Russian aggression on the borders of Europe which in turn shut off the 
“cheap” energy source which was the motor of many European economic engines. 
Mastering such unforeseen multiple challenges, the EU and global policy makers 
need also to design social buffers in the form of social insurance to enable individual 
and societal resilience against such destabilizing multiple shocks.

Even the new EU fiscal rules remain heavily focused on the debt holdings, which 
is not taking into account the additional financing resources as discussed in Sect. 4, 
this is criticized in a discussion by women economists (Wilson, 2022) calling for 
the inclusion of “human capital” in order to complete the balance sheets by looking 
at the assets and the liabilities. Rather than counting health, education and safety 
measures as expenditures, they should be regarded as an investment. This could be 
done by adding to the Macroeconomic Imbalance Procedure (MIP) a “Social Imbal-
ance Procedure”, as Sigl-Glöckner advocates, which would not just look at debt and 
deficit, but include long-run public investment to ameliorate the social imbalances.

A start was made at the European level with the introduction of The Next Genera-
tion EU (NGEU) which is a radical shift from the previous handling of the European 
Sovereign Debt crisis with its single focus on budget consolidation and austerity. 
The EU initiated a new borrowing strategy to raise money on capital markets laying 
the groundwork for European safe assets (Christie et  al., 2021). The new strategy 
was a recognition that member states needed help to cope with the economic fall-
out from the Covid pandemic. The Recovery and Resilience Facility (RRF) was to 
provide financial support for member states in the form of grants and loans. In order 



1 3

Economia Politica	

to access the funds, countries had to draft national Recovery and Resilience Plans 
(RRP) to be reviewed and monitored by the European Semester. A pre-requisite for 
the national growth plans was to include an investment-led growth strategy includ-
ing expenditures related to climate and digital transformation (Vanhercke & Verdun, 
2022; Wilson, 2022).

Despite the unprecedented shift of the EU fiscal frameworks to increase the bor-
rowing power of the EU, the Next Generation EU can only be a start for a long-term 
sustainable common social buffer at the EU level. The weak point in the institutional 
structure to support member states is its temporary nature restricted to the Covid cri-
sis. To be effective macroeconomically, EU borrowing instruments should be made 
permanent to provide a European safe asset. However, the EU Commission’s pro-
posal did not go beyond the revision of fiscal rules to facilitate joint financing for 
EU-wide projects as the German Council of Economic Experts suggested in their 
most recent Annual Report (GCEE 2022/23).

In addition, “social targets” failed to be included in the initial draft of the RRF. 
Only through the lobbying of the European Parliament were the principles of the 
European Pillar of Social Rights next to the green and digital transformation inserted 
in the final Regulation. The recovery plans had to include 30% of total expenditures 
towards social policy, including a focus on gender equality. However, these goals 
remain rather vague and are subject to be watered down at the implementation stage 
of the National Recovery and Resilience Plans which is in the hands of the Euro-
pean Semester. There is the danger that the social objectives will be subordinated to 
the economic goals within the EU’s post-crisis fiscal framework (Zeitlin/Vanhercke 
2018; O’Dwyer/Wöhl forthcoming).

Equally problematic from a social perspective is the recently announced Social-
Climate Fund, a provisional agreement reached by the EU Council and Parliament 
on 18 December 2022 (EU Council, 2022). The agreement on the EU Emissions 
Trading System and the Social Climate Fund intends to facilitate the climate objec-
tives within the main sectors of the economy, and at the same time ensure that vul-
nerable citizens and small enterprises are supported in the climate transition. Vul-
nerable households, small firms, and users of transport systems are supported to 
cope with the price impacts of an emissions trading system for buildings and road 
transport and fuels for additional sectors. The fund would be established over the 
period of 2026–2032, and would be part of the EU budget with external funding up 
to a maximum amount of €65bn.

The inclusion of the Social Fund in the EU Transmission Trading System is a 
much welcome shock-absorber for the fall-out of the energy transition for vulnerable 
groups. However, as with many other EU projects, the “social” is interpreted within 
a too narrow range instead of creating a separate financial instrument, such as an EU 
“Social Fund” which would address long-run public investment in health, education, 
care, job security, climate challenges as a regional public good to create sustainable 
wealth for the European society. Such a focus on an EU Social Fund would shift the 
narrative from the traditional economic policy making of redistribution to a vision 
of collective investment for the common good that is both inclusive and sustainable 
(Mazzucato, 2022).
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Revising the joint EU Fiscal Rules is a first step in accommodating debt sustain-
ability – if done in accordance with what has been proposed in Sect. 4. Yet given the 
demographic challenges, the geopolitical challenges of increasing defense spend-
ing and the urgency of the energy transition will require a common EU fiscal social 
funding capacity to promote comprehensive economic strategies to mitigate the 
effects of large asymmetric and global shocks.11

Technical appendices: data sources and dynamic model

Appendix 1: Data Sources on growth rate, interest rate and primary balance

We want to report here the Bloomberg analysis, undertaken by Cousin et al. (2022), 
for each of the countries, as compared what Blanchard (2019) assumes in his study 
for the US. The Bloomberg team takes the expected GDP growth as derived from 
their own forecasts which in the long term are generally seen to be determined by 
a recent historical average of TFP growth and an assessment of the impact of the 
demographics on the participation rate in the labor market. In contrast, Blanchard’s 
analysis uses the actual past growth rate of nominal GDP over time.

In the Bloomberg analysis, the effective interest rate on debt, that is, interest paid 
on debt minus any return received on assets, divided by gross debt is derived using 
market futures for government bonds, taking into account the actual composition of 
debt at the end of 2021. On the other hand, Blanchard’s analysis uses the weighted 
average the 10 years Treasury bond rate and 1-year Treasury bill rate. The 10-year 
bond rate is the Federal Reserve Board market yield on U.S. Treasury securities at 
10-year constant maturity, quoted on investment basis. The 1-year Treasury bill sec-
ondary market rate, quoted on discount basis from Economic Reports of the Presi-
dent and FRED database.

In Bloomberg’s forecast analysis, the authors assumed that the primary bal-
ance as a share of GDP would remain the same as that observed on average over 
2015–2019. In contrast, Blanchard’s analysis indicates that primary balances will 
have to decline.

Appendix 2: Dynamic model and solutions about the two debt equilibria

Since there is so far no analytical solution to the Blanchard two debt equilibria model 
we  illustrate the possible dynamics for the two debt equilibria using a numerical 
method. A related model of multiple debt equilibria is sketched in De Grauwe (2012). 
The results shown here are the modeling and solution paths of the two types of dynam-
ics represented in Figs. 4 sand 5. We here also illustrate the evolution of debt and the 
cost of public debt for the Euro area countries, as discussed in Grauwe (2012). We are 
solving the proposed basic debt dynamics by Blanchard (1983) which is only verbally 
extended in Blanchard (2019) where the two debt equilibria are discussed.

11  A more detailed empirical study on precarious sovereign debt outlook for the EU, the US and Emerg-
ing Markets can also be found in Scope Ratings (2023).
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In the basic Blanchard model (1989), the interest rate is constant and low. This 
case can be viewed as representing the Fig.  4, the good debt equilibrium, in the 
Sect. 3, where one observes a convergence toward a low steady state of the debt to 
GDP ratio (i.e. mean reversion after a shock). Figure 5, the two equilibria model, 
in Sect. 3 shows the case when there is not mean reversion but diversion, resulting 
from the high level of debt and high interest rates including a hight risk premium.

To illustrate the relevance of the two equilibria, see Fig. 6 which is based on Euro 
area data  demonstrates  the two cases and their underlying mechanisms. For low 
and fixed levels of interest rates, the debt dynamics stay below the red line, roughly 
below 70% of GDP.12 Yet, the higher state dependent interest rates, the higher risk 
premia and a higher debt reveal positive feedback mechanisms between debt and the 
cost of debt, including a high and rapidly rising risk premium. Yet, as also can be 
seen from Fig. 6 low debt to GDP ratios do not guarantee “good debt” equilibria 
with low risk premia.

However, when the monetary authority, the ECB began using QE to buy  EU 
treasury bonds, the interest rates and risk premia fell and, though debt stays high 
in Fig. 6, the low interest rates and lower risk premia stabilize the debt dynamics. 
As generally recognized the monetary intervention of the ECB through purchasing 
of  sovereign debt, thus Draghi’s “whatever it takes”, has eventually stabilized the 
debt dynamics.

Next we want to mimic in a more formal model the two specific phases in two 
scenarios, representing the Figs. 4 and 5 in Sect. 3.

Scenario 1:
We present here in Scenario 1 a formalized version of the Blanchard (1983) 

standard model with constant interest rate on debt and the basic debt dynamic. 

Fig. 6   European sovereign debt and the cost of debt dynamics

12  The data sources for Fig. 6 for the Euro area are: The data source for debt to the GDP ratio is from 
https://​www.​ceicd​ata.​com. For government bond spread, the data source is https://​fred.​stlou​isfed.​org/​
series/​IRLTL​T01EZ​M156N. Data frequency is quarterly. Note that these are computations for average 
debt to GDP ratios and sovereign debt costs. There is, however, as well known, a great difference across 
States depending on dispersion for the EU countries over time. Yet for a rough illustration of the Blan-
chard theory of the two dominant equilibria of Figs. 4 and 5 this will be sufficient.
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Scenario 1 is the case of a (unique) good debt equilibrium. We start with a model 
where the interest rate on debt is given exogenously and remains stable at a low level 
(with small or no risk premia). Such a scenario may be represented by a central bank 
pursing a low interest rate, which might be close to zero, trying to keep the economy 
in a low financial stress regime. This is the case of sustainable debt showing mean 
reversion to a stable equilibrium of Fig. 4.

The following dynamic equations are adopted from Blanchard (1983). This case 
of a stable debt equilibrium is also verbally discussed in Blanchard (2019:1226-7). 
To illustrate this case let us specify the dynamic equations.

s.t.

Equation (4) is an intertemporal payoff function, containing preferences over con-
sumption, reduced by the welfare loss from excess debt, see Eq. (4). The first state 
equation, Eq. (5), represents capital accumulation and the second Eq. (6) denotes 
the evolution of debt. The Blanchard (1989) standard model with a constant and low 
interest rate on debt is here illustrated.

Note that in Eq. (4) we model the pay-off function for a finite decision horizon T. 
The pay-off can be defined as consumption oriented pay-off function with the term 
−�(�t − �∗)2defining the distress effects of higher debt above some mean value �∗ . 
Decision variables are ct and gt , the latter is the growth rate of the capital stock. 
Thus in our case it is presumed that a decision has to be made on investment (growth 
rate of capital, gt = itkt ) and consumption, ct which appear in equations (5) and (6). 
More specifically, Eq. (5) shows the law of motion for the capital stock. The capital 
stock grows with rate gt and depreciates at a given rate �.

Equation (6) represents the debt dynamics for the economy where we allow for 
external borrowing.13 As can be seen from Eq. (6) the debt increases with inter-
est payments on debt, given by rbt , but, at the same time, debt also changes by 
(yt − ct − it − �(it)) , which represents the difference between income and spend-
ing – and when the latter is greater than the former this increases the external debt. 
Hereby �(i) is a quadratic adjustment cost for investment. One can observe that 
whenever interest service on debt is greater than the second term -(..), debt will rise. 
Lastly, it is to be stressed, we presume a finite decision horizon T.

Scenario 2:
In Scenario 2 a state dependent risk premia for sovereign debt is introduced, 

reflecting what is stated in Blanchard (2019: 1226) as the “bad” debt equilibrium. 

(4)V(k, b) = max∫
T

0

e−rtU[ct − �(�t − �∗)2]dt

(5)k̇t = (gt − 𝛿)kt + 𝜖t

(6)ḃt = rbt − (yt − ct − it − 𝜑(it))

13  See Blanchard (1989) for further details.



1 3

Economia Politica	

We explore Scenario 2 where we introduce a state dependent risk premium and a 
reaction of the macro variables to the financial stress.

In this variant of our model, in Eq. (7), where the superscripts a mean that macro 
variables can be adjusted downward due to a lack of effective demand, and hereby 
we allow now for increasing financial stress due to default risk and further contrac-
tions.14 Hereby the nonlinear cost of public borrowing is defined as credit spread 
r(st|� , c

∗)with:

This is roughly the function that has been used to produce Fig. 5 in Sect. 3 and has 
been indicated in De Grauwe (2012) as a nonlinear risk premia, see also Mittnik and 
Semmler (2018). Yet, we want to note, as Blanchard (2019) also states, there is not 
likely to be an exact form of the nonlinearity of the sovereign debt cost related to the 
debt to GDP ratio.15

In Eq. (8), the interest payment on borrowing (bank credit or bonds) rises with 
the debt to capital stock ratio in a non-linear way: slowly in the beginning, then more 
rapidly but it is finally bounded. We include both an interest rate and add an endog-
enous risk premium and capital utilization. Empirically, these are important mac-
roeconomic feedback loops that can often be observed during periods of financial 
stress, and that we have discussed at the beginning of this section.

For solving the Scenario 1 and Scenario 2, we solve the implied intertemporal 
models for finite decision horizon where the NMPC algorithm (see Gruene et al., 
2015) is used.16 We obtain hereby the graphs of Fig. 4 and 5 in Sect. 3.

We also want to note that finally the purchase of sovereign debt, setting in 
2011/12, stabilized the debt dynamics, through monetary policy interventions. Start-
ing from the high debt, and high cost of sovereign debt, the public debt in Fig. 4 can 
be stabilized by bringing down the interest rate and risk premia for sovereign debt. 
This is also shown in the middle part of the Fig. 6. Though the cost of sovereign 
debt went further down in Fig. 6, obviously the debt to GDP ratio did not get stabi-
lized completely as indicated in Fig. 6, but still remained higher due to additional 
disruptive shocks occurring – the Covid meltdown, after 2020 and the energy crisis 
starting with 2022.

Finally we want to make a reference to the literature on self-defeating debt 
restructuring. The additional feedback effects of Eq. (8) can indeed lead to further 
contractions and rising public debt– even if there is an attempt to consolidate the 
public budget. Much of the empirical literature after the financial market crisis 

(7)ḃt = r(st|𝛾 , c
∗)bt − (yat − ca

t
− ia

t
− 𝜑(it))

(8)r(st|𝛾 , c
∗)bt = 1 + exp[−𝛾(st − c∗)] − 1, 𝛾 > 0, c∗ > 0,

14   See Mittnik and Semmler (2018). 
15  A typical example is Japan, where the debt to GDP ratio is beyond 200% but the cost of the (mostly 
domestically held) sovereign debt has little relationship with the debt to GDP ratio.
16  For details on solving the dynamic decision model, represented in Fig. 4 and 5, see also Mittnik and 
Semmler (2018). There is also an explanation of how a stochastic version can be applied.
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2008–09 on the limited multiplier effects or state dependent multipliers, see Batini 
et al. (2014) and on significant forecast errors, as stated in Blanchard and and Leigh 
(2014) seem to result from the increasing constraints on product, labor and financial 
market in economic contractions as discussed in Mittnik and Semmler (2012). This 
is then not only leading to further contraction of output and self-defeating fiscal con-
solidation, but also is having an impact on the potential output and long run growth. 
This of course can be counteracted, as Goodhart (2020) suggests by counteractions 
of monetary policy bringing the interest rate down, as indicated in our Eqs. (6) and 
(7).
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