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Updating the EU’s fiscal rules

Steering EU fiscal policy with an expenditure rule beyond GDP

Executive Summary

To achieve the objectives of the European Green Deal, the current decade will require the EU to undergo
a green and just transition which will trigger huge private and public investment needs. Although
governments need large fiscal leeway to meet these investment needs, the EU fiscal framework
currently grants many Member States little fiscal space and prevents countercyclical fiscal policy. This
in turn deprives Member States of the required fiscal flexibility, especially in crises and recessions, the
times when they need it most. As a result, the urgent public investment needs for the green and just
transition cannot be met.

To overcome these issues, a well-designed expenditure that limits the annual net government
expenditure growth could replace the structural budget balance rule in the Stability and Growth Pact.
However, while most proposals for an expenditure rule use GDP-based estimates as a benchmark for
assessing the allowed growth of net government expenditure, it can be argued that, considering the
European Green Deal, the fiscal rules should not just provide sufficient fiscal space but should also
incentivise Member States to use this fiscal space for advancing the green and just transition. Thus, the
benchmark of the expenditure rule should also take these dimensions into account. The study therefore
explores alternatives to GDP which provide information about a country’s performance in terms of the
green and just transition and evaluates their applicability as a benchmark for an expenditure rule.

This study assesses 12 scenarios for the replacement of GDP as a benchmark in the expenditure rule.
The 12 scenarios result from combining three categories of alternative indices (GDP-replacing indices,
GDP-adjusting indices, and scoreboards) with four options for deploying them as an expenditure rule
benchmark (simple benchmark, performance gap, potential growth, and independent body). The
evaluation of the scenarios reveals weaknesses for all scenarios, demonstrating that the analysed
indices generally do not constitute real alternatives for GDP with respect to an expenditure rule
benchmark. Although the weaknesses of the scenario of applying a GDP-adjusting index as a
performance gap benchmark can partially be mitigated, the strong reliance on GDP prevents a
decoupling of fiscal rules from GDP. The study therefore reveals a gap by demonstrating that there is
not yet an alternative to GDP that is feasible to implement as a benchmark for fiscal rules and that
enables a green and just transition and aligns EU fiscal policy with the objectives of the European Green
Deal.



Introduction

To achieve the objectives of the European Green Deal, the EU will undergo a green and just transition,
which requires additional annual investments of €520 billion in the current decade (European
Commission, 2022). While a certain share of this will have to come from the private sector, a large share
will also have to come from the public sector, as shown in a McKinsey study which found that 60% of
the required investments do not have a business case (McKinsey & Company, 2020).

To provide these investments, the public sector needs sufficient fiscal flexibility. However, the fiscal
flexibility of governments is currently restrained by the Stability and Growth Pact (SGP), a central part
of the EU fiscal framework. It sets debt targets which, if exceeded by Member States, need to be
approached at a pace that requires budget surpluses which put huge pressures on public budgets.
Additionally, the structural budget balance rule that restricts structural budget deficits entails a variety
of problems that prevent countercyclical fiscal policy and decrease the Member States’ fiscal space in
general (Bertram et al., 2022). This in turn deprives Member States of the required fiscal flexibility,
especially in crises and recessions, the times when they need it most. As a result, the urgent public
investment needs for the green and just transition cannot be met.

The current debate about a reform of the EU fiscal framework has therefore brought up a reform
proposal that addresses these problems, an expenditure rule which limits the growth rate of net
government expenditure and thereby creates more fiscal flexibility than the fiscal rules that are
currently in place. Because the extent to which an expenditure rule could solve these issues is highly
dependent on its actual design, the debate about what an expenditure rule could look like is of high
importance.

In most of the currently discussed expenditure rule proposals, the benchmark for assessing the allowed
annual net government expenditure growth of Member States relies on GDP-based estimates. However,
as GDP is a poor measure of Member States’ performance in terms of the green and just transition, it is
worth investigating whether the benchmark used in an expenditure rule could be based on alternative
indices that provide a better picture of the green and just transition.

To do so, the paper starts with presenting the expenditure rule and its benefits and drawbacks. The
following part presents different categories of indices that offer an alternative to GDP. The applicability
of these categories as a benchmark for the expenditure rule is then assessed. The most feasible option
is evaluated in more detail.



Benefits and drawbacks of an expenditure rule

In recognition of the need for sufficient fiscal flexibility for EU Member States to provide the necessary
public investment for the green and just transition, there is a debate about a reform of the EU fiscal
framework. In this reform debate, many reform proposals call for replacing the structural budget
balance rule of the SGP with an expenditure rule to increase fiscal flexibility and simplify the existing
rules (Bénassy-Quéré et al., 2018; Christofzik et al., 2018; Claeys et al., 2016; Darvas et al., 2018;
European Fiscal Board, 2018). An expenditure rule limits the growth rate of net government expenditure
to a Member State’s potential output growth rate whereas the structural budget balance rule limits a
Member State’s budget deficit based on its output gapi. Forany given year T, the potential output growth
rate is estimated as the average of the potential output growth rates for a certain timeframe, e.g., from
T-5 to T+4. However, the potential output growth is not necessarily the only benchmark that can be
used for an expenditure rule but can also be complemented by inflation targets or debt correction
targets (Claeys et al., 2016).

The rationale for replacing the structural budget balance rule of the SGP with the expenditure rule is
that expenditure is directly controllable by the government whereas the structural budget balance is
not. Because the structural balance depends on automatic stabilisers which fluctuate over the course
of the business cycle, a government cannot directly control the structural budget balance but only the
discretionary government expenditure. Compared to the structural budget balance rule, an expenditure
rule is also simpler to calculate as it does not require the estimation of a budgetary semi—elasticity".
Moreover, in comparison to the structural budget balance rule which the expenditure rule would
replace, the latteris subject to smaller revisions and is less procyclical (Bertram et al., 2022). Depending
on the exact design of the expenditure rule, it could also grant Member States more fiscal space than
the structural budget balance currently does. For the green and just transition, these benefits are of very
high importance. To meet the huge public investment needs, the EU’s fiscal rules should give Member
States sufficient fiscal flexibility. They should also allow for countercyclical fiscal policy to enable
Member States to invest in times when it is most needed, namely in recessions, and not only in booms
when these investments could contribute to overheating the economy, e.g., by overshooting inflation.

At the same time, the expenditure rule is seen as an instrument to safeguard debt sustainability, which
is the ability of governments to meet all their current and future payment obligations without
exceptional financial assistance or going into default (Hakura, 2020). Assuming that in the long-term, a
country’s actual output follows the path of its potential output, the growth of potential output results in
increased future government revenues. An increase in government expenditure is therefore
accompanied by an increase in government revenues and debt sustainability is provided. To control
debt sustainability even better, an expenditure rule could be based on a debt reduction pathway that
steers government expenditure in a way that the compliance with a certain debt level target in the future
is secured (European Fiscal Board, 2018).

On the other hand, with potential output growth as the benchmark for determining fiscal space, the
expenditure rule is heavily dependent on a GDP-based estimate. While these GDP-based estimates are
useful for assessing fiscal space based on the business cycle, it can be argued that, in light of the
European Green Deal, a country’s fiscal space should be used for advancing the green and just transition
and that the benchmark of the expenditure should therefore also take these dimensions into account.

A thorough explanation and comparison of these two concepts can be found in (Bertram et al., 2022).
i The budgetary semi-elasticity is the elasticity of the budget balance to the output gap. It measures how much a
change in the output gap changes the budget balance due to changes in government expenditure and revenues.



The following chapters will therefore investigate whether indices that report not just on economic
activity but on more dimensions can be used as a benchmark for an expenditure rule.

Alternatives to GDP

There are several alternative indices that can provide a better measure of a country’s progress in terms
of the green and just transition than GDP does. This section will present them in three categories: GDP-
replacing indices, GDP-adjusting indices, and scoreboards. This chapter provides the basis for the
assessment of how alternative measures of progress could be used as a benchmark for an expenditure
rule by explaining each category with examples of existing indices.

GDP-replacing indices

There are a variety of indices that aim to replace GDP as a measure of a country’s progress. Well-known
indices include the Human Development Index (United Nations Development Programme, 2020), the
Happy Planet Index (New Economics Foundations, 2021), the Better Life Index (OECD, n.d.), and the
Social Progress Index (Social Progress Imperative, 2020). In the following, two of these well-known
indices for replacing GDP are presented.

Human Development Index (HDI)

One of the best-known indices is the Human Development Index (HDI) that was developed by the UN
and has been used in the annual Human Development Report since 1990. The HDI measures a
country’s average achievement across three dimensions of human development. It uses the life
expectancy at birth for valuing health as the first dimension. Second, it considers the years of schooling
for adults aged 25 and above and the expected years of schooling for children entering schooling age.
The mean of these two values represents the knowledge dimension of the HDI. The standard of living
as the third dimension is measured by the logarithm of Gross National Product (GNP) per capita at
purchasing power parity (PPP) dollars. The logarithm reflects the declining marginal utility of income.
The values for the three dimensions are then standardised to an interval from zero to one using the
minima and maxima of each dimension. Finally, the HDI is calculated as the geometric mean of the
three dimensions. The geometric mean is used because, in contrast to the arithmetic mean, it does not
allow for linearly compensating a poor performance in one dimension with a better performance in
another dimension. Hence, using the geometric mean requires a solid performance in all dimensions to
obtain a high HDI score.

The UN has calculated the HDI for 189 countries, making it a well-known and widely accessible index.
The HDI ranking is currently led by Norway, Ireland, and Switzerland, while Chad, the Central African
Republic, and Niger find themselves at the bottom of the ranking (United Nations Development
Programme, 2022).

Building on the framework of the HDI, the UN has constructed other indices that incorporate additional
important criteria. The Inequality-adjusted Human Development Index (IHDI) adjusts the HDI for
inequality in each of its dimensions. The Gender Development Index (GDI) measures the HDI for both
women and men and divides the female HDI by the male HDI in order to uncover disparities across
gender groups (United Nations Development Programme, 2020).

Its multidimensional nature and the fact that it accounts for declining marginal utility of income makes
it a superior welfare index compared to GDP (Bagolin, n.d.). The HDI’s broad availability makes it
possible to find HDI values for all EU Member States. However, the HDI scores are published in the



Human Development Reports by the UN, which are not published on a regular basis'll. To estimate
annual expenditure rule benchmarks, regular HDI updates would be needed. Criticism of the HDI has
highlighted that its components are selected arbitrarily and important dimensions, such as political
freedom and environmental aspects, are left out (Van den Bergh, 2007), and that for various reasons, "V
the resulting hierarchy among countries strongly resembles the hierarchy in terms of GDP (Szigeti et al.,

2013).

Happy Planet Index (HPI)

To strengthen the role of environmental aspects, the Happy Planet Index (HPI) was developed by the
New Economics Foundation in 2006. It aims to measure the ecological efficiency of delivering well-
being by incorporating three indicators: self-reported life satisfaction, life expectancy, and ecological
footprint. The latter measures the productive land area required to produce consumed goods and the
assimilation of waste by a human population or an economy.

HPI = Life Satisfaction x Life Expectancy

Ecological Footprint

The HPI additionally adjusts for inequality of outcomes. To do so, it multiplies the original value with an
inequality factor that represents the inequality of life expectancy and life satisfaction (New Economics
Foundations, 2021).

The HPTis currently available for 140 countries. Its ranking is led by Costa Rica, Colombia, and Vanuatu,
while the Central African Republic, Mongolia, and Qatar occupy the bottom of the ranking. In general,
the ranking is dominated by Latin American and Asia Pacific countries which achieve relatively high and
equally distributed life expectancy and life satisfaction with smaller ecological footprints than Western
nations (Wellbeing Economy Alliance, 2022).

The HPI manages to measure welfare more comprehensively than the HDI does by including life
satisfaction instead of national income. Moreover, the inclusion of the ecological footprint allows for a
sustainability perspective, which is missing in the HDI. In terms of availability, it provides scores for all
EU Member States. While the official scores are published on a very irregular basisY, the adequate
availability of the three underlying variables (life satisfaction, life expectancy and ecological footprint)
allows for annual HPI estimations. However, the HPI suffers from the subjectivity caused by including
self-reported life satisfaction and might factor in the ecological footprint too heavily relative to the other
two inputs. Thus, it does not necessarily reflect the wellbeing of a country’s citizens and even distracts
attention from human rights issues as in the case of Myanmar which ranks higher than many Western
European countries (Michaelson Charles Seaford Saamah A & Marks, 2014).

GDP-adjusting indices

In addition to indices that aim to replace GDP, there are also indices that adjust GDP. They do this by
adding monetised environmental and social benefits to GDP and by subtracting monetised
environmental and social costs from GDP. There are several different indices in this category such as
the Measure of Economic Welfare (Nordhaus & Tobin, 1973), the Genuine Progress indicator (Cobb et

il £ g there is no Human Development Report for 2021 but only a common one for 2021/2022 and HDI scores
will therefore not be available for both years.

V The HDI includes GNP and even the other dimensions are correlated with GDP.

V' Only four times since HPI's launch in 2006.



al., 1995), and the Genuine Savings (Hamilton, 1994). The latter is presented below to give an example
of how these GDP-adjusting indices work.

Genuine Savings

Also known as Adjusted Net Savings, this indicator is used by the World Bank as a measure of
sustainability. Although the Genuine Savings do not adjust GDP but savings, the methodological
similarity to GDP-adjusting indices allows for a classification in this category. The Genuine Savings do
not just measure produced capital, but also natural and human capital. This is done by correcting net
national savings by adding education expenditure (which is treated as an investment in human capital
rather than consumption) and deducting costs of energy depletion, mineral depletion, net forest
depletion, and carbon dioxide and particulate emissions damage (Hamilton, 2000).

The development of the Genuine Savings of the EU over time is presented in Figure 1. The immediate
and severe drop during the 2007/8 financial crisis reflects the strong dependence of the Genuine
Savings on GDP.
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Figure 1: Adjusted Net Savings of the European Union as percent of GNI (Data:(World Bank, n.d.))

The Genuine Savings indicator has the benefit of yielding a single monetary value that can be compared
to GDP. This allows one to assess whether the effects of the economic activity on natural and human
capital have overall been positive or negative. It also provides better information on what countries need
to do to improve their performance than the HDI and HPI doY. As Figure 1 demonstrates, the Genuine
Savings scores are available on an annual basis for all EU Member States. However, a serious weakness
of the Genuine Savings indicator is that it does not reflect the concept of sustainability well. By
simultaneously measuring economic, human, and natural capital, it enables offsetting the loss in one of
these dimensions with a gain in another dimension, in contrast to the HDI for example (Everett & Wilks,
1999). Furthermore, with respect to human capital, it is only focussed on inputs but not on outcomes.
For instance, the quantity of education expenditure is not necessarily a good measure of the quality of
education.

Vi Improving a country’s performance in terms of life satisfaction or life expectancy is less straightforward than
simply increasing education expenditure or stopping forest depletion.



Scoreboards

Another alternative to GDP is using scoreboards. In contrast to the previous two categories, which
measure a country’s progress with a single number, scoreboards consist of a variety of different
indicators that are not aggregated to a single number. The benefit of using a scoreboard is that multiple
indicators can provide a more nuanced picture of a country’s performance in terms of the green and just
transition than a single number can. However, this comes at the expense of reduced comparability, as
it is easier to compare the performance of countries by comparing numbers than by comparing
scoreboards of multiple indicators. Nonetheless, the benefit of giving a multifaceted view makes
scoreboards important parts of the landscape of GDP alternatives.

Among the well-known scoreboards, there are overarching scoreboards that claim to include all
relevant dimensions such as the Sustainable Development Goals (United Nations, n.d.) or the
‘Doughnut’ developed by Raworth (2017), but there are also scoreboards that focus on specific
dimensions or sectors such as the European Pillar of Social Rights (European Commission, n.d.) or the
EU Resource Efficiency Scoreboard (European Commission, 2015). As an example of an overarching
scoreboard, the application of the Doughnut to the EU context is presented below.

A Compass towards 2030

A very prominent example of a scoreboard is the ‘Doughnut’ developed by Kate Raworth. Raworth
combines environmental and social indicators and uses a doughnut shape to visualise the safe
operating space that humanity can achieve through preventing both an underperformance in terms of
basic social indicators and an overshoot of the planetary boundaries defined by Rockstrom et al. (2009).
While the Doughnut was not solely developed as a country-level index, it can certainly be used as such.
Barth et al. (2021) have applied the Doughnut Economics framework to the EU Member States. As
Figure 2 demonstrates, they have complemented the original framework which includes environmental
indicators (outer ring) and social indicators (inner ring) with additional indicators, e.g., from already
existing scoreboards of EU initiatives like the European Green Deal and the 8™ Environmental Action
Program, to capture both potential areas for investments and the characteristics of a resilient economy.
The interior “dough” of the Doughnut represents the policy levers and economic enablers in question
while also indicating progress towards achieving them. Furthermore, Barth et al. (2021) stress that, as
priorities develop throughout time, there is a need to consistently develop new indicators from existing
data and integrate them into existing monitoring scoreboards such as the ‘Doughnut’.

Compared to the previously presented indices, this one has the tremendous advantage of capturing
many more determinants of a country’s progress in terms of the green and just transition. The outer ring
aligns very closely with the green dimension of the green and just transition and the inner ring aligns
very closely with its just dimension. By including this many different indicators, it also allows any country
to improve its performance in a very targeted way since it can directly address the worst-performing
indicators. Since this index was designed for the EU context and the indicators are mostly based on
already existing data, the data availability is very high.

However, the comprehensiveness of this index comes at the expense of reduced simplicity. Especially
in terms of the application as a benchmark for an expenditure rule, it is challenging to translate the
variety of scores from all the different indicators into one single benchmark for the expenditure rule.
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Figure 2: Compass towards 2030 (Source: Barth et al. (2021))

An alternative benchmark for the expenditure rule

There are different options for using the indices described above as a benchmark for an expenditure
rule, i.e., for determining the allowed growth of public expenditure for any given Member State. This
section will present these options and then discuss how each of them could be implemented with
respect to the different categories of alternatives to GDP.

The different benchmark options
Simple benchmark

The chosen index could act as a simple benchmark for the growth of public expenditure. Public
expenditure would be allowed to grow in line with the index. As a basic example, the growth of the index
by x percent would allow for a growth of public expenditure by x percent in the following year. However,
to smooth out potential fluctuations in the growth rate of the index, this basic mechanism could be
adapted by using the index’s average growth rate over the past years as a benchmark. For example, the
average growth rate of the index over the past 5 years could determine the allowed growth rate of public
expenditure for any given year. Similarly, the linearity between the index growth and the expenditure
growth could be adjusted. A growth of the index by x percent could allow for a growth of public
expenditure by e.g., 0.5x or 2x percent.



Performance Gap

Just as the structural budget balance rule uses the GDP output gap to determine fiscal space, an
expenditure rule could use a performance gap in terms of the chosen index to determine fiscal space.
Assuming that a potential score in terms of the index can be estimated for each Member State, the
performance gap as the difference between the actual and the potential index score could determine
the growth of public expenditure. The higher the performance gap, the larger the allowed public
expenditure. With the rationale being that closing the gap requires, among other measures, public
expenditure, the fiscal space would be higher for Member States with a large gap than for countries with
asmall gap. The estimation of the potential score could either be done by similar calculations as for the
GDP output gap or by simply setting a target score. While the former option would entail a dynamic
potential score (the potential score can change over time as the estimation yields different results), the
latter would entail a fixed score (e.g., potential HDI is set as a target value of 0.95 and remains constant
over time).

Potential Growth

Assuming that a dynamic potential score of the chosen index can be calculated, public expenditure
growth could be coupled to the growth of the potential index score. This would resemble the functioning
of the classical expenditure rule that couples the growth of public expenditure to the growth of potential
GDP output. As in the classical expenditure rule, this alternative expenditure rule could use a multi-year
average of potential index score growth to smooth out fluctuations of the potential scores over time.

Independent Body

Instead of using numerical rules, an independent body could monitor each Member State’s
performance in terms of the chosen index and assess fiscal space based on this. In contrast to the
previous options, the allowed public expenditure growth in the expenditure rule would not be
determined automatically by the value of the chosen index but would be subject to the assessment of
the body. The independent body would use the chosen index to assess each Member State’s
performance and grant each Member State the fiscal space it needs to address shortcomings.

Comparative Assessment
The different scenarios

With three different categories of GDP alternatives and four options for deploying them as a benchmark
for an expenditure rule, twelve possible scenarios arise. However, it is straightforward that the only
option for applying scoreboards is the option of using an independent body. Since scoreboards like the
SDGs or the ‘Doughnut’ do not yield a single number as a result, the other three options can’t be applied,
as they are based on numerical rules and therefore require a single number as a benchmark. On the
other hand, GDP-replacing and GDP-adjusting categories like the HDI or the Genuine Savings are
inferior compared to the scoreboards in terms of their utility for the independent body. This is because
their aggregated results provide less information about a country’s performance in terms of the green
and just transition than the comprehensive results from the scoreboards. Besides using comprehensive
information instead of an aggregated score, another benefit of this scenario is that the decisions of the
independent body can be context-specific and can pay attention to country-specific circumstances. The
independent body could monitor the Member States’ performance with respect to the indicators in the
scoreboard closely and base their decision about each Member State’s fiscal space on what that
Member State needs for a performance improvement. This would be much more difficult for the other



two categories of alternative indices, especially for indices which are based on few variables, such as
the HDI and the HPIVIL.

Using an independent body for assessing fiscal space based on scoreboards as one scenario for an
alternative expenditure rule, Table 1 presents and assesses the remaining six scenarios that result from
combining the two remaining categories of GDP alternatives with the three remaining options to apply
them as a benchmark. The scenarios are assessed using the following criteria:

e Observability: Does the expenditure rule in this scenario build on observable variables or does
it require an estimation of unobservable variables? If the benchmark of the expenditure rule is
unobservable, it needs to be estimated. Estimations carry the risks of not corresponding to
reality. As a result, the fiscal space granted to Member States might not be optimal with respect
to improving their performance. Estimations are also likely to become subject to ex-post
revisions. This increases the uncertainty for Member States in their budget planning. Both
issues could hamper the green and just transition.

( , unobservable = red)

e Incentives: Would a performance improvement with respect to the chosen index lead to less or
more fiscal space? Adverse incentives that ‘punish’ a performance improvement with less fiscal
space and ‘reward’ a performance deterioration with more fiscal space need to be avoided. If a
performance improvement (deterioration) leads to less (more) fiscal space, Member States
might have less incentive to improve their performance. This holds especially for indices which
strongly incorporate dimensions for which policy makers might not have strong intrinsic
incentives to improve their country’s performance (e.g., policymakers may be discouraged to
reduce CO2 emissions if this decreases fiscal space). This is likely to be less of a problem for
indices for which policymakers have an intrinsic motivation for a performance improvement
(e.g., ifanincrease in GDP leads to less fiscal space, policymakers that perceive the benefits of
a GDP increase to be higher than the costs of decreased fiscal space still have an incentive to
increase GDP).

( ,noincentives = blue, adverse incentives = red)

e Cyclicality: Would the expenditure rule in this scenario be countercyclical to stabilise the
economy over the course of the business cycle and allow for sufficient investments in the green
and just transition in every stage of the business cycle?

( , a-cyclical = blue, procyclical = red)

Vil Since both consist of only three components, it would be difficult to assess what fiscal space is required to
improve a country’s overall performance.



GDP-replacing indices

GDP-adjusting indices

Simple Bench
builds on actual level of index ->does not
rely on unobservable variables

builds on actual level of index =>does not
rely on unobservable variables

good incentives (performance
improvement increases fiscal space)

good incentives (performance
improvement increases fiscal space)

procyclical if index includes GDP or is [ix
strongly correlated with GDP, a-cyclical if
index is not correlated with GDPYIH

Performance
potential performance not observable,

needs to be estimated

procyclica

potential performance not observable,
needs to be estimated, but estimation
methodology for the GDP part of the index
already available

adverse incentives (performance
improvement decreases gap which
decreases fiscal space) but mitigated by
inclusion of GDP

wrong incentives (performance
improvement decreases gap which
decreases fiscal space)

countercyclical countercyclical

potential performance not observable,
needs to be estimated

potential performance not observable,
needs to be estimated, but estimation
methodology for the GDP part of the index
already available

no incentives (fiscal space is not affected
by actual performance improvement, only
by potential performance improvement)

no incentives (fiscal space is not affected
by actual performance improvement, only
by potential performance improvement)

a-cyclical a-cyclical

Table 1: Evaluation of the different scenarios for an alternative expenditure rule benchmark

Table 1 demonstrates that the differences between the two categories of GDP alternatives are lower
than the differences between the three options to apply an index as a benchmark for an expenditure
rule. However, one important aspect in which the GDP alternatives differ is debt sustainability. As
argued above, an expenditure rule is often supported in the debate about a reform of the EU fiscal
framework because it can be useful for safeguarding the debt sustainability of EU Member States. There
is a debate about the concept of debt sustainability that questions the usefulness of debt-to-GDP ratios
and calls for incorporating other factors®. However, financial market actors mainly look at debt

vill 1f the GDP-replacing index includes GDP (e.g., HDI) or is strongly correlated with GDP, a higher GDP will be
accompanied by a higher index score. With the simple benchmark, a higher index score leads to more fiscal
space. Thus, a higher GDP leads to more fiscal space. If the index is not correlated with GDP, this relation does
not occur.

ix Higher (lower) GDP leads to a higher (lower) adjusted GDP which leads to higher (lower) fiscal space

X Such as climate related fiscal risks, i.e., the risks that the effects of the climate crisis pose on public budgets
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sustainability in the classical sense. Despite the growing market for green bonds which do not only look
atfinancial performance criteria, the risk premium of government bonds is still highly dependent on the
assessment by financial market actors of a government’s ability to meet its payment obligations. That
ability is seen to be dependent on the level of economic activity in a country because it indicates how
much revenue the country’s government can mobilise to repay its debt. This is crucial because if the EU
was to replace GDP by an alternative index that provides no information about debt sustainability in the
classical sense, and GDP were to decrease, that would lead to an increase in government bond spreads
andthusto increased debt refinancing costs for governments. As the eurozone crisis has demonstrated,
this would have severe consequences for public budgets and would therefore counteract the intention
to increase investments in the green and just transition. This does not imply that fiscal policy should
continue to use GDP for assessing fiscal space but rather that an alternative index needs to be sensitive
to the functioning of financial markets. The same holds for any other dependency of the economic
system on GDP (Richters & Siemoneit, 2019). While it is desirable to overcome all these dependencies
and replace GDP in expenditure rules, such dependencies need to be addressed.

Thus, out of the previously presented indices, only the GDP-adjusting indices are feasible replacements
in the current situation, because the other indices don’t address GDP dependencies and the GDP-
adjusting indices stillincludes GDP as a central component. Therefore, the following section digs deeper
into a scenario where the debt sustainability aspect is accounted for by using a GDP-adjusting index. It
combines this GDP-adjusting index with a performance gap benchmark because this scenario has the
highest potential to mitigate drawbacks.

A GDP-adjusting index as a performance gap benchmark

A GDP-adjusting index that could replace GDP in fiscal space calculations could be constructed similarly
to the Genuine Savings index by adding human capital investments to GDP and subtracting
environmental costs. For that, potential GDP could either be estimated the way it is currently estimated
or by including technical improvements to potential GDP estimations (Bertram et al., 2022; Sigl-
Glockner et al,, 2021). The potential level of human capital investment could be determined as a
politically agreed target for annual investment in, for example, education. For the example of CO2
emissions, the potential level of environmental costs could be estimated by using the required CO2
emissions abatement pathway for achieving the goals of the European Green Deal. Figure 3 presents
this example. Actual emissions could be compared to potential emissions, as defined by a net-zero
2050 abatement pathway. When actual emissions are above (below) the potential emissions, the
Member State is below (above) the emissions abatement potential.

To translate this into monetary costs, the potential level of costs from CO2 emissions would be
estimated as the product of a CO2 price and the emissions level in line with the European Green Deal.
The CO2 price could be politically determined as well and should be based on scientific evidence.

Similar estimation methodologies can be used for other environmental costs (e.g., biodiversity loss, soil
depletion, etc) so that an estimation of the potential level of the GDP-adjusting index becomes viable.
This approach can create incentives for Member States to close their social-ecological performance
gaps, e.g., by allowing a country that is below its emissions abatement potential higher fiscal space for
green investments that close the emissions abatement gap. It is important to tie these investments to
green spending; otherwise, an incentive to never reach climate targets would be created, because it
would lead to indefinite fiscal space. Similarly, if a country underperforms in terms of its potential
human capital investments, it can be obliged to use its fiscal space to increase investment in human
capital. On the other hand, a Member State that achieves its potential performance, while having lower
fiscal space, could use the remaining fiscal space freely without obligations.
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Figure 3: Example of an estimation model of emissions reduction potential; potential emissions based on IPCC mitigation
pathways compatible with 1.5°C global warming (Rogelj et al., 2018)

However, despite offering some valuable benefits, this approach is subject to certain limitations. While
the inclusion of GDP addresses the needs of financial market actors generally, there are still
circumstances under which the same problem can occur, for example, a shrinking economy in which
strong climate mitigation nonetheless produces an increasing overall GDP-adjusting index.
Furthermore, the application of any GDP-adjusting index poses the threat of substituting environmental
health with GDP growth¥. It is unlikely that a GDP-adjusting index can include all planetary boundaries
and measure them properly. Some trade-offs between GDP growth and planetary boundaries would
therefore be neglected by the index. Forinstance, by including CO2 emissions, a GDP-adjusting index
discourages GDP growth that increases CO2 emissions but encourages GDP growth that comes along
other greenhouse gas emissions or harms other environmental dimensions not included in the index.
Furthermore, while estimating Member States’ potential performance in CO2 emissions abatement
might be feasible (as shown above), estimating Member States’ potential performance with respect to
other dimensions of the green and just transition may be more challenging. Also, it is key to tie the
increased fiscal space to green and/or social spending to avoid an incentive to increase fiscal space
indefinitely by never reaching those targets. This approach hinges on a clear framework to decide which
investments are green and social. This could either be determined by a democratically legitimised board
or through a clear definition. This clear framework is very difficult to create, as the debate about the EU
taxonomy shows.

In general, applying a GDP-adjusting index as a performance gap benchmark can offer important
benefits such as countercyclicality and incentives for a fiscal policy that is in line with the green and just
transition. At the same time, a useful methodology for estimating Member States’ potential
performances with respect to the index needs to be developed, a substitution of environmental health
with GDP growth needs to be prevented, and a reliable framework for defining green spending would
have to be created.

Xl Because both environmental aspects and GDP are included in the GDP-adjusting indices, a deterioration of
environmental health can be compensated by an increase in GDP.
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Conclusion

Meeting the EU’s high public investment needs for the green and just transition requires sound
economic policy and a fiscal framework that enables Member States to increase investment without
risking government default. Considering the weaknesses of the current EU fiscal framework in terms of
low fiscal flexibility and procyclicality, an expenditure rule is currently discussed as a potential remedy.
Designed in the right way, an expenditure rule can enable countercyclical fiscal policy with increased
fiscal space. To decouple the expenditure rule from GDP-based estimates, this paper has presented
alternative indices that measure Member States’ performance in terms of the green and just transition
better than GDP does and has assessed how they can be applied as a benchmark for the expenditure
rule.

All presented scenarios show some limitations with respect to observability, incentives, and cyclicality.
Also, all indices, apart from indices that still incorporate GDP, don’t address core GDP dependencies. A
shrinking GDP will lead to increased government bond risk premiums because financial market actors
use GDP for their assessments — no matter which index a government uses to assess their fiscal space.
Therefore, it’s not feasible for governments to ignore GDP in their fiscal space calculations under these
circumstances. The same holds true for other GDP dependencies.

Although the option of applying a GDP-adjusting index as a performance gap benchmark can partially
mitigate these issues, the strong reliance on GDP prevents addressing the drawbacks of using GDP as
a performance index altogether. The study therefore reveals a gap by demonstrating that there is not
yet an alternative to GDP that is feasible to implement as an alternative benchmark for assessing fiscal
space and that steers the EU towards achieving the objectives of the European Green Deal and enabling
a green and just transition.
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