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The Next Generation EU (NGEU) instrument was created during
the pandemic to finance the recovery and, above all, to ensure
the resilience of the European Union (EU). Since then, with
the war in Ukraine and its various consequences, the shocks
hitting the EU continue to accumulate, in a context where it
is also necessary to accelerate the ecological transition and
the digitalization of the economy. Russia’s invasion of
Ukraine has put defence matters back on the front burner,
while inflation is giving rise to heterogeneous reactions from
member states, which is not conducive to economic convergence,
not to mention the monetary tightening that is destabilizing
some banks. The Biden administration’s subsidies to US
industry have all the hallmarks of a new episode in the trade
war, to which the European Commission has responded by
temporarily relaxing the rules on state aid. In this uncertain
environment, where one shock is following another, the idea of
making the NGEU instrument permanent instead of temporary has
gained ground. European Commissioner P. Gentiloni, for
example, mentioned the idea as early as 2021; it was raised at
a conference of the O0fficial Monetary and Financial

Institutions Forum in 2022; it appeared at the conclusion of
an article by Schramm and de Witte, published in the Journal
of Common Market Studies in 2022; and it was mentioned
publicly by Christine lLagarde in 2022. There is, however,
little consensus on this issue, especially in Germany, where,
after the Constitutional Court’s decision in favour of the
NGEU on 6 December 2022, the Minister of Finance, Christian
Lindner, reminded us that the issuance of common debt (at the
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heart of the NGEU) must remain an “exception”. As the debate
remains open, in a recent study for the Foundation for
European Progressive Studies (FEPS), we assessed the economic
and political relevance that the implementation of a permanent
NGEU-type instrument would entail, as well as the technical
and legal difficulties involved.

The implementation of the NGEU has already raised delicate
questions of coordination between member states regarding the
allocation of funds to the Commission’s various structural
priorities (how much to the ecological transition? how much to
digitalization?) and between the countries themselves, since
the question of a “fair return” never fails to resurface in
the course of negotiations. Adding to these coordination
difficulties, the first part of our study raises the question
of the democratic legitimacy of EU policies when supranational
priorities 1limit the autonomy of national parliaments,
starting with fiscal policy, the “material heart” of
democracy. The problem of democratic accountability is not new
if one considers that supranational rules, such as the
Stability and Growth Pact, impose limits on the power of
parliaments to “tax and spend”. In fact, the intrinsic logic
of coordination is to force political power to conform to
functional (macroeconomic) imperatives, which inevitably leads
to a form of depoliticization of fiscal and budget policy. The
perpetuation of the NGEU must therefore be seen as an
opportunity to remedy the depoliticization of EU policies and
to move towards a “political Europe” by establishing a
supranational level for the implementation of a European
fiscal policy.

This part of the study also reminds us that while the
implementation of the NGEU has been of paramount importance in
stimulating a post-pandemic recovery, the economic results are
still uncertain since the funds were allocated only relatively
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recently[1l]. It also reveals a change in the mindset of EU
policymakers. For the first time, joint borrowing and some
risk-sharing have become features of a European fiscal plan.
It would be wrong, however, at this stage to see the NGEU as a
“Hamiltonian” moment or as the founding act of a federal
Europe: the NGEU is limited in scope and duration; it does not
take over the past debts of the member states; and it has not
created a common spending (investment) capacity. And this 1is
perhaps both its main weakness and its main area for
improvement. The pandemic and the strong economic response to
it by European states have indicated that they can share
common, crucial goals: recovery, resilience, the ecological
transition and digitalization. What is missing, however, 1is a
central fiscal capacity to better 1link the long-term
challenges with an instrument adapted to this kind of horizon.
Hence the idea of making the NGEU permanent.

As a preamble to a possible long-term establishment of the
NGEU, another part of the study raises the issue of
determining the main task of a permanent central budgetary
instrument. One obvious answer is the provision and financing
of European public goods (broadly defined to include the areas
of security and environmental protection) that member states
may not provide in sufficient quantity, due to a lack of
resources and/or externalities. Regarding the provision of
public goods, it should be recalled that the preferences of EU
citizens are fairly homogeneous within the Union, and that
there is a growing demand for some needs to be met at the EU
level. For example, 86% of EU citizens are in favour of making
investments in renewable energy at the EU level. Even the
production of military equipment by the EU is increasingly
supported by citizens, with 69% "“agreeing or strongly
agreeing”. The provision of public goods at the EU rather than
the national level would also allow for very tangible
economies of scale, for example in the field of
infrastructure. Last but not least, this would be justified by
the instrument’s capacity to “make Europe” through concrete
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actions and strengthen the feeling of being European. Any
debate on a central budgetary capacity would of course have to
be conducted in parallel with that on the reform of the
Stability and Growth Pact in order to guarantee the creation
of a fiscal space (or additional margins of manoeuvre) in the
EU.

The study then points out that there are few options for
creating a central budgetary capacity within the current
institutional framework. The treaties define a budgetary
framework (centred on the multi-annual financial framework,
the MFF) for the EU that ties spending to the ability to raise
funds, thus severely limiting the ability to raise debt in
normal times. The creation of special financial instruments
and the decision to spend beyond the MFF ceilings are
explicitly linked to exceptional circumstances and cannot be a
solution for the recurrent provision of public goods. The 0.6
percentage point increase in the own resources ceiling to 2
percent of GNI [2] ensured that the unprecedented level of
borrowing respected the constitutional principle of a balanced
budget.

However, this increase was approved only because of its
exceptional and temporary nature, as the ceiling on own
resources for payments is to be reduced to 1.40 percent of GNI
once the funds are repaid and the commitments cease to exist.
Even if permanent funding were to be allocated to the NGEU
instrument, its capacity to intervene would remain limited. In
accordance with its legal basis (Article 122 TFEU), the NGEU
is a tool for crisis management whose activation is linked to
the occurrence or risk of exceptional circumstances. As a
matter of principle, European legislation prohibits the EU
from using funds borrowed on the capital markets to finance
operational expenditure.

The study examines other 1legal arrangements that could
contribute to the financing of public goods, but whatever
legal basis is chosen, (a) the EU does not have a general
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multi-purpose financial instrument that it could activate, in
addition to the general budget, to finance actions and
projects over the long term; and (b) the EU cannot grant funds
to finance actions outside its area of competence, i.e., it
cannot substitute itself for member states in areas where the
latter retain competence for their policies. Therefore, if a
central budgetary capacity 1is to be created, it would be
necessary to revise the treaties or establish new
intergovernmental arrangements (along the 1lines of the
European Stability Mechanism).

Based on the second option, the study proposes that a European
public investment agency be created as a first step towards
the creation of a central budgetary capacity. This agency
would have the function of planning and implementing
investment projects, in cooperation with the member states.
Under EU legislation, the agency would not have full control
over policy choices but would act mainly within the limits set
by the roadmaps of the EU institutions. Nevertheless, it would
have the administrative capacity to design public investment
projects that the Commission currently lacks, and it could be
given control over allocating grants, developing technical
guidelines, monitoring cross-compliance, etc.

The last part of the study reminds us, nonetheless, that even
substantial progress in developing a central budget capacity
should not obscure the need for national budget policies to be
implemented as well, and that close coordination between them
is needed. While increasing powers are being transferred to
the European level in the area of public goods, as can be seen
for example with the European Green Pact and with the
targeting of NGEU spending towards greening and
digitalization, there is still a need to coordinate national
governments’ policies with each other and with the policies
implemented at the central level. Policy coordination, which
necessarily limits the autonomy of national parliaments,
raises the question of the democratic legitimacy of EU



policies and may lead to a form of depoliticization of fiscal
policy. This would become even more problematic if the EU were
to transfer to the supranational level some of the decisions
about which public goods to provide and from whom to finance
them. To avoid delinking the strengthening of European
macroeconomic policy on public goods with the democratic
dimension of this orientation, nothing less than a quantum
leap in the creation of a political Europe, with two
democratic levels, 1is probably needed, with genuine European

democracy —- because it would be based on a real European
parliamentary fiscal power, which would in turn be linked to
the preferences of the European electorate —- but fully

articulated with the national democracies with their recovered
fiscal margins.

[1] The inconsistency between the need to revive the European
economy after the pandemic and a very gradual disbursement of
funds is discussed by Creel (2020).

[2] GNI: Gross national income, defined as GDP plus net income
received from abroad for the compensation of employees,
property, and net taxes and subsidies on production.

Will the US 1labour market
withstand monetary
tightening?

By Christophe Blot

In March 2022, the US central bank began tightening monetary
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policy in response to rapidly rising inflation. Since then,
the target rate for monetary policy has been increased at each
meeting of the Federal Open Market Committee (FOMC), and now
stands at 5%. The aim of these decisions is to bring inflation
back towards the Federal Reserve'’s 2% target. After peaking in
the summer of 2022, inflation has fallen in line with the fall
in energy prices. Thus far, economic activity has been
resilient, and the unemployment rate has remained stable
despite the tighter monetary and financial conditions. Will
inflation continue to fall, and, more importantly, can it
converge on the target without pushing up unemployment?

Inflation under control?

The Federal Reserve had been cautious throughout 2021, under
the view that the increase in prices would be transitory. It
was not until March 2022 that it began tightening, just over a
year after inflation began to rise above the 2% target, when
it had reached 6.8%[1]. The rise in prices has in fact proved
to be more prolonged than FOMC members had anticipated and has
spread to all components of the index. Finally, the central
bank also feared the risk of a disconnection in inflation
expectations, which would have sustained an inflationary
spiral. Once it began to act, rate hikes occurred in rapid
succession, with the target rate for federal funds rising from
0.25% to 5% in one year, i.e. a much faster pace of tightening
than that observed in previous cycles (Figure 1), and in
particular during the course of 2015, when the Federal Reserve
had raised rates only twice in one year, and each time by only
0.25 points.
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Figure 1. The tightening of monetary policy in 2022 compared with precedents
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Inflation peaked just a few months after the tightening
started. From 7% year-on-year in June 2022, it gradually fell
to 5% in February 2023. However, this decline was not due to
the Federal Reserve, but mainly reflected changes in the
energy component, which is itself directly linked to the fall
in 0il prices and, to a lesser extent, in the price of
American gas[2]. In February 2023, the energy component of the
consumption deflator fell by 0.9% year-on-year, whereas it had
risen by 60.8% in June 2022. Although the food price index
remains dynamic, its rise is also stalling.

Looking beyond the energy factor, is the decline in inflation
sustainable? Assuming that oil and gas prices remain stable,
the contribution of energy prices will indeed push US
inflation down further in coming months. However, the end of
the inflationary episode will depend mainly on trends in core
inflation, which of course includes a diffusion effect of
energy prices but whose dynamics depend mainly on supply and
demand factors[3].
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Is a rise 1in unemployment
inevitable?

Excluding energy and food prices, so-called core inflation
also shows signs of slowing down. In February 2023, it rose by
4.6% year-on-year, compared with 5.2% in September 2022. This
dynamic can be explained in part by the evolution of durable
goods prices, which were hit during 2022 by supply
difficulties[4]. The indicator measuring the pressure on
production lines has fallen sharply and, since the beginning
of 2023, has returned below its long-term average value[5].
The impact of monetary policy will mainly be transmitted via
demand. Indeed, the increase in the target rate for monetary
policy has been passed on to all public and private rates,
market rates and bank rates. The consequent tightening of
monetary and financial conditions should result in a tapering
of credit activity and a slowdown in domestic demand:
consumption and investment.

Fipure 2, Federal Reserve rate and unemployment rate
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However, after GDP fell in two quarters at the beginning of
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2022, it recovered in the second half of the year. Most
importantly, the unemployment rate remains at a historically
low level: 3.5%, according to the Bureau of Labor Statistics
(BLS) for the month of March 2023. Is this situation — falling
inflation without rising unemployment — sustainable? If so,
the Federal Reserve would succeed in achieving its price
target while avoiding recession or at least rising
unemployment. Olivier Blanchard seemed to doubt this
optimistic scenario. Indeed, most macroeconomic analyses
suggest that a restrictive monetary policy pushes wup
unemployment. For example, the variant of the FRB-US model
suggests that a one-point interest rate hike results in a 0.1
point rise in unemployment in the first year and then peaks at
0.2 points in the second and third years. Recent analysis by
Miranda-Agrippino and Ricco (2021) suggests a similar order of
magnitude, with a peak of around 0.2 points for a one-point
increase in the policy rate, but faster transmission[6]. Given
the magnitude of the monetary tightening and all else being
equal, we expect the unemployment rate to rise by 0.3
percentage points in 2023, which in our scenario would bring
it to 3.9% from 3.6% on average over 2022. Indeed, given the
lags in the transmission of monetary policy, the tightening
over 2022 is likely to have only a small impact, which could
explain why the unemployment rate has not yet risen. Previous
episodes of monetary tightening have also been characterised
by a more or less significant lag between the tightening phase
of monetary policy and an increase in unemployment (Figure 2).
For example, the Federal Reserve’s moves to tighten monetary
policy in the summer of 2004 did not have a rapid impact on
the unemployment rate, which continued to fall until the
spring of 2007, before rising sharply thereafter, reaching a
peak of almost 10% in early 2010 in the context of the global
financial crisis. The same inertia was evident after 2016,
with unemployment not rising until 2020 during the lockdowns.

Finally, the capacity of monetary policy to reduce inflation
depends not only on the relationship between unemployment and
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inflation but also on the reaction of inflation expectations.
In this regard, the various indicators of long-term
expectations suggest either stability or a slight decrease.
For example, the Michigan Household Survey indicates a 5-year
inflation expectation of 2.8% in February 2023, compared with
3.1% in June 2022. According to market indicators, 5-year 5-
year forward inflation expectations fluctuate around 2.5%.
These levels are certainly higher than the target set by the
Federal Reserve, but they do not reflect a significant and
lasting shift away from what was observed before 2021 (Figure
3). As for the inflation-unemployment link, it is clear that
there is greater uncertainty. In the FRB-US model, the
increase in unemployment induced by monetary tightening has
very little effect on the inflation rate, although the
estimates of Miranda-Agrippinon and Ricco (2021) suggest a
greater impact. In our scenario, US inflation would continue
to fall in 2023 not only because of the energy component but
also because of a fall in core inflation. In our scenario, we
assume that by the end of 2023, the deflator would rise by
3.6% year-on-year, with core inflation at 3.7%.

Figure 3. Indicators of long-term inflation expectations
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[1] This is inflation measured by the consumer price deflator,
which is the index monitored by the Federal Reserve. In
comparison, inflation measured by the consumer price index
(CPI) is on average higher, whether we consider the overall
indicator or the index excluding food and energy prices.

[2] The price of gas on the US market has not reached the
highs seen in Europe. However, the price almost tripled
between the spring of 2021 and the end of summer 2022 before
returning to the low point observed in April 2020.

[3]1] The contribution of food has already fallen since the
start of the year, and we anticipate that this will continue.

[4] This is the case for semiconductors, used in particular by
the automotive sector. These shortages have contributed to the
rise in the prices of cars, both new and especially used,
which rose by more than 40% year-on-year at the beginning of
2022.

[5] See the Global Supply Chain Pressure Index (GSCPI), which
is calculated by economists at the New York Federal Reserve.

[6] See Miranda-Agrippino S. & Ricco G. (2021), “The
transmission of monetary policy shocks”, American Economic
Journal: Macroeconomics, 13(3), 74-107. Other estimates
indicate effects that are sometimes greater, depending on the
estimation strategy. See the simulations reported by Coibion
0. (2012), “Are the effects of monetary policy shocks big or
small?”, American Economic Journal: Macroeconomics, 4(2),
1-32.
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