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S&P Global Ratings expects the next European Commission to continue to prioritize EU competitiveness
and the digital and green transition, as well as defense, security and immigration issues. In this series of
Policy Briefs we take a closer look at the issues of:

. The enforcement of EU fiscal rules in a context of rising defense spending,
. Energy market integration,
. Capital market union, banking union and financial services regulation.

On the first point, the subject of this note, we believe that the European Commission could consider, among
other factors, the recent increase in defense spending in its debt sustainability analysis. The longer-term
question for the next European Commission will be whether to sanction countries that deviate from their
fiscal adjustment plans. Even though compliance with the old fiscal framework was mixed at best, no
member state was ever sanctioned. Finally, we believe that the European Commission will have two key
options to finance its long-term investment need: increase or reform the EU budget or initiate a new round
of joint borrowing.
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Which policy areas does S&P Global Ratings expect the next European Commission to focus on?

Generally speaking, we expect the next European Commission's roadmap to borrow heavily from the 2024-2029
Strategic Agenda that the European Council adopted on June 28, 2024.

In particular, we expect that the next European Commission will continue prioritizing the EU's competitiveness
vis-a-vis other major countries like the U.S. and China. One key aspect of this will be the further integration of the
single market in policy areas such as energy, finance, and telecommunications.

A more active and coordinated industrial policy could emerge, perhaps with a particular focus on emerging
technologies, although there is no broad consensus among EU members on an EU-wide industrial policy. In this
context, more flexible state aid rules could follow, likely benefiting larger companies in strategic sectors.

Other priorities in the European Council's recent Strategic Agenda include the digital and green transition, largely
backed by Next Generation EU funds and programs. The latter are likely to continue running in most member
states, albeit at a slower pace than we anticipated at their inception in 2021, due to capacity constraints when it
comes to building the related projects in many recipient countries. Each program's policy milestones are unlikely
to change by the deadline in 2026, as most of them have already been renegotiated to reflect higher prices in
2022 and remain in line with key EU policy objectives.

Additional areas of focus are defense, security, and immigration. Russia's invasion of Ukraine in 2022 and
lingering uncertainty over the U.S.'s long-term commitment to NATO have put the onus on the European
Commission to bolster the EU's defense capacities. At the same time, the European Commission is likely to
continue tackling EU voters' growing concerns about immigration, as the EU and some recent national elections
have brought to light.

The next European Commission will also have to address the EU's enlargement, involving the delicate task of
navigating accession talks with Ukraine and Moldova, as well as with other potential candidate countries.
However, progress in this contested area might be slightly more difficult than during the last legislative period
due to the greater polarization in the European Parliament following the elections.

How will the EU apply its revised fiscal rules?

The EU's revised fiscal rules came into force in earlier this year. They had been suspended from 2020 to allow
governments to deviate from the EU's budgetary requirements to support their economies during the COVID-19
pandemic and energy price shocks.

The new rules maintain the previous upper limits for government budget deficits at 3% of GDP and for
government debt at 60% of GDP. Yet the new rules also offer somewhat more flexibility than before, meaning
that:

. Fiscal adjustment targets will be country-specific and fleshed out in a bespoke four-year plan agreed
with the European Commission. The plan can span up to seven years if countries commit to growth-
enhancing reforms.
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. Performance monitoring is primarily based on net primary expenditure. This limits procyclical fiscal
bias, as spending is not adjusted to different stages of the economic cycle. It also avoids raising the fiscal
consolidation bar too high for countries with high interest payments. Consequently, for countries facing
a hefty interest bill, the required annual structural deficit reduction under an excessive deficit procedure
(EDP) might be substantially lower than the official mandate of 0.5%. Indeed, for most sovereigns,
applying the new rules is likely to require less budgetary consolidation effort than the previous
framework.

. Debt sustainability analysis will determine ways of reducing net expenditure. This will incorporate the
impact of growth and investments into the analysis, instead of merely focusing on expenditure cuts that
can have an adverse impact on economic growth. Consequently, in its assessment, the European
Commission could consider, among other factors, the recent increase in defense spending (see Chart 1).
With military expenditure varying greatly across the bloc, we expect certain governments to lobby
strongly for the exclusion of at least part of their military spending from the deficit calculation.

The longer-term question for the next European Commission will be whether to sanction countries that deviate
from their fiscal adjustment plans, with the new fiscal rules allowing a maximum fine of 0.05% of countries'
national GDP every six months until corrective action is taken. Due to concerns around member states' fiscal
sovereignty, enforceability has proved politically difficult in the past. Even though compliance with the old fiscal
framework was mixed at best, no member state was ever sanctioned. This is because the European Council, which
must sign off on a potential fine, was never aligned with the European Commission in such situations.

We generally think that the fiscal rules, and the possibility of an EDP that is activated when a country breaches
the rules (see Chart 2), can provide a fiscal policy anchor in member states, incentivizing them to comply with the
agreed medium-term fiscal plans.

The European Commission has recently recommended or proposed initiating an EDP against several EU member
states, namely, France, Italy, Belgium, Hungary, Malta, Poland, and Slovakia. In most cases, this is because these
governments are in breach of the 3% GDP general government deficit threshold. The budgetary effort that these
sovereigns will need to make will be clear after the release of European Council's recommendations. These
recommendations will reflect the European Commission's assessment of the sovereigns' 2025 draft budgets and
the medium-term fiscal plans that they will deliver this coming autumn.

For eurozone members, being subject to an EDP means that their government debt securities could become
ineligible for purchases under the European Central Bank (ECB's) Transmission Protection Instrument (TPI).
This could increase their cost of funding in a hypothetical situation of financial fragmentation.

That said, our sovereign ratings will continue to focus on each individual country's fiscal trajectory rather than on
the EU's thresholds and regulations. We think that fiscal performance ultimately depends on national economic
factors and individual governments, including their ability and willingness to comply with the rules. That
compliance may, in turn, rest on the capacity and stringency of the European Commission in tandem with the
European Council in enforcing the rules.
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How will the EU meet its longer-term investment needs?

Along with the need for fiscal consolidation, the bloc also faces the huge task of financing the green transition and
digitization, as well as increasing defense spending to address geopolitical challenges. Most studies, as well as the
European Commission's official estimates, point to an investment gap north of €400 billion per year. This signals
the need for additional financing at the consolidated EU level. In our view, this gives the European Commission
two key options:

Increase or reform the EU budget.

With the initial proposal for a new Multi-Annual Financial Framework due by mid-2025, the next European Com-
mission will have to decide whether to propose an increase of the EU's annual budget for 2028-2035 to further
above 1% of the bloc's gross national income. The European Commission could also recommend a reprioritiza-
tion of expenditure by allocating a greater share to strategic sectors like defense or emerging technologies. EU
subsidies could be made conditional on economic reforms, similar to the Next Generation EU program.

The European Commission's longer-term budgetary challenge will be how to adapt the overall framework to the
potential arrival of new member states whose level of economic development is substantially below the EU aver-
age. Regardless of the ultimate proposal, we expect the negotiations for the new Multi-Annual Financial Frame-
work to remain challenging due to member states' different priorities and the need for unanimity in the European
Council.

Initiate a new round of joint borrowing.

A second option would be to increase joint debt issuance to help finance climate, energy, or defense policy goals.
The EU could issue debt directly, similar to the €750 billion Next Generation EU program during the COVID-19
pandemic. Alternatively, the European Investment Bank (EIB) could, with an enhanced role, finance such policy
goals, as the European Council has already recommended in its Strategic Agenda.

Since the first disbursements from a new Multi-Annual Financial Framework would likely only start to flow from
2030, joint debt issuance would provide a speedier response to the bloc's challenges. As was the case with Next
Generation EU, a similar, albeit smaller, program would likely add upside potential to sovereigns' short- to medi-
um-term growth outlooks and increase temporary breathing space for highly indebted sovereigns.

However, recent delays in member states' spending of Next Generation EU funds have also raised questions about
the effectiveness of a new joint debt issuance program. The EIB estimates that only 44% of the milestones and
targets set for the third quarter of 2023 have been met, leading some member states to call for an extension of the
spending deadline beyond 2026.

Among European Council members, we not only anticipate vastly divergent views on the question of new joint EU
debt, but also on the continuation of Next Generation EU, which fiscally conservative countries view critically.
Our 'AA+' rating on the EU reflects our assessment of the 'aa-' anchor, which is based on the weighted-average
sovereign foreign currency ratings on the member states. The rating also reflects our view that the member states
that we rate at least two notches above 'AA-' are able and willing to cover any potential shortfall in the EU's debt
service.
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Chart 1.

Defense spending in 2023
As a share of GDP (%)
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Copyright & 2024 by Standard & Poor's Financial Services LLC. All rights reserved.
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Chart 2.

EU members' fiscal indicatorsin 2024
General government debt / GDP (%) and general government balance / GDP (%), 2024F
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AT--Austria; BE--Belgium; BG--Bulgaria; CY--Cyprus; CZ--Czechia; DE--Germany; DK--Denmark; EE--Estonia; ES--Spain;
Fl--Finland; FR--France; GR--Greece; HR--Croatia; HU--Hungary; IE--Ireland; IT--Italy; LT--Lithuania; LU--Luxembourg;
LV--Latvia; MT--Malta; NL--Netherlands; PL--Poland; PT--Portugal; RO--Romania; SE--Sweden; SI--Slovenia; SK--Slovakia.
Copyright ® 2024 by Standard & Poor's Financial Services LLC. All rights reserved.
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