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Global political uncertainty has becomé X persie_aat feature of the changing international
order, which presents Europe wit a challeng d an opportunity to adjust its policy
frameworks. A comprehensive #85¢€t could build upo ce foundational principles:

. strengthening the sipé “"market and creating diversi external supply chains,

. leveraging defen estments for innovation and convi_wence in the medium
term, and

. establishing ble and reliable European Union-level poli amework to tackle
disruptio

Tod#;y's challenges pave the way for tomorrow’
Qi yortunities

trade and defence. Higher tariffs and reduced defence protection add to the existing
challenges of climate change and ageing populations, limiting fiscal space and further
straining financial stability.

By understanding the nature and impact of each policy option, Europe can choose the
most appropriate course of action to simultaneously address its vulnerabilities and chart a
new path on multiple agendas.

Higher tariffs — more frictions in an increasingly
fragmented global economy
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Geoeconomic ertainty is weakening the European growth outlook 4& % higher United
States (US) tariffsS._'d downward pressure. The US represents ne 1% of the
European Union (E aods export market,2l making the immeg® ¢ impact of additional
tariffs (if ultimately applic ontractionary.

Lower growth will translate int mwer revenue, reducingt scal space. If the tariffs stand,
fiscal deficits will increase, and oliance with fisca® 'dles (i.e. the stipulated net
expenditure path) might not be enot_ \to bring pé€ ic debt down in the medium and long
term (Figure 1).

Figure 1: Euro area projected g follO@g the rules and weathering the
trade shock (in % of gross géestic prode GDP))i2]
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Sources: European Commission, and ESM staff estimates

Geopolitical shifts: defence spending as the new policy
priority

With increased volatility along the eastern flank and reduced US military protection,
Europe’s security and strategic autonomy require substantial defence spending that will
impact fiscal deficits, interest rates, and long-term financing strategies. In the view of
many observers, the surge in defence spending needs is likely to exceed the original 2%-
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of-GDP targe or defencel®l and return to Cold War era levels of 3% it GDP or more.
(41, [5]

The ultimate impact o ence spending on public debt will da¢ "id on the growth
multiplier. Unlike traditionc wfrastructure spending, the gre multiplier of defence
spending is uncertain and tyg_ wlly lower, unless acco ed by innovation that benefits
both defence and civilian sector

Figure 2: Euro area debt—catch J defence (in % of GDP)"
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Medium-term fiscal plan = Defence 2%, no multiplier

= = Defence 2%, 0.4 multiplier with LT effect——— Defence 3%, no multiplier

Note: LT stands for long-term.

Sources: European Commission, and ESM staff computations

EU policy outlook in a fragmented and uncertain global
environment

The current environment’s disruptions reduce the policy space available to fiscal
authorities, complicating economic stabilisation efforts. Some European tariff retaliation
efforts are in the works on a broad range of US exports which, though perhaps a
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desirable signe. som a political point of view, will undoubtedly amplify4 Snomic costs.

Addressing these cii. ‘enges requires a longer-term policy respoi =, and | see three
important dimensions t¢. “aape those around trade and defe

I: Trade uncertaintyleasing the t ition to stimulate
potential growth

Tariffs increase production costs, decrea ernal demand, and disrupt supply chains
leading to a reallocation of capital and ¢ Our. opean firms will need to adapt. The
primary step is to advance the integst ‘on of the s ule market, and ensure a new
economic structure shaped alongt e principles of ve and diversification.

The EU is externally vulne 2 but also uniquely preparec, » deal with a fragmented
global economic order.i8¢ Jiferently from the US, the EU is cC. wosed of very different
economies and a strg® ;' manufacturing core that “provides the e and scale to
support Europeanf sed supply chains.”® Beyond that, the diversi ion of supply
chains can al 2 pursued externally. At the same time, long-term rea:. sations might
enhance dgf cstic linkages and productivity.

|I: #&fence policy as an opportunity to support
fnovation and convergence

and maximises linkages with the civilian industry could stimulate growth. Europe could
leverage on its strong industrial base, providing incentives to partially reorient operations
towards defence. Public spending on defence could play a catalytic role by providing
certainty to firms and supporting private investment, allowing for increased adoption of
artificial intelligence in manufacturing, and ultimately increasing the growth multiplier. This
would, in turn, help absorb defence spending in the budget planning and help mitigate
risks to debt sustainability.

Given the urgency of the matter, relying on short-term debt financing seems unavoidable.
But, should the increased defence spending become permanent, countries will need to
reintegrate it into the medium-term plans and deal with potential trade-offs upfront.
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l1I: Nimbl&olicy framework to deal with digfdptions

Structural changes beg< wolicy frameworks that can adapt, g€ ‘e market perceptions,
and anchor expectations. current experience suggestst at medium-term plans in the
EU’s fiscal framework should obust against major st Ctural shocks. This would allow
markets to have a clear view on al policy develos® cnts, reducing uncertainty.

A nimble policy response framework w begt uith a resilient financial system and
flexible financing options. First and foreme © srogress towards a savings and
investments union increases investme C and helps pool risk across a diverse
economic landscape. Resilient publigf ‘ances a. Yaest supported by precautionary
financing arrangements from key £ “opean institut As seen during the Covid-19
pandemic crisis, the existencegd such instruments, suc. 1as the ESM’s Pandemic Crisis
Support credit line, could hat "stave off adverse market re._ions, even if they are not
used.

The challenges arg e, but so are the opportunities. From carry rough old solutions
to introducing deas, Europe has what it takes to adapt and gro re resilient.

Ackp@wledgements

= “author would like to thank Giovanni Callegari and Ermal Hitaj for their insightful
omments and contributions to this blog post, Aleksandra Kolndrekaj and Luca Zavallo
for valuable input, and Raguel Calero and Cedric Crelo for their editorial review.

Further reading

Banque de France (2025). “Trade War and Geoeconomic Fragmentation.” Available here.

European Investment Bank (2025) “Investment Report 2024-2025 — Innovation,
Integration and Simplification in Europe.” Available here.

Grabbe, H., & Zettelmeyer, J. (2025). “Not yet Trump-proof: an evaluation of the
European Commission’s emerging policy platform”. Bruegel. Available here.

llzetzki, Ethan (2025). “Guns and growth: The economic consequences of defense
buildups.” Kiel Report, No. 2, Kiel Institute for the World Economy (IfW Kiel). Available

>< 5 | Blog | May 2025



https://www.esm.europa.eu/profile/giovanni-callegari
https://www.esm.europa.eu/profile/ermal-hitaj
https://www.esm.europa.eu/profile/aleksandra-kolndrekaj
https://www.esm.europa.eu/profile/luca-zavalloni
https://www.esm.europa.eu/profile/cedric-crelo
https://www.banque-france.fr/en/publications-and-statistics/publications/trade-war-and-geoeconomic-fragmentation
https://www.eib.org/en/publications/20240354-investment-report-2024
https://www.bruegel.org/policy-brief/not-yet-trump-proof-evaluation-european-commissions-emerging-policy-platform

here.
IMF (2023) “Europe. a Fragmented World”, Speech by G. Gopi , available here.

Schularick, M. (2024). “Ar. g for Growth.” Kiel Focus, Kiel¢ ‘stitute for the World
Economy (IfW Kiel).

Tordoir S., S. Valleee, O. Reiter ar. 'R. Stehrer (26¢ 7, “Europe’s Policy Options in the
Face of Trump’s Global Reordering”, " 3ON caozf ttee In-Depth Analysis, Brussels,
available here.

Footnotes

[1] Eurostat, 2025.

[2] The medium-tg iscal plan scenario refers to the debt path under t ipulated spending
from the Europ Commission, in line with the Economic Governance Fra ork (EGF). The
adverse sce 0 with higher tariffs represents an ESM staff adverse scenario.

[3] NAE U - Topic: Defence expenditures and NATO's 2% guideline: In 20150 BATO
He of State and Government agreed to commit 2% of their national GDP to defence
ding, to help ensure the Alliance's continued military readiness.

[4] NATO - Opinion: “To Prevent War, NATO Must Spend More” - Speech by NATO
Secretary General Mark Rutte at the Concert Noble, Brussels, 12-Dec.-2024

[5] Arming for growth | Kiel Institute

[6] lizetzki, 2025.

[7] The medium-term fiscal plan scenario refers to the debt path under the stipulated spending
from the European Commission, in line with the Economic Governance Framework (EGF). The
other scenarios refer to defence spending increasing to 2% or 3% of GDP under different
growth multiplier assumptions. The “0.4 multiplier with LT effect” projections assume a short-
term multiplier of 0.4, and a long-term effect on growth whereby a 1% of GDP increase in
defence spending increases long-run productivity by 0.25% owing to strong research and
innovation effects, in line with lizetzki (2025). All defence scaling-up scenarios assume that the
escape clause in the EGF is activated until 2029, and afterwards countries consolidate
gradually to the SPB envisaged at the end of the adjustment.
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