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A Critical-Inputs Playbook: What the
Strait of Hormuz Tells Europe

Europe imports only about 4% of the crude and 7% of the liquefied natural gas (LNG) that
pass through the Strait of Hormuz. By that measure, the strait’s near-closure since the war
began on 28 February 2026 should barely register in European macro forecasts. However,
the European Central Bank (2026) cut its 2026 growth projection by 0.3 percentage points
and raised its inflation projection by 0.7 in its March 2026 baseline. The ECB’s first rate
hike in three years, announced on 11 June 2026, confirms that the inflation channel is no
longer hypothetical. At the same time, brent oil traded between US $78 and US $95 per
barrel through the spring, and in maritime shipping, war-risk insurance climbed by up to
50% from 2% to roughly 3% of vessel value. By these measures, the (macro)economic hit
for Europe is large relative to direct exposure — and Europe may be running the wrong crisis
playbook.

The European exposure to Hormuz is best understood as a race. On one side, a bottleneck
mechanism amplifies a small direct import share into a large macroeconomic shock: gas
feeds into ammonia and from there into nitrogen fertiliser; oil feeds into naphtha and from
there into petrochemicals; refining margins on middle distillates do not absorb shocks sym-
metrically; jet fuel has no short-run substitute at the airport gate.

On the other side, substitution at every level diffuses the shock: Atlantic Basin LNG replaces
Qatari cargoes, refineries reconfigure, demand falls, REPowerEU governance coordinates.
Hence Europe’s actual macro hit is the outcome of a tug-of-war between the bottleneck
amplifier and the substitution attenuator, and the outcome is heterogeneous across sec-
tors and across time horizons. In recent work, Hinz et al. (2026) gauge this race in a quan-
titative trade model in the spirit of Caliendo and Parro (2015). The short-run effects are
estimated at between three and four times larger than the long-run effects — because the
short run is precisely where substitution loses.

Where does the bottleneck win? The most instructive channel runs through chemistry. Qa-
tar and Iran are among the world’s largest exporters of urea, the dominant nitrogen ferti-
liser. Their Gulf gas feeds the Haber-Bosch process and if that gas is removed from world
markets, ammonia becomes scarce, global urea prices rise, and Europe’s farms pay more
for the inputs that sustain crop yields. The mechanism does not stop at the farm gate.
Higher fertiliser costs flow into food prices — our simulations point to a global food price
increase of around 2.7% under the current de facto full closure of the strait (with a 90%
confidence interval between 2.0% and 4.9%). The aggregate EU welfare cost we gauge is
0.40% — modest in headline terms, but heavily skewed towards food and energy expendi-
tures that fall hardest on lower-income households.

Naphtha tells a similar story: Iran is one of the world’s largest methanol producers, and Qa-
tar’s Ras Laffan is the world’s largest integrated petrochemical site. Removing this source
of supply raises the cost of every downstream chemical from polyethylene to formalde-
hyde. Aviation is a third bottleneck: around 40% of EU jet fuel consumption is imported,
and roughly half of those imports pass through the Strait of Hormuz. There is no quick
substitute for jet kerosene at scale. Refining margins on middle distillates — diesel and
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jet — reached all-time highs in March and April. In each of these channels, the substitution
mechanism is rather slow, capital-intensive or simply absent (e.g. in the case of fertiliser).

The substitution side, by contrast, looks strong — but only for the inputs where Europe has
already done the work. In the case of natural gas, the United States supplied 56% of EU
LNG in 2025, and Norway supplied 52% of EU pipeline gas (Eurostat, 2026). In the case of
crude, the United States became the world’s largest oil exporter in May 2026, at 10.5 million
barrels per day, and the International Energy Agency’s coordinated 400 million barrel stock
release in March was the largest in its history (IEA, 2026). EU gas storage stood at 43% on
10 June - below the seasonal target, but not at crisis levels. These are real buffers. How-
ever, none of them substitute for fertiliser, jet fuel or naphtha. The substitution attenuator
works in the channels where Europe built it after 2022. The bottleneck amplifier dominates
in the channels where it did not.

The Strait of Hormuz is not the last chokepoint shock. The Red Sea, Suez, Malacca and
Panama are each one geopolitical accident away from the same test, and the same race.
The 2022 playbook after an effective decoupling from Russian energy sources served Eu-
rope well against a single supplier cutoff: REPowerEU diversified Russian gas dependence,
storage rules tightened, the Energy Platform aggregated demand. However, that playbook
addresses energy import dependence, not critical-input vulnerability.

The bottleneck list is actually not long for the current crisis — nitrogen fertiliser, middle distil-
lates, naphtha-based chemistry, jet kerosene and a handful of specialty inputs from rare
gases for chip lithography to aluminium alloys for power grids — but it carries Europe’s food
prices, its chemical industry and its airlines. And the next crisis will bring its own list of
products.

What Europe needs is not another energy-crisis playbook but a critical-inputs playbook —
serious monitoring and “stress testing”, potentially strategic reserves for the few inputs that
matter most, and a focused trade and industrial policy that treats chokepoint exposure as a
primary parameter rather than a footnote while not being too broad to be irrelevant. Wheth-
er the next chokepoint closes in 2027 or in 2034 is unknowable. What the consequences of
each could be and how best to react are not.
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From Signature to Standstill: The Future of the EU-
Mercosur Agreement

The EU-Mercosur Agreement has entered a new and uncertain phase. The provisional
application of the Interim Trade Agreement since 1 May 2026 has delivered tangible progress
in EU-Mercosur economic integration. Although the agreement was formally signed on 17
January 2026, the European Parliament’s decision to refer it to the European Court of Justice
for legal checks effectively freezes the ratification process, with the final ruling potentially
taking up to two years. In this Forum, based on the discussion at CEPS Ideas Lab 2026,
policymakers, economists and stakeholders from both the EU and Mercosur consider what
lies ahead: Is provisional application of the agreement a legally and politically viable option?
What does this prolonged impasse mean for the future of EU-Mercosur relations? What are
the broader strategic implications for EU trade policy at a time of heightened geopolitical
competition, shifting alliances and supply chain reconfiguration?

Beyond Trade: Why the EU-Mercosur Agreement Is Vital for Europe

Paolo Garzotti, European Commission, Brussels, Belgium.

EU-Mercosur Partnership Agreement: A Crucial Step for Europe’s Competitiveness
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EU-Mercosur Trade Agreement: From Negotiations to Application
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Beyond Trade: Why the EU-Mercosur
Agreement Is Vital for Europe

The partnership agreement between the European Union and four Mercosur countries

has been one of the most debated policy initiatives of recent months. Much of the public
discourse has reduced it to a simplistic “cows for cars” narrative, focusing narrowly on its
potential consequences for European farmers. However, this partnership goes far beyond
trade. It has the potential to secure supply chains, contribute to climate action and strengthen
the European Union’s relationship with one of its key partners in Latin America. This article
argues that the EU-Mercosur Agreement is not only a trade deal but, above all, a strategic
instrument for economic resilience, geopolitical diversification and the green transition.

After more than 20 years of negotiations, the European Un-
ion and the Mercosur bloc (consisting of Argentina, Brazil,
Paraguay and Uruguay) reached a historic agreement that
was provisionally applied on 1 May 2026, creating the larg-
est free trade zone in the world. This was made possible by
the successful ratification process in the Mercosur coun-
tries, which took place at an unprecedented pace, and fol-
lowing a decision by the Council of the European Union that
allowed the EU to provisionally apply the trade component
of the deal. The agreement has therefore brought together
around 720 million consumers, opening new opportunities
by ensuring preferential access to our respective markets.

This partnership is often discussed through the lens of
market access, but it is also embedded in a broader con-
text of global governance. As the international system
shifts from multilateral cooperation towards a more uni-
lateral approach, the European Union remains committed
to a structured international trading system and to leading
reforms that respond to today’s geopolitical realities. The
EU’s approach is guided by the concept of Open Strategic
Autonomy, which combines support for the green and digi-
tal transformation with a fair and sustainable trade strategy.

The agreement is extremely topical, as the effectiveness
and legitimacy of the rules-based international order

© The Author(s) 2026. Open Access: This article is distributed under the
terms of the Creative Commons Attribution 4.0 International License
(https://creativecommons.org/licenses/by/4.0/).
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have come under increasing strain. The norms that have
traditionally governed international economic relations
are gradually weakening, alongside growing challenges
among key partners. The shift in the global dynamics can-
not be ignored, and the European Union must adapt to it.

In such an environment, the European Union cannot rely
solely on its existing partnerships. It must also deepen
ties with other reliable actors to diversify supply chains,
reduce excessive dependencies and strengthen its eco-
nomic resilience. The EU-Mercosur Agreement is signifi-
cant not only for the economic gains it may generate, but
above all for its strategic implications: it reinforces Eu-
rope’s position in the world, supports the competitiveness
of the EU economy and helps secure a stronger foothold
in the Mercosur market.

A tool for competitiveness

When building relationships on the international stage, it is
important to ensure that the European Union collaborate
with like-minded partners. The EU and Mercosur countries
share similar values and objectives in key areas such as hu-
man rights, democratic values, trade and investment, en-
vironmental protection and sustainable development, mak-
ing this partnership a natural step forward for both sides. In
the current context, there is a clear demand for rules-based
trade that supports growth and development while also in-
tegrating environmental and sustainability objectives.

Bolstering the EU’s competitiveness is at the heart of the
current European Commission agenda. In this context, the
EU-Mercosur Agreement represents one of the most signif-
icant trade initiatives in recent years, alongside agreements
such as the Modernised Global Agreement with Mexico
and recently concluded negotiations with Australia and In-
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dia. Together, these efforts showcase the EU’s commitment
to strengthening partnerships and shaping an open rules-
based trading environment. Such a network of ambitious
agreements creates a safe environment with ever-growing
potential for European businesses and consumers.

Access to new markets

The EU-Mercosur Agreement builds on an already signifi-
cant economic relationship. In 2024, EU exports to Merco-
sur reached €53.3 billion, demonstrating the depth of exist-
ing trade ties even prior to the agreement’s implementation.

The projected economic benefits of this agreement are
substantial; EU exports to Mercosur are expected to grow
by nearly 40%, and it is estimated that the elimination of
Mercosur’s high tariffs on key European export goods will
result in savings of more than €4 billion annually. Moreo-
ver, simplified customs procedures will further facilitate
trade and reduce administrative burdens for exporters.

The agreement’s broader economic benefits become more
apparent when looking at specific member states, with
Germany providing a particularly illustrative case. As re-
ported by the German Chamber of Commerce and Industry
(DIHK, 2025a), obstacles to German exports have risen dra-
matically in the last years, increasing from 50% in 2020 to
almost 70% in 2026. Such barriers have inevitably negative-
ly affected German companies’ international business, with
the most prominent obstacles being higher tariffs, followed
by local certification requirements and stricter safety stand-
ards (DIHK, 2025b). Total trade between Germany and the
four Mercosur countries is currently worth €28 billion (in-
cluding data from trade in goods in 2024 and in services in
2023). Under the agreement, tariffs on products from many
of the most important sectors for German exports — opti-
cal, medical-surgical, measuring and photographic instru-
ments; iron, steel and metal products; chemicals and phar-
maceuticals — have been reduced to 0%. Tariffs on trans-
port equipment, machinery and electrical equipment are
also being phased out for most of these products.

Beyond these gains for major industrial exporters such
as Germany, the agreement is expected to facilitate trade
across a broader range of sectors, including agri-food and
industrial goods. For example, Romania stands to benefit
from the elimination of tariffs on textile fabric, previously
set at 35%. Commitments in the services sector, notably
telecommunications and transport, are also key to create
new production chains between the two regions. While the
automotive, machinery and pharmaceutical industries are
likely to benefit most immediately, agricultural exports are
also projected to increase significantly. Exports of vegeta-
ble oils, for example, could rise by as much as 20%, while

dairy exports could grow by 102%, contributing to an over-
all increase of almost 50% in agricultural exports by 2040.

In addition, the agreement will open public procurement
markets in the Mercosur countries to European compa-
nies. This means that EU firms can bid for public con-
tracts on equal terms with Mercosur companies.

It should also be emphasised that the agreement strongly
supports small and medium-sized enterprises (SMEs).
According to a European Commission (2025) Euroba-
rometer survey, some of the main challenges to SMEs’
cross-border expansion are difficulties in understanding
different business environments, including language-
related barriers (33%), and limited access to information
on relevant rules and requirements (30%). In this respect,
the agreement directly addresses these obstacles by re-
quiring both parties to maintain publicly accessible web-
sites with the relevant information and, where possible,
to make that information available in English. EU portals
such as Access2Market and Single-Entry Point already
help companies navigate through various aspects of the
agreement.

Protecting consumers

One of the most prominent concerns raised in the public
debate relates to food safety standards. Critics imply that
the EU’s standards would be lowered, allowing unrestrict-
ed access to the European market for Mercosur products.

This is an entirely undue concern, not supported by facts
nor by the text of the agreement. The EU’s rigorous food
safety regulations remain in place and products entering
the EU market must comply with the EU’s strict food safe-
ty standards. This applies to both domestically produced
and imported products alike, without exceptions.

One of the most important elements enshrined in the
agreement is the reaffirmation of the “precautionary prin-
ciple”, which allows both parties to take measures to pro-
tect human, animal and plant health, even when scientific
information is still inconclusive.

Where products do not comply with the applicable sani-
tary and phytosanitary standards, the European Union
may refuse them access to the EU market. Such com-
pliance is assessed both on the basis of the regulatory
framework governing production methods, including
rules on the use of antibiotics and hormones, and through
border inspections, monitoring and regular audits. As an
example, the EU has decided to suspend imports of ani-
mal-related products from Brazil as of 3 September 2026
until Brazil complies with the EU regulations on anti-mi-
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crobials (Euractiv, 2026). The agreement also has an im-
portant regulatory and economic dimension through the
protection of geographical indications (Gls). By securing
recognition for 344 European Gils, it protects producers
against imitation and unfair competition in the Mercosur
markets. This is especially relevant for locally produced
items for which competitiveness depends on quality and
reputation, not scale of production. For instance, many
beers and wines originating in the EU will benefit from the
protection in the Mercosur countries.

A contribution to economic security

A key dimension of the agreement that tends to be over-
looked is its contribution to supply chain security and
strategic autonomy. Mercosur countries are major pro-
ducers of several raw materials listed under the European
Critical Raw Materials Act.

As a prime example, both Brazil and Argentina are home
to vast reserves of critical minerals, key for the EU’s de-
fence and green transition. Argentina is a major player in
this field as it is part of the global lithium triangle, a key
asset since lithium is indispensable for battery production
and the creation of energy storage systems. Similarly, nio-
bium is used in the defence and space sectors, and its
largest reserves are located in Brazil.

Strengthening ties with these countries therefore implies
more secure access to resources that are vital for long-
term industrial resilience and for advancing Europe’s cli-
mate and security objectives.

Improved access to critical raw materials is not only in
the EU’s interest, but it can also support Mercosur’s in-
dustrial development. Lower EU tariffs on products made
from critical raw materials create incentives for Mercosur
countries to expand local value-added production. At the
same time, the agreement can help attract EU invest-
ments into domestic processing industries, strengthening
industrial capacity in the region.

Sustainable trade and investment

Sustainability remains a central aspect of the agreement, in
particular raising concerns related to deforestation. There is
no doubt that deforestation is a serious challenge in the Am-
azon region. Partially driven by fires, cattle ranching and ille-
gal logging, it poses a significant threat to the environment.

For these reasons, the EU-Mercosur Agreement aims to
curb illegal deforestation by supporting market access for
products that are not linked to deforested land as well as
by ensuring the parties commit to refraining from increased

ZBW - Leibniz Information Centre for Economics
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deforestation as of 2030. Moreover, the EU deforestation
regulation will prohibit trade of some goods (e.g. beef, wood,
palm oil, coffee) sourced in areas deforested as of 2021.

Both the European Union and Mercosur have reaffirmed
their commitment to implementing the Paris Agreement,
incorporating binding obligations into the partnership.
Furthermore, the text includes a mechanism that allows
for the suspension of the agreement, should one of the
parties withdraw from the Paris Agreement or implement
its commitments in bad faith. This is essential to ensuring
the engagement of both parties.

Naturally, it does not mean that the agreement is without risks
or adjustment costs. Concerns about sensitive agricultural
sectors, particularly beef, remain politically and economically
significant. For this reason, the success of the agreement will
depend on its implementation and monitoring.

Conclusion

The agreement between the European Union and Mercosur
should be perceived as a strategic tool for both the European
market and Mercosur economies. At its core, it represents a
strong commitment to sustainable, structured and predict-
able trade that creates opportunities for all parties involved.

In a global environment where fragmentation is becom-
ing more pronounced and the rules that have governed in-
ternational trade for decades are proving insufficient, the
European Union’s approach seeks to restore stability and
reinforce confidence in reliable partnerships. The Europe-
an Union does not have to choose between protecting its
agricultural sector and preserving the internal market, es-
pecially as the agreement contains safeguards for both.
The real challenge relates to whether the European Union
can remain globally competitive while strengthening its
economic resilience, and diversify its network of strategic
partners while upholding high environmental, social and
food safety standards. That is the conundrum the EU-
Mercosur Agreement tries to solve in one neat package.
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Eleonora Catella

EU-Mercosur Partnership Agreement: A Crucial
Step for Europe’s Competitiveness

The provisional application of the EU-Mercosur Interim Trade Agreement marks a significant
milestone in European trade policy and offers substantial opportunities to strengthen the EU’s
competitiveness, resilience and economic security at a time of geoeconomic fragmentation

and increasing challenges. This article examines the agreement’s expected economic and
strategic benefits, including improved market access for goods and services, enhanced
regulatory cooperation, and greater access to critical raw materials essential for the green
and digital transitions. It also considers the importance of supply chain diversification, the
first-mover advantage secured by the EU and the economic costs associated with delayed
ratification. Finally, the article addresses concerns relating to agriculture and sustainability,
arguing that the agreement incorporates robust safeguards while reinforcing Europe’s
commitment to open, rules-based and sustainable trade.

On 1 May 2026, the Interim Trade Agreement between the
EU and the Mercosur bloc — comprising Argentina, Brazil,
Paraguay and Uruguay — entered into provisional applica-
tion, bringing to a close more than 25 years of intermittent
negotiations. This milestone marks a significant step for-
ward for Europe’s agenda on competitiveness, resilience
and economic diversification.

European industry — from textiles and ceramics to auto-
motive manufacturing and services — has long called for
the agreement’s implementation and welcomed the Eu-
ropean Commission’s decision to proceed swiftly once
Mercosur countries completed ratification. At a time of
growing protectionism, geopolitical fragmentation and
rising costs, Europe’s ability to remain competitive de-
pends on deepening alliances with reliable global part-
ners. The Mercosur countries have demonstrated a clear
willingness to engage in open, rules-based trade and
proven themselves dependable in an increasingly uncer-
tain international environment.

© The Author(s) 2026. Open Access: This article is distributed under the
terms of the Creative Commons Attribution 4.0 International License
(https://creativecommons.org/licenses/by/4.0/).
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The agreement is more than a conventional trade deal.
It creates a market of over 750 million consumers —
close to 10% of the world’s population — encompassing
nearly 20% of global GDP. Mercosur, with a combined
GDP of €2.9 trillion, is the fifth-largest economy outside
the EU. The EU accounts for 16.9% of Mercosur’s total
trade, while EU exports of goods and services to the re-
gion amounted to €84 billion in 2023. EU foreign direct
investment stood at €385 billion that same year, making
Mercosur the fourth-largest destination for EU outward
FDI. These figures point to a relationship that is already
deep, but that has developed largely despite significant
trade barriers rather than because of a conducive frame-
work.

By eliminating tariffs, improving access to critical raw ma-
terials and strengthening rules-based trade, the agree-
ment will enhance supply chain resilience and consumer
access to high-quality products. Reduced costs, great-
er regulatory predictability and deeper cooperation on
standards will all contribute to Europe’s long-term com-
petitiveness. With swift provisional application, Europe
has chosen action over delay and reaffirmed its commit-
ment to open trade.

A deal 25 years in the making

Negotiations between the EU and Mercosur were first
launched in 1999. They stalled, restarted and stalled
again over a quarter century marked by shifting political
winds, divergent economic priorities and growing civil
society scrutiny of trade’s social and environmental foot-
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print. That the deal has now entered into force — even pro-
visionally — is a significant achievement.

The agreement is structured as two parallel instruments:
the EU-Mercosur Partnership Agreement (EMPA), cover-
ing political, cooperation and trade pillars in their entirety,
and an Interim Trade Agreement (iTA), covering trade mat-
ters alone. The iTA is what is now provisionally applied.
Full entry into force of the EMPA will require unanimous
Council approval and ratification by the European Parlia-
ment and all national — and sometimes regional — parlia-
ments of the 27 EU member states. The institutional hur-
dles are real: the European Parliament has indicated that
the process will not be without political risk, requesting a
Court of Justice opinion on the agreement’s compatibility
with EU Treaty obligations. Fortunately, provisional appli-
cation means companies in both trading blocs will benefit
in the interim, and supporters of the agreement trust it will
pave the way for full ratification of the broader EMPA -
which remains an economic, strategic and geopolitical
necessity for Europe.

What the agreement delivers in practice
Tariff relief and market access

The central benefit is the removal of tariffs on over 91%
of EU goods exported to Mercosur, saving European ex-
porters more than €4 billion annually once the tariff elimi-
nation schedule is fully implemented. Mercosur tariffs on
key European export categories have historically been
among the highest in the world, imposing real costs on
European exporters and Mercosur consumers alike.

For the automotive sector, the immediate reductions are
striking. Duties on EU electric and hybrid vehicle exports
have fallen from 35% to 25% on day one, providing Eu-
ropean manufacturers with a critical competitive edge at
the precise moment when the global EV market is becom-
ing intensely contested. Duties on internal combustion
engine vehicles are halved from 35% to 17.5% immediate-
ly, with automotive parts facing a gradual dismantlement
schedule beginning from provisional application. The Eu-
ropean Automobile Manufacturers’ Association (ACEA)
has estimated that automotive exports to Mercosur could
grow by up to 200% by 2040 under the agreement.

For technology industries, approximately 95% of Euro-
pean exports of machinery and electrical and electronic
equipment will ultimately be tariff-free, removing duties
previously reaching 35%. Textiles face an eight-year tran-
sition to full tariff elimination beginning with an immediate
cut from 35%. Chemicals, pharmaceuticals, spirits and
ceramics all benefit from the removal or reduction of du-
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ties that have historically made European product prices
uncompetitive in Mercosur markets.

Services represent a growing and often underappreci-
ated share of EU-Mercosur trade. In 2023, EU exports of
services to the region reached €29.2 billion — equivalent to
34.3% of total EU goods and services trade with Merco-
sur — generating a bilateral services surplus of €15.7 bil-
lion in Europe’s favour. The agreement includes dedicat-
ed Services and Investment and Digital Trade chapters,
establishing non-discriminatory rules for market access.
Mercosur is the EU’s seventh-largest trading partner for
services, and the agreement’s provisions on transport,
financial services, telecommunications and professional
services are expected to expand market presence for Eu-
ropean firms in all four countries.

The agreement also opens public procurement markets,
allowing EU companies to bid on equal footing for gov-
ernment contracts across all four Mercosur countries: in
Brazil, even at sub-federal level, and with Paraguay sub-
ject to a three-year transitional period. For European in-
frastructure, engineering and professional services firms
that have historically faced discriminatory barriers in
these markets, this is a substantial gain.

Import diversification

The EU is not only an export economy. To keep producing
the high-quality goods and services it creates, European
industry depends on resources and inputs imported from
third countries. Diversifying import sources is particu-
larly important at a time when the EU has high depend-
encies on countries that either dominate control over key
resources, or that have simply proven to be unreliable or
unpredictable partners.

This is most acute for critical raw materials (CRMs).
Mercosur countries — Brazil and Argentina in particu-
lar — are major producers and processors of many min-
erals essential to Europe’s green and digital transitions.
Brazil accounts for 88.8% of global niobium process-
ing, essential for high-strength steel used in transport
and infrastructure, and holds significant shares in natu-
ral graphite, manganese, silicon metal, vanadium, tanta-
lum and aluminium/bauxite. Argentina processes around
11% of global lithium output, a critical battery input. The
agreement provides a framework for securing stable, pre-
dictable access to these materials under legally binding
terms with sustainability conditions attached - a con-
crete mechanism for reducing supply disruption risk and
directly supporting the objectives of the EU Critical Raw
Materials Act. This concern is further heightened by Eu-
rope’s relative loss of market position in Mercosur gener-
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ally, which feeds directly into the first-mover advantage
discussed below.

Removal of regulatory barriers

Trade agreements deliver their full value only when ac-
companied by effective implementation mechanisms. The
EU-Mercosur Agreement includes a range of provisions
designed to address business concerns about regula-
tory barriers, market disruptions and dispute resolution.
It streamlines customs procedures and provides for align-
ment of technical standards, including a dedicated motor
vehicle annex promoting convergence with international
automotive standards. For technology industries, en-
hanced acceptance of EU conformity assessment pro-
cedures reduces the cost of product testing and certifi-
cation. Wine and spirits labelling provisions and stronger
protection against counterfeiting are commercially signifi-
cant gains for those sectors.

For small and medium-sized enterprises, the agreement
includes a dedicated SME chapter offering improved
market access, simplified compliance processes, and
tailored support, including access to the Commission’s
Access2Markets portal. This matters because SMEs are
often the greatest beneficiaries of trade agreements in
percentage terms — but only if they can navigate the ac-
cess conditions.

First-mover advantage

By acting when it did, the EU has secured a first-mover
advantage against the backdrop of growing competition in
the region. China’s share of Mercosur imports rose from
3% in 2000 to 22% in 2023, while the EU’s share fell from
25% to 17% over the same period. On the export side,
Mercosur exports to China grew from 2% to 26% of the
total, while the share going to Europe fell from 24% to 13%.
The trend is concerning across all trade categories, but be-
comes particularly acute for CRMs, where Europe needs to
lock in access before further displacement occurs.

The economic costs of delayed implementation

The value of the agreement also becomes clear when
considering the counterfactual: the benefits Europe has
forgone since 2021 due to delayed ratification. A compel-
ling analysis by ECIPE (Erixon et al., 2026) highlights the
scale of those losses. Prior to provisional application, Eu-
ropean exporters faced tariffs of up to 35% on clothing
and spirits, 18% on car parts, 20% on machinery, 18% on
chemicals and 14% on pharmaceuticals. Estimates of the
accumulated tariff burden suggest that transport equip-
ment alone lost an estimated €71 billion to unnecessary

tariffs, followed by machinery and equipment (€23.8 bil-
lion), chemicals (€21.2 billion), iron and steel and agri-food
(€12.6 billion each), and pharmaceuticals (€11.5 billion).

The costs have also been broken down by individual Eu-
ropean country. Estimates suggest that Germany incurred
the largest losses, valued at €71 billion (1.7% of GDP), fol-
lowed by France (€38 billion), Italy (€29 billion) and Spain
(€20 billion). Export-oriented economies including Swe-
den, Portugal, Hungary and Belgium experienced cumu-
lative losses equivalent to around 1% of GDP.

Beyond tariffs, additional costs stemmed from burden-
some administrative and regulatory procedures that
made trade more complex than necessary. These barriers
imposed not only direct economic costs, but also indirect
costs by forcing companies to devote time and resources
to navigating cumbersome processes instead of focusing
on long-term investment and business strategy. Moreo-
ver, the prolonged negotiations and recurring political un-
certainty surrounding the agreement likely discouraged
some firms from expanding or diversifying investments
into Mercosur, as uncertainty over the future trade frame-
work reduced predictability for long-term commercial
planning.

Addressing concerns

The agreement has been subject to intense political de-
bate, with unfair competition for farmers and sustainabil-
ity raised as the principal concerns. These have been tak-
en seriously and effectively addressed in the final texts.

On agricultural imports, the agreement’s approach to sen-
sitive products is carefully balanced. Beef, poultry and
sugar — the categories of greatest concern to European
farmers — are subject to strictly managed tariff-rate quo-
tas rather than full liberalisation. The agreement does not
eliminate EU agricultural protection; it creates bounded
additional market access. At the same time, it offers tangi-
ble gains for European agricultural exporters: EU agri-food
exports to Mercosur are projected to increase by 50%,
benefiting producers of wine, spirits, olive oil and dairy
products. The agreement also protects 344 EU geograph-
ical indications in Mercosur markets from 1 May 2026,
banning imitation and misleading use of protected names.

The agreement’s rebalancing mechanism allows either
party to request a panel ruling if they believe their benefits
are being nullified or impaired by measures taken by the
other side. Bilateral safeguard clauses allow for tempo-
rary remediation in the event of sudden market shocks,
and review clauses enable both parties to negotiate
amendments in response to changing conditions.
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On sustainability, the Trade and Sustainable Development
(TSD) chapter has been reinforced with a legally binding
annex. For the first time in an EU trade agreement, part-
ner countries have made individual legal commitments to
halt deforestation by 2030, subject to dispute settlement.
The Paris Climate Agreement is included as an essential
element — making this only the third EU trade agreement
to contain such a clause, alongside the EU-New Zea-
land and EU-UK agreements. This means that a material
breach of Paris commitments could in principle trigger
suspension of the agreement’s benefits. The agreement
also strengthens workers’ rights, includes new commit-
ments on women’s empowerment and addresses child
labour. For CRMs specifically, the agreement establishes
some of the highest sustainability standards in any trade
agreement governing resource extraction.

Conclusion

Europe will not strengthen its economy by turning inwards.
European companies need access to growing markets, re-
liable partners and a level playing field. The EU-Mercosur
Partnership Agreement delivers on all three counts. It car-
ries a clear geopolitical signal that Europe remains com-
mitted to openness at a time of increasing fragmentation
and demonstrates that competitiveness and sustainability
are not mutually exclusive priorities but can be advanced
together through well-designed trade policy. It is now up
to companies to seize the opportunities that the agree-
ment creates, and in doing so, to demonstrate the practi-
cal value of the EU-Mercosur partnership.
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The 2026 Mercosur-EU Agreement marks a significant advance in economic and political cooperation
between the two regions, creating one of the world’s largest free trade areas. Despite broad support
within Mercosur, the agreement remains highly contested in Europe due to concerns over agriculture,
environmental protection and regulatory standards. This article examines the origins of this opposition
and argues that much of the debate has been shaped by protectionist interests, ideological resistance
to trade agreements, and misinformation. It highlights the agreement’s expected economic benefits,
its sustainability and climate commitments, and evidence of environmental and agricultural progress
in Mercosur countries, particularly Brazil. The analysis challenges prevailing narratives about unfair
competition and weak standards, advocating for a more balanced and fact-based assessment of the
agreement and its potential to strengthen EU-Mercosur relations.

On 17 January 2026, the Partnership Agreement (EMPA)
and the Interim Trade Agreement (iTA) between Merco-
sur and the European Union were signed in Asuncion,
bringing to a close a negotiating process that lasted far
too long. This historic achievement gives both regions
new tools to strengthen cooperative ties and to articulate
a common response to an international context marked
by protectionism and unilateralism in trade. It also reflects
a convergence of views regarding free trade agreements
as essential policy instruments for promoting sustainable
development and strengthening multilateral rules.

However, while there is significant consensus within Mer-
cosur countries and societies regarding the agreement
with the EU and its member states, in Europe the picture
is completely different. Trade relations with Mercosur, and
with its four member states (Argentina, Brazil, Paraguay
and Uruguay), especially the trade agreement, are highly
controversial issues that divide member states, political
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parties, the private sector, NGOs, academia, the me-
dia and public opinion as a whole. This phenomenon is
unique to Mercosur. No other agreement is the object of
so much resistance and scrutiny. No other trading part-
ners of the EU are the object of so much mistrust and so
many demands.

How and why did the agreement between Mercosur and
the EU become such a contentious issue? How and why
was it transformed into a threat to European agriculture?
How and why did it become a risk to the protection of the
environment? How and why did the four countries of Mer-
cosur become untrustworthy partners that do not com-
ply with EU standards and regulations, and that put the
health of European consumers at risk?

The simple answer to these questions is political conveni-
ence. It was convenient to have a scapegoat to divert at-
tention from the real causes of problems that have noth-
ing to do with Mercosur. It was convenient to have a light-
ning rod on which to focus complaints.

A second layer of explanation was an alliance between
protectionism and ideology. A significant part of the Euro-
pean agricultural sector simply does not want to compete
and treats Mercosur as its adversary and as a bargaining
chip to make additional demands for protection or support.
Additionally, many of those who say they speak for environ-
mental protection do not like trade agreements in general
and cannot accept the idea that an agreement with four ag-
ricultural powerhouses that have significant natural biomes
can be positive for their agenda. Thus, an unlikely coalition
of convenience came together against Mercosur.
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A complementary explanation was the poor quality of the
debate over the years. The conversation about the agree-
ment with Mercosur was built on empty slogans and dis-
information. Few were the voices that had the courage to
state the facts or to check the content of the negotiated
texts. The public space was occupied by those who were
against the agreement and had no interest whatsoever in
the truth. Those who were in favour of the agreement pre-
ferred to be discreet — especially in order not to offend the
agricultural lobby. The result was deepening opposition
to the agreement and the consolidation of a narrative that
was detached from reality.

The provisional application of the iTA as of 1 May 2026
gives us an opportunity to try to set the record straight,
balance out the discussion and start a new phase in the
analysis of the agreement. This is important not only be-
cause of the future of the agreement, but maybe even
more so because of the negative impact of the current sit-
uation on the future of EU relations with Mercosur coun-
tries. It is important to note that all the unfounded alle-
gations against Argentina, Brazil, Paraguay and Uruguay
have consequences for the image and interests of our
countries, and resentment against this campaign carried
out by some European actors is increasing, with possible
negative impacts on EU interests in our bloc.

A change in dynamics becomes even more relevant in
light of the decision of the European Parliament to submit
the agreement to the Court of Justice. The coming months
will be crucial to change the nature and substance of the
debate and to prepare for the definitive vote by the MEPs.

The goal of this article is to provide a few elements to gen-
erate a new kind of discussion, from a Brazilian perspec-
tive. It will address the benefits of the agreement and the
narratives that need to be dismantled.

The benefits of the Mercosur-EU Agreement

As is widely known, the agreement encompasses a free
trade area of 718 million people and a combined GDP of
US $22.4 trillion. Less well known are some basic facts
about Brazil, which help put the potential of the agree-
ment into perspective.

Regarding demography, Brazil's population, estimated at
213 million in 2025, is close to 30% of the population of the
entire EU-Mercosur free trade area. Brazil’s land mass, at
roughly 8.5 million square kilometres is more than double
that of the EU. Brazil is one of the ten biggest economies
in the world, whether its economy is measured by current
exchange rates or the purchasing power parity criterion,
and Brazil's GDP falls between the third and the fourth
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economies of the EU. Brazil’s modern, complex economy
has a competitive agricultural sector, extensive mineral
resources and a broad industrial base. These assets ex-
plain the high inflows of foreign investment (US $77.7 bil-
lion in 2025).

The agreement will generate an increase of GDP, boost
exports on and create job on both sides. The social and
economic benefits will materialise through tariff reduc-
tions, quotas, market access commitments in services
and government procurement, and the protection of intel-
lectual property rights. Opportunities will also result from
the deepening of integration itself.

The economic and trade sections of the agreement were
built upon the blueprint of the WTO and other international
agreements to which both the EU and Mercosur are part.
There are measures to increase predictability, reduce bu-
reaucracy, facilitate trade and make life easier for economic
operators, especially for small and medium enterprises. A
common thread that unites most of the text is a commitment
to increase dialogue and cooperation. And a fundamental
point that needs to be stressed is that, in terms of rules,
nothing in the Mercosur-EU Agreement is inferior to other
agreements negotiated by the EU, nor outdated. It is difficult
to find an agreement as complete and encompassing.

Contrary to the arguments of the opponents of the deal,
the Mercosur-EU Agreement will not be born in a vacuum.
It will build on historic and extensive trade and economic
links between both regions and between individual Mer-
cosur and EU member states. A few numbers will suffice
to make this clear. In 2025, the EU was Brazil’s second-
largest trading partner, with total trade flows reaching US
$100 billion (Ministry of Development, Industry, Trade and
Services, n.d.), with a slight surplus of US $520 million
in favour of the EU. The stock of European investment in
Mercosur is approximately €388 billion (European Com-
mission, n.d.), and the EU is the largest investor in Brazil
(Council of the European Union, n.d.). Currently, around
756,000 jobs in the EU already depend on exports to Mer-
cosur, and more than 30,000 small and medium-sized Eu-
ropean enterprises export to the region. Brazil has been
the largest supplier of agri-food products to the EU since
2021. Many other numbers and examples could be used,
but the important point is that the agreement will only in-
crease, diversify and improve relations that already ex-
ist and that have proven to be mutually beneficial. That
is why, beyond the anti-Mercosur stance of its current
authorities, French firms are quietly investing in Brazil, in-
cluding in the agriculture and food sector.

Finally, it is fundamental to bear in mind that this is not
just a trade agreement. Should parts of the EMPA also
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enter into force provisionally, new disciplines and fora
will be established to increase our political and coop-
eration agendas in strategic areas such as human rights,
energy, migration, the fight against crime, science, tech-
nology and education, among others. Again, the basis
for the EMPA are the multilateral agreements and mul-
tilateral commitments that both the EU and Mercosur
wish to consolidate. Furthermore, both the iTA and the
EMPA create a series of institutional mechanisms for
dialogue, including with civil society, to support their im-
plementation.

Narratives: Facts versus fiction

On 21 January 2026, the European Parliament approved
a motion requesting a resolution to submit the Mercosur—
EU Partnership Agreement to an opinion of the Court of
Justice of the European Union (CJEU) regarding its com-
patibility with EU law. The adoption of the resolution has
the effect of suspending the legislative examination and
vote on both the iTA and the broader EMPA until the Court
issues its opinion. The legal arguments underpinning the
resolution are a good starting point to question the many
incorrect narratives surrounding the agreement.

The first request included in the said resolution concerns
the “splitting” of the agreement into the iTA and the EMPA.
Such splitting has been used previously by the European
Commission in agreements with partners such as Chile
and Singapore, both approved by the European Parlia-
ment. The matter has also been addressed by the Court
itself, in an opinion related to the EU-Singapore Agree-
ment (Court of Justice of the European Union, 2017).

The second request concerns the rebalancing mecha-
nism, which allows for the adoption of compensatory
measures or the proportional withdrawal of concessions
if one party considers that the balance achieved in the
negotiations has been undermined by measures adopted
outside the agreement. This mechanism is based on the
WTO non-violation mechanism and is also included in
the EU-UK Trade and Cooperation Agreement (European
Parliamentary Research Service, 2026). It is not only le-
gally compliant, but it makes sense: it recognises that uni-
lateral changes may have economic consequences and
provides proportionate instruments for adjustment. It may
be used both by the EU and by Mercosur. The notion that
it affects the EU’s sovereignty is invalidated by the fact
that the agreement applies to both sides.

The third request is the most curious one, since it relates
to the precautionary principle that is explicitly provided
for in the agreement (Article 21.48) in detail. Notably, the
Mercosur-EU Agreement is the only instance in which an

EU partner has agreed, without reservations, to include
the precautionary principle within the Trade and Sustain-
able Development chapter. It is difficult to understand,
therefore, why anyone would suggest that the agreement
affects the EU’s right to exercise the precautionary prin-
ciple.

It is clear, therefore, that there are no legal flaws in the
agreement. The request by the Parliament will only result
in a delay in the legislative examination and vote on both
the iTA and the broader EMPA.

The Parliament’s decision to refer the Mercosur-EU
Agreement to the Court reflects polarised positions and
the challenge of maintaining a balanced dialogue in the
broader context of a campaign to call into question the
legitimacy and substance of what was negotiated, the ef-
fects of the iTA and the EMPA and, most of all, the cred-
ibility and the credentials of Mercosur and its four mem-
ber states.

The political process surrounding the approval of the Mer-
cosur-EU Agreement has been significantly influenced by
the spread of narratives that question its legitimacy and
benefits. These narratives are primarily focused on al-
leged risks to the environment and European agriculture,
as well as concerns about lack of product quality.

Opposition to the agreement overlooks the ambitious
commitments negotiated in the field of trade and sus-
tainable development, including the reaffirmation of all
relevant multilateral commitments such as the 2030
Agenda. The inclusion of the Paris Agreement as an
essential element of the agreement establishes a legal
mechanism that reinforces and incentivises compliance
with climate commitments, including the reduction of
deforestation, as it provides for the suspension of the
agreement in case of non-compliance (European Com-
mission, 2024).

In the new Annex to the Trade and Sustainable Develop-
ment chapter, Mercosur and the EU agreed on a range
of commitments to protect the environment and promote
decent work, in line with international conventions such
as the United Nations Framework Convention on Climate
Change, the Convention on Biological Diversity and Inter-
national Labour Organization conventions.

References to the robust public policies pursued in Brazil
over decades in favour of environmental protection and
sustainability are practically non-existent in European
debates. Brazil placed climate change at the centre of
its G20 presidency agenda in 2024 and hosted COP30
in November 2025, where it led by example: the Belém
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Package brought together 29 consensus decisions, in-
cluding advances in just transition, adaptation finance,
trade, gender and technology. The Baku-Belém Road-
map established a target of US $1.3 trillion for climate
finance. Brazil was also among the first countries to sub-
mit its updated Nationally Determined Contribution in
December 2024, committing to reducing emissions by
59%-67% by 2035 and achieving carbon neutrality by
2050.

In 2025, compared to 2022, deforestation decreased by
50% in the Amazon and 32.3% in the Cerrado, avoiding
the emission of 733.9 million tonnes of CO, equivalent.
In the most recent monitoring cycle, from August 2025 to
February 2026, deforestation declined further by 33% in
the Amazon and 7% in the Cerrado (Ministry of the En-
vironment and Climate Change, 2026). As emphasised
by the Brazilian Minister of the Environment and one of
the leading activists in protection of the Amazon, Marina
Silva: “Deforestation has declined and agribusiness has
continued to grow — 525 new markets have been opened
to Brazilian agriculture since 2023, with exports reaching
US $169.2 billion in 2025” (Ministry of the Environment
and Climate Change, 2026).

Today, natural ecosystems (forests, savannahs, wetlands,
grasslands) represent 65% of the Brazilian territory. They
occupy an area 30% larger than the entire EU. These eco-
systems continue to exist today because of strict environ-
mental laws and robust public institutions. Protected areas
now cover 30% of the country’s territory (equivalent to over
250 million hectares or 2.55 million km?). Private landown-
ers are required by law to set aside at least 20% of their
land (rising to 80% in the Amazon biome) for forests and
other ecosystems. As a result, Brazilian farmers are re-
sponsible for stewarding over 200 million hectares of for-
ests and other natural ecosystems. Their efforts often meet
or exceed global environmental standards, challenging the
notion that their practices are less stringent than those that
exist in Europe. According to data from the Brazilian NGO
Mapbiomas, 99.04% of rural properties in Brazil showed
no signs of deforestation in 2023 (MapBiomas, 2024).

In Brazil, roughly 90% of the electricity output and nearly
50% of the overall energy mix come from a wide variety
of clean and renewable sources (Ministério de Minas e
Energia, 2025). Comparatively, in the EU only 41% of the
electricity generation and 23% of the energy mix come
from renewable energy sources. Brazil’s energy supply
contributes significantly to the reduction of emissions
across production chains, conferring to Brazilian exports
a clear advantage when compared with those of Euro-
pean countries whose energy systems are more carbon
intensive.
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The debate on the sustainability of the Brazilian economy is
particularly relevant when examining agribusiness, in view
of its presence in the European market. In recent decades,
Brazilian agriculture has significantly boosted production,
primarily through increases in productivity. Since 1980,
overall production has grown by 384%, while the land ar-
ea used for active agricultural production has expanded
by 71%. For many crops, such as coffee and cotton, and
also for cattle raising, productivity has increased even as
the land dedicated to these activities has decreased. Look-
ing ahead, Brazil’s agricultural output will continue to grow
through investments in research and innovation, multi-
cropping (harvesting two or three times a year) and the ex-
pansion of agroforestry and integrated crop-livestock-for-
estry systems. Additionally, there is potential for 40 million
hectares of degraded pastures to be revitalised for crop
cultivation. Therefore, the idea that Brazil has no “environ-
mental credentials” and is lagging behind Europe in terms
of sustainable development is clearly incorrect.

Claims that agricultural exports from Mercosur countries
do not comply with EU quality requirements and will com-
pete unfairly with European agriculture are likewise com-
pletely unfounded. Mercosur products are already widely
consumed in Europe, and have been in European markets
for decades and even centuries. They therefore already
comply will all EU laws and regulations.

The agricultural producers of Mercosur also export their
products to over 150 countries. They are agricultural pow-
ers in the same league as EU member states. It is difficult
to believe that of all of the trading partners of the EU, only
Argentina, Brazil, Paraguay and Uruguay do not comply
with EU standards and need to be the object of tailor-
made “mirror clauses”. However, this is exactly one of
the mantras being repeated by the European agricultural
lobby and its supporters.

Nothing in the agreement affects the right to protect hu-
man, animal or plant health, nor impedes the parties’
rights to regulate on these matters. On the contrary, the
text provides for permanent coordination structures be-
tween the two sides that will ensure greater transparency
and predictability. Again, this is a point that is being com-
pletely disregarded.

The agreement addresses the sensitivities of European
producers by establishing limited quotas for beef, poultry,
rice, ethanol and honey, among others. It also provides for
quotas to address the sensitivities of Mercosur, in prod-
ucts such as dairy and wines. In the case of the European
market, the quotas are very limited and represent a very
small share of the EU’s market, sometimes in the realm of
1%-2% of local production. If that were not enough, the
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agreement provides for safeguards. It is very difficult to
argue that European farmers are going to be drowned in
products from Mercosur.

Another fundamental detail that is conveniently forgotten
by the critics is that most of what Mercosur exports to Eu-
rope in terms of agricultural products is complementary
to European production. Approximately 50% of Brazilian
agricultural exports to the EU are concentrated in coffee
and soybeans. These are commodities that are then pro-
cessed in Europe, generating value added and profits for
European firms.

What is really troubling about all the elements of the narra-
tive against the agreement and against a country like Bra-
zil, but which also applies to the other member states of
Mercosur, is the intensity of the disinformation campaign
and the double standards being applied. The standards
that some want to apply to Mercosur are not applied to
any other trading partners. This includes both existing
agreements and agreements in negotiation. This is true
in terms of the environment, the protection of indigenous
populations, workers’ rights and the production methods
in the agricultural sector. For example, some trade deals
underway are not linked to the acceptance of the Paris
Agreement, nor to the acceptance of the so-called mirror
clauses in agriculture, but no one in Brussels says a word
about this.

Finally, opponents of the agreement seem to contend that
the EU’s rights go beyond those of Mercosur. As this article
has clearly shown, that presumption is definitely false, es-
pecially in the case of the environment and of agriculture.
There is a difference between wishful thinking and num-
bers and facts. A case in point is CO, emissions. The com-
parison is not flattering to the EU. The same applies to the
use of bio inputs in agriculture or fallow land in farms. Other
examples abound, but the point that needs to be made is
that the EU-Mercosur relationship is not one in which one
side teaches and the other one learns. There are learning
and cooperation opportunities for both parties.

Final remarks

It is both legitimate and desirable to scrutinise foreign
policy decisions, particularly those with far-reaching im-
plications such as trade and partnership agreements. The
Mercosur-EU Agreement has been subject to scrutiny
in the EU, but the process so far has not been balanced,
nor reasonable. The challenge lies in moving beyond en-
trenched perceptions that do not reflect reality and foster-
ing an open and informed debate. The provisional applica-
tion of the agreement offers an opportunity to undertake
such an exercise.

Many analysts and political actors believe that the provi-
sional application will be sufficient in itself to do away with
resistance to the agreement and will guarantee its approval
in the European Parliament. The logic behind this optimis-
tic view is that the functioning of the agreement will dis-
pel myths and exaggerations. While the application of the
agreement is expected to contribute to dismantling several
pieces of misinformation, a more cautious assessment is
necessary, as there are no clear indications that this will
be the case. Considerable work still appears necessary to
ensure a positive outcome in the European Parliament.

It is perfectly clear that many of those who are against the
agreement will not change their minds. They have eco-
nomic, political and ideological agendas that they need
to address. But a more reasonable conversation is nec-
essary and more European voices need to speak for the
agreement and help do away with all the misconceptions
and misperceptions.

At a time when we are reminded every day of the impor-
tance of rules and predictability, the Mercosur-EU Agree-
ment makes perfect sense. Trade and investment be-
tween the two regions is already substantial and dynamic.
The agreement strengthens legal frameworks, enhances
coordination mechanisms, and provides a solid institu-
tional basis for managing disputes and deepening coop-
eration. It is, undoubtedly, preferable to have the agree-
ment than not to have it. We also need trustworthy part-
ners who share values and goals. That is why deepening
the historic and human ties that already bind the EU and
the four countries of Mercosur also makes perfect sense.
In order to move forward, we need a relationship based
on mutual trust and respect. It is time for another type of
debate concerning the agreement and the Mercosur-EU
relations. There is no space for baseless accusations, re-
ductive stereotypes and hubris.
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EU-Mercosur Trade Agreement: From
Negotiations to Application

The EU-Mercosur Trade Agreement entered provisional application in 2026, creating one

of the world’s largest free trade areas. This article examines its economic rationale, market
access provisions and geopolitical significance. It argues that shifting global trade dynamics,
including China’s growing presence in Latin America, renewed US protectionism and concerns
about supply chain resilience, were central to the agreement’s conclusion. The article also
analyses the legal and political challenges surrounding provisional application and ratification
within the European Union. Despite ongoing uncertainties, the agreement is already reshaping
economic relations between Europe and South America and reflects the EU’s increasing use

of trade policy as an instrument of economic security and strategic autonomy.

After more than 25 years of negotiations, the EU-Merco-
sur trade agreement is no longer a prospect, but a signed
accord that has been provisionally applied since 1 May
2026. This process began in 1999 as a negotiation man-
date between the European Union and the Mercosur bloc,
comprising Argentina, Brazil, Paraguay and Uruguay. As
of early 2026, the trade agreement has become the legal
framework for what will be the world’s largest free trade
area, covering more than 700 million people and around
30% of global GDP.

Yet the agreement has arrived under conditions few an-
ticipated. Its final political impetus did not come from
the resolution of longstanding disputes over agricultural
competition or deforestation. Instead, it came from a fun-
damental shift in the global trade environment. Donald
Trump’s return to the White House, followed by higher
US tariffs on European goods, gave both sides a strong
incentive to close ranks. These developments prompted
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a recalibration of the EU’s strategic calculus, reflected in
Commission President von der Leyen’s public framing of
the agreement as a response to shifting geopolitical reali-
ties (European Commission, 2026). For the EU, the agree-
ment is now less about South American beef and more
about supply chain resilience, strategic autonomy and
market diversification. In this era, the transatlantic rela-
tionship can no longer be taken for granted. For Merco-
sur, the deal provides guaranteed preferential access to
a European market of 450 million consumers. This comes
at a time when dependence on Chinese commodity de-
mand is becoming more fragile.

This article examines the economic rationale and mar-
ket access provisions of the agreement; the agricultural,
environmental and regulatory concerns it has generated;
the geopolitical context that made its conclusion urgent;
the institutional steps from the December 2024 political
agreement to provisional application; and the contested
legal and political landscape surrounding its path to full
ratification.

Economic rationale and market access

With the agreement now entering provisional application,
its economic rationale becomes more concrete and op-
erational. The deal envisions the gradual elimination of
tariffs on 91% of Mercosur’s exports to the EU and 92%
of EU exports to Mercosur, across all sectors, including
agriculture, industrial goods, services, investment and
government procurement (European Commission, 2024a,
2024b). The European Commission projects that EU ex-
ports to Mercosur will increase by 39% (€48.7 billion), with
the largest gains in motor vehicles, machinery, equipment
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Figure 1
Goods trade flows from the EU to Mercosur
in billion euros
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and chemicals. Mercosur exports to the EU are expected
to increase by 16.9% (€8.9 billion), with agri-food prod-
ucts, such as beef, poultry, soy, sugar and ethanol, ac-
counting for the most significant gains (European Com-
mission, 2024c).

The structure of trade between the two blocs reflects a
clear pattern of complementarity. The EU brings ad-
vanced industrial goods, pharmaceuticals, premium agri-
food products and services with established global brand
recognition. Mercosur, by contrast, offers an abundance
of natural resources, agricultural scale and a sizable, rela-
tively young consumer market. Brazil alone is the world’s
largest exporter of coffee, beef and soybeans, commodi-
ties for which reduced EU tariffs represent a direct com-
petitive gain. In return, EU exporters of automobiles, wine,
cheese and machinery gain access to markets currently
protected by tariffs as high as 35% in the automotive sec-
tor. For the automotive sector specifically, Mercosur has
secured graduated transition periods: 18 years for elec-
trified vehicles, 25 years for hydrogen-powered vehicles
with a six-year grace period, and 30 years for vehicles
using technologies not yet commercially available. These
timelines reflect the scale of industrial adjustment re-
quired and the political weight of the automotive sector in
both regions (Grieger & Macsai, 2025).

Government procurement represents a genuinely new
frontier, enabling EU firms to participate in public tenders
in Mercosur countries for the first time. Alongside this, the
liberalisation of services, particularly in digital, financial
and logistics sectors, combined with stronger investment
protection rules, completes a package that extends well
beyond tariff reduction.

These dynamics are already visible in recent trade flows.
As shown in Figure 1, EU exports to Mercosur between

Figure 2
Mercosur’s main trade partners in goods
in billion euros
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2021 and 2023 highlight both the scale and sectoral com-
position of trade, providing a baseline against which the
effects of the agreement can be assessed.

As the agreement begins to take effect, these trends are
expected to accelerate, particularly in high-value manu-
facturing and services, thereby reinforcing the first-mover
advantages of European firms in a region with relatively
limited existing trade agreements.

The geopolitical imperative

The speed with which the EU-Mercosur agreement pro-
gressed from a political agreement in December 2024 to
provisional application in early 2026 cannot be explained
solely by trade economics. Three converging pressures
made delay increasingly untenable, transforming a long-
stalled negotiation into an urgent strategic priority.

The first is China. Trade between Beijing and Latin Ameri-
ca surged from roughly US $14.6 billion in 2001 to over US
$315 billion by 2020, making China the region’s largest trad-
ing partner (Wintgens, 2022). But the headline figures un-
derstate the depth of the relationship: Chinese state invest-
ment has extended into ports, energy infrastructure, tele-
communications and lithium processing across the region,
creating structural dependencies that take years to build
and are difficult to unwind. EU-Mercosur trade grew sub-
stantially over the same period, from €65.2 billion in 2007
to €109 billion in 2023 (European Commission, 2024c). As
Figure 2 shows, the EU remained one of Mercosur’s prin-
cipal trading partners, although China’s trade presence ex-
panded much more rapidly. Every year of European delay
ceded ground that will not easily be recovered.

The second pressure came from Washington. The return
of Donald Trump and the imposition of sweeping tariffs
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on European goods reframed what had previously been
a domestically sensitive, endlessly deferred negotiation.
Trade agreements that had remained in political limbo,
including those with Chile, Mexico and India, and most
notably Mercosur, were suddenly repositioned as instru-
ments of strategic autonomy. The Mercosur agreement,
which had struggled for two decades to withstand French
agricultural opposition, acquired renewed urgency once
transatlantic reliability could no longer be assured.

The third signal was more immediate. On 6 February 2026,
just weeks after the EU-Mercosur signing ceremony,
President Javier Milei concluded a bilateral trade and in-
vestment agreement with the United States (U.S. Embassy
in Argentina, 2026). The speed of that deal illustrated how
quickly the landscape is shifting and how easily a collec-
tive framework like Mercosur can be bypassed if individual
members find more attractive bilateral alternatives. For
Brussels, it was a concrete reminder of what delays cost.
Taken together, these pressures explain why the EU has
accelerated agreements with Chile, Mexico, India and oth-
ers. They also show why the EU-Mercosur deal is now ex-
plicitly linked to economic security priorities such as the
Critical Raw Materials Act. Mercosur holds some of the
world’s largest reserves of lithium, niobium and copper, all
crucial to the EU’s industrial future. This agreement is as
much about securing supply chains as it is about opening
markets for European goods.

That strategic logic also explains the apparent paradox
of an agreement that is simultaneously contested and
already operational. The European Parliament’s January
2026 referral to the Court of Justice has suspended the
full ratification procedure, but it does not affect the pro-
visional application of the trade pillar, which entered into
force following Council approval (Council of the European
Union, 2026a). Trade flows are adjusting, businesses are
responding, and economic integration has quietly begun,
creating a growing constituency with an interest in the
deal’s survival, regardless of how the legal challenge ul-
timately resolves.

The formal signing ceremony took place on 17 January
2026 at the Central Bank of Paraguay, attended by Eu-
ropean Council President Anténio Costa, Commission
President Ursula von der Leyen and the heads of govern-
ment of all four Mercosur founding members.

A contested start
The Council’s approval of both instruments on 9 January
2026, by a qualified majority of 21 to 5, cleared the way

for the temporary implementation of the Interim Trade
Agreement. Austria, France, Hungary, Ireland and Poland

ZBW - Leibniz Information Centre for Economics
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voted against; Belgium abstained (Council of the Euro-
pean Union, 2026a). Yet within days, the European Parlia-
ment moved in the opposite direction, voting to refer the
agreement to the Court of Justice of the European Union
(CJEU). The two institutions had, in effect, reached con-
tradictory conclusions about the same deal in the same
month.

The referral did not halt ongoing implementation. Interim
application rests on Council approval alone, and trade
flows had begun to adjust accordingly (White & Case
LLP, 2026). But the Court’s involvement cast a shadow
over the agreement’s longer-term legal standing and reo-
pened fundamental questions about EU competence, the
role of national parliaments in mixed agreements, and the
limits of the dual-track architecture the Commission had
deliberately constructed to avoid the need for unanimous
member state ratification (Kaspiarovich, 2025).

The European Parliament’s CJEU referral

On 21 January 2026, four days after the signing ceremo-
ny, the Parliament voted, by a narrow margin of 334 to
324, with 11 abstentions, to request an advisory opinion
from the Court of Justice under Article 218(11) TFEU (Eu-
ropean Parliament, 2026). Three concerns were placed
before the Court.

The first was structural: whether splitting the partnership
into two legally distinct instruments was consistent with
EU competence rules and the Council’s original 1999 ne-
gotiating mandate, and whether it effectively circumvented
the legitimate role of national parliaments in ratifying the
full package. The second issue concerned the rebalancing
clause and its compatibility with EU regulatory sovereignty
and Treaty obligations, given that it allows Mercosur coun-
tries to seek compensation where future EU measures in
environmental, health or climate areas substantially impair
expected trade benefits. The third was a broader chal-
lenge to the legal basis for both instruments and the pro-
cedures through which they were adopted (Real Instituto
Elcano, 2026).

The CJEU typically takes 18 to 24 months to deliver such
opinions, effectively freezing the Parliament’s formal con-
sent procedure in the interim. The Commission and key
member states, led by Germany and Spain, were sharply
critical. Chancellor Friedrich Merz called the referral “re-
grettable”, arguing that it “misjudges the geopolitical situ-
ation” (Merz, 2026). The practical consequence, however,
is limited for now: the referral suspends the Parliament’s
role in the full conclusion of the agreement but does not
touch the provisional application of the trade pillar, which
is already underway.
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Mercosur ratifications and provisional application

On the Mercosur side, events moved with unusual speed.
Argentina ratified the Interim Trade Agreement (iTA) on 26
February 2026, its Senate approving the text by 69 votes
to three following endorsement by the Chamber of Depu-
ties. Uruguay ratified the following day, 27 February, the
same day Commission President von der Leyen confirmed
that the EU would proceed with temporary implementa-
tion (MercoPress, 2026a). Brazil’s Senate ratified unani-
mously on 4 March, completing the process in the bloc’s
largest economy within days of its lower house having al-
ready cleared the text (MercoPress, 2026b).

Provisional application between the EU and each ratify-
ing partner will likely begin on the first day of the second
month following mutual notification of completed proce-
dures. This points to May 2026 as the likely start date for
Argentina and Uruguay, with Brazil following on its own
notification timeline (The Rio Times, 2026). From that
date, tariff reductions, market access improvements, in-
vestment facilitation provisions and government procure-
ment rules begin to take effect, delivering tangible com-
mercial benefits well ahead of the agreement’s full legal
conclusion.

France’s response to this announcement was sharply
hostile, with the government describing it as a “bad sur-
prise” and renewing calls for the deal to be blocked or re-
negotiated. Across France, Poland and Belgium, farming
groups returned tractors to city streets in protest, citing
concerns over pesticide standards, food safety equiva-
lence and price competition from South American agri-
culture. The scenes were a reminder that domestic politi-
cal opposition has not dissipated. It has simply been out-
paced, for now, by the legal and institutional machinery
driving the agreement forward.

What comes next: A two-track path

The agreement now operates on two distinct legal tracks
with very different timelines and uncertainties.

The iTA, the commercial pillar, is subject to an EU-only
ratification process: a qualified majority in the Council
(already secured) and consent from the European Par-
liament (European Commission, 2025). The Parliament’s
consent procedure is currently suspended pending the
CJEU opinion. Once the Court delivers its opinion, ex-
pected within 18 to 24 months, the Parliament will need to
vote on whether to grant consent. If the opinion is favour-
able, or if the Court identifies issues that are addressed
through legal clarification, the Parliament is expected
to vote in favour, given that most of the member states

backed the agreement in the Council. If the CJEU iden-
tifies fundamental incompatibilities, modifications to the
iTA or supplementary legal instruments may be required
before consent can be granted. Either way, provisional
application of the iTA can continue throughout this pro-
cess, meaning the commercial benefits of the agreement
are already flowing and are increasingly difficult to reverse
(White & Case LLP, 2026).

The EU-Mercosur Partnership Agreement (EMPA), the
comprehensive partnership agreement covering politi-
cal dialogue, cooperation, and the full trade pillar, follows
a different and longer path. It must be ratified by all 27
EU member states according to their respective consti-
tutional procedures, in addition to the EU-level consent
process. The CETA experience is instructive: the EU-
Canada agreement was signed in 2016 and remains only
temporarily applied in its trade provisions to this day, as
several member states have not yet completed national
ratification (Grieger & Macsai, 2025). The EMPA may fol-
low a similarly protracted timeline. Once the EMPA fully
enters into force, it will repeal and replace the iTA.

The most likely near-term scenario is a deal that functions
commercially through provisional application of the iTA
for several years, while the broader EMPA undergoes a
slow ratification process across EU member states and
the CJEU delivers its legal opinion on the iTA’s compat-
ibility with EU treaties.

Conclusion

The EU-Mercosur agreement marks a genuine turning
point, not only in the relationship between the two blocs,
but also in the EU’s ability to function as a strategic trade
power under pressure. After 25 years of intermittent ne-
gotiations, the agreement has been signed and ratified
by all Mercosur members. In the EU, however, it remains
unratified, subject to legal review, and is moving towards
interim application amid ongoing political opposition in
several member states.

From an economic perspective, the rationale is compel-
ling. The complementarity between European industrial
and agri-food exports and South American commodi-
ties and raw materials is clear. The anticipated gains are
significant, and the advantage of early entry into a largely
underdeveloped market has become even more valu-
able as global supply chains continue to fragment. Key
concerns, such as agricultural competition, deforesta-
tion and regulatory divergence, have been addressed in
a substantive manner through tariff rate quotas, binding
trade provisions, sustainable development commitments,
dispute settlement mechanisms and a dedicated agricul-
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tural safeguard regulation (Mendez-Parra et al., 2020; Eu-
ropean Commission, 2024a).

What has shifted most significantly is the geopolitical en-
vironment. An agreement that once appeared stalled by
domestic political constraints is now advancing amid a
broader restructuring of the global order, where China’s
economic presence in South America continues to ex-
pand (Wintgens, 2022), where US tariff policies have chal-
lenged assumptions about the reliability of transatlantic
trade and where Argentina’s swift bilateral agreement
with Washington (U.S. Embassy in Argentina, 2026) high-
lights how quickly the strategic balance within Mercosur
can evolve.

The institutional process ahead remains intricate. A Euro-
pean Court of Justice opinion, consent from the European
Parliament and the eventual full ratification of the EMPA
by all 27 member states are still required. Nevertheless,
the trajectory is clear. The EU-Mercosur agreement has
moved beyond the realm of negotiation or potential, and it
is already reshaping trade relations between Europe and
South America, while signalling to the international com-
munity that the European Union is capable of decisive ac-
tion when the stakes demand it.
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Deepening the Single Market and Expanding Trade
Agreements to Foster Business Opportunities

In an increasingly fragmented global economic environment, Europe faces the dual challenge of
sustaining competitiveness while strengthening economic resilience. Accelerating the EU’s Single
Market integration and fostering new trade partnerships will jointly unleash untapped potential

in terms of scale, expand business opportunities and drive investment in Europe. These two
components are central pillars of the European growth model, as they shape firms’ incentives to

invest, market access and capacity to scale.

The European Single Market is a core asset of the Euro-
pean Union. By progressively removing barriers to the free
movement of goods, services, capital and people, it has
expanded effective market size, ensured adequate com-
petitive pressures and created incentives for firms to invest.
These mechanisms have historically supported productiv-
ity growth by enabling specialisation, economies of scale
and higher returns to innovation. A number of recent stud-
ies support this, including IMF (Cerdeiro et al., 2026), ECB
(Bernasconi et al., 2026) and Fontagné and Yotov (2025).

Evidence from European Investment Bank (EIB) analytical
work highlights the macroeconomic importance of Single
Market integration as a driver of EU investment (EIB, 2026).
Figure 1 compares observed EU investment dynamics
with a counterfactual scenario in which Single Market inte-
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gration is absent. It shows a persistent upward shift in the
investment trajectory associated with Single Market inte-
gration. The gap between the integrated and non-integrat-
ed scenarios reflects higher expected returns and lower
risk when firms can operate at continental scale. As shown
in Figure 1, the EU Single Market has a clear track record:
it boosted investment opportunities, underpinning 25% of
the new investment recorded since the 1980s in the EU.

Consistent with this evidence, lower-bound estimates indi-
cate that EU GDP is at least 3% higher today than it would
have been without the Single Market (Dura & Pasimeni,
2025). EU countries could double these benefits if the full
potential of the Single Market were realised (Fontagné &
Yotov, 2024). This is particularly true for services, which
represent a critical component of Europe’s economy and
are essential across all sectors.

Despite these achievements, the Single Market remains
incomplete. Persistent fragmentation, particularly in ser-
vices and capital markets, continues to constrain firm
growth and limits the emergence of pan-European busi-
ness models (EIB, 2025a). Little progress has been made
over recent years to ease regulatory compliance for EU
businesses when it comes to establishing and operating
across the EU (European Commission, 2026). At the firm
level, survey evidence indicates that 62% of EU export-
ers still face regulatory and administrative barriers when
operating across borders, with these frictions particularly
acute for innovative and fast-growing firms (EIB, 2025b).
Removing such fragmentation and the associated uncer-
tainty will have a strong impact on firms’ investment ra-
tios, particularly for intangible investment, which is critical
for innovation and growth (see Figure 2).

Firms operating in larger and more integrated markets

are more likely to access equity finance and to invest
more heavily in innovation (Buti et al., 2025). This finding
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Figure 1
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Real private investment with and without Single Market integration
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Source: EIB staff estimations; see EIB (2026).

links Single Market deepening to the broader agenda of
financial integration and the Savings and Investment Un-
ion. The latter is critical to channelling EU savings into
productive use. Removing barriers in this area will gen-
erate cross-border efficiencies and contribute to chan-
nelling the substantial savings of EU households (€1.4
trillion annually compared to €800 billion in the US) into

Figure 2

productive investments, narrowing the current gap with
the US on that front. Financial depth and real-economy
integration reinforce each other: without sufficient market
scale, even well-developed financial markets cannot fully
mobilise private investment. Conversely, deeper integra-
tion increases the demand for risk capital by expanding
growth opportunities.

Change in investment relative to total fixed assets when firms perceive uncertainty as a major barrier to

investment
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Notes: The figure shows the investment intensity of firms and the effect of uncertainty. Uncertainty reduces firms’ investment in both tangible and intan-
gible assets, with a stronger effect for intangible assets. The estimates are based on a regression of investment intensity on uncertainty, controlling for
(lagged) investment intensity, a cyclical component, a structural financial component and firms’ future demand expectations.

Source: EIB staff calculations based on EIBIS.
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Figure 3
Intra-EU and extra-EU trade, January 2003 -
September 2025
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9,000
8,000 N\
7,000 Intra—EU/
6,000 / .
5,000 //\
4,000 awd "
3,000 /\/
2,000 Extra-EU
1,000
0
M S 0V © 00O O M < VO 0O O M S W
O O O 0O 0O 0O @~ @™ r™™rm™@"¥rm™7m71m0Q0 & A &
O O O O O O O O O O O 0O O O O O o O O
LSV oV oV I oV AN oV oV I o VI oV I oV A o VAN oV A o VA oV A o VA VAN VA VA oV A oV )

Note: Intra-EU trade is the sum of export and import flows of goods
between all 27 EU countries. Extra-EU trade is the sum of trade flow of
goods between the 27 EU countries and the rest of the world.

Source: EIB (2025c); EIB staff calculations based on Eurostat.

Intra-EU trade, resilience and adjustment to supply
shocks

Beyond its impact on investment, the Single Market plays
a central role in shaping Europe’s trade patterns and its
resilience to external shocks. Over the past decade, glob-
al trade has been repeatedly disrupted, by the pandem-
ic, geopolitical tensions and supply chain bottlenecks.
These shocks have exposed vulnerabilities in global value
chains and heightened concerns about strategic depend-
encies, leading to tectonic shifts in global value chains
(Arjona et al., 2025). Against this backdrop, intra-EU trade
has emerged as a key stabilising mechanism.

Trade within the EU is systematically more resilient than
extra-EU trade during periods of global stress and un-
certainty. Figure 3 compares the evolution of intra-EU
and extra-EU trade over the past two decades. Intra-EU
trade declined less sharply and recovered faster than
extra-EU trade amid recent global shocks. This under-
scores the stabilising role of the Single Market, which
cushioned the impact of those shocks on European
firms and consumers (EIB, 2025c). This relative resil-
ience reflects the institutional foundations of the Single
Market, including the absence of tariffs, relatively har-
monised rules, and dense cross-border production and
supply chain networks.

Figure 4 displays results from import equations that
control for several factors, such as demand and price. It

Figure 4
Differences in the evolution of imports (intra-EU vs
extra-EU) by dependency type
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Source: EIB (2026); EIB staff calculations based on PRODCOM and
COMEXT data.

shows that when supply shocks materialise, firms sub-
stitute extra-EU imports with intra-EU sourcing, provided
that a minimum level of internal production capacity ex-
ists. Products embedded in sizeable integrated EU sup-
ply chains exhibit the strongest shifts towards intra-EU
trade, highlighting the importance of maintaining internal
productive capabilities. Instead, in the absence of size-
able intra-EU supply chains, the Single Market cannot
provide an alternative, and intra-EU imports cannot com-
pensate for losses of extra-EU imports.

This evidence has important implications for the debate
on economic security and resilience. Rather than advo-
cating for a retreat from global trade, it suggests that a
strong Single Market with some domestic capacities in
strategic products and technologies complements trade
openness by providing a clear buffer against external
volatility. A well-functioning Single Market enables firms
to reconfigure supply chains within Europe when global
conditions deteriorate. Simulations show that the eco-
nomic gains from deeper internal integration can com-
pensate for the possible costs that scenarios of sup-
ply chain disruptions and decoupling with specific third
countries would entail (Fontagné & Yotov, 2024).

Single Market integration enhances the EU’s capability to
absorb asymmetric shocks and supports diversification
within value chains and the rapid adjustment of sourcing
strategies (EIB, 2026). Firms that are innovative, digital
and well integrated within the Single Market are better
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Imports and most-favoured-nation tariffs of selected EU trading partners
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equipped to respond to disruptions, reinforcing both re-
silience and competitiveness (Arjona & Revoltella, 2024).

From a policy perspective, measures aimed at strength-
ening resilience should therefore also prioritise the re-
moval of internal barriers alongside measures facilitating
domestic capacity building and targeted diversification of
external sourcing.

Expanding trade agreements and Europe’s global
leverage

While internal integration is indispensable, Europe’s busi-
ness opportunities also depend on the EU’s engagement
with the global economy. Expanding and modernising
trade agreements extends the benefits of scale beyond
the Single Market and reinforces Europe’s position as a
global trading power. Internal and external integration are
closely intertwined: a deeper Single Market enhances
Europe’s credibility and bargaining power in trade nego-
tiations, while external agreements amplify the returns to
internal integration by opening new markets.

Trade agreements reduce barriers, improve regulatory
cooperation and provide more predictable market ac-
cess for European firms. Analysis also suggests that con-
cluding ongoing agreements could raise EU exports and
support investment, particularly in sectors where scale,
standards and regulatory alignment are critical (Europe-
an Commission, 2026). These gains are magnified when
firms can leverage the Single Market as a production
base from which to serve global markets.

ZBW - Leibniz Information Centre for Economics

EIB (2025c) analysis links trade agreements to invest-
ment incentives through several channels. Larger and
more predictable export markets raise expected returns
on capacity-expanding and innovation-related invest-
ments, while participation in global value chains facili-
tates technology diffusion and learning. Trade agree-
ments can also reinforce regulatory convergence, indi-
rectly reducing internal fragmentation and further en-
larging business opportunities. Research on European
competitiveness stresses that the gains from external
openness depend critically on the depth of internal in-
tegration. Weak Single Market integration and shallow
capital markets limit the capacity of European firms to
translate trade opportunities into sustained productivity
growth (Revoltella et al., 2025).

Efficiency and scale of the EU market are critical assets
both domestically and globally. Globally, Europe contin-
ues to be seen as a stable and trusted partner, actively
forging new cooperation agreements, such as the Mer-
cosur and India deals. The EU-Mercosur agreement was
signed in early 2026; others are well advanced (such as
those with Chile and Mexico), in some cases pending
ratification, and in others still under negotiation. Figure 5
shows the potential of increasing exports to these coun-
tries along the non-preferential tariff.

EIB (2026) estimates show that free trade agreements,
which cover some 12.5% of the EU’s exports to the rest
of the world, have the potential to increase exports to the
countries involved by 20.6% and to raise total EU exports
by 2.6%. Additionally, some of these agreements may
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have important geopolitical implications, reinforcing the
EU’s role as a credible political and economic actor in a
fragmented global environment.

Conclusions

Deepening the Single Market and expanding trade agree-
ments should be understood as two pillars of a single strat-
egy to foster business dynamism in Europe. Single Market
integration provides the necessary scale, drives investment
incentives and creates resilience, while increased access to
external markets extends these benefits globally. Together,
they underpin a European growth model that is both com-
petitive and robust in an increasingly uncertain world.

In the context of today’s ongoing supply chain reconfigu-
ration, the interaction between internal integration and
deeper, more diversified access to external markets be-
comes particularly salient. A strong Single Market sup-
ports diversification and resilience, allowing firms to en-
gage with global partners while managing risk. Enlarging
trade agreements therefore complements, rather than
substitutes for, deepening internal integration.
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Rethinking the Policy Mix: Challenges for the
Euro Area

Monetary and fiscal policies are traditionally seen as two partially substitutable demand-side
policies with different transmission channels, delays, legacies and geographic perimeters. The
making of the policy mix designed in the Maastricht Treaty was consistent with the view that
the euro area would be mostly affected by demand-side shocks. The legacy of the COVID-19
pandemic includes a significant rise in government debts and central banks’ balance sheets.
Additionally, the dramatic increase in energy prices in 2021-22 led to supply-side fiscal
policies aimed at stabilising prices through price regulation and subsidies for gas storage
and energy capacity. Looking forward, climate change will likely involve more frequent supply
shocks. This article argues that such shocks require a medium-term view of the policy mix:
provided expectations remain anchored, both fiscal and monetary policies should allow time
to understand the shock and seek to “look through” it while preserving a sustainable path. It

also discusses how the concept of automatic stabilisers may apply to supply shocks.

The traditional policy mix
A combination of demand-side policies

Both monetary and fiscal policies are traditionally con-
sidered demand-side policies: when GDP falls below its
potential level, a counter-cyclical policy mix involves a
loosening of both instruments. Cutting the policy rate, in-
creasing public spending or cutting net taxes will stimu-
late aggregate demand, thereby bringing GDP closer to its
potential level. By the same token, deflationary pressures
will be alleviated. These two demand-side policies are of
course imperfect substitutes (Tobin, 1989; see Table 1).

Monetary policy affects demand indirectly, via interest
rates, whereas fiscal policy may act directly, via public
spending, or indirectly, via taxes and transfers that affect
households’ disposable income.
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Monetary policy decisions can be taken rapidly, but their
transmission to the economy is slow, generally taking
around 18 months. Conversely, the discretionary part of
fiscal policy is subject to a slow legislative process but,
once implemented, it can have a fast impact on aggregate
demand. In fact, only automatic (fiscal) stabilisers have
immediate impact, both because they do not require any
decision and because they very quickly affect disposable
income (although not entirely immediate, e.g. if house-
holds or firms may pay in year N taxes on their income of
year N-1).

Monetary policy influences debt accumulation directly
through interest rates, and indirectly through its impact
on activity and prices. Fiscal policy directly affects the
primary balance. Like monetary policy, it also affects the
accumulation of government debt through its impact on
nominal GDP.

Monetary policy is usually a blunt instrument, affecting
the economy as a whole, and more specifically, economic
agents with a large balance sheet (e.g. the housing sec-
tor), whereas fiscal policy can be more targeted, affecting
specific sectors or groups of the population.

In an open economy with a high degree of international
capital mobility and with a flexible exchange rate regime,
the Mundell-Fleming model teaches us that monetary
policy is reinforced by its external transmission channel,
whereas the impact of fiscal policy is muted by the ex-
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Table 1

Main differences between monetary policy and fiscal

policy

Monetary policy

Fiscal policy

Affects demand indirectly

Affects demand directly and indirectly

Quick decision, slow transmis-
sion

Long decision (aside automatic stabi-
lisers), fast transmission

Affects government debt
directly (interest rate) and indi-
rectly (nominal GDP)

Affects government debt directly (pri-
mary balance) and indirectly (nominal
GDP)

General instrument

Can be targeted to specific sectors or
households

More powerful in a flexible
exchange-rate regime

More powerful in a fixed exchange-
rate regime or monetary union

Impact depends on expecta-
tions of future inflation and

Impact depends on expectations of
future taxes

policy rates

May be constrained by effective May be constrained by state of public
lower bound finances, fiscal rules or market pres-
sure

Source: Authors’ elaboration.

ternal channel (to the extent that the sovereign debt path
remains sustainable). By the same token, monetary policy
and fiscal policy have opposite effects on the external
current account in a flexible exchange rate regime.

Finally, both policies can be constrained. As regards mon-
etary policy, interest rates cannot fall below a slightly neg-
ative level. As regards fiscal policy, fiscal rules and market
pressure may prevent a government from responding to a
negative shock.

The effectiveness of each policy also depends on its
credibility (Bartsch et al., 2020).

The impact of a policy rate cut depends on the reaction of
longer-term interest rates (the yield curve), hence on ex-
pectations about the future monetary stance as well as
about fiscal sustainability (that shapes the risk premium).

The impact of a fiscal stimulus on the economy depends
on debt sustainability, through the endogenous reac-
tion of private savings (Ricardian equivalence) or of the
interest-rate spread (risk premium); it also depends on the
ability of monetary policy to keep inflation at a low level in
the short run but also in the medium and long run.

Hence, the optimal combination of monetary and fiscal
policies depends on their respective characteristics, the
risks to their credibility and the possibility to coordinate
the two instruments.

The Maastrichtian policy mix

The making of the policy mix of the euro area was de-
signed in the Maastricht Treaty (1992), which later be-
came the Treaty on the Functioning of the European Union
(TFEU). After the completion of the disinflation process in
the 1980s, the framework was consistent with the view
that the euro area would be mostly affected by demand-
side shocks. In an influential paper, Bayoumi and Eichen-
green (1992) demonstrated that EU countries were more
subject to demand shocks than to supply shocks in the
1980s, whereas US regions were subject to demand and
supply shocks on more equal footing. Furthermore, in the
EU, the correlation of demand shocks across countries
seemed to be much lower than the correlation of supply
shocks. In brief, euro area countries would be mostly hit
by idiosyncratic demand shocks.

National fiscal policies would therefore play a major role
in stabilising economies. Within a monetary union, such
policies would become more powerful as crowding-out
effects through interest rates or exchange rates would
be muted. The main issue then was to avoid a deficit
bias that could be a deterrent to the credibility of mone-
tary policy, and this is why the Stability and Growth Pact
was appended to the Treaty (Eichengreen & Wyplosz,
1998).

The Maastricht framework is summarised in the bottom-
left to top-right diagonal in Table 2: monetary policy reacts
to symmetric shocks, which affect aggregate demand in
the euro area as a whole, aiming to stabilise prices; fiscal
policies react to specific (or idiosyncratic) shocks, aiming
to stabilise the output gap at the member-state level.

Before the 2021-22 inflation wave, policy actions on the
main (top-left to bottom-right) diagonal of Table 2 did not
materialise.

In the run-up to the global financial crisis and subsequent
euro area sovereign debt crisis, the divergence of inflation
rates in some periphery countries remained largely unad-
dressed. Despite the requirement of economic policy co-
ordination specified in the Treaty (TFEU, Art. 5), the diver-
gence of prices was not taken seriously, overshadowed
by the surveillance of fiscal policies. Hence, the bottom-
right cell in Table 2 remained empty until the energy crisis
erupted in 2021.

During the two decades of very low inflation before the
pandemic (2000-19), the European Commission and the
European Fiscal Board tried to promote the coordination
of fiscal policies in order to steer the overall fiscal stance
and thus bolster monetary policy action (top-left cell of
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Table 2
The policy mix in the euro area framework

Shocks
Symmetric Idiosyncratic
Objectives Output stabili-  (Aggregate fiscal National fiscal
sation stance) stance
Price stabilisa- Monetary policy (6]
tion

Source: Authors’ elaboration.

Table 2). In 2014, Mario Draghi, then President of the Euro-
pean Central Bank, called for fiscal policy to support the
efforts of monetary policy to raise the level of aggregate
demand and the rate of inflation: “It would be helpful for
the overall stance of economic policy if fiscal policy could
play a greater role alongside monetary policy” (Draghi,
2014).

However, these appeals went largely unheeded, which is
not surprising since each government remains account-
able to its national constituency. Maduro et al. (2021),
among others, suggest adapting European fiscal rules in
case monetary policy is constrained by the effective low-
er bound, which would circumvent the collective action
problem, absent a central fiscal capacity.

The return of supply shocks

The period between the mid-1980s and 2007 is gener-
ally referred to as the “Great Moderation” period, char-
acterised by low macroeconomic volatility (see Hakkio,
2013). The causes of the moderation have been widely
discussed in the literature: structural changes, good luck
or good policy. All three likely contributed, compared to
the previous, high inflation period. Globalisation, fewer oil
price shocks and central bank independence are major
factors that characterised the Great Moderation period,
covering the three dimensions of the discussion.

Moving from demand to supply shocks

European monetary unification took place in 1999, after
over a decade of moderation. Globalisation was already
well advanced, and central banks were independent in
all countries joining the euro. Within this new regime,
Liepneks et al. (2024) have estimated the contribution of
supply and demand shocks to inflation, based on data
for 12 euro area countries from 1999Q1 to 2023Q1. They
use a very simple vector autoregression with two vari-
ables (output growth and inflation) and identify supply

ZBW - Leibniz Information Centre for Economics
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and demand shocks through sign restrictions.! They
confirm the Great Moderation in euro area countries
over the period from 1999Q1 to the global financial crisis
(2008Q4). During the period under consideration, infla-
tion was mainly driven by demand shocks up to 2022,
except for large declines in energy prices in 2014-15. The
period just after Russia’s full-scale invasion of Ukraine
(2022Q1 to 2023Q1) is marked by a surge in energy and
food prices, which explained a large part of the inflation
surge.

Supply shocks are a challenge for the policy mix. For
example, a rise in energy prices leads to an increase in
inflation and a fall in production and consumption. If this
type of shock occurs, there is a risk of a conflict between
monetary policy and fiscal policy: the central bank would
tighten monetary policy to fight inflation, while govern-
ments would stimulate the economy to support produc-
tion.

The energy crisis of 2021-22 provided us with a con-
crete example of this problem. European governments
responded to the rise in energy prices by supporting
households’ purchasing power and providing aid to
businesses (fiscal expansion). At the same time, the ECB
raised its policy rates by 4.5 percentage points between
July 2022 and September 2023 (monetary tightening).

The impact of this cocktail was initially uncertain, but
several studies (Dao et al., 2023; Lemoine et al., 2024)
have concluded that fiscal policies in fact contributed
to mitigating the inflationary pressure. Energy price
caps had both a direct and an indirect negative effect
on headline inflation: by limiting the increase in energy
prices, they also limited the risk of a price-wage spiral
of the type experienced in the 1970s. This supply-side
effect seems to have dominated the more traditional in-
flationary impact of fiscal support to aggregate demand.

Some model simulations point to significant macroeco-
nomic effects of the discretionary fiscal policy measures
over the energy crisis of 2021-22 and subsequent return
to normal (2024), compared with a counterfactual scenario
in which these measures were not introduced (Angelini et
al., 2025). These simulations point to a dampening effect
on inflation in 2022, mainly on account of the energy and
inflation compensatory measures that helped to smooth
the peak impact of the energy shock. However, they reveal
an upward impact later on (during 2023-24), notably when

1 Supply shocks move output and prices in opposite directions, where-
as demand shocks move them in the same direction. By construction,
all variations in output growth and in inflation are attributed to either
supply or demand shocks.
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Figure 1

Impact of a gradual increase in the carbon tax in France by €185 per tonne over five years

Supply-side and demand-side effects, constant real interest rate
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Source: Henriet et al. (2025).

governments started to withdraw the energy price sup-
port granted in 2022.

Supply shocks as the “new normal”

Looking forward, the scenarios of the Network for Green-
ing the Financial System (NGFS)? suggest that supply
shocks are likely to be major drivers of inflation and out-
put along the process of global warming. For instance,
the Disasters and Policy Stagnation short-term scenarios
published in May 2025 feature a succession of rare but
plausible events: severe dry events in 2026 (droughts,
heatwaves and wildfires), followed by severe wet events
in 2027 (floods and storms; NGFS, 2025). Monetary policy
is supposed to follow a Taylor rule. When these events hit
the European region, output falls by 5% the first year, and
inflation increases by 0.55 percentage points (see NGFS,
2025).

Extreme weather events are a powerful source of tempo-
rary supply shocks (see NGFS, 2026, for case studies). In
turn, climate mitigation policies provide a source of per-
manent demand and supply shocks. For instance, Hen-
riet et al. (2025) study the impact of a linear increase in
the carbon tax in France, from €90 per tonne in 2024 to
€275 per tonne in 2030, where tax revenues are rebated
equally to households and firms. The rest of the euro area
is supposed to follow a similar policy and the common
monetary policy is neutral (the real interest rate is kept

2 www.ngfs.net/ngfs-scenarios-portal/
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constant). A general equilibrium model is used to trans-
form the gradual increase in the carbon tax into an aggre-
gate shock on total factor productivity, as well as a shock
on the energy mix. These two outcomes of the general
equilibrium model are then introduced into a macroeco-
nomic model to simulate the impact of the tax path on key
macroeconomic variables.

The result is a simultaneous rise in inflation and fall in out-
put. Demand-side effects (labelled as non-supply effects
in Figure 1) are short-lived, whereas supply-side effects
(which amount to a succession of negative productivity
shocks) are long-lived, raising inflation by 0.4-0.5 per-
centage points during the transition period (see Figure 1).

Whether the origin of the inflation surge is supply-side
or demand-side, the central bank can always tighten its
policy to bring inflation back to target. In the case in which
inflation is driven by a positive demand shock, monetary
policy will stabilise both output and inflation. Conversely,
if inflation is caused by a succession of supply shocks
(which is the case in the above simulation), monetary poli-
cy tightening will amplify the negative impact of the shock
on output.

Figure 2 illustrates this dilemma. The blue line replicates
the impact of a gradual increase in the carbon price for
output and inflation in France when monetary policy is
neutral (see constant real rate line in Figure 2). The line
with marks depicts the simulation in which the central
bank follows a Taylor rule, which means that it reacts both
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Impact of a gradual increase in the carbon tax in France by €185/tonne over five years for different monetary
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to inflation deviations and to the output gap. The results
are close to the ones with a constant real rate, illustrating
the dilemma of the central bank (the two objectives are
contradictory). Finally, the dotted line depicts the reaction
of output and inflation to the carbon tax path when the
central bank has a single, price stability objective (con-
stant inflation target). Inflation rapidly comes back to its
baseline level, albeit with a significant cost to the real
economy.

In the next section, we discuss how monetary policy can
adapt to a world where supply shocks become promi-
nent.

Reinventing the policy mix

The return of supply shocks comes at a moment when
most European governments have accumulated a large
amount of debt over the pandemic and the subsequent
inflation crisis and have turned to fiscal adjustment.
Therefore, the fiscal leg of the policy mix is likely to be
highly constrained in the coming years.

Fiscal policy as an insurance

Given the lack of fiscal space, governments may want to
rely more on households’ savings to smooth the impact of
supply or demand shocks. These savings have accumu-
lated since the pandemic (see Figure 3), providing some
room for consumption smoothing: in case of a negative
shock to their purchasing power, households can draw on

ZBW - Leibniz Information Centre for Economics

their savings to maintain their level of consumption. Gov-
ernments may then concentrate their interventions on the
most vulnerable households, who are generally financially
constrained and hence have a high marginal propensity to
consume. Governments may even impose temporary tax
surcharges to the most well off in order to finance such
means tested support.

Several studies highlight the effectiveness of targeted
transfers to low-income households. In the case of the
US, Baker et al. (2020) analyse the directed large cash

Figure 3
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payments to households during the first phase of the
COVID-19 crisis. They show that households with lower
incomes, greater income drops and lower levels of li-
quidity display stronger responses of private spending,
highlighting the importance of targeted measures. Based
on individual household’s bank account details, Fize et
al. (2021) show that targeted transfers (here, a back-to-
school allowance) do help to alleviate the budget con-
straint of vulnerable households: beneficiaries show a
relatively high marginal propensity to consume the one-
off transfer.

In contrast, broad transfers to households during a cri-
sis may not be an efficient way of stabilising aggregate
demand, since heightened uncertainty may prevent them
from spending.

However, the political economy, or the size of the shock,
may require a more extensive protection of households
and firms. Blanchard (2025) suggests enhancing auto-
matic stabilisers by activating quasi-automatic stabilis-
ers, i.e. fiscal parameters (e.g. the VAT rate) that are au-
tomatically triggered by a macroeconomic variable (e.g.
a threshold of unemployment rate). Unlike discretionary
fiscal policy, well-designed automatic stabilisers are neu-
tral over the cycle, hence they comply with the inter-tem-
poral fiscal constraint. Such “quasi-automatic” transfers
may be obtained through counter-cyclical unemploy-
ment benefits, as is the case in the United States and,
since 2023, in France: the maximum length of unemploy-
ment compensation is extended during a downturn and
shortened during a recovery. Changes in tax rates over
the cycle are more difficult to implement in practice. The
temptation may be to let tax rates fall automatically dur-
ing a crisis but discontinue the rule when the economy
recovers.

However, as highlighted by Blanchard, the stabilisation
properties of such quasi-automatic stabilisers rely on the
demand-side nature of the shocks. In case of a negative
productivity shock, for instance, output may decrease
while the output gap increases (effective output declines
less than potential output). An automatic stabiliser based
on output (or on the unemployment rate) may in fact widen
the output gap by supporting aggregate demand instead
of potential output.

Can the quasi-automatic stabiliser concept be trans-
posed to address supply shocks? The natural catastro-
phe insurance scheme in France suggests it is possible.
In case of an extreme weather event, households and
companies are covered by a public-private partnership
whereby a public scheme reinsures private insurers. The
negative supply shock resulting from the destruction of

offices, factories, shops or inventories is mitigated by the
insurance that provides resources to rebuild supply ca-
pacities.®

Another example of supply-side, quasi-automatic stabi-
lisation schemes concerns energy markets where con-
tracts for difference (CfDs) have been proposed as a way
to mitigate the volatility of energy prices in the case of
large supply shocks.* For energy producers, CfDs pro-
vide a predictable income stream by guaranteeing a fixed
strike price: if the market price is below the strike price,
the producer receives a top-up payment from the gov-
ernment; if the market price is above another threshold,
they pay back the difference. Such a scheme provides a
partial insurance to the supply side of the market in case
the price falls below a certain threshold. Absent derivative
markets for long horizons, it is conducive to lower risk,
hence higher investment. This will lead to more produc-
tion capacity that will secure energy provision in case of a
negative supply shock in the future.

In brief, the stabilisation objective of fiscal policy can be
reframed as a macroeconomic insurance objective. As an
insurer, the government should make sure that it can re-
coup the cost of the damages through receiving premia in
normal times and adjusting their levels depending on past
and expected damage costs. Such intertemporal neutral-
ity can only be achieved through an automatic scheme,
but it involves relatively high fees or tax pressure in nor-
mal times.® Stabilisation has a cost which is made more
transparent through explicit, quasi-automatic stabilisers.

Adapting monetary policy

According to the academic literature (e.g. Dupraz & Marx,
2023), the optimal response to a temporary shock in com-
modity prices is to “look through”, hence to refrain from
reacting forcefully, provided inflation expectations remain
“anchored”. However, short-term deviations in the infla-
tion rate may have lasting effects that undermine this gen-
eral principle.

First, the pass-through of input prices is often asym-
metric, particularly in the food sector: cost increases are

3 See EIOPA & ECB (2024) joint paper.

4 CfD was introduced in the UK in October 2014 for the electricity mar-
ket. The European Union reformed its wholesale electricity market in
2023-24 to curb extreme price volatility, reduce reliance on natural
gas and accelerate the energy transition. A central feature of the re-
form is the use of two-way CfDs for new, and potentially some exist-
ing, low-carbon generation.

5 In France, for instance, the compulsory natural catastrophe sur-
charge on private housing insurance was raised from 12% to 20% as
of January 2025.

Intereconomics 2026 | 3



passed on more quickly and more significantly to prices
than cost cuts, which can lead to persistent inflation.

Second, sudden price adjustments, particularly in the en-
ergy and food sectors, can cause inflation expectations
to become de-anchored. As households and businesses
pay greater attention to these visible price changes, they
could raise their expectations of inflation in the longer
term, which could prove to be a self-fulfilling prophecy.

Third, firms’ forecasting errors resulting from these
shocks can lead to a misallocation of economic resourc-
es and therefore, ultimately, to a weakening of potential
growth, which can reinforce inflationary pressures. A
study by Ropele et al. (2024) focusing on Italy highlighted
this phenomenon during the 2021-22 inflationary epi-
sode.

Given these challenges, Reichlin and Zettelmeyer (2024)
suggest that central banks should accept a longer stabili-
sation period for supply shocks than for demand shocks.
This approach would allow monetary policy to adapt with
greater flexibility to different types of economic shock
while maintaining its price stability objective over the me-
dium term.

However, not all supply shocks are equal: the inflationary
impact of a supply shock is less if it affects a downstream
sector (like tourism), a sector with close substitutes (like
wine), or a sector where prices are flexible upwards but
also downwards (like unprocessed food); if the shock
comes from abroad (like an oil price shock) because of
the loss in terms of trade weighs on aggregate demand;
or if it can be easily predicted (like an increase in the car-
bon tax). Hence, the reaction to supply shocks will need
careful calibration on a case-by-case basis.

Amplified fiscal-monetary interactions

The combination of supply shocks and high government
debt tends to amplify the interaction between monetary
policy and fiscal policy when the central bank has a price
stability mandate. For instance, a negative supply shock
lowers GDP and increases inflation. To stabilise inflation,
the central bank raises its policy rate. Except in the very
short term where higher inflation may result in a lower
debt in real terms, the debt-to-GDP ratio increases. If the
government wants to stabilise the debt ratio, it has to cut
public expenditures or increase taxation. Such fiscal ad-
justment should normally reduce inflation, hence contrib-
ute to disinflation. However, if it is carried out by increas-
ing consumption taxes (e.g. the VAT), inflation may rather
increase, leading to another round of monetary tighten-

ing.
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Of course, it all depends on whether the shock is tempo-
rary or permanent. If it is expected to be temporary, and if
inflation expectations are well anchored, the central bank
may choose to “look through” (see above). In that case,
the interest rate would not rise. However, the debt ratio
would still increase after an initial erosion due to inflation.
If it has some fiscal space, the government may let the
debt ratio increase temporarily. Depending on how the in-
terest rate on government debt reacts to such slippage,
the debt path may enter a destabilising spiral where r - g
(the gap between the implicit interest rate and the GDP
growth rate) lies well above zero. In this case, the credibil-
ity of monetary policy could be damaged, and long-term
interest rates would increase further.

An interesting case is that of a gradual increase in the car-
bon tax, where tax revenues are rebated to the house-
holds. In this case, the negative, permanent supply shock
does not induce a loss in households’ purchasing power
and the debt ratio is not much affected. The rise in infla-
tion in the short term may even result in a temporary fall
in the debt ratio. To the extent that the debt maturity is
relatively long, the government may have the impression
of a relaxation of the fiscal constraint and distribute this
additional gain, amplifying inflation and the subsequent
increase in interest rates. In the medium run, the govern-
ment is squeezed between higher interest payments and
a fall in GDP due to the negative supply shock.

One takeaway is that, in the presence of a supply shock,
both central banks and governments should adopt a me-
dium-term perspective, primarily for two reasons:

First, the shock may be temporary. If inflation expecta-
tions remain anchored, this justifies “looking through”
by both monetary and fiscal authorities. In the euro
area, large, accumulated savings suggest a significant
consumption smoothing capacity. Additionally, auto-
matic stabilisers are relatively large in the euro area, and
they may be enhanced by quasi-automatic stabilisers.
Hence, fiscal authorities could concentrate on protect-
ing the most vulnerable households and firms from the
shock.

Second, the short-term evolution of the debt ratio could
be misleading. Depending on average debt maturity and
indexation of public expenditures, a surge in inflation
could reduce the debt-to-GDP ratio in the short term. This
was the case in the recent years following the inflation
surge: debt-to-GDP ratio decreased in several European
countries between 2022 and 2024 due to the inflation sur-
prise that temporarily reduced the snowball effect (see
Figure 4). Additionally, the imperfect indexation of govern-
ment expenditures and tax brackets limited the increase
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Figure 4
Contributions to the variation of public debt-to-GDP
ratio
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in primary deficits during this period.® However, windfall
gain is expected to be short-lived due to the subsequent
increase in interest payments and rise in primary expendi-
ture, which will tighten the fiscal constraint eventually.
Hence, the fiscal space in the short term is an illusion and
should not be used.

In the case of a demand shock, the main problem of the
policy mix is to react fast enough to stabilise the econ-
omy, given implementation and transmission delays. A
delayed reaction can easily translate into a pro-cyclical
policy. In the case of a supply shock, the main problem
is rather to evaluate the ability to “look through” without
de-anchoring inflation expectations and while protecting
the most vulnerable. Opposite strategies are warranted
depending on the nature of the shock.

Conclusions

The policy mix has traditionally been understood as a
combination of demand-side policies designed to smooth
output and inflation cycles when the economy is hit by de-
mand shocks. The various supply shocks and the experi-
ence of policy constraints (lack of fiscal space, zero lower
bound) that have hit advanced economies since the pan-
demic have called for an overhaul of the concept.

6 This is in contrast to the 2010-19 sub-period, during which the debt-
to-GDP increase was pushed upwards by an unfavourable snowball
effect in some countries (see Italy and, to a lesser extent, Spain).

The policy mix should embrace a more medium-term
perspective, with strong commitments backed by more
automaticity of fiscal policies, allowing for better predict-
ability and enhanced ability for monetary policy to “look
through” according to the type of shocks. Such an over-
haul is especially urgent in the euro area, which is still
vulnerable to fossil fuel and key commodity price fluctua-
tions, while having built its macroeconomic policy frame-
work at a time when demand shocks were dominant.
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Tracking the EU Clean Industrialisation Process:
A Focus on Batteries and Electric Vehicles

This article uses data from the Bruegel European Clean Tech Tracker to assess Europe’s clean
industrialisation in batteries and electric vehicles. It documents rapid growth in electric vehicle
adoption, substantial investment in European electric vehicle and battery manufacturing, and
the emergence of sizeable production capacity across the continent. European electric vehicle
assembly capacity now exceeds domestic demand, while battery cell capacity remains below
demand and dependent on foreign-owned facilities and imported inputs. Trade data show that
the EU is a net exporter of electric vehicles but a net importer of batteries, highlighting both
industrial strengths and upstream vulnerabilities. The evidence suggests that stable regulatory
frameworks, including the 2035 zero-emission vehicle target, have supported investment, but
that demand-side policies, diversified supply chains and proportionate trade measures will be

needed to sustain competitiveness and reduce strategic dependencies.

Notwithstanding increasing geopolitical tensions at the
global level and mounting pressures on the internation-
al climate agenda, the EU is committed to staying the
course on the goals of the European Green Deal. But with
a clear condition: that decarbonisation should not foster
Europe’s deindustrialisation but, on the contrary, should
promote its industrial transformation.’

In line with the Draghi report recommendations, the EU in-
stitutional cycle that began in 2024 is centred around the
Clean Industrial Deal, an initiative aimed at facilitating the

1 This article builds on previous and ongoing research efforts with Ma-
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clean transformation of Europe’s established industries
as well as the rise of new clean tech industries across the
continent. All of this is combined with the central aim of
marrying EU decarbonisation with economic competitive-
ness. The stakes are high: Europe’s green strategy has
been premised on green growth and new green jobs, so
its political sustainability could be jeopardised if decar-
bonisation occurs alongside relative deindustrialisation.

As the Clean Industrial Deal is being implemented, it is key
to monitor and report on progress over the next years. But
Europe has traditionally had a major problem in this space,
as it continues to lack comprehensive, coherent and time-
ly data on industrial decarbonisation and clean tech man-
ufacturing developments (McWilliams et al., 2025).

The lack of reliable information in this space represents a
key vulnerability for political support for Europe’s green
transition, as the public debate could become focused
on anecdotal negative cases amplified ad hoc to weaken
support for climate policy. Instead, a more comprehen-
sive illustration of the ongoing trends might tell a positive
story about new opportunities arising from these devel-
opments across different regions in Europe.

With the objective of contributing to filling this important
gap, Bruegel - the Brussels-based economic think-tank —
launched the European Clean Tech Tracker (Bruegel,
2025), an open-access data platform aimed at providing
a timely and policy-relevant overview of the main deploy-
ment, manufacturing, investment, employment and trade
trends characterising the core clean technologies under-
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pinning Europe’s green transition. This initiative is con-
tinually updated and also serves as a basis for a joint ef-
fort with the Rhodium Group to compare clean industrial
trends in Europe, the United States and China (Delgado
et al., 2024).

Building on the data in the Bruegel European Clean Tech
Tracker, this article provides a concise illustration of Eu-
rope’s main trends in what possibly represents the most
important clean tech manufacturing sector: batteries and
electric vehicles.

Road transport is the laggard of Europe’s electrifica-
tion, but electric vehicle adoption accelerates fast

It is often said that when it comes to energy, the future is
electric. And this is correct: the energy transition mainly is
an electrification story, with clean sources such as renewa-
bles and nuclear being the main drivers of the transforma-
tion. In this space, the EU has both good and bad news.

The good news is that the electricity system is decarbon-
ising rapidly. In 2024, 71% of EU power generation came
from clean sources: 24% nuclear, 17% wind, 13% hydro,
11% solar and 6% bioenergy. A decade earlier, the figure
was 58%.

Solar power generation increased by 180 terawatt-hours
(TWh), boosting its share of total electricity generation to
11% in 2024 from 4% in 2019. Hungary, Lithuania, Spain
and Cyprus had the largest gains in solar’s share of gen-
eration. Solar now provides over 20% of electricity in
Hungary, Luxembourg, Greece and Spain.

Wind power output grew by over 100 TWh, making wind
responsible for 17% of EU electricity in 2024, up from 13%
in 2019. The Netherlands, Finland, Sweden and Estonia
had the largest gains in wind’s share of generation. Wind
now accounts for more than half of electricity generation
in Denmark, 45% in Lithuania, 37% in Ireland and 30% in
Portugal.

Nuclear generation has remained stable. Only Slovakia,
Czechia, Finland, Bulgaria and Romania have slightly in-
creased the share of nuclear generation over the last five
years. France remains the nuclear leader at 68% of its
electricity mix, followed by 62% in Slovakia and over 40%
in Hungary, Bulgaria, Belgium and Czechia.

Meanwhile, over the last five years, coal declined by 180
TWh and gas by 140 TWh.

The bad news is that this remarkable transformation of the
EU electricity generation mix has not yet been matched

Figure 1
EU share of electricity in final energy consumption
by sector
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with a significant increase in the EU electrification rate (i.e.
the share of electricity in final energy consumption). This
indicator has stagnated at around 23% since 2010. While
this trend is aligned with the situation in the US, it must be
noted that over the same period, China has managed to
increase its electrification rate from 13% to 29%.

The EU’s lack of progress in electrification represents a
key bottleneck in the energy transition process. To give a
sense of the challenge here, recall that according to the
European Commission’s 2040 Communication Impact
Assessment, reaching EU climate targets requires the
electrification rate to hit 51% by 2030 and 62% by 2050
(European Commission, 2024).

To understand the EU’s stagnant electrification trend, it is
necessary to unpack it at the sectorial level (see Figure 1).
Since 1990, services have electrified steadily, reaching a
51% electrification rate today. Albeit slower, the house-
holds and industry sectors have also slowly electrified,
reaching a rate of 26% and 33%, respectively.

On the contrary, the transport sector has been slow to
electrify. As shown in Figure 1, the overall electrification
rate of the sector stands at 2%, with nearly all of it com-
ing from electrified rail. Road transport, the key segment
in the sector, is still dominated by oil, and its electrifica-
tion rate is today below 1%. This is a major stumbling
block in the EU’s decarbonisation process, as passenger
cars generate more than half of the emissions from the
EU transport sector, which accounts for 29% of total EU
greenhouse gas emissions (EEA, 2024).

The adoption of electric vehicles (EVs) is the primary
means by which the transport sector can electrify. Trans-
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Electric vehicle share of total new vehicle registrations among European frontrunners (dash lines) and largest

markets (solid lines)
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port electrification is slow because EV adoption has been
relatively slow across Europe and because there is a large
fleet of existing internal combustion engine cars, which
takes time to turnover. The EU has passed regulation that
has set the target of reaching 100% zero emission vehi-
cles on the roads by 2035, but it will still take many years
after this for the fossil stock to be fully depleted.

Part of the reason for slow EV adoption is that European
manufacturers have struggled with cost competitive-
ness. Few European EV models sell below €30,000 and
the average remains above €50,000. High upfront costs,
inadequate charging infrastructure and an uneven rollout
across EU countries hold back adoption, especially by
middle- and lower-income households. The EU has also
imposed tariffs on pure battery electric vehicles imported
from China, the source of the cheapest EVs in the world.
This is done to support European manufacturers but has
the consequence of reducing the availability of affordable
models to domestic consumers.

Slowly but surely, EV adoption is, however, accelerating

across Europe. A record number of EVs was registered
in Europe in 2025, helped by the growing availability of

ZBW - Leibniz Information Centre for Economics

affordable models. By the end of 2025, EVs are consist-
ently representing one quarter of new car registrations
monthly. Frontrunners include Norway, Iceland, Denmark,
Sweden, Finland and the Netherlands. Each one of these
countries has shown steady EV growth over the past two
years and today have EV shares above 55% (Figure 2).

The four largest markets — France, ltaly, Germany and
Spain — account for two-thirds of vehicles sold across the
EU. Progress in these four will be crucial for determining
overall EU progress. In each, adoption has accelerated
since the end of 2024 (Figure 2). Germany has returned as
a growth market following the abrupt cancellation of EV
consumer purchase subsidies at the end of 2023. While
EV shares in Italy are growing, they remain slow and off
the necessary progress for meeting the 2035 zero emis-
sion regulation.

Capacities: Europe’s growing ecosystem for electric
vehicle manufacturing

As the deployments of EVs continue to accelerate across
Europe, the manufacturing side of the story is increas-
ingly under the policy spotlight. The automotive industry
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Figure 3
European manufacturing capacity relative to
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is a structurally important segment of the EU’s economy,
and retaining a competitive manufacturing basis in Eu-
rope during the transformation from internal combustion
engine (ICE) cars to EVs is a top political priority at both
national and EU levels. Unsurprisingly so: the automo-
tive sector is a major employer, directly and indirectly
providing jobs for 13.8 million Europeans, representing
around 6% of total EU employment. Around 2.6 million
people work directly in the manufacturing of motor ve-
hicles, which is 8.5% of the EU’s manufacturing employ-
ment (Draghi, 2024). The automotive industry contributes
8% of European manufacturing value added, and it has
a €117 billion surplus in (extra-EU) trade, which corre-
sponds to approximately one-fifth of the value of automo-
tive production. The sector is also an important source of
input demand from upstream industries, such as metals,
chemicals, plastics and textiles, and it generates demand
in downstream sectors, including ICT, repair and mobil-
ity services (Draghi, 2024; Letta, 2024). In short, it plays a
central role in the European economy, therefore ensuring
that Europe becoming a leader in EV manufacturing is a
core proposition of the Clean Industrial Deal.

Companies have invested over €30 billion into European
plants for the assembly of electric vehicles since 2017.
This has been encouraged by the demand certainty cre-
ated by the EU’s 2035 zero emission regulation. Conse-
quently, European facilities today have the capacity to
assemble more than 4.5 million vehicles annually. This is
substantially larger than domestic demand, which is clos-
er to 2.5 million vehicles annually; indeed, capacity is ap-
proximately double domestic demand (Figure 3). It is also
larger than capacity in the US. Growing competition from
Chinese imports and the drop in exports to the US fol-

Figure 4
Electric vehicle manufacturing capacity by facility
status
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lowing the imposition of additional tariffs underscore the
large capacity relative to demand.

Figure 4 displays all electric vehicle sites — either opera-
tional or under construction as tracked by the European
Clean Tech Tracker. Germany has by far the largest ca-
pacity at over two million EVs annually. This includes the
greenfield facility constructed by Tesla near Berlin as well
as retrofitted facilities from Volkswagen, BMW and Mer-
cedes Benz. France and Spain also have substantial ca-
pacity, both greater than 400,000 EVs annually. Additional
notable facilities under construction include a Volvo facil-
ity in Slovakia (250,000 capacity), a Volkswagen retrofit in
Navarre, Spain (180,000) and a new BYD facility in Hun-
gary (150,000).

A similar volume of investment since 2017, again over €30
billion, has delivered a healthy ecosystem for manufactur-
ing battery cells and modules in Europe. As of 2025, Eu-
ropean faculties have the capacity to manufacture around
250 GWh battery cells, which is close to two-thirds of
domestic demand (Figure 3). Poland and Hungary are the
most relevant battery manufacturers of Europe, both with
over 80 GWh capacity (Figure 5). These existing facilities
are largely owned by South Korean companies, with LG
Energy, SK Innovation and Samsung SDI early leaders in
lithium-ion technologies (Figure 6). As Korean investment
has slowed, a wave of Chinese battery investment is arriv-
ing. The largest is the potential €7.3 billion investment by
CATL to construct a 100 GWh facility in Debrecen, Hun-
gary. Eve Energy is another notable investor.

The EU has tried to develop home-grown battery champi-
ons. The company Northvolt is an infamous example that
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Figure 5
Battery manufacturing capacity by facility status
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eventually declared bankruptcy. Its landmark €4 billion
investment in Skellefted (Sweden), launched in late 2018,
received unprecedented public support. The company
secured a US $5 billion loan backed by both the Euro-
pean and Nordic Investment Banks alongside commer-
cial lenders to expand the site, which remains the larg-
est green loan ever raised in Europe (Northvolt, 2024).
Despite financial difficulties, the Skellefted plant did begin
operations and is currently being sold to the US firm Lyten
(Business Wire, 2025).

France is home to the other two operational battery cell
facilities of European company origin. Verkor operates
an 8 GWh facility in Dunkirk, while the Automotive Cells
Company joint venture runs a 13 GWh plant in Douvrin.
Further projects are under construction by PowerCo
(Volkswagen) and Volvo, with the latter currently search-
ing for a new partner to complete its Gothenburg (Swe-
den) facility following Northvolt’s collapse.

Investments: Deconstructing €72 billion since 2017

Since January 2017, we estimate that companies have
invested €38 billion into European battery manufactur-
ing facilities and a further €34 billion into electric vehicle
facilities. The European Clean Tech Tracker (see Box 1)
tracks 293 individual investments made into 214 Euro-
pean facilities. Battery manufacturing investments have
grown steadily over time, from less than €300 million
quarterly in 2017 to over €2 billion quarterly by 2025 (Fig-
ure 7). Electric vehicle investments have also grown over
time. A spike in real investments is noted over the period
2020 to 2022, which was driven by Tesla’s large invest-
ment at Griinheide.
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Across both battery and EVs, annual investment has
grown from around €1 billion in 2017 to over €10 billion
by 2024. European EV investment has matched US levels
without matching subsidies, demonstrating that regulato-
ry certainty (the 2035 ban on internal combustion engine

Box 1
Investments in the European Clean Tech
Tracker

Part of the European Clean Tech Tracker is an initiative to
track and establish a database of clean technology manu-
facturing investments.

Investments cover both new facilities and the expansion
or conversion of existing sites, especially relevant for elec-
tric vehicle assembly lines. Investments are tracked from
when they are first publicly announced, through when final
investment decisions are made or construction begins to
when projects are completed or, occasionally, are can-
celled.

The database is constructed by transforming text data
contained in company press releases and news reports
into a knowledge graph framework. The transformation
is assisted by several fine-tuned instances of the gpt-40-
mini model. Specifically, the models provide a first pass
over text data and a vO version of the database. The result
is a collection of project timelines describing key invest-
ment events linked to primary text sources, which we then
verify.
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Figure 7

Real quarterly European manufacturing investments
in billion euros
45

4

3.5

3
2.5

05
O N n ' " " " " " " " " " " " " " " " " " " " " " " " " " " " " " " " " n
at|a2]|as|a4]at|a2|as|a4|at |@2]|as|a4|at|az|a3|a4|at |a2|as |aa [t |a2|a3|a4|at |a2 |as| a4 |at [a2] a3 |a4 a1 |2 | a3 a4
2017 2018 2019 2020 2021 2022 2023 2024 2025
Batteries W Electric vehicles

Source: Bruegel European Clean Tech Tracker.

(ICE) vehicles, CO, standards) can substitute for direct
subsidies.? The contrast is stark with US battery invest-
ment, which surged after Inflation Reduction Act subsi-
dies but now faces Trump-era uncertainty. This validates
Europe’s regulatory approach: stable frameworks outlast
volatile subsidies. Germany was an important destination
for early investments. As of 2025, Hungary and Spain are

2 https://www.bruegel.org/analysis/transatlantic-clean-investment-
monitor-4-electric-vehicles

Figure 8
Investment in batteries, electric vehicles and solar
manufacturing by country
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the two European hotspots for ongoing manufacturing in-
vestments (Figure 8).

Trade: Electric vehicle export success supported by
battery imports

In 2024, the EU exported €38 billion in EVs while import-
ing €24 billion, yielding a €14 billion surplus. The EU im-
ported €28 billion in batteries and exported €11 billion,
leading to a €17 billion deficit (Figure 9). Since 2021, a
trend towards net exports of EVs and imports of batter-
ies has been noted. This resonates with capacities in the
EU, with an overcapacity for manufacturing EVs relative to
domestic demand while battery manufacturing capacity
is two-thirds of demand. For EV exports, major destina-
tions include the United States, the United Kingdom and
Norway. Most battery imports come from China.

Across all clean technologies, the EU exported more than
€80 billion value in 2024. The bloc benefits from open
trade both for maintaining these exports and for imports
that facilitate value added further along value chains. The
import of batteries to produce electric vehicles is a prime
example. The pattern across clean technologies is con-
sistent: Europe excels at deployment and system integra-
tion, maintains competitive positions in higher value-add-
ed products, but depends heavily on external suppliers
for critical components and earlier supply chain stages.
The strategic question is not whether to trade, but how to
reduce critical dependencies while maintaining the open-
ness that enables European firms to compete globally.

The continued export of electric vehicles from Europe is
threatened by the withdrawal of the US as a reliable trad-
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Figure 9
EU net exports of batteries and electric vehicles
globally
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ing partner. The UK and US have together been the two
most important partners for taking EU exports. President
Trump’s narrative since taking office and the eventual im-
position of tariffs have coincided with a reduction of EV
exports to the US. Exports to the US have fallen from con-
sistently over €1 billion monthly between 2023 and mid-
2025 to around €200 million in recent months.

Policy insight

This article has illustrated that when it comes to EVs and
battery manufacturing, things are moving fast in Europe.
Tens of billions of euros have been invested in manufac-
turing facilities, with additional tens of billions awaiting fi-
nal investment decisions. To enable these investments, it
is of paramount importance to ensure stable framework
conditions — starting with clear climate policy goals and
sectorial targets. The recent adoption of the new 2040
climate target is very welcome in this regard. It is now im-
portant to avoid weakening key provisions that have been
driving investment in the sector, starting with the 2035
ICE ban. Clean tech manufacturing investments require
confidence spanning decades. Europe’s advantage lies in
predictability. The US has demonstrated both the benefits
of strong policy and the risks of volatility. Europe should
offer what America cannot: stable, long-term frameworks
resistant to electoral cycles.

Europe’s annual manufacturing capacity of four million
EVs and its status of a net exporter of EVs demonstrate
that the continent can deploy clean technologies at scale.
But more needs to be done now. Demand-side policies
must match supply-side subsidies. Regulatory frame-
works must provide stability, matching their stringency.
Trade policies must use partnerships to secure supplies
while keeping European firms competitive. Regional strat-
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egies must embrace industrial restructuring towards ar-
eas with energy cost advantages.

For a continent long dependent on imported fossil fuels,
clean industrialisation offers the most credible path to
jobs, competitive companies and rising living standards.
The Clean Industrial Deal has identified the right priorities
(McWilliams & Tagliapietra, 2025). What Europe needs now
is rapid implementation. While fostering its manufacturing
capacities, Europe must address critical dependencies
where single suppliers dominate. And the solution to this
is strategic partnerships and diversification, rather than
protectionism. Trade defense measures, when necessary,
should be deployed, but proportionally. Incoming foreign
direct investment in EVs and battery manufacturing can be
made conditional on employment standards, cybersecu-
rity, local value creation and technology transfer — and this
conditionality can be first applied while providing national
and EU subsidies to these manufacturing projects.

Ultimately, Europe finds itself at a decisive moment. The
fundamentals are strong: a world-class industrial base,
proven capacity to scale clean technologies, and a regula-
tory environment that, when consistent, creates powerful
incentives for innovation. But the window of opportunity
is narrowing. If Europe wants to lead in the next industri-
al age, it must turn strategy into action at the pace of its
competitors. The choice is not between openness and au-
tonomy, but between shaping global markets and adapt-
ing to rules set by others. A confident, outward-looking
Clean Industrial Deal — anchored in stability, partnership
and fair competition — is Europe’s best chance to secure
prosperity and climate leadership for the decades ahead.
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After Trump’s Tariffs: Economic Disorder and

Systemic Chaos

In 2025, the United States imposed unilateral tariffs of at least 15% on 100 countries and
demanded direct investment as well as purchases of energy and weapons from the United
States; strong countermeasures were introduced by China and a few other countries only.

In trade, a system of multilateral rules agreed among governments has been replaced by

an “economic disorder” where bilateral power relations shape the international landscape.
This article analyses US policies, Europe’s responses, short-term economic effects and the
prospects for the decline of US hegemony in a context that — considering the intertwining of
economic processes and international political power — can be defined as “systemic chaos”.

In the summer of 2025, the international trading system
was profoundly redesigned. US President Donald Trump
imposed high tariffs — averaging 15% — on exports to the
US from 100 countries, along with related measures re-
quiring other countries to import American energy and
weapons, make direct investments, and enter into spe-
cific agreements on technology, regulation and market
access.

In February 2026, the US Supreme Court ruled that the
use of the International Emergency Economic Powers Act
of 1977 to introduce such tariffs was unconstitutional. The
president responded by replacing the initial tariffs with
a general 10% tariff based on the Trade Act of 1974 and
with retaliatory measures against countries accused of
unfair trade — without the approval of Congress — with the
effect of keeping the tariffs already introduced largely in
place. In the uncertainty that followed over actual rules
and demands for refunds of the duties paid, the Trump
Administration reconfirmed its policy of restricting US im-
ports (Gamio & Romm, 2026; Marimow, 2026).
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In the US National Security Strategy (President of the
United States, 2025), published in December 2025, trade
policies found their place in an overall vision of US in-
ternational power. This article analyses US policies, Eu-
rope’s responses, the short-term economic effects and
the prospects for the decline of US hegemony in a context
that can be defined as systemic chaos.

US tariff policy

The system of multilateral trade rules established over
decades and consolidated with the creation of the World
Trade Organization (WTO) in 1995 was disrupted in 2025,
shortly after Donald Trump took office, by the announce-
ment of strong protectionist policies by the United States.
Free trade, long a fundamental pillar of neoliberal globali-
sation, was abandoned in favour of bilateral negotiations,
with an “arm-twisting” posture based on the international
power of the US. What has emerged is an unprecedented
global economic disorder.

Europe

Allied countries — Europe in particular — have been hit
hard. The sequence of events has been very rapid. On 12
July 2025, Donald Trump announced 30% tariffs on ex-
ports from the European Union and Mexico to the United
States. On 27 July 2025, European Commission President
Ursula von der Leyen — at a meeting at Trump’s Turnberry
Golf Course in Scotland - agreed to the introduction of
15% tariffs on EU exports to the United States.

Europe did not introduce countermeasures and accept-
ed a series of other concessions: EU countries will pur-
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chase energy from the United States (fossil fuels, mainly
liquefied natural gas) worth US $750 billion over three
years, increasing annual purchases by 50% (from US
$450 billion in 2024); they will purchase materials for nu-
clear power plants; they will make industrial investments
worth US $600 billion in the United States — mainly in the
automotive and pharmaceutical sectors — to produce
abroad what is now exported; they will purchase Ameri-
can weapons worth hundreds of billions of dollars as part
of European rearmament plans. Between the tariffs paid
to the US Treasury and other transfers, the EU is commit-
ting to paying Trump a sum roughly equivalent to Italy’s
GDP, around US $2.4 trillion, over a few years (Akhtar,
2025; European Commission, 2025a; Jaillet, 2026).

Trump’s show of force worked beyond all expectations.
Under attack from Washington, Brussels accepted the
American conditions - deciding that 15% was better
than the 30% initially threatened — without introducing
retaliatory measures. President von der Leyen hoped
this would bring a return to “stability”. But in the follow-
ing months, the United States launched further attacks
on Europe over semiconductors, medicines, the privi-
leges of US digital platforms and “excessive” European
regulation. The EU was threatened with 35% tariffs if the
promised industrial investments in the United States did
not materialise. In the automotive, pharmaceutical and
electronics sectors, which are among the most sensitive
in terms of trade relations, the situation remains uncer-
tain.

In January 2026, the question of Greenland erupted, with
the US demanding to annex the island either by military
force, through political control or through a purchase.
The justifications for US demands were its strategic lo-
cation in the Arctic region and its potential mineral and
energy resources. Faced with reactions from Denmark,
which has sovereignty over the island, and the European
Union, Donald Trump once again threatened to impose
an additional 10% tariff on EU countries and on the Unit-
ed Kingdom, which had criticised US claims. The threats
were eventually withdrawn, but tensions between the
United States and Europe reached an unprecedented
level (Poitiers, 2026).

Japan, Canada and Mexico

Trump achieved a similar result with Japan: 15% tariffs on
exports to the US and a commitment to invest US $550
billion in industrial plants in the United States. On Canada
and Mexico - the neighbouring countries with which the
US had signed the United States-Mexico-Canada Agree-
ment (USMCA) in 2020, replacing the North American
Free Trade Agreement (NAFTA) — the Trump Administra-
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tion imposed tariffs of 35% and 30%, respectively, in Au-
gust 2025 (Gamio & Romm, 2026).

The success of Donald Trump’s trade offensive has been
widespread. By August 2025, 90 countries were subject
to unilateral tariffs of at least 15% on their exports to the
United States. With tariffs at 10%, only the UK obtained
modest preferential treatment.

Brazil and India

Among emerging countries, Trump has intensified his
confrontation with Lula’s Brazil — a political adversary on
the international stage — with tariffs of up to 50% on some
exports, partly in retaliation for the criminal proceedings
against former Brazilian President Jair Bolsonaro for his
attempted coup. Against Narendra Modi’s India, an ideo-
logical and political ally of the United States, in August
2025, tariffs of up to 50% were imposed in retaliation for
oil purchases from Russia. To diversify its markets, India
concluded a trade agreement with the European Union in
January 2026 (Pandey, 2026).

China

The most significant issue for US trade policy con-
cerns China, the country with which it has the largest
trade deficit. After Trump’s announcement in April 2025
of tariffs of up to 145% on Chinese imports, Beijing re-
sponded blow for blow; a trade truce remained in effect
until 12 August 2025, with provisional tariffs of 30% on
both sides. After mutual accusations and negotiations,
US tariffs on all Chinese imports stood at 47.5%, while
China’s were at 31.9% at the end of 2025. The second
Trump term ushered in an increase in tariffs by the US of
26.8 percentage points, and by China of 10.7 percentage
points (Bown, 2025).

At the heart of the US-China clash are mutual vulnerabili-
ties in digital technologies and the strong intertwining of
production systems: Chinese exports include essential
inputs for the value chains of US multinationals — much of
the production of iPhones, for example, is carried out in
China — and tariffs are disrupting the system.

The tensions have also affected other areas, such as agri-
culture: in 2025, China (which imports 60% of the world’s
soybeans) halted its imports from the US, hitting produc-
ers in the American Midwest. But the most acute clash
came with the blockade in April and October 2025 of Chi-
nese exports of rare earths needed for US electronic and
military production, with US retaliation in various areas.
The agreement at the end of 2025 lifted the blockade, but
tensions between the two countries over strategic tech-
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nologies remain high, with rivalry in semiconductors, ar-
tificial intelligence (Al) and the race towards their military
applications (European Parliamentary Research Service,
2025).

Another subject of controversy has been the role of Nvidia,
one of the largest US semiconductor and Al companies,
which has been accused in China of monopolistic prac-
tices and in the US of supplying Beijing with advanced
semiconductors. In this case, the US administration intro-
duced unprecedented industrial policy measures: it will
charge Nvidia and AMD, another major US semiconduc-
tor manufacturer, 15% of the revenue from their sales of
advanced semiconductors to China — in exchange for the
necessary export licenses. Furthermore, faced with the
difficulties of Intel, the other leading US semiconductor
manufacturer, the US government acquired a 10% stake
in the company, and Nvidia itself acquired a 4% stake in
Intel (Bhuiyan, 2025; Freifeld et al., 2025).

It should be noted that Nvidia has been the first compa-
ny listed on the Wall Street Stock Exchange to reach a
market capitalisation of US $5 trillion in October 2025 -
a value similar to Germany’s GDP. It controls 80% of the
market for semiconductors used in Al systems, and in the
last two years, the acceleration of its stock market prices
has led it to surpass other large US Big Tech companies
(Meredith, 2025). What has emerged in a sector such as
advanced electronics, which is strategic for military ap-
plications and Al development, is thus an unprecedented
alliance between large private oligopolists and the US
government, including both capital ownership and pro-
duction, and market strategies (Guarascio & Pianta, 2025;
Guarascio, 2026).

The economic effects of US tariffs

At the world scale, it appears that US tariffs have had
a limited overall economic impact. In 2025, world trade
grew by 7%, reaching a record level of US $35 trillion in
2025. Trade is mainly internal to the production networks
of multinational companies and is growing predominantly
in Asia and the global south. According to UNCTAD data
(2026), exports from the global south to the global south
grew at more than twice the rate of those from the glob-
al south to the global north, and three times faster than
world trade as a whole.

Trade between the US and China has fluctuated sharply
as a result of tariffs, but at the end of 2025, China docu-
mented a record trade surplus of US $1.2 trillion (a 20%

1 On the conflict between the US and China over digital technologies
and their military applications, see Guarascio (2026).

increase over 2024). Considering US trade as a whole,
tariffs have been particularly significant in manufactur-
ing without leading to a structural reduction in the imbal-
ance. In the month of November 2025, the US trade deficit
was US $57 billion, not far from the average of previous
months. The effects of tariffs on US imports thus appear
to be limited (Joint Economic Committee, 2026).

The effects on trade between the US and the EU were
more significant; in the third quarter of 2025, the Europe-
an trade surplus was €41 billion, compared to €81 billion
in the first quarter of 2025. It should also be noted that
the United States has a surplus in trade in services with
the EU, given its supremacy in the fields of finance, soft-
ware and professional services (Eurostat, 2025). In the
short term, Trump’s tariffs have led to US $152 billion in
new federal government revenue through the end of July
2025, approximately US $300 billion for 2025 as a whole,
or around 4% of total US tax revenue.

The slowdown in trade in the US and Europe is accom-
panied by a reduction in growth forecasts. For 2026, the
OECD’s Economic Outlook forecasts a real GDP increase
of 1.5% in the US and 1% in the EU, a slowdown com-
pared to previous years. For China, on the other hand,
growth of 4.4% is expected. Trump’s tariff policy does not
seem to have boosted domestic production and has had
modest results, especially for the manufacturing indus-
try. In December 2025, manufacturing output was up 2%
on the previous year, but in the last quarter of the year,
growth was only 0.7%.

In 2025, US employment also grew at its slowest pace in
five years; in December 2025, job growth was just 50,000;
in 2025, the manufacturing industry lost 68,000 jobs. The
immigration ban and the expulsion of migrants from the
US could also lead to a further slowdown in new job crea-
tion (Smith, 2026).

It is more difficult to assess the effects of tariffs on do-
mestic prices in the United States. Overall, in the twelve
months from November 2024 to November 2025, the con-
sumer price index rose by 2.7%, but the increases varied
greatly. For example, the price of coffee rose by 40% due
to tariffs introduced against Brazil (Frankel, 2025).

In these uncertain conditions, financial markets — after
some fluctuations — seem to have adapted to the new
context: Wall Street stock indices are above pre-Trump
levels, with the boom in Al-related companies fuelling
gains that offset the difficulties of other sectors. However,
uncertainty over US policies and the risks of stagnation
and inflation have fuelled a slow depreciation of the dollar,
which fell by 10% against other currencies in 2025, while

Intereconomics 2026 | 3



the euro appreciated by 13%. The decline of the dollar -
and the rise of the Chinese renminbi — are explicit objec-
tives of the US government but could trigger tensions in
financial markets and capital flows to the US. It should
be remembered that US public debt is US $38 trillion; in
March 2025, debt held by the public was US $29 trillion,
equal to 97% of US GDP; one third of this is held by for-
eign investors, both governments and private individuals,
with the largest amounts in the hands of Japan (US $1.2
trillion), the United Kingdom (US $890 billion) and China
(US $680 billion, a figure that has almost halved since
2015; Peter G. Peterson Foundation, 2026).

A key role in these issues will be played by the new man-
agement of the US Federal Reserve, which from May
2026 is led by Kevin Warsh, appointed by Trump to re-
place Jerome Powell, long criticised by the White House
for the slow pace of US interest rate cuts. Close govern-
ment control of US monetary policy is expected — on li-
quidity, interest rates, Treasury bond purchases and dol-
lar trends — abandoning the principle of central bank in-
dependence in an attempt to avoid, at least in the short
term, negative economic results in a midterm election
year such as 2026.2

Europe’s response to US policies

For Europe, the imposition of US tariffs in the spring of
2025 and the threats of invasion of Greenland in early
2026 were severe blows to long-standing transatlantic
relations and NATO. US tariffs and the end of the multi-
lateral trading system have profound effects on the Euro-
pean economic model. For decades, the EU’s economy
has been driven by Germany and its export surplus, a
model that has now run its course. EU exporters have had
to redesign strategies and markets, while national govern-
ments have offered support in the context of new industri-
al policies.® Furthermore, the imposition of fossil fuel pur-
chases from the US has halted the European Green Deal
and blocked progress on climate change, while increased
purchases of American weapons emphasise Europe’s de-
pendence on Washington’s military power.

How could Europe have reacted to Trump’s “slap in the
face” on tariffs? In the spring of 2025, the debate in Brus-
sels was deadlocked between introducing retaliatory

2 It should be remembered that in August 2025 Donald Trump fired
Erika McEntarfer, head of economic statistics at the Bureau of La-
bor Statistics, criticising the economic data that was being published
(Economic Policy Institute, 2025).

3 Revoltella and Maurin (2025) have summarised the results of the Euro-
pean Investment Bank Investment Survey showing how EU firms have
adjusted to US tariffs, and Klaffling and Fricke (2025) have explored
less disruptive ways of integrating trade and industrial policies.
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measures or accepting the 15% tariffs in order to avoid
more severe measures from Washington. The latter po-
sition prevailed, but threats of further US restrictions
continued under various other pretexts, culminating in
the case of Greenland. However, even the proposals for
European trade retaliation did not appear to understand
the nature of the clash with Washington. European tar-
iffs were proposed on typical US exports — whisky, Levi’s
jeans, Harley-Davidson motorcycles — which are of very
limited significance. US vulnerability lies instead in its sur-
plus in advanced services trade with Europe, in finance,
capital flows, and euro-dollar relations. Some proposals
have been put forward in this direction: taxing US service
exports, requiring US digital platforms to pay taxes in
Europe, applying European rules as international stand-
ards on digital activities, data protection, Al and the green
transition. It is in these areas that Europe can counter the
American strategy and defend its economic and policy
model.

A Europe that is aware of its history and values could
also seize the opportunity offered by Trump’s economic
disorder to rewrite some international rules based on its
own interests: closing tax havens in Ireland, Luxembourg
and the Netherlands for US multinationals, limiting capi-
tal movements to the US, and introducing restrictions on
the activities of US financial companies that dominate the
continent’s economies with private equity funds. In fact,
finance and the dollar — along with military power — remain
at the heart of American power, and such issues, far more
than trade, will continue to be at the centre of thorny rela-
tionships with the US for a long time — for Europe as well
as the rest of the world.

In confronting US policies, European leaders have shown
a political culture that is completely inadequate for today’s
international disorder. EU Commission President von der
Leyen, EU top diplomat Kaja Kallas, European Parliament
President Roberta Metsola and NATO Secretary General
Mark Rutte have been protagonists for decades of neo-
liberal policies aligned with those of the US, and in the
face of the war in Ukraine, they have sided with European
rearmament in line with Washington’s demands. This long
obedience to US power is now pushing the European elite
to mediate with the US, even in the face of extreme poli-
cies such as tariffs and threats to Greenland.* And it is
pushing Europe to follow the US down a dangerous path
of militarisation of its economy and foreign policy.®

4 The only exception was the socialist Pedro Sanchez in Madrid,
who rejected American demands to increase military spending and
blocked the sale of arms to Israel: “We do not trade with a country that
commits genocide”, he said in Parliament (A2 CNN, 2025).

5 See European Commission (2025b) and the critical analyses in
D’Aprile et al. (2025).
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A key issue for the future of Europe is now the recon-
figuration of international economic relations. In January
2026, a treaty was signed with Mercosur (Argentina, Bra-
zil, Paraguay and Uruguay), liberalising trade in agricul-
tural and industrial products; however, objections from
the European Parliament led to a referral to the Court of
Justice and the prospect of long delays in the ratification
of the treaty (European Commission, 2026b). At the end
of January, the India-EU free trade agreement was signed
in New Delhi, opening up greater economic relations in
many areas (European Commission, 2026a).

But the most important issue for Europe remains the still
uncertain redefinition of its relations with China. Rela-
tions between Europe and China had strengthened during
Trump’s first term, leading to the Comprehensive Agree-
ment on Investment, which was concluded at the end of
2020 but then blocked by the Biden Administration in the
United States and never signed (European Parliament,
n.d.).

In recent years, however, in response to Trump’s policies,
Europe has made greater overtures towards Beijing. In
2024, ltalian Prime Minister Giorgia Meloni visited Chi-
na, and in 2025 the heads of government of Spain and
France, as well as European Commission President von
der Leyen and European Council President Antonio Cos-
ta, made official visits to China, followed in early 2026 by
those of the United Kingdom, Ireland, Finland and Ger-
many (Bermingham, 2026).

Apart from the reopening, on a bilateral basis, of some
trade channels to compensate for the difficulties imposed
by Trump’s tariffs, it is still unclear what the framework for
international economic cooperation will look like. Is this
simply a search for commercial outlets for European ex-
ports? Or is it a diversification of relations that may dis-
tance, to some extent, the EU from the US? And is the
model that is emerging one of purely bilateral relations,
or is it an attempt to rebuild the multilateral economic or-
der demolished by Trump’s tariffs, reducing the role of the
US? These questions require a political response: Europe
needs a serious debate on the values and objectives that
can guide European policy at the international level, on
the actual meaning of the “strategic autonomy” claimed
by the EU, on the degree of autonomy vis-a-vis the United
States, and the type of world order to which Europe could
contribute.

The age of systemic chaos
We are witnessing a reversal of the trend towards trade

liberalisation that began thirty years ago with the creation
of the WTO, with multilateral rules that reflected the inter-

ests of the United States at the time. The economic para-
digm of free trade claimed that these policies would offer
universal benefits; such principles forced states to adapt
their policies, remove trade barriers, abandon industrial
policies, deregulate markets, favour finance and privatise
public activities.

The debate is now open on the effects that neoliberal glo-
balisation has had - deindustrialisation of the West, the
rise of China and Asia, increased internal inequalities,
political reactions within states and on what now remains
of the international order (Milanovic, 2025; Pianta, 2025;
Rodrik, 2025; Unctad, 2025).

The economic disorder created by US policies mainly af-
fects those aspects of the international system that con-
cern state power and relations between states: a system
of stable multilateral rules shared between governments
is being replaced by bilateral power relations, with sud-
den policy turns, associated with US efforts to obtain
economic benefits and assert political power. This is the
case with international trade, which has long been regu-
lated by treaties that reflected the balance between the
economic capacity and political power of states.

It is important to note that the economic disorder has not
yet affected other key economic activities — finance and
technology above all — which operate on a global scale
and in which the United States retains strong internation-
al power. Trade instability has not yet changed expecta-
tions in financial markets, capital movements or foreign
exchange. Nor does it seem to be stopping the consoli-
dation of global power by digital platforms — the few large
American Big Tech firms and their Chinese rivals — which
organise economic and social activities in many areas,
control data flows and decide on Al developments (Guar-
ascio, 2026).

In these areas, the international order is not based on
agreements between states, because for decades the role
of national politics has been replaced by the oligopolistic
power of the major private players in finance and digital
technologies — almost all based in the United States, from
Wall Street to Silicon Valley — who dictate rules on a global
scale. Such outcomes have been the result of neoliberal
globalisation. In the case of finance, for example, gov-
ernments have been pressed to liberalise capital move-
ments, deregulate finance and allow exchange rates to
fluctuate, all areas that were previously strictly regulated
by the political decisions of states. From this perspective,
Trump’s economic disorder essentially concerns relations
between states in areas where politics still play a role in
the economy, rather than global economic activity as a
whole. It is an issue that affects politics even more than
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the economy. And it must be measured against the vary-
ing degrees of subordination or autonomy of allied coun-
tries — from Europe to Japan — and against the alternative
models offered by China and the BRICS countries. In fact,
China’s great economic success is rooted in a relation-
ship between economics and politics that is opposed to
that of the United States.

In December 2025, the publication of the US National
Security Strategy (President of the United States, 2025),
provided a confirmation that the Trump Administration’s
trade policies should be interpreted within the context of
US international power strategies. The US strategy aims
to end other countries’

predatory, state-directed subsidies and industrial
strategies; unfair trading practices; job destruction and
deindustrialization; grand-scale intellectual property
theft and industrial espionage; threats against our sup-
ply chains that risk U.S. access to critical resources,
including minerals and rare earth elements; exports of
fentanyl precursors that fuel America’s opioid epidem-
ic; and propaganda, influence operations, and other
forms of cultural subversion (President of the United
States, 2025, p. 21).

In this context “America First diplomacy seeks to rebal-
ance global trade relationships. We have made clear to
our allies that America’s current account deficit is unsus-
tainable” (President of the United States, 2025, p. 22). It
also includes a direct attack to the EU, with a warning on
“the real and more stark prospect of civilizational eras-
ure. The larger issues facing Europe include activities of
the European Union and other transnational bodies that
undermine political liberty and sovereignty” (President of
the United States, 2025, p. 24).

The intertwining of economic and military supremacy is
strongly stated. The joint objectives of the US National Se-
curity Strategy include having “the world’s most powerful,
lethal, and technologically advanced military”, the “most
advanced economy” and “the world’s most robust indus-
trial base” (President of the United States, 2025, pp. 3-4).

In parallel, in the new federal budget, US policy includes
a significant nuclear and conventional rearmament. The
use of military force has multiplied, with the war launched
by the US and Israel against Iran on 28 February 2026,
with unconditional support for Israel’s military actions
against the Palestinians, with US attacks in Syria, Iraq,
Oman, Somalia, Nigeria, Venezuela, Ecuador and the
Caribbean Sea, as well as the support for the continuation
of the conflict in Ukraine and threats to conquer Green-
land (Cook & Feng, 2026).
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Europe is being asked to spend 5% of its GDP on de-
fence, largely to purchase weapons from the United
States, including US arms supplies to Ukraine — such as
Patriot missiles — paid for by European countries. The
United States has thus been able to obtain some con-
crete advantages: in 2024, foreign arms sales amounted
to $120 billion; the war in Ukraine has increased sales to
Europe by 233% (SIPRI data for 2020-2024 compared to
2015-2019); the US now controls 43% of global arms ex-
ports (SIPRI, 2025).

In order to understand the current economic disorder,
we must therefore broaden our view to include the inter-
twining of economic decline, the breakdown of the trad-
ing system, the forms of state power, the proliferation of
conflicts and the return to the use of military force. These
are the elements that characterise a period that can be
understood as a phase of systemic chaos, reflecting
the crisis of US world hegemony. Scholars of the world
system (Arrighi, 1994) have for decades identified the
long-term nature of these processes, the link between
economic crises and crises of hegemony, and the un-
certainty in transition phases such as the current one. A
previous phase of systemic chaos has been examined for
the period that accompanied the transition from British to
American hegemony in the first half of the 20th century -
through two world wars and the end of colonial empires
(Arrighi & Silver, 1999). Now, the United States’ attempt to
impose “dominance without hegemony” (Payne & Silver,
2023) represents an acceleration of the American crisis
and of the risks of instability and international conflict.

The “Age of Chaos” is also the definition given by eco-
nomic historian Jonathan Levy (2021) to the period of
American capitalism from 1980 to the present —the period
of neoliberalism, globalisation and a model of economic
growth mainly driven by the appreciation of financial as-
sets. After the collapse of 2008, the same model has been
revived, but with deepening economic imbalances and
the political turmoil that twice brought Donald Trump to
the US Presidency. Levy (2021) concludes that “politics
stands to assert more authority over economics”, and a
key question is who is likely to wield such political author-
ity: technology corporations and “authoritarian states,
sustained by a politics of anxiety, recrimination, and fear”,
or novel democratic politics and “institutions of global co-
operation and governance”? (pp. 738-739).

If “systemic chaos” is likely to be the new international
paradigm — for a prolonged period, well beyond the Trump
presidency — it is important to consider both the econom-
ic and political dimensions of the transformations under-
way. The breakdown of the trade order caused by US tar-
iffs is only the most immediate aspect of a much deeper
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reorganisation of the world system, and of the intertwin-
ing of models of capitalism and international hegemony.
As Tooze (2025, p. 259) argues, the current phase is not
constructing a new global economic order, but “is a mo-
ment of discretionary choices for disruption”.

Facing the breakdown of the trade system, the crisis in
EU-US relationships, and the US-Israeli war on Iran, the
policy choices in Europe will have to be debated in light
of their contribution to a new ordering process, contain-
ing the disruptive and destructive tendencies of systemic
chaos.
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Critical Dependencies

Aligning Economic Security Instruments with the Criticality of Supply Chains

The European Union faces significant challenges arising from its critical dependencies in
numerous strategically important value chains and is seeking to establish a robust economic
security approach in response. This article analyses the European Commission’s approach

to critical dependencies and argues that the concepts of diversification and substitution,
which are central to the Commission’s analytical work on strategic dependencies, provide

a framework for mitigating critical dependencies. Aligning the relevant economic security
instruments in the EU’s toolbox with each specific critical dependency in strategically
important value chains would help prioritise scarce resources, reduce the risk of inappropriate
policy interventions, and contribute to safeguarding economic efficiency and political
legitimacy in the EU’s approach to critical dependencies.

The European Union faces the difficult task of obtaining a
greater degree of strategic autonomy in response to geo-
political and economic upheaval. The European Commis-
sion has carried out extensive analytical work to under-
stand the challenges, and put forward a number of legis-
lative and non-legislative initiatives designed to mitigate
Europe’s critical dependencies. At the same time, the
Commission has set out to develop a strategic doctrine
for economic security, which includes an assessment of
the various tools at the European Union’s disposal for
tackling its critical dependencies on third countries, and
various reflections on how to deploy them in a propor-
tional and appropriate manner. This article contributes
to these deliberations by showing how a strategic frame-
work arises naturally from combining the Commission’s
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existing analysis on critical dependencies with the tool-
box identified in the Commission’s work on economic se-
curity. In so doing, the article arrives at a concrete frame-
work that can inform a strategic approach to dealing with
critical dependencies in the European Union.

Economic security: State of play and challenges

The development of the guiding framework for the strate-
gic use of economic security tools has been underway for
quite some time (Tagliapietra, 2023; Bercero & Poitiers,
2025).

In 2017, French President Emmanuel Macron gave his so-
called Sorbonne speech, in which he called for the Euro-
pean Union to become more autonomous in six strategi-
cally important areas (Macron, 2017); in 2020, President
of the European Council Charles Michel described the no-
tion that Europe needed to develop “strategic autonomy”
as the “aim of our generation” (Michel, 2020). While the
ideas they articulated were met with significant reticence
and seen as controversial, the developments of the past
years have convinced most skeptics that Europe needs to
take steps to reduce certain dependencies (Economist,
2025).

Most importantly, the disruptions wrought by the COVID-19
pandemic, as well as rising geopolitical tensions, have
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demonstrated the risks posed by these dependencies and
prompted an acute sense of urgency in addressing them.
This has propelled economic security to the top of the po-
litical agenda in Brussels. The COVID-19 pandemic made
clear how large parts of Europe’s industry can swiftly
grind to a halt when critical supply chains, e.g. for semi-
conductors, are interrupted. Moreover, rising geopolitical
tensions, including with the imposition of export controls
in Washington and Beijing, have highlighted the danger
that third countries could actively “weaponise” these de-
pendencies against the European Union.

In 2021, amid the fallout of the global pandemic lock-
downs, the European Commission undertook its first
mapping of Europe’s critical dependencies (European
Commission, 2021, 2022; Arjona et al., 2023) and identi-
fied 137 products, representing 6% of the EUs total import
value of goods, that were within “sensitive ecosystems for
which the EU is highly dependent”. This analytical work
was soon followed by the proposal of a number of leg-
islative initiatives, most notably the EU Chips Act (2022),
Critical Raw Materials Act (2023), the Net Zero Industry
Act (2023) and the Industrial Accelerator Act (proposed in
March 2026).

At the strategic level, the Commission has also continued
to develop its thinking around the various issues pertain-
ing to economic security. In 2023, it published an Eco-
nomic Security Strategy, in which it noted that

With geopolitical tensions rising and global economic
integration deeper than ever before, certain economic
flows and activities can present a risk to our security.
More than ever, our security is deeply intertwined with
our ability to make ourselves more resilient and reduce
the risks arising from economic linkages that in past
decades we viewed as benign. (European Commis-
sion, 2023)

The second von der Leyen Commission continued to be
deeply preoccupied with the challenges around strategic
autonomy and created a dedicated portfolio for Commis-
sioner Maro$ Sefovié that explicitly encompasses “Trade
and economic security”. The 2024 mission letter to Maro$
Seféovi¢ tasked him with developing a “new economic
security doctrine, which outlines the strategic use of our
economic security tools within the EU” (von der Leyen,
2024). This resulted in a Communication, “Strengthening
the EU’s economic security”, in late 2025, which refrained
from using the word “doctrine”, but nevertheless laid out
in greater detail its strategic thinking and described the
toolbox at its disposal to address various challenges
pertaining to economic security; it noted that “the EU
has a wide range of tools that contribute to its economic

security. It must now deploy them more strategically, ef-
ficiently and proactively” (European Commission & High
Representative, 2025). Most recently, in her 2026 Davos
speech at the World Economic Forum, von der Leyen
(2026) makes clear that “if this change is permanent, then
Europe must change permanently too. It is time to seize
this opportunity and build a new independent Europe”; in
other words, once again insisting that becoming a more
autonomous Europe is a central priority for her Commis-
sion mandate.

The Communication from the European Commission and
the High Representative (2025) gave a number of helpful
examples as to how certain types of risks are best han-
dled by utilising certain types of tools but did not develop
a comprehensively systematic way of thinking about how
to mitigate the EU’s critical dependencies. For example,
it is certainly helpful that the Communication notes that
the EU’s dependency on solar inverters from third coun-
tries should be mitigated by the use of measures that in-
crease preparedness (such as the measures mandated in
the Critical Entities Directive), the use of certification and
standardisation (called for in the Cyber Resilience Act),
and the use of non-price criteria in public procurement
(as set out in the Net Zero Industry Act), but one example
does not make out a “doctrine” with criteria or compre-
hensive systematic thinking. A truly strategic doctrine or
approach, therefore, would need a systematic framework
for matching economic security tools with the challenges
to be addressed; it would also need to convert singular
examples to more structured thinking around the key
questions. For example, given limited resources, which
critical dependencies are most onerous for the Euro-
pean Union? How many resources should be mobilised
to address them? Which policy tools from the European
Union’s economic security toolbox would be most appro-
priate? And which would not — especially in light of the
potentially far-reaching nature of some of the measures
that could be deployed?

The last question is particularly important, since the
economic toolbox includes a number of instruments that
are generally considered controversial in that they have
significant potential for causing problems within the Eu-
ropean Union if misapplied. For example, granting sub-
stantial state aid to build domestic capacity, loosening
competition policy, and moving towards a more protec-
tionist trade policy, e.g. through the EU’s trade-defence
instruments or “buy European” criteria in public procure-
ment, could have significant impacts on economic effi-
ciency, trade and relations with third countries. In fact,
there is already long-standing policy contention within
the European Union about the extent to which the EU
should move towards a more activist industrial policy, a
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more robust trade policy, and more flexible competition
and state aid policy (see, e.g. Caulcutt, 2022; White &
van den Hove, 2024, Reuters 2024). In fact, it has been
a visible staple of EU policy debates for years that pro-
ponents believe such steps are necessary to build more
strategic autonomy in response to geopolitical turmoil
and unfair trading practices of third countries, while
sceptics fear that such developments will ultimately im-
pede the EU’s economy (see, e.g. Faggionato & von der
Burchard, 2024). Since the issues remain politically con-
tentious, it will be essential for the European Commis-
sion to find the right balance as it seeks to tackle criti-
cal dependencies. That means an effective approach to
mitigating critical dependencies must not cause undue
harm to the European economy by deploying the more
far-reaching tools from the economic security toolbox
without strong cause. Getting the “policy mix” right is
therefore crucial to the Commission’s work on mitigating
critical dependencies.

This article seeks to inform policymakers by providing a
systematic framework to assess the appropriateness of
various economic security tools in relation to critical de-
pendencies. It does so by first reviewing the Commis-
sion’s mapping of Europe’s critical dependencies and
then examining its economic security toolbox. Finally,
these two elements are brought together to demonstrate
how they can be used to arrive at a framework for thinking
about, and ultimately addressing, critical dependencies.

Mapping Europe’s critical dependencies

The European Commission has sought to analyse the
supply chains that are particularly vulnerable and im-
portant to Europe by carrying out in-depth studies
(European Commission, 2022; Arjona et al., 2023) and
by developing a quantitative methodology, drawing
on Bonneau and Nakaa (2020), to identify problematic
critical dependencies (European Commission, 2021a,
2021b; Arjona et al., 20283). The quantitative methodol-
ogy uses the international BACI database, which pro-
vides global trade data, using the Harmonized System
(HS6) nomenclature at a six-digit level, covering some
5,000 different product categories. The trade flows be-
tween the EU and third countries are then assessed.
The basic intuition is that imports into the EU of a prod-
uct imply dependency on imports, whereas exports
from EU member states imply domestic production ca-
pacity. In other words, import and export data are used
to proxy the EU’s own capacity and its needs that are
not met by domestic production.

For our purposes, what matters is not the technical work
itself, but rather the conceptual thinking behind it. We
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therefore present a simplified and non-technical summa-
ry of the Commission’s work and refer technical readers
to the original works for the full exposition.

In essence, the Commission first considers, for any giv-
en product in the BACI database, the extent to which
EU imports are concentrated. This is measured using
a Herfindahl-Hirschman Index to quantify the degree
of concentration. This index is frequently employed to
describe the extent to which a market is concentrated,
for example in competition analyses to gauge market
and price-setting power, and ranges between 0 (many
small firms) and 1 (single producer). In layman’s terms,
the Commission looks at whether the EU imports from
only one or a small number of countries, or from a larger
number of countries, in order to discern the extent to
which the EU is reliant on imports from a small or a large
number of supplier countries.

Next, the Commission considers the importance of im-
ports from third countries relative to domestic produc-
tion. After all, it matters more whether global production is
highly concentrated or diversified if the European Union is
highly dependent on imports than if it is not.

Finally, the Commission study seeks to consider the ex-
tent to which the amount of a product that the EU exports
to third countries could potentially outweigh the amount it
imports from third countries. In other words, in an instance
when imports of a product are disrupted, would the EU
be able to cover this by exporting less of the product, i.e.
substituting the amount sold to customers in third coun-
tries to meet the demand within the EU instead? Since the
analysis is carried out on trade data, substitution is quan-
tified through this mechanism, but as the Commission
analysis (European Commission, 2021b, p. 43) also notes,
“demand-side substitution policies may also be relevant,
diversifying or changing demand for specific products”.
That is to say, substitution can occur through other mech-
anisms than by curbing exports out of the European Un-
ion. For example, substitution strategies (i.e. finding ways
to reduce the amount that the European Union needs to
import from third countries to meet its needs) can also
include using alternative products with similar properties
(one example is how fracking and cleantech have reduced
the need for oil). This could include carrying out research
activities aimed at developing alternatives, or overhaul-
ing production facilities and processes so as to be able
to substitute some inputs or components for others (for
example, many alloys could feasibly be replaced by alloys
with similar properties).

Based on these three criteria (leaving aside the matter of
defining the precise cut-off points), the Commission ex-
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amines around 5,000 products in the BACI database and
concludes that 34 products, representing 0.6% of extra-
EU import value of goods, “can be considered as poten-
tially more vulnerable given their possibly low potential
for further diversification as well as substitution with EU
production” (European Commission, 2021b). In other
words, the degree of criticality, in the Commission’s view,
can vary depending on the security of the supply situa-
tion, with a higher degree of criticality if there is low or no
potential for substitution or diversification. The Commis-
sion’s fundamental idea, clearly, is that critical dependen-
cies should be assessed in terms of whether a commod-
ity is characterised by a diversified or concentrated global
supply, and whether it can be substituted with alternative
products; that is to say, whether the global supply of a
particular product is diversifiable (i.e. whether many third
countries can supply the product) and whether there is
substitutability (i.e. would it be possible to replace imports
from third countries with alternative products, processes,
etc.?). As shown below, this basic logic is a fundamental
building block of the strategic approach to dealing with
critical dependencies that arises from the Commission’s
works. But before we move on to that, one caveat is in
order.

All products are not equally important, of course. Not on-
ly are some products more widely used in the European
economy, some are also important for strategic needs
and priorities. To illustrate, take glasses — a product for
which global supply is highly concentrated, with one Chi-
nese city accounting for 50% of global production (Global
Times, 2023), and for which there is no real substitute.
Nevertheless, glasses are not among the products that
are often highlighted as strategically important, unlike,
for example, critical raw materials, batteries, active phar-
maceutical ingredients and cleantech (the four sectors
highlighted in the White House 2021 review of critical sup-
ply chain dependencies, see also the areas that were the
subjects of deep dive analysis in European Commission,
2022). As the Commission notes,

The strategic nature of these identified dependencies
needs to be assessed on a case-by-case basis (...) to
assess the possible strategic character of these de-
pendencies, as well as their impact and the risks that
they entail on the functioning of the more sensitive
ecosystems. (European Commission, 2021b)

Looking at the potential for diversification and substitu-
tion cannot, in isolation, reveal the importance of particu-
lar products. But it can tell us what mitigation strategies
would likely work and be appropriate, and which would
not, if a dependency on third countries was politically
seen as problematic. It can also tell us a great deal about

the degree of criticality for products that are considered
strategically important.

The EU’s economic security toolbox

Now that we have seen that Europe’s dependencies can
be assessed in terms of whether there is a potential for
diversification and substitution, it is reasonable to ask
how the tools in the EU’s economic security toolbox re-
late to this. Which tools can best be used to support di-
versification or substitution? And which tools could be
workable in situations where neither diversification nor
substitution strategies are likely to be viable strategies?

But before answering that explicitly, let us first consider
the EU’s toolbox for dealing with economic security issues
(of which, critical dependencies is one important issue).

The Joint Communication on Strengthening the EUs eco-
nomic security (European Commission & High Represent-
ative, 2025) provides a list of tools which, in their view,
can support economic security, as shown in Figure 1. The
Commission stresses that the list should be seen as non-
exhaustive. Furthermore, it is by and large designed to fo-
cus on the various pieces of specific EU legislation, rather
than the underlying types of instruments they embody.
For example, the Public Procurement Directive and the
Industrial Accelerator Act both include (among numerous
other initiatives) provisions to introduce mandatory “Buy
European” type criteria in public tenders for certain prod-
ucts, and the Net Zero Industry Act contains both provi-
sions around permitting and public procurement condi-
tionalities.

The economic security toolbox is designed to address
many types of economic security challenges, not all of
which are linked to mitigating critical dependencies. It
includes instruments spanning trade policy, competition
policy and industrial policy (Arjona & Romero, 2026), and
ranges from strategies and other non-legislative to legisla-
tive action. It ranges from measures involving public sup-
port, public procurement rules (“Buy European”), trade
policy (e.g. utilising WTO rules or trade-defence EU instru-
ments such as the Foreign Subsidies Regulation and Anti-
Coercion Instrument) and competition policy (e.g. provid-
ing for greater flexibility for priority elements aligned with
overarching EU priorities, as has already been done with
the Temporary Crisis and Transition Framework, Climate,
Energy and Environmental Aid Guidelines, Important Pro-
jects of Common European Interest rules, etc.).

As noted above, these instruments are not necessarily

equally impactful or far-reaching in nature. Developing a
strategy (i.e. a non-legislative, non-binding instrument) for
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Figure 1
European Commission key initiatives in response to critical dependencies
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data centres in the EU, or setting up a system of infor-
mation sharing or risk analysis around supply chains of
heightened concerns, is not likely to be seen as particular-
ly controversial or far-reaching. Amending state aid rules,
on the other hand, to give member states more leeway to
offer subsidies to projects or industries they deem impor-
tant, has been a main point of contention among member
states in recent years; it has pitted member states with
stronger state interventionist traditions against member
states with a stronger orientation towards liberal laissez-
faire economics (see, e.g. Caulcutt, 2022; Faggionato &
von der Burchard, 2024; Franke & Varma, 2019; Nissen &
Larsen, 2021; White & van den Hove, 2024). In the same
vein, strengthening research cooperation or reorienting
research budgets to encourage and accelerate techno-
logical R&D or cutting-edge technology uptake in areas
where the EU is falling behind will likely be seen as much
less contentious and far-reaching than deciding to acti-
vate the EU’s trade-defence instruments, which could be
met with reticence or retaliation from trading partners and
run counter to the strong free trade orientation of many
member states (see, e.g. Reuters, 2024).
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The European Commission, therefore, will need to ensure
a measure of congruency between the nature of the policy
intervention it envisages and the seriousness of the par-
ticular critical dependencies it seeks to reduce. Indeed,
as the Joint Communication on strengthening the EU’s
economic security (European Commission & High Repre-
sentative, 2025) makes clear, “The EU already has many
tools at its disposal... [They] must now be used strate-
gically”. We now turn our attention to how this strategic
usage can be ensured by systematically aligning the type
of critical dependency with the type of instruments that
could potentially be activated.

Alignment between the economic security toolbox
and degree of criticality

Having assessed the EU’s toolbox for mitigating critical
dependencies (and for dealing with other types of eco-
nomic security issues), as well as the EU’s work on iden-
tifying critical dependencies, we now bring these two
strands together in order to show how this can help in-
form a strategic approach to critical dependencies.

185



186

Economic Security

In other words, following the Commission’s thinking (Eu-
ropean Commission, 2021, 2022; Arjona et al., 2023), an
approach to managing critical dependencies would begin
by assessing whether the supply situation for strategi-
cally important products is diversifiable and whether sub-
stitution is possible. This can provide the analytical lens
through which to choose which policy instruments to use
in response to particular dependencies.

Some economic security instruments lend themselves
well to situations where the European Union is highly
dependent on certain suppliers, but where global sup-
ply is not highly concentrated. In such instances, politi-
cal efforts could focus on encouraging and incentivising
business to develop more diversified supply chains to be-
come more robust in the event of supply disruptions. This
could, for example, include information sharing, as well
as intensified efforts to enter partnerships and free trade
agreements with localities that could provide ample sup-
plies of strategically important products.

Other types of economic security instruments lend them-
selves well to situations where substitute products exist
or could likely be developed, for example incentivising the
industry to consider such alternatives in order to become
more robust in the event of supply disruptions, as well as
increased public support for R&D&l activities to develop al-
ternative production methods, products, alloys, prototypes,
etc. as well as targeted promotion outreach and initiatives
to bring in FDI from companies from third countries that
have the know-how or intellectual property necessary for
such substitution.

Some dependencies are difficult to offset through diversi-
fication because global production is highly concentrated.
It is well known, for example, that more than 90% of final-
stage production of permanent magnets (prized inputs
used in many advanced applications, from electric vehi-
cles and wind turbines to military fighter jets and advanced
space applications) takes place in China. Similarly, alarm
has been raised over a high degree of reliance on certain
countries for critical raw materials, batteries, active phar-
maceutical ingredients and clean energy technologies such
as solar-voltaic technologies (The White House, 2021).

In the same vein, some dependencies are difficult to miti-
gate through substitution because there are no available
substitute products, at least without sacrificing consider-
able performance or becoming very cost-inefficient. The
most obvious example is oil, which has historically been
the prime example of a strategic commodity that is very
difficult to replace, and even today with the rise of clean-
tech remains irreplaceable for many applications in any
foreseeable future.

In situations where neither diversification nor substitution
strategies can reasonably be effective, other econom-
ic security instruments may be called for. If alternative
strategies are not realistically viable, there is, everything
else being equal, a stronger case for deploying more far-
reaching types of tools from the economic security tool-
box. Bluntly put, the higher the degree of criticality around
a particular dependency, the more justified it will be to
employ instruments that are seen as more far-reaching.
For example, one would expect that the use of sizeable
national state aid or EU funding to establish production
capacity within the EU would be more justifiable if done
in response to a situation where neither diversification nor
substitution strategies could realistically work.

Ensuring this kind of congruency between the character
of a dependency and the types of policy instruments to
be considered in response could form a guiding princi-
ple for the European Union’s approach to handling critical
dependencies. As pointed out by the European Commis-
sion in its mapping of critical dependencies, “Any possible
additional measures to address strategic dependencies
need to be tailored to the specific nature of the depend-
ency and ecosystem concerned [and] be proportionate”
(European Commission, 2021b, p. 3, emphasis added).
This degree of proportionality of responses tailored to the
type of the dependency could form a framework or guiding
principle for mitigating the dependencies that are viewed
as problematic. Table 1 formalises this thinking by show-
ing how different types of economic security tools could
be matched to different types of critical dependencies.

Ultimately, such a framework can only be indicative in
nature, as each value chain must be analysed in depth
and with regard to its own particularities. It may also
sometimes be difficult to determine precise “cut-off
points” as to when something is considered diversifi-
able or substitutable, or not. For example, many - likely
most — products and production inputs can in principle
be replaced by alternatives, but with lesser efficiency,
higher costs, different physical and chemical proper-
ties, and so on. To illustrate, while there are wind tur-
bine models on the market that employ electromagnets
rather than permanent magnets, the European wind
industry remains dependent on permanent magnets,
especially for offshore wind, where carrying out mainte-
nance and replacing equipment at sea is costly, so that
permanent magnets generally offer much better perfor-
mance and cost effectiveness, making them crucial for
Europe’s wind industry to remain competitive in global
markets (see e.g. Bundeswirtschaftsministerium, 2025).
Similarly, for a range of military applications, permanent
magnets are unambiguously irreplaceable (see, e.g.
Runde & Hardmann, 2023). Moreover, many products
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Framework for evaluating critical dependencies - aligning economic security instruments with the degree of
criticality in strategically important value chains

Degree of substitutability: Low

Degree of substitutability: High

Degree of diver-
sifiability: Low

Particularly vulnerable - alleviating measures to focus on more
far-reaching types of policy instruments

Vulnerable but offset strategies are available - alleviating measures
to focus on unlocking alternatives

e State aid or EU funding to develop alternative European value
chains

e Support for research & development & innovation activities to
explore substitutes

* “Buy European” conditions to ensure viability of alternative
European value chains

* Public research institutions and similar bodies to support the
development and inform about substitutes

* Restrictive trade policy measures to ensure viability of
alternative European value chains

e International research cooperation

¢ Establish strategic stockpiles

¢ Investment cooperation with companies that have the IP or
know-how necessary to use alternative production methods etc.

e Select high-visibility strategic projects with priority in public
administrative procedures, permits, eligibility for EU funding
support, etc.

¢ Fast-tracking permits when developing projects in strategically
important value chains

 Joint purchasing to increase bargaining power in global
markets

Degree of diver-
sifiability: High

Vulnerable, but offset strategies are available - alleviating meas-
ures to focus on diversifying

Less vulnerable - alleviating measures to focus on supplementary
measures and awareness-building

¢ Information-sharing for companies to map alternative sources
of supply

¢ Information-sharing to help companies diversify or modify supply
chains, production methods or similar

* Encourage companies to consider moving towards longer-
term contracts and larger stockpiles (either in general, or
prophylactically in response to supply chain monitoring
detecting increased strain/heightened risk)

* Monitoring of supply chain links to be able to warn companies in
strategic value chains, and help them undertake prophylactic
measures in case of heightened risk/early-stage disruptions

* Free trade agreements, partnership agreements, etc. to
obtain better access to value chains, and help third countries
develop alternative capacities around strategically important

* Investment promotion activities to draw in foreign companies
with the competencies, IP, etc. necessary to develop stronger
and more diversified capacity in strategic areas

assets and value chains

* Use of development aid to build capacity, infrastructure etc.

around key partnerships or key facilities in third countries

® Fast-tracking permits when developing projects in
strategically important value chains

Note: The typology of various measures to be considered depending on the characteristics of each critical dependency should be seen as indicative, not
definitive, as the specifics of a particular value chain, product, technology, etc. should always be taken duly into account.

Source: The author, drawing on the European Commission (2021, 2022) and Munkge (2025).

have very significant lock-in effects: once an extremely
complex and sophisticated product, an F-35 fighter jet,
for example, has been designed and entered produc-
tion, one does not simply replace one input with anoth-
er with somewhat similar properties; that would, at the
very least, require very difficult and lengthy engineering.
Ensuring a supply of critical raw materials such as rare
earths, including the subsequent refining and processing
stages where they are turned into permanent magnets,
is generally considered to be of crucial strategic impor-
tance (see e.g. The White House, 2021; Hintermeyer &
Hmaidi, 2025). Nevertheless, while the framework can
only be indicative in nature and will require an in-depth
appreciation and assessment of the specific conditions
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surrounding each product, it will provide useful guidance
for informing policymaking around economic security.

To sum up, while there will always be a need to assess
and appreciate the specifics around strategic products
and value chains, the framework provides a useful guiding
principle that will help to ensure sound alignment between
the economic security tools employed and the nature of
the criticality in question. This will not only help ensure the
efficacity and proportionality of policy interventions but
can also alleviate concerns that excessive policy inter-
ventions end up causing undue economic harm, thereby
increasing the political legitimacy and buy-in of the Eu-
ropean Commission’s approach to critical dependencies.
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Europe’s Second Energy Shock:
Avoiding the Mistakes of 2022

Europe is experiencing the second major energy price shock in four years, triggered by the war
in the Middle East. This development has revived a familiar policy question: how should govern-
ments respond to rising energy prices? The lesson from 2022 is to avoid broad-based fiscal in-
terventions. Instead, the 2022 experience reinforces the case for a more disciplined approach:
protecting vulnerable households, preserving price signals and limiting the overall fiscal burden.
Such an approach is essential not only for fiscal sustainability and equity, but also for maintaining
overall economic policy coherence (Amaglobeli et al., 2023).

Although the current geopolitical shock has strained global energy markets, its impact on Europe
remains less severe than that of the 2022 shock. Brent crude oil prices in 2026 are projected to
average around US $95 (as of late May 2026), about 35% higher than in 2025 and close to the aver-
age price observed in 2022, and petroleum product prices have risen considerably. By contrast,
European natural gas prices, as captured by the Dutch TTF benchmark, are projected to average
€47.7 per MWh, about 30% above 2025 levels, but still well below the 2022 average of €121 per
MWh. Should the crisis deepen, prices could climb higher: under the IMF’s April 2026 World Eco-
nomic Outlook “severe” scenario, oil prices could rise by 66% and European gas prices by 150%
relative to 2025. Such a scenario could come with physical shortages of fuel, potentially disrupting
some economic activity.

So far, EU households have felt the shock largely through more expensive transport fuels, which
account for between 3% and 8% of household consumption spending, depending on the country
(5% on average across countries). Looking ahead, under current pricing, the average EU house-
hold would lose approximately €375 (0.7% of consumption spending) in 2026 because of high-
er fuel and electricity prices; under the “severe” scenario, the average loss could rise to around
€1,750 (about 3.5% of consumption). These magnitudes are well below the 8.5% recorded loss
during the 2022 crisis.

Recent policy responses have again relied heavily on broad-based measures. While current fiscal
costs — estimated at less than 0.2% of GDP — remain modest compared to a cumulative 2.5% of
GDP in 2022-23, the composition of support raises concerns, particularly given the risk of rapid
cost escalation under more adverse energy price scenarios (Celasun, 2026). The drawbacks of
broad-based interventions, such as consumption tax cuts and price caps, can be assessed along
several dimensions.

Distorted pricing. Broad-based support measures limit the pass-through of the increase in inter-
national prices to domestic consumers, weakening incentives for energy conservation and delay-
ing necessary adjustments in both supply and demand. By contrast, targeted cash transfers allow
prices to reflect scarcity conditions, thereby supporting efficient market responses.

Fiscal cost. Evidence from 2022 indicates that the absence of targeting significantly inflated fiscal
costs, with approximately three-quarters of the total fiscal cost absorbed by measures that were
either untargeted, price-distorting or both. As an illustration, International Monetary Fund staff
estimates show that fully compensating the bottom 40% of households by income would have
come at a cost of just 0.9% of GDP (Arregui et al., 2022). In other words, the limited use of targeting
roughly tripled the bill relative to fully compensating the bottom 40% by income. During the cur-
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rent shock, under the current pricing scenario, fully compensating the bottom 20% of households
would cost 0.04% of GDP, rising to 0.19% of GDP in the severe scenario. This compares to costs
of 0.2% of GDP from already announced measures, a significant part of which accrues to house-
holds. The contrast could hardly be starker.

Distributional implications. Broad-based measures that benefit all consumers may appear equi-
table. In reality, the equity argument for broad price subsidies is not merely weak — it is inverted.
IMF staff calculations show that for every €100 of economy-wide price reduction, the richest 20%
of households capture €34 via road-transport-fuel subsidies and €33 via electricity subsidies; the
poorest 20% receive just €9 and €11, respectively. Untargeted measures are, in effect, regressive
transfers from taxpayers to wealthier consumers.

Political economy. Broad-based support measures may be popular — with visible and immediate
impact, such as lower prices at the pump. Yet they prove far harder to unwind, protracting the fis-
cal cost. Some of the relief measures introduced in 2022-23 are still in force, for example. By con-
trast, more limited and well-targeted support, combined with clear communication, can be equally
effective at supporting vulnerable households while avoiding these pitfalls.

The 2022 energy crisis underscored that firms deploy a range of coping strategies in response
to shocks — passing costs through to prices, as well as curtailing consumption, and accelerating
efficiency investments (Amaglobeli et al., 2024). Preserving price signals is essential to incentiv-
ize such adjustments. Where support to firms is nonetheless deemed necessary, it should be
temporary, carefully calibrated and narrowly targeted at viable but affected enterprises, rather
than disbursed through broad subsidies (Ari et al., 2023). Importantly, firms already capture part
of untargeted support provided to the economy, such as consumption tax cuts. Support should
be conditional on investments that facilitate the energy transition, with eligibility criteria designed
to limit adverse selection and, where feasible, private-sector co-participation. Care must also be
taken to avoid distortions to international competition, prevent overcompensation where firms are
already restoring profitability, and guard against double compensation when costs can be passed
through and households are already receiving relief.

Europe has the tools and institutional capacity to respond to the 2026 energy shock effectively,
with well-targeted support costing a fraction of untargeted measures and delivering clearer dis-
tributional gains. Examples of well-targeted support do exist. For example, Bulgaria introduced
temporary, targeted transfers aimed at the bottom 20% of the income distribution, with recipients
of means-tested social assistance enrolled automatically, while other applicants undergo eligibility
verification based on administrative tax records covering income and vehicle ownership. Outside
Europe, in Thailand, households registered in the social registry are automatically enrolled to re-
ceive targeted support.

What is now needed is political resolve: to acknowledge that the shock, while real, is manageable;
to resist costly untargeted subsidies; and to focus support on those most in need, thereby avoid-
ing a repeat of the regressive approach taken in 2022.
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