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From the Plaza Accord to the Busan
Truce and Back

The French presidency of the G7 has been remarkably effective at reviving the policy dis-
cussion around global imbalances and international economic policy coordination after
more than a decade of complete neglect by the International Monetary Fund (IMF). But the
dominant economic consensus that has emerged around these issues in the last year has
systematically minimised both the role that exchange rate policy management plays in fuel-
ling global imbalances as well as the role that international coordination on exchange rates
could play in addressing them.

While most economists, including at the IMF, agree that the Plaza Accord of 1985 has been
the only successful experience of orderly global rebalancing, there is a general belief that
such a feat cannot be repeated today. The arguments against such an effort are either po-
litical — contending that it is not possible to compel China to change its currency arrange-
ment and economic policies today in the way Japan did in the 1980s, or economic — stating
that currency markets are so deep today that it is not possible to durably affect exchange
rates through coordinated currency interventions or the threat thereof. More bizarrely, the
economic consensus of the day seems to have shifted towards the view that nominal ex-
change rates do not matter because any movement in exchange rates will be perfectly off-
set by an equivalent movement in domestic prices. This rubs against conventional macro
models and empirical evidence that argues instead that there are strong nominal rigidities
and that domestic prices do adjust but imperfectly and after long lags.

This coyness about putting exchange rates on the policy agenda is all the more surprising
given that East Asian economies are now recording the largest-ever external surpluses
and, for many of them, historically low exchange rates versus the US dollar. The reason
is that a policy — intervention, reserve accumulation, hedge ratios on sovereign and pen-
sion assets, and a state financial sector leaning against appreciation — is doing the work to
offset market forces. My argument is straightforward: rebalancing the world economy will
not happen without a realignment of these exchange rates, and the simplest, fastest lever
available is coordinated appreciation across the region rather than piecemeal, country-by-
country pressure that Beijing, Seoul and Tokyo can each wait out.

The most natural way to start a global rebalancing process would be to engage in a real
discussion about exchange rate policy coordination, which would itself force domestic
policy action to avoid its most immediate deflationary impact. Exchange rate adjustments
alone do not work in the long run, but they would force the necessary economic, industrial
and fiscal policy changes that would make the adjustment sustainable over time. Exchange
rate moves work best, and last longest, when they are locked in by parallel commitments
on the macroeconomic side that create a shift in the savings and demand patterns that
produced the surpluses in the first place. Currency policy and macro policy have to move
together, but moving on the exchange rate first creates the commitment device that makes
the domestic economic policy change more likely.

Chancellor Merz seems to have decided to put the exchange rate discussion on the table
since the G7 meeting in Evian, but this has yielded limited results for the time being. While

© The Author(s) 2026. Open Access: This article is distributed under the terms of the Creative Commons Attribu-
tion 4.0 International License (https://creativecommons.org/licenses/by/4.0/).
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the new Trump economic team seemed very intent on making exchange rate policy part
and parcel of the US’ ambition for a “grand economic reordering”, the tariff action of April
2025 and the violent Chinese retaliation has stolen the US’ thunder and forced the Trump
Administration to retreat. As a result, the US Treasury’s currency manipulation report of
January 2026 carefully avoided opening another front with China or other Asian trading
partners and found that no major trading partner met all three criteria for enhanced analy-
sis under the Trade Facilitation and Trade Enforcement Act of 2015. The Treasury has kept
most Asian currencies on a monitoring list but avoided designating any of them as currency
manipulators. The US Presidency of the G20 could in principle offer an avenue to bring the
topic back on the agenda of the multilateral policy discussion, but this US administration
has limited trust in and ambition for the G20 as well as limited space for opening a new front
with China.

Given the current appetite for international economic policy coordination, Europeans must
come together strongly on these issues and try to move the discussion from the G7 to the
G20. This would wager that the US will eventually return to a more offensive approach to-
wards exchange rate manipulation and less defensive approach towards China. Keeping
the topic a multilateral policy conversation and negotiation such that countries like Taiwan,
South Korea or Japan are prepared to see their currency appreciate could help bring China
onboard towards a more rapid and sustained appreciation. In fact, since the Busan truce in
May 2025, it is worth noting that China has allowed the renminbi to appreciate slowly and
steadily, a move that illustrates that China understands and practices currency diplomacy
more than one generally accepts. Such an agreement to revalue Asian currencies would
however only be credible if it can be backed by a set of coordinated foreign exchange (FX)
interventions or the threat thereof. This would not apply to the Chinese renminbi, which
is fully managed and controlled by the People’s Bank of China, but would potentially be
necessary to support the appreciation of the won or yen and the broader Asian currency
complex and would need to be undertaken and supported by global central banks like the
Federal Reserve and the ECB under a framework similar to the G7 FX interventions agreed
to following the Fukushima Daiichi nuclear incident in 2011.

But such a currency revaluation arrangement would only be credible if complemented by
a set of solid domestic policy moves to sustain it, and this is where more work is required.
The currency adjustments by themselves would require domestic policy changes that mul-
tilateral surveillance could help make more credible. In 2006, the IMF convened its first —
and, to date, only — multilateral consultation, bringing together the United States, the euro
area, Japan, China and Saudi Arabia specifically to discuss global imbalances and policy
commitments. It was a genuine innovation: structured bilateral consultations followed by
joint sessions, culminating in an April 2007 report in which each participant set out its own
policy commitments. But the design had flaws and it produced no enforcement mecha-
nism beyond peer pressure. The global financial crisis arrived a year later with the imbal-
ances unravelling with a bang rather than through coordinated actions.

The post-crisis response of the G20 was more ambitious in scope. The Framework for
Strong, Sustainable and Balanced Growth, launched at the Pittsburgh summit in 2009,
established a Mutual Assessment Process in which the IMF would evaluate whether the
collective policies of G20 members were consistent with reducing imbalances, reporting
back to leaders and finance ministers on a regular cycle. For a couple of years, this gave
rebalancing real institutional weight — it was the closest the international system had come
to a standing macro-coordination mechanism. When the acute phase of the crisis passed,
attention moved to fiscal austerity and euro area stress, and the Mutual Assessment Pro-
cess quietly unravelled. The lesson from both episodes is not that coordination is futile. It
is that coordination frameworks need two things and the 2006-07 and post-2009 versions
lacked one: an explicit exchange rate component.
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Energy Security and Green Transformation Under
Geopolitical Shock

Recent geopolitical events including the Russian war against Ukraine and the closure of

the Strait of Hormuz following the US-Israel led attacks on Iran have highlighted Europe’s
vulnerability to imported energy. Decreasing dependency on fossil fuel suppliers is not only
essential to economic and energy security but also could accelerate the transition towards
sustainable, low-carbon systems. With short-term crisis management and long-term policy
redesign, these goals, which have often been considered competing, could become mutually
reinforcing objectives. This Forum examines the targeted policy measures, government
initiatives and fiscal responses required to bridge strategic autonomy and decarbonisation
within European-level frameworks.

Energy Security amid Geopolitical Instability: Lessons from the 2026 Strait of Hormuz Shock
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Energy Security amid Geopolitical Instability:
Lessons from the 2026 Strait of Hormuz Shock

The effective closure of the Strait of Hormuz in late February 2026, following the United States-
Israel attack on Iran, triggered one of the most significant energy supply shocks in recent
history, severely affecting global oil and liquefied natural gas (LNG) markets. While Europe is
relatively insulated from disruptions to gas supplies in the Middle East, sourcing only around
8% of its LNG imports from the region, it remains highly exposed to oil market disruptions,
with both rising prices and potential supply shortages posing significant energy security risks.
Nevertheless, the shock also affected European gas markets, as heightened competition for
LNG cargoes outside the conflict zone increased import costs despite the absence of immediate
physical shortages. Similarly, the scarcity of oil in the global market led to rising prices, directly
affecting households and businesses in Europe. This crisis once more exposed Europe’s
dependence on imported fossil fuels. This article discusses how European governments have
reacted to the shock, with a focus on fiscal measures, and looks at short- to long-term actions
that the EU could take to ensure European energy security.

The effective closure of the Strait of Hormuz on 28 Febru-
ary in the wake of the United States-Israel attack on Iran
created the largest energy supply shock in history, ac-
cording to the executive director of the International En-
ergy Agency (IEA; Reuters, 2026).! The global supply of

1 This contribution builds on previous and ongoing research at Bruegel.
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liquefied natural gas (LNG; Keliauskaité et al., 2026) and
oil are primarily impacted. Sourcing only around 8% of its
LNG imports from the Middle East, Europe is relatively in-
sulated from disruptions to gas supplies, yet is impacted
by higher prices.? It remains highly exposed to oil market
disruptions, with both rising prices and potential supply
shortages posing significant energy security risks.

The new energy crisis has caused diesel and petrol pric-
es to soar across Europe; following the start of the war,
EU average prices reached peak increases of 32% and
16%, respectively.* The main European natural gas price
benchmark, the TTF, has seen renewed volatility, dou-
bling from €30/MWh to €60/MWh in the first weeks of the
war, before stabilising at around €40 /MWh.

In response to this crisis, European governments have
committed close to €12 billion in fiscal measures to cush-
ion households and businesses (Bruegel, 2026). Interven-
tions by many countries, however, have focused on excise
duty and fuel tax cuts. These measures risk blurring the

2 Other products, such as fertilisers (Hinz et al., 2026) and helium, are
also affected by the closure.

3 Price increases are based on EU average diesel and petrol prices, in-
cluding taxes. See European Commission (n.d.).

195


https://creativecommons.org/licenses/by/4.0/

196

Figure 1
EU gas imports by source, 2025
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price signal to consumers, ultimately increasing energy
consumption during a period of scarcity.

This article analyses how renewed geopolitical instability
affects European energy security through global oil and
gas markets. It evaluates Europe’s remaining vulnerabili-
ties, reviews the fiscal measures implemented by Europe-
an governments in response to the crisis and discusses
appropriate policy responses.

The Iran shock as a stress test for European energy
security

The closure of the Strait of Hormuz has once again high-
lighted Europe’s vulnerability to disruptions in global fos-
sil fuel markets. The closure led to an initial reduction in
global LNG and oil supply of around 20% each.

Despite the EU’s decarbonisation and diversification ef-
forts after the Russian invasion of Ukraine in 2022, the EU
continues to rely strongly on fossil fuel imports. Natural
gas still accounts for around 25% of final energy con-
sumption (Eurostat, 2026), while almost 40% of the EU’s
energy mix is made up of oil.* These dependencies leave
the EU exposed to price shocks on global markets.

Changing gas supply vulnerabilities after the 2022 energy
crisis

The Russian invasion of Ukraine urged the EU to rethink
its security of energy supply. As a result, the EU’s de-
pendence on Russian gas declined from 45% in 2021

4 The share refers to “gross available energy”. See Eurostat (2026).

(European Commission, 2024) to 12% in 2025, substituted
notably by increasing LNG imports, also from new sourc-
es such as Egypt, Angola and Oman. The EU’s main LNG
supplier is now the US, accounting for two-thirds of all EU
LNG imports.

Figure 1 shows that the EU has shifted its reliance from a
dominant natural gas supplier towards a more diversified
portfolio of suppliers. Unlike during the 2022 energy cri-
sis, the EU’s gas supply was not immediately threatened
by the closure of the Strait of Hormuz, as Qatar only pro-
vided 4% of the EU’s total gas imports (or 8% of the EU’s
LNG imports).

Despite the EU’s limited exposure to LNG supplies from
the Middle East, it remains vulnerable to soaring global
gas prices. Indirect exposure to the conflict may mate-
rialise in a rising energy import bill, as fiercer competi-
tion for the energy supplies not disrupted by the conflict
drives up prices. Prices for most EU gas imports, even
under long-term contracts, are indexed to the gas spot
market and are therefore directly affected. For instance,
assuming an average pre-crisis price of €30/MWh and a
post-crisis price of €60/MWh (above current price levels)
multiplied by total yearly EU gas imports, would yield an
additional €100 billion to European gas import costs over
12 months. In comparison, total gas import costs for the
EU amounted to €117 billion in 2025 (Eurostat, 2026b).

So far, the Iranian energy crisis has led “only” to high-
er gas prices in the EU, without affecting its security of
supply. However, that could change depending on the
duration of the crisis. Diversifying the EU’s import mix
in the short run might prove difficult, as new LNG sup-
plies from, for instance, Australia (Williams et al., 2026),
are limited and additional export capacity, primarily in the
US and Canada, is insufficient to fully cover supply short-
ages from the Middle East (International Energy Agency,
2026b).

The EU must therefore prepare for a prolonged period of
higher gas prices. Asian buyers, who source nearly a third
of their LNG from the Gulf, now compete with European
buyers for flexible cargoes. Around a quarter of EU gas
imports originate from the US, which provides much of
the flexibility in global LNG markets. With China previous-
ly absent from the US LNG trade (Bousso, 2026), height-
ened competition from Asian buyers could divert US LNG
cargoes away from Europe if European buyers lose an in-
tensified bidding war.

Rising gas prices also affect electricity prices across the

EU to varying extents. The impact on electricity prices
depends on each country’s electricity mix (see Figure 2)

Intereconomics 2026 | 4



Figure 2
Electricity generation in the EU by source, 2025

European Union i I
Malta |
Italy
Ireland |
Greece |G
Netherlands | EG_— T I
Latvia |

Spain  E— I
Belgium  — I
Romania I
Hungary I
Germany p— -

Poland E—

Croatia |
Portugal
Lithuania |
Slovakia N ]
Austria. |
Slovenia I
Czechia I
Bulgaria | I
France I
Denmark [
Finland g ]
Luxembourg
Estonia | I
Sweden | ]

Cyprus I
T T T T T T T T T T T
0% 20% 40% 60% 80% 100%

B Gas Coal M Other fossil
Nuclear [l Renewables Net imports

Source: Bruegel (2025).

and the number of hours when gas is the most expen-
sive source of electricity. Rising gas prices feed into
electricity prices through marginal pricing: the most ex-
pensive plant, required to serve the last consumer, sets
the clearing market price for all. In Spain, a rapid expan-
sion of wind and solar generation has cut the share of
hours in which gas sets the electricity price from 75% in
2019 to just 15% in 2026, the sharpest reduction among
Europe’s major gas-reliant power markets (Rosslowe &
Petrovich, 2026).

Europe’s much-overlooked oil vulnerability
The Strait of Hormuz is a critical chokepoint for global oil
markets: in 2025, around 15 million barrels of crude oil and

five million barrels of oil products passed through it each
day, equivalent to 20% of global supply. Figure 3 shows

ZBW - Leibniz Information Centre for Economics
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Figure 3
Change in 2026 global oil supply, January (pre-war)
vs April
in million barrels per day
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exports (including 1.3 mb/d from the US), 0.4 mb/d of the supply adjust-
ment remains unexplained, based on the data at hand.

Source: |[EA (2026a).

that Saudi Arabia and the United Arab Emirates (UAE)
were able to bypass part of their supply, amounting to 3.3
million barrels per day (mb/d) via pipelines, to mitigate the
initial impact of the closure of the Strait. Three months af-
ter the closure, the IEA estimates that oil supply from the
impacted regions remains 14.4 mb/d below pre-crisis lev-
els and global oil supply falls short by 12.8 mb/d (Interna-
tional Energy Agency, 2026a) — despite IEA member coun-
tries’ efforts to release 400 mb of emergency stocks.

Even after the Strait reopens, global oil markets are ex-
pected to remain undersupplied well into 2027, as restor-
ing production, redeploying shipping capacity and re-
building confidence in the stability of any agreement will
take time before normal trade can resume.

The EU imports around 97% of the crude oil it consumes,
most of which is refined into fuels for road transport and
aviation or used as feedstock for industry. This depend-
ence on oil imports is therefore likely to remain a long-
term vulnerability. Although total oil import volumes have
remained broadly stable over the past three decades, the
composition of imports has shifted somewhat from crude
oil towards refined oil products such as jet fuel and diesel
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Figure 4
EU oil balance by product
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(see Figure 4). Crude oil accounted for 97% of total oil im-
ports in 1990 but only 89% in 2024, while imports of jet
fuel and diesel increased fivefold and twenty-fivefold, re-
spectively.

Figure 5 shows the EU’s main suppliers of crude oil and
selected oil products, illustrating how disruptions to
global oil markets affect the EU through crude imports
and product markets, depending on the level of diversifi-
cation. While the EU’s crude oil imports are quite diversi-
fied, with Norway, the US and Kazakhstan emerging as
the main suppliers in 2025, vulnerabilities remain in
product markets. For instance, jet fuel imports account
for around 38% of supply, with the majority sourced
from Kuwait, India and the UAE. Although lower, 17% of
diesel supply is also imported to the EU, with Saudi Ara-

bia, India and the US making up the largest shares. On
the contrary, the EU is a net exporter of petrol.

Simultaneously, the EU has seen its refinery capacity de-
cline by 5% since 2015.5 While refineries retain some flex-
ibility to adjust output across oil products,® this flexibility

5 Based on data from the 2025 Energy Institute Statistical Review of World
Energy. Most countries have lost capacity, notably Romania (-62%),
France (-42%) and ltaly (-28%); while a few countries — Greece (+26%),
Spain (+16%), and Poland (+15%) — have increased capacity.

6 Recent reports show that EU refiners have adapted their output. See,
Ferman (2026).
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Figure 5
EU27 oil supply by product, 2019 vs 2025
in million tonnes
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is limited, as operating further from their optimal input mix
reduces efficiency.’

Strategic and commercial oil inventories provide an im-
portant buffer against temporary supply disruptions. In
line with IEA recommendations, EU member states are
required to maintain emergency stocks equivalent to at

7 This can also be observed in the US, which imports large quantities of
crude oil, despite being a net exporter of crude oil, as its domestic re-
fineries run less efficiently with domestically produced crude oil. See
Rapier (2026).
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least 90 days of net imports or 61 days of consumption,
whichever is greater.? As recent data on public inventories
are unavailable, private inventories provide insights (see
Figure 6 for the Amsterdam—-Rotterdam—-Antwerp region).
While crude oil and diesel stocks have remained broadly
in line with their 2021-2025 averages, jet fuel inventories
have markedly fallen since January 2026, reaching less
than 70% of their five-year average by May. This suggests
that, despite adequate crude oil supplies, tightening

8 https://energy.ec.europa.eu/topics/energy-security/security-oil-
supply_en
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Figure 6
Storage filling levels in the Amsterdam-Rotterdam-
Antwerp region relative to the last five-year average
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product markets are already putting pressure on specific
fuel inventories. A similar picture emerges when inspect-
ing changes to tanker-based imports of crude oil and oil
products to the EU. Compared to the previous five-year
average, tanker-based imports of oil products have de-
clined by as much as 50% between mid-March and April
(Bloomberg, 2026).

A major obstacle to assessing emerging physical short-
ages during major energy shocks, such as the recent dis-
ruption in the Middle East, is the lack of detailed, near-
real-time oil market data (McWilliams et al., 2025). Euro-
stat’s statistics on oil imports, exports and consumption
are published only monthly and with a substantial report-
ing lag. Data on inventories are even less timely: as of
early June, both Eurostat and the IEA reported inventory
data only up to February 2026, i.e. before the outbreak
of the conflict and the release of emergency reserves. By
contrast, the US Energy Information Administration (n.d.)
publishes weekly data and market analysis, providing pol-
icymakers and market participants with a much more up-
to-date picture of evolving market conditions. Eurostat’s
emergency oil stocks portal, which could serve as a cen-
tral source of information during an energy crisis, contains
data only up to May 2025.° As a result, policymakers and

9 See Eurostat dataset of 18 October 2026, “Emergency oil stocks
statistics”, https://ec.europa.eu/eurostat/statistics-explained/index.
php?title=Emergency_oil_stocks_statistics.

Figure 7
Price increase of crude oil and oil products since
January 2026
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analysts must rely largely on proprietary shipment track-
ing and inventory data to assess market developments
in near real time. Strengthening the availability of timely,
comprehensive energy market data should therefore be
part of the EU’s broader strategy to enhance energy se-
curity and crisis preparedness.

Fiscal responses: Lessons from the 2022 and 2026
crises

The closure of the Strait of Hormuz triggered a sharp in-
crease in global oil prices, with Brent crude rising by more
than 90%, diesel by over 75% and jet fuel by more than
170% relative to the beginning of 2026 (Figure 7). To cush-
ion households and businesses from rising energy bills,
European governments have so far introduced a range of
fiscal measures totalling around €12 billion, or equivalent-
ly 0.5% of the EU’s GDP (Bruegel, 2026)."® Despite mixed
signals from the US and Iran over a possible ceasefire un-
til mid-June (Sands, 2026), crude oil prices remained well

10 This estimate includes the UK, as the UK also committed some fiscal
spending in response to the energy shock.
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below their 2008 historical peak and began to ease as the
conflict continued. Compared with the 2022 energy crisis,
governments have committed — so far — substantially fewer
fiscal resources in response to the 2026 shock. This more
restrained response likely reflects a combination of limited
fiscal space following the COVID-19 pandemic and the
2022 energy crisis, and expectations that the current dis-
ruption will prove less persistent than the energy crisis of
2022.

The fiscal response was highly heterogeneous, both in
terms of the resources committed and the types of meas-
ures adopted. In absolute terms, Spain and Germany ac-
counted for more than half of all committed support, while
Greece, Spain and Slovenia recorded the largest commit-
ments relative to GDP.

Despite recommendations of the European Commission
(2026b), European Central Bank (2026) and the Interna-
tional Monetary Fund (Fleming & Tamma, 2026) caution-
ing against untargeted fiscal responses, several govern-
ments, including Spain, Germany, Ireland and Italy, have
focused on excise duty or VAT cuts, lacking a clear target
group or conditionality.

By contrast, some governments have prioritised more tar-
geted support. Belgium, the Netherlands and the United
Kingdom have focused on heating cost support for vul-
nerable households, while the Netherlands has also in-
vested in energy-efficiency improvements. Sweden has
opted for lump-sum electricity payments, which preserve
incentives to conserve energy, alongside additional sup-
port for electric vehicles and measures to reduce fossil-
fuel consumption by public authorities.

The composition of support suggests that only a limited
number of European governments have fully internalised
the lessons of the 2022 energy crisis. Several measures
continue to suppress energy price signals directly, risking
higher fossil fuel consumption at a time when scarcity
should instead encourage demand reduction. Measures
that are likely to encourage fossil fuel consumption in-
clude cuts to fuel excise duties, reduced VAT rates on fos-
sil fuels, energy price caps, and subsidies for fuels and
fuel-related activities. As shown in Figure 8, these price-
distorting measures account for the overwhelming major-
ity of fiscal support adopted by European governments,
amounting to more than €10 billion in committed spend-
ing, leaving very few policies aimed at reducing fossil fuel
consumption.

At the EU level, the European Commission introduced a

temporary state aid framework for the fisheries, trans-
port and agriculture sectors and increased the maximum
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Figure 8
Policies sorted by their effect on incentives to
consume fossil fuels

12

10.19

10

8
12}
o
3

- 6
S
@

4

2

0.82
0.41 0.41
0
Increase No impact Decrease Unclear

Source: Bruegel (2026).

compensation for electricity costs incurred by energy-in-
tensive industries from 50% to 70%." While these meas-
ures are targeted and temporary, they provide limited in-
centives to improve energy efficiency and are likely to be
used mainly by member states with greater fiscal space.

The 2026 energy shock reinforces a key lesson from the
2022 crisis: accelerating electrification is not only a cli-
mate objective but also an energy security imperative.
Reducing Europe’s dependence on imported fossil fuels
through greater electrification of transport, heating and
industry would make the EU more resilient to future ge-
opolitical shocks and volatile global oil and gas markets
(Lal et al., 2026). As a major net importer of fossil fuels, the
EU would also benefit from improved terms of trade over
the long run, as lower import dependence would reduce
the income transferred abroad during periods of elevated
global oil and gas prices.

How Europe should respond to this major energy
shock

The 2026 energy shock demonstrates that Europe’s ener-
gy security landscape has changed fundamentally since
the Russian invasion of Ukraine in 2022. While the disrup-

11 At the EU level, the response package comprises the newly adopt-
ed Middle East Crisis Temporary State Aid Framework (METSAF)
and amendments to the Clean Industrial Deal State Aid Framework
(CISAF; European Commission, 2026a, 2026c¢).
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tion to global LNG markets increased gas prices, its direct
impact on European consumers was considerably small-
er than during the 2022 crisis. Structural changes to the
European energy system — including lower gas demand,
more diversified LNG imports and the rapid deployment
of renewable electricity — have reduced Europe’s vulner-
ability to gas supply disruptions. Countries with a high
share of renewable electricity generation illustrate how a
less gas-intensive power system can better shield con-
sumers from a global energy shock.

By contrast, the crisis has exposed Europe’s continued
dependence on imported oil. As almost all crude oil con-
sumed in the EU is imported and oil remains indispensa-
ble for transport, aviation and parts of industry, disrup-
tions to global oil markets continue to translate rapidly
into higher prices and potential supply shortages.

The EU’s policy response should thus reflect these dif-
ferent exposures and provide both short- and long-term
measures to strengthen its energy security. Broad-based
fuel subsidies in the short term must be avoided, and tar-
geted relief to vulnerable households and sectors in im-
mediate need of support should be prioritised instead.
EU-wide coordination of gas storage, contingency plan-
ning for oil demand reduction and the timely provision of
energy market data will be essential to manage the cur-
rent crisis and strengthen preparedness for future shocks.

The 2026 energy crisis should be seen as a reminder that
the phase-out of the EU’s reliance on fossil fuels is inevita-
ble, not just to mitigate greenhouse gas emissions but also
to strengthen its resilience against future energy shocks.
Accelerating electrification alongside investments in en-
ergy efficiency improvements would reduce exposure to
volatile international oil and gas markets while simultane-
ously advancing the EU’s climate objectives.
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Green Transition, Energy and Economic
Security: An Avoidable Dilemma

Geopolitical fragmentation appears to pit climate goals against energy and economic security.
Economies fear that the acceleration of the net-zero transition will shift their dependence from
“brown” (on fossil fuel suppliers) to “green” (on those who currently dominate key green supply
chains). Governments tend to respond either by weakening climate ambition or by pursuing
broad import substitution strategies. Framing this issue as a policy dilemma can be misleading.
The relevant question is not whether Europe should choose between decarbonisation and
autonomy, but rather which dependencies are strategically consequential and in which areas
capability building is feasible. Drawing on evidence from photovoltaic and lithium-ion battery

supply chains, this analysis combines granular supply chain mapping with indicators of
import dependency, technological specialisation and policy orientation. The evidence points
to a marked reshuffling in favour of China, growing vulnerabilities for the EU and the US, and
substantial heterogeneity across products and stages. These patterns imply that reducing
vulnerability does not automatically require self-sufficiency across entire sectors. It requires
product-level intelligence and selective interventions: capability building where upgrading is
plausible, and diversification, partnerships or stockpiling where it is not.

Over recent decades, climate policies and technological
developments have pushed economies towards more
sustainable growth. CO, emission targets reshaped in-
vestment and policy strategies, while subsidies, condi-
tional R&D incentives and public procurement acceler-
ated environmental innovations by making low-carbon
technologies more competitive and reducing uncertainty
(Tchorzewska et al.,, 2022; Costantini & Crespi, 2008;
Cheng et al., 2018; OECD, 2024; Zoboli et al., 2024).
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As globalisation expanded, decarbonisation-related pro-
duction, sourcing and make-or-buy decisions, includ-
ing those concerning green technologies, were largely
shaped by cost minimisation. This delivered efficiency
gains and accelerated the diffusion of solar panels,
lithium-ion batteries and electric vehicles. Yet it also re-
configured technological and production hierarchies,
strengthening Asian economies, especially China, in most
green industries (Crespi et al., 2026).

As geopolitical tensions intensified, interdependence
among unequally endowed economies increasingly
turned into trade coercion and weaponised choke points,
exposing economies reliant on external sources for raw
materials, technology and strategic goods. Economic
policy has consequently shifted from trade liberalisation,
offshoring and the search for the cheapest suppliers to-
wards strategic industry protection, rebuilding produc-
tion capacity and technological sovereignty (Crespi et al.,
2021; Edler et al., 2023; Rodrik & Walt, 2022; European
Commission, 2024, 2026).

Offshoring reduced the cost of green goods and helped
speed the net-zero transition, but it now sits uneasily with
the need to avoid excessive dependence on foreign sup-
pliers when political relations are unstable (Johnstone &
Schot, 2023). Recent tensions affecting strategic energy
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routes, including the Strait of Hormuz, again show how lo-
calised geopolitical crises can generate systemic effects.
For energy-importing economies such as the EU, decar-
bonisation is therefore also a way to reduce exposure to
traditional energy shocks and the risk that growth, prices
and macroeconomic stability are tied to on geopolitical
disruptions (Guarascio et al., 2025).

Decarbonisation is thus shaped by a policy dilemma. Ac-
cess to international markets can accelerate the transi-
tion by lowering the cost of raw materials, components
and technologies. Yet the international division of labour
increasingly clashes with the concentration of manufac-
turing and technological capabilities in a few firms and
countries. Recent evidence shows that many key green
technologies are geographically concentrated, with
China dominant in several sectors (International Energy
Agency, 2024). Climate policies relying mainly on de-
mand incentives and regulation may therefore accelerate
adoption while increasing strategic dependency (Baldwin
& Freeman, 2022; Caravella et al., 2024).

In asymmetric green value chains such as photovoltaics
and lithium-ion batteries, trade can widen the gap be-
tween dominant players and lagging countries. Ambitious
environmental targets may reduce fossil fuel depend-
ence, but they can also create new vulnerabilities linked
to imported technologies, intermediate inputs and critical
raw materials: a shift from “fossil dependency” to “green
dependency” (Caravella et al., 2021, 2024).

We argue that this “climate policy versus strategic au-
tonomy” trade-off is not inevitable but a policy dilemma
that can be addressed through an appropriate policy mix.
Whether the transition generates new vulnerabilities de-
pends on the combination of policies and on where inter-
vention is directed along the value chain (Flanagan et al.,
2011; Costantini et al., 2017; Rogge & Song, 2025). The
issue is whether governments can identify nodes where
dependency is consequential and domestic capability
building is both strategically relevant and realistically at-
tainable.

To frame this argument, we introduce a conceptual
framework in which the private value added generated
by a stage may diverge from its broader strategic impor-
tance. Market signals may therefore understate the value
of preserving or developing capabilities in critical nodes.

Granular supply chain mapping and product-level intelli-
gence are therefore crucial. Strategic importance cannot
be measured directly, but three related dimensions can
be tracked: dependency on external suppliers, systemic
relevance for the chain and the plausibility of upgrading

domestic capabilities through innovation. We measure im-
port dependency through trade indicators and use patent-
based technological specialisation as a proxy for local
capability and upgrading potential. Systemic relevance
instead requires broader technological and policy judge-
ment. The framework helps distinguish nodes where ca-
pability building may be realistic and strategically mean-
ingful from those where diversification, long-term partner-
ships or stockpiling may be more appropriate (Edler et al.,
2023; Caravella et al., 2024; Crespi et al., 2026).

We focus on the photovoltaic and lithium-ion battery sup-
ply chains, both central to decarbonisation but different
in technology, stage composition and market concentra-
tion. Building on Caravella et al. (2024) and Crespi et al.
(2026), we combine trade and patent data to analyse stra-
tegic dependency and technological capabilities across
countries and stages, and relate this evidence to environ-
mental and industrial policy approaches (Guarascio et al.,
2025, 2026).

Our main conclusion is that the climate—autonomy dilem-
ma is avoidable when policy targets strategically relevant
and tractable nodes. Environmental policies can create
demand and accelerate diffusion, but without productive
and technological strengthening they may increase im-
port dependence. Conversely, broad or poorly targeted
industrial interventions may be costly and ineffective. The
policy problem is therefore how to pursue strategic au-
tonomy selectively, pragmatically and consistently with
the green transition.

The acceleration-autonomy trade-off

Climate policy can clash with energy and economic se-
curity when it relies mainly on demand-side and regula-
tory instruments. Consumption subsidies, green public
procurement and standards can accelerate low-carbon
diffusion by expanding demand and reducing uncer-
tainty. Yet if productive and technological capabilities are
concentrated abroad, they may raise imports rather than
strengthen domestic industry, increasing dependence on
foreign suppliers of critical inputs, components and tech-
nologies (Baldwin & Freeman, 2022; Crespi et al., 2026).

Reducing external dependency can also create tensions
with acceleration. Governments may respond to vulner-
abilities through broad protectionism, local content re-
quirements or poorly targeted import substitution. These
measures can raise costs and may not stimulate domes-
tic production or innovation where capabilities are weak.
If autonomy is pursued too rapidly or broadly, it may slow
the transition or strengthen coalitions favouring delayed
decarbonisation (Meckling & Nahm, 2018).
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These tensions do not mean that climate policy and stra-
tegic autonomy necessarily conflict. Their relationship
depends on the value chain and the policy mix. Decar-
bonisation is a global objective, while strategic autonomy
is context specific: it depends on countries’ positions, the
geopolitical environment and the characteristics of par-
ticular inputs, products and technologies. This suggests
that autonomy should be pursued by identifying concrete
vulnerabilities and targeted interventions, not through
broad sectoral measures (European Commission, 2026).

Conceptually, this can be framed as a wedge between
the private and social value of maintaining domestic pro-
ductive and technological capabilities in specific nodes
of green value chains. In the standard smile-curve repre-
sentation, private value added tends to be higher in pre-
production and post-production activities and lower in
manufacturing (Mudambi, 2008). In a geopolitically frag-
mented context, however, the private value added of a
stage may diverge from its strategic relevance. Activities
that are not especially profitable for firms may still mat-
ter because they reduce dependency, preserve techno-
logical control and prevent downstream vulnerabilities.
Production-related knowledge, generated through new
processes, learning by doing and organisational learning,
can also enhance efficiency, strengthen competitiveness,
and foster spillovers across the supply chain and the wid-
er economy (Chang & Andreoni, 2020).

The “modified smile curve” illustrates this idea. It sug-
gests that, at each stage of a value chain, firms’ private
value added may differ from “strategic value added”: the
net social value generated in terms of resilience, security
of supply, idiosyncratic knowledge and capacity to re-
duce vulnerabilities. Some stages, products and technol-
ogies may therefore deserve policy attention even when
market signals alone do not identify them as especially
valuable (Figure 1).

Strategic value added is a conceptual rather than directly
observable object. Still, three dimensions help identify
where policy intervention may be justified: dependency
on external suppliers, systemic relevance for the chain
and the plausibility of upgrading domestic capabilities.
In our empirical set-up, import dependency is captured
through trade indicators, while technological specialisa-
tion provides a partial proxy for the local capability base
and upgrading potential (Caravella et al., 2024; Crespi
et al., 2026). Systemic relevance cannot be inferred me-
chanically from these indicators and requires broader
technological and policy judgement.

This distinction matters because not all dependencies re-
quire the same response (Table 1). Highly strategic but
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hard-to-upgrade stages may call for diversification, long-
term partnerships, stockpiling or other risk-management
strategies. Other nodes may combine high dependency
with a non-negligible capability base, making selective ca-
pability building more realistic. The objective is not self-suf-
ficiency along the entire chain, but rather reducing exces-
sive unilateral dependencies where policy can affect do-
mestic capabilities, while anticipating emerging vulnerabili-
ties (Edler et al., 2023). Even low-dependency areas may
need monitoring, since specific raw materials or inputs can
become critical after disruptive technological change.

Strategic dependencies are uneven across green
value chains

Our analysis starts from a clear stylised fact: in less than two
decades, the US and the EU have lost ground in key green
value chains, while China has become dominant in several
crucial nodes. This applies to both the lithium-ion battery and
the photovoltaic supply chains, with differences across sec-
tors and stages. Export shares over the 2007-2022 period
show a marked reshuffling: China reached roughly 30%-32%

Table 1
Types of policy response
Depen- Upgrading
dency potential Policy response
High High Targeted capability building
High Low Diversification, partnerships, stockpiling
Low High Preserve existing strength
No strong case for intervention (need to
Low Low monitor dependencies that may emerge in

the future)

Source: Authors’ elaboration.

205



206

Forum

of world exports in both chains in 2022, up from about 9% in
batteries and 19% in photovoltaics. By 2022, the EU's shares
were around 12%-13%, Japan’s around 6%-13%, the US’s
around 6%-10% and South Korea’s around 4%-7%. The issue
is therefore not only trade performance, but changing global
control over strategically relevant production segments.

Manufacturing capacity data and announced projects con-
firm these patterns. The International Energy Agency (2024)
shows that China controlled more than 80% of global pho-
tovoltaic production in 2023 and that high concentration is
expected to persist until 2030. China also accounts for about
80% of global battery cell manufacturing capacity, although
this share is projected to decline to 60% by 2030 as industrial
policies such as the Inflation Reduction Act and the Net-Zero
Industry Act support new investment. Yet battery capac-
ity built in the EU is largely driven by foreign-headquartered
firms, mainly from South Korea (International Energy Agency,
2026). Thus, even when strategic autonomy concerns push
Europe to expand domestic production, current policy may
still increase dependence on foreign actors.

Global hierarchies have also shifted in technological capabili-
ties. China’s share of patent stock increased from a very low
level in 2007 to 26.2% in lithium-ion battery supply and 22.0%
in photovoltaic supply chain by 2022. In batteries, Japan re-
mained the largest holder despite its share falling from 39.2%
to 30.7%, while South Korea'’s share rose from 9.2% to 18.4%
and the EU’s declined from 13.1% to 9.5%. In photovoltaics,
Japan’s share remained around 30%, the EU’s share fell from
23.2% to 14.2% and South Korea’s rose from 3.7% to 8.1%.
The joint consideration of trade and technology is crucial:
strategic dependency is revealed in imports or exports, but
shaped by production and technological capabilities, which
affect upgrading, diversification and vulnerability over time.

Starting from this evidence, we use two indicators to iden-
tify vulnerable nodes and the capability base available to
address them. The first is import dependency (IDEP),!
which combines the normalised trade balance, the import
share from the main supplier and that supplier’s global ex-
port share (higher values indicate stronger dependency).
The second is revealed technological advantage (RTA), a
patent-based Balassa-type index measuring technologi-
cal specialisation in each input (values above one indicate
relative specialisation). Together, these indicators show
how dependency and capabilities evolve and, up to the
six-digit product level, where vulnerabilities are more se-
vere and upgrading more plausible.

1 Formally, the IDEP is computed as follows (Gehringer, 2023):
IDEPi'k't=NTBW*( (IMPMSim+EXPSHW)/Z).
Where, for each product included in the supply chain, NTB represents
the normalised trade balance, IMPMS the import share from the main

supplier j, while EXPSH the main supplier’s global export share.

Figure 2
Import dependency (IDEP) and technological
specialisation (RTA) in 2007 and 2022
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Source: Authors’ elaboration based on BACI and OECD Regpat data.

The aggregate picture conveys a clear message (Figure 2).
China moves from relative weakness to significant strength,
combining lower dependency with stronger technological
specialisation. The EU and the US follow the opposite tra-
jectory: increasing dependency is associated with techno-
logical weakening, or with technological strengthening that
is too slow to offset productive decline. Japan also loses
ground, while South Korea remains dependent in several
cases but shows signs of upgrading. Overall, countries that
strengthen their technological position are more likely to
reduce dependency, while those that lose technological
ground tend to become more exposed.
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Figure 3

Countries’ positioning relative to the import dependency (IDEP) and technological specialisation (RTA)
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This relationship should not be overstated. It is neither me-
chanical nor uniform across sectors and stages. Aggregate
indicators can hide significant product-level heterogeneity: in
both batteries and photovoltaics, competitive positions in one
part of the chain may coexist with vulnerabilities in another.

Strengthening selected nodes can therefore reduce some
dependencies while new exposures emerge elsewhere.

Disaggregation by stage and product makes the picture
more useful for policy (Figure 3). China dominates impor-
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tant downstream segments of both the lithium-ion battery
and the photovoltaic supply chains, such as battery
chemistries (LFP, NCA, NCM, LNO) and static converters,
but remains more dependent on some upstream inputs,
including lithium ores and high-purity silicon. The EU is
weak in several upstream and downstream stages, while
preserving advantages in specific segments such as
manufacturing machines for battery and panel produc-
tion. The US faces similar problems, with some supplier
diversification in photovoltaics. South Korea shows a
stronger upgrading trajectory in batteries, while Japan
combines remaining technological capabilities with a de-
clining role in several market segments.

Strategic dependencies are therefore not uniform.
A country may be highly exposed in one stage, well posi-
tioned in another and marginal in a third. Granular supply
chain intelligence is needed to distinguish more and less
critical nodes and identify realistic margins for selective
industrial policy.

This also clarifies the link with the conceptual framework.
The empirical exercise does not measure strategic value
added directly, but it identifies characteristics plausibly
related to it: high import dependency signals vulnerability,
technological specialisation indicates part of the domes-
tic capability base, and systemic relevance requires tech-
nological and policy judgement about the role of each
product or stage.

The role of industrial and environmental policies

Strategic dependencies cannot be understood indepen-
dently of policy. The evidence above identifies where
vulnerabilities arise, while the policy mix helps assess
whether climate policy can coexist with domestic produc-
tion and technological upgrading or instead increases im-
port dependence. In the European debate, environmental
policies are often portrayed as a threat to competitive-
ness, but the relationship is more complex. Environmen-
tal stringency, green public procurement and consumer
subsidies can expand domestic markets for green goods.
However, if domestic production and technological ca-
pacity are weak, rising demand is likely to be met by for-
eign producers, increasing external dependence.

This is especially relevant for photovoltaics and lithium-
ion batteries. In both cases, climate policy-induced de-
mand does not automatically translate into domestic
production, innovation capabilities or learning. Demand-
side support may accelerate adoption, but without sup-
ply-side strengthening it may reinforce dominant foreign
producers. The problem is not environmental targets as
such, but their disconnection from the productive side of

the transition (Costantini et al., 2015; Crespi, 2016; Nunez-
Jimenez et al., 2022).

The divergent trajectories of key players become evident
when comparing the Environmental Policy Stringency in-
dicator with industrial policy initiatives targeting lithium-
ion battery and photovoltaic products (Figure 4). This evi-
dence should be read cautiously, but it suggests broad poli-
cy orientation and sequencing.? China has combined an ac-
tive industrial policy stance with gradually stronger
environmental stringency, alongside declining import de-
pendencies in both chains (Figures 2 and 3). By contrast, the
EU and the US long focused mainly on environmental strin-
gency and only recently intensified industrial policy to reduce
accumulated external dependence. This is consistent with
the idea that the interaction between environmental, indus-
trial and innovation policies matters for external dependency.

The comparison also points to sequencing. In China, in-
dustrial and innovation policies appear to have built pro-
ductive and technological capabilities before or alongside
stronger environmental regulation. In the EU and the US,
the policy profile was more unbalanced: for a long time,
acceleration occurred while too little attention was paid
to production and technological capacities along the sup-
ply chain. Under these conditions, green demand may
have accelerated adoption but also increased import de-
pendency. This supports the broader argument that the
climate—autonomy dilemma depends on how climate, in-
dustrial and innovation policies are combined.

Where domestic capabilities are weak, demand expan-
sion may reinforce countries that already dominate the
chain. Selective industrial and innovation policies are
therefore needed to address coordination failures, ca-
pability gaps and dependency risks in strategic nodes.
Policy should focus where dependency is significant, ca-
pability development is plausible and resilience gains do
not undermine the pace of transition.

Implications for European policymaking

This analysis yields three implications for European
policymaking. First, strategic dependency is not binary.
Some external dependence is less risky, especially when
diversified, and openness can still lower costs, create
scale economies and diffuse technology. The objective is
not self-sufficiency, but reducing excessive dependence

2 A simple count of industrial policy measures does not capture their
scale, fiscal intensity, quality, implementation capacity or effective-
ness. Nor does it fully account for institutional differences across
China, the United States and the European Union. Moreover, the
Global Trade Alert database on which the policy count rests is limited
to trade-related policies.
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Figure 4

Number of industrial policies targeting photovoltaic and lithium-ion battery supply chains (right-axis) and

Environmental Policy Stringency indicator (left-axis)
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in strategically important nodes. The key question is un-
der what conditions openness generates vulnerabilities
beyond standard efficiency concerns.

Second, industrial policy must be selective. The appropri-
ate response depends on the combination of dependen-
cy, strategic relevance and plausible upgrading potential.
Some cases justify targeted support to innovation, scale-
up and production; others call for supplier diversification,
long-term partnerships, stockpiling or risk management.
Intervention should follow granular supply chain mapping
rather than broad sectoral narratives.

Third, timing and sequencing matter. Ambitious envi-
ronmental targets can expand green markets and ac-
celerate adoption, but they do not automatically cre-
ate domestic productive capabilities. If demand-side
measures precede attention to supply-side constraints,
stronger demand may mainly raise imports and make
later upgrading more difficult and costly. Environmental
policy should therefore be accompanied early by meas-
ures strengthening capabilities where domestic upgrad-
ing is strategically relevant and feasible.

The evidence from solar and lithium-ion battery supply
chains points in the same direction. Environmental poli-
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cies can enlarge domestic markets while also creating
strategic vulnerability, but this outcome is not inevita-
ble. Where capabilities are concentrated abroad, de-
mand expansion alone may reinforce foreign suppliers.
A balanced supply-push and demand-pull policy mix
can instead support the green transition without com-
promising energy and economic security. Industrial pol-
icy will be ineffective if it is too broad, poorly targeted or
disconnected from the value chain. The challenge is to
align climate policy and strategic autonomy through a
pragmatic and selective policy mix.

European policy should distinguish among dependen-
cies. Where dependency, systemic relevance and ca-
pabilities are high, policy should support innovation,
scale-up and production. Where dependency is high but
upgrading unrealistic, priorities should be diversification,
partnerships, recycling, stockpiling or demand flexibility.
Where Europe has capabilities, policy should prevent
erosion; where dependency is limited but systemic rel-
evance high, it should prevent future vulnerabilities.

We conclude that the climate—autonomy dilemma is not
inescapable. Its severity depends on how green value
chains are structured and how environmental, industrial
and innovation policies are combined. The transition is
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unlikely to be delivered by market incentives alone. It re-
quires public policy capacity to identify strategic nodes,
coordinate interventions and mobilise resources where
price signals and firm-level incentives understate broad-
er resilience, security and capability-building benefits.

For the EU, this means moving beyond both unrealis-
tic self-sufficiency ambitions and the belief that market
openness alone will solve the problem. A realistic ob-
jective is to preserve openness while reducing depend-
ence in strategically relevant and tractable nodes. Guid-
ed by granular evidence, decarbonisation and strategic
autonomy can become mutually reinforcing objectives
of a more resilient European growth strategy.

References

Acemoglu, D., Aghion, P., Bursztyn, L., & Hemous, D. (2012). The envi-
ronment and directed technical change. American Economic Review,
102(1), 131-166.

Adomako, S., & Tran, M. D. (2024). Exploring the effect of R&D support,
green technology transfer, sustainable innovation. Sustainable Devel-
opment, 32(5), 4758-4769.

Baldwin, R., & Freeman, R. (2022). Risks and global supply chains: What
we know and what we need to know. Annual Review of Economics, 14,
153-180.

Caravella, S., Costantini, V., & Crespi, F. (2021), Mission-Oriented Policies
and Technological Sovereignty: The Case of Climate Mitigation Tech-
nologies. Energies, 14, 6854.

Caravella, S., Crespi, F., Cucignatto, G., & Guarascio, D. (2024). Techno-
logical sovereignty and strategic dependencies: The case of the pho-
tovoltaic supply chain. Journal of Cleaner Production, 434, 140222.

Chang, H. J., & Andreoni, A. (2020). Industrial policy in the 21st century.
Development and change, 51(2), 324-351.

Cheng, W., Appolloni, A., D’Amato, A., & Zhu, Q. (2018). Green public pro-
curement, missing concepts and future trends: A critical review. Jour-
nal of Cleaner Production, 176, 770-784.

Costantini, V., & Crespi, F. (2008). Environmental regulation and the export dy-
namics of energy technologies. Ecological Economics, 66(2-3), 447-460.

Costantini, V., Crespi, F., Martini, C., & Pennacchio, L. (2015). Demand-
pull and technology-push public support for eco-innovation: The case
of the biofuels sector. Research Policy, 44(3), 577-595.

Costantini, V., Crespi, F., & Palma, A. (2017). Characterizing the policy mix
and its impact on eco-innovation: A patent analysis of energy-efficient
technologies. Research policy, 46(4), 799-819.

Crespi, F. (2016). Policy complexity and the green transformation of the
economies as an emergent system property. Environ Econ Policy Stud,
18, 143-157.

Crespi, F., Caravella, S., Menghini, M., & Salvatori, C. (2021). European
technological sovereignty: An emerging framework for policy strat-
egy. Intereconomics, 56(6), 348-354.

Crespi, F., Geri, N., Guarascio, D., & Marvasi, E. (2026). Can strategic de-
pendencies harm the acceleration towards net-zero transition? The
case of the lithium-ion battery industry. LEM Working Paper Series,
No. 2026/10. Institute of Economics, Scuola Superiore Sant’Anna.

Edler, J., Blind, K., Kroll, H., & Schubert, T. (2023). Technology sover-
eignty as an emerging frame for innovation policy: Defining rationales,
ends and means. Research Policy, 52(6), Article 104765.

European Commission. (2024). Technological sovereignty of the EU. In Sci-
ence, research and innovation performance of the EU 2024. European
Commission.

European Commission. (2026). Communication from the Commission
to the European Parliament, the Council, the European Economic

and Social Committee and the Committee of the Regions on Euro-
pean tech sovereignty, accompanied by an EU open source strategy
(COM(2026) 5083 final).

Flanagan, K., Uyarra, E., & Laranja, M. (2011). Reconceptualising the ‘pol-
icy mix’ for innovation. Research policy, 40(5), 702-713.

Geels, F. W., Kern, F., & Clark, W. C. (2023). System transitions research
and sustainable development: Challenges, progress, and pros-
pects. Proceedings of the National Academy of Sciences, 120(47),
€2206230120.

Gehringer, A. (2023). Calibrating the EU’s trade dependency. Survival,
65(1), 81-96.

Goedeking, N., & Rogge, K. S. (2026). Systemic acceleration capacity in
net-zero transitions: Electrifying transportation in California. Environ-
mental Politics, 1-28.

Guarascio, D., Reljic, J., & Zezza, F. (2025). Energy vulnerability and re-
silience in the EU: Concepts, empirics and policy. Journal of Industrial
and Business Economics, 52(3), 683-726.

Guarascio, D., Reljic, J., & Simonazzi, A. (2026). United in Diversity? EU
Core-Periphery Divides at the Time of the Green Transition. Govern-
ance, 39(1), e70089.

International Energy Agency. (2026). Global EV Outlook 2026.

International Energy Agency. (2024). Advancing clean technology manu-
facturing.

Johnstone, P., & Schot, J. (2023). Shocks, institutional change, and sus-
tainability transitions. Proceedings of the National Academy of Scienc-
es, 120(47), e2206226120.

Juhasz, R., Lane, N. J., Oehlsen, E., & Perez, V. C. (2025). Measuring
industrial policy: A text-based approach. NBER Working Paper, No.
33895. National Bureau of Economic Research.

Kruse, T., Dechezleprétre, A., Saffar, R., & Robert, L. (2022). Measuring
environmental policy stringency in OECD countries: An update of the
OECD composite EPS indicator. OECD Economics Department Work-
ing Papers, No. 1703. OECD Publishing.

Meckling, J., & Nahm, J. (2018). When do states disrupt industries? Elec-
tric cars and the politics of innovation. Review of International Political
Economy, 25(4), 505-529.

Mudambi, R. (2008). Location, control and innovation in knowledge-in-
tensive industries. Journal of Economic Geography, 8(5), 699-725.
Nunez-Jimenez, A., Knoeri, C., Hoppmann, J., & Hoffmann, V. H. (2022).
Beyond innovation and deployment: Modeling the impact of technol-
ogy-push and demand-pull policies in germany’s solar policy mix. Re-

search Policy, 51(10), 104585.

OECD. (2024). Harnessing Public Procurement for the Green Transition.
OECD Publishing.

Rodrik, D., & Walt, S. M. (2022). How to build a better order: Limiting great
power rivalry in an anarchic world. Foreign Affairs, 101(5), 142-155.
Rogge, K. S., & Song, Q. (2025). Achilles’ heels of acceleration? Assess-
ing critical capacity for transformative policy mixes. In Transformative
Mission-Oriented Innovation Policies (pp. 284-302). Edward Elgar Pub-

lishing.

Sovacool, B. K., Geels, F. W., Andersen, A. D., Grubb, M., Jordan, A. J.,
Kern, F., Kivimaa, P., Lockwood, M., Markard, J., Meadowcroft, J.,
Meckling, J., Moore, B., Raven, R., Rogge, K. S., Rosenbloom, D.,
Schmidt, T. S., Shot, J., Scharp, D., Stephenson, J., Vormedal, I. &
Yang, K. (2025). The acceleration of low-carbon transitions: Insights,
concepts, challenges, and new directions for research. Energy Re-
search & Social Science, 121, Article 103948.

Tchérzewska, K. B., Garcia-Quevedo, J., & Martinez-Ros, E. (2022). The
heterogeneous effects of environmental taxation on green technolo-
gies. Research Policy, 51(7).

Zoboli, R., Mazzanti, M., & Tagliapietra, S. (Eds.). (2024). Economic poli-
cies for the sustainability transition. MDPI.

Intereconomics 2026 | 4


https://doi.org/10.1257/aer.102.1.131
https://doi.org/10.1257/aer.102.1.131
https://doi.org/10.1002/sd.2936
https://doi.org/10.1002/sd.2936
https://doi.org/10.1016/j.jclepro.2023.140222
https://doi.org/10.1016/j.jclepro.2023.140222
https://doi.org/10.1016/j.jclepro.2023.140222
https://doi.org/10.1016/j.jclepro.2017.12.027
https://doi.org/10.1016/j.jclepro.2017.12.027
https://doi.org/10.1016/j.ecolecon.2007.10.008
https://doi.org/10.1016/j.ecolecon.2007.10.008
https://doi.org/10.1007/s10018-015-0131-4
https://doi.org/10.1007/s10018-015-0131-4
https://doi.org/10.1007/s10272-021-1013-6
https://doi.org/10.1007/s10272-021-1013-6
https://doi.org/10.1007/s10272-021-1013-6
https://doi.org/10.57838/sssa/zzpq-aa78
https://doi.org/10.57838/sssa/zzpq-aa78
https://doi.org/10.57838/sssa/zzpq-aa78
https://doi.org/10.1016/j.respol.2023.104765
https://doi.org/10.1016/j.respol.2023.104765
https://doi.org/10.1016/j.respol.2023.104765
https://doi.org/10.1073/pnas.2206230120
https://doi.org/10.1073/pnas.2206230120
https://doi.org/10.1073/pnas.2206230120
https://doi.org/10.1080/09644016.2026.2616990
https://doi.org/10.1080/09644016.2026.2616990
https://doi.org/10.1007/s40812-025-00340-9
https://doi.org/10.1007/s40812-025-00340-9
https://www.iea.org/reports/global-ev-outlook-2026
https://doi.org/10.1073/pnas.2206226120
https://doi.org/10.1073/pnas.2206226120
https://doi.org/10.3386/w33895
https://doi.org/10.3386/w33895
https://doi.org/10.1093/jeg/lbn024
https://doi.org/10.1093/jeg/lbn024
https://doi.org/10.3390/books978-3-7258-1841-9
https://doi.org/10.3390/books978-3-7258-1841-9

DOI: 10.2478/ie-2026-0040

Andreas Fischer

Forum

Intereconomics, 2026, 61(4), 211-217
JEL: K32, P18, Q54, Q42

Europe’s Twin Imperative: Securing Energy
Supply While Advancing Climate Goals

Europe faces a dual challenge: eliminating lingering dependencies on energy imports while
simultaneously accelerating the transformation towards climate neutrality. Recent shocks -
Russia’s attack against Ukraine in 2022 and the disruption to oil and liquefied natural gas flows
via the Strait of Hormuz in 2026 - expose how fragile today’s supply structure remains and how
directly this fragility weighs on industrial competitiveness and macroeconomic performance.
This article argues that resilience and decarbonisation are not mutually exclusive and that

the only durable response to both imperatives is a consistent, cost-efficient clean energy
transformation - pursued with urgency and coordinated at European scale.

The blockade of the Strait of Hormuz and the resulting
energy supply constraints — affecting roughly one-quarter
of global oil flows and one-fifth of global liquefied natural
gas (LNG) shipments (IEA, 2026b) — are a painful reminder
of the price volatility in the early days of Russia’s invasion
of Ukraine. Although direct European exposure to Hormuz
transit routes is limited, price increases on global markets
still reach Europe. The macroeconomic consequences
have already prompted significant downward revisions
to European and global growth forecasts: according to a
recent study, world GDP growth stands at only 2% and
global trade at 1.7% in 2026 (Gromling et al., 2026). Eu-
rope may thus be confronted by the second structural en-
ergy shock since 2020.

The recurring pattern is clear: every crisis reveals the ac-
cumulated cost of fossil dependency. The case for treat-
ing energy security and climate transformation as a single
challenge has never been stronger. Already during the
2022-2023 energy crisis, the EU identified the clean ener-
gy transition — a massive expansion of renewable capacity
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combined with cross-sectoral electrification — as the prin-
cipal long-term strategy for reducing import dependence
and strengthening resilience. That conclusion remains
correct, and it applies with equal force to the current sup-
ply shock: transformation simultaneously advances cli-
mate goals and builds the resilience that the EU has de-
clared a central objective. It does so in two ways: first, by
expanding locally generated, climate-neutral electricity
supply and electrification; and second, by enabling Euro-
peans to construct and operate this future energy system
as efficiently as possible, thereby reducing energy costs
durably and strengthening the competitiveness of Euro-
pean industry. Some progress has already been made in
this regard, but significant dependencies and obstacles
to the transformation remain.

Resilience, not just diversification: A united energy
transition

The EU’s ambition to strengthen its resilience — above all,
in energy supply - raises the question of what resilience
actually means and what can realistically be achieved.
Resilience, unlike robustness, does not imply complete
insulation from external shocks. It denotes the capacity to
absorb disruptions without lasting damage and to restore
supply chains quickly. Several measures can be taken
to strengthen resilience. Less invasive options, such as
closer supply chain monitoring or larger buffer stocks,
improve preparedness and adaptability, but do not fun-
damentally reduce vulnerability. Meaningful protection re-
quires structural change: a decisive shift towards nearby
and trusted suppliers, and in particular, greater domestic
provision of critical inputs (Kolev-Schaefer et al., 2025).
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Figure 1
EU natural gas imports by origin, 2020-2025
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Source: Bruegel (2026).

Applied to energy supply, this framework points beyond a
simple diversification of import sources — as has occurred
for gas since 2022 through expanded LNG procurement
from a wider supplier base. The deeper question is how
Europe can systematically reduce its dependence on fos-
sil energy imports altogether. The answer must be pur-
sued in tandem with two other objectives: the transition
to climate neutrality and the maintenance of open global
trade. Balancing these three goals simultaneously is de-
manding, and trade-offs are unavoidable.

This compounds the existing challenge of transforming Eu-
rope’s energy system — with a focus on clean power gen-
eration and the electrification of end uses such as electric
vehicles, heat pumps and industrial processes —in order to
achieve climate neutrality by 2050 while at the same time
capturing the cost advantages of cheap renewable energy
and an integrated European electricity grid. This energy
transition will not make Europe entirely independent, but it
remains the central pathway and the foundation for a more
resilient and competitive energy supply. The path to resil-
ience runs through the joint development and optimisation
of Europe’s energy system and, ideally, through a coordi-
nated approach across all member states.

A structural snapshot: How dependent is Europe’s
gas supply?

The scale of Europe’s remaining fossil import depend-
ence — and the extent of adjustments already made - is
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clearest in the case of gas (see Figure 1). Since Russia’s
invasion of Ukraine, Europe has, under considerable ef-
fort, reduced its dependence on Russian gas from nearly
50% to slightly above 10% - a reduction of more than
75% (Bruegel, 2026). This did not happen overnight: it re-
quired targeted infrastructure adjustments and European
coordination to restructure supply (Fischer et al., 2022).

Russian gas continues to reach eastern Europe via the Turk-
Stream pipeline, and Russian LNG deliveries to EU ports
remain ongoing. Pipeline imports from Norway and Algeria
have partially offset Russian losses: Norway’s share has
risen from 25% in 2020 to over 30% in 2025, while Algeria’s
share has increased modestly (Bruegel, 2026). Small vol-
umes also arrive by pipeline from Azerbaijan — a supplier that
has extended deliveries as far as Germany and Austria since
2026. Overall, however, the scope for additional pipeline sub-
stitution remains limited.

EU gas demand has also fallen sharply, by approximately
19% between 2021 and 2024 through household savings,
industrial substitution and fuel switching in power genera-
tion (Eurostat, 2026). This demand reduction is itself a major
security contribution as it widens the buffer between supply
and consumption. However, it was also accompanied by
significant economic losses due to declines in production.

The most striking structural change is the rise of LNG: its

share of EU gas imports has grown from around 20% in
2021 to approximately 45% in 2025, facilitated by exist-
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ing and newly built regasification infrastructure. Today,
around 20%-25% of all European gas imports arrive from
the United States — a threefold increase since 2021, repre-
senting roughly 60% of EU LNG imports (Bruegel, 2026).
Thanks to its increased focus on LNG, Europe has be-
come significantly less dependent on individual suppliers.
This is because, unlike pipeline connections, tankers from
all over the world can serve as suppliers. The downside,
first of all, is the generally higher historical cost of LNG,
due to the greater expense involved in liquefaction, trans-
portation and, in many cases, extraction — for example, in
the case of US fracking gas. In addition, higher gas prices
directly raise electricity prices for businesses and con-
sumers through their effect on wholesale power markets.

However, structural constraints remain: at the start of
the 2022 energy crisis, Spain held around 40% of the
EU regasification capacity, but cross-Pyrenean pipeline
capacity to central Europe was limited and remains so to
this day (entsog, 2021). Since 2022, EU-wide infrastruc-
ture investment has expanded the LNG import capacity,
making it possible for every member state to receive gas
from at least two sources, including reverse flows be-
tween neighbours (European Commission, 2026d). Re-
distribution infrastructure, however, still lags behind raw
import capacity.

Aside from shipments from Qatar, only very small addi-
tional quantities from the United Arab Emirates reach Eu-
rope via the Strait of Hormuz. Therefore, European gas
supplies should only be marginally affected. Still, Euro-
pean gas prices are directly affected by the closure of the
Strait of Hormuz. The EU’s growing dependence on LNG
imports means that global LNG spot prices now exert a
far stronger influence on European gas prices than be-
fore. As a result, supply shortfalls — which in the event of a
Hormuz blockade would primarily affect Asian markets —
can rapidly translate into higher prices for natural gas and
electricity across Europe as well. At the same time, the
EU’s heavy reliance on US LNG has introduced a new
set of supply dependencies. The realignment of import
sources has added flexibility and strengthened resilience
against the loss of individual supplier countries. Yet Eu-
rope’s energy supply remains exposed to the effects of
volatility on international markets.

Business sentiment: Survey results from German
industry

Europe’s import dependency in energy is not an abstract
concern - it affects the real economy directly. Alongside
gas, oil dependency remains considerable. And recent
studies show significant impacts of sustained high oil
prices for European economies (Kolev-Schaefer et al.,
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2026). Additionally, corporate surveys conducted by
the German Economic Institute (IW) among German in-
dustrial firms show that energy supply ranks among the
relevant location factors: more than half of firms sur-
veyed cite it as such, and this figure rises to 76.6% in
energy-intensive basic materials industries. (Fischer et
al., 2023). This concerns the energy supply as a whole -
not only the fossil fuel-based supply, which currently still
predominates and is largely covered by imports, but also
the newly developed renewable energy sources that are
playing an increasingly important role as part of the en-
ergy transition. Companies understand that this transi-
tion is necessary not only to reduce emissions but also
to address certain dependencies on imports, and they
are already taking steps in that direction. However, ob-
stacles and uncertainties frequently outweigh the ben-
efits at present.

More than three-quarters of surveyed firms (75.8%) had
already planned, initiated or completed adjustments to
their business models in response to the energy transi-
tion by 2023. The single most frequently cited precondi-
tion for a successful transformation — named by 86.2%
of respondents — is access to climate-neutral energy at
competitive prices (Fischer et al., 2023). However, only a
small number of companies (12.3%) reported having or
planning to have advanced electrification to strengthen
their own resilience (Kolev-Schaefer et al., 2025). Com-
pany representatives primarily emphasised the competi-
tiveness of energy prices, but they also identified the reli-
ability of energy supply as a second key dimension (Fis-
cher et al., 2024; Neligan et al., 2025). Furthermore, when
it comes to recruiting employees, whose availability and
relevant qualifications are cited in surveys as an important
location factor (Fischer et al., 2023; Neligan et al., 2025), it
is clear that this transformation is becoming increasingly
important for companies. An analysis of job postings in
Germany from 2019 to 2025 shows a significant increase
in positions related to areas relevant to the energy transi-
tion, such as renewable energy and the circular economy
(Buichel et al., 2026). Both areas are key to enhancing Eu-
rope’s resilience: renewable energy as a form of regional
energy production that is less vulnerable to sudden sup-
ply disruptions, and the circular economy as an opportu-
nity to make greater use of existing secondary raw mate-
rials and reduce dependence on imports of primary raw
materials.

Nevertheless, transforming business operations — often
through the electrification of internal processes — is ham-
pered by several obstacles and uncertain investment con-
ditions. Therefore, the picture from a survey of over 1,000
German industrial firms in January 2025 is more troubled:
56% considered their business model at risk, whereas
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Figure 2
Barriers to climate-friendly transformation reported by German industrial firms in January 2025
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Source: Kiiper et al. (2025).

only 41% believed they could successfully adapt. As ing instruments to support firms through the transition
shown in Figure 2, the most frequently cited barriers are an (Matthes et al., 2026).
unclear cost-benefit ratio for climate-friendly technologies
(48.8%) and inadequate political frameworks (44.6%). Crisis as catalyst: The transformation opportunity
Competitive pressure from outside Europe has grown as a
concern, cited by 25% of respondents — up from 18.6% in The parallels between the 2021-2023 energy crisis and
2023 (Kuper et al., 2025). The 2025 assessment coincided the current situation in the Strait of Hormuz demonstrate
with a period of international trade disruptions and chal- that persistent dependence on fossil energy imports
lenges, such as the tariff disputes with the United States makes repeated price shocks and their economic con-
and persistently high energy prices since 2022. A further sequences a structural feature, not an exceptional event.
survey from 2025 confirms that unreliable regulatory con- The current situation reveals both progress and persisting
ditions, excessive bureaucracy and uncompetitive energy vulnerability. Europe is demonstrably more resilient than
prices remain the key barriers to investments (Neligan et in 2022: import diversification has worked, yet price ex-
al., 2025). The proportion citing insufficient renewable en- posure from oil and LNG markets extends far beyond the
ergy supply and climate-friendly technology options as a volume of direct physical imports. Even limited exposure
major obstacle has nonetheless fallen from one-third to to a critical chokepoint reverberates immediately through
one-fifth over two years — a tangible sign that the renewa- global markets.
ble build-out is being felt on the ground (Kiper et al.,
2025). The combination of LNG and oil price exposure reveals a
systemic vulnerability that fossil fuel diversification alone
The core dilemma is clear: fossil energy costs and supply cannot eliminate. Strengthening resilience over the long
uncertainty undermine competitiveness today, while an term through structural adjustments means building a
incomplete transformation fails to deliver the renewable system in which supply shocks progressively lose their
advantages needed tomorrow. Industry’s scepticism is leverage. This requires electrification of transport and in-
understandable, as they are still facing current obstacles dustrial heat as well as grid-serving renewable expansion,
and do not yet have a clear picture of what a successful which, in the long term, will also lead to a decline in pri-
transformation would look like due to its regulatory un- mary energy demand.
predictability (leading to a lack of business cases) and
the resulting investment risk. The way out runs through Globally, too, the importance of decentralised energy
a consistent transformation strategy backed by reliable, supply through climate-friendly electricity is growing:
long-term policy frameworks and a clear vision of the the steep increase in global electricity demand is par-
destination — including decisive reforms to the European tially already driven by electrified applications such as
Emissions Trading System (EU ETS-1) and accompany- electric cars and heat pumps, and to a large extent cov-
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ered by new renewable capacities (IEA, 2026a). Soaring
fossil fuel prices have acted as a price signal, acceler-
ating the shift to alternatives. The European electricity
market is already delivering a climate-and-cost double
dividend by making the power supply more flexible and,
through a well-connected grid, optimising the use of af-
fordable and, in many cases, climate-friendly electricity
(Fischer, 2024). It must be extended through more sub-
sea cables, border interconnectors, storage and grid-
serving renewable deployment. European electricity
trade is not a future aspiration - it is a functioning proof
of concept.

Although there are currently supply dependencies even
with renewable energy sources, e.g. with solar modules,
and these are unlikely to be completely avoided in the long
term, there are nevertheless significant differences com-
pared to the current dependence on fossil fuels. This is
due to the reduced impact of a short-term supply disrup-
tion, since renewable energy plants continue to generate
electricity even if they cannot be expanded for the time
being, whereas a disruption in fossil fuel supplies would
result in an immediate halt to operations. Additionally, the
expansion of renewable generation capacity relies only
to a limited extent on scarce intermediate products, such
as semiconductors or certain rare earth elements (Kolev-
Schaefer et al., 2025).

It is worth noting that even a fully achieved clean energy
transition will not make Europe energy self-sufficient
for other reasons as well: many locations worldwide of-
fer conditions that make it cheaper to generate energy
locally than in most European locations and to supply
major industrial consumers directly on-site. These lo-
cations in particular attract energy-intensive industrial
processes due to exceptionally low energy prices — the
so-called renewables pulls effect (Samadi et al., 2023).
These “sweet spots” for cheap renewable energy within
and outside the EU must be utilised to keep European
energy costs competitive. In addition, direct electri-
fication has its limits. Alternative fuels and feedstocks
will remain necessary in sectors such as aviation, ship-
ping, some areas of heavy industry like chemicals and
steel, as well as high-temperature processes and dis-
patchable power generation. In the short and medium
term, these will still be of fossil origin. However, in the
long term, they can increasingly be replaced by hydro-
gen — produced primarily from climate-friendly electric-
ity — and, to some degree, by biofuels. Hence, hydro-
gen and hydrogen-based intermediate products, such
as methanol or ammonia, will be imported to a certain
extent from regions with superior renewable potential,
and natural gas will also remain relevant at least in the
medium term.
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The energy transition will not make Europe entirely in-
dependent, but it remains the central pathway and the
foundation for a more resilient and competitive energy
supply — one that must be advanced collectively at the
European level. The recurring price shocks of recent
years thus open a political window. The task is to use
it: advancing transformation not only for climate reasons
but to secure a competitive, reliable and increasingly re-
silient energy supply.

EU solutions: Plans and transformation priorities

The current crisis underscores that the European level is
the only appropriate and necessary scale for a decisive
policy response. The EU has already moved significantly
in this direction. The REPowerEU plan was the founda-
tional response: accelerated renewable expansion, im-
port diversification and demand reduction. Russian gas
imports have fallen from around 162 to 38 billion cubic
metres from 2020 to 2025 (Bruegel, 2026). The REPow-
erEU Gas Regulation introduces a binding, stepwise ban
on Russian LNG and pipeline gas — a full LNG ban by the
end of 2026 and a full pipeline ban by November 2027
(European Commission, 2026e). On infrastructure, EU-
wide LNG terminal and interconnector investments since
2022 have significantly increased the imports options of
individual member states (European Commission, 2026d).

Since the 2022-2023 energy crisis, the EU has also sought
to make better joint use of its market power, accelerate
electrification and protect consumers from sharp price
fluctuations. The EU Energy and Raw Materials Platform
provides a joint purchasing mechanism covering LNG,
natural gas, biomethane, hydrogen and raw materials -
though joint purchasing remains voluntary, not mandatory
(European Commission, 2026¢). The Affordable Energy
Action Plan aims to cut electricity bills and advance the
Energy Union through renewable integration, demand re-
duction and deeper market integration (European Com-
mission, 2026a). In addition, the EU Electrification Action
Plan was recently unveiled, with the aim of further ad-
vancing electrification across all sectors. (European Com-
mission, 2026b).

In this context, efforts to accelerate electrification are par-
ticularly well founded, whereas measures aimed at cap-
ping import or end-user prices do not constitute a long-
term solution. Member states face pressure to reduce
prices directly through caps, as was tried during 2022-
2023. But these emergency support measures address
symptoms rather than underlying causes. More helpful in
the long run is reducing statutory cost components: low-
ering electricity taxes, for example, as previously recom-
mended by the EU and partially implemented in the mem-
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ber states, benefits all consumers — lower-income house-
holds disproportionately — while simultaneously strength-
ening electrification incentives and avoiding the market
distortions associated with price caps. In contrast, price
ceilings distort scarcity signals essential for system flex-
ibility, and sustained caps entail high public expenditure.
Nationally divergent interventions also risk market distor-
tions within the EU that smaller member states with fewer
fiscal resources increasingly find troubling. The path to
resilience runs through the joint development and optimi-
sation of Europe’s energy system, and ideally through a
coordinated approach across all member states.

No-regret measures — infrastructure investment, cross-
border cooperation and grid optimisation — are clearly
preferable. The path to resilience runs through the joint
development and optimisation of Europe’s energy sys-
tem and, ideally, through a coordinated approach across
all member states. And the most powerful single lever
remains the European electricity grid itself: where cli-
mate-friendly generation dominates, electricity prices
are below the EU average. Expanding cross-border in-
terconnection reduces price volatility and CO, intensity
simultaneously. For example, a key bottleneck - the se-
verely under-dimensioned transmission capacity from
the Iberian Peninsula through France to Central Europe,
relevant for electricity, gas and prospectively hydrogen -
must be resolved. Also, the cancellation of a planned
interconnector between Sweden and Germany in 2024
points in the wrong direction: more, not fewer, connec-
tions are needed.

Building a more resilient and climate-neutral energy sys-
tem therefore requires the joint development of shared
infrastructure for cost-efficient supply — above all, cross-
border electricity grids. Efficient grid expansion and the
exploitation of flexibility potential can reduce electricity
costs substantially, strengthening resilience through low-
er prices. Since the EU’s transformation agenda foresees
a sharp shift towards electrification across all sectors —
electric vehicles, heat pumps, industrial processes—
electricity prices are becoming the pivotal variable.

Conclusion: Two goals, one path

The “twin challenge” of supply security and climate neu-
trality is only apparently a dilemma. The fastest route to
energy security is the fastest route to independence from
fossil imports —and the evidence from recent years shows
these goals are mutually reinforcing, not competing.

In 2022, short-term constraints were real: Russian gas
could not be replaced overnight. The structural lesson is
that dependency had been allowed to accumulate over

decades of misplaced confidence in geopolitical stabil-
ity. By 2026, Europe has made genuine progress: Russian
gas imports are down more than 75% from their peak,
US LNG is diversifying seaborne supply, and renewables
have reached nearly 50% of the electricity mix in 2025.
Yet new vulnerabilities — shipping disruptions in the Strait
of Hormuz, US LNG concentration, low storage, slowing
heat pump deployment and a difficult investment climate
for firms — demonstrate that the transition remains struc-
turally incomplete.

Corporate surveys confirm that industry is not opposed to
the direction of transformation: it demands a stable policy
framework that would make transformation investment
rational. Firms will not commit to climate-friendly tech-
nology under regulatory unpredictability. A stable, long-
term framework is the most important precondition that
government needs to set to allow for a functioning market
mechanism.

The EU’s regulatory architecture — REPowerEU, the re-
cently published Electrification Action Plan —is pointing in
the right direction. Priority must be given to the joint build-
out of Europe’s energy infrastructure, with cross-border
electricity interconnection at its centre. A shared renova-
tion of the electricity system can durably stabilise energy
costs across the continent. The risk is not the direction; it
is the pace and the coherence of implementation. A con-
sistent, cost-efficient clean energy transformation is not
a luxury that can be deferred until markets stabilise. The
rise in energy prices in 2022 and 2026 have done what no
policy document could: they have made the cost of inac-
tion immediate and tangible. The window of opportunity
is open. It will not stay open indefinitely.
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Why Strategic Autonomy and Decarbonisation
Must Reinforce Each Other

Geopolitical instability has returned energy security to the centre of European economic policy.
The ongoing disruption of shipping through the Strait of Hormuz is confronting the European
Union with renewed exposure to global fossil fuel supply and price shocks, especially in oil and
liquefied natural gas markets. The crisis shows once again that fossil fuel dependence is not a
source of security, but a strategic vulnerability. The central lesson is not that Europe must slow
down the green transition in order to secure energy supply. On the contrary: the faster Europe
reduces its dependence on imported fossil fuels, the less vulnerable it becomes to geopolitical
blackmail, military escalation, price volatility and infrastructure disruptions. Strategic autonomy
and decarbonisation are mutually reinforcing pillars of a modern European energy strategy.
The key policy challenge is to bridge short-term crisis management with long-term structural
redesign. Rather than responding to fossil fuel insecurity with new fossil lock-ins, Europe should
use the current crisis to accelerate the clean energy transition.

The ongoing disruption of shipping through the Strait
of Hormuz is a severe geopolitical and economic stress
test. The strait is one of the world’s most important en-
ergy chokepoints. A substantial share of global seaborne
oil trade and liquefied natural gas exports passes through
this narrow corridor. According to the International Energy
Agency (2026a, 2026b), the Strait of Hormuz remains one
of the most critical global oil and gas chokepoints. Even
a partial or de facto closure therefore affects not only re-
gional security, but also global energy prices, shipping
costs, insurance premiums and inflation expectations.

For the European Union, the crisis is a reminder of a
central weakness in its economic model. Europe has
reduced its dependence on Russian fossil fuels since
2022, but it remains structurally exposed to global fossil
fuel markets. Even where direct physical import depend-
ence on one route or one supplier is limited, Europe is
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affected through global oil prices, liquefied natural gas
(LNG) competition, financial markets and industrial sup-
ply chains. Higher fossil fuel prices feed into transport,
chemicals, heating, electricity markets and consumer
prices. The current crisis therefore forces Europe to con-
front a dual challenge: ensuring immediate energy secu-
rity while accelerating the transition towards sustainable,
low-carbon systems.

The crucial question is whether this crisis requires Eu-
rope to choose between immediate energy security and
long-term decarbonisation. This is a false choice. The
European experience since Russia’s invasion of Ukraine
has already shown that fossil fuel dependence is itself a
major security risk. The disruption of traffic through the
Strait of Hormuz confirms this lesson. Dependence on
imported oil and gas exposes economies to geopoliti-
cal coercion, volatile prices, infrastructure vulnerability
and strategic uncertainty. Clean energy technologies,
by contrast, rely primarily on domestic and European
renewable resources. They reduce exposure to fuel
imports and can strengthen economic resilience when
combined with modern grids, storage, flexibility and ef-
ficiency.

This is particularly relevant because the EU remains struc-
turally dependent on imported energy. Although Europe
has sharply reduced its dependence on Russian gas, oil
and coal, it has not overcome its fossil fuel dependence.
This is also reflected in Eurostat (2026) data on the EU’s
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continued energy import dependency. Replacing one fos-
sil supplier with another can reduce a specific political
risk, but it does not remove the systemic vulnerability cre-
ated by high fossil fuel demand.

Energy security in the 21st century can therefore no long-
er be understood as the permanent availability of fossil fu-
els at acceptable prices. That definition belongs to the old
energy system. A modern understanding of energy secu-
rity must include resilience, affordability, climate stability,
infrastructure robustness and strategic autonomy. The
green transition is not a luxury to be pursued after crises
have passed. It is the most important structural answer to
the crises themselves.

This article argues that the European Union should treat
strategic autonomy and decarbonisation as mutually re-
inforcing goals. The immediate response to the Strait of
Hormuz disruption must be to protect citizens and firms
from excessive price spikes and supply risks. But short-
term measures must be designed in a way that accel-
erates rather than delays the transition to a low-carbon
energy system. Europe should avoid repeating the mis-
takes of past crises, when emergency fossil infrastruc-
ture became permanent, subsidies weakened efficiency
incentives, and climate policy was presented as a burden
rather than a security strategy.

Fossil fuel dependence as a strategic vulnerability

Europe’s energy vulnerability is rooted less in a physical
shortage of energy resources than in the structure of its
fossil fuel dependence. Oil and gas are traded on global
markets where regional conflicts, production decisions
and transport bottlenecks can have immediate price ef-
fects. Even diversified import portfolios do not eliminate
exposure to global price volatility. Diversification can re-
duce dependence on one supplier, but it cannot remove
the systemic insecurity of fossil fuel dependence.

The Russian gas crisis made this reality visible. Europe
managed to reduce Russian gas imports substantially,
diversify supply routes, fill gas storage facilities and re-
duce demand. This was a remarkable political and lo-
gistical achievement. Yet the economic cost of the crisis
was high: households faced rising bills, firms faced com-
petitiveness pressures, and governments had to mobilise
substantial fiscal support. The Hormuz crisis now demon-
strates that this vulnerability is not limited to Russia, but it
is embedded in the fossil fuel system itself.

Oil markets are affected first. Transport fuels remain

heavily dependent on oil, and this dependence is a di-
rect channel through which geopolitical shocks affect
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households and firms. Gas markets are also exposed
through LNG flows, risk premiums and competition for
cargoes. In an integrated global energy economy, Eu-
rope cannot insulate itself from such shocks by simply
changing suppliers.

Strategic autonomy therefore cannot mean replacing one
fossil dependency with another. True autonomy requires
reducing fossil fuel demand structurally. This is where
decarbonisation becomes an energy security strategy:
electrification of transport reduces oil dependence, heat
pumps reduce gas dependence, renewable electricity
reduces exposure to imported fossil fuels in power gen-
eration, and energy efficiency reduces the total volume
of energy exposed to geopolitical risk. Circular economy
policies reduce dependence on energy-intensive prima-
ry materials. The green transition is therefore not merely
compatible with security policy; it is the foundation of a
more secure economic model.

This point is sometimes underestimated in public debate.
Fossil fuels are often described as “secure” because
they can be stored and transported. But storage does
not eliminate geopolitical vulnerability if the fuel itself is
imported, price volatile and exposed to conflict. Renew-
able energy, by contrast, changes the underlying risk
profile. Wind and solar power are variable, but they are
not subject to fuel embargoes. Their variability can be
managed through smart grids, storage, digital flexibility
and demand-side response. Fossil fuel dependence im-
ports geopolitical volatility, whereas renewable systems
require technical flexibility. The latter is the more man-
ageable challenge.

Short-term crisis management without fossil lock-in

The ongoing disruption in the Strait of Hormuz requires
immediate policy action. Governments must prevent
panic, protect vulnerable households, stabilise critical
infrastructure and coordinate internationally. Strategic
petroleum reserves can be released in coordination with
international partners. Temporary demand management
measures can reduce pressure on markets. Targeted
support can protect low-income households and particu-
larly exposed firms.

However, the design of emergency measures matters.
Broad fossil fuel subsidies, fuel tax cuts or general price
caps that encourage consumption are economically inef-
ficient and strategically counterproductive. They weaken
the incentive to save energy, increase fiscal costs and
transfer public money to fossil fuel consumption. If sup-
port is necessary, it should be targeted, temporary and
income-based rather than linked to higher fossil fuel use.
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Demand reduction is often the fastest and cheapest cri-
sis response. Speed limits, public transport incentives,
working-from-home options, efficient logistics and modal
shifts can reduce oil demand quickly. In buildings and
industry, efficiency measures and fuel switching can re-
duce gas demand. These measures are sometimes po-
litically underestimated because they are less visible than
new supply contracts. Yet in a crisis, avoided demand
is equivalent to additional supply, which is often faster,
cheaper and cleaner.

Europe should also strengthen joint procurement, stor-
age coordination and solidarity mechanisms. But these
should be understood as bridges, not destinations. Emer-
gency diversification may be necessary in the short term,
but it must not become a justification for new long-lived
fossil infrastructure that risks becoming stranded or lock-
ing in emissions. The risk of fossil lock-in through ex-
panded gas infrastructure has been highlighted in recent
energy transition research (Kemfert et al., 2022). LNG
terminals, pipelines or gas contracts must be assessed
against declining demand pathways consistent with cli-
mate neutrality.

The same applies to nuclear energy. It is sometimes pre-
sented as a security solution, but new nuclear power is too
slow and too expensive to respond to the current crisis.
It also creates its own dependencies, including uranium
supply chains, cooling water constraints, waste manage-
ment and security risks. The most effective medium-term
response remains the faster deployment of renewables,
modernised grids, storage and flexibility.

The key principle should be clear: crisis policy must re-
duce vulnerability, not preserve it. Europe should support
citizens and firms through the shock, but it should not
subsidise the fossil fuel demand that makes such shocks
economically damaging in the first place.

The green transition as economic security policy

Europe’s competitiveness debate is often framed around
energy costs. High fossil fuel prices have weakened en-
ergy-intensive industries and intensified concerns about
relocation. But the answer cannot be to preserve depend-
ence on volatile fossil fuels. The answer must be to build
an energy system in which clean electricity becomes the
backbone of industrial competitiveness.

Renewable energy has two major economic advantages.
First, wind and solar have no fuel costs. Once built, they
reduce exposure to global commodity price shocks. Sec-
ond, they can be deployed domestically and regionally,
creating value chains, jobs and tax revenues. Combined

with storage, demand response and efficient grids, re-
newable electricity can provide a more stable basis for
industrial planning than imported fossil fuels.

The EU has already made significant progress. Renew-
able electricity is no longer a marginal component of the
European power system. Wind and solar have become
central pillars of electricity generation, and their expan-
sion has helped reduce fossil fuel use in the power sec-
tor. Recent data show the growing role of wind and solar
in the European electricity mix (Rosslowe & Petrovich,
2025). The task now is to turn this progress into a broader
transformation of transport, heating and industry.

The European Green Deal, REPowerEU and the Clean
Industrial Deal should therefore be seen as elements of
one strategic project: reducing geopolitical vulnerability
while modernising Europe’s industrial base. These policy
frameworks define the EU’s attempt to link decarbonisa-
tion, energy security and industrial competitiveness (Eu-
ropean Commission, 2019, 2022, 2025). Decarbonisation
can support competitiveness if it is implemented with
sufficient speed, coordination and investment. Model-
based analyses for Germany and Europe show that fully
renewable electricity systems are technically feasible if
renewable deployment, storage, grids and demand-side
flexibility are coordinated (Goke et al., 2021; Kendziorski
et al., 2022). Delays increase costs, however; slow grid
expansion, uncertain permitting, insufficient storage and
fragmented national policies all make the transition more
expensive than necessary.

A credible European economic policy should focus on the
system costs of the transition, not only on individual gen-
eration costs. The cheapest kilowatt-hour is not always
the most valuable if it is produced far from demand, can-
not be transported due to grid congestion or increases
balancing costs. Energy policy must therefore integrate
renewable deployment with grid planning, storage, flex-
ibility, industrial location policy and regional development.

This is particularly important for electricity-intensive in-
dustries. Green hydrogen, direct electrification, power
purchase agreements and Contracts for Difference can
help industry move away from fossil fuels. But these in-
struments will only work if clean electricity is abundant,
affordable and reliable. The industrial transition must
therefore be linked directly to renewable acceleration and
infrastructure planning.

Strategic autonomy is also an industrial opportunity. Eu-
rope can strengthen its competitiveness by scaling up
clean technology value chains: decentralised grids, bat-
teries, heat pumps, power electronics, electrolysers, re-
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cycling, digital energy management and energy efficiency
technologies. A fossil-based competitiveness strategy
ties Europe to volatile import markets. A clean competi-
tiveness strategy builds domestic capabilities and reduc-
es exposure to geopolitical shocks.

Strategic autonomy requires European coordination

Energy security remains partly national, but the relevant
markets and infrastructures are European. The disrup-
tion in the Strait of Hormuz does not affect all member
states equally, but its consequences spread across the
internal market. Fragmented national responses can
undermine solidarity, distort competition and increase
costs.

The EU therefore needs stronger coordination in three areas.

First, Europe needs a more integrated approach to emer-
gency preparedness. Strategic reserves, demand reduc-
tion plans, gas storage, electricity adequacy assess-
ments and critical infrastructure protection should be
coordinated across borders. The aim should be to avoid
beggar-thy-neighbour policies in times of stress.

Second, Europe needs faster infrastructure integration.
Electricity interconnectors, offshore grids, storage fa-
cilities, digital flexibility platforms and hydrogen infra-
structure should be planned from a European system
perspective where truly needed. However, infrastructure
expansion must not mean building excessive fossil ca-
pacity. The priority should be clean electricity integra-
tion.

Third, Europe needs a common industrial strategy for
clean technologies. The green transition reduces fos-
sil dependencies but creates new dependencies in raw
materials, batteries, solar components, electrolysers and
digital technologies. These dependencies must be man-
aged through recycling, diversification, domestic produc-
tion, strategic partnerships, substitution and innovation.
The answer is not to slow the transition but to make clean
technology supply chains more resilient.

Strategic autonomy should not be misunderstood as au-
tarky. Europe will continue to trade energy, materials and
technologies. But it should reduce critical vulnerabilities
and avoid one-sided dependencies. A decarbonised
energy system based on domestic renewables offers a
much stronger foundation for autonomy than a fossil sys-
tem dependent on unstable global supply routes.

This also requires a stronger fiscal and regulatory frame-
work. Public investment should prioritise infrastructure
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that reduces fossil dependence: electricity grids, rail,
public transport, building renovation, heat networks,
storage, renewable energy and industrial transformation.
Fossil fuel subsidies should be phased out. Carbon pric-
ing should remain credible, but revenues should be used
to support social fairness and investment. Strategic au-
tonomy will not be achieved through rhetoric; it requires a
redirection of capital.

The role of planning, electricity grids and flexibility

The transition from fossil fuels to renewables is not on-
ly a technological shift. It is a spatial and institutional
transformation. Fossil energy systems are built around
fuel extraction, ports, pipelines, refineries and large
power plants. Renewable systems are more decentral-
ised, weather-dependent and land-intensive. They re-
quire planning systems capable of coordinating genera-
tion, decentralised grids, storage, demand and public
acceptance.

This is a major challenge for Europe. Permitting delays,
local conflicts and grid bottlenecks can slow down re-
newable deployment even when technologies are ma-
ture and cost-effective. Acceleration areas and simpli-
fied permitting can help, but speed alone is not enough.
Renewable expansion must be spatially intelligent.
Transmission planning studies underline that the spatial
distribution of renewables and storage has major im-
plications for grid needs and system costs (Goke et al.,
2022). Wind and solar should be deployed where they
provide high system value, not only where individual pro-
ject costs are lowest.

A resilient energy system also needs flexibility. The eco-
nomics of electrical storage show that storage becomes
increasingly important as variable renewable energy
sources expand (Schill et al., 2018). Batteries, pumped
hydro, demand response, smart charging, thermal stor-
age, interconnectors and green hydrogen for specific
applications can balance variable renewable generation.
Electric vehicles can become flexibility assets if charg-
ing is smart and bidirectional technologies develop. Heat
pumps combined with thermal storage can shift demand.
Industrial processes can provide flexibility when market
rules reward it.

This flexibility reduces the need for fossil backup and
makes the system more resilient to external shocks. It al-
so reduces price volatility. A fossil-based system imports
volatility from global markets. A renewable-based system
must manage variability, but that variability is domestic,
predictable and increasingly manageable with digital
technologies and storage.
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Planning should therefore include resilience criteria.
Critical infrastructure, hospitals, water systems, com-
munication networks and emergency services need
a secure electricity supply during crises. Local renew-
able generation, storage and microgrids can strengthen
emergency resilience. Full regional energy autonomy is
neither realistic nor economically necessary, but partial
resilience for critical functions should become a plan-
ning objective.

The current crisis also underlines the importance of de-
centralisation. Large centralised infrastructures can be
efficient, but they can also become vulnerable nodes. A
resilient system combines European integration with re-
gional robustness. It should not depend excessively on a
few import routes, a few fossil suppliers or a few critical
infrastructure corridors. Redundancy is not wasteful if it
prevents systemic failure.

Avoiding the political trap: Crisis narratives against
climate policy

Every energy crisis creates political narratives. Fossil fuel
interests often use crises to argue for slower climate pol-
icy, more drilling, longer fossil infrastructure lifetimes or
weaker regulation. This narrative is powerful because it
promises immediate security. But it ignores the structural
cause of vulnerability: dependence on fuels that Europe
does not control.

The EU must communicate clearly that the green transi-
tion is not the cause of energy insecurity. This argument is
also developed in Kemfert (2026), which emphasises the
economic and political risks of delaying the energy transi-
tion. Delayed transition is the cause. The more slowly Eu-
rope electrifies transport and heating, the longer house-
holds remain exposed to oil and gas shocks. The more
slowly decentralised grids are expanded, the more ex-
pensive renewable integration becomes. The more slowly
industry decarbonises, the greater the exposure to fossil
price volatility and carbon costs.

Public acceptance depends on fairness. The transition
must protect vulnerable households, support workers
and regions affected by structural change and ensure that
the benefits of clean energy are widely shared. Energy
communities, municipal utilities, citizen participation and
local value creation can strengthen support for renewable
deployment. Social policy and climate policy must be de-
signed together.

The same applies to fiscal policy. Public budgets should
not subsidise fossil consumption, but rather invest in ef-
ficiency, public transport, decentralised grids, renew-

able energy, building renovation, storage, industrial
transformation and climate-neutral infrastructure. Fossil
subsidies weaken strategic autonomy; clean investment
strengthens it.

A fair transition is also more resilient politically. If citizens
experience climate policy as socially unjust, support will
erode. If they experience it as protection against volatile
fossil prices, as a source of local value creation and as an
investment in security, public support can grow. Energy
security and social justice must therefore be part of the
same transition strategy.

Policy recommendations

A European strategy that bridges crisis management and
long-term redesign should rest on six priorities.

First, emergency support must be targeted and tempo-
rary. Relief should protect vulnerable households and
firms without encouraging higher fossil fuel consumption.
Broad fuel subsidies should be avoided.

Second, demand reduction should be treated as a secu-
rity instrument. Efficiency, modal shift, speed manage-
ment, public transport, digital substitution and flexible
work can reduce oil and gas exposure quickly.

Third, renewable deployment must be accelerated and
spatially coordinated. Permitting reforms should be com-
bined with grid planning, storage strategies and regional
value creation.

Fourth, electrification must become the central pillar of
energy security. Electric mobility, heat pumps and indus-
trial electrification reduce fossil import dependence and
improve resilience.

Fifth, clean industrial policy must scale up European value
chains. Batteries, decentralised grids, heat pumps, elec-
trolysers, power electronics, recycling and critical raw
materials strategies are essential for strategic autonomy.

Sixth, resilience must become a formal criterion in energy
planning. Infrastructure policy should assess vulnerabil-
ity to geopolitical shocks, cyberattacks, extreme weather
and physical disruption.

These priorities show that short-term security and long-
term decarbonisation do not have to conflict. They con-
flict only if crisis policy is designed around preserving fos-
sil fuel consumption. If crisis policy is designed around
reducing vulnerability, it naturally accelerates the green
transition.
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Conclusion

The ongoing disruption of shipping through the Strait of
Hormuz is a serious stress test for Europe. It exposes
once again the vulnerability of an economic model still too
dependent on imported fossil fuels. But it should not lead
to a retreat from the green transition — just the opposite.

Strategic autonomy and decarbonisation are not rival ob-
jectives. They are mutually reinforcing. The less fossil en-
ergy Europe imports, the less it is exposed to geopolitical
coercion, price shocks and supply disruptions. The more
Europe invests in renewables, efficiency, electrification,
decentralised grids, storage and flexibility, the stronger its
economic resilience becomes.

The European Green Deal should therefore be understood
not only as climate policy but as a security and competi-
tiveness strategy. Europe’s answer to geopolitical insta-
bility should not be a return to fossil thinking. It should be
a faster, fairer and more coordinated transition to a clean
energy system. The goal is not only to reduce emissions.
It is to build an energy system that is affordable, resilient,
democratic and independent from the instabilities of the
fossil age.
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Reforming European Defence Procurement to
Boost Military Innovation and Startups

The war in Ukraine has demonstrated how battlefields are evolving rapidly, with new
technologies shaping military strategy and tactics. Increasingly, these technologies are
being provided by startup firms, rather than by established contractors. To incorporate these
new firms into the defence ecosystem, procurement practices around the world need to

be adapted, including in Europe. We show that defence procurement in selected European
countries is primarily directed at their ten largest contractors, with typically less than 30%
of total order volume going to other firms. This contrasts with the United States, where the
largest “prime contractors” take up a substantially smaller share of the market. Israel and
Ukraine also have robust policies in place to ensure the inclusion of young, innovative firms
in military procurement. European defence ministries must show greater willingness to enter
into contractual arrangements with new players within and outside their territories, as only
contracts can lead to the necessary growth and scaling up of new technologies and the
competition that is needed to reduce prices for defence products.

The experience in Ukraine of real-time battlefield innova-
tion and rapidly changing defence technologies has gen-
erated a stream of lessons for military forces. The arma-
ment strategies of the United States, the United Kingdom
and France, among others, are starting to reflect these
lessons. The US Department of War (2025), for example,
issued an Acquisition Transformation Strategy to accel-
erate delivery of high-tech weaponry in November 2025,
while the UK Strategic Defence Review 2025 shows a
substantive doctrinal shift characterised by the integra-
tion of conventional forces with digitally enabled and in-
creasingly autonomous systems such as drones (Ministry
of Defence, 2025).
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But is Europe’s defence-industrial base ready to supply
sufficient unmanned aerial systems and other weaponry
of the sort deployed and tested in Ukraine (Andrianijc,
2025; Thomas, 2025)? Béraud-Sudreau et al. (2026)
showed a substantial increase in the number of startup
defence firms active in Europe, many specialising in new
defence technology. Despite the emergence of these
firms, actual procurement, especially within European
Union nations, remains focused on established military
systems and large incumbent defence manufacturers.

Transaction costs and information asymmetries tend to fa-
vour established procurement relationships. A deliberate
effort is needed to include new tech firms in the order pro-
cess. Otherwise, defence procurement may miss significant
innovation that exists outside the traditional defence indus-
trial base. Failing to benefit from such innovation would
have implications for both security and growth (Gazzani et
al., 2025). A basic question for European governments up-
dating their military strategies is therefore how procurement
processes can be reformed to strengthen innovation and
facilitate the entry of new firms. Ukraine has already suc-
cessfully transformed its military procurement into a highly
decentralised and digitalised system, sometimes described
as an “Amazon for weaponry” (Kuzan, 2025).

This paper goes beyond the benefits of deeper defence

market integration (Mejino-Lopez & Wolff, 2025; Wolff et
al., 2025b) to argue that national acquisition practices

Intereconomics 2026 | 4


https://creativecommons.org/licenses/by/4.0/

impede the introduction of new firms in many European
countries. Using data from the Kiel Military Procurement
Tracker (Wolff et al., 2025a), the paper shows that most
contracts still go to large incumbent firms and established
technologies. The paper then analyses procurement re-
forms aimed at improving access for new firms, and offers
recommendations for European policymakers.

European rearmament: Slow and focused on old-
tech and incumbent firms

It has proved difficult to address lengthy military procure-
ment processes in Europe and the biases European pro-
curement agencies have in favour of established players.
Wambach et al. (2023), in a report to Germany’s Federal
Ministry for Economic Affairs and Energy, emphasised the
need to reform military procurement to enable experimen-
tation and much faster acquisition. They argued that cur-
rent procurement rules are ill-suited to rapid technologi-
cal change and high-intensity conflict and that the Bun-
deswehr should integrate innovation at operational speed,
rather than through lengthy, risk-averse programmes.

The report also called for greater military uptake of dual-
use, civilian-derived technologies and private-sector R&D,
allowing commercially developed systems to be tested,
adapted and deployed iteratively. In the past, similar con-
cerns about delays and inefficiencies have prompted re-
peated discussions about reforming Germany’s Federal
Office of Bundeswehr Equipment, Information Technology
and In-Service Support (BAAINBw, Bundesamt fiir Ausris-
tung, Informationstechnik und Nutzung der Bundeswehr),
the authority responsible for defence procurement (see
KPMG, 2016).

Germany’s court of auditors, the Bundesrechnungshof,
has reported years-long delays in implementing capabili-
ties. For example, 16 years after commissioning the first
K130 corvette for the German navy, five corvettes are in
use, but there is still no capacity to fly drones from these
vessels, though this is considered essential (Bundesrech-
nungshof, 2025). This example illustrates both slow pro-
curement processes and the difficulty German procure-
ment faces in integrating modern and by now standard
technology into its rearmament efforts. Similar examples
can be found in the US and most other European coun-
tries (Kapstein & Oudot, 2009).

An analysis of Wolff et al. (2025a) shows that up to 2024,
the list of defence contractors in the United Kingdom, Ger-
many and Poland contained only two startups. The UK
contracted the American firm Anduril Industries for £17 mil-
lion in 2023 to explore the implementation of its command-
and-control software across the country’s defence plat-
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Figure 1

Military procurement share of the ten largest
contractors in Europe and the US, 2020-2025
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Source: Bruegel based on Wolff et al. (2025a) and US General Services
Administration.

forms (Ministry of Defence, 2023), and in 2021, Germany
ordered four armoured vehicles as a proof of concept from
Dutch startup Defenture (Geiger, 2021). In 2025, German
defence startups Quantum Systems, Helsing and Stark
Defence received significant orders for drones (Nienaber &
Kyriasoglou, 2025).

Defence procurement in Europe is strongly geared to-
wards large and established players. The top 10 contrac-
tors account for between 67% and 90% of military pro-
curement in Germany, Poland and the UK, while the top
10 contractors in the US account for less than 40% of
spending (Figure 1, Tables 1 and 2). Therefore, we take a
deeper look at how the US has changed its procurement
strategy in the following section.

US-European comparisons should be interpreted cau-
tiously because US public spending on defence R&D is
much higher than in European countries (Figure 2). The
US also has 469 more defence startups than European
countries (Figure 3). Beyond defence, Europe (including
Ukraine and the UK) has roughly one-third of the startups
of the US (European Investment Bank, 2019, 2020), and
these European startups attract less venture capital fund-
ing and are more likely to rely on public support.

How US military procurement has changed to im-
prove access for new firms

During the 1990s, US defence procurement became more
concentrated, with mergers reducing competition (Carril
& Duggan, 2020), while standard acquisition rules tended
to favour firms with prior government contracting experi-
ence over smaller and more innovative entrants (National
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Table 1
Top 10 defence contractors in selected European countries’ procurement, billion euros, 2024 prices

2020 2021 2022 2023 2024 2025 Total
Germany 31.2 26.6 23.0 431 57.1 75.2 256.3
Bw Bekleidungsmanagement 0.3 0.1 1041 0.0 3.0 20.5 341
Rheinmetall 0.8 1.7 1.0 2.3 8.5 12.7 27.0
Airbus 1041 91 0.1 2.8 3.8 0.2 25.9
BWI 77 2.6 0.1 0.6 6.6 1.5 19.1
HIL GmbH 0.0 0.0 0.0 13.7 0.0 0.0 13.7
RTX 0.0 0.0 0.0 3.4 3.9 4.3 1.5
Damen Group 6.9 0.0 0.0 0.0 3.5 0.0 10.4
Boeing 0.0 1.3 0.4 8.5 0.0 0.0 10.2
Lockheed Martin 0.0 0.0 9.1 0.0 0.0 0.0 9.1
General Dynamics 0.0 0.0 0.0 0.0 0.0 8.5 8.5
All other companies 5.4 11.8 2.3 11.8 27.8 27.6 86.8
Equipment spending 13.2 1.9 10.5 13.2 19.8 n.a. 68.6
Poland 5.2 7.3 181 6.9 25.1 10.0 72.6
PGZ 0.2 2.3 21 0.6 6.2 3.3 14.7
Hanwha Group 0.0 0.0 6.2 2.3 1.5 0.0 9.9
Boeing 0.0 0.0 0.0 0.1 9.3 0.3 9.7
Lockheed Martin 4.9 0.0 0.0 0.0 1.6 0.0 6.5
General Dynamics 0.0 4.8 0.0 1.3 0.0 0.0 6.1
RTX 0.0 0.0 0.0 0.2 1.3 2.4 3.9
Hyundai Group 0.0 0.0 3.5 0.0 0.0 0.0 3.5
Korea Aerospace Industries 0.0 0.0 3.1 0.0 0.0 0.0 341
Leonardo 0.0 0.0 1.9 0.0 0.0 0.0 1.9
Kongsberg 0.0 0.0 0.0 1.8 0.0 0.0 1.8
All other companies 0.1 0.3 1.3 0.5 5.3 41 11.5
Equipment spending 4.7 5.4 4.6 10.9 13.7 22.0 61.3
United Kingdom 5.7 6.5 19.7 10.0 15.8 25.6 83.3
BAE Systems 3.3 0.9 1.9 6.1 0.1 0.4 22.6
Rolls-Royce 0.0 0.0 0.1 0.0 0.0 10.9 11.0
MBDA 0.0 0.8 0.4 0.0 8.2 0.6 9.9
Thales 0.7 0.6 0.0 0.2 2.6 1.6 5.7
Boeing 0.0 0.8 1.0 0.0 24 0.0 41
Lockheed Martin 0.3 0.3 0.2 0.3 0.0 1.4 25
Babcock 0.0 0.1 0.0 0.5 0.0 1.8 2.5
QinetiQ 0.4 0.0 0.0 0.0 0.0 1.7 2.2
BMT 0.0 0.0 0.0 1.9 0.0 0.0 1.9
Leonardo 0.4 0.0 0.6 0.1 0.0 0.4 1.6
All other companies 0.6 3.0 5.6 0.8 2.6 6.7 19.2
Equipment spending 18.0 22.5 20.4 22.0 25.9 29.7 138.5

Note: Includes the “main company” in procurement orders recorded in Wolff et al. (2025a). “Equipment spending” is based on NATO data, which provides
estimates for 2024.

Source: Bruegel based on Wolff et al. (2025a) and NATO.

Intereconomics 2026 | 4



Table 2

Defence Industry

Top 10 defence contractors in US procurement, US$ billions, 2024 prices

2020 2021 2022 2023 2024 2025 Total
United States 699.2 508.8 409.0 456.9 445.9 450.3 29701
Lockheed Martin 124.0 52.6 45.2 68.7 41.5 48.9 380.9
RTX 23.9 26.9 25.4 30.0 24.3 30.0 160.4
Boeing 36.0 29.4 14.5 22.2 19.5 19.9 141.4
General Dynamics 36.4 22.7 21.3 22.6 3.4 0.7 107.0
Northrop Grumman 20.1 16.2 13.2 15.2 1.5 8.9 85.1
Huntington Ingalls 12.9 79 5.3 9.2 5.4 10.0 50.7
L3Harris 10.5 7.7 6.1 6.5 6.1 5.5 42.6
Humana 11.5 9.4 7.6 7.8 341 0.0 39.3
Pfizer 0.0 17.5 16.5 1.9 0.0 0.0 35.8
BAE Systems 10.8 4.8 5.0 7.5 25 0.0 30.5
All other companies 413.2 313.8 249.0 265.3 328.8 326.3 1896.4
Equipment spending 294.3 271.3 231.0 251.9 271.0 287.6 16071

Note: “Equipment spending” is based on NATO data, which provides estimates for 2024 and 2025.

Source: Bruegel based on US General Services Administration.

Research Council, 2014). To address these barriers to en-
try, the Department of Defence (DoD) introduced three re-
forms aimed at widening access for new suppliers.

Small Business Innovation Research/Small Business
Technology Transfer

The Small Business Innovation Research/Small Business
Technology Transfer SBIR/STTR programme allows gov-

Figure 2
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ernment departments to fund R&D in small businesses.!
The US Air Force reformed its SBIR programme in 2018
by introducing an “open topic” solicitation mechanism
(Government Accountability Office [GAO], 2025b) that al-
lows small businesses to suggest technologies for fund-

1 The US Congress increased the funds set aside for SBIR contracting
through the 2011 SBIR/STTR Reauthorization Act, which required the
DoD to allocate larger shares of its budget to SBIR and STTR (National
Research Council, 2014).

Figure 3
Numbers of defence startups, as of January 2026
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Figure 4

Value of Department of Defence Small Business Innovation Research/Small Business Technology Transfer

awards by agency, USS$ billions, 2024 prices
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ing (GAO, 2025a). Since the reform, the DoD has in-
creased its spending via this programme (Figure 4).

Howell et al. (2025) provide rigorous causal evidence that
winning open-topic SBIR awards increases small busi-
nesses’ sales to the DoD, along with their numbers of pat-
ents and venture capital funding, while conventional SBIR
awards have no significant effect. National Academy of
Sciences (2026) finds that open-topic competitions ex-
panded SBIR participation. Firms receiving SBIR/STTR
awards account for roughly one third of all companies
conducting R&D for the DoD, though they receive only
11% of its research spending.

Multiple-award contracting

The DoD uses indefinite-delivery, indefinite-quantity
(IDIQ) framework contracts to make purchases without
specifying quantities or delivery times at the time of
the award (Congressional Research Service, 2024). An
IDIQ may be awarded either to a single company or to
multiple vendors. When these contracts are awarded to
multiple firms, vendors compete for subsequent orders,
and some orders can be reserved for small businesses
(GAO, 2021).

The 2013 Better Buying Power Initiative (BBP 2.0) pro-
moted the use of multiple-award IDIQ framework con-
tracts (Under Secretary of Defense, 2013). This reform

seems to have expanded small business opportunities
(see Figure 5)? and multiple-award IDIQs are associated

2 In 2025, orders from small businesses placed through multiple-award
IDIQs amounted to US $37 billion, while small-business orders placed
through single-award IDIQs were US $24 billion.

Figure 5
Share of Department of Defence awards to small
businesses by contracting vehicle
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Percentage change in small business sales to the Department of Defence following inclusion in indefinite-delivery,

indefinite-quantity framework contracts (IDIQs)

Central estimate 95% CI (low)* 95% ClI (high)*
Multiple-award IDIQs 456% 298% 678%
Single-award IDIQs 168% 116% 233%

Notes: Percentage changes are calculated relative to small businesses that received other types of contracts (e.g. definitive delivery or definitive quantity
contracts). Estimates are derived from log-point coefficients and converted to percentages using (e?-1)x100, where B denotes the estimated log-point
association. Results show trends following the first inclusion of a small business in an IDIQ contract and should not be interpreted as causal effects. * The
95% confidence intervals show the highest and lowest values consistent with the data. Results show trends following the first inclusion of a small business

in an IDIQ contract and should not be interpreted as causal effects.

Source: Bruegel based on US GSA.

with larger subsequent DoD sales than single-award
IDIQs (see Table 3).

The Defence Innovation Unit

The Defence Innovation Unit (DIU) was created in 2015 to
hasten the take up of commercial technologies in the DoD
(DIU, 2024). Based in Silicon Valley, it sets out a defence
challenge, invites innovative companies to submit short
proposals and funds the development of prototypes
(GAO, 2025a). Successful products are then made availa-
ble for procurement through the DIU’s Commercial Solu-
tions Catalog.® In 2020, the DIU received 1,016 proposals,
more than double the previous year (Figure 6). Even
though few of these proposals became operational

3 https:/www.diu.mil/solutions/portfolio/catalog

Figure 6
Number of proposals received by the Defence
Innovation Unit
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products,* government reporting has found that the DIU
has demonstrated the military application of commercial
technologies (U.S. Department of War, 2020).

Beyond the US: Policies for defence innovation and
small business in four countries

France

In 2018, France’s defence ministry issued a broad poli-
cy framework to improve access to defence procure-
ment (Ministry of Armed Forces, 2024). The Agence de
I'Innovation de Défense (AID) was created to support
innovation at small businesses and startups through
grants, project-based funding and the opportunity to test
prototypes in Ukraine (AID, 2024; Ministry of Defence of
Ukraine, 2026). Policy reforms also took place at the pro-
curement agency (Direction générale de I'armement) to
simplify procedures and shorten timelines. These chang-
es appear to have increased the role of smaller firms, with
the share of defence spending reaching small and mid-
sized firms rising from 14% in 2022 to 25% in 2024 (Direc-
tion générale de 'armement, 2024).5

Germany

In February 2026, Germany inaugurated a new armed
forces innovation centre (Innovationszentrum Bun-
deswehr) that expands earlier pilot projects, such as the
Innovation Lab System Soldier (Innovations Labor System
Soldat; Westhdfer, 2025) into a centrally coordinated in-
novation hub. The centre’s goal is to accelerate innovation
by hosting soldiers, planners, researchers, procurement
experts and industry partners, including startups and
dual-use technology firms (Henckel, 2026). However, Ger-

4 Of all proposals submitted since 2016, about 6% have been awarded
a contract for prototype development (Figure 6).
5 The 2024 figure includes startups.
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many’s main military procurement authority is ultimately
responsible for orders, and an institutionalised innovation
centre does not in itself guarantee procurement funds
(Rolofs, 2026).

Ukraine

Following Russia’s full-scale invasion in 2022, Ukraine
reformed its procurement to speed up the deployment
of new military technologies. A decree allowing the bat-
tlefield use of new or experimental systems® reduced de-
ployment times from one or two years to as little as two
weeks (Bondar, 2025), while digital procurement created
faster routes from development to military order (Govern-
ment of Ukraine, 2025). In 2023, Ukraine launched Brave1,
a platform to provide financial and organisational as-
sistance to defence technology projects.” Following the
launch of Bravel Market on 28 April 2025, Ukrainian mili-
tary units have been able to purchase defence technolo-
gies directly from manufacturers (Digital State UA, 2025).

Israel

Israel’s Directorate of Defense, Research and Develop-
ment (DDR&D) works to incorporate startups in defence
procurement. Between October 2023 and September
2024, the defence ministry placed orders worth US $189
million with 86 startups and small companies, five times
more than in the previous year (Elmas, 2024; DDR&D,
n.d.-a). The DDR&D provides startups and innovative or-
ganisations with administrative support, contractual ben-
efits (DDR&D, n.d.-b). field testing opportunities and fund-
ing for research and the development of prototypes.®

Reforming defence procurement to favour innovation

EU countries can learn how to build a more innovative de-
fence-industrial ecosystem from the experience of other
countries. Innovation and new technologies need to play
a larger role in procurement if Europe’s armed forces are
to be equipped for modern warfare, with potential spillo-
vers to the wider economy.

Furthermore, in the current geopolitical circumstances,
the share of European technology in European defence
procurement should be increased to reduce one-sided
dependence, since European defence procurement re-
mains highly dependent on US technology (Mejino-Lépez
& Wolff, 2025).

6 Available at https://ips.ligazakon.net/document/KP221097?an=1.

7 See https://bravel.gov.ua/en/.

8 Depending on their project and type, organisations receive support
ranging from US $170,000 to US $4.7 million, as well as assistance
from DDR&D and the Israel Innovation Authority.

For defence startups, the problem of funding is the same as
that faced by startups in other sectors (Philippon & Véron,
2008). However, new high-tech defence companies need
access to actual orders — this is the main factor in ensur-
ing their growth. In this respect, what sets defence startups
apart from others are the barriers to entry into procurement
systems and the difficulty in eventually receiving substan-
tial government orders.

Military practices are changing rapidly and lessons must
be learned. Many of the new types of technology being
used in Ukraine will require changes in procurement pro-
cesses and different types of suppliers. To open military
procurement to new firms, four main changes should be
made to procurement policy.

Bring innovative firms into the early phases of the defence
acquisition process. The DIU in the US and Germany’s
new innovation centre can facilitate contacts between
smaller firms and governments. However, procurement
agencies will still tend to prioritise large companies as
less risky in fulfiling defence contracts. Establishing in-
novation centres should thus eventually lead to contracts.
This could be achieved, for example, by incentivising
minimum levels of procurement from small and medium-
sized companies.® National legislators in Europe should
consider mandatory minimum levels, as executive and
procurement agencies do not have an incentive to make
such changes.

Multiple players should be involved in the development of
new technology. All things considered, it is socially ben-
eficial to have competition in the marketplace. Govern-
ments should fund several different companies for the
development of specific new technologies. While this
means higher costs in the development phase, devel-
opment costs can be recovered later thanks to greater
competition and lower prices for the final products. One
example is the UK’s Project Nightfall. It aims to develop a
new ballistic missile for Ukraine, with the UK government
selecting three “industry teams” to develop this technolo-
gy, rather than giving an upfront contract to one firm. The
goal is to get better technology at lower cost (Government
of the United Kingdom, 2026). Governments could make it
a requirement to support efforts to develop new technol-
ogy at more than one company.

Offer multiple vendor framework contracts. New high-tech
companies that pass the development phase will need to
compete for orders. Governments should give orders to
multiple companies whenever possible, via framework

9 While the US has such a target in place (Government Accountability
Office, 2021), this may be reviewed. See Gonzalez-Tablada (2026).
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contracts. Multiple companies offering supplies can gen-
erate greater production capacity, as firms have to com-
pete on the basis of credible offers to produce by dead-
lines. Variety in manufacturing could also contribute to
military resilience by providing insurance against attacks
on any one facility or site-specific production problems.
Multiple companies in a framework contract also ensure
competition and greater price effectiveness of procure-
ment. Bureaucratic practices could be changed by intro-
ducing mandatory multiple framework contracts, at least
for less-specialised products.

Increase procurement decentralisation for small-scale and
fast-developing technologies. Ukraine offers important
lessons for procurement reform under battlefield condi-
tions. While some of the reforms Ukraine has implement-
ed may seem too audacious for armies outside of bat-
tle, national policymakers should lay the foundations by
building infrastructures for more decentralised procure-
ment through a government-established marketplace.
More decentralised procurement would create a double
benefit for military commanders and for the ecosystem of
defence companies. For example, Germany has not yet
been able to find ways of procuring drones for its K130
corvette. Empowering and providing limited budgets to
military leaders, such as captains of ships, to order di-
rectly from a marketplace, may be a way to foster military
innovation and fix holes in military capacities that current
procurement agencies and processes have been unable
to fix.

The European market for defence products is fragmented
with national procurement agencies and national mar-
kets. This means some markets may be too small to sup-
port the emergence of a new defence ecosystem. Frag-
mentation may also prevent the scaling up of companies
into players that can innovate and produce at competitive
prices. Opening up defence markets and deeper defence
market integration are critically important if Europe is to
build up an independent capacity for cutting-edge de-
fence technologies.

References

Agence de I'lnnovation de Défense. (2024). Bilan d’activités 2024. Agence
de Ilnnovation de Défense, Direction générale de I'armement,
Ministére des Armées.

Andrianijc, M. B. (2025, July 14). A Western-funded drone surge could end
Russia’s invasion of Ukraine. UkraineAlert. Atlantic Council.

Béraud-Sudreau, L., Droff, J., Malizard, J., & Szego, E. (2026). ‘Redefin-
ing the Defense Industry: An Empirical Analysis of New Defense Firms
in Europe’, mimeo

Bondar, K. (2025). How Ukraine rebuilt its military acquisition system around
commercial technology. Center for Strategic and International Studies.

ZBW - Leibniz Information Centre for Economics

Defence Industry

Bronk, J. (2025). NATO should not replace traditional firepower with
“drones”. RUSI Defence Systems, 27.

Bundesrechnungshof. (2025). Bemerkungen 2025 zur Haushalts- und
Wirtschaftsfuhrung des Bundes.

Carril, R., & Duggan, M. (2020). The impact of industry consolidation on
government procurement: Evidence from Department of Defense
contracting. Journal of Public Economics, 184.

Congressional Research Service. (2024, November 12). Indefinite deliv-
ery, indefinite quantity contracts. In Focus.

Defense Advanced Research Projects Agency. (2025). DARPA agency fi-
nancial report fiscal year 2024.

Defense Innovation Board. (2025). Scaling nontraditional defense innova-
tion.

Defense Innovation Unit. (2024, February 7). DIU 3.0: Scaling defense in-
novation for strategic impact.

Defense Innovation Unit. (2025). Defense Innovation Unit: Other Transac-
tion Contract and Success Memo Guidance.

Digital State UA. (2025, April 28). Ukraine Launches Bravel Market for De-
fense Innovation.

Direction générale de I'armement. (2024, June 18). Le ministére des Armé-
es renforce son plan d’action en faveur des PME, ETI et start-ups [Press
Release]. Ministére des Armées et des Anciens Combattants.

Directorate of Defense, Research & Development. (n.d.-a). MAFAT For
Startups.

Directorate of Defense, Research & Development. (n.d.-b). Green Lane.

Elmas, D. S. (2024, December 8). Jump in Defense Ministry orders from
Israeli startups. Globe.

European Investment Bank. (2019). Investment report 2019/2020: Acceler-
ating Europe’s transformation.

European Investment Bank. (2020). From starting to scaling: How to foster
startup growth in Europe.

Fusco, R. (2013). An analysis of multiple award IDIQ contracts [Unpub-
lished manuscript]. Naval Postgraduate School.

Gazzani, A., Martinez, J., Natoli, F., & Surico, P. (2025). The public origins
of American innovation. CEPR Discussion Paper, 20788.

Geiger, W. (2021, August 5). Bundeswehr beauftragt Defenture mit der En-
twicklung neuer Fahrzeuge fir die Spezialkréfte. Europdische Sicherheit
& Technik.

Gonzalez-Tablada, C. (2026, January 23). 8(a) Client Alert: Secretary Heg-
seth Directs Line-by-Line Review of All Small Business Sole-Source and
Set-Aside Awards Over $20 Million. Maynard Nexsen.

Government Accountability Office. (2017). Federal contracts: Agencies
widely used indefinite contracts to provide flexibility to meet mission
needs.

Government Accountability Office. (2021). Small business contracting: Ac-
tions needed to implement and monitor DOD’s small business strategy.

Government Accountability Office. (2023). Research and development:
DOD benefited from financial flexibilities but could do more to maximize
their use: Report to congressional committees.

Government Accountability Office. (2025a). Defense Innovation Unit ac-
tions needed to assess progress and further enhance collaboration.
Government Accountability Office. (2025b). Small business research pro-
grams clearer guidance could improve award data to more effectively

measure outcomes.

Government Accountability Office. (2025c). Defense acquisition reform:
Persistent challenges require new iterative approaches to delivering ca-
pability with speed.

Government of Ukraine. (2025, May 22). Ministry of Economy: State pro-
cures 50,000 drones for military via Prozorro Market.

Government of the United Kingdom. (2026, January 11). UK to develop
new deep strike ballistic missile for Ukraine [Press releasel].

Henckel, O. (2026) February 2). Pistorius erdffnet Innovationszentrum der
Bundeswehr in Erding. Bundeswehr.

Howell, S. T., Rathje, J., Reenen, J. V., & Wong, J. (2025). Opening up mili-
tary innovation: Casual effects of “bottom-up” reforms to US defense
research. NBER Working Paper, 28700.

Kapstein, E. B., & Oudot, J.-M. (2009). Reforming defense procurement:
Lessons from France. Business and Politics, 11(2), 1-25.

KPMG. (2016, January). German Ministry of Defense (Publication No.
133111-G). KPMG International.

Kuzan, S. (2025, September 3). Pick and mix: Ukraine opens an Amazon
for weaponry. Insights & Analysis. Center for European Policy Analysis.

231


https://www.defense.gouv.fr/sites/default/files/aid/Bilan%20d%27activite%CC%81s-2024.pdf
https://www.csis.org/analysis/how-ukraine-rebuilt-its-military-acquisition-system-around-commercial-technology
https://www.csis.org/analysis/how-ukraine-rebuilt-its-military-acquisition-system-around-commercial-technology
https://www.rusi.org/explore-our-research/publications/rusi-defence-systems/nato-should-not-replace-traditional-firepower-drones
https://www.rusi.org/explore-our-research/publications/rusi-defence-systems/nato-should-not-replace-traditional-firepower-drones
https://www.bundesrechnungshof.de/SharedDocs/Kurzmeldungen/EN/2025/bemerkungen-2025/kurzmeldung.html
https://www.bundesrechnungshof.de/SharedDocs/Kurzmeldungen/EN/2025/bemerkungen-2025/kurzmeldung.html
https://www.sciencedirect.com/science/article/pii/S0047272720300050?via%3Dihub
https://www.sciencedirect.com/science/article/pii/S0047272720300050?via%3Dihub
https://www.sciencedirect.com/science/article/pii/S0047272720300050?via%3Dihub
https://www.congress.gov/crs-product/IF12558
https://www.congress.gov/crs-product/IF12558
https://www.darpa.mil/about/budgets-testimony#budgets
https://www.darpa.mil/about/budgets-testimony#budgets
https://stib.cto.mil/wp-content/uploads/2026/01/2025-2_DIB-ScalingNontraditionalDefenseInnovation_250113PUBLISHED_9ee4ae.pdf
https://stib.cto.mil/wp-content/uploads/2026/01/2025-2_DIB-ScalingNontraditionalDefenseInnovation_250113PUBLISHED_9ee4ae.pdf
https://www.diu.mil/latest/diu-3-0-scaling-defense-innovation-for-strategic-impact
https://www.diu.mil/latest/diu-3-0-scaling-defense-innovation-for-strategic-impact
https://s3.us-gov-west-1.amazonaws.com/publicdocs.diu.mil/DIU_Success_Memo_Walkthrough_Feb25.pdf
https://s3.us-gov-west-1.amazonaws.com/publicdocs.diu.mil/DIU_Success_Memo_Walkthrough_Feb25.pdf
https://digitalstate.gov.ua/news/tech/brave1-market-ukrayina-zapuskaye-marketpleys-viyskovykh-innovatsiy
https://digitalstate.gov.ua/news/tech/brave1-market-ukrayina-zapuskaye-marketpleys-viyskovykh-innovatsiy
https://www.defense.gouv.fr/dga/actualites/ministere-armees-renforce-son-plan-daction-faveur-pme-eti-start-ups
https://www.defense.gouv.fr/dga/actualites/ministere-armees-renforce-son-plan-daction-faveur-pme-eti-start-ups
https://ddrd-mafat.mod.gov.il/en/mafat-for-startups
https://ddrd-mafat.mod.gov.il/en/mafat-for-startups
https://ddrd-mafat.mod.gov.il/en/mafat-for-startups/green-lane
https://en.globes.co.il/en/article-defense-ministry-orders-from-israeli-startups-jumps-1001496278
https://en.globes.co.il/en/article-defense-ministry-orders-from-israeli-startups-jumps-1001496278
https://www.eib.org/en/publications/investment-report-2019
https://www.eib.org/en/publications/investment-report-2019
https://www.eib.org/en/publications/from-starting-to-scaling
https://www.eib.org/en/publications/from-starting-to-scaling
https://apps.dtic.mil/sti/tr/pdf/ADA567160.pdf
Centre for Economic Policy Research. https://cepr.org/publications/dp20788
Centre for Economic Policy Research. https://cepr.org/publications/dp20788
https://esut.de/2021/08/meldungen/ruestung2/29049/defenture-fahrzeuge-spezialkraefte/
https://esut.de/2021/08/meldungen/ruestung2/29049/defenture-fahrzeuge-spezialkraefte/
https://esut.de/2021/08/meldungen/ruestung2/29049/defenture-fahrzeuge-spezialkraefte/
https://www.maynardnexsen.com/publication-8-a-client-alert-secretary-hegseth-directs-line-by-line-review-of-all-small-business-sole-source-and-set-aside-awards-over-20-million-1
https://www.maynardnexsen.com/publication-8-a-client-alert-secretary-hegseth-directs-line-by-line-review-of-all-small-business-sole-source-and-set-aside-awards-over-20-million-1
https://www.maynardnexsen.com/publication-8-a-client-alert-secretary-hegseth-directs-line-by-line-review-of-all-small-business-sole-source-and-set-aside-awards-over-20-million-1
https://www.gao.gov/products/gao-17-329
https://www.gao.gov/products/gao-17-329
https://www.gao.gov/products/gao-17-329
https://www.gao.gov/products/gao-22-104621
https://www.gao.gov/products/gao-22-104621
https://www.gao.gov/products/gao-23-105822
https://www.gao.gov/products/gao-23-105822
https://www.gao.gov/products/gao-23-105822
https://www.gao.gov/products/gao-25-106856
https://www.gao.gov/products/gao-25-106856
https://www.gao.gov/products/gao-25-107942
https://www.gao.gov/products/gao-25-107942
https://www.gao.gov/products/gao-25-107942
https://www.gao.gov/products/gao-25-108528
https://www.gao.gov/products/gao-25-108528
https://www.gao.gov/products/gao-25-108528
https://www.kmu.gov.ua/en/news/minekonomiky-50-tysiach-droniv-dlia-viiska-zakupyla-derzhava-v-prozorro-market
https://www.kmu.gov.ua/en/news/minekonomiky-50-tysiach-droniv-dlia-viiska-zakupyla-derzhava-v-prozorro-market
https://www.gov.uk/government/news/uk-to-develop-new-deep-strike-ballistic-missile-for-ukraine
https://www.gov.uk/government/news/uk-to-develop-new-deep-strike-ballistic-missile-for-ukraine
https://www.bundeswehr.de/de/meldungen/pistorius-innovationszentrum-erding-6064142
https://www.bundeswehr.de/de/meldungen/pistorius-innovationszentrum-erding-6064142
https://doi.org/10.3386/w28700
https://doi.org/10.3386/w28700
https://doi.org/10.3386/w28700
https://doi.org/10.2202/1469-3569.1264
https://doi.org/10.2202/1469-3569.1264
https://assets.kpmg.com/content/dam/kpmg/pdf/2016/02/german-defense-case-study.pdf
https://cepa.org/article/pick-and-mix-ukraine-opens-an-amazon-for-weaponry/
https://cepa.org/article/pick-and-mix-ukraine-opens-an-amazon-for-weaponry/

232

Mejino-Lopez, J., & Wolff, G. B. (2025). Boosting the European defence
industry in a hostile world. Intereconomics, 60(1), 34-39.

Ministry of Armed Forces. (2024, July 5). Instruction N° 5871/ARM/CAB
relative au Plan d’action PEPS du ministere des armeées en faveur des
entreprises de taille intermédiaires (ETI), des petites et moyennes entre-
prises (PME) et des start-ups. Bulletin officiel des armées.

Ministry of Defence. (2023, November 2). £717 million contract awarded for
force protection technology. Strategic Command.

Ministry of Defence. (2025). The Strategic Defence Review 2025 - Making
Britain Safer: secure at home, strong abroad (Policy Paper).

Ministry of Defence of Ukraine. (2026, February 25). Strengthening de-
fence cooperation with France: the new Brave France initiative.

National Academy of Sciences. (2026). Review of the SBIR and STTR Pro-
grams at the Department of Defense (Consensus Study Report).

National Research Council. (2014). SBIR at the Department of Defense.

Nienaber, M. & Kyriasoglou, C. (2025, December 11), Quantum Systems
Set to Win $246 Million German Army Drone Order. Bloomberg.

Philippon, T., & Véron, N. (2008). Financing Europe’s fast movers. Policy
Brief, 2008/01. Bruegel.

Pitel, L. (2026, February 10). Daniel Ek and Peter Thiel-backed start-ups
win German military drone contracts. Financial Times.

Rolofs, O. (2026, February 3). Innovationszentrum der Bundeswehr in Erd-
ing: Tempo fr Innovation und Beschaffung. ES&T.

Thomas, R. (2025, 12 February). Drones now account for up to 80% of cas-
ualties in the Ukraine—Russia war. Army Technology.

Under Secretary of Defense. (2013, April 24). Implementation Directive for
Better Buying Power 2.0 — Achieving Greater Efficiency and Productivity
in Defense Spending.

U.S. Department of Defense. (2023). Small business strategy.

U.S. Department of War. (2020, September 23). Contracts for Sep. 23,
2020.

U.S. Department of War. (2025). Acquisition transformation strategy.

Wambach, A., Engel, C., Harhoff, D., Ockenfels, A., & Schmidt, K. (2023).
Bundeswehr besser ausrlisten — aber wie? Bundesministerium fir
Wirtschaft und Klimaschutz (BMWK).

Westhdfer, H. (2025, April 30). Bundeswehr erprobt im eigenem Innovation-
slabor Drohnen der ndchsten Generation. Bundeswehr.

Wolff, G., Burilkov, A., Bushnell, K., Kharitonov, I., Mejino-Lépez, J., &
Morgan, T. (2025). Kiel Military Procurement Tracker [Data set]. Kiel In-
stitute for the World Economy.

Wolff, G., Steinbach, A., & Zettelmeyer, J. (2025). The governance and
funding of European rearmament. Policy Brief, 15/2025. Bruegel.

Intereconomics 2026 | 4


https://doi.org/10.2478/ie-2025-0007
https://doi.org/10.2478/ie-2025-0007
https://www.prefectures-regions.gouv.fr/occitanie/irecontenu/telechargement/118792/883746/file/Texte-certifie-348057-2.pdf
https://www.prefectures-regions.gouv.fr/occitanie/irecontenu/telechargement/118792/883746/file/Texte-certifie-348057-2.pdf
https://www.prefectures-regions.gouv.fr/occitanie/irecontenu/telechargement/118792/883746/file/Texte-certifie-348057-2.pdf
https://www.prefectures-regions.gouv.fr/occitanie/irecontenu/telechargement/118792/883746/file/Texte-certifie-348057-2.pdf
https://www.gov.uk/government/news/17million-contract-awarded-for-force-protection-technology
https://www.gov.uk/government/news/17million-contract-awarded-for-force-protection-technology
https://www.gov.uk/government/publications/the-strategic-defence-review-2025-making-britain-safer-secure-at-home-strong-abroad
https://www.gov.uk/government/publications/the-strategic-defence-review-2025-making-britain-safer-secure-at-home-strong-abroad
https://mod.gov.ua/en/news/strengthening-defence-cooperation-with-france-the-new-brave-france-initiative
https://mod.gov.ua/en/news/strengthening-defence-cooperation-with-france-the-new-brave-france-initiative
https://www.nationalacademies.org/projects/PGA-STEP-17-08
https://www.nationalacademies.org/projects/PGA-STEP-17-08
https://www.nationalacademies.org/projects/PGAD-Q-06-01-A/publication/18821
https://www.bloomberg.com/news/articles/2025-12-11/quantum-systems-set-to-win-210-million-german-army-drone-order
https://www.bloomberg.com/news/articles/2025-12-11/quantum-systems-set-to-win-210-million-german-army-drone-order
https://www.bruegel.org/policy-brief/financing-europes-fast-movers
https://www.ft.com/content/eea27ca8-75e4-4d8a-90e7-bbf98d90ece1?syn-25a6b1a6=1
https://www.ft.com/content/eea27ca8-75e4-4d8a-90e7-bbf98d90ece1?syn-25a6b1a6=1
https://esut.de/2026/02/meldungen/67506/innovationszentrum-der-bundeswehr-in-erding/
https://esut.de/2026/02/meldungen/67506/innovationszentrum-der-bundeswehr-in-erding/
https://www.army-technology.com/news/drones-now-account-for-80-of-casualties-in-ukraine-russia-war/
https://www.army-technology.com/news/drones-now-account-for-80-of-casualties-in-ukraine-russia-war/
 https://business.defense.gov/Portals/57/Documents/Attachment%209_BBP%202%20Implementation%20Directive.pdf
 https://business.defense.gov/Portals/57/Documents/Attachment%209_BBP%202%20Implementation%20Directive.pdf
 https://business.defense.gov/Portals/57/Documents/Attachment%209_BBP%202%20Implementation%20Directive.pdf
https://media.defense.gov/2023/jan/26/2003150429/-1/-1/0/small-business-strategy.pdf

https://www.war.gov/News/Contracts/Contract/Article/2358917/contracts-for-sep-23-2020/

https://www.war.gov/News/Contracts/Contract/Article/2358917/contracts-for-sep-23-2020/

https://media.defense.gov/2025/Nov/10/2003819441/-1/-1/1/ACQUISITION-TRANSFORMATION-STRATEGY.PDF
https://www.bmwk.de/Redaktion/DE/Publikationen/Ministerium/Veroeffentlichung-Wissenschaftlicher-Beirat/bundeswehr-besser-ausruesten.pdf
https://www.bmwk.de/Redaktion/DE/Publikationen/Ministerium/Veroeffentlichung-Wissenschaftlicher-Beirat/bundeswehr-besser-ausruesten.pdf
https://www.bundeswehr.de/de/organisation/ausruestung-baainbw/aktuelles/innovationslabor-drohnen-abwehr-5936478
https://www.bundeswehr.de/de/organisation/ausruestung-baainbw/aktuelles/innovationslabor-drohnen-abwehr-5936478
https://www.ifwkiel.de/publications/kiel-military-procurement-tracker-33232/
https://www.bruegel.org/policy-brief/governance-and-funding-european-rearmament
https://www.bruegel.org/policy-brief/governance-and-funding-european-rearmament

DOI: 10.2478/ie-2026-0043

Jurgen Matthes

International Relations

Intereconomics, 2026, 61(4), 233-239
JEL: F5, F13, F15

Free and Fair Trade Club — Deeper Cooperation
Between the EU and the CPTPP

The European Union and the Comprehensive and Progressive Agreement for Trans-Pacific
Partnership should build a lasting cooperation platform, which could be named the Free and
Fair Trade Club, in order to achieve various geostrategic aims. In addition to free and fair
trade, its guiding principles should include voluntary cooperation, variable geometry and open
plurilateralism. Pooling the economic weight of Free and Fair Trade Club members’ markets
would create a power base that these middle powers could leverage in relations with the great
powers, the United States and China, in the medium to longer term.

The US and China are undermining the rules-based inter-
national order by using power politics and by employing
coercive measures. The US uses blunt tariff and security
threats, and thus projects the power of its market size and
military might in order to force one-sided and unbalanced
trade and investment concessions from partners with an
aggressive focus on “America First” objectives.

China also uses coercive measures by exploiting its near
monopoly in the production of important and often criti-
cal raw materials to the serious detriment of affected part-
ners. Moreover, China’s state capitalism undermines the
world trading order by using loopholes in the multilateral
trade rules framework. Massive economic distortions —
that emanate from outsized direct and indirect subsidies
in the Chinese economy and from a large undervaluation
of its currency — contribute to the record merchandise
trade surplus of China. This beggar-thy-neighbour policy
comes at the costs of its trading partners and hollows out
their industrial bases.

Furthermore, the US and China defy international law: the
US does so in Venezuela and Iran, and China does so by
acting aggressively in the South China Sea and by threat-
ening Taiwan. Both countries propagate a world in which
might makes right.
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Canadian Prime Minister Mark Carney reacted to this
new global disorder in Davos with an important speech,
in which he called for middle powers “to work together to
counter the rise of hard power” (World Economic Forum,
2026). He argued that middle powers are becoming vic-
tims of a divide et impera approach of the great powers, as
the smaller countries compete for relative advantages by
bilaterally offering ever greater concessions to great power
demands. Instead of being played out against each other
by the great powers in bilateral formats, he calls for middle
powers to work together in order to be able to counter the
power play of the US and China. Carney puts the alterna-
tives very bluntly by saying that “if we’re not at the table,
we’re on the menu” (World Economic Forum, 2026).

Such an alliance is recommendable for various reasons. It is
not just a matter of preserving the international rules-based
order among the many remaining partners who still see
great value in this framework. Middle powers should also
build a counterweight that provides more protection against
threats and coercion — and that, in the best case, could
cause the great powers to rethink their approach. Such an
alliance could also form a possible platform for all countries
that are caught in the middle of the great hegemonial and
antagonistic competition between the US and China.

This article makes the case that the emerging cooperation
between the EU and the Comprehensive and Progressive
Agreement for Trans-Pacific Partnership (CPTPP) should
be developed into an open coordination platform that can
form the basis for such an alliance of middle powers. A
similar proposal had been made against a somewhat dif-
ferent background by Matthes and Kolev (2020).

The CPTPP is a plurilateral trade agreement with 12 mem-
bers: Australia, Brunei, Canada, Chile, Japan, Malaysia,
Mexico, New Zealand, Peru, Singapore, the United King-
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dom and Vietnam. CPTPP members represent about 13%
of world GDP and about 15% of global trade (Bercero,
2025). On top of this, several additional countries are cur-
rently interested in joining the CPTPP. However, China’s
accession plea does not appear very promising as Beijing
used coercive trade measures in recent political conflicts
with Australia and Japan, two important CPTPP mem-
bers. From the perspective of the EU, several free trade
agreements (FTAs) have already been concluded with
most CPTPP members except Brunei, while negotiations
are ongoing with Malaysia.

To be clear, the EU should not accede to CPTPP because
the latter is based on a US approach to FTAs, and the EU
is a rule-maker not a rule-taker. However, the countries of
both regional trade agreements should come together to
find agreement on cooperative approaches in pragmatic
ways. To this aim, such a cooperation platform should be
understood as a loose organisation that could be called a
Free and Fair Trade Club (FFTC). The FFTC would stand
roughly for about 30% of global GDP and global trade.
There is also the prospect of further enlargement be-
cause, if successful, this cooperation platform could also
be attractive for other emerging markets and developing
countries. India, for example, will probably not join the
CPTPP as this would require significant trade liberalisa-
tion that the Indian government is unlikely to concede.
However, a looser form of cooperation with the FFTC as a
platform might be attractive to India.

This article lays out options for coordination and coop-
eration within the FFTC. It first sets out the current state
of play after the first dialogue of the EU with the CPTPP
on 20 November 2025 and further cooperation signals is-
sued in the framework of the 14th Ministerial Conference
of the WTO in Cameroon (MC14) in March 2026. The ar-
eas of cooperation on trade and economic security cur-
rently envisaged or discussed are briefly depicted and are
interpreted as a framework of open plurilateralism. Based
on such cooperation and the assumed trust-building fur-
thered by that, the article then proposes additional areas
of strategic cooperation — going further into the direction
suggested in Carney’s speech, i.e. pooling the power of
middle powers and preparing options to project it. Mul-
tiple reasons are pointed out as to why an FFTC would
be in the strategic interest of the EU. Finally, the article
provides a conclusion and some caveats.

Building trust by cooperating on trade and economic
security

In the short term, the FFTC should work along the lines
already laid out by the CPTPP-EU Joint Ministerial State-
ment (2025) and the Joint Ministerial Statement (2026) on

the occasion of MC14. As such, it forms a platform for co-
operation on trade and economic security issues. Based
on such cooperation, trust can be built among FFTC
members, and further integration and cooperation steps
should be envisaged sooner rather than later.

Currently, several areas have been identified for a con-
structive CPTPP-EU cooperation by the Joint Ministe-
rial Statement (2025) and other authors (Bercero, 2025;
Schmucker, 2025; Yap, 2025; DIHK, 2026). These propos-
als can be arranged in the following way.

Commitment to the rules-based international trading order.
The Joint Ministerial statement (2025) is very pronounced
in its support for the WTO by underscoring the “commit-
ment to strengthening the rules-based, non-discrimina-
tory, open, free and fair, inclusive, equitable, sustainable,
and transparent multilateral trading system with the World
Trade Organization (WTO) at its core.” Moreover, the im-
portance of a functioning dispute settlement system is also
underlined. In this respect, the Multiparty Interim Appeal
Arbitration (MPIA), the temporary substitute for the Appel-
late Body in the WTO as the appeal institution, is supported
and other WTO members are encouraged to join the MPIA.

Commitment to prevent protectionism among its mem-
bers. On top of the Joint Ministerial statement’s clear but
rather general support for upholding open trade, the FFTC
should be more ambitious in this respect (Schmucker,
2025; DIHK, 2026): a mutual commitment to abstain from
WTO non-compliant and protectionist trade barriers
among FFTC members would be useful to reduce uncer-
tainty for firms in the club. Moreover, a mutual standstill
agreement is also recommendable for export restrictions
and economic coercion.

Trade liberalisation initiatives. There are also opportuni-
ties to open markets among FFTC members to a larger
degree than currently envisaged (Joint Ministerial State-
ment, 2025; Bercero, 2025; Schmucker, 2025), even
though a free trade agreement between the EU and the
CPTPP is not reasonable, as mentioned above.

¢ In merchandise trade, non-tariff barriers could be ad-
dressed and customs procedures further facilitated, as
envisaged by the Joint Ministerial Statement (2025). How-
ever, the FFTC should go further in reducing trade trans-
action costs. To this aim, mutual recognitions of conform-
ity assessments would be useful as well as a common
protocol for rules of origin (RoO) and the possibility of
RoO-cumulation (Bercero, 2025; Schmucker, 2025).

¢ |n services trade, non-tariff barriers can also be ad-
dressed. Moreover, trade integration in financial and
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potentially also selected professional services could
be explored. On top of that, an important opportunity
lies in facilitating digital trade and particularly secure
data flows in a meaningful way, as the Joint Ministerial
Statement (2025) broadly envisages.

WTO Reform. Regarding MC14, the Joint Ministerial State-
ment (2026) offers staunch support for the WTO. A par-
ticular focus is rightly laid on supporting plurilateral ap-
proaches (like the Agreement on Electronic commerce or
the Investment Facilitation for Development Agreement)
that should be incorporated into the WTO legal framework
— a step several other WTO members have again resisted.
Substantial progress is also needed with regard to im-
proved and more encompassing rules for industrial sub-
sidies and against competitive distortions, which the Joint
Ministerial Statement (2026) critically addresses.

Cooperation on economic security and supply chain resil-
ience. The Joint Ministerial Statement (2025) declares the
openness of the EU and the CPTPP members to cooper-
ate on supply chain resilience, building on an exchange
of views on this issue that was continued in the course of
MC14. Moreover, there was an exchange on experience
with diversification policies. The area of economic security
is particularly important in order to build trust and provides
important opportunities to enlarge the cooperation in the
future.

In summary, a key attractive feature of the FFTC would be
the possibility to coordinate voluntary cooperations in dif-
ferent forms on a plurilateral and multiregional basis. The
guiding principle should be open plurilateralism that wel-
comes other countries to join when they are prepared to
adhere to the respective rules of an agreement. Thus, var-
iable geometry would be an inherent feature of the FFTC
so that, depending on the topic, different coalitions of the
willing could form to foster common interests.

Building capacity and power

In the medium term, the FFTC should build organisa-
tional capacity. With regard to administrative structures,
a headquarter with a secretariat would be instrumental in
providing continuity and follow-up of decisions or initia-
tives. It would make the FFTC a much more effective or-
ganisation compared to the alternative of rotating leader-
ships by different members. In order to be time-effective,
regular top-level meetings need to take place regularly.
Interim working level meetings on specific topics are also
required, depending on the issues on the table.

In the medium to longer term, the overarching objective
of the FFTC would be to enable what Mark Carney laid
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out in his speech. First, it would entail building a coor-
dinated power base of middle powers that can be lever-
aged in conflicts with the great powers. This base can be
derived mainly from the combined market power of FFTC
members. As the US trade approach is also focused on
improving market access for US exports and as China re-
lies heavily on exports to meet its growth targets, FFTC
members wield a powerful lever in terms of the access
to their markets for the great powers. Second, this pow-
er can be used as mutual protection of FFTC members
against a divide et impera approach of the great powers.
Such potential would be mainly built on the defensive side
but could also have a more offensive side.

Defensive approaches

Coordination among FFTC members would be useful
when cooperating with the US on improving the supply of
critical raw materials in order to reduce the dependence
on China, as the US might tend to opt for an “America
First” approach in this respect.

Cooperation within the FFTC would also be very reason-
able in view of China’s market distortions in the form of
massive industrial subsidies and the undervalued yuan.
Trade defence instruments can normally only be used by
WTO members to protect their domestic market. Howev-
er, unfair Chinese market distortions also play out on ex-
port markets and can lead to serious market share losses
for FFTC members. To tackle this problem, the trade de-
fence measure (i.e. a countervailing or antidumping du-
ty) of one FFTC member should be adopted by all other
FFTC members, provided this does not lead to serious
economic harm for individual members. Article 14 of the
WTO Agreement on Subsidies and Countervailing Meas-
ures basically allows for such coordination, even though it
requires the consent of the Council of Goods in the WTO,
which is not achievable due to the foreseeable dissent of
China. However, as China’s trade distortions (even though
they might not violate the formal rules) undermine the
world trading system and thus also the spirit of the WTO,
this approach appears justifiable.

If the great powers wield their might with unfair trade bar-
riers or coercive export restrictions, a NATO-like Article 5
approach would be the optimal and far-reaching outcome.
Even if only one FFTC member was targeted by the great
powers, this would imply that all FFTC members stand to-
gether. Ideally, FFTC members would threaten a coordinated
retaliation — similar to the Anti-Coercion Instrument of the
EU. The intention of this approach would be to deter arbi-
trary and coercive measures of the great powers. To be sure,
this objective is highly ambitious and would have to stand
the test of reality. However, even a smaller and not encom-
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passing coalition of sufficiently large members could make
a difference.

Less far-reaching would be the coordination of mitiga-
tion and support measures in favour of the affected FFTC
member. In case of export restrictions, the non-affected
FFTC members would provide a sufficient basic amount
of restricted goods to the affected member. In case that
the great powers use extraterritorial sanctions that pre-
clude such support, the FFTC should aim to agree to a
mechanism like the Blocking Statute of the EU to nul-
lify the extraterritorial reach of the great power within the
FFTC. Should the offensive great powers sanction such
support, coordinated trade retaliation measures in line
with the ACl-approach would be required to deter such
actions — which again is clearly an ambitious aim.

Offensive approaches

If FFTC members agree on preferential trade integration
measures on a WTO-plus basis, trade diversion can af-
fect non-members. Whether this would be of concern
for the great powers depends on the trade category af-
fected. Should the FFTC, for example, move forward on
digital trade liberalisation or new rules in this area, par-
ticularly the US but also China could be potentially nega-
tively affected due to their services trade specialisation
particularly in this area. The same might apply to trade
agreements on Al-related content or data security of the
FFTC.

A more offensive measure would be for FFTC members
to put pressure on the US in E-commerce and electron-
ic transmissions. This could be done by focusing on the
moratorium on customs duties on electronic transmissions
in the WTO that has not been prolonged at MC14 due to
resistance from Brazil and Turkey. Based on a Joint State-
ment Initiative (WTO, 2024) dating back to MC13, the 66
members of this initiative (the US is not included) agreed
on top of a reduction of transaction costs and some data
security issues not to impose customs duties on electron-
ic transmissions against any country (WTO, 2026). Thus,
the US can free-ride on this agreement (Hufbauer, 2026).
Based on this, the FFTC countries could potentially make
this agreement and particularly the duty moratorium pref-
erential only to members of the initiative. This could poten-
tially lead to significant trade diversion against the US and
also against China.

In the case of escalating trade conflicts with the great
powers, FFTC members could limit or suspend most-fa-
voured-nation treatment for the US or China. This would
mean no longer applying WTO tariffs and would open the
door to much higher tariffs (without restrictions) across

the board. This option should be considered as an ultima
ratio approach.

More offensive strategies such as these would indicate to
the great powers that there is a price for abandoning or
exploiting the international trading order. Moreover, such
trade diversion, if relevant for a broader range of goods
and services, could potentially induce a future US govern-
ment with a less pronounced anti-trade stance to apply
for participation in the FFTC in order to also benefit from
the club’s integration benefits.

Geostrategic reasons for the EU to drive the FFTC case

There are many reasons why the FFTC case should be
pursued and furthered by the EU.

The EU obtains a stronger lever to strengthen the WTO

With the FFTC, the EU can continue to position itself as
a strong supporter of the rules-based international trad-
ing order and can team up with other important middle
powers that also support this system. In fact, the Joint
Ministerial Statement (2025) rightly emphasises the prin-
ciples of open markets and fair trade and clearly supports
the WTO. Moreover, and forward looking, the EU/CPTPP
statement calls for important reforms of the multilateral
trade rules with a strong and united voice.

The EU can raise the chances of a meaningful reform of
the rules-based international trading order

The FFTC offers a new chance to make the WTO better
suited for the new multipolar world in which the US has
retreated from the rules-based order and in which China
overwhelms the global markets with unfairly low-priced
goods and uses economic coercion rather bluntly. In or-
der to prevent the further demise of the WTO, three main
areas are essential to improve WTO rules or their interpre-
tation.

First, in a world of more geopolitical conflicts, the WTO
needs to find the right way to accommodate economic
security concerns. This requires an updated understand-
ing of the national security exemption in GATT Article XXI.
The right balance has to be found. While certain security
concerns are clearly justified, this exception must not be
used to restrict market access for protectionist reasons.
The FFTC could agree on an interpretation along these
lines — as a guideline also for a more common under-
standing among WTO members.

Second, the WTO requires better rules for fair trade and
against competitive distortions, whether they originate
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from an undervalued currency or from large industrial
subsidies. While thorough research of the OECD (2025)
shows that nearly all larger countries use subsidies to
a limited extent, China clearly stands out by far in the
amount of subsidies. The FFTC is a good place to de-
velop a new global competition order that either reins in
such competitive distortions or allows other countries to
implement tariffs to countervail the competitive distor-
tions on a broad scale, while avoiding protectionist tariffs
that also target the fair elements of foreign competition.
When agreed upon among FFTC members, such a fair
competition package should be proposed to the WTO in
a Joint Statement Initiative. If ensuing discussions in the
WTO do not lead to a sufficiently rapid and encompassing
outcome in Geneva, FFTC members could move forward
with implementing the new rules by countervailing (only)
the unfair elements of competition from China or other
countries in a coordinated approach.

Third, more generally, the WTO should again become an
institution where meaningful trade liberalisation is de-
cided and implemented. Due to the heterogeneity of its
membership, however, not all countries are prepared to
consent. Therefore, plurilateral agreements have emerged
particularly in the course of the demise of Doha Round.
Some WTO members have prevented these plurilateral
agreements from becoming part of the WTO system. This
does not appear reasonable, because, in the end, it will
lead to liberalisation taking place outside the WTO frame-
work. While it is clearly preferable to stick to a reformed
WTO system, in the event of failure to reform, the FFTC
could become an alternative platform to bundle reform ef-
forts. With this in view, the dissenters might be persuaded
to keep plurilaterals in the WTO.

The FFTC can be a platform for a diversified friendshoring
strategy on a trusted basis

The EU needs to de-risk particularly from China, mainly
regarding critical import dependencies. The FFTC is not
only a platform to learn from each other in this respect,
but also to establish partnerships to implement diversi-
fication strategies, potentially not only bilaterally but also
on a plurilateral basis.

The FFTC offers opportunities to coordinate on the set-
ting of new product standards

Product standards for new products are increasingly in-
fluenced strategically by China in global standard setting
bodies. In this respect, the EU still plays a relevant but de-
creasing role. In order to counter this reduced influence,
the EU could seize upon the FFTC to coordinate with in-
terested members on supporting common proposals.
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The FFTC can become a counterweight to the great pow-
ers and can strengthen the rule of law again

A key advantage of the FFTC is the potential to pool the
power of its members and to leverage it, if FFTC can
muster the courage. As outlined above, in the medium to
longer term, this could be done on the defensive side, e.g.
by coordinating retaliation threats, or the offensive side,
e.g. by restricting access to their markets. If successful
as a counterbalance against the great powers, the FFTC
would potentially increase the costs of abusing power for
the US and China. Thus, with its support for the FFTC, the
EU might help to shift the balance back from the law of
power to the power of law to some extent.

The EU could be in the driving seat in the FFTC

In the FFTC, the EU would be the largest player compared
to the other members in terms of economic weight and
trade relevance. Thus, the EU could play a leading role in
shaping the FFTC. Of course, the EU would have to coor-
dinate and compromise with other FFTC members. How-
ever, it can be plausibly assumed that considerable com-
mon ground can be identified in aspects of relevance to
the EU. In this case, the EU could enlarge its global influ-
ence with the FFTC compared to facing the US and China
on its own.

The EU would enlarge its footprint in the Indo-Pacific

The CPTPP has its home base in the Indo-Pacific, where
the EU is currently still under-represented even though
this region ranks high among the EU’s geopolitical ambi-
tions. Thus, the FFTC could serve as an alternative entry
door to the region for the EU. Ideally, the FFTC member-
ship would be enlarged to include more members of the
region, including India. Moreover, the EU should, in paral-
lel, work to rapidly conclude the ongoing negotiations for
free trade agreements with the remaining larger ASEAN
countries, i.e. Malaysia, Thailand and the Philippines. This
is important to reduce the negative trade diversion effects
the EU suffers from as it is not part of FTAs in the Asian
region like CPTPP or Regional Comprehensive Economic
Partnership.

The FFTC could be a new player in the new multipolar
order and in the bipolar hegemonial conflict

The FFTC could aim at becoming an influential player in an
increasingly multipolar international order. This requires
FFTC members to identify sufficient common ground on
important issues. An obvious focal point of commonali-
ties lies in the intention not to be pushed around by the
great powers. Another common ground could be the in-
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tention to remain neutral — including in case the hegem-
onial conflict between the US and China further esca-
lates — depending on the concrete reason for the potential
escalation. Should the reason, for example, be coercive
measures of both the US and China with the effect of cre-
ating mutually exclusive economic and political spheres
of influence, the EU would likely also tend towards a neu-
tral bloc. However, should the conflict escalate because
China openly threatened Taiwan (e.g. with a blockade),
while the US opposes such a move, the EU would clearly
stand on the side of the US.

The FFTC can limit the divide between industrial countries
and developing countries

The power play of the great powers and their hegemonial
conflict open new alignment dimensions for the world’s
countries to different blocs. As pointed out above, the
inclination of many countries would be to remain neutral
and not to be bullied continuously. These new dimensions
come on top of the traditional lines of alignment in the in-
ternational order, i.e. the split between industrial countries
on one side and emerging and developing countries on
the other, or the divide between the democratic West and
the autocratic bloc with China and Russia at the helm.

Thus, the FFTC, with its common ground as identified
above, has the potential to lessen the traditional divides.
To achieve this aim, the FFTC should include important
emerging and developing countries, especially India and
Brazil, but also members from the African continent. In
this respect, the FFTC could help the EU to reduce tra-
ditional alienations and to build soft power with emerging
and developing countries. The EU could enhance this op-
portunity by offering certain market access conditions in
agricultural and low-tech goods.

Via the FFTC, the EU could offer alternatives to the US
and China for developing countries

Moreover, the EU could also use the FFTC to fill the gaps
the US has left in some FFTC member countries due to the
retreat of USAID. It could also offer an alternative to China’s
Belt and Road Initiative, because China’s engagement is
seen more critically due in part to Chinese goods currently
flooding Asian countries and undermining their industries. In
this respect, the FFTC could also help to leverage the EU’s
Global Gateway initiative, particularly in Asia.

Conclusion
This article proposes that the EU should enlarge the

emerging ties with the CPTPP in order to build a platform
for cooperation on different important issues focusing on

trade. The EU-CPTPP cooperation could be named the
Free and Fair Trade Club — as the founding principles rely
on “rules-based, non-discriminatory, open, free and fair”
trade (Joint Ministerial Statement, 2025). The FFTC would
stand roughly for about 30% of global GDP and also of
global trade.

Additionally, there is the prospect of further enlargement
of the FFTC as the guiding principle would be open pluri-
lateralism — i.e. a form of multiregional cooperation that is
open for other countries to join when they are prepared
to adhere to the respective rules of an FFTC agreement.
Thus, variable geometry would be an inherent feature of
the FFTC. Depending on the topic, different coalitions of
the willing could form.

The case for the FFTC is reinforced by the fact that the
US and China are undermining the rules-based inter-
national order by employing coercive measures. Against
this background, Canadian Prime Minister Mark Carney
called for an alliance of middle powers. The FFTC could
become a building bloc for such an alliance. Pooling the
economic weight of FFTC members’ markets would cre-
ate a power base that could be leveraged in conflicts with
the great powers, if sufficient courage can be mustered.
If successfully coordinated, it could be used on the de-
fensive side in two important ways.

First, for mutual protection of FFTC members against a
divide et impera approach of the great powers, e.g. in-
volving unfair trade barriers or coercive export restric-
tions. Second, to protect FFTC members against unfair
market distortions emanating from a third country. To
this aim, a trade defense measure of one FFTC member
would ideally also be adopted by other FFTC members.
Such mutual coordination aims at shielding export market
sales from competitive distortions. The FFTC could also
be used for more offensive objectives. Preferential trade
integration among FFTC members could create substan-
tial trade diversion to the detriment of the great powers.
This is imaginable regarding trade in services, e.g. digital
trade or custom duties on electronic transmissions. In an
escalating conflict, it would even be possible to withdraw
the WTQO’s most-favoured nation status of the great pow-
ers — thus creating severe trade diversion in goods trade.

While these far-reaching options are a prospect for the
longer term, they should be part of the strategic thinking
of the EU. Surely, a longer phase of trust building in the
FFTC would be required. The basis for this can be the co-
operation in trade and economic security which should
go further than already envisaged by the Joint Ministerial
Statement (2025). Sceptics might raise the question of
how likely it will be to find common ground among FFTC
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members on important issues. This will, among other as-
pects, depend on the pressure the great powers exert,
with higher pressure probably leading to a greater incli-
nation to find compromises in the FFTC. However, even
without perfectly common positions, the FFTC can es-
tablish itself as a new player in the multipolar order. The
BRICs+ and the Shanghai Cooperation Organisation are
also comprised of members with diverging interests in
some areas and converging interests in others.

Obviously, there is the danger that the great powers
would use their leverage to intimidate FFTC members and
prevent them from joining forces. For example, China cur-
rently coerces Japan on the Taiwan issue. And the US se-
curity guarantees for Europe and Asia outside China are
also an important case in point. Even though it would be
against core US strategic interests to yield Asia to Chi-
na or Europe to Russia, Donald Trump is unpredictable.
However, forging cooperation and pooling power in the
FFTC is a longer-term project that will outlast the Trump
presidency. Hopefully, future US presidents will be less
erratic and more considerate of core US interests. In the
meantime, the Trump Administration will notice if the EU
and the CPTPP move closer and discuss the formation
of a FFTC. Implicitly, this is likely to influence the US ap-
proach just as much as the threat of a coordinated EU re-
taliation did regarding the US threats towards Greenland.

In general, the strength and stability of a club are deter-
mined, above all, by the incentive for members to opt out
and free ride. Therefore, the FFTC needs exclusive club
benefits that increase the incentives of membership.
Preferential trade agreements in economically important
areas are potential examples of such advantages that
would be available only to FFTC members, even though
the scope for such agreements is limited by the existing
free trade agreements. This is why such preferential trade
liberalisation, e.g. in digital trade, also has to be on top
of the agenda. Moreover, an even more important club
benefit would be the above-mentioned mutual protection
potential. Therefore, core FFTC members should attempt
to agree on at least a rudimentary version of such coop-
eration sooner rather than later.
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The EU Industrial Accelerator Act: Strategic
Ambitions and Design Challenges

The Industrial Accelerator Act, proposed by the European Commission in March 2026, is the
EU’s most ambitious recent effort to strengthen its industrial base. This article examines the
main design features of the Industrial Accelerator Act and argues that its central weakness

is not a lack of ambition but a lack of precision. Three concerns stand out: the definition of
strategic sectors is too broad and insufficiently forward-looking, local content requirements
are applied without adequate differentiation between policy objectives, and the proposed
foreign direct investment requirements introduce a novel form of industrial policy conditionality
whose economic justification remains uncertain. The effectiveness of the Industrial Accelerator
Act will also depend on firms’ responses, especially those from China. Effective European
industrial policy requires a clear distinction between objectives, a more careful matching of
policy instruments to the problems they are meant to address, and a sustained commitment to
openness where this strengthens rather than undermines Europe’s long-term competitiveness.

Presented by the European Commission on 4 March 2026,
the Industrial Accelerator Act (IAA) marks the Commis-
sion’s most ambitious recent attempt to strengthen Eu-
rope’s industrial base (European Commission, 2026a). It
combines an explicit objective of raising the share of man-
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ufacturing in EU GDP from 14.3% to 20% by 2035 with
broader efforts to address decarbonisation pressures,
geopolitical concerns and competitiveness challenges. In
this sense, the IAA is presented as a strategic industrial
policy initiative that seeks to address multiple structural
challenges through a coordinated policy framework.

The geopolitical and economic backdrop of the IAA is
clear. As Figure 1 illustrates, the relative decline of the
European Union’s share in global manufacturing value
added is striking, while China’s marked rise over the past
two decades has fundamentally reshaped the global in-
dustrial landscape (World Bank, 2026).

China has long pursued a state-coordinated industrial
policy aimed at technological upgrading and control over
critical value chains (Bickenbach et al., 2024). At the same
time, the United States has expanded its own industrial
policy toolkit, most prominently through the Inflation Re-
duction Act and related support for domestic clean-tech-
nology manufacturing (The White House, 2023). Under
President Trump, US economic policy has also become
more protectionist and more unpredictable, with a strong-
er reliance on tariffs, trade measures and unilateral trade
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Figure 1
Share of global manufacturing value added for China
and the EU over time
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actions, significantly increasing uncertainty in transatlan-
tic economic relations (Hinz et al., 2026; Mahlkow et al.,
2025). In this context, EU industrial policy is no longer
conceived primarily as a tool to correct market failures,
for example in climate policy, but it is increasingly seen as
a response to multiple political pressures and an instru-
ment to strengthen industrial competitiveness and to re-
duce external vulnerabilities.

To understand the focus of the IAA on clean technologies
and the decarbonisation of energy-intensive industries, it
is important to recall its origins in the Industrial Decarbon-
isation Accelerator Act within the Clean Industrial Deal.
While the reference to decarbonisation was later dropped
from the title to reflect a broader industrial ambition, this
earlier focus remains visible in the architecture of the IAA.
The core operative instruments concentrate on creating
lead markets for selected low-carbon products in energy-
intensive industries, while also placing strong emphasis
on the automotive sector. Beyond accelerated permitting
and coordination of support schemes, the IAA introduc-
es demand-side instruments in public procurement and
links both procurement and public support to low-carbon
and Union-origin requirements. It further establishes re-
quirements for foreign direct investment (FDI) in selected
emerging sectors, including key clean technologies.

At the same time, the IAA raises important questions
about the design of European industrial policy. In this
article, we distinguish between three broad objectives
addressed under the IAA: decarbonisation, geopolitical
concerns and competitiveness. The category of geo-
political concerns covers objectives framed in the pro-
posal in terms of economic security, resilience, strategic
autonomy and the reduction of strategic dependencies.
We argue that the IAA combines these objectives under
a common framework without sufficiently distinguishing
between them or aligning instruments accordingly. It is
ambitious, but often insufficiently precise to support the
fulfilment of any specific objective.
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Three central insights follow from the analysis. The IAA’'s
strategic sector definition blurs distinct policy objectives
while giving insufficient weight to strategic emerging and
enabling technologies. Local content requirements can
only be justified if tightly linked to clearly defined objec-
tives; without such prioritisation, they risk generating
higher input costs, administrative burdens and unintended
distortions. The FDI requirements are institutionally signifi-
cant but overburdened with multiple goals whose respec-
tive economic logic is not clearly separated. In addition,
the effectiveness of the IAA’'s new instruments will depend
not only on their legal design, but also on how firms re-
spond in practice, particularly where Chinese outward
investment is embedded in a broader state-coordinated
development strategy.

Strategic sectors under the IAA

The definition of strategic sectors under the IAA is broad
and heterogeneous. Annex | of the IAA defines its core
sectoral scope, covering energy-intensive industries, the
automotive sector and net-zero technologies. At the same
time, the act addresses broader decarbonisation, competi-
tiveness and geopolitical objectives.! What is missing in
the final IAA proposal is a clearer forward-looking angle to
increase competitiveness and respond to geopolitical con-
cerns. Earlier non-public versions of the IAA pointed to a
broader strategic perimeter that also mentioned advanced
technologies relevant to the EU’s economic security, in-
cluding semiconductors, artificial intelligence (Al), quan-
tum technologies, biotechnologies, robotics and advanced
materials. Even there, however, these technologies were
not at the centre of the IAA’s practical design. The main in-
struments were already focused much more clearly on en-
ergy-intensive industries, while the advanced-technology
category played a more supplementary and signalling role.
They are no longer part of Annex | in the final proposal.

This narrowing may improve legal precision, but it also
makes the IAA less forward-looking. To be sure, EU in-
dustrial policy does not begin and end with the IAA. The
EU already supports strategic emerging and enabling
technologies through other policy initiatives. But the IAA
still stands out because of the breadth of its stated ambi-
tion; it presents itself not merely as a sectoral instrument,
but as a response to decarbonisation, competitiveness
and geopolitical pressures bearing on Europe’s industrial
base. Against that ambition, its limited focus on strategic
emerging and enabling technologies is striking. If Euro-

1 Article 17(2) in Chapter V (Foreign Investment Contribution) contains
an additional list of industries (emerging strategic sectors) for which
FDI requirements shall apply. These are discussed in the section on
FDI requirements.
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Figure 2
Export market shares in electric vehicles across
major countries and regions, 2017-2024
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calculations and illustration.

pean industrial policy is meant to strengthen long-term
competitiveness and reduce geopolitical vulnerabilities,
it should not primarily be anchored in the support of in-
cumbent industrial structures, but more clearly in those
technologies potentially shaping future productivity, in-
novation and strategic autonomy, especially in a global
context in which such technologies are already central to
industrial policy in the US and China.2 Rather than simply
mirroring the technological priorities set by other govern-
ments, however, the EU should ground its strategic sec-
tor selection in a careful assessment that reflects its own
interests regarding future growth opportunities and re-
silience. In this context, there may be no-regret options,
particularly cross-cutting enabling technologies — such as
in the digital economy — on which future industrial com-
petitiveness is likely to depend.

Looking more closely at the covered sectors, the breadth
of this strategic perimeter raises economic concerns.
Sectors and technologies differ substantially in their tech-
nological maturity, market structure, exposure to global
competition and potential for learning spillovers. Applying
a common strategic label across such diverse activities
risks diluting focus and weakening the link between policy
objectives and the instruments used to pursue them.

At the same time, the broad sectoral scope should not
be conflated with automatic support. Inclusion in Annex

2 Al and advanced computing infrastructure, semiconductors, quan-
tum technologies, biotech as well as critical minerals and, to a lesser
degree, advanced materials, autonomous systems and space tech-
nologies are top priorities for both the US and China according to re-
cent policy documents. While China places more emphasis on new
energy and advanced manufacturing, the US has a stronger military
technology focus, on which China might be less explicit in official
documents (National Science and Technology Council, 2024; State
Council of China, 2026; The White House, 2025a, 2025b; U.S. Con-
gress, 2022; Xinhua News Agency, 2025).

Figure 3
Export market shares in batteries across major
countries and regions, 2017-2024
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Source: BACI dataset, 2026 version (Gaulier and Zignago, 2010); authors’
calculations and illustration.

| does not mean that all firms in each sector benefit from
subsidies, procurement guarantees or localisation advan-
tages. The IAA’'s more interventionist tools remain more
selective. Product-specific low-carbon and Union-origin
requirements apply only in defined cases under Annex Il
and Annex lll, and strategic project designation requires
additional assessment at project level. The economic
concerns therefore do not arise from blanket support, but
from the breadth of the strategic label relative to the more
selective and conditional operation of the IAA’s instru-
ments.

In energy-intensive industries, the proposal relies on
broad two-digit NACE categories grouping firms with very
different technologies, decarbonisation challenges and
cost structures. Much of the underlying policy rationale is
already addressed through the EU Emission Trading Sys-
tem (ETS) and the Carbon Border Adjustment Mechanism
(CBAM). Defining entire two-digit sectors as “strategic”
therefore risks stretching the concept beyond what these
more targeted instruments cover.

In the automotive sector, the logic is different. Here, the
IAA is less about broad sectoral classification and more
about direct intervention in a specific value chain. Annex
Il introduces Union-origin requirements for certain vehi-
cles and components, especially in the electric vehicle
segment. Compared with the broader treatment of ener-
gy-intensive industries, this is more operationally target-
ed. At the same time, it illustrates a broader problem of
the IAA: decarbonisation, competitiveness and geopoliti-
cal concerns are addressed within a single strategic
framework, even though they may call for different policy
tools. Figures 2 and 3 illustrate the sharp rise of China’s
export share in electric vehicles and batteries, the two
product areas most directly addressed by the IAA’s auto-
motive-related Union-origin requirements.
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A related concern applies to the category of net-zero
technologies. They are central to Europe’s decarbonisa-
tion strategy and long-term industrial competitiveness.
However, the category itself remains highly heterogene-
ous. It includes technologies with very different innovation
dynamics, scale economies and dependency structures.
In economic terms, strategic relevance often attaches not
to an entire technology family, but to specific bottlenecks,
key components, advanced materials or process tech-
nologies.

Overall, the IAA combines decarbonisation, competi-
tiveness and geopolitical goals under a common frame-
work without sufficiently distinguishing between them,
while simultaneously giving insufficient weight to stra-
tegic emerging and enabling technologies. This creates
a tension at the heart of the IAA: it is broad in sectoral
scope, but insufficiently forward-looking in relation to the
technologies most relevant for Europe’s future competi-
tiveness and geopolitical position. Strategic designation
should therefore rely on more transparent and differen-
tiated criteria. Strategic sectors should be defined more
narrowly and transparently, using objective and activity-
based criteria and placing greater emphasis on technolo-
gies than on broad sectoral classifications.

This lack of strategic focus also casts doubt on whether
the IAA is well equipped to achieve its headline objec-
tive of increasing the manufacturing sector’s share of
EU GDP to 20% by 2035. More fundamentally, it is not
clear that such a target is economically meaningful in it-
self. Europe’s future competitiveness may also be driven
by successful developments beyond the industrial base,
including in high-value service sectors that can likewise
generate quality employment. For that reason, aggregate
sectoral targets of this kind have limited economic value
in themselves. They become even harder to justify given
the IAA’s comparatively weak focus on strategic emerging
and enabling technologies that are likely to shape long-
term productivity and competitiveness.

Local content requirements

Chapter Ill of the IAA introduces local content require-
ments (LCRs) as the most operationally significant ele-
ment of its “Made in Europe” approach. In the IAA, these
are operationalised mainly through low-carbon and Un-
ion-origin requirements under Annex Il and Annex lll. An-
nex Il links public procurement and support to low-carbon
and, for selected products, Union-origin criteria, while
Annex |l introduces detailed Union-origin thresholds for
electric vehicles and battery value chain components.
Member states must apply these criteria to at least 45%
of the national budget covered by Annex Il schemes and
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to 100% of that covered by Annex lll. This marks a shift
from largely neutral framework conditions towards condi-
tional industrial support. The objectives underlying LCRs
are heterogeneous, including strengthening value chains,
reducing strategic dependencies, creating lead markets
and supporting competitiveness. From an economic per-
spective, however, these rationales are distinct, and the
justification for LCRs depends fundamentally on which
objective is being pursued.

A foundational issue in the implementation of LCRs con-
cerns the definition of what qualifies as Union-origin con-
tent. In globally fragmented value chains, where produc-
tion stages are distributed across multiple jurisdictions,
such a measurement is technically complex and admin-
istratively demanding. The calibration of threshold levels,
the treatment of intermediate inputs and the verification
procedures will determine both the effectiveness and the
cost of the instrument.

Beyond administrative feasibility, the definition of Union
origin has strategic implications. A narrow interpretation
that strictly limits eligibility to production located within
EU territory would effectively amount to a protectionist
instrument. By contrast, the IAA provides that, in pub-
lic procurement and certain forms of public interven-
tion, content originating in selected third countries may
be treated as equivalent to Union origin. This is a central
clause. It opens the possibility of a differentiated ap-
proach that preserves openness towards closely linked
partner economies rather than applying a rigid Union-only
logic.®

Figure 4 shows that the EU maintains a broad network of
trade agreements, with particularly dense coverage
across Latin America and parts of Africa, alongside
more selective coverage in East Asia. Turkey and the
countries of the European Economic Area (EEA) are
linked to the EU through different forms of economic in-
tegration. Beyond trade agreements, Union-origin
equivalence in public procurement also extends to
countries that are parties to the WTO Agreement on
Government Procurement (GPA), which notably includes

3 See Articles 7-9 of the IAA proposal. Union-origin equivalence in pub-
lic procurement extends to countries with an EU free trade agreement
or customs union and to GPA parties (including the US and Australia),
subject to possible exclusion by Commission delegated act; equiva-
lent treatment for other forms of public intervention is governed by
Article 9.
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Figure 4

Overview of EU trade agreements and their current status
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Sources: Based on European Commission (2026b) and World Trade Organization (2026); authors’ elaboration and illustration.

the US and Australia, two major economies that current-
ly lack a free trade agreement with the EU.*

From an economic and strategic perspective, maintain-
ing openness towards trusted partners is essential. The
EU’s industrial base is deeply embedded in global value
chains and supported by trade agreements with part-
ners such as South Korea, Japan and Canada. Important
economies and markets in this regard also include India,
Mercosur, Indonesia and African countries, most notably
Nigeria. Taken together, these regions represent substan-
tial economic weight and significant market opportunities
for the EU. This underlines the importance of trade diver-
sification and of deepening trade agreements and broad-
er economic partnerships as part of a strategy to reduce
dependencies and strengthen resilience. A rigid localisa-
tion requirement that excludes economies committed to
rules-based trade would risk raising input costs, weak-

4 Hong Kong’s status as an independent GPA party could theoretically
allow Chinese firms to route production through the territory to obtain
Union-origin equivalence in EU public procurement. However, Arti-
cle 8(2) of the IAA provides the Commission with delegated author-
ity to exclude any third country from origin equivalence, including on
grounds of supply security concerns, which would close such poten-
tial loopholes.

ening external economic ties and undermining resilience
through greater fragmentation. Against this background,
the IAA’s broader conception of Union origin is economi-
cally sensible.

The relevance of how Union origin is defined illustrates
the importance of clear and coherent objectives. Each of
the three underlying goals implies different requirements.
For geoeconomic objectives such as security or supply
chain resilience, the relevant benchmark is not autarky but
risk diversification and reduced vulnerability to coercion,
meaning that “local” should encompass the EU plus trust-
ed partners rather than the EU alone. For decarbonisation,
abstracting from transport-related emissions, the climate
impact of a technology does not depend on its geographic
origin. For competitiveness objectives, access to a larger
integrated market is essential to realise scale effects, fos-
ter competition and sustain innovation. A restrictive origin
definition may therefore undermine, rather than strength-
en, the very competitiveness it seeks to promote.

A central design challenge of the IAA’s localisation re-
quirements therefore lies in aligning the instruments with
clearly defined objectives. If LCRs are justified on resilience
grounds, their calibration should be based on measurable
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dependency risks, such as import concentration, substitut-
ability and geopolitical exposure. If justified on competitive-
ness grounds, they should target segments characterised
by learning-by-doing, scale economies or coordination fail-
ures. If justified on climate grounds, they should comple-
ment the EU ETS and CBAM. In some cases, such instru-
ments may be defensible, for example where lead markets
are needed to support the scaling of emerging technologies
or where measurable dependency risks are present.

Without such differentiation, however, localisation re-
quirements risk being applied as a general industrial sup-
port tool rather than as a targeted response to clearly
identified vulnerabilities or market failures. If LCRs are
applied, each should therefore be linked explicitly to a
clearly defined objective — whether to address geopoliti-
cal concerns, competitiveness or decarbonisation — and
justified ex ante based on measurable criteria.

LCRs can raise production costs where Union-origin sup-
pliers are more expensive than international alternatives.
Under the IAA, localisation criteria are tied primarily to
public procurement and certain support schemes, so im-
mediate price effects are likely to be concentrated in pub-
licly supported transactions rather than the entire market.
Even so, procurement-based requirements can exert
indirect effects along value chains: if publicly supported
demand is redirected towards higher-cost suppliers, this
may influence market structures and price signals, weak-
ening downstream and export-oriented industries. When
comparative advantages lie elsewhere (due to energy
costs, resource endowments or established clusters),
conditioning public demand on domestic production
may also impede reallocation towards more competitive
segments. The proposal acknowledges these trade-offs
through cost and delay exceptions (25% cost difference
in procurement, 30% in support schemes; delays beyond
seven months), which make the regime less binding in
practice but do not eliminate the underlying distortions.

Beyond cost effects, overly restrictive localisation re-
quirements may weaken competitive pressure and reduce
incentives to innovate. A key source of value creation in
global value chains is that different locations contribute
their respective advantages at different stages of produc-
tion. Implementation also generates compliance burdens,
since verification and monitoring of origin shares and
value-added thresholds are administratively demanding,
particularly for small and medium-sized enterprises. Fi-
nally, overly restrictive requirements risk triggering retali-
ation and undermining the EU’s standing as a defender of
rules-based trade. Resilience is better achieved through
diversification and trusted partnerships than through eco-
nomic isolation.
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Foreign direct investment requirements

In addition to LCRs in public procurement and support
schemes, Chapter IV of the IAA introduces foreign in-
vestment requirements in selected emerging strategic
manufacturing sectors. While the immediate scope of
this chapter is narrower than that of the localisation pro-
visions, its institutional significance is considerable. It
marks a shift from a purely security-oriented screening
approach towards a more strategic alignment of FDI with
broader industrial objectives, including knowledge and
technology transfer as well as the reduction of geopoliti-
cal dependencies.

The FDI chapter applies to investments exceeding €100
million in four defined emerging strategic manufactur-
ing domains: battery technologies and value chains for
battery energy storage systems; pure electric vehicles,
off-vehicle charging hybrid electric vehicles and fuel cell
electric vehicles, including components related to elec-
trification and digitalisation; solar PV technologies; and
extraction, processing and recycling of critical raw ma-
terials. The chapter applies where the foreign investor
is a national of, or an undertaking established in, a third
country that holds more than 40% of global manufac-
turing capacity in the relevant technology. Investments
within scope may not be implemented unless explicitly
approved by the designated investment authority or, in
some cases, the Commission.

The chapter excludes investors and investments cov-
ered by economic partnership agreements and free trade
agreements in force or provisionally applied by the Union,
as well as services investments and portfolio investments.
These exclusions reflect an attempt to preserve differenti-
ated treatment of partner countries and to remain com-
patible with the Union’s international commitments.

A further important design feature is that the IAA does not
merely require notification and review. Investment author-
ities are to approve covered investments only if they fulfil
four out of six FDI requirements. These include limits on
ownership and control, the possibility of joint ventures
with Union entities, licensing and co-ownership rules for
intellectual property and know-how, minimum research
and development (R&D) spending in the Union, workforce
requirements and commitments to strengthen Union val-
ue chains through local sourcing. One of these condi-
tions, that at least 50% of the workforce be made up of
Union workers across all workforce categories, is manda-
tory for approval in all cases.® Figure 5 shows the global

5 See Articles 18(2) and 18(3) of the IAA proposal for the full list of value-
added FDI requirements and the mandatory workforce condition.
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Figure 5

Distribution of global manufacturing capacity for the defined emerging strategic sectors, divided by value chain

segments, 2024
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distribution of manufacturing capacity across the emerg-
ing strategic sectors covered by the IAA.

The data strongly illustrate that the chapter is primarily
designed with Chinese investments in mind. China domi-
nates manufacturing capacity across most value chain
segments in solar, batteries and electric vehicles. The
picture is more differentiated for critical raw materials,
where resource-rich countries such as Australia are high-
ly significant at the extraction stage, while China remains
dominant in refining and processing.

The EU already coordinates an FDI screening framework
focused on security and public order. The IAA goes be-

yond this defensive logic: rather than merely blocking
security-sensitive transactions, it introduces a rule-based
authorisation regime that seeks to steer FDI towards spe-
cific contributions to the Union economy. The 40% global
capacity threshold signals concern not only with firm-
level behaviour but also with systemic dependency, while
the six approval conditions covering ownership struc-
tures, intellectual property, R&D spending, employment
and local sourcing combine geopolitical and competitive-
ness objectives in a single investment regime.

FDI can generate substantial benefits such as technology

and knowledge transfer, productivity spillovers and global
value chain integration, but these benefits are not auto-
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matic (Alfaro, 2017). They depend on domestic absorptive
capacity and competitive markets. The EU’s large and at-
tractive market strengthens its bargaining power, but its
openness and trade agreement network also allow firms
to serve the EU from third countries, weakening the lever-
age of conditionality. Conditions such as mandatory R&D
spending, intellectual property licensing and workforce
requirements may under certain circumstances support
capability building, but they are demanding and costly,
and there is a real risk that the regime imposes substantial
requirements without consistently generating the intend-
ed spillovers. At the same time, overly burdensome condi-
tions may discourage some investments and thereby also
reduce the very spillovers the regime seeks to promote.
Effectiveness will therefore depend critically on whether
the conditions are matched to genuine market failures or
strategic vulnerabilities and can be monitored over time.

The governance of the regime is institutionally demand-
ing. Member states must designate investment authori-
ties, while the Commission may issue opinions, require a
more detailed assessment where national decisions di-
verge from its view and, in specific cases, undertake the
assessment itself.¢ The economic case for such a regime
therefore depends not only on its intended objectives, but
also on whether it can be implemented in a transparent
and proportionate way.

The key implication is that the EU should preserve its
openness to FDI to sustain knowledge transfer, spillovers
and integration into global value chains. Where geopoliti-
cal concerns arise, conditions should be clearly defined,
proportionate and linked to measurable vulnerabilities.
Any investment requirement should remain narrowly tar-
geted, transparent and consistent with existing screening
mechanisms.

China as a source country of FDI

In assessing the EU’s proposal to introduce conditions on
foreign investment, a key question is how foreign inves-
tors would respond to these new requirements in practice.
The Chinese case is particularly relevant in this regard. Al-
though Chinese investments account for only a relatively
small share of total inward investment in the EU, China dif-
fers markedly from Europe in its political system and in the
role of the state in economic governance. The China case
therefore provides an important test of whether the I1AA’s
conditionality is likely to achieve its intended effects.

6 See Articles 18, 20 and 21 of the IAA proposal. The Commission may
issue opinions on national decisions and, under Article 21, undertake
the assessment itself for investments above €1 billion or those affect-
ing more than one member state.
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In China’s political system, the state plays the central role
in planning and steering economic development. This
party- and state-led governance model has been further
reinforced under President Xi Jinping, through the call to
build a “new type of whole-nation system” (National De-
velopment and Reform Commission, 2023). Against this
background, Chinese firms’ outward investments cannot
be understood as purely market-driven decisions. Out-
ward investment projects are subject to approval proce-
dures requiring firms to report on implications for national
interests and security (National Development and Reform
Commission, 2017), while capital controls and state-
controlled banks channel financing aligned with national
development strategies. The alignment between Chinese
policy objectives and outward investment patterns is well
documented, for example for rising investment into Belt
and Road countries (Du & Zhang, 2018) and into sectors
prioritised under Made in China 2025 (Xia & Liu, 2021;
Zenglein & Holzmann, 2019), and policy encouragement
for FDI to ensure access to critical raw materials (Bicken-
bach & Liu, 2023). These patterns suggest strategic direc-
tion rather than purely commercial logic.

Future Chinese investment in Europe must therefore be
assessed in light of this broader strategic agenda. For
2026-2030, Chinese development strategy emphasises
“high-quality development”, technological self-reliance
and the orderly cross-border development of industrial
and supply chains (State Council of China, 2026). With
rising geopolitical tensions, weak domestic demand and
overcapacity in key sectors (Bickenbach & Liu, 2023,
2024), outward investment is encouraged where it pre-
serves foreign market access and supports value chain
upgrading, but not at the cost of weakening China’s do-
mestic industrial base.

From this perspective, the EU remains an attractive des-
tination for Chinese investment because of its large mar-
ket size and high purchasing power. This attractiveness
matters not only at the firm level but also from the stand-
point of the Chinese government, which has an interest
in maintaining access to advanced markets. Stricter Eu-
ropean requirements concerning ownership structures,
technology transfer, local employment or supply-chain
integration may therefore not automatically deter Chinese
investment. However, the response of Chinese firms, po-
tentially supported by state coordination, could take sev-
eral forms. Firms may comply selectively, for example by
localising production while limiting the transfer of frontier
technologies. Alternatively, investment strategies may
shift towards third countries such as Morocco or Turkey,
from which firms can continue to serve the EU market
while potentially facing lower regulatory constraints and
production costs. This emphasises that the effectiveness
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of the IAA’s FDI regime will depend not only on its legal
design, but also on how targeted firms adapt in practice.

Conclusion

The IAA’s central weakness is not a lack of ambition but
a lack of precision. It combines decarbonisation, geopo-
litical and competitiveness goals under a common frame-
work without sufficiently distinguishing their respective
economic rationales or aligning instruments accordingly.
The strategic sector definition is broad yet insufficiently
forward-looking; it covers wide swathes of incumbent in-
dustry while giving insufficient weight to strategic emerg-
ing and enabling technologies that are likely to shape
long-term productivity and Europe’s geopolitical position.

The LCRs introduced through Annexes Il and Ill are bet-
ter understood against the backdrop of China’s rise in
electric vehicles and batteries, yet their justification differs
depending on whether the underlying goal is resilience,
competitiveness or decarbonisation. Applying them with-
out that differentiation risks raising input costs and creat-
ing administrative burdens without resolving the specific
problem at hand. The FDI chapter is institutionally novel
and primarily aimed at China, but conditioning approval on
ownership structures, R&D spending and workforce com-
position conflates geopolitical and industrial policy objec-
tives in ways that complicate effectiveness assessment.

The case of China illustrates clearly the limits of this ap-
proach. In a political economy where outward investment
is embedded in a state-coordinated development strat-
egy, stricter EU conditionality may not deter investment
but rather encourage selective compliance, limited tech-
nology transfer or diversion through third countries with
preferential market access. The effectiveness of the I1AA
will therefore depend not only on its legal design, but also
on how firms adapt in practice.

Successful industrial policy requires more than ambition.
It requires a clear distinction between objectives, care-
ful instrument matching and a sustained commitment to
openness where this strengthens rather than weakens
Europe’s long-term competitiveness.
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Poetry and Politics: America’s
Losses and Europe’s (Potential) Gain

“The United States themselves are essentially the greatest poem,” Walt Whitman wrote in
1840, reflecting on the urgent and continuous need to craft democracy in such a way that it
derived its power from the ability to create a unified whole out of disparate parts. Whitman
was reflecting on the United States as a process, a daily commitment, as the Founding Fa-
thers intended, born from the principle of equality in the law and inalienable rights engrained
in the singular fact of being human.

The Declaration of Independence, which Americans celebrated on July 4, represents the ide-
als of European enlightenment made law, liberating the individual from serfdom and tyranny.
But 250 years on, the United States is closer to recreating the very tyranny that its coura-
geous forefathers defied. The “poem” emulated by those striving for freedom and equality
across the world has lost its rhyme — but perhaps not its necessity.

The implications of the rapid decline in the functionality of American democracy are grave —and
not just for the United States itself. Europe now has to contend with the weakening credibility
of its own democracies, and the waning of American support that once lent its strength to serv-
ing as the arsenal and the protector of democracy. Europe must define greater independence
from the U.S. while making a convincing case in favor of liberal democracy, providing physical
security, economic growth and a combination of rule of law with open, deliberative systems that
secure minority rights and foster innovation. It is a historic challenge precisely because those
undermining liberal democracy are as well organized and monetized as they are fast.

In just over 18 months, a well-prepared and skillfully executed campaign has deeply undercut
America’s founding principles based on individual rights and subjugated these to whims of the
Executive. The “second American revolution,” as Heritage Foundation CEO Kevin Roberts calls
it, is anchored in a reinterpretation of the Constitution in which the word “vested” becomes an
absolute edict that massively empowers the White House in novel ways while gutting checks
and balances. Redefined institutional power has reduced “We the people” to the very servitude
the Founders sought to escape. In practice, this means that Congress has been stripped of its
functional budgetary and war powers through impoundment and semantic trickery by the White
House, particularly on the Iran war. The country’s vaunted balance of power has been voided.

For the most part, Republican lawmakers have failed to stand up for the function of their insti-
tution, which only enjoys 11% trust among Americans anyway, choosing instead to ally them-
selves with the power being vacuumed into the Oval Office. The Supreme Court has delivered
important structural victories to the White House — from immunity to absolute oversight of
executive institutions, including those whose policy decisions have direct global implications,
such as the Securities and Exchange Commission. Where the President has lost ground to the
Court - on tariffs and on birthright citizenship — the administration is already at work crafting
workarounds that would allow the objectives of these policy ambitions to be realized.

In 1776, the Founding Fathers protested King George IlI's overreach into the 13 colonies,
imposing taxes at will (the tariffs of today), allowing for “standing armies” in the states and
militarizing streets (National Guard troops and ICE), rendering the military superior to civil
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powers (Iran war). The President rules largely by decree (Executive Orders) and drags out the
implementation of the law where courts have ruled against him, thus “refusing the assent to
law” and attempting to make judges “dependent on his will alone,” dismissing hundreds of
immigration lawyers and allowing judges and lawyers to be physically targeted in an effort to
diminish the function of the law as written and its stringent execution.

At the core of the “success” of this new experiment lies what Thomas Jefferson feared most:
that Americans would fail to provide the “eternal vigilance.” If they lost trust in the ability to
craft the “democratic republic,” he feared, then subjugation could loom again. That loss is the
consequence of almost forty years of institutional weakening, beginning with changes to me-
dia laws, deregulation that allowed for tech platforms to mushroom without rules, and searing
economic inequality brought on by the kind of globalization, deindustrialization and reliance on
fair trade that both Republican and Democratic administrations ascribed to. In short, over the
past 40 years, the majority of Americans became less informed, less wealthy and less trusting.

A 2024 study at the University of lllinois found that 45.7% of its American participants could
not discern statements of facts from opinion. The strategists of this administration build on
the fact that 53% of its electorate define themselves as “low information voters” and leave the
rest to the “politics of overwhelm.” The same phenomena are at work in Europe, only slower
and, as such, possibly reversable.

History might not repeat itself, but it does rhyme, to paraphrase Mark Twain. Europe has
experienced where the erosion of democracy, the rise of surveillance states and the disag-
gregation of citizens leads, both historically and more recently. Rebuilding full-scale liberal
democracy has proven challenging in Poland; Hungary’s new leadership will face a series of
structural and legal hurdles as it attempts to do the same. The corruption that has pervaded
autocratizing systems like Hungary and Turkey implies that winning back institutional trust is
a gargantuan task — especially when two-thirds of the country is struggling economically as a
result of government behavior.

Both the Vice President and the Secretary of State in the current U.S. administration have
sought to justify their actions and cultural assertions by linking them to “Western civilization,”
looking to influence (financially and structurally) nativist, anti-liberal forces across European
politics. They have laid down a gauntlet that European leaders — particularly ahead of a his-
toric 2027 election year — must take seriously.

The simultaneous task is urgent. Realizing greater independence from the United States in
defense, economic and technological terms while contending with domestic structural weak-
nesses seems an insurmountable task. Confidence in domestic institutions is on the decline
across Europe, and voters are increasingly tempted to take risks with radical parties. Only 8%
of Germans believe the next generation will be better off than themselves. Far-right parties are
challenging the norms and rules of democratic engagement, often successfully suing for ac-
cess and political power — in short, using the tools of democracy to destroy it from the inside.

While new global partnerships with middle powers could expand economic and defense-
oriented room to maneuver, Europe must realize that its strongest collective asset in the
competition of nations now is trust. It is necessary to uphold the functionality of the rule of
law while reducing the regulatory burden, thereby creating economic agility while preserv-
ing predictability for citizens, companies and investors alike. Reinforcing democratic institu-
tions with rules and legislation rather than leaving them shrouded in normative behavior will
protect against the ambitions of the new right as much as it will offer new reasons for the
poetry of statecraft — and with that, a valuable reassertion of the principles that presaged
American democracy. In short, in redefining itself against the decline of democracy in the
United States, Europe might just be able to reinforce its own reasoning for e pluribus unum.
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