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Executive summary

« Over the last decade, Europe has suffered from the decay of the post-war international order, economic
coercion from both China and the United States, and aggression from Russia. This contribution puts
these changes into a historical context, examines their short-term consequences, develops scenarios
for 2030-2035 and uses these to draw out the policy implications for the next one to five years.

o The short-term output impact of tariff and policy uncertainty since the beginning of the second Trump
Presidency is expected to be moderate. However, Europe faces very high risks. Plausible short-term
dangers include: a collapse of the US bond market; escalation of Russian military aggression against
Ukraine or the European Union directly; a fiscal crisis triggered by a populist election victory in a high-
debt euro-area member; or a trade shock triggered by increasing tensions between the US and China
and/or hostile Chinese actions in East Asia.

« We develop three benchmark scenarios for the world in 2035, all of which involve continued US-China
rivalry and greater multipolarity than in the past:

1. A further retreat from, or dismantling of, international cooperation, with continuing protectionism in
the US and minimal global public goods.

2. A three-bloc world involving China- and US-led blocs alongside a non-aligned set of countries, with
the provision of international public goods within, and partially between blocs.

3. A new multilateral order, with international cooperation over the provision of global public goods.

« Actual outcomes could consist of combinations of these scenarios or variants of them. Scenario 1
would be least desirable for the EU, most countries individually and countries collectively, while scenario
3 would be most desirable. In scenario 2, Europe’s decision to align with the US or to choose non-align-
ment would depend on whether the US acts in a benevolent or coercive manner.

« Short-to medium term policy must both prepare Europe for adverse future scenarios and contribute to
greater international stability and cooperation. This requires policies that increase Europe's strategic
autonomy from the two superpowers, both for its protection and to increase its bargaining power. The
policy focus should include much greater defence, tech and financial autonomy from the US, a far more
resilient and integrated energy system, secure access to critical minerals and a fiscal framework that
gives greater flexibility to low-risk countries. Internationally, Europe should defend and promote the
reform of the rules-based international order by forming coalitions with other countries from the Global
North and some from the Global South. The two priority areas should be trade policy and climate policy.
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1 Introduction

Geopolitical tension and uncertainty are staples of history, even in a period of relative international order
and prosperity, as Europe and most of the world have enjoyed since the end of the Second World War. But
the rise in tensions over the last decade, and particularly since Russia's invasion of Ukraine in 2022 and
the return of President Trump to the White House, seems different from anything that European and other
advanced democracies have experienced since the late 1940s. Unlike previous geopolitical episodes,

the international order itself is now being challenged. And unlike the 1971 collapse of the Bretton Woods
system, which was also a major challenge to the existing order, today's shift is not a reaction to the eco-
nomic unsustainability of the previous regime. Rather, it is the manifestation of deeper trends, including
the rise of China, the failure of democratic transition in Russia and increasing polarisation in many Western
democracies. It is polarisation that has led to a drastic political and policy change in the United States, with
profound consequences for the postwar system.

We argue both that the world is at the beginning of a new era that will challenge the foundations of
European prosperity, and that the future is wide open and Europe may be able to shape it. We develop
three scenarios to give a sense of both threats and opportunities. In terms of threats, policies that enhance
European strategic autonomy must be emphasised to a much greater degree than in the past. But Europe
must not just create more autonomy for itself — it should also put it to the best possible use for the global
rules-based order.

The remainder of the paper is divided into three parts. Section 2 recalls the main phases in the evolution
of the international economic order since 1945, describes the current geopolitical state of affairs and sum-
marises the short-term economic effects on Europe of recent US policy shifts. Section 3 presents three
geopolitical scenarios that will confront Europe in 2030-2035. Section 4 describes Europe’s policy choices
in relation to these scenarios. The paper ends with some conclusions.

2 The geopolitical state of affairs and its economic
effects on Europe

2.1 The evolution of the multilateral system, 1945-2008

The postwar economic order, with the International Monetary Fund, the World Bank and the General Agree-
ment on Tariffs and Trade (GATT) as the three central institutions, was created between 1944 and 1947

by the winners of the Second World War to foster postwar economic cooperation and to prevent a return
to the economic nationalism of the 1930s. But what was intended as a new global economic order did not
become truly global until the collapse of the Soviet Union in 1990.

2.1.1 The Cold War period

During the Cold War, running from 1947 to 1989, the world was divided into two spheres, east and west,
which were political rivals with minimal economic relations between them. Countries in both spheres
belonged to the global political institutions created after the Second World War under the leadership of
the US, the United Nations and its specialised agencies. But only those in the western sphere —and two
countries that later founded the non-aligned movement, India and Yugoslavia - joined the new economic
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institutions™. Most developing countries, which were previously colonies of western countries, became and
remained non-aligned after independence, maintaining a degree of political distance from the two spheres,
while gradually joining the GATT, IMF and World Bank.

During this period, the world was bipolar, with two superpowers: the US as ‘leader of the free world’
and the Soviet Union as the main country in the communist camp, though increasingly in competition with
China. The western camp lived in a ‘liberal international order’ in which crucial international public goods in
trade, finance and defence were provided by the United States acting as its ‘benevolent hegemon'.

Multilateralism mostly prevailed within the western sphere, but not when it clashed with US interest, as
with the ‘Nixon shock'’ in August 1971, when the US president ended the Bretton Woods system of fixed
but adjustable exchange rates by taking the dollar off the gold standard, and introduced a 10 percent
tariff surcharge on all dutiable imports?. The import surcharge was meant to put pressure on the main US
partners to revalue their currencies against the dollar, which they did under the December 1971 Smith-
sonian Agreement of December 1971, in the hope of preserving the Bretton Woods system. This hope
was dashed in 1973, after the US further devalued the dollar, forcing major currencies to float against the
greenback and each other.

Another instance of US unilateralism during this period was Section 301 of the 1974 US Trade Act,
which allows the US administration to unilaterally (i.e. without recourse to the GATT dispute settlement
procedure) address ‘unfair foreign practices’ through investigations, negotiations and, if necessary, the
imposition of tariffs or other trade restrictions. Section 301 is the only US statute that permits the US
administration to adopt unilateral trade sanctions on economic grounds. Two other statutes — Section 232
of the 1962 Trade Expansion Act and the International Emergency Economic Powers Act (IEEPA) of 1977
—also permit the US administration to unilaterally impose trade sanctions on certain countries, but on
national security grounds.

2.1.2 The rise and fall of hyperglobalisation, 1990-2008

With the 1989 collapse of the Berlin Wall and the end of the Soviet Union in 1991, liberal democracy
appeared to have “triumphed as the final form of human government” (Fukuyama, 1992). In geopolitical
terms, this meant that all countries could now join the liberal international order.

In 1992, Russia joined the IMF and the World Bank. The next year, it applied to join the GATT but had to
wait until 2012 to become member of its successor, the World Trade Organisation (WTQO), created in 1995.
The People's Republic of China had already joined the IMF and the World Bank in 1980, and the WTO in
2001.

With China and Russia taking major steps to liberalise their economies, it looked as if Fukuyama's “end
of history” (Fukuyama, 1992) was approaching, not only in an ideological sense but also geopolitically. Eco-
nomic liberalisation in the former eastern sphere, in India and other large developing countries, together
with the rapid introduction of information technologies created ‘One World' with opportunities for more
people in more places to compete, connect and collaborate more than ever. This ushered in a period of
truly global trade and investment integration — often referred to as ‘hyperglobalisation’ — dominated by
purely economic incentives and global value chains (GVCs), with little or no geopolitical constraints (see,
for instance, Antras, 2020).

This period has been described as the unipolar world, with the United States commonly viewed as the
sole superpower. It worked fairly well for nearly two decades. The US continued to act as a ‘benevolent
hegemon’ and the liberal international order thrived, with democracy spreading around the world, the cre-
ation of the WTO as the lynchpin of the rules-based multilateral system, and hyperglobalisation delivering
rapid economic growth to old and mostly new parts of the world.

1 Poland and Czechoslovakia joined the IMF and World Bank in 1945, prior to their absorption into the Soviet bloc, but
withdrew in 1950 and 1954, respectively.

2 See Office of the Historian, ‘Nixon and the End of the Bretton Woods System, 1971-1973', https://history.state.gov/
milestones/1969-1976/nixon-shock.
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However, according to geopolitical realists such as Mearsheimer (2019), the liberal international order
was bound to fail because it contained the seeds of its own destruction. First, the spread of western-style
democracy produced a nationalist backlash in some countries, including China and Russia. Second,
hyperglobalisation produced faster growth but also contributed to greater income inequality and financial
instability, both of which contributed to a populist backlash in advanced countries, especially the US, after
the Great Financial Crisis. Third, hyperglobalisation was particularly helpful in promoting faster growth in
China and other export-oriented developing countries. The “rise of China...along with the revival of Russian
power ... brought the unipolar era to a close” (Mearsheimer, 2019, p. 8).

The decline of the liberal international order and the ‘return of history’ ushered in the third and current
phase in the post-Second World War international system. As anticipated by Kagan (2008, p. 4), “The end
of the Cold War did not bring the end of history, but rather a return to a historical norm: competition among
great powers”.

2.2 The return of Great Power competition and economic nationalism in the United
States

Analysts disagree on how to describe the new era. Kagan's ‘return to great power competition' is one way.

Others refer to it as the ‘post-post-Cold War era®®, as an ‘era of fragmentation’ (for instance, Clavijo, 2024)

or simply as a 'multipolar era’ replacing the previous unipolar period“.

The problem with these labels is that they underplay what (in addition to the rise of China) has emerged
as a defining feature of the last decade: the gradual withdrawal of the US from its role as ‘benevolent
hegemon'. This shift accelerated with President Trump's push to blatantly violate post-Second World War
rules and norms, including with his ‘reciprocal’ tariffs (which are in fact unilateral rather than reciprocal and
violate the cornerstone of the GATT/WTO regime, which forbids countries from discriminating between
their trading partners). Trump has also launched assaults against international law, democratic norms and
institutions. One way to describe the present United States is as a ‘coercive hegemon’, though the term
'hegemon’ itself does not fit well with the new multipolar age. In fact, the contradiction between the two -
multipolarity and hegemony — describes well the current geopolitical situation, which is in a state of flux.

Though the US is not the hegemon it was during the unipolar post-Cold War period, or even the bipolar
Cold War era, it retains exceptional features that set it aside from other major powers including China and
the European Union. It is easy to minimise the role of the US in world trade by noting that it accounts for
less than 15 percent of global trade in goods and services (excluding intra-EU trade), and that therefore
the rest of the world can and should continue to organise itself according to WTO norms and rules, which
the US is now disregarding. But the US has demonstrated that it can coerce many of its trading partners,
including the EU, to accept bad deals. Typically, such deals involve accepting unilateral US tariff hikes and
also opening up domestic markets and committing to buy products preferentially from the US (against the
interests of trading partners and against WTO rules) as the price for keeping US tariffs lower than threat-
ened by President Trump, and, above all, for retaining aspects of US security protection.

This continuing US power derives from its superiority in four areas: economy, finance, technology and
military. China is the only country that partly rivals the US in all of these areas, except finance. While the EU
has strengths in some of these areas, it is clearly dominated by the US, and increasingly China.

The US remains the largest economy (26 percent of world GDP in 2024 at market exchange rates),
which partly explains why it is also the world's largest importer of goods. Also, of course, the US now

3 Patricia M. Kim, ‘China’s choices and the fate of the post-post-Cold War era’, Commentary, 8 March 2022, Brookings,
https://www.brookings.edu/articles/chinas-choices-and-the-fate-of-the-post-post-cold-war-eral.

4 Inan extensive study of geopolitical fragmentation, Fernandez-Villaverde et al (2024) found that it started during
the 2007-2008 financial crisis, accelerated between 2017 and 2020 because of mounting trade and capital flow
restrictions, and has surged to unprecedented levels since 2022, because of the war in Ukraine and the Middle East
conflict. Focusing on trade, Carluccio et al (2025) found that the trend toward fragmentation started in 2018, with the
US-China trade conflict.
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specialises mainly in the production of services, and therefore tends to export services and import goods
- the opposite of China, the world's second largest economy (on par with the EU, both accounting for 17
percent to 18 percent of world GDP at market rates), which specialises in the production of goods and
therefore tends to export goods and import services.

Although the US is increasingly challenged by China for the top place in the GDP league (and has
already been displaced by China when the comparison is made using purchasing power parity exchange
rates), it remains unparalleled in finance. The US accounts for roughly 50 percent to 60 percent (depend-
ing on the exact year) of global equity market capitalisation, and 40 percent of bond market capitalisation,
far ahead of the EU and China. The US dollar continues to occupy a dominant position, accounting for 60
percent of international reserve holdings in currencies, 45 percent of global trade invoicing and 90 percent
of foreign exchange transactions, again far ahead of the euro and renminbi.

In technology, although the US share of global research and development spending has been declining
for decades, the US retains overall leadership. China is making rapid progress and has overtaken the US in
some critical areas. As Draghi (2024) noted, Europe also has major technological capabilities, but is weak in
digital technologies, such as artificial intelligence, the internet of things and quantum computing.

US technological leadership rests on the strength of its private sector, which benefits from a strong
innovation ecosystem that includes top universities able to attract student and faculty talent from all over
the world and easy access to venture capital. For instance, in 2023, the US had twice as many active uni-
corns (startup companies valued at over $1 billion) as the EU and China combined. However, the policies
of the Trump administration on research and universities threaten to deliver a blow to the US innovation
ecosystem and weaken its technological leadership.

In the military field, US dominance comes partly from the fact that it has accounted for roughly 40
percent of global military expenditures for several decades, far more than its share of global GDP. This has
allowed the US to finance the research, development and purchase of sophisticated weaponry, to maintain
military bases and troops in every region of the world, and to lead alliances such as NATO, making it the
‘policeman of the world', even if this role is increasingly contested, especially in Asia by China. According
to Carlough et al (2025), the US maintains 31 permanent bases and has access to 19 additional sites in
Europe (the EU plus Norway, Turkey and the United Kingdom). Carlough et al (2025), citing official sources,
also report that, in early 2025, the US had nearly 84,000 US service members in Europe, down from over
100,000 in 2022, after the full invasion of Ukraine by Russia.

All this sums up to an international system in flux and disorder. In trade, the WTO has been greatly weak-
ened by the willingness of the US - the world's largest importer of goods — to openly violate international
rules, which have become partly outdated in any case because the role of the state in China, the world's
largest exporter of goods, is incompatible with the spirit (but not the letter) of the liberal economic order
that the WTO represents. But, so far, the rules-based multilateral system has held up. Apart from the US,
other WTO members have continued to play by the rules, with one major exception, with many, including
the EU, granting preferential access to (some) imports from the US, as part of the deals they have struck
with President Trump to avoid the imposition of higher reciprocal tariffs.

In money and finance, where there has been no formal international system since the end of the Bret-
ton Woods system in 1973, there is nonetheless a global order. One element is the role of the US dollar in
international payments and as a store of value. Some Trump administration policies, such as the promotion
of dollar-based stablecoins, could further enhance this role®. Others, such as the administration’s lack of
concern about fiscal sustainability, and words and actions that undermine the independence of institutions
such as the Federal Reserve and the Bureau of Labor Statistics, could undermine the dollar's international
role (see section 2.3.2). The other element in maintaining global order has been international organisations

5 Harmah Lang, Trump signs stablecoin law as crypto mdustry aims for mainstream adop’uon Reuters 1 9 July 2025,

adoptlon 2025 07- 18/
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including the IMF, World Bank, Bank for International Settlements (BIS) and the Financial Stability Board
(FSB), which have played important roles in coordinating international efforts to maintain financial stability
or restore it during crises. Although the Trump administration announced that it would review US member-
ship of the IMF, World Bank and other international organisations, Treasury Secretary Scott Bessent has
stated that the role of the US is rather to “push them to accomplish their important mandates” and focus
on their “core mission™.

The EU has played a constructive role by setting up the euro and ensuring its stability, but the absence
of a “genuine Economic and Monetary Union”, as advocated more than a decade ago by Van Rompuy
(2012), limits its ability to play a bigger international role.

Finally, in the area of international security, the fragile world order has been greatly damaged by Russia's
full invasion of Ukraine in 2022. This is rightly viewed as a painful wake-up call and turning point by Europe-
ans, especially in the context of President Trump’s questioning of NATO, though for some others (including
China and India), war in Ukraine has been no more damaging to the world order than the 2003 invasion of
Iraq by the United States (with the support of the United Kingdom, Australia, Poland and others), which was
also not authorised by the UN Security Council. Meanwhile, in the Middle East, conflict has raged again
since 2023, and Taiwan faces continuous threat of an invasion or a severe blockade by China. In all these

theatres, the role of the US as ‘global policeman’ has receded, and no other power has filled its place. The
EU, which is struggling with its own security, is not a candidate — except in Ukraine.

One way to compare the new era of armed conflict and economic nationalism with earlier periods is
through indices designed to quantify geopolitical risks and policy uncertainty. The global Geopolitical Risk
Index (GPR), which focuses mainly on military risk, is currently slightly below its level during the post-Cold
War period, despite the Russia-Ukraine war and the latest episode of conflict in the Middle East (Figure 1)’.

Figure 1: Geopolitical risk index, 1 Jan 1947 to 1 Jul 2025, average by geopolitical phase
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Source: Bruegel based on Caldara and lacoviello (2022). Data downloaded from https://www.matteoiacoviello.com/gpr.htm.

6 See Secretary Bessent's remarks at the Institute for International Finance, 23 April 2025, https://home.treasury.
gov/news/press-releases/sb0094 and at the International Monetary and Financial Committee of the IMF, 23 April
2025, https://home.treasury.gov/news/press-releases/sb0095. In line with these remarks, the July 2025 Report to
Congress from the Chairman of the National Advisory Council on International Monetary and Financial Policies (an US
interagency body chaired by the secretary of the Treasury mandated to report on the activities of the IMF and MDBs
on an annual basis) reiterated the importance of a US-led IMF (US Department of the Treasury, 2025).

7 The GPRindex is by Caldara and lacoviello (2022) and is regularly updated. Its historical version begins in January
1900.
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By contrast, the global Economic Policy Uncertainty Index (EPU) and Trade Policy Uncertainty Index
(TPU) have moved up since 2017, reaching their highest ever level immediately after so-called ‘liberation

day’ (1 April 2025), when President Trump announced the imposition of ‘reciprocal’ US tariffs on imports
from trading partners (Figures 2 and 3).

Figure 2: Economic policy uncertainty index, Jan 1997 to Jun 2025, average by geopolitical
phase
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Source: Bruegel based on Davis (2016). Data downloaded from https://www.policyuncertainty.com/global_monthly.html.

Figure 3: Trade policy uncertainty index, Jan 1960 to Jul 2025, avg. by geopolitical phase
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Source: Bruegel based on Caldara et al (2020). Data downloaded from https://www.matteoiacoviello.com/tpu.htm.
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2.3 Short-term economic effects on Europe

The acceleration of the shifts described in the last section in President Trump’s second term is at time

of writing affecting the European economy through three main channels: a sharp rise in US tariffs, policy
uncertainty and fiscal policy. These impact the EU directly and indirectly, via their impact on the United
States (which will remain the EUs largest trading partner in the foreseeable future, tariffs notwithstanding).
Monetary policy on both sides of the Atlantic is seeking to modulate the impact of these policy shocks. In
addition to baseline effects, there are substantial downside risks.

2.3.1 Baseline effects

Tariffs. US effective import tariffs have gone from 2.4 percent at the end of 2024 to almost 19 percent

in mid-August 2025 (Figure 4). Imports from the EU now face a baseline tariff of 15 percent, with some
products (steel and aluminium, copper and cars) facing higher tariffs at the time of writing, and a yet-to-be
defined set of ‘strategic products’, to which lower or zero tariffs will apply?.

Estimates of the 2025 and 2026 GDP impact of these tariffs on the US are larger than the impacts on
the EU, ranging from -0.35 percent to -0.6 percent of GDP (relative to the preexisting baseline), while the
impact on the EU is estimated at -0.1 percent to -0.35 percent of GDP (see Annex Table 1). While the US
economy is suffering a generalised negative supply shock via import prices, the EU is suffering a negative
demand shock that affects about 20 percent of its goods exports (worth 3 percent of EU GDP in 2024)°.
Furthermore, the 15 percent levy is at the low end of the range of reciprocal tariffs the US has imposed
on most other major exporters, implying that it may offer the EU a gain in market share relative to other
exporters, which may compensate for some of the losses relative to US producers.

Figure 4: United States average effective tariff rate
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Source: Bruegel based on The Budget Lab (2025).

8 According to the European Commission, “as of T August 2025, US tariffs on EU aircraft and aircraft parts, certain
chemicals, certain drug generics or natural resources will go back to pre-January levels. This will provide immediate
tariff relief for key EU industries, while the EU and US agreed to keep working to add more products to this list”. The
precise composition of the list remains unclear. For aluminium, steel and copper, a 50 percent tariff continues
to apply, but an EU communication claims that “the EU and the US will establish tariff rate quotas for EU exports at
historic levels, cutting the current 50% tariffs”. See European Commission Questions & Answers of 29 July 2025,
‘EU-US trade deal explained’, https://ec.europa.eu/commission/presscorner/detail/en/ganda_25_1930.

9 According to European Commission data, goods exports from the EU to the US amounted to €531.6 billion in 2024,
which corresponds to 21 percent of total extra-EU goods exports, or 3 percent of EU GDP. See Eurostat news of 11
March 2025, "Trade in goods with the United States in 2024', https://ec.europa.eu/eurostat/web/products-eurostat-
news/w/ddn-20250311-1.
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Policy uncertainty. While some of recent rise in policy uncertainty (Figures 2 and 3) is transitory (as
the policy regime emerging from the stop-and-go announcements of the US administration becomes
clearer), some may be permanent, as erosion of the rules-based order and independent institutions in the
US creates more room for executive discretion. Notwithstanding the recovery in the US stock market after
declines when the US tariff hikes were announced on 1 April, there is evidence that policy uncertainty has
dampened investment in the US. Greater volatility and weaker growth in the US hurts the EU through the
export channel "ut m'y strengthen investment in the EU in relative terms.

Fiscal policy. While the Trump administration’'s so-called One Big Beautiful Bill Act (OBBBA), signed into
law on 4 July 2025, is estimated to be roughly neutral over the next ten years compared to an extension of
current US fiscal policy (which was and remains on an unsustainable path)'?, it is expansionary in the short
term because the spending cuts envisaged in the bill are backloaded. According to IMF estimates, the
OBBBA will raise the US deficit by about 1.5 percent of GDP in 2026.

Fiscal policy in the EU has been affected mainly through the impact of policy shifts on defence spend-
ing. In March, the European Commission (2025b) announced that EU members during 2025-2028 would be
allowed to debt-finance an increase in defence spending by up to an additional 1.5 percent of GDP per year
relative to 2021 levels, if they request the national escape clause (NEC) under the EU fiscal rules. By end-
April 2025, 16 EU countries had made such requests''. According to the European Commission (2025c),
based on “credibly announced and sufficiently detailed measures”, additional defence expenditures
announced by 30 April 2025 willamount to 0.1 percent of EU GDP in 2025.

The June NATO summit triggered further announcements for 2026 and beyond, while the German
medium-term fiscal-structural plan, published in July, envisages an increase in the country’s fiscal balance
by about half a percent of GDP relative to the European Commission’s baseline for both 2025 and 2026. On
this basis, the combination of higher defence spending and additional fiscal expansion in Germany could
add fiscal stimulus in the order of 0.2 percent to 0.4 percent of EU GDP during 2025-2026. Importantly, this
stimulus is set against a baseline that would otherwise be contractionary, as many EU countries had begun
their adjustments under fiscal rules enacted in 2024, leading to net neutral or slightly expansionary fiscal
stances in 2025 and 2026.

Monetary policy. The combination of higher tariffs and policy uncertainty has created a difficult task
for the Federal Reserve, which needs to manage a negative supply shock in an environment of high
demand uncertainty. With US inflation likely to be above target, it has opted to leave the federal funds rate
unchanged at 4.25 percent to 4.5 percent since December 2024. In contrast, the European Central Bank's
task has been comparatively simple: with euro-area inflation declining below 2 percent and slowing exter-
nal demand, because of higher US tariffs and appreciation of the euro-dollar exchange rate, it has lowered
its deposit interest rate. However, markets view a Federal Reserve interest rate cut in September as likely
and expect a further cut by the end of 2025 and two cuts by mid-2026. In contrast, markets are currently
pricing in no further cuts from the ECB this year and are unsure about a cut in the first half of 2026."2

The joint impact of policy shocks and policy uncertainty is reflected in short-term output expectations.
Figure 5 shows the evolution of median forecasts of private sector economists surveyed by Bloomberg
for both the US (panel a) and the euro area (panel b). The purple lines show forecasts for 2025 real GDP
growth; the light blue lines show forecasts for 2026. Dates on the x-axes indicate the time of the forecasts.

10 Based on an overview provided by ING, which combines estimated effects of tariffs and the OBBBA by the
Congressional Budget Office (CBO, 2025a; 2025b) over the next ten years (2025-2035). See James Knightly, Dmitry
Dolgin and Padhraic Garvey, 'How President Trump's plans will impact the US deficit’, ING, 27 June 2025, https://think.
ing.com/articles/how-president-trumps-plans-will-impact-the-deficit/.

11 Belgium, Bulgaria, Croatia, Czechia, Denmark, Estonia, Finland, Germany, Greece, Hungary, Latvia, Lithuania, Poland,
Portugal, Slovakia and Slovenia. In addition, 18 member states have applied for SAFE, a lending facility to support
rearmament offered by the European Commission. See section 4.4.1.

12 Market expectations are based on Bloomberg's ‘World Interest Rate Probabilities’, which calculates the likelihood of
interest rate cuts at central bank meetings. The calculations are based on OIS rates, with data as of 4 September
2025.
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Since Trump's second inauguration in January until early September 2025, the 2025 median growth
forecast for the US has dropped by 0.50 percentage points, from 2.1 percent to about 1.6 percent, while
the euro-area median forecast dropped by just 0.1 percentage points, from 1.2 percent to 1.1 percent.

In the interim, forecasts for 2025 have undergone large swings, particularly in the US, where exuberance
in the first months of the new administration was followed by a large drop in output expectations in April,
when the extent of Trump’s tariff hikes became clearer, and eventually a modest recovery. US output

expectations for 2026 have gone through a similar cycle, albeit of smaller amplitude (Figure 5, left panel).

For the euro area, the 2025 forecast decline in the first half of 2025 has been more gradual than in the
US, while the June-August recovery was steeper, likely reflecting a combination of monetary and fiscal
policy easing, and the trade agreement with the US at the end of July.

At time of writing, forecasters expect modestly higher US growth in 2026 than in 2025, perhaps reflect-
ing expected fiscal stimulus and monetary easing. Euro-area output in 2026 is expected to be unchanged
from 2025.

Figure 5: US and euro area short-term forecasts of annual real GDP growth (percent)
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Source: Bruegel based on Bloomberg Economist Survey (median response). Note: Latest observation 04/09/2025.

2.3.2 Risks

While expected EU and US economic performance for both 2025 and 2026 is sub-par, baseline forecasts
remain relatively benign — far from a recession in either the US or the euro area. Nevertheless, it is easy to
imagine far worse outcomes, even in the relatively short term (2025-2027). We focus on four.

A collapse of the US bond market, triggered by one or several of the following: (1) a sense that the US
deficit is out of control, as political majorities in the US make fiscal adjustment impossible in the foresee-
able future; (2) a sharp rise in inflation expectations; (3) a loss of faith in the quality of US economic data,
particularly inflation and labour market data, triggered by Trump's assault on institutions.

An escalation of Russian military actions against Ukraine or the EU directly. This could take several
forms: significant further loss of territory in Ukraine, leading to a new refugee wave; an acceleration of Rus-
sia's hybrid campaign against the EU, targeting EU government institutions, critical infrastructure and other
economic assets; or even a direct Russian military attack on one or several EU countries. In the case of a
direct military attack, the defence of Europe would become existential, testing NATO and EU unity. Russian
military or hybrid gains short of a direct attack on the EU, however, may hurt the EU particularly through
their political and economic knock-on effects. These include nationalist populist backlash in the EU — hurt-
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ing mainstream parties and eroding the consensus around additional assistance to Ukraine —and sharp
drops in EU consumer and investment confidence, depressing output, increasing fiscal stress and possibly
prompting a return of the fiscal-banking ‘doom loop’ in some EU countries.

A fiscal crisis in the euro area triggered by a populist election victory in a high-debt member state. With
the government of the country in question unable or unwilling in this scenario to undertake fiscal adjust-
ment in response to a loss in market confidence, EU crisis mechanisms may fail to work. The resulting debt
crisis would throw the euro area into turmoil and raise questions about the sustainability of the common
currency, as it did during 2010-2012.

A trade shock triggered by increasing tensions between the US and China and/or hostile Chinese
actions in East Asia. Global supply chains could be disrupted either by an interruption of shipping linked to
hostilities in East Asia, or by export bans on all critical minerals to any nation deemed to take ‘hostile eco-
nomic actions’ against China. All EU countries would be included in China's immediate export ban. The EU
would be faced with a prolonged economic downturn from the de facto end of freedom of navigation in the
high seas in a vital part of the world and the severance of important global sea lanes, and would be denied
access to critical minerals crucial to its industrial economy.

These shocks could be amplified in two ways. First, crisis scenarios may overlap (for example, policy
paralysis arising from a populist victory and the priority of repelling Russian aggression). Second, several
countries could be pushed to the fiscal and social breaking point.

The accumulation of crises since 2008 has left profound economic, political and social marks on the EU,
US and other advanced countries. One measure of this is the level of public debt. In 2007, at the end of the
post-Cold War period, debt-to-GDP ratios stood between 60 percent and 65 percent on average for the EU
and euro area, with substantial differences between countries. The US ratio was similar. By 2024, debt-to-
GDP ratios had increased by more than 20 points for the EU/euro area, with a big increase in the dispersion
between countries. In countries including Denmark, Germany and the Netherlands, the debt ratio remained
around or well below 60 percent, while itincreased by around 50 percent of GDP or more in Finland, France,
Spain and the US (Figure 6).

Figure 6: Debt-to-GDP ratio in 2007 and 2024 (percent)
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Source: Bruegel based on IMF (WEQ). Notes: Solid black line indicates a debt-to-GDP ratio of 100 percent. Countries are ranked in increasing order of
the difference between the debt ratio in 2024 and 2007.
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According to Darvas et al (forthcoming), stabilisation of the debt ratio over the long term will require
fiscal adjustment of about 6 percent of GDP in the US, 5 percent of GDP in France and about 3 percent to 4
percent of GDP in Italy, Spain and Belgium. Although they have much lower debt ratios, several central and
eastern European countries are also under high pressure to adjust over the medium term on account of
very high deficits. Add to this the additional cost of defence in the face of the new geopolitical reality, plus
the costs of ageing populations and climate change (mitigation and adaptation), and it becomes clear that
public finances are in a very difficult place in many EU countries and the US.

We assess the policy implications in section 4, after examining three geopolitical scenarios for the
period 2030-2035 in section 3.

3 Three geopolitical scenarios for the coming decade

This section discusses three contrasting geopolitical scenarios for 2030-2035 that share two common
features: the world will be more multipolar than today, with no country willing or able to play the role of
global hegemon providing overall insurance to the system; and the US-China geopolitical rivalry will per-
sist. Multipolarity will increase because the number of major powers will rise. By 2030-2035, there will be a
dozen major powers falling into three tiers:

e Superpowers: China and the US. There is much speculation among analysts and policymakers about the
economic, military and technological trajectories of the two countries over the next five to ten years, and
whether the US will retain its lead in some or all of these areas or be overtaken by China’'s. But there is
consensus that in this timeframe, China and the US will remain the world's only superpowers.

« Other (potential) great powers: Russia, the EU and India. Besides China and the US, only Russia currently
qualifies as a great power, mainly (or even only) because of its large nuclear arsenal. But as Mearsheim-
er (2019) has argued, Russia “will be by far the weakest of the three great powers for the foreseeable
future, unless either the U.S. or Chinese economy encounters major long-term problems”. Although it
has plenty of economic and soft power, the EU is not currently a great power because it lacks military
capability. However, European re-armament is speeding up and in the next five to ten years, EU coun-
tries will have substantial military capacity (Burilkov et al, 2025), especially if reinforced by partnerships
with countries including the UK, Canada, Norway and Ukraine. Another candidate for great power status
is India, the world’'s most populous country and already one of the five largest in terms of GDP, with the
fastest growing economy among the top five. India has also a rapidly growing military footprint. Its 2025
defence budget was the third largest in the world, after the US and China, not counting the EU as bloc.

« Middle/regional powers: in Asia (Indonesia, Japan), Africa (Nigeria, South Africa), the Middle East (Turkey,
Saudi Arabia) and South America (Brazil). All these seven countries (except Nigeria) belong to the G20
and are already regional powers. Brazil, Saudi Arabia and South Africa also belong to the BRICS, as do
China, India and Russia.

The three scenarios we discuss differ with respect to two variables: the degree of intensity in the
US-China geopolitical rivalry; and the capacity of other major powers and smaller countries to organise
rules-based international cooperation and institutions.

Note that the scenarios are not designed as a typical triad comprising a ‘central’ or ‘base case’ scenario,
which represents the most likely outcome based on current information, plus upside and downside scenar-
ios that explore more optimistic and pessimistic outcomes. Instead, they are meant to be organising prin-

13 See, forinstance, Edward Luce, "Trump is the gift that keeps giving to China’, Financial Times, 5 August 2025, https://
www.ft.com/content/d10ea991-627d-4c79-8d80-04af180c69dc. See also Chivvis (2024).
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ciples that help describe possible states of the world in 2030-2035. Actual outcomes could well consist of
weighted combinations of two of these scenarios (or even all three), and of variants within scenarios.

3.1 Scenario 1: collapse of international cooperation

Scenario 1 is defined as a ‘bad’ (collectively inefficient) non-cooperative equilibrium across the three tiers
of powers. By 2030-2035, there are only loose and opportunistic alliances between countries, and a bare
minimum of international cooperation. The global public goods created after the Second World War (UN,
IMF, World Bank, WTO) have lost relevance or ceased to exist, mainly because of the intense geopolitical
competition between the US and China, with neither willing or able to provide or promote international
public goods, and both acting coercively towards other countries. The US continues to maintain substan-
tial tariffs, even if they have not led to the desired results (US reindustrialisation and enhanced economic
security), mainly because they raise substantial revenue for the US government, which needs it to help
finance its large debt.

The only global public good that continues to be provided in this scenario might be some degree of
control of nuclear proliferation, the area with the biggest potential negative global externality. Another
area with a very large potential negative global externality, climate change, is one of the victims of the
collapse of the international order, propelled by a doom loop involving domestic and international conflict.
Major powers with low social cohesion, high public debts and high levels of support for populist politicians
oppose international cooperation and institutions. Meanwhile, nationalist and populist policies reduce eco-
nomic growth and the ability of countries to deal with the economic consequences of ageing and climate
change (Funke et al, 2023), which further increases domestic discontent and international conflicts.

Scenario 1 closely relates to the ‘Kindleberger trap’, a term coined by Joseph Nye to warn — a few
weeks before the start of the first Trump presidency — of the risk of a situation in which neither the declin-
ing superpower, the US, nor the ascending one, China, is able or willing to assume the role of ‘benevolent
hegemon'4, Since Kindleberger (1973), it has been widely agreed that such a role must be played by one
of the great powers to sustain a liberal international order, as the US did for the Western sphere during the
Cold War period or globally during the much shorter period of hyperglobalisation. Scenario 1 lacks any
such hegemon.

3.2 Scenario 2: back to a world of blocs

The defining feature of scenario 2 is that the world splits into three groups: a US-led bloc, a China-led bloc
and a non-aligned set of countries. This scenario has two variants, depending on the degree of interde-
pendence between the US and China blocs™®:

o Inthe decoupling variant, the US-China geopolitical rivalry is intense, and after more than a decade of
economic (trade, finance, technology) and political fragmentation, the two blocs are detached from one
another, perhaps not as much as was the case between the western and eastern blocs during the Cold

14 Joseph S. Nye Jr., The Kindleberger trap’, Project Syndicate, 9 January 2017, https://www.project-syndicate.org/
commentary/trump-china-kindleberger-trap-by-joseph-s--nye-2017-01.

15 Followers of the realist school of geopolitics reject this idea and consider that the liberal global order was either a
fantasy (Kagan, 2008) or doomed from the start (Mearsheimer, 2019).

16 Becko et al (2025) considered another variant. They assumed that there are two categories of countries in the world:
China and the US, two large countries, which enjoy market power and set their import tariffs to improve their terms of
trade; and small countries, which have no market power and set their tariffs at zero. The two large countries trade with
each other and the small countries, to which the large countries offer free access if they accept political alignment
with them. If they don't, they are charged the optimal tariff that the large countries also apply to each other. Using a
stylised model, they found that the US sets an optimal tariff of 12.4 percent when competing with China for allies,
while China sets a tariff of 7.0 percent. In their model, China's lower tariff reflects both its smaller economic size and a
weaker preference for alignment.
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War, but far more than is the case in 2025".

« Inthe derisking variant, the US-China geopolitical competition is somewhat less intense, and the
two blocs remain fairly interdependent, managing the risks of such interdependence with “intelligent
economic security policy 8. This is in line with what President Biden's National Security Advisor, Jake
Sullivan (2023), advocated with his “small yard, high fence” policy: selective decoupling in areas where
national security is at stake.

The first variant is easier to understand. It amounts to a new Cold War, with little relationship between
the US-led and China-led blocs, except for security issues handled by the two superpowers. The second
variant is probably more realistic, though harder to grasp. In particular, it is not clear what the exact perime-
ter of the ‘'small yard' would be, nor whether it would be possible to really keep it ‘small’. After all, what con-
stitutes 'national security’ or even ‘economic security’ is highly subjective. In addition, imports and supplier
relationships that pose a risk to economic security are very hard to pinpoint empirically (Pisani-Ferry et al,
2024).

In both variants, global cooperation would likely be more extensive than in scenario 1. In particular, the
two blocs may agree to cooperate not only on nuclear proliferation, but also on climate change. Global
economic institutions including the IMF, World Bank and the WTO would retain meaningful roles.

In the decoupling variant, however, these roles would be much reduced, even compared to their already
diminished levels in 2024, ie before the de-facto US exit from the WTO in 2025. In particular, trade gov-
ernance would probably revert to the pre-WTO days, when GATT members enjoyed more ‘policy space’
(meaning they could be more protectionist) and there was no Appellate Body to adjudicate disputes, res-
olution of which was left to diplomats and politicians rather than judges. This governance structure would
include most current WTO members, but might not include the US, unless by 2030-2035 it has re-em-
braced some form of rules-based trade, particularly the most-favoured-nation (MFN) non-discrimination
principle that is enshrined in Article | of the GATT and is one of its cornerstones. With China and its state
capitalist practices now impacting the US-led bloc relatively little, the countries of this bloc may decide to
retain WTO-like governance among themselves, including by reinstating the Appellate Body dismantled
by US actions during the Obama and first Trump administrations because of rulings related to trade with
China®.

In the de-risking variant, the two blocs should in principle be ready to cooperate more closely than in
the decoupling variant, and economic institutions including the IMF, World Bank and the WTO should retain
greater roles, with some redefinitions to meet demands from the Global South, which would presumably
remain non-aligned with the two blocs.

In terms of membership of the two blocs, it is fair to assume that countries that are likely to remain
security-dependent on the US for geographical reasons, such as South Korea or Japan, will be part of the
US bloc. Itis less clear with which bloc the EU, India and Russia — the three actual or potential ‘great powers'
—would align.

In view of the EU’s lopsided trade deal with the US administration?, it might seem obvious that the EU

17 Gopinath et al (2025) also assumed a situation in which the world splits in three groups: a US-aligned bloc, a China-
aligned bloc and non-aligned countries. They found that this split will have less detrimental effects on trade than
during the Cold War, because they assume that non-aligned countries will act as ‘connectors’ between the two
geopolitical blocs, as they have been doing since trade fragmentation started around 2018.

18 Henry Farrell and Abraham Newman, ‘The new economic security state: How de-risking will remake geopolitics’,
Foreign Affairs, 19 October 2023, https://www.foreignaffairs.com/united-states/economic-security-state-farrell-
newman.

19 Wailin Wong, Adrian Ma, Julia Ritchey, Lilly Quiroz and Kate Concannon, ‘Why there's no referee for the trade war’, NPR,
19 March 2025, https://www.npr.org/2025/03/19/1239428616/wto-referee-global-trade-disputes.

20 Jorge Liboreiro and Peggy Corlin, ‘Brussels defiant against persistent criticism of EU-US trade deal’, Euronews, 3
September 2025, https://www.euronews.com/my-europe/2025/09/03/brussels-defiant-against-persistent-criticism-
of-eu-us-trade-deal.
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has chosen, or felt that it had to choose, the US bloc. However, this was in 2025. By 2030-2035, the EU may
have gained sufficient strategic autonomy to be able to make real choices, especially if European military
capacities have been strengthened.

In view of India’s history since independence in 1947, during which it stayed non-aligned with both the
US and the Soviet Union and later Russia, India is unlikely to align itself with the US. However, an opportun-
istic alliance with America to counter its Chinese neighbour is likely to remain part of its strategy.

Finally, Russia's position is by no means obvious. It has a solid alliance with China, which has been
strengthened by the war in Ukraine. However, Russia has gradually become the junior partner in its rela-
tionship with China and may seek to reestablish a more balanced relationship by strengthening links with
Europe and America.

A crucial factor in the decision of the EU to align itself with, or perhaps behind, the US, or to become
non-aligned, will be US behaviour. Will it return to its role of relatively benevolent hegemon, or will it con-
tinue to behave as a ‘coercive hegemon'’, as it did by imposing a 15 percent reciprocal tariff on the EU and
demanding from the EU concessions for not imposing higher tariffs, which has been described as humili-
ating??! In the former case, the EU would likely continue to align with the US, though it would seek a better
arrangement than it enjoys currently. In the latter case, it would be difficult for the EU to belong to the
US-led bloc, pushing it toward the non-aligned.

3.3 Scenario 3: multilateralism reinvented

In scenario 3, the two superpowers, although remaining rivals in some areas, agree to cooperate to provide
global public goods in all areas that have potential negative externalities, including nuclear proliferation,
climate change, trade and finance, because they have discovered — perhaps after having passed painfully
through scenarios 1 and 2 - that not tackling common problems through common efforts and institutions
has a high cost, not only for others but also for themselves.

In this idealistic scenario, a new international order would be established. This would involve reform-
ing multilateral global institutions including the UN, the IMF, World Bank and WTO to guarantee a greater
role for the Global South, which remained largely non-aligned in scenario 2, and to respond better to their
development goals, while ensuring international security and dealing with global warming. This new order
would not depend on the ability or willingness of a superpower to provide global public goods. Instead,
the new international order would be managed by a new grouping composed of China, the United States,
Brazil, the EU, India, the African Union and maybe one or two more countries. In its most idealistic variant,
this new grouping would take over from China, France, Russia, the UK and US as the new permanent mem-
bers of the UN Security Council.

A less idealistic, though still ambitious, variant of this scenario would assume that the US-China rivalry
will preclude the participation of the two superpowers in the reinvention of the multilateral rules-based
order, at least initially. In this variant, a coalition of countries, involving the EU, the UK, Norway, Canada and
a small group of like-minded countries from the Global North (including Japan and Korea) and the Global
South, would take the initiative, hoping that the US will join them at a later stage. China, however, may
already be part of the coalition for some issues (such as climate change) though not for others (such as
trade), as we discuss in section 4.

Table 1 summarises the geopolitical situation and the degree of world integration in each of the three
scenarios for 2030-2035 (and beyond) and compares them to the conditions that prevailed during the
three phases from 1945 to the present.

21 See, for instance, Ellen Francis and Anthony Faiola, "To avoid worst of Trump tariffs, E.U. accepted a lopsided deal’,
The Washington Post, 28 July 2025, https://wwwwashingtonpost.com/world/2025/07/28/trump-eu-trade-tariffs-
concessions//.
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Table 1: Geopolitical situation and degree of world integration, by period

Geopolitical situation

Period Degree of world integration
World Europe
Past and present
1947-1989 Cold War Bipolar US vassal, by necessity Low, but high for the West
1990-2007 US hegemony Unipolar US vassal, by necessity Hyperglobalisation
2008-today Great power Multipolar Vassallsat/or? Increasing fragmentation
competition malheureuse
Future
. . More fragmentation and
2030-2035 Scenario 1 Multipolar Autonomous disorder than in 2025
2030-2035 Scenario 2 Multipolar
With decounlin Autonomous or US More fragmentation but
ping vassal more order than in 2025
. L Autonomous or US Relative fragmentation and
With de-risking vassal order, like in 2024
2030-2035 Scenario 3 Multipolar Autonomous High, with new international

order

Source: Bruegel.

From the perspective of informing EU policy, the scenario analysis offers two main takeaways.

First, the three scenarios can be ranked in terms of their welfare implications for the EU and the world
collectively. Scenario 1 would be least desirable for the EU, most individual countries and countries collec-
tively, because international cooperation on global public goods would be largely absent, armed conflict
would likely be frequent, and protectionism would become the norm. Scenario 2 (multipolarity with strong
elements of bipolarity and some multilateralism within each of the two blocs) would be better because it
would entail some international rules (strong ones inside the blocs and weaker ones between them) and
greater capacity to deal with global issues than scenario 1. Finally, scenario 3 (multipolarity with multilater-

alism) would be the most desirable.

Second, the probability of realisation of any of these three scenarios mostly depends on the two
superpowers. But the other major powers, including the EU, will also be influential. The EU and its allies may
also be able to shape which variant of a scenario becomes reality. As already indicated at the beginning
of section 3, all three scenarios have two features in common: continued US-China rivalry for at least a
decade, and multipolarity. In such a setting, the EU may be able to take steps, with other partners, to push
the world in the direction of scenario 3; or it may be able to shape scenario 2 by strengthening international
institutions and/or by choosing whether to align with the US or be non-aligned in areas other than security
(on which Europe will want to preserve NATO).
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4 Policy choices for Europe

The discussion in section 3 implies that EU policy and institutional choices must serve two purposes: to
influence the world in the direction of greater stability and international cooperation - that is, scenario 3, or
the more benign variants of scenario 2 —and to optimally adapt to whichever scenario or scenario combi-
nation arises.

This appears to create a dilemma. However hard the EU may try to preserve or restore a cooperative
international order, it may fail. If it does, it would then need a different set of institutions and policies than it
would need in the case of success. Scenario 3 may justify policy choices that have the same flavour as in
the period of hyperglobalisation: low levels of military spending, high levels international specialisation. In
some variants, the US might regain its status as a reliable ally, implying that depending on the US in areas
such as defence, technology or digital infrastructure would have a low cost. In contrast, in one variant of
scenario 2 and in scenario 1, the EU might be essentially on its own, forcing much higher levels of self-re-
liance. Military spending would be high, and the argument for much deeper military integration in the EU,
including a common army, would be far stronger.

As it turns out, however, identifying the right policies is much simpler than this confusing array of
state-contingent possibilities suggests, for two reasons.

First, many policies choices do not involve a trade-off between security and efficiency. These include
all reforms that encourage innovation and deepen the single market?2. Such reforms are not just good
for growth, but help the economy weather shocks, including those resulting from economic coercion. A
deeper single market allows the flexible reallocation of services and goods production in the face of exter-
nal shocks, while deeper and more unified capital markets reduce both financial fragility and dependence
on US capital markets.

Second, Europe’s policymakers are not called on to make policy choices for 2035. They are called upon
to make choices for the next one to five years, both in light of how these choices will impact Europe during
this period, and how they will influence Europe’s future.

Seenin this light, a dominant strategy emerges. Apart from pursuing policies that are good for both
growth and resilience — which should be done anyway — Europe should make policy choices that reduce its
dependence on the two superpowers and increase its security more broadly. This would protect it against
attempts by the superpowers to exploit this dependency, and it would increase Europe's bargaining power,
both to deter bad behaviour — such as arbitrary imposition of tariffs by the US, export embargos by China
or aggression by Russia — and to preserve or rebuild cooperative international arrangements. Such policies
are good both in the world as it is currently and is likely to remain in the medium term — a world in which the
US is no longer a friendly hegemon. Such policies would also nudge the world in a better direction.

In the remainder of this section, we develop a short-to medium term policy agenda that meets these
criteria and covers two areas: EU domestic and international policies.

4.1 The domestic policy agenda

4.1.1 Defence autonomy

An essential element of strategic autonomy is to strengthen the EU's ability (and that of its European
neighbours, including Ukraine) to defend itself without help from the United States. The EU and its Europe-
an allies also have a strong interest in preserving NATO: the North Atlantic alliance has been, and continues
to be, a cornerstone of its security. This requires a strategy that satisfies both objectives: preservation of
NATQO, and much greater defence autonomy from the US.

22 See, among others, Letta (2024), Demertzis et al (2024), Draghi (2024), the European Commission’s (2025a)
Competitiveness Compass and the IMF (2024; 2025).
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Over the past year, the EU has started to move in this direction, by accelerating national rearmament,
and through modest steps that help members shoulder the financial burden of rearmament and that
encourage joint procurement, including SAFE, a €150 billion lending instrument?3, and the use of the
‘'national escape clause’ (NEC) to accommodate higher defence spending under EU fiscal rules?*. But these
steps do not go nearly far enough. Europe needs to go much further, in two respects.

First, it must create a single market for defence equipment. This should include non-EU allies including
the UK, Norway, Ukraine and potentially Canada, Switzerland and Turkey. Because such a market will be
resisted by national defence-industrial interests, its creation requires a legal commitment device, analo-
gous to EU legislation prohibiting national preferences in procurement and promoting competition within
the EU. In addition to prohibiting discrimination in procurement against companies inside the single market,
such legislation should designate areas and modalities for joint procurement and lay the basis for stand-
ardisation of defence products. Europe-wide competition, greater standardisation and joint procurement
(where possible) are essential to raise the scale of European defence production, reducing unit costs and
ensuring the interoperability of equipment.

Unfortunately, creating such legislation through EU regulations or directives is impossible because Arti-
cle 346 of the Treaty on the Functioning of the EU (TFEU) exempts national security related industry from
single-market commitments. Hence, the legal framework for creating a single European defence market
requires an intergovernmental treaty, with an institutional mechanism to enforce it. One advantage of
taking this route is that it would allow non-EU countries to join on an equal footing, and it would not require
all EU countries to join.

Second, Europe must jointly develop and owning common defence assets to reduce its dependence
on US-provided strategic enablers such as satellite-based intelligence, surveillance and communication
infrastructure, strategic airlift (heavy transport aircraft and aerial refuelling systems), military mobility and
air defence systems. While NATO functions well, these can complement US-provided assets and contrib-
ute to fairer burden-sharing within the alliance. And if the US were to lose interest, Europe would have an
alternative.

Assets of this type must be jointly planned and funded to ensure fair burden-sharing and good incen-
tives. This could be done through a new intergovernmental organisation created by EU NATO members
and their European allies (Wolff et al, 2025; Zettelmeyer et al, 2025a). Or it could be done through existing,
EU-based institutions and arrangements, with the EU providing funding through dedicated debt issuance
financed by service payments by the countries that benefit from the common defence assets (Steinbach
et al, 2025), and planning and technical expertise through Permanent Structured Cooperation (PESCO) and
the European Defence Agency. In either case, operational control would need to be delegated to national
or joint control-and-command systems that have the military capacity to run them.

4.1.2 Tech autonomy and Al
Defence autonomy is closely related to technological and, especially today, Al-related autonomy. On this,
the EU (and other countries) faces both hardware and software challenges.

In the 2030-2035 timeframe, reunification of Taiwan with China cannot be ruled out, creating a risk that
the entire world's supply of state-of-the-art 2 nanometre (or less) chips, important for Al development, will
be in Chinese hands. Medium-term EU technological and Al sovereignty may rest on having such a plant
not just outside Taiwan, but inside the EU or in a geographically close and politically reliable trading partner.
Appropriate EU measures to sway key firm-level decisions towards meeting this goal will be necessary.

On the software side, US firms have an entrenched dominance over global digital services platforms

23 See European Commission, ‘'SAFE', https://commission.europa.eu/strategy-and-policy/eu-budget/eu-borrower-
investor-relations/safe_en.

24 See Council of the EU press release of 30 April 2025, ‘Coordinated activation of the National Escape Clause', https://

www.consilium.europa.eu/en/press/press-releases/2025/04/30/coordinated-activation-of-the-national-escape-
clause/.
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outside the Chinese market. To successfully dislodge current technology incumbents and secure EU tech-
nological autonomy in these areas, entirely new technologies are likely to be required. EU policies must
therefore remain focused on facilitating such disruptive innovation through ‘moonshot missions’, rather
than on supporting EU-based substitutes for existing services offered by US domiciled entities. This will
include focusing on several policy areas, with careful consideration given to the probable impact of Al on
future technology trends and on broader society.

Al is a powerfully disruptive general-purpose technology (Bresnahan and Trajtenberg, 1995; Ding, 2021),
characterised by a wide and pervasive applicability across many economic sectors, and with the poten-
tial for continuing technical improvements and synergies with other innovations. This means skills for the
promotion of Al adoption throughout the EU economy will be crucial. This requires focusing on a wide
section of the workforce, rather than just the limited segment needed to pioneer its development. Design-
ing and training innovative Al applications at thousands of large EU firms and SMEs requires a workforce
with access to practically focused Al skills, with course certifications recognised across the EU, Al based
life-long learning modules and Al courses available at tertiary, professional degree and vocational training
educational institutions. Accelerating adoption by European businesses of Al assisted workflows, task
solving and product development further requires flexible labour market regulation and workplace condi-
tions that will facilitate profitable firm-level Al adoption.

Al will meanwhile continue to generate fake online identities and misinformation, frequently promoted
by platform-owning intermediaries through algorithms designed to maximise their revenues. It will there-
fore become, and likely already is, a conduit for destabilisation and hybrid warfare. To counter this, the EU,
with private-sector identity-verification service providers in a public-private partnership to ensure cost
and technology standards, should implement a common digital identity and authentication standard.

This should include a common digital EU identity platform to serve as a gateway via which Europeans will
access a wide variety of public and private online services.

Working in tandem with current provisions in the Digital Markets Act (Regulation (EU) 2022/1925), the
promotion of verifiable human-generated content in the EU will weaken the digital platform network effects
currently fuelling the dominance of US-based entities. This will help promote European content providers
and reduce the influence of robotised digital information created outside the EU.

4.1.3 Financial autonomy

European citizens, banks and firms depend heavily on the US through several financial channels. These
include the payments system (the only EU-wide retail payment service providers are American companies;
EU-based competing services are typically nationally based) and dependence on US Treasury Bonds as a
store of value and as collateral. In the current state of US politics, as well as in scenario 1 and some var-
iants of scenario 2, this is a significant problem. A coercive US could threaten to order its companies to
disrupt EU payments to gain leverage, impose taxes on capital outflows or even threaten to restructure US
Treasury Bonds held by specific institutional holders along the lines described by Miran (2024).

The introduction of the (retail) digital euro is an important step to guard against the first risk but is not
sufficient, for two reasons.

First, holdings of digital euros are expected to be tightly capped to a few thousand euros. Further-
more, the digital euro will not be usable for payments outside the euro area. While the digital euro could
prove useful to consumers and for safeguarding retail payments inside the euro area, it will not reduce
the dependence of EU companies on US-based payment technologies. While private European solutions
are emerging?®, it is unclear how reliable they will become, particularly if the providers may themselves be
dependent on US technology.

Second, the expected growth of dollar-based stablecoins implies that EU dependence on the US

25 For example, Wero, a new instant online payments system run by a consortium of EU-based banks (https://wero-
wallet.eu/individuals).
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dollar both for payments and as a store of value may be about to become a lot bigger. The US administra-
tion is promoting dollar-based stablecoins, backed by US Treasuries, for fiscal reasons. Unless there are
EU-based alternatives, US stablecoins might become the payments technology of choice for EU compa-
nies, particularly for international transactions.

The EU could respond in two ways.

One approach would be for the EU (including the European Central Bank) to actively support the cre-
ation of euro-based stablecoins, while ensuring their safety?8. This could be done by promoting the har-
monisation and standardisation of euro stablecoins, and by mitigating systemic risk, including by giving
stablecoin issuers direct access to ECB liquidity support.

Second, the EU could maintain the current strategy on stablecoins, which is to provide a regulatory
framework but otherwise leave the market to itself. But if this is the choice, the ECB should also provide
a digital currency that can compete with stablecoins in providing free and fast payments and settlement
services, both wholesale and retail. This would go far beyond the digital euro as currently planned?’.

In either case, the ECB should accelerate its work on improving wholesale digital payments infrastruc-
ture, an area in which it has started a pilot project (Appia)?8. This could be made interoperable with stable-
coins, making euro stablecoin transactions faster and more secure and improving the attractiveness of
regulated relative to unregulated stablecoins. And the EU needs to accelerate work on capital market union
(rebranded the Savings and Investment Union), enabling the emergence of low-cost, diversified investment
instruments available to all savers and investors (EU and non-EU).

4.1.4 Energy systems

Europe's reliance on imported energy has proven a strategic vulnerability. Europe’s strategy of building

a largely electrified energy system powered by domestic resources (European Commission, 2024) is the
right path to decarbonise and to end dependence on imported fossil fuels. But if the necessary invest-
ments, which are substantial, are planned and financed country-by-country, Europe risks locking in avoida-
bly high energy costs.

A predictable, European rules-based market framework, embedded in coordinated long-term system
planning, can significantly reduce investor risk and the cost of capital, prevent wasteful duplication and
deliver a more efficient geographic and technological mix of generation, storage and demand. Beyond
immediate savings in dispatch and investment, a large and predictable market fosters scale economies,
competition and innovation, reducing costs over time (Zachmann et al, 2024). Equally, a consistent frame-
work enhances resilience by turning Europe’s scale and diversity into cost-effective mutual insurance.

The current system is still far from a single market in which price differences point to underlying eco-
nomic cost differences. The biggest successes in the last two decades have been the common carbon
market and the coupling of electricity wholesale markets, which has substantially reduced inefficiencies
in dispatch across borders (eg when the wind is blowing strongly in one country, production from gas-
fired power plants in another country can be reduced). But currently, the system remains characterised
by poorly coordinated national electricity system development planning, unaligned national remuneration
mechanisms for investments in generation, opaque stacking of national policy-driven pricing-compo-
nents, leading to idiosyncratic final electricity prices for individual consumers, and insufficient cross-bor-
der transmission and its inefficient usage.

26 Lorenzo Bini-Smaghi, ‘No, la moneta digitale della Bce non € un‘alternativa al modello Stablecoin’, Il Foglio, 12 July
2025, https://www.ilfoglio.it/economia/2025/07/12/news/no-la-moneta-digitale-della-bce-non-e-un-alternativa-al-
modello-stablecoin-7915197/; Lucrezia Reichlin, ‘Europe needs a Euro stablecoin’, Project Syndicate, 2 September
2025, https://www.project-syndicate.org/commentary/europe-needs-a-euro-stablecoin-backed-by-ecb-liquidity-
support-by-lucrezia-reichlin-2025-09.

27 See European Central Bank, ‘Digital euro’, https://www.ecb.europa.eufeuro/digital_euro/html/index.en.html.

28 See European Central Bank press release of 1 July 2025, 'ECB commits to distributed ledger technology settlement

plans with dual-track strategy’, https://www.ecb.europa.eu/press/pr/date/2025/html/ecb.pr250701~f4a98dd9dc.
en.html.
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An ambitious strategy to put the EU on track to a resilient and affordable integrated electricity system
should include:

« Establishment of an EU energy information administration that would providing reliable, relevant and
usable data on the current and planned state of the energy system, underpinning informed policy dis-
cussions.

« Introduction of real coordination of national system planning, including an independent top-down view
serving as a benchmark.

« A European fund to catalyse more cross-border transmission.

o Progress towards a single borderless dispatch market, in which only physical constraints would justify
price differences.

« A means of ensuring that capacity remuneration mechanisms are organised, at least at regional level
(Holmberg et al, 2025).

Making this work will require long-term trust, discipline to resist domestic vested interests and a will-
ingness to pool elements of sovereignty. It will only succeed with a credible commitment at the highest
political level.

4.1.5 Secure access to critical minerals

China successfully weaponised its critical minerals export-control regime and established trade escalation
dominance over the US in retaliation against Donald Trump's tariffs2°. While the EU is neither in a geopoliti-
cal rivalry nor a trade war with China, EU firms were affected by China's export controls on critical minerals.
The urgency of securing EU access to critical minerals in the face of China's continuing global dominance,
especially of refining and processing of critical minerals, has risen since the European Critical Raw Materi-
als Act (CRMA, Regulation (EU) 2024/1252) entered into force in May 2024. New policy measures must now
be added. Domestic measures should include:

Further incentivising and mandating critical raw materials recycling. The recently updated EU battery
material recovery targets,* applying 2031 target values of 95 percent for cobalt, copper, lead and nickel®',
should serve as inspiration for all identified critical materials. Target values must be updated frequently to
track progress in best commercially available recycling practices.

For rare earths that are used in such small quantities that recycling may not be cost efficient, mandatory
minimum stockpiles should be established. EU governments could choose to do this at national or EU level
by simply buying and stockpiling the raw materials deemed sufficiently important, or they can incentivise
businesses to do it via tax benefits or prescribed firm-level inventory levels.

Significant expansion of public funding for basic materials research at EU public and private institutions,
pursuing ‘innovative substitution’' to make new and cheaper but equally efficient materials available to
replace critical raw materials currently sourced from China.

However, the EU should not push for domestic production targets for critical mineral extraction and pro-
cessing that are costly to implement. It should rely instead on trade with trusted partners (see section 4.2).

29 Ayeshea Perera, 'Why China curbing rare earth exports is a blow to the US', BBC, 17 April 2025, https://www.bbc.com/
news/articles/c1drgeev36go. Some US concessions have led China to reduce export controls on rare earths: Darlene
Superville, Josh Boak, Paul Wiseman and Didi Tang, ‘Trump says US gets rare earth minerals from China and tariffs on
Chinese goods will total 55%', AP, 11 June 2025, https://apnews.com/article/china-xinjiang-critical-minerals-forced-
labor-uyghur-eac368889¢299fd304a3b7beefc7469a.

30 See European Commission News article, ‘Circular Economy: New rules to boost recycling efficiency and material
recovery from waste batteries', available at https://environment.ec.europa.eu/news/new-rules-boost-recycling-
efficiency-waste-batteries-2025-07-04_en

31 European Commission news of 4 July 2025, ‘Circular Economy: New rules to boost recycling efficiency and material
recovery from waste batteries’, https://environment.ec.europa.eu/news/new-rules-boost-recycling-efficiency-waste-
batteries-2025-07-04_en.
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4.1.6 Arisk-based reform of the EU fiscal framework

The 2024 reform of the EU fiscal framework was a big step in the right direction. It rightly requires high-
debt, high-fiscal-risk countries to cut their deficits quickly. But it also suffers from two major flaws. The
costs associated with these flaws, insofar as they guide national fiscal policies in the EU in the wrong direc-
tion, were perhaps manageable before the acceleration the geopolitical challenges the EU has faced since
the start of the second Trump administration. But they have now been shown to be prohibitive, including in
most of the scenarios discussed in section 3.

The first flaw, which was apparent even before the system became fully final (Darvas et al, 2023) was
that EU-endorsed investment spending was not favoured sufficiently relative to other spending. While debt
sustainability must remain the primary objective of fiscal rules, there should be no quantitative limits on a
debt-financed investment boost within a pre-agreed period (say, seven years), provided that: (1) the criteria
of high-quality public investment defined in the current fiscal framework are complied with, and (2) debt
remains sustainable at the end of the period. The latter will generally require adjustment in the non-invest-
ment budget while the investment programme is being carried out. However, the adjustment needed to
pay for even a large investment programme — provided it is temporary —is limited (Annex 1 of Darvas et al,
2024).

The second flaw has become obvious only more recently. It is that the rules impose the same stand-
ard of fiscal adjustment — to put debt on a declining path with high probability within four to seven years
—-regardless of whether fiscal risks are high or low. The only exception is for countries with debt below 60
percent of GDP, which do not need to put their debt on a declining path as long as it is projected to stay
below 60 percent in the medium term. The consequence is heavy constraints on the fiscal policies of both
countries with debts below but close to 60 percent of GDP, and close to but above 60 percent of GDP, even
when those countries could afford an extended period of increasing debt without meaningful fiscal risks
(because their debt remains relatively low and the adjustment required to stabilise the debt would remain
manageable).

There may be several reasons why no-one worried about this feature of the new rules. First, it relates
directly to Article 126 TFEU in conjunction with Treaty Protocol 12, which defines government deficits as
excessive if debt is above the 60 percent of GDP reference value unless it “approaches the reference value
at a satisfactory pace”. Second, the countries that would benefit from greater flexibility without creating
fiscal risks — including Germany and potentially the Netherlands — felt that they did not need it. In Germany,
a national fiscal rule imposed even tougher constraints than the EU rule. This situation has now changed.
As aresult, the EU rules are imposing constraints on German policy and potentially the policies of other
countries close to the 60 percent of GDP threshold that are tighter than is good for these countries or for
the EU collectively (Zettelmeyer et al, 2025b).

A solution that gives more fiscal space to low-risk countries could take one of two forms (Steinbach and
Zettelmeyer, 2025; Pench, 2025):

First, define much longer adjustment horizons for countries with debt above but near 60 percent of GDP
and low fiscal risks. The latter could be identified using a sovereign risk assessment methodology (such as
the IMF's sovereign risk and debt sustainability framework, or using elements of the current EU methodol-
ogy), perhaps supported by market indicators, including risk premia.

Alternatively, increase the debt reference value outlined in Treaty Protocol 12 from 60 percent to 90
percent. This would not require Treaty change, but it would require unanimity in the Council.
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4.2 The international policy agenda

To enhance its strategic autonomy, making significant progress on domestic policy should be an absolute
priority for the EU during the next five to ten years. Simultaneously, the EU should develop its international
agenda. We focus on two areas: trade and climate.

4.2.1 Trade policy

EU trade policy should have two objectives. First, it should promote trade, thereby contributing to growth
and enhanced strategic autonomy. Second, this autonomy should be used to promote a rules-based inter-
national trade order that favours gains from trade.

On the first objective, the EU needs to further extend its large network of regional and bilateral trade
agreements (already currently covering 74 countries and 44 percent of EU trade)® to enhance its eco-
nomic security, including in critical raw materials. Here, the EU's strategic emphasis should be on agree-
ments with the Global South, which is already pivotal in many areas and can only increase in importance in
the future given its growth prospects. By 2030, the Global South (defined here as the emerging and devel-
oping economies (EMDEs), minus China and Russia) is expected to account for 40 percent of global GDP at
PPP, slightly more than the share of the west (defined here as the advanced economies) and double that of
China (Table 2).

Table 2: The EU27 and the world: GDP at PPP (% of the world), 2000, 2025, and 2030

2000 2025 2030 2000-2030

EU27 21.7 141 13.0 -8.7
us 20.5 14.7 14.0 -6.5
Other advanced 16.0 10.5 9.6 -6.4
Total advanced 58.2 39.4 36.6 -21.6
China 6.7 19.7 20.4 +13.7
India 4.0 8.5 10.0 +6.0
Other EMDEs 31.0 32.1 33.0 +2.0
Total EMDEs 41.7 60.6 63.4 +21.7
World 100.0 100.0 100.0 0.0
Memo item:

Global South, w/t China & Russia 31.9 37.5 39.8 +7.9

Source: Bruegel based on IMF (WEO).

The EU has already free-trade agreements (FTAs) with important countries in the Global South, including
Mexico, South Africa and Vietnam. It should rapidly ratify the FTA with Brazil (and its Mercosur partners)
and conclude FTA negotiations with India and Indonesia®?, the three biggest players in the Global South.
The EU also has strategic partnerships on raw materials with 14 countries from the Global North (including
Australia, Canada and Norway) and the Global South (including Argentina, Chile and Zambia), complement-
ing existing or future FTAs. These partnerships should be welcomed but also given more resources.

On the second objective, the EU should seek to move the trading system towards our scenario 3, or at

32 See European Commission press release of 15 November 2023, 'Value of EU trade deals surpasses €2 trillion’,
https://ec.europa.eu/commission/presscorner/detaillen/ip_23 5742.

33 See Garcia Bercero and Sapir (2025) for a discussion of what the EU-India free-trade agreement should contain
and why it should be concluded rapidly.
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least the most benign version of scenario 2. This involves two priorities: ensuring that the EU and most
economies continue to adhere to existing WTO rules, despite the Trump administration’s behaviour, and
seeking effective reform of the WTO.

The EU must decide whether it is politically ready to take the lead and gather a ‘coalition of the willing' to
redesign international trade rules and institutions without US participation (at least initially). The US does
not believe at the moment in a rules-based order, while China’'s economic system sits oddly with the prac-
tices of most other countries.

Sweden's National Board of Trade (Altenberg, 2025) has proposed that the EU launch a rules-based
trade coalition (RBTC) with like-minded partners, extending Commission President Ursula von der Ley-
en's June 2025 suggestion that the EU deepen its cooperation with the Comprehensive and Progressive
Agreement for Trans-Pacific Partnership (CPTPP)%*. According to President von der Leyen, acting together,
the EU and the CPTPP countries would show to the world that free trade with a large number of countries is
possible on a rules-based foundation.

Using two main criteria to select RBTC partners - like-mindedness at the WTO, and countries with which
the EU already has or is in the process of signing an FTA — Altenberg (2025) came up with non-exclusive list
of 56 potential coalition members: the 27 EU countries, 13 non-EU European countries (including Iceland,
Norway, Switzerland and Ukraine), 11 CPTPP members (including the UK), and five others®. Neither China
not the US are on the list of potential RBTC partners (Altenberg, 2025).

The coalition would operate outside the WTO institutional framework, but its ultimate goal would be to
strengthen the multilateral trading system and the WTO by reforming them. At the same time, the coalition
should be ready to cooperate with countries interested in maintaining a rules-based framework. This could
be done through open plurilateral agreements with different memberships. For instance, an agreement
to cooperate on the trade and climate interface would need to include China, India, Indonesia, Brazil and
South Africa (Garcia Bercero, 2025).

This and other proposals based on the idea of coalitions of the willing are compatible with scenario 3.

4.2.2 International climate policy
For climate protection, there is no option other than multi- or plurilateralism, to even hope to keep to the
goals of the Paris Agreement. Ideally, plurilateral efforts would need to involve the top five emitters — Chi-
na, the US, the EU, India and Russia — which together account for roughly 60 percent of global emissions,
with China responsible for half this figure. In this area, a coalition of the willing, perhaps led by the EU but
leaving out China, the US and Russia, will clearly not work. Assuming that the US and Russia are unwilling to
participate at the moment, the coalition would need to include the EU, China and India, and perhaps some
other large emitters such as Brazil and Japan. This coalition would account for a little more than 50 percent
of global emissions but would be rather unbalanced in terms of emissions between emerging economies
(with China, India and Brazil accounting together for roughly 40 percent of global emissions) and advanced
economies (with the EU and Japan accounting together for only 10 percent of global emissions).

What kind of foreign economic policy should the EU put in place to reduce its emissions and promote
similar reductions in China and the Global South?

The EU has already decided to implement a carbon border adjustment mechanism (CBAM), which
will complement its emissions trading system (ETS) by levelling the playing field for European producers

34 Gerardo Fortuna, ‘Let's create a new World Trade Organization - Von der Leyen'’, Euronews, 27 June 2025, https://
www.euronews.com/my-europe/2025/06/27/von-der-leyen-touts-eu-led-alternative-to-mired-wto. The CPTPP is a
free-trade agreement is a free trade agreement between twelve countries: Australia, Brunei, Canada, Chile, Japan,
Malaysia, Mexico, New Zealand, Peru, Singapore, the UK and Vietnam.

35 Brazil is among these five countries, but India is not. Altenberg (2025) offered no explanation so one can only
guess the reasoning. India was probably considered not sufficiently like-minded at the WTO, an issue also raised
by Garcia Bercero and Sapir (2025), though they concluded that an ambitious EU-India FTA would be a tangible
sign that India's trade policy has evolved towards greater like-mindedness.
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subject to the ETS and encouraging climate action beyond EU borders. Although potentially very useful to
reduce emissions in the EU and elsewhere, CBAM is resented by many emerging and developing econo-
mies, which view it as ‘green protectionism’ and unfair because it imposes the same carbon price on rich
and poor countries, irrespective of their ability to pay and degree of responsibility for climate change.
Opposition from the Global South creates geopolitical difficulties for the EU because of the Global South's
growing pivotal role in many issues, including climate.

Recognising that global climate outcomes will largely be determined in emerging and developing
economies, since they account for two-thirds of current emissions (slightly above their share in global
GDP at PPP), Pisani-Ferry et al (2025) proposed a climate strategy in line with the economic interests of
both developing and advanced countries. Central to this strategy is the formation of a climate coalition of
advanced and emerging market countries committed to tiered carbon pricing based on income level, and
underpinned by a common CBAM, which would replace the EU CBAM. This coalition would include China,
the EU, India, Brazil, Japan and a few others.

This strategy would also include two other important blocks: formal agreements in which advanced
economies and China provide climate financing to the Global South countries in exchange for their com-
mitment to ambitious net-zero targets, and green industrial partnerships between the EU, the UK, Norway
and resource-rich countries in the Global South with high renewable-power potential, from which Europe
would import energy-intensive intermediate products rather than expensive-to-ship green electricity
(Pisani-Ferry et al, 2025).

Like Pisani-Ferry et al (2025), we view the EU as pivotal to the formation of these climate coalitions by
virtue of its long-established carbon market and regulatory credibility.

5 Conclusion

We derive three main conclusions from our analysis.
First, the short-term economic impact in terms of GDP growth of the current geopolitical situation seems
relatively modest. We suggest, however, that policymakers should not be complacent for two reasons:

1. It would be a grave mistake to take a short-term view of this new shock to the European economy,
rather than consider it as part of a series of shocks that have affected Europe since the start of the
Great Financial Crisis in 2008. Though not suggesting that shocks including the Great Financial Crisis,
the COVID-19 pandemic and the war in Ukraine have a common cause, one must at least appreciate
that these shocks have common economic and political impacts on European (and other advanced
economy) countries, of which the increases in political fragmentation and debt levels are just two indi-
cators.

2. Partly related to the previous caveat, there are a number of downside risks, stemming from the situation
in the US and elsewhere, which could aggravate the situation in the next year or two, and even provoke a
new financial crisis. Vigilance should be top of mind.

Our second main conclusion is that, besides short-term risks, recent geopolitical developments raise
important medium- and longer-term risks for Europe. By placing such developments in a historical per-
spective and envisaging three scenarios for the period 2030-2035, we have sought to alert European
policymakers to the huge and very challenging geopolitical shifts that Europe faces, and for which itis
ill prepared. If the EU wants to be a scenario-maker rather than simply a scenario-taker, as itis at the
moment, our analysis of a range of scenarios points in the same direction: Europe must work to gain stra-
tegic autonomy in key areas including defence, technology, finance and critical raw materials.

Our third conclusion is that strategic autonomy should not be confused with self-reliance or
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protectionism. Europe is and needs to remain an open economy and society. It is also and needs to remain
a rules-based society and the champion of a rules-based international order. The past order, born (like the
EU itself) from the ashes of the Second World War, is now being challenged not only by China and Russia,
but also by its founder, the United States. Meanwhile, humanity faces global problems like never before
because of increasing nuclear proliferation and more dramatic climate change, issues that require global
governance. Because the US has relinquished its role of supporting the global system, and the other
superpower, China, is not (yet) able to take over that role, it is incumbent on Europe to work with coalitions
of the willing from the Global North and Global South to reinvent the multilateral order. The place to start
this journey is with climate and trade.
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Annex

Table 1: Estimated short-term impacts of US tariffs on GDP growth in the US and EU (annual)

Source US impact EA/EU impact As of/Assumptions
The Budget Lab (2025) 05 pp2('(r)‘226?25 and - As of 7 August 2025

-0.1 pp (EU) an

Kiel Trade and Tariffs Monitor - -0.11 pp (EA) of real As of 28 July 2025
production
-0.35 ppin 2025
ECB . vsi As of 14 May 2025, baseline
scenario analysis - (-0.3n 2026 and +0.01 in scenario
2027).
‘The conversation’ -0.36 pp -0.13 pp As of 4 August 2025
Bloomberg tariff tracker -0.62 pp - As of 7 August 2025
IWKOIn (_based on Oxford - -0.36 pp Latest US-EU trade deal
Economics)

Source: Bruegel based on The Budget Lab (2025); Kiel Trade and Tariffs Monitor (https:
tor/#c91877); ECB (2025); Bloomberg, ‘Tracking Every Trump Tariff and Its Economic Effect’, 21 March 2025, https://www.bloomberg.com/graphics/
trump-tariffs-tracker/; Kolev-Schaefer and Hither (2025); ECB Eurosystem staff macroeconomic projections for the euro area, Box 2, https://www.ecb.
europa.eu/press/projections/html/ecb.projections202506_eurosystemstaff~16a68fbaf4.en.html#toc4; Niven Winchester, ‘Trump tariffs: early model-
ling shows most economies lose — the US more than many’, The Conversation, 4 August 2025, https://theconversation.com/new-trump-tariffs-early-
modelling-shows-most-economies-lose-the-us-more-than-many-262491.
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