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= Current European macroeconomic developments
= Fiscal

Three topics " Monetary

= My views on transatlantic relationship

= My views on European defence




D anger- broad topics: no time for qualifications and subtleties

Handle With = | prefer the risk of arguable rather than obvious
o statements
caution

= ] only less than one hour, and I must cram into it three

= As I move from narrower to broader 1ssues, risks increase




Current macro

= Fiscal stance is of second order importance

develOpmentS = The real 1ssue is public debt
Fiscal 1ssues




= The only notable issue is German fiscal easing

= Not sufficient to significantly ease euro-area fiscal policy

= 2027 and 2028 slight tightening

Fiscal stance 1s

Exhibit 3: We Forecast a Euro Area Government Deficit of 3.7% of GDP in 2026
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Source: What will it take to stabilise debt in advanced countries? Zsolt Darvas et al.



" Darvas et al.:

= ...among the 29 fiscal plans analysed in this paper, only those of four countries
— Hungary, Slovenia, the UK and the US — would fall short of stabilising the
debt ratio, if implemented. ... the shortfall would be moderate for Hungary,
Slovenia and the UK, it would be very large for the US.

= ... nine countries — Austria, Belgium, Bulgaria, France, Hungary, Poland,
Romania, Slovakia and the US — face adjustment needs that, based on the
historical record, are unlikely to be achieved over the medium term.
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Source: Darvas. Z.. Huertas, G.. L Welslau and J. Zeteimeyer (2025). "Whas will it take
stabilise debt in advanced countries?”. Working Paper 28/2025. Bruegel
Notes: SPB refers to structural primary balance



Dilemma from supply shocks: fight “stag” or “flation” ?

First order approximation: be patient and fight neither

But for equal deviations, the “flation” part 1s more

Current macro

important for an inflation fighting central bank

developments
MOnetary = More “stag” or more “flation”?
policy 1ssues

Can we be more precise this time?




= According to the ECB latest (March) projections:

= The inflation negative consequences will last
until 2028; growth effects will end in 2027

® Under all scenarios Iran-caused inflation

deviations will be worse than growth deviations

Growth and inflation projections for the euro area

More “flation”

March 2026 - baseline projections and alternative scenarios

(44 29
I I S Projections with
December 2025 Adverse cut-off date of
baseline Baseline scenario Severe scenario 4 March

Real GDP 2025 1.4 1.5 1.5 1.5 1.5

2026 1.2 0.9 0.6 0.4 1.0

2027 1.4 1.3 1.2 0.9 1.4

2028 1.4 1.4 1.6 1.9 1.5

HICP 2025 2.1 2.1 2.1 2.1 2.1

2026 1.9 2.6 3.5 4.4 2.3

2027 1.8 2.0 2.1 4.8 19

2028 2.0 21 1.6 28 2.0




The slow
response to
Ukraine

inflation and

2yr ahead expectations (%)

Actual vs 2yr-ahead expected inflation by sub-period. Surge
observations (red) remain essentially flat near 2%, below the pre-crisis
fit — strong medium-term anchoring even at HICP above 10%.
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Actual 2yr-ahead expected inflation by sub-period. Surge observations
(red) drift moderately above the pre-crisis fit.
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Interest rate

Increase(s) very
likely

= But prospects of sustained tightening moderated by:

= Subdued wage developments (<3.0% in both
2026 and 2027 according to ECB and GS)

= Timely verbal reassurance of keen vigilance

= Bank lending conditions have tightened
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Transatlantic

relationships:
Europe under
tutelage
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= Progressive exiting from the long shadow of WW 1,
WW II and the Cold War

= Europeans caused a catastrophe and Americans,
acting out of enlightened self-interest, helped set the
ground for decades of economic, social and political
progress

= As a consequence, Europe remained in a state of
tutelage, as the nearly 40.000 American soldiers
remaining in Europe 80 after the end of WW testify



Europeans now

want
independence

In the last half century, Europe and the United States have often
cooperated closely. Do you think that it is time for Europe to go its own
way?

B Agree Disagree

Poland

= 7
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o
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Y

United Kingdom
e k&

March 2026

Get the data - Embed - Download image + Download PDF - Download SVG eupinions | what do you think?

14



Europeans no

longer trust the
US

How trustworthy of a partner is the United States for Europe?
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Get the data - Embed - Download image - Download PDF - Download SVG eupinions | what do you think?
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European
governments try

adapting to
changed
circumstances

17

= Reaction to Trump’s Greenland threats

= European Parliament January 2026 resolution - EU
Must Respond Decisively to Any Form of Coercion
Against EU Member States

= Joint Statement by EU Member States on
Greenland (6 January 2026): /¢ is for Denmark and
Greenland, and them only, to decide on matters

concerning Denmark and Greenland.

= Continued Ukraine support, notwithstanding US
withdrawal

= BEuropean Parliament conditions on ratifying the EU-
US trade agreement



In the financial

sphere:
$vs. €
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= The dollar is by far the dominant global currency

= The euro is a distant second, all other currencies are
well behind, hardly relevant

= Think of the US having a huge capital supporting the
dollar’s global role, which the Trump administration

1s squandering

= And think of Europe as a “Pepsi Cola” competitor
struggling to build up its capital



Investors must
be paid more to

buy Treasuries
than WB/KFW
$ bonds

Yield (%)

Yield= Credit risk- liquidity discount +interest rate risk;
Liquidity discount treasuries >> than on KFW/WB
means that (credit+interest rate risk KFW/WB) < than on
Treasuries

10-Year Bond Yields: US Treasury, World
v5o Bank, KfW n
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Investors must
be paid more to

buy $
Treasuries than
Italian € BTPs

10-Year Bond Yields (%)
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Yield= Credit risk- liquidity discount+currency risk+
interest rate risk

Liquidity premium treasuries >> than on BTPs

Means that (credit + currency + interest rate risk) on BTP <
than on Treasuries

10-Year Bond Yields: US Treasury vs Italy
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= Five hurdles:

= EU Treaty treats any defence concrete issue as

I e
= Article 42(7) TEU — Mutual Defence Clause: "If

a Member State is the victim of armed

aggression on its territory, the other Member

EurOp can States shall have towards it an obligation of aid
Defence and assistance by all the means in their power."

I = Making weapons is costly in Europe

(fragmentation and wage levels)

= European governments find it difficult to fund
additional defence expenses

= Defence is a public good - free-rider problem

= EU countries have different exposure to Russia



European

Detence
I

Defence expenses and distance from Moscow
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L e e L T e e
) L
) L]
1 45 '
] H- L]
i 4 = :
L} L]
i EE :
: 35 ® 1
i — w EL N
L8 a * ® :
- -9, '
i 4 H™- !
3 0K UK
, 8% . G i®-. N0 P :
I ° reoatge-tM w '
-4 W @20 ol ° '
] > 2 HU - ,‘ e '
[ E AL =-e. PR
[ cz -SK o e PO "
8 R HR LS s S V
® S5 e Theal 33 L]
D3 m IR s VS '
1 w € | e
] 1 L :
i ‘
! 05 '
1) L]
) L]
‘ 0 i
: 500 1000 1500 2000 2500 3000 3500 4000
i :
L]
L]
L]
L]
L]
L]
L]

22



23

= Four formidable favourable factors:
= Ukraine 1s a cheap and innovative source of weapons

= The task is challenging but not impossible: Russia
did not manage to defeat Ukraine in four years of

EurOpeaIl war, while it was thought it would only need a few

Defence weeks
III = Russia’s economy is only about 25% of that of the

EU’s in PPP terms. And nearly 10% 1n nominal

terms

= The joint effect of Trump and Putin is pushing very
hard Europe to become independent, including in
defence



European
Defence

I\Y%
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= Europeans are getting serious on defence

= Efficient expenses? Drones or tanks?

Figure 6. Change in Total Defence Expenditure by Year Compared to 2008
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European

Detence
\Y/
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Europeans, particularly Germans, are getting serious on defence

Defence expenditure of NATO members
Defence expenditure as a share of GDP, 2014 compared to 2025 (estimated)
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* National laws and political agreements call for 2% of GDP to be spent on defence annually.



European
Defence

(We don’t miss

acronyms!)
VI
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= SAFE (Security Action for Europe) 150 bn lending
=European Defence Industry Programme (EDIP)
= European Defence Fund (EDF)

=Defence Omnibus Simplification & European Armament
Technological Roadmap

=European Space Shield & European Air Shield
=Military Mobility Action Plan

=Strengthening the European Defence Agency
=EU-Ukraine Defence Industrial Cooperation

= Action Plan on Supply Chain Bottlenecks & Critical Raw
Materials

=Capability Coalitions & Priority Projects
=White Paper for European Defence—Readiness 2030



" It looks unlikely that Russia would use nuclear weapons against
Europe, unless Europe posed an existential threat

= And Europe, the formidable herbivore elephant, will never, in
my view, attack Russia, while being ready to defend itself

_ = In extremis, I see France’s nuclear umbrella as a serious

European proposition.
Defence:
What about

nuclear?




Thank you for

your
understanding
and patience conclusions!

Please, push back against my
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= The only notable 2026 issue is German fiscal easing
= Not sufficient to significantly ease euro-area fiscal policy

Exhibit 7: We Estimate That Fiscal Policy Will Boost Area-Wide Growth by 0.1pp in 2026
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