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Summary

The creation of global markets unleashed powerful forces—known collectively as geoeco-
nomics—that have led to huge challenges of adjustment to new technologies, patterns of
production, and modes of communication. Policymakers must address these challenges with
limited resources. To meet their political objectives in this area, national governments use
their control over market and nonmarket instruments—or economic statecraft.

The concept of economic statecraft therefore relates to the ways in which states connect
economic tools to foreign policy goals. Meanwhile, geopolitics is about the ways in which
geography and economics influence politics and interstate relations. Economic statecraft can
thus be seen as a response to geopolitics that uses economic means for foreign policy ends.
In a historical context, economic statecraft reflects a shift away from a neoliberal doctrine
toward more interventionism in the economy.

For decades, the general consensus was that in the international policies of the European
Union (EU), commercial interests prevailed over wider foreign policy strategy. In a major shift,
EU institutions and European leaders now claim that this stance no longer holds. The EU

has gradually moved toward a new economic statecraft that is more infused with geopolitical
aims and considerations. EU member states have converged on a shared assessment that the
weaponization of interdependence requires jettisoning the neat distinction between economic
and security affairs. The emerging European economic statecraft encompasses a wide range

of measures: Some aim to establish a level playing field with competitors, while others pursue
broader external agendas, such as environmental sustainability or human rights.

The EU’s new statecraft is not only defensive but also contains offensive measures against other
powers. Some of these powers complain that many new EU measures are a risk to the liberal
order that the union claims to defend as its long-term strategic interest. Increasingly, the EU’s
narrative is about making interdependence safe for the EU rather than the wider political-stra-
tegic aim of mutually beneficial global reforms. A backlash from other states risks deepening
the strategic problems that the economic security approach is designed to address.

That is why economic statecraft in a volatile and fast-changing world is, to some extent,
experimental. An excessive focus on economic security risks generating harmful unintended
consequences. To move forward effectively with this agenda, the EU needs to define the



larger goals that economic statecraft is supposed to serve, assess the political and strategic
externalities of different policies, and tackle the trade-offs between competing priorities. This
is the task for EU institutions and member states in the years ahead.

In a conflict-prone postneoliberal world, these developments require a new examination of
the global ambitions and strategies of the EU—traditionally a weak foreign policy player
but a strong economic actor. As a pillar of multilateralism, the EU has contributed to and
benefited from the rules-based order that is now being challenged. If the EU wants to play a
role in this emerging landscape, it needs to adapt its political economic model and craft an
external policy fit for purpose.

Adapting to the emerging international environment may mean altering policies and
approaches that have been carefully embedded in a set of liberal norms. Building greater
European strategic autonomy and internal resilience may entail a shift away from these
norms, raising questions about the EU’s global standing. Such a shift would also require far
greater coherence between the union’s internal and external policies.

Internally, the search for a new paradigm for the EU’s political economy is challenging, as
it represents a departure from the rules-based principles of multilateralism. The compromise
found in the notion of open strategic autonomy leaves much room for ambiguity, discretion,
and problems of definition. The EU will need to craft an industrial strategy that strikes the
right balance between the bloc’s aspiration to support key industries and the imperative to
maintain fair competition in the single market.

Externally, the EU will need to navigate the complexities of ensuring that its economic state-
craft remains as compatible as possible with the bloc’s commitments to multilateral rules. As
the traditional champion of a liberal, rules-based regime, the EU has a special responsibility

to protect global multilateralism.

The success of the EU’s policy agenda will thus depend on the union’s ability to pursue its
interests while upholding global rules. Although the EU may see its economic statecraft as
necessary to fulfill the bloc’s ambition of economic resilience, globally there are concerns
about the potential unintended effects of this approach. The external implications of the
EU’s burgeoning economic statecraft will require the union to engage in diplomacy to
mitigate the impacts of its domestic measures on the multilateral order.

Meanwhile, finding the right balance between economic security and broader foreign policy
goals will be crucial for the EU to maintain credibility and legitimacy on the global stage.

The union should therefore foster an international engagement strategy to make its practice of
economic statecraft compatible with the broader development concerns of the rest of the world.

The EU should, in essence, relearn the art of the strategic management of interdependence.
The union should seek to be both strategic and open. Ultimately, the EU’s ability to address
the challenges of global turmoil, shifting political realities, and the demands of its member
states will determine its future trajectory in a rapidly evolving world.
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1
CHAPTER 1

Introduction

Rosa Balfour and Sinan Ulgen

European integration reached its peak in the 1990s. The European single market deepened
economic interdependence on the continent. The attractiveness of that market made the
European Union (EU) a global partner in bilateral and regional trade deals. The end of the
Cold War enabled the EU’s enlargement to Northern and then Central Europe. And, by
leveraging Europe’s interdependence and with strong public support, the EU made its first
steps in foreign and security policy.

At that time, economics served the broad geopolitical goal of supporting the post—Cold War
order in Europe—just as it had supported the post—World War II order. After the fall of the
Berlin Wall, projecting the European model worldwide became the external corollary to the
EU’s internal success: The prevailing liberal, rules-based approach to international economic
relations helped defuse tensions and regulate global politics.

Thirty years later, the EU’s strength has turned into a liability. There is now a drive toward
a politicization of the international economy, while rising geopolitical tensions impact on
economics, security, and technology at a time when European countries are transitioning
toward a green and digital economy. Rather than a conduit for cooperation, economic inter-
dependence has become subjected to weaponization.' Together, several factors are challeng-
ing the world in which European integration was possible: the unraveling of the neoliberal
order, the “fuzzy bifurcation” between globalization and geopolitics (according to political
scientist Richard Higgott), war in Europe and the Middle East, and the simultaneous trends
of accelerated technological change and the climate crisis.



The EU's Political Economic Model Under Threat

War in Europe and great-power rivalry are laying bare the weaknesses of the EU’s political
economic model and imposing harsh choices on states. Multilateral institutions, unable

to accommodate emerging demands for reform, stand by as international norms and rules
are belittled, ignored, or politicized. This situation has polarizing effects on global public
opinion and leaves the international order contested by both revisionist states and political
actors in societies.

In a conflict-prone postneoliberal world, these developments require a new examination of
the global ambitions and strategies of the EU—traditionally a weak foreign policy player
but a forceful economic actor. As an experiment and a pillar of multilateralism, the EU has
contributed to and benefited from the rules-based order that is now being challenged. If the
EU wants to play a role in this emerging landscape, it needs to adapt its political economic
model and craft an external policy fit for purpose. The task is even more daunting than it
sounds, as it goes to the heart of the logic behind European integration.

Adapting to the emerging international environment may mean changing policies and ap-
proaches that have so far been carefully embedded in a set of liberal norms. Building greater
European strategic autonomy and internal resilience may entail a shift away from these
norms, raising questions about the EU’s global standing. Such a shift would also require far
greater coherence between the union’s internal and external policies.

The double shock of the coronavirus pandemic and Russia’s 2022 invasion of Ukraine
accelerated a preexisting trend of successive EU measures in response to hostile geopolitics.
The prevailing narrative about the EU’s adaptation to global disorder frames the challenge
as a choice between interdependence, on the one hand, and strategic autonomy or European
sovereignty, on the other. There has been much lively debate and many policy discussions
about this narrative.

Running through the speeches of Europe’s political leaders and the policy documents of the
EU institutions is a novel connection between security and economics, both at home and
abroad. French President Emmanuel Macron, by far the union’s most intellectually engaged
political leader, has spoken of a new “prosperity pact” to underpin Europe’s quest for sover-
eignty. Inspired by French essayist Paul Valéry’s remark at the end of World War I about the
mortality of civilizations, Macron has pointed out the urgency of the endeavor, noting that
because of “war and peace on our continent,” Europe can die.? Launching his September
2024 report on the future of European competitiveness, former European Central Bank
president Mario Draghi, too, commented on Europe’s “slow agony” should it not address its
problems.*

The strategic agenda of the EU’s incoming leadership for 2024-2029 sets out a framework

to connect an upgrade of the single market to the EU’s ability to respond to geopolitical
turmoil’ A string of reports that have been published—including those by Draghi, former
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Italian prime minister Enrico Letta, and former Finnish president Sauli Niinisto—all
address aspects of these issues.®

In this context, this compilation is an inquiry into how the EU is adapting to the trans-
formation of the international order. To address this overarching question, the chapters
examine the challenges and dilemmas in a series of thematic areas where economic policy
and foreign policy meet.

Economic Means for Foreign Policy Ends

The concept of economic statecraft relates to the ways in which states link economic tools

to foreign policy goals. Meanwhile, geopolitics is about the ways in which geography and
economics influence politics and the relations between nations. Economic statecraft can thus
be seen as a response to geopolitics that uses economic means for foreign policy ends. In a
historical context, economic statecraft reflects a shift away from a neoliberal doctrine and
globalized economic relations toward more interventionism in the economy.

Prevalent debates frame the challenge within a binary understanding of autonomy versus
interdependence. This compilation favors a multidimensional approach that simultaneously
examines the politics of the EU and its external impacts. For Europe, having the political
leadership to pursue economic statecraft means addressing questions of European unity, the
balance between supranational and national powers, and the enduring risk of fragmentation.
The interventionism required to strengthen the EU’s economic statecraft raises questions
about the degree to which member states are willing to cooperate through EU institutions—
or, conversely, the extent to which they will resist this creeping statecraft.

In the context of great-power rivalry, Erik Jones observes in the next chapter that the global
economy is characterized by a competitive search for policy autonomy, in which govern-
ments look for instruments they can use to either take advantage of or push back against
the need for change. For the EU, aside from its unfulfilled ambition of greater European sov-
ereignty, there are inevitable questions about its preferred international relationships. How
far will the EU tilt toward the United States and invest in the transatlantic partnership, and
what room for maneuver might Europe have in its relations with China? Which preferred
modes of interaction will the EU invest in: bilateral, minilateral, plurilateral, or multilateral?
What normative and practical coherence is there between the EU’s internal and external
policies? And, more broadly, to what extent can the EU shape the external environment and
craft its own strategy, rather than respond defensively to hostile outside trends?

The following chapters in this compilation use this framework to examine how the EU is
responding to the challenges to its political economic model. The compilation begins with a
historical examination of the critical junctures at which the global economy has shifted into
new political orders. As well as identifying the features of great historical transformation,
Jones argues that the global economy is unlikely to survive the current competitive search
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for greater autonomy. Yet, today’s national politics place value on the pursuit of autonomy,
making this quest conflictual in and of itself.

This is the background against which the EU’s economic statecraft needs to be placed.
While policymakers recognize the salience of the connection between economics and
security, crafting a mix of economic, foreign, and security policies is harder to achieve. As
Giovanni Grevi and Richard Youngs show, European political rhetoric often emphasizes a
sense of victimhood in the face of a dangerous international environment, justifying a resort
to defensive measures to protect the European economy. Indeed, the EU risks too strong a
focus on such a defensive agenda at the expense of a more proactive approach geared toward
multilateral cooperation and the protection of international public goods.

The themes explored in this compilation are broad but substantiated by specific policy
analyses. Eugenia Baroncelli and Sinan Ulgen examine a range of environmental, technolog-
ical, trade, and investment policies through the prism of the new doctrine of open strategic
autonomy. Lizza Bomassi and Pavi Prakash Nair present supply chain resilience as the key
to understanding how the EU translates its ambitions into reality with its partners. Andreas
Goldthau looks at the climate agenda through the race for clean transition materials. Raluca
Csernatoni considers the EU’s quest for technological sovereignty as the framing for the
evolving regulation of emerging digital technologies, artificial intelligence, and the secu-
rity-technology nexus. And Catherine Hoefller analyzes security through the EU’s role in
defense-industrial policy.

All of the chapters trace recent policy developments with the goal of understanding the
logics and narratives of the EU’s policy choices, the degree of continuity with the union’s
past practices, the policy dilemmas and possible trade-offs, and the political consensus that
may—or may not—emerge to enable the union to move forward in its economic statecraft.

Internal-External Tensions

All areas of foreign policy entail an interface between internal cohesion and external pro-
jection. For the EU, these areas require a new political consensus on key choices: between
openness to the world and inward-looking protectionism, and between the existing rules of
international cooperation and the search for a more restrictively defined European interest.
Recent policy developments also pose questions about how the EU wants to position itself in
relation to other actors—allies, rivals, new partners, and, especially, the United States—and
the principle of multilateralism.

At the more mundane level of policy, the EU’s dilemmas feed into specific challenges about
policy preferences and diplomatic tactics. For instance, protecting and enhancing strategic
assets can collide with competition and trade policies. Meanwhile, climate transition goals
might be achieved by exploiting the resources of third countries, which would go against
the stated goals of the EU’s global partnerships. Europe’s task is to strengthen its autonomy
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while working with partners bilaterally and multilaterally toward reforming global
governance.

All of the chapters in this compilation provide policy-specific insights and illuminate broader
trends. The gulf between the EU’s ambition of sovereignty and the economic reality in the
areas of technology, innovation, and defense is so enormous as to call into question whether
the term “sovereignty” is appropriate at all. The EU’s fragmentation is a chronic feature of
these policy fields, and in technology the union’s catch-up needs are huge. Cognitive gaps
among stakeholders abound, including between states and the private sector when it comes
to the resilience of supply chains. Here, as in defense, there are political tensions between the
European level and the national level.

The choice between defensive posturing and protection of the EU’s economic model, on

the one hand, and engagement with the rest of the world, on the other, is a theme running
through the chapters, which point out the contradictions between the EU’s internal push for
autonomy and its stated goal of multilateralism. For example, as Goldthau underlines, there
is a risk that the EU’s energy transition will lead to dependency-creating import struc-

tures. Baroncelli and Ulgen capture the internal-external contradictions in several recent
initiatives. While underlining that the EU can exercise choice in pursuing its goal of open
strategic autonomy, they wonder whether the union will be able to chart a coherent external
policy on both the economic and the ideational front.

Identifying the next iterations of the economic and conceptual dimensions of European
integration is the theme of the final chapter. Rosa Balfour focuses on the political legitimacy
of the fledgling EU order and unpacks the economic, political, ideological, and international
features that have lent legitimacy to European integration. Balfour asks whether the EU can
find a new consensus when the norms that have underpinned integration are challenged by
the external environment, political trends, and policy choices.
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CHAPTER 2

A Global Perspective on Geopolitics
and Economic Statecraft

Erik Jones

Globalization did not bring about an end to the nation-state. The creation of global markets
lifted hundreds of millions out of poverty and gave a handful of thousands extraordinary
wealth. Along the way, globalization accelerated innovation, improved communication, gave
rise to multinational enterprises and global value chains, and redistributed economic activity
from West to East and from North to South. The transformative power of global markets is
manifest. And, paradoxically, that is why the nation-state remains central to global politics.

Geoeconomics—the collection of powerful forces unleashed through the creation of
global markets—has led to huge challenges of adjustment to new technologies, forms

of communication, patterns of production, and locations of activity. Policymakers at

all levels must address these challenges with limited resources. Doing so is necessarily a
political task that involves deciding who should act and who stands to gain from specific
policy choices, as well as who does not.” The governments of nation-states—not multi-
national enterprises, international organizations, multilateral forums, nongovernmental
organizations, or any other form of nonstate actor—remain the focal points for this kind
of political agency. The more painful or difficult the adjustments are for a given society,
the more central these states become.

Each national government faces different needs with different resources. Governments
search for instruments they can use effectively to take advantage of the need for change,

to push back against it, or to compensate those who lose out. Often that search focuses on
the economic domain. National governments use their control over market and nonmarket
instruments—or economic statecraft—to achieve their political objectives. Here, it is worth
underscoring that economic statecraft is, and always has been, an expression of geopolitics



and not of geoeconomics. Where state control over economic instruments is insufficient
to the political task, governments are willing to deploy more coercive measures, including
violence, both at home and abroad.

In extreme cases, where successive national governments cannot achieve their political objec-
tives either by manipulating economic instruments or by using force, the state fails until some
group emerges that is powerful enough to reenergize or replace it. In that sense, responding
to geoeconomic forces is an existential requirement. Few, if any, national governments seek

to undo the benefits that global markets make possible, and yet most, if not all, of them are
determined to do whatever it takes to respond to the adjustment challenges those benefits
entail—even if this comes at the expense of making global markets less efficient.

The global economy is unlikely to survive this competitive search for policy autonomy.
Global markets exist by dint of political and policy coordination, not self-help. The exercise
of political independence fragments global markets through the thousands of cuts inflicted
by each national government and through the influence of institutional path dependence
on the development of longer-term structural incompatibilities from one country to the
next. Nation-states and non-state actors will continue to interact across the globe, but their
interactions will be constrained by the implications of the policy choices they make.

Framing the argument as a competitive search for policy autonomy makes it easier to offer

a global perspective on this dynamic. Every government that benefits from global markets
wants to find a way to respond to challenges of adjustment without tearing those markets
apart. The problem for each of them is that coordination cannot be neutral because any
negotiation is going to pull some farther away than others from their preferred strategy for
adjustment—ijust as any redistribution of adjustment costs is going to give rise to competing
perceptions of fairness. In turn, those differences—both real and perceived—become fodder
for opposition to governments in domestic politics.

Coordination across governments in support of global markets comes at a domestic political
cost for all negotiating parties that cannot make a credible claim to have benefited more
than they have conceded. At the same time, accepting the best alternative to a negotiated
agreement is easier when the exercise of autonomy can be celebrated as a virtue in national
politics. Indeed, the pursuit of policy autonomy often retains its value in national debates
even when it comes at an economic cost both domestically and globally. That cost tends not
only to accumulate across countries but also to reshape the possibilities for future coordina-
tion. The global economy is the victim of this political dynamic.

Sounds Familiar
There is nothing new in this diagnosis of the interaction between economic statecraft and

geopolitics. Much the same argument can be found as a critique of the international econo-
my in the interwar period in works written in the 1930s, 1940s, and 1950s by, for example,
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John Maynard Keynes, E. H. Carr, Karl Polanyi, and Gunnar Myrdal.® Hence, much of

the intellectual and policy work of the early Cold War period focused on overcoming these
dynamics by creating international organizations and other multilateral arrangements to
enable market integration through common rules and the redistribution of adjustment costs.
The Bretton Woods arrangement and other economic organizations created within the
United Nations (UN) are one illustration; regional bodies developed in Western Europe, like
the Organization for European Economic Cooperation and the various communities that
preceded the European Union (EU) are another.

This process was never symmetrical across countries or even democratic. Those shortcomings
were accepted as necessary. Writing in the 1970s, Charles Kindleberger argued that the only
way to stabilize a global economy is for one country to be powerful and wealthy enough to
help mitigate or underwrite the costs of adjusting to global markets for all the rest.” John
Gerard Ruggie added that even then, it is important for national governments to retain
significant autonomy in the way they respond to the need for adjustment.”” And Robert
Keohane suggested that a group of like-minded rich and powerful countries might find a
formula for sharing the costs of stabilizing the global system." The United States played a
leading role in the creation of the international economic order immediately after World
War II; the Franco-German partners led the creation of what became the EU; and the
transatlantic partners may be able to pick up the reins of the global economy after the period
of U.S. hegemony ends."

Of course, there would always be problems associated with the exercise of power in the
context of interdependence. Some countries are more politically sensitive than others to the
influence of geoeconomics or economic statecraft, even when their economic vulnerabilities
are much the same.” Worse, both geoeconomic forces and the exercise of economic statecraft
create uncertainties that few policymakers can anticipate and few non-state actors can man-
age." Policymakers therefore quickly realized that all countries—even the largest and most
powerful—need to work with those other governments with whom they are most closely
connected economically if their governments are to achieve their domestic policy objectives.”

Inevitably, this coordination would systematically benefit some more than others, both in
material terms and in terms of perceptions.'® As a result, not every government could be
expected to aspire to coordinate in the use of economic policy instruments, and some might
insist on going it alone. Over time, however, the example of coordination and the power of
collective action would create incentives for even the most recalcitrant national governments
to join multilateral arrangements."”

Meanwhile, any turbulence or conflict could be managed through improvements in the
design of coordinating institutions and market regulations. Here, the European Economic
Community provided an example of continual—if sometimes halting or only temporary—
improvement as it moved through different exchange-rate regimes for the promotion of
monetary stability and pivoted from trade liberalization through harmonized regulation

to a new approach for dealing with nontariff barriers.”® The negotiation of the 1986 Single
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European Act, which launched the project to create a European internal market by 1992,
was a success both economically and politically—and one that brought together the tradi-
tional Franco-German partners and the initially reluctant British government.” The ques-
tion at the end of the 1980s was whether other regions could follow Europe’s lead.?® That
question expanded after the end of the Cold War to include the whole international system.

The global economy that emerged in the 1990s rested on these four elements: a diagnosis of
the failings of the interwar economic order, a belief in the need for the collective manage-
ment of interdependence, an acceptance that such collective action would never be wholly
equitable, and a conviction that any resulting tensions could be managed in an overarching
rules-based system. It also rested on the assumption that these elements are not only broadly
applicable but also both portable and scalable—meaning that what works in Europe or
across the Atlantic might serve as an inspiration elsewhere and function across the global
economy.?”!

Within that assumption, it should be possible to transfer Western policies or regulations
to other countries and expand Western institutional arrangements to accommodate new
members: The two things go together insofar as policy and regulatory convergence can be
a condition for institutional support, formal association, or even full membership. In turn,
converging on Western policies or regulations and expanding Western institutions would
make the global economy more cohesive as well as more inclusive.

What Went Wrong?

This whole setup for a global economy rested on a shared understanding of perceptions,
values, institutions, and collective action that, with few exceptions, did not extend beyond
the countries of North America, Western Europe, and other advanced industrial democra-
cies—known collectively as the West. Non-Western participants did not accept the West’s
diagnosis of what had gone wrong in the interwar period, not because they rejected the
theory, but because they told a different historical narrative about colonialism and structural
dependence.”” Within that alternative narrative, equity is more important than economic
efficiency, particularly when that efficiency is put at the service of exploitative trade and
financial practices. Tolerating some inequality in the service of policy coordination is a bad
trade-off. Non-Western countries would rather have equitable institutions than effective
ones, and they are willing to thwart collective action to force institutional change. This was
the logic behind the call for a new international economic organization in the 1970s.

Where that change did not happen, the governments of non-Western countries created their
own organizations. Not all of these bodies were successful at garnering representation or
exercising influence. The Organization of Petroleum Exporting Countries is an important
outlier. But that stands to reason: The non-Western world is more heterogeneous than the
West; what unites these countries in general terms is their opposition to what they perceive
to be an unjust international system. The success of non-Western countries in creating
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alternative arrangements is less important than the fundamental disagreement over values—
equity versus efficiency—and the implications of that disagreement for the functioning of
the institutions that foster collective action.

For their part, Western powers resisted the practical implications of inclusiveness. Rather
than democratize institutions, these powers sought to reengineer them in ways that rein-
forced hierarchy and preserved privilege. When that failed, they turned against established
forums for collective action and shifted to other venues, where they could exercise greater au-
tonomy. Like their non-Western counterparts, Western governments were prone to creating
new institutions when they felt they lacked control over existing ones.?* This venue shopping
at least partly explains why the Group of Seven (G7) was formed in the wake of debates
about a new international economic order as non-Western countries pushed to democratize
UN-chartered economic institutions.”

Western powers also overestimated their ability to transpose their own lessons about policies
and institutions to economies with very different institutional and political arrangements.
This kind of template thinking aligned well with the need to attach conditions to requests
for institutional support or membership, but it fitted poorly with the goal of improving
economic performance in non-Western countries—and often triggered social unrest and
political instability instead.?® Very quickly, the policy principles of the so-called Washington
consensus that were supposed to frame the emergence of the global economy became a focus
for conflict between the Western governments that promoted them and the non-Western
governments charged with putting them into practice.”’

This conflict escalated during the Asian financial crisis toward the end of the 1990s.”* Many
of the newly industrializing countries in Asia liberalized their capital markets in line with
Washington consensus recommendations. This effort succeeded in attracting foreign capital,
which was a boon for Asian countries” domestic industries, but it came at the cost of greater
vulnerability to capital flight. Once the outflow started, it became contagious, first across the
region, and then implicating other emerging markets, like Russia and Latin America.?” Asian
governments lost confidence in the International Monetary Fund (IMF) and the World
Bank and decided instead to impose capital controls and build up foreign exchange reserves
as a form of self-insurance. They also began to explore ways to share U.S. dollar—denomi-
nated assets across the region, rather than rely on conditional assistance from the West.

Emerging markets were not alone in struggling to adhere to consensual recommendations
for best market practice. The difficulties of shifting policy or institutional blueprints across
national boundaries also applied within the West.”" Western countries may be less het-
erogeneous than their non-Western counterparts, but they are still very different in terms
of both institutional endowments and the way they perceive the trade-off between equity
and efficiency.®? Importantly, such differences are not limited to the national level; often
they extend down to the regional and local levels. As a result, it is necessary to identify not
only the relative importance of equity and efficiency but also how much diversity different
political systems can tolerate.
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The virtues of market liberalization through policy convergence are a case in point. As the
EU pushed the completion of its internal market, the United States went in a very different
direction and allowed greater diversity at the state level in terms of taxation, benefits, public
procurement, licensing, and regulation.* These different trajectories not only complicated
the negotiation of the Uruguay Round within the General Agreement on Tariffs and
Trade—the precursor to the World Trade Organization (WTO)—but also added consider-

able tension to the debate across the Atlantic about what it means to have a free market.*

These different non-Western and Western dynamics came together at the end of the 1990s
in the emergence of the “no-global” protest movement and in the early to mid-2000s in

the failure of the Doha Round of trade and development talks in the WTO. The no-global
movement organized diverse political groups, drawn from both non-Western and Western
societies and inspired by a wide array of ideological sources to challenge the exclusiveness of
international economic organizations and demand greater representation for non-Western
interests.” The Doha Round was partly a response to this pressure; it included development
as a major focus and engaged directly with governments in emerging markets. Quickly, how-
ever, the Doha Round morphed into an arena for debating trade liberalization requirements
that would give Western governments greater influence over labor standards, environmental
protection, and other regulatory practices in non-Western countries.*®

When the Doha Round failed to generate a multilateral agreement, the United States and
the EU shifted to bilateral trade negotiations with third countries, where they could use
their relative market size and wealth to exercise greater leverage over any agreement. As with
the venue shopping for multilateral cooperation, this shift from multilateral to bilateral trade
negotiations was widely perceived in emerging markets as an attempt to reinforce Western
privilege. That perception was not shared in either the United States or Europe. Instead, the
West took a narrower view focused on the virtues of its own policies and the need to pursue
national or European interests.”

Declining State Effectiveness, Increasing Politicization, and
Evolving State Capacity

The deepening divisions in the global economy were apparent in the early 2000s, long before
the onset of the 2007-2008 global financial crisis. The problem was the one already identi-
fied by Keynes in his 1936 General Theory.*® It is worth quoting him at length, because aside
from the syntax and word choice, the argument sounds so contemporary:

Thus, while economists were accustomed to applaud the prevailing interna-
tional system as furnishing the fruits of the international division of labour
and harmonising at the same time the interests of different nations, there
lay concealed a less benign influence; and those statesmen were moved by
common sense and a correct apprehension of the true courses of events who
believed that if a rich, old country were to neglect the struggle for markets
its prosperity would droop and fail.
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Keynes went on to argue that the only way to avoid having the international economy dete-
riorate into “what it is, namely, a desperate expedient to maintain employment at home by
forcing sales on foreign markets and restricting purchases” was for states “to learn to provide
themselves with full employment by their domestic policy.”

That insight was baked into the post—=World War II economic system. At its core, the global
economy depended on nation-states to smooth the process of adjustment and minimize the
politicization of international coordination. As the global economy expanded to include ever
more diverse countries, the necessary adjustments grew to exceed the ability or willingness
of national governments. Over time, governments fell behind in their efforts to minimize
adjustment costs and maintain full employment, and opposition groups took advantage of
that failure to ramp up their efforts to politicize international cooperation. This discontent
mingled with other complaints about advanced industrialized democracies and the elites
who led them to form what political scientist Cas Mudde called a “populist Zeitgeist,” which
was as opposed to the global economy as it was to elite privilege.”

This discontent fed directly into efforts to instrumentalize trade policy in contradictory ways
in both Europe and the United States. In those areas where domestic interests made no com-
plaint about the functioning of global markets, national governments pushed for liberaliza-
tion and multilateral engagement. Where domestic interests expressed opposition to global
markets, governments pushed the other way, using a mix of instruments like antidumping
measures or social regulations to raise barriers to international exchange. Thus, borrowing
from political scientists Alasdair Young and John Peterson, “the EU is both liberal and
protectionist in predictable ways.™® And the same could be said of the United States.”!

Meanwhile, the efforts of emerging market economies to create a form of self-insurance

by accumulating foreign exchange reserves began to create distortions across the global
economy.*? Such reserves can be earned only when countries run consistent current account
surpluses by exporting more goods and services than they import. This form of macroeco-
nomic imbalance is theoretically unsustainable over the long run, but that unsustainability
reveals itself in different ways from the kind of balance-of-payments crisis that arises from

a lack of competitiveness. Instead of facing a progressive deterioration of the terms of trade,
countries experience a sudden stop as the flow of funds on the capital account rushes out of
the national economy.” To understand why, it is necessary to focus on the way the capital
account finances the current account in the balance of payments.

Foreign exchange reserves are assets denominated in foreign currency. When a government
wants to accumulate foreign exchange reserves as a matter of policy, it commits to buying
foreign currency—denominated assets. The net export of goods and services is just one way
to raise the money for these purchases. While it is common to imagine that countries that
import more than they export have to borrow money, it is more common for governments
to introduce policies to ensure they export more than they import to purchase foreign assets
to use as foreign exchange reserves. And since the global balance of payments must balance
(by definition), these two ways of looking at the financial implications of macroeconomic
balances are mirror images.
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The asset purchases made by governments in emerging markets as a form of self-insurance
after the Asian financial crisis represented a massive export of capital.* This export created
liquidity—or spendable money—in other countries, primarily the United States, that could be
used only to buy assets or additional imports from abroad. The result was either an inflation of
asset prices in the importing countries or another round of net exports and the accumulation
of foreign reserves for the governments seeking this form of self-insurance. This policy was
unsustainable over the long run because of the distortions it created in the asset markets of the
net-importing countries—again, primarily the United States—which experienced ever-increas-
ing prices for government bonds, real estate, stocks, and even commodities. The 2007-2008
global financial crisis started when the market for one of these asset classes collapsed.”” What
followed was a series of sudden stops as cross-border investors started liquidating their assets
either to repatriate their capital or to send it to a safer investment market.

This thesis of a global liquidity glut was not readily embraced among emerging market econ-
omies—and, indeed, never has been widely accepted in much of Asia—but it was adopted
in the United States and Europe. The decision to shift the focus of multilateral cooperation
from the G7 to the larger Group of Twenty (G20) was a consequence. Western governments,
including that of the United States in particular, needed a more inclusive forum to deal with
macroeconomic imbalances that they believed originated in emerging market economies.*

The fact that those economies embraced macroeconomic imbalances to generate foreign
exchange reserves that they could use to avoid having to rely on Western institutions like the
IMF closed the circle.*” The economic institutions created after World War II had failed to
represent the interests of emerging market economies. The governments of these economies
turned away from these institutions and, in doing so, created market distortions at the global
level. And when these distortions resulted in the global financial crisis, Western governments
shifted their attention to more inclusive institutions to convince the governments of emerg-

ing markets that had created those distortions to help get them under control.*®

The implication of this story is that the creation of the global economy gave the governments
of emerging market economies access to geopolitical power that Western governments could
not ignore. That power included the ability not only to distort world markets but also to
ignore, manipulate, or duplicate the institutions created to foster international economic
cooperation. If Western governments alternated between liberalization and protectionism,
governments in emerging markets could challenge the more protectionist efforts at the
WTO. More importantly, they had the power to exercise leverage through and over the
WTO?’s dispute resolution mechanism.*

Non-Western governments were not the only ones who were empowered by the creation of a
global economy. Western governments acquired new powers related to the central role they
played in the development of the three basic infrastructures that underpin global markets:
currency, finance, and telecommunications.”® Global transactions need a common denom-
inator to set prices, store value, and make payments; they need credit, insurance, clearing,
settlement, and somewhere to keep things safe; and they need some way to interact at a
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distance to communicate detailed information unambiguously and with a clear record of
what was said, whether the message was received, and whether it was acted on.

These infrastructures are challenging enough to develop around the exchange of finished
products, and the first truly global form of capitalism took many hundreds of years to
emerge.” This is hardly surprising: Even for the most basic trade, the currency needs to be
widely accepted, the finance flexible and stable, and the means of communication reliable
and secure. Hence, the focus for commerce was on human relationships and personal
interaction. The task became more difficult in the exchange of intermediate goods as part of
distributed manufacturing processes. Then it became necessary to work more with numbers
than with people and to trust technology more than personal relationships.”* With the
introduction of global value chains and the emergence of the internet, the endeavor reached
new magnitudes of complexity.”® And, for historical reasons, Western countries were at the
center of that infrastructural revolution.

This central location gave Western governments two largely unexpected forms of power:
One was to oversee the transactions that make up the global economy, and the other was

to prevent them from happening.> The United States has taken advantage of its central role
in the world economy—and, specifically, the central role of the U.S. dollar—at least since
World War I1.”° The U.S. Treasury created the first entity responsible for monitoring dol-
lar-denominated payments in 1940, renamed the Office of Foreign Assets Control in 1950.
But it was only after the terrorist attacks on September 11, 2001, that the U.S. government
realized the full extent of its ability to sift through the internet and the record of interbank
transactions to track terrorist financing and restrict access to the U.S. financial system.

The first administration of former U.S. president Barack Obama used this control to
compel Iran to engage in negotiations over its nuclear program. It did so by preventing
Iranian banks from participating in dollar-denominated clearing and forcing the Society for
Worldwide Interbank Financial Telecommunication (SWIFT) to disconnect Iranian banks
from the global network for interbank telecommunications. The second Obama adminis-
tration joined the EU in using many of the same instruments against Russia after its 2014
annexation of Crimea, cutting Russia off from access to European and U.S. capital markets.®
The transatlantic partners went even further in putting pressure on Russia after its 2022 full-
scale invasion of Ukraine.” These new instruments of economic statecraft were unbelievably

powerful. They also proved to be a wasting asset.

Economics, Security, and Strategic Autonomy

The problem with weaponizing interdependence—the process by which states leverage global
networks of informational and financial exchange for strategic advantage—is that it encour-
ages governments everywhere to disengage from institutionalized cooperation and find ways
to reduce their vulnerability to economic integration.’® If the lesson for the countries of East
and Southeast Asia at the end of the 1990s was about the importance of self-insurance, even
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if that creates global market distortions, the lesson from the 2010s for governments every-
where was about the importance of economic security and strategic autonomy. And that
lesson applied within the West as well as between Western and non-Western countries.”

This point is worth underscoring and putting into historical context. The use of economic
sanctions did not start the shift away from neoliberal forms of market competition. The
turn to economic statecraft and related nonmarket forms of state intervention, like indus-
trial policy, began long before the coronavirus pandemic or the 2022 invasion of Ukraine.
The EU started turning away from neoliberal free-market ideology even before the global
financial crisis.” By that time, the first administration of former U.S. president George W.
Bush had already demonstrated its willingness to use tariffs to restore the competitiveness of
the U.S. steel and agricultural sectors.®

This shift toward more nonmarket interventions accelerated during the global financial
crisis as governments everywhere sought to bail out strategic industries and banks. And it
continued to develop as the rise of U.S. technology companies and Chinese manufacturing
industries underscored the changing nature of the global economy. Donald Trump’s 2016
presidential campaign was a symptom, not a cause, of this transformation. When Trump
was elected and his incoming administration made clear the transactional nature of his
presidency, Europe’s response was to begin planning an even more interventionist shift in its
approach to the use of industrial policy instruments and the politicization of trade policy.®*

The end of the 2010s was a fertile period for the development of new approaches to eco-
nomic policymaking—both foreign and domestic—on both sides of the Atlantic. In the
United States, Democrats hoping to return to office forged what Carnegie’s Salman Ahmed
and Rozlyn Engel called a “foreign policy for the middle class,” which would blur the lines
between economic and foreign policies to use the same instruments to achieve multiple
objectives: income distribution and manufacturing competitiveness at home, and military
security and supply chain resilience abroad.®® European officials were also looking for ways
to strengthen the EU’s strategic autonomy in terms of both technological innovation and
military procurement.*

What the use of sanctions did was deepen the friction and suspicion already being created
by the breakdown of the Washington consensus and the shift away from neoliberalism.
When the Obama administration cut Iran out of SWIFT in 2012, it had to push hard to
get Europeans to go along because they feared that this weaponization of a global financial
cooperative, headquartered in Belgium, would set a bad precedent in the eyes of the wider
world.® When the United States and the EU cut Russian firms out of Western capital
markets in 2014, the Chinese and others were quick to take note of the wider implications
for their own reliance on the dollar and the euro.®® And when the Trump administration an-
nounced in 2018 that it would pull out of the Joint Comprehensive Plan of Action (JCPOA),
which lifted sanctions on Iran in exchange for restrictions on the country’s nuclear facilities,
and instead threatened secondary sanctions on European firms that refused to comply with
this change in U.S. policy, the EU began planning its own legal instrument to push back
against such economic coercion.®
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The experience of the coronavirus pandemic reinforced this dynamic by revealing both the
fragility of global supply chains and the reflexive nature of economic nationalism, and not
just in Europe and the United States. Although EU member states may have been surprised
by the sudden fights that broke out over personal protective equipment and respirators, the
European Commission was quick to swing into action and the European Council found
new ways to strengthen European solidarity.®® The same was not true of relations between
Europe, the United States, and the rest of the world. Non-Western countries experienced
severe shortages of basic personal protective equipment and lacked the necessary tools to
shut down their economies to slow the spread of the virus. These countries faced even greater
difficulties getting access to vaccines once they became available. The pandemic put the
self-serving and transactional nature of the global economy on full display.®

The Western response to Russia’s full-scale invasion of Ukraine only reinforced the contrast.
The United States and the EU quickly rolled out unprecedented sanctions against the
Russian government and economy in response to Russia’s unprovoked and unjustifiable
aggression.”” Once again, this move demonstrated the vulnerability of any country to key
forms of interdependence with lead actors in the global economy. It also provoked a series of
unintended disruptions to supply chains, food distribution, energy prices, and transportation
routes, with serious negative consequences for other parts of the global economy. For many
non-Western governments, the costs of trying to contain the Russian aggression appeared
disproportionate when compared with efforts to address violent conflict elsewhere.”!

The sanctions against Russia proved less effective than many in the West had imagined.”?
This outcome raises the question of whether the Russian government may have used the
time between its 2014 annexation of Crimea and its 2022 invasion of Ukraine to limit its
vulnerability to Western leverage.”” This situation may also strengthen the regime’s author-
itarian character to limit domestic political sensitivity to the costs of disengaging from the
West. Such concerns are worth noting because they underscore the waning effectiveness of
weaponized interdependence.”” They also suggest that China may already be prepared to
push back against the West. Weaning the Chinese economy off dependence on U.S. dollar—
denominated assets and transactions may not yet be realistic, nor may reducing China’s
dependence on U.S. markets and advanced technology.”” But the Chinese government can
make its economy more resilient in the face of U.S. pressure and rally its population against
U.S. economic coercion in ways that will only diminish popular support for the Western-led
rules-based international system.

Putting It All Together and Longer-Term Implications

The administration of U.S. President Joe Biden was probably right that the only effective
way to build political support for an open U.S. economy is to ensure that such an economy
benefits the middle class. For its part, the EU is probably right to aspire to strengthen

its strategic autonomy both in general terms and with particular reference to the United
States. No U.S. administration can take popular support for American global leadership
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for granted, and no EU official should expect to count automatically on support from the
United States. The bonds that hold the West together as a global political construct still
exist, and so do the Western institutions that structure the global economy. But the West is
no longer so monolithic, and the non-Western world is no longer so eager to accept Western

leadership.

Two scenarios flow from this weakening of the West, one negative and the other positive.
The negative scenario is that national governments can be expected to use the instruments
of economic statecraft to address different domestic agendas in a more loosely coordinated
fashion within the West and largely without systematic coordination with governments
elsewhere.” This is a troubling prospect, because it leaves significant room for friction of
the kind that arose across the Atlantic around the Biden administration’s 2022 Inflation
Reduction Act.”” It is also troubling because it suggests that many problems that require
truly global responses, like climate change, will be met with only piecemeal efforts that work
to varying degrees from one national jurisdiction to the next. When the nation-state is the
center of attention, that is about the best that can be hoped for. Whether it will be sufficient
is an open question. Economic statecraft is no replacement for global economic leadership.

A more extreme version of this negative scenario is that the world economy will become
divided into blocs that use competing standards for manufacturing and digital technology.
This is a logical consequence of the ever-increasing weaponization of interdependence.”® Such
a world will be neither representative nor effective. On the contrary, it will be prone to the
kind of conflict that existed in the interwar period and that the creation of a global economy
under Western leadership was meant to address.”” The results will not be identical to what
has been experienced in the past, but they will be similar enough to be familiar.

The more positive scenario is that Western and non-Western governments find a way to
come together to address these global problems in ways that are more symmetrical, inclusive,
and democratic. Doing so is a question not of virtue but of necessity and resilience. The
global financial crisis showed that the forces of geoeconomics are too large to be managed by
the West acting alone. They are also too powerful to be ignored. The climate crisis is a good
illustration, but it is only one among several.

Moreover, the costs of dismantling the global economy—higher prices, lower real incomes,
greater job insecurity, and more inequitable access to resources—are simply too high for
societies to bear in any part of the world. As Keynes made clear, peace is possible only when
security and economics reinforce one another everywhere. By implication, the new world
economy will have to win support far beyond the West if it is to be durable. And durability
will be the true measure of its success.
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1
CHAPTER 3

Economic Statecraft and
EU Strategic Interests

Giovanni Grevi and Richard Youngs

Economic statecraft consists of using economic means to pursue foreign policy goals.® Rising
competition and volatility on the global stage have heightened the salience of connections
between economic policies, security issues, and foreign policy. The European Union (EU)
insists that political-strategic considerations have begun to play a more prominent role in its
external economic policies. The union started to move tentatively in this direction some years
ago, and Russia’s war on Ukraine has reinforced this shift in an apparently decisive way. At
least in formal terms, the EU has begun to fashion a different kind of statecraft, in which

economic policies serve broader strategic goals alongside policy-specific commercial objectives.

This approach represents a potentially deep-seated change, given that the EU has traditionally
been seen as an overwhelmingly economic actor bereft of strong geopolitical orientations.

While the rise of a more strategically oriented EU economic statecraft is a significant change,
two nuances should be noted. First, a degree of short-term and defensive mercantilism persists
in EU economic policies that does not appear to be informed by strong strategic dynamics.
Second, it is not yet clear how the EU’s current emphasis on economic security fits with

other priorities on the union’s foreign policy agenda. Although the EU has started to frame

a different approach to economic security, it still needs to conceptualize how this relates to a
broader understanding of economic statecraft and to other political-strategic priorities.

Economic security is an increasingly important component of economic statecraft, but the
latter covers a much wider ground. Viable economic statecraft requires a clearer definition
of which European interests are to be advanced and a more coherent mix of economic and
strategic policies. As the EU rightly moves away from market primacy over foreign and
security policy, it risks overcorrecting toward a defensive and competitive geopolitics.
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A New Economic Statecraft?

For decades, the general consensus was that in the EU’s international policies, commercial
interests prevailed over wider foreign policy strategy. In a major shift, EU institutions and
European leaders have come to claim that this position no longer holds. The EU has gradual-
ly moved toward a new economic statecraft that is more infused with strategic considerations
and aims. EU member states have converged on a shared assessment that the weaponization
of interdependence—in which states leverage global economic and information flows for
strategic advantage—requires softening the divide between economic and security affairs.*

The emerging European economic statecraft encompasses a wide range of measures: Some aim
to establish a level playing field with Europe’s economic competitors; others pursue broader
external agendas, such as environmental sustainability; and yet others deal with the security
impact of other states weaponizing interdependence.® In this context, security-related concerns
appear to be playing a growing role in shaping Europe’s fledgling economic statecraft.

The shift has occurred incrementally over the last decade and deepened in the wake of
Russia’s February 2022 invasion of Ukraine. In the 2010s, the EU’s approach to and perspec-
tive on globalization shifted toward a more politically managed form of globalism. The union
became increasingly concerned with mitigating economic vulnerabilities and less enthused
by the abstract value of supposedly win-win multilateral rules.®* The COVID-19 pandemic
extended these shifts in the EU’s external economic policy, as it added to concerns about the
union’s dependence on global supply chains for medical equipment and other goods.

Into the 2020s, several new EU strategies and documents promised economic policies geared
toward the defense of “Europe’s sovereignty”—implying a more political tenor to economic
strategy.®® In early 2021, the European Commission placed open strategic autonomy at the
core of its Trade Policy Review, defining the concept as “the EU’s ability to make its own
choices and shape the world around it through unity and engagement, reflecting its strategic
interests and values.”® The notions of open strategic autonomy and European sovereignty do
not fully overlap, but they share much common ground. They emphasize the need to reduce
economic vulnerabilities and defend EU interests while restating the importance of multilat-
eral cooperation and engagement.

The war on Ukraine has added to the priority that European governments attach more
specifically to economic security. Most governments have interpreted the conflict as a strong
vindication of the need for a tighter focus on the threats and risks that economic interde-
pendence entails. A postwar narrative of Europe taking back control of key supplies and
pursuing more strategic trade and investment has become ubiquitous.

Crystallizing such developments, in June 2023 the commission presented a landmark
economic security strategy.®® In 2024, the EU strengthened commitments to move further
in this direction, bringing slightly different terms coming into use. The influential report
on European competitiveness presented by former Italian prime minister Mario Draghi in
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September 2024 called for “a genuine EU “foreign economic policy” that is in tune with
security interests.®” The European Commission’s political guidelines for 2024-2029 promise
a “new economic foreign policy” premised on the conviction that, “In today’s world geo-
politics and geoeconomics go together. Europe’s foreign and economic policy must do the
same.”® The remit of incoming High Representative, Kaja Kallas, includes the instruction to
“shape a new foreign economic policy, focusing on economic security and statecraft.”

Significantly, the heightened focus on economic security appears to entail a new relationship
between economic and political strategy. The EU’s stated priorities have become more explic-
itly political-strategic in nature. Some argue that in the wake of the war, the EU has moved
fast to adopt a “geo-dirigisme” that deploys economic tools for strategic aims.* European
leaders insist that the new approach to economic security fuses economic and political in-
terests as it seeks to curtail and manage the strategic vulnerabilities of interdependence. The
combined effect of more than a decade of financial crisis, the coronavirus pandemic, tensions
with China, and the invasion of Ukraine has propelled the EU toward a more evidently
strategic variant of economic statecraft.”’

The EU’s emerging approach nominally embodies a rebalanced position between economic ef-
ficiency and geopolitical resilience to the extent that European powers now appear willing to
bear a premium to achieve political insulation from other powers’ leverage.”" French President
Emmanuel Macron has insisted that strategic coherence is now much tighter as EU economic
policies “obey a rationale which goes beyond the purely economic logic.”** The 2023 German
national security strategy captured this ethos by saying that the government would “focus
more on security when it comes to decisions on economic policy.””® The EU’s economic

security strategy points to economic decisions “merging with national security concerns.””*

In a speech in June 2024, anticipating one of the core themes of his report on European com-
petitiveness, Mario Draghi captured the zeitgeist: “The paradigm which brought us prosperity
in the past was designed for a world of geopolitical stability, which meant that national secu-
rity considerations played little role in economic decisions,” whereas deteriorating geopolitical
conditions now required “a fundamentally different approach” to Europe’s industrial policies
and “a genuine ‘foreign economic policy’ — or as it’s called today, statecraft.””

European governments and EU policymakers argue that a hardened policy of economic se-
curity dovetails with tougher geopolitical strategies.”® Indeed, the general assumption is that
these are two sides of a single strategic-adjustment coin and two strands of the EU adapting
to the more threatening and inhospitable world that is taking shape in the shadow of Russia’s
war on Ukraine. Outgoing EU High Representative for Foreign Affairs and Security Policy
Josep Borrell has asserted that “de-risking and strategic autonomy go hand in hand.””’

The EU has established a mechanism to screen inward investment, and more European
states are also undertaking tougher national security reviews of such investment. The union’s
economic security strategy promises a new EU mechanism to assess security risks linked to
outward investment in some technology sectors too, to prevent critical technologies from
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going to strategic rivals. The same strategy also recommends a more coordinated approach to
tightening export controls on dual-use goods. Following the strategy’s adoption, the com-
mission recommended that EU member states assess the risks associated with four areas of
critical technology.”® In January 2024, the commission outlined five new initiatives to build
on the economic security strategy and take it forward.” In a separate element of economic
statecraft, European powers have made trade offers more dependent on reciprocity, while due
diligence rules have become another tool for strategically managed trade.

Competing Logics at Play

Although these changes in the EU’s economic posture are significant, the fusion of polit-
ical-strategic and economic statecraft remains embryonic. A tougher approach to market
access and sensitive exports and investments may be justified and overdue, but the EU’s
assertion that economic policies are now tailored to wider strategic imperatives is a bolder
claim that is so far only partly borne out by the evidence. In fact, several logics are simulta-
neously at play in shaping the EU’s incipient economic statecraft, some of which are at odds
with each other and none of which is clearly predominant.

Even if signs of a more political-strategic dynamic have emerged, parts of the EU’s economic
security agenda reflect narrower commercial aims. Alongside elements of a new EU econom-
ic statecraft, a revived European mercantilism is evident in some key policy developments.
What is needed for short-term commercial interest may be an important element of econom-
ic security, but this is not the same as strategically oriented economic statecraft—despite EU
leaders” tendency to conflate the two.

If anything, the EU’s quest for economic diversification is pulling it toward agreements with
regimes that clearly do not share its strategic outlook—and discouraging the union from
loading such accords with noneconomic demands. A paper published under the Spanish
presidency of the EU Council in the second half of 2023 suggested more trade accords with
“like-minded” countries and more restrictions on investments from and exports to “non-
like-minded countries”—but these categories were not defined, and this is not the approach
the EU has adopted systematically to date.'*°

In an effort to diversify commercial opportunities, the EU has new trade-and-investment
agreements with regimes in Africa, Central Asia, and Latin America that are far from
like-minded on foreign policy issues. In a similar vein, the choice of infrastructure projects
under the EU’s Global Gateway investment initiative seems devoid of any apparent foreign
policy logic.'”! Indeed, the commission has acknowledged that the Global Gateway is
oriented toward EU economic interests rather than “foreign policy approaches.””* While
there is a clear security logic to restricting some of Europe’s most sensitive exports to certain
regimes, some of the EU’s trade-and-investment controls are clearly guided by the more
immediate commercial interests of European companies. The EU has increasingly used the
externalization of its regulations to advance commercial interests—a form of what might be
termed regulatory mercantilism.'"
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The EU insists its emerging approach is about managing specific sectors in which there
might be high levels of vulnerability and supplies come from just one or two countries. But
the union has made at least some steps toward a more generalized policy of import substi-
tution and preferential domestic support.!” These are commercially defensive moves more
than changes that reflect long-term strategic reflection. Moreover, EU member states have
dramatically increased their domestic industrial subsidies and economic controls, which
may threaten the single market; each state’s measures are in part about boosting national
economic sovereignty in relation to other EU states and do not form a united approach to
European strategic interests. It also remains difficult to detect a clear political or security
logic behind investment screening decisions.'”

Part of the trend in the last several years reflects European geopolitical power targeting
immediate economic difficulties and commercial interests.'”® Experts note a gathering
“commercial realism” that has increasingly conditioned EU positions on when and how
international markets need to be controlled and the precise ways in which the union seeks to
shape global interdependence.'”” While the EU’s economic security strategy talks of strategic
priorities directing economic policies, it also insists that foreign and security policy instru-
ments are to be used in pursuit of economic interests.'*®

Crucially, this commercial realism breeds a narrow and defensive perspective on foreign
policy dynamics. In its emerging approach to economic security, the EU does not appear to
attach as much priority as it did previously to mutually beneficial problem solving, but rather
seeks to craft economic relations that are more tightly attuned to the union’s own weakness-
es and challenges. The EU’s focus is increasingly on instrumentalized economic relations
through political negotiation, as opposed to stronger rules-based frameworks.'” At least

in many of its new measures, the EU is moving toward a less commons-oriented and more
power-oriented understanding of the international order. The union has tended to paint itself
in a rather one-way fashion as the victim of other powers weaponizing interdependence,

justifying these more defensive positions on external economic policies.'”

The emerging EU approach to economic statecraft is mainly defensive but also contains offen-
sive measures against other powers.'"" Several countries, mainly in the so-called Global South,
complain that some of the new EU measures outlined above risk affecting both their interests
and the liberal order that the EU claims to defend. Even if the EU may feel that some of this
criticism is unfair, these countries’ diplomatic pushback matters for the union’s wider priori-
ties. Increasingly, the EU’s narrative is narrowly about making interdependence safe for itself
rather than about pursuing the wider political-strategic aim of mutually beneficial reforms to
the global order. A backlash from other states risks deepening the very strategic-order prob-
lems that the EU’s economic security strategy is notionally designed to address.'?

In sum, a mix of logics is now apparent: In some instances, the EU is shaping economic
policies to reflect strategic concerns; in others, the dynamic is inverted, with the union
deploying foreign policy leverage for immediate economic interests. EU policy still lacks a
fully strategized use of economic statecraft. So far, the union’s policies focus on defensive
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commercial interests more than they use commercial tools for noneconomic strategic goals.
European powers may justifiably feel that this is the kind of trade-off now required, but they
are walking a thin line in the way they endeavor to combine the EU’s new economic and
security agendas.

Economic and Strategic Interests: Unresolved Tensions

The EU’s now well-established economic security agenda marks a much-needed reckoning
with the vulnerabilities that result from weaponized interdependence. Yet, this agenda is
still at an early stage of development and, for now, falls short of a fully consistent or compre-
hensive concept of EU economic statecraft. To move forward effectively with its economic
security agenda, the union needs to define the larger goals that economic statecraft is
supposed to serve, assess the political and strategic implications of different policies, and
tackle the trade-offs between competing priorities.

At present, conflicting goals drive different measures and sit uneasily with each other. An
excessive focus on economic security risks generating harmful unintended effects. Speaking
a few days after the publication of the EU’s economic security strategy, Borrell noted that
“de-risking is itself not without risks.”""®> The union’s institutional capacity to articulate fully
the links between foreign and economic policies remains insufficient.""* While the EU often
carries out cost-benefit analyses for individual policy measures, these assessments do not

15 Tf a more robust form of economic statecraft is

encompass a broad strategic perspective.
in order, the EU should avoid veering toward an overcorrection that is detrimental to other
priorities. In an instructive lesson for Europeans, others have warned that the United States

may be overcorrecting in just this way in its rivalry with China."®

As the EU moves into a new institutional term in 2024, the bloc’s economic statecraft

still lacks clear definition. The EU insists it aims to shore up multilateralism, and the bloc
remains more committed to rules-based cooperation than most other major economies. At
the same time, however, the EU relies increasingly on unilateral tools to defend its interests
across the trade agenda and is, to some extent, taking part in a global subsidies race. There is
divergence among European officials on the right balance between multilateral and uni-
lateral policy pathways.!” The risk is that by adopting a defensive agenda, the EU neglects

a proactive approach that focuses on promoting a better multilateral order that can deliver
global public goods. Playing defense is necessary but not sufficient to preserve a relatively
stable global economic order, on which Europe’s prosperity largely depends.

Calibrating Europe’s approach to China in the context of systemic rivalry between
Washington and Beijing will be a pivotal dimension of Europe’s overarching economic
statecraft. The EU has outlined a policy of derisking—as opposed to decoupling—as its
approach to frame the various elements of its economic relations with China."® While the
derisking agenda addresses serious concerns that need to be tackled, its implementation faces
many challenges."” Europe is more exposed than the United States to the potential fallout of
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a geoeconomic clash with China. Derisking carries the risk of escalation into a spiral of tit-for-
tat measures, t00."” The potential spillover from derisking would affect not only Europe’s
economic interests but also other strategic priorities, such as the clean energy transition, for
which Europe depends for now on imports of critical raw materials and goods from China. At
the same time, the EU has clout and partners, and China stands to lose conspicuously from a
potential deterioration of economic links with Europe, the United States, and other countries.

The EU’s stance toward China will likely continue to be a matter of balance between
countervailing requirements, not least because balancing acts allow the union to paper

over differences among its member states.'?! However, EU economic statecraft needs a
sharper—and shared—assessment of Europe’s overall strategic stance toward China. The
bloc’s extensive economic relationship with Beijing requires a clear economic security focus
in strategic sectors and further efforts to achieve reciprocity in EU-China trade relations. At
the same time, the EU should avoid a largely China-driven approach to its global economic
statecraft, which would look like a response to Beijing’s agenda rather than reflect Europe’s
own priorities.

Another area that requires tighter definition is the way in which EU economic statecraft
relates to the union’s engagement with the developing world, where the EU faces a tough
competition of narratives amid offers from other powers. The polarizing effect of Russia’s
aggression in Ukraine and the grave consequences of this crisis for the development agenda
have made North-South relations both more contested. Meanwhile, the gap between devel-
opment needs and available means has widened in the last few years.””” The EU’s emerging
economic security agenda says little about the priorities and order-related concerns of many
developing states. The January 2024 enlargement of the BRICS group to five major coun-
tries in the Middle East and Africa, with others expressing an interest in joining, also adds
to the challenge of EU engagement with middle powers.

EU leaders have called for the establishment of a new quality of partnership with countries
and regions across Africa, Asia, and Latin America. They point to joint efforts, including the
Team Europe approach, which is based on pooling the resources of the EU institutions and
the member states; the deployment of the Global Gateway initiative; and a new generation
of partnerships on raw materials. Developing countries often retort that the EU and its
member states primarily cater to their own needs and take unilateral measures that risk
damaging the interests of the developing world, such as the EU’s Carbon Border Adjustment
Mechanism, a tariff on carbon-intensive imports. On climate finance, the first pledges to

a new international loss-and-damage fund for developing countries were made at the 2023
United Nations Climate Change Conference (COP28), and Europe accounted for almost
half of these.'”” However, investment falls far short of the estimated requirements. The EU
will have to forge a leadership coalition to increase funds to meet developing countries’ needs
in coping with climate change and advancing their energy transitions.

Finally, the EU’s global infrastructure development agenda will be an important test
of the union’s ability to shape new partnerships based on mutual interests and generate
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corresponding public-private finance. The Global Gateway provides a useful framework

but needs to be scaled up, owned by EU member states, accompanied by a strong focus on
the rule of law and accountability, and better connected to foreign policy and development
goals.'” The ongoing debate on how to reform multilateral development banks—specifically,
how to ensure their adequate funding given fast-expanding lending needs—will be another
important aspect of cooperation-driven economic statecraft for Europe.'?

Conclusion

A new European economic statecraft has been in gestation for some time and is not yet fully
dovetailed with broader strategic interests. On the one hand, a fresh EU approach to eco-
nomic security has been taking shape since 2023 and meets real needs. On the other hand, a
wider EU economic strategy based on a comprehensive understanding of long-term strategic
interests is so far less evident. Contrary to now-ubiquitous official EU claims, the former
does not necessarily imply the latter. The union still needs to work out and specify how

126 Tf it fails to do so, econom-

economic statecraft can contribute to wider strategic priorities.
ic security measures could unwittingly weaken the EU’s foreign policy goals, as opposed to

help advance them.

This redefinition of interests needs to avoid economic statecraft focusing too heavily on
immediate imperatives at the expense of more diffuse, order-related, and long-term goals.
The EU may, in some measure, be justified in striking ad hoc and pragmatic deals as it seeks
to manage interdependence defensively. Yet, it also needs a statecraft that aims to deepen
and improve the multilateral order and contain illiberal power. While European economic
security rightly eschews the kind of hard-security primacy that some see gaining ground

in U.S. economic statecraft, it faces the different challenge of still having to incorporate a
clearly defined political-strategic logic."”” The now gathering debate over foreign economic
policy just might provide a framework for fine-tuning strategic priorities in this direction.

At present, the emerging security-driven approach to EU economic statecraft seeks primarily
to insulate Europe from geostrategic challenges and mitigate its dependencies on critical sup-
plies. The EU has moved away from its erstwhile faith that market globalism axiomatically
benefits strategic goals, but the bloc should not go to the other extreme of letting defensive
interests marginalize efforts to sustain international cooperation and shape the norms that
underpin it. Balancing different dimensions of economic statecraft will require institutional
and policy agility, depending on the evolution of the strategic context and the behaviors of
other major powers, including their reactions to EU initiatives.

Opverall, EU economic statecraft needs to work more concertedly to uphold the union’s in-
terests in the international order—not only by fending off challenges and threats but also by
preserving strong multilateral agency. The latter effort will not always deliver, but it should
be the proposition of first resort to a wide range of partners.
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1
CHAPTER 4

EU Open Strategic Autonomy
and the Future of the Global
Economic Order

Eugenia Baroncelli and Sinan Ulgen

Since 2021, the European Union (EU) has begun to adopt the concept of open strategic
autonomy (OSA) with the aim to maximize the opportunities of economic openness while

assertively defending the EU’s interests both internally and externally.'*®

Three major factors lay behind this move. The first was the shift from post—Cold War
unipolarity to the current multipolar order, which is marked by growing U.S.-China
rivalry. Contrary to the expectation that China’s multilateral engagement would quietly
align the country with the U.S.-led, rules-based, liberal international order, traditional
balance-of-power dynamics have resurfaced. Even in areas where compatible goals existed,
faltering policy cooperation has hampered the functioning of multilateral institutions, nota-
bly the World Trade Organization (WTO). That has increased disconnects in technological
standards, supply chains, and export markets. In response, the EU seeks to assert itself as

a champion of a new global order, in which openness is rules-based, fair, and sustainable,
but in which strategic economic policies and regulations are routinely adopted to maximize
political autonomy in interstate relations.

The second factor was Europe’s declining weight in the global economy. Three decades
ago, Europe accounted for a quarter of the world’s wealth; by 2023, its share had decreased
to 17.4 percent.'” Multiple policy tools have been developed under the OSA umbrella

to enhance the EU’s trade and investment competitiveness in this evolving scenario and
maximize the union’s attractiveness as a strategic partner in international networks while
also providing it with new tools to tackle unfair practices.
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The third driver behind the EU’s move toward OSA was technological innovation, partic-
ularly in digital transformation and sustainable industrial development. The EU’s relative
decline in the world economy has increased the benefits that Brussels can derive from
technology-oriented policies, which can provide crucial incentives to regain shares in trade
volumes and leadership in investment partnerships. Europe currently faces unprecedented
pressure to innovate in critical future technologies, such as artificial intelligence and quan-
tum computing. OSA-sponsored incentives for technology-driven transnational partnerships
may be key to help the EU meet this challenge.

Together with the EU’s 2016 Global Strategy, the concept of OSA has shaped Europe’s
evolving climate change and technology policies. The European integration process has tilted
toward autonomy, and the EU has carefully crafted its technological cooperation to preserve
Brussels’s capacity to act independently.*® As such, OSA has set the union a goal that is both
ambitious and, in the current global context, unavoidable.

Critics believe that OSA-driven minilateralism, such as the incentives provided for strategic
green- and high-tech partnerships outside the WTO framework, shows that the EU is re-
neging on its commitments to economic freedom and openness as key drivers of prosperity.'
Supporters, by contrast, praise the beneficial effects of the EU’s new approach in a context of
growing market segmentation.””> While some observers have argued that OSA will unnec-
essarily weaken the transatlantic compact, others have suggested the concept has a strategic
value for the union with regard to both partners, such as the United States, and adversaries,
such as China."” Meanwhile, evidence from specific policy areas unveils how OSA-related
EU regulation can trigger internal fragmentation, pushing member states to prefer national
solutions and shun EU-led initiatives altogether.

Redefining EU Foreign Economic Policy

OSA embodies a new EU approach to the making of foreign economic policy in several
ways. The concept signals both Brussels’s distancing from the neoliberal excesses of past
decades and its attempt to manage the challenges of an increasingly geopoliticized world.

As such, OSA aspires to meet different needs and incorporates complex, potentially con-
flicting priorities. In many respects, then, OSA policies are the EU’s strategic response to
evolving power dynamics in the international system, which have also led to an intellectual
rethink of EU foreign policy making. Incipient research on OSA has increasingly looked

at the influence of external forces—most notably, the U.S.-China rivalry, the COVID-19
pandemic, and, more broadly, the weaponization of interdependence—on the EU’s allegedly

protectionist shift."*

In the unipolar age, the transatlantic consensus on multilateral trade liberalization gained
momentum, leading to the creation of the WTO in 1995." Ideological homogeneity

and U.S. tutelage paved the way to the EU’s ambitious approach of democratic anchoring
through economic support—that is, the provision of economic benefits to help prospective
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EU member states along their democratization paths.*® The current multipolar order, in-
stead, is characterized by major ideological heterogeneities—between North and South and
between free-market and state-led capitalism—and by widespread unilateralism, including
in the transatlantic camp. U.S.-China competition and former U.S. president Donald
Trump’s aggressive stance toward both adversaries and allies pushed Brussels farther toward
a more autonomous foreign economic policy.

On the domestic front, the EU’s supranationalization of investment competencies allowed
the European Commission to take the lead on industrial policy.'¥” Brexit, in turn, weakened
the EU’s free-marketeer camp and enhanced the weight of sovereigntist countries, such as
France. Since the advent of populist regimes, the EU has been keener to protect the so-called
losers of globalization, striking deals with China even in defiance of U.S. requests. Over
time, however, perceptions of unfair Chinese competition mounted, shifting the balance of
arguments toward greater autonomy and self-reliance.

Opverall, OSA is not so much an EU strategy to renege on past commitments to an open
economic system as an adaptive response to a changing external environment. While not
amounting to pure protectionism, OSA has reoriented the EU’s approach to openness in

a targeted fashion. Both the feasibility and the consequences of the concept remain to be
seen. Global economic integration is deeper than in previous decades, so severing profitable
ties for political reasons entails higher costs for businesses and consumers. The excesses of
neoliberal austerity and the COVID-19 shock have further increased these costs and elicited
calls for renewed embeddedness—that is, state intervention to regulate market dynamics,
reduce inequality, and maximize welfare-enhancing outcomes of economic policies.'?*

The EU can rely on two dimensions to chart a more autonomous course: its economic pol-
icies and its distinctive model of sociopolitical progress based on liberal ideals. The EU can
choose whether to carve out a role as a more autonomous leader vis-a-vis the United States or
continue to operate as a mostly passive follower. While the concept of OSA will inform the
economic and technological elements of the EU’s foreign economic policy strategy, the EU
can also count on its reputational capital as a model for responsible democracy by externaliz-
ing its version of liberal solidarity to attract like-minded countries in the Global South.

Brussels has cast its new economic policy in terms of both autonomy and openness.
Unsurprisingly, this is the result of two opposing influences in the EU institutions: neomer-
cantilist, protectionist voices in the European Commission Directorate General for Internal
Market, Industry, Entrepreneurship, and Small and Medium-Sized Enterprises and in

the EU Council, on the one hand; and neoliberal, free-market voices in the commission’s
Directorate General for Trade and the commission more broadly, on the other."” Based on
its distinctive approach to solidarity-based liberalism, the EU could play a leading role in
bringing together a coalition of like-minded partners to enlarge the minilateral design of
OSA. Yet, whether the EU can chart a coherent course of external action in both economic
and ideational terms—combining selective protectionism and a rules-based, progressive
approach to global governance—remains to be seen.
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Examining the Impact of Open Strategic Autonomy

To delineate the likely implications of OSA for the future global economic order, this
chapter examines nine OSA-related acts, regulations, instruments, and mechanisms. The
analysis tracks each measure’s expected impact on, first, the EU’s autonomy from the United
States and, second, the EU’s alternative coalition choices and preferred negotiation forums,
particularly given the measures’ compatibility with WTO regulations.

The first dimension of the analysis refers to the degree to which a particular measure is likely to
impact—or has already impacted—the EU’s autonomy from the United States. OSA-related
actions may entail either minimal or major changes to the EU’s current status as a follower of
the United States in energy, technology, trade, and investment policies. Uncoordinated, adverse
EU measures that lead to negative market impacts on the United States or open criticism

from the United States are treated as evidence of increased EU autonomy. By contrast, when
measures that are adopted in response to existing U.S. schemes—so-called catch-up mea-
sures—have complementary policy designs and are expected to create synergies, these suggest
a continued follower role for the EU and therefore low autonomy. Meanwhile, contrasting

or symmetric catch-up measures that are unlikely to generate synergies count toward higher
EU autonomy. Finally, when EU-U.S. complementarity is likely to result instead from U.S.
adaptation to EU-led solutions, this again suggests greater European autonomy.

The second dimension relates to the impact of each OSA measure on the EU’s choice of
negotiation forum and the likely changes in coalition dynamics that this choice entails. The
measures are assessed in terms of their compatibility with existing WTO regulations and
their support for different negotiation venues and coalition dynamics. These venues can be
either multilateral; plurilateral, such as sectoral agreements; minilateral, as with preferential
trade agreements; bilateral, such as cooperation agreements, association agreements, or
thematic tables; or unilateral.

Concretely, each of these two dimensions is examined in terms of the expected impacts of
the following nine recently enacted EU initiatives:

1. the Carbon Border Adjustment Mechanism (CBAM);

2. the Critical Raw Materials Act (CRMA);

the European Chips Act;

the Net-Zero Industry Act (NZIA);

the Foreign Direct Investment (FDI) Screening Mechanism;

the EU’s export control regime;

N v o w

the Single Market Emergency Instrument (SMEI);
8. the Foreign Subsidies Regulation (FSR); and

9. the Anticoercion Instrument (ACI).
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The first four of these initiatives fall within the remit of environmental or technology
policies, while the last five belong to the domain of more traditional trade, investment, or
industrial policies.

Combining variations in the two dimensions outlined above produces three possible scenar-
ios. In the first, OSA is regulated in ways that only marginally increase the EU’s autonomy
from the United States, so the EU’s choice of negotiating forum is determined mostly by
U.S. policies. In short, the EU is mostly a passive follower of the United States. The result
can be either open stabilization or deeper bipolar competition, depending on how the United
States approaches the EU and other partners, on the one hand, and China and other adver-
saries, on the other.

In the second scenario, OSA is implemented in ways that strategically enhance the EU’s
autonomy from the United States, allowing the union to realign itself in selected economic
areas with countries outside the U.S.-led bloc. In essence, the EU is an active follower.
Tripolar coalition dynamics could emerge in multilateral forums, but there could also be a
rise in plurilateral, minilateral, and bilateral agreements in which the EU is a party and the
United States is not. If Brussels can exert influence over Beijing through EU-U.S. agree-
ments and over Washington through EU-China initiatives, the union could become a third
pole in the international system with a positive impact on global stabilization and openness.
However, tripolar competition could also trigger destabilization and a heightened preference
for minilateralism.

In the third scenario, OSA has a regressive impact on the EU’s ability to act cohesively on
the external front, as the adoption of new measures drives EU member states to shun OSA
altogether and favor national solutions. This scenario is compatible with a broad drift toward
economic nationalism, trade restrictions, and greater instability.

All other things being equal, progressive outcomes—EU joint action and cooperative, rules-
based, welfare-enhancing achievements—will depend on the union’s ability to capitalize on
the selective nature of OSA and creatively marry the goals of openness and autonomy. Such
outcomes will also depend on how the EU’s partners and competitors react amid ongoing
changes in economic, environmental, and technology politics.

Strategizing Between Openness and Autonomy

The first dimension along which OSA can be assessed is the way in which the nine measures
identified above affect the EU’s autonomy from the United States. Examining all nine
measures together offers a checklist to support decisionmakers, private-sector actors, and
concerned citizens who seek an informed understanding of the implications of OSA.
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The Carbon Border Adjustment Mechanism

After discussions that lasted a decade, the EU adopted CBAM in 2021 to accompany the
European Green Deal, a set of initiatives that aim to make the EU carbon neutral by 2050.
When it is fully in force from 2026, CBAM will impose tariffs on carbon-intensive imports
into the EU, with the goals of containing carbon leakages that arise from such imports and
aligning exporting countries with the union’s goal of carbon neutrality.

International reactions to the scheme have ranged from competitive approximation, as in
China, to an openness to joint schemes, as in Canada, Turkey, and the United Kingdom
(UK). However, there has also been mounting criticism, particularly from developing

nations, of CBAM’s alleged discrimination against carbon-intensive exporters to the EU.

CBAM has increased the EU’s autonomy from the United States, which has shifted from
outright opposition to consideration of a similar polluter import fee."** But discussions of a
Global Arrangement on Sustainable Steel and Aluminum (GASSA), a proposed zone of joint
import tariffs on these two metals, have stalled as Washington seeks a CBAM exemption

for its aluminum and steel exports.'! In turn, Brussels has loaded the GASSA talks with
grievances against allegedly discriminatory nontariff barriers to trade introduced by the
2022 U.S. Inflation Reduction Act. Amid these stagnant negotiations, the EU has proceeded
along its timeline for the introduction of CBAM.

The Critical Raw Materials Act

Since December 2023, the CRMA has set minimum targets for the EU’s extraction, produc-
tion, consumption, and imports of seventeen raw materials that are deemed critical in the
manufacture of technologies such as semiconductors.'** At present, however, the initiative
appears underfunded and potentially divisive among EU member states, as the union has no
common procurement strategy, dedicated budget, or business case to attract FDI in critical
raw materials.'”® Less afluent member states risk remaining in the backseat, clearing the way
for richer countries to engage in an EU race for scarce incentives. Internal fragmentation
within the EU would delay the bloc’s alignment with the United States, narrowing Brussels’s
policy margin in a critical raw materials alliance.

These weaknesses should not be underestimated, as both the EU and the United States are
heavily dependent on Chinese supplies of critical raw materials, while Beijing depends on the
United States and the EU for the design and manufacture of advanced semiconductors."** To
manage such interdependence, since 2021 Brussels and Washington have strengthened their
bilateral cooperation through the Trade and Technology Council.
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The European Chips Act

In force since July 2023, the European Chips Act aims to double the EU’s share in the
global semiconductor market, reversing the course of events in the 1990s, when Europe
accounted for 15 percent of global chip production and member states then relocated most
of their chip manufacturing to Asia.'® Far from attempting to regain control of the market,
the act merely seeks to secure basic chip supplies for the EU through geopolitical controls
on dual-use technologies and avoid critical shortages, such as those experienced during

COVID-19-related lockdowns.

While representing a first step to align the EU with the 2022 U.S. CHIPS and Science Act,
the European Chips Act lags behind the United States’” planned efforts: The EU has pledged
to mobilize €43 billion ($47 billion), against the U.S. goal of $52 billion, excluding private
funds.'® As a result, the European act will likely not alter the EU’s status as a follower of
U.S. primacy in the transatlantic partnership.

The Net-Zero Industry Act

Like the European Chips Act, the NZIA supports investment in EU-based cutting-edge
manufacturing of green technology. The NZIA sets a target for the EU’s overall manufac-
turing capacity in strategic net-zero technologies to cover 40 percent of the union’s needs by
2030."” The act is both a response to the green components of the U.S. Inflation Reduction
Act and a counterbalance to Chinese primacy in specific clean-tech sectors. The NZIA
supports EU net-zero strategic projects through targeted financing and reduced red tape for
clean tech, deep tech, and biotech.'*®

However, the NZIA is minimally resourced—even more so than the European Chips Act. An
accompanying instrument, the Strategic Technologies for Europe Platform (STEP), is to be
financed through the EU budget. The commission estimates that the total new investments
through STEP could reach up to €160 billion ($175 billion)."** Yet, this amount is dwarfed by
the green financing package in the U.S. Inflation Reduction Act, which, according to global
consultancy McKinsey, will “direct nearly $400 billion in federal funding toward clean en-
ergy.”” Not surprisingly, the downgrading of EU funding for the NZIA objectives attracted
fierce criticism from some member states, such as France, and from centrist members of the
European Parliament, who support a sovereigntist interpretation of OSA."!

The risk of internal fragmentation within the EU is particularly high. Richer member
states, such as Germany, have wider fiscal margins to comply with the NZIA provisions
even without EU funding, while poorer states will likely fall behind in the race for invest-
ment in clean tech.
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A Green Leader in the Making?

On the external front, all four of the measures examined so far—CBAM, the CRMA, the
European Chips Act, and the NZIA—have elicited criticism for amounting to disguised
protectionism. To contain the rise of anti-EU sentiment, Brussels will have to rethink the
current underfunding of its green-tech initiatives. In particular, the CRMA and the NZIA
require a greater effort to shore up domestic support and expand the EU’s autonomy when it
comes to building coalitions with the Global South.

CRMA-sponsored EU strategic projects between the union and third partners are financed
mainly through the Global Gateway infrastructure investment initiative and member

states’ resources. Yet, it is unclear how the CRMA—and the many other new acts that tap
into preexisting EU facilities—will help the union reach the targets set by its critical raw
materials policy. Global Gateway support for sustainable infrastructure development in third
countries has already borne fruit in terms of the EU’s search for green critical raw materials,
for example through EU preferential agreements with the Democratic Republic of the
Congo, Kazakhstan, and Kenya.

On the autonomy front, CBAM represents an innovative EU tool for fairer pricing of
carbon-intensive imports, an area in which the United States has been caught off guard and
seems to be lagging behind. By contrast, the CRMA and the NZIA are reactive steps by the
EU to contain the impacts of measures in the U.S. Inflation Reduction Act on self-sufficien-
cy in critical raw materials and on trade and investment in clean tech, respectively. These
two EU acts also strengthen the deterrent effect of EU-U.S. economic cooperation against
coercive practices by China and Russia in critical supplies and enhance the resilience of
supply chains in the event of global shocks.

Going forward, the EU and the United States should adopt a comprehensive strategy to
coordinate their investment procurement and the resilience-enhancing measures of their
respective legislative packages. Upgrading the transatlantic cooperation agenda—beyond the
current consultations within the Trade and Technology Council on an agreement on clean
and deep tech—would be a step in the right direction. Brussels and Washington should

also encourage plurilateral deals in the wake of new multilateral rules for trade in clean
tech—intensive goods. That means forging partnerships with like-minded countries, such

as Australia and Taiwan, within the Climate Club created in December 2022 under the
German presidency of the Group of Seven (G7).

At the same time, the EU and the United States need an honest assessment of the impacts

of their green packages on global markets. For example, the combined effects of subsidies,
export restrictions, domestic content requirements, and limits on intellectual property rights
in the NZIA are suboptimal compared with an unrestricted scenario of lowest-cost sourcing.
In economic terms, subsidizing domestically based joint ventures and imposing local content
requirements are regressive choices. Politically, however, this is the strategy chosen by major
players seeking a greener, more tech-intensive future.
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To make this approach viable on a multilateral basis, Brussels and Washington should offer
gradual phaseouts and compensatory measures to suppliers in developing countries. After
decades of EU industrial development through emissions-intensive sourcing from developing
countries, production patterns cannot be reoriented without incentives for the EU’s devel-
oping partners. Beyond the issue of climate justice, this should be a political and economic
priority for a union that will always depend on third countries for critical raw materials that
are both emissions intensive and key inputs for clean-tech products.

The FDI Screening Mechanism

Adopted in October 2020, the EU’s FDI Screening Mechanism moves the governance of
FDI inflows to the supranational level to protect national security and public order. More
specifically, this coordination mechanism among member states seeks to guard against

further expansion of Chinese investment into Europe."

The mechanism was particularly
welcomed by France, Germany, and Italy, which receive Chinese FDI in high-tech sectors,
as the initiative has mitigated their concerns about technology leakages. Conversely, re-
cipients of Chinese FDI in low-tech infrastructure, such as Cyprus, Greece, and Portugal,
have resisted the mechanism’s adoption for fear of jeopardizing potential future Chinese
investment. As of this writing, twenty-two of the twenty-seven EU member states have

established national FDI screening regulations.’*

Contrary to expectations of higher barriers and more red tape, early evidence indicates that
the EU mechanism is neither overly restrictive nor burdensome.” In addition to successfully
blocking several sources of mostly Chinese FDI, the mechanism has been more effective in
terms of its economic selectivity than its geopolitical targeting.

The EU’s Export Control Regime

The EU has further substantiated its deployment of OSA through two export-related tools.
In 2021, the EU updated its export control regime for dual-use items; and in its July 2023
Economic Security Strategy, the union issued a longer, constantly updated list of exports
that are subject to controls on national security grounds. The EU has also hardened its
restrictions on semiconductors to contain the theft of vital technology and catch up with
Beijing in the race for semiconductor development.

In this area, the EU has closely followed the United States, where in 2018 export controls
were effective in banning the use by the U.S. government of technology developed by
Chinese firms Huawei and ZTE. Since Russia’s 2022 invasion of Ukraine, Brussels has
aligned itself even more closely with Washington by prohibiting exports of all military sup-
plies to Russia as well as exports of dual-use microelectronics to Russia and its allies. Despite
tighter EU-U.S. alignment, however, bilateral ties between the United States and certain EU
member states—such as the Netherlands, the main EU producer of semiconductors—indi-
cate that unilateral moves persist despite the EU’s regulations.
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Overall, combined with closer U.S.-Japan coordination on export controls for semiconduc-
tors, the EU’s economic balancing has strengthened the transatlantic front against China
and Russia. The future strength of this alliance will also depend on the EU’s ability to
engage South Korean and Taiwanese producers, which have agreed to build new-generation
manufacturing plants in the United States, to deter Beijing’s coercive practices against
Taiwan, the top producer of raw semiconductors and a trusted EU supplier.’

The Single Market Emergency Instrument

Proposed by the commission in September 2022, the SMEI is the EU’s response to the
shocks to the European single market that occurred during the COVID-19 pandemic, when
member states restricted critical supplies on the grounds of a national emergency. The instru-
ment seeks to enhance the union’s preparedness for EU-wide critical shortages.”” Under the
SMEI, the commission can request that companies voluntarily disclose data on critical items
if disruption is expected within six months or in the event of a severe disruption. If critical
disruptions persist, the EU Council can invoke the so-called dual emergency procedure,
under which the commission can request formal justifications from firms that refuse to
comply with the EU’s binding orders.

The SMET’s expected impact on the single market is ambiguous, however. On the one hand,
the commission considers the instrument to be far less ambitious than crisis-management
tools adopted by the EU’s partners, such as the U.S. Defense Production Act, which has
been in force since 1950 and regularly updated during crises since. On the other hand, the
commission has highlighted the SMEI’s relevance as a permanent guard against member

states’ protectionism in the European single market.”®

Critics, on the contrary, have lamented the commission’s lack of expertise and sectoral
knowledge needed to interact effectively with players in complex supply chains, particularly
in critical conditions.”” Instead of supporting a more resilient and effective internal market,
the SMEI may therefore fuel member states’ resistance and encourage bureaucratic battles
within the EU. Overall, while enhancing the union’s autonomy from the United States, the
SMEI puts the EU on a par with several of its partners. As such, the instrument is a catch-up
response rather than an assertive display of protectionist dirigisme.

The Foreign Subsidies Regulation

The FSR, which came into force in July 2023, extends the EU rules on state aid to foreign
entities that subsidize non-EU companies or intermediaries that carry out certain economic
activities in the EU. As a bold move toward greater European autonomy, the FSR addresses
a rise in distortive subsidies entering the EU not only from nonmarket economies, most
notably China, but also from the United States. Modeled as an instrument of competition
policy, the FSR is nonetheless geared toward the EU’s external counterparts. The regulation’s
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reach is both deep and broad: It potentially applies to any step in a foreign public procure-
ment process, covers all sectors, and includes multiple undertakings, such as concessional
loans, unlimited guarantees, and capital injections.

The FSR is likely to increase the EU’s autonomy from the United States because it endows
the union with its own mechanism to scrutinize foreign subsidies. Together with the EU’s
digital and green regulations, the FSR should counterbalance U.S. support for companies
that invest in the EU under the Inflation Reduction Act. While essentially a defensive tool,
the FSR will allow Brussels to negotiate with Washington on a more equal footing, includ-
ing when it comes to revising WTO regulations on foreign subsidies. Joint—or, at least,
coordinated—action to redefine the rules on foreign procurement systems would be compat-

ible with the WTO Agreement on Subsidies and Countervailing Measures (SCM).

However, a sustainable FSR requires the EU to step up its financial commitments and
expertise. The EU task force dedicated to the FSR comprises only five staffers, even though
the commission had originally envisaged that 145 positions would be needed to make the

regulation fully operational '’

The Anticoercion Instrument

In force since December 2023, the ACI raises the EU’s ambitions in the field of OSA. Amid
the prolonged stalemate at the WTO Appellate Body, WTO rules allow the organization’s
members to adopt countermeasures against partners that do not comply with the adjudica-
tion of a WTO panel. The ACI empowers the union to anticipate and respond to economic
coercion, which the EU defines as existing “where a third country applies or threatens to
apply a third-country measure affecting trade or investment in order to prevent or obtain
the cessation, modification or adoption of a particular act by the Union or a Member State,

thereby interfering in the legitimate sovereign choices of the Union or a Member State.”'®!

This wording clarifies the instrument’s intent, which is to allow mercantilist reactions to
potential or actual mercantilist practices by others against the EU or its members. The
ACI therefore permits compensatory restrictions in response to economic pressure by third
countries against the union. In other words, the ACI, which is defensive in nature, seeks to

192 As the instrument’s proponents

contain the influence of aggressive third-country policies.
have noted, the ACI is in fact a tool of deterrence and has maximum value when it is not
used.' If employed in this way, the instrument should be activated only in critical situations
short of outright trade wars. Yet, as defensive tools can lead to offensive action when condi-
tions worsen, the EU should guard against both preemptive and preventive uses of the ACI

in the event of an actual trade war.
Restrictive countermeasures under the ACI would certainly reduce global openness. Unlike

anti-China measures by the United States, the ACI is not country specific and does not
have safeguards to exempt allies and target nonmarket economies. Overall, the instrument
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enhances the EU’s autonomy from the United States. In most respects, though, the ACI is a
reactive move: EU officials have stated that one of the instrument’s triggers was the United
States’ aggressive reliance on Section 301 of the 1974 U.S. Trade Act, which authorizes an
extensive range of measures in response to certain foreign trade practices.

In fact, the EU’s approximation to the U.S. anticoercion approach would be in Washington’s
interests. A stronger and more resilient EU is essential to counter economic intimidation
from China. From an EU perspective, the ACI can be regarded as an insurance mechanism
should the United States become less open on the grounds of domestic policy. If the ACI is
successfully employed as a deterrent and in cooperation with a like-minded U.S. adminis-
tration, Brussels and Washington could greatly enhance their anticoercion synergies against
Beijing and Moscow.

Internally, the ACI marries EU trade and security policies and could lead to an expansion
of the commission’s powers into areas that currently fall under the EU’s intergovernmental
Common Foreign and Security Policy (CFSP), which sits under the purview of the EU
Council. Like the SMEI, the ACI establishes the commission and the council as parties in
a complex process that involves the selective triggering of different phases. While giving
the commission extensive authority, the ACI entails multiple interactions between the EU
institutions, whereas decisions made under the CFSP exclude the commission and may be
faster in critical circumstances.

Compliance With Multilateral Rules

The second dimension of the EU’s panoply of OSA-related instruments is their impact on
the EU’s choice of negotiation forums and, in particular, their compatibility with multilat-
eral trade rules. There are inherent tensions between the initiatives motivated by the EU’s
willingness to enhance OSA, on the one hand, and the multilateral order, which the EU has
traditionally championed, on the other.

The Carbon Border Adjustment Mechanism

Various actors, such as India’s Minister of Finance Nirmala Sitharaman, have criticized
CBAM for being a green protectionist policy disguised as climate action.'®* In response, the
EU argues that the mechanism is not a protectionist measure because its pricing will be the
same as that imposed by the EU on domestic industries, so local and foreign products will
be treated equally.'® According to the WTO’s most-favored-nation principle, an importer
should apply equal treatment to any given imported product, regardless of its origin. But
CBAM applies different treatment based on each import’s carbon content. In addition,
inconsistencies between CBAM and the distribution of emissions allowances under the EU’s
Emissions Trading System could create concerns about the mechanism’s compliance with

WTO rules.
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CBAM could also have negative economic and developmental impacts on third countries.'*®
This risk is particularly acute for developing and least developed countries whose exports to
the EU either play a significant role in their economies or are major sources of income in sec-
tors covered by the mechanism. In addition, developing and least developed countries tend
to have more carbon-intensive economies than developed nations and often lack advanced,
low-carbon production methods; as a result, they may lose their competitive advantages over
their developed counterparts.

What is more, CBAM places an obligation on exporting companies to report the amount of
emissions generated during the production processes of affected exports. This requirement
has the potential to put additional burdens on the private sectors of certain developing or
least developed countries, as their administrative and statistical capacities are more limited
than those of developed nations. CBAM’s disproportionately negative impacts on certain
developing and least developed countries are also contrary to the principle of common but
differentiated responsibilities, which asserts that the burden of climate change mitigation
should be distributed equitably, taking into account nations’ levels of development.

The Critical Raw Materials Act

The CRMA provides financial support and incentives to EU-based companies—an ar-
rangement that could be seen as discriminating against foreign firms. The WTO’s SCM
Agreement prohibits subsidies that are contingent on the use of domestic over imported
goods or are limited to certain enterprises or industries. The CRMA’s support for EU-based
companies may be seen as a violation of these rules.

There are also several concerns and criticisms about the CRMA’s environmental and social
justice implications. One of these concerns stems from the act’s lack of a global justice ap-
proach to international partnerships. The CRMA’s focus on supply security could jeopardize
sustainability standards in international investments, the participation of civil society, and
the protection of human rights, especially for local populations. To prevent these potential
risks, the act should be accompanied by monitoring mechanisms and regulations that ensure
civil society participation and transparency.'”” Additionally, the act’s streamlined procedures
for greenlighting critical raw materials projects in the EU could increase environmental and
health risks and decrease public participation by shortening the time frames of important

procedures, such as environmental evaluations.'*®

The European Chips Act

It could be argued that the European Chips Act violates several key WTO principles and, as
such, may be incompatible with multilateral trade rules. Four aspects stand out.
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First, the act provides financial support and incentives for companies that produce mi-
crochips in the EU. This could be seen as a form of local content requirement, which is
prohibited under WTO rules. The organization’s Agreement on Trade-Related Investment
Measures (TRIMs) forbids provisions that require the use of domestic content, the export of
domestic goods, or the substitution of domestic goods for imported ones. More generally, the
act’s support for EU-based companies could also be seen as discriminatory against foreign
companies and therefore a violation of the WTO’s SCM Agreement.

Second, the act includes provisions that restrict the export of certain types of microchip,
particularly those used in critical infrastructure, such as energy, transportation, and health
care. These provisions could be interpreted as a breach of the Agreement Establishing the
WTO and the General Agreement on Trade in Services (GATS), which prohibit restrictions

on the export of goods and services, except in certain circumstances.

Third, the act’s provisions on intellectual property rights could be seen as a violation of the
WTO Agreement on Trade-Related Aspects of Intellectual Property Rights (TRIPS), which
sets out the rules for the protection of patents, copyrights, and trademarks. The act could
potentially violate the TRIPS Agreement by limiting the ability of foreign companies to
protect their intellectual property rights in the EU.

Fourth, the act could be understood as a protectionist measure that carries the risk of a trade
war, this time between allies. Europe, Japan, South Korea, Taiwan, and the United States
may seek to outbid each other with ever-larger subsidy handouts to entice global companies
to make new investments. The results would be the duplication of supply chains among
allies, inefficiencies in global semiconductor production, a waste of taxpayers’ money, and a
race to the bottom that would be incompatible with WTO guidelines.'® The paradox is that
the success of the European Chips Act will be measured against the backdrop of a zero-sum
mentality, including among Europe’s geopolitical allies. According to a 2022 report by the
Brookings Institution, approximately $164 billion of semiconductor capital expenditure is

170

required to achieve the EU’s ambition of a 20 percent share of the global market by 2030.

The Net-Zero Industry Act

Like the CRMA and the European Chips Act, the NZIA provides financial support and
incentives for EU-based companies, which could be seen as discriminating against foreign
firms and a violation of the SCM Agreement. Critics see the NZIA’s target for the EU to
become 40 percent self-sufficient in the manufacturing of strategic net-zero technologies by
2030 as a protectionist signal."”’

The act also requires that a certain percentage of the value of renewable energy equipment be
produced in the EU. This could be seen as a local content requirement, which is prohibited
under the TRIMs Agreement, which forbids measures that require the use of domestic
content or limit the participation of foreign investors in a particular sector.
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Further provisions in the NZIA restrict the export of certain renewable energy technologies,
such as solar panels and wind turbines, to countries that do not have free-trade agreements
with the EU. These provisions could violate article 11 of the General Agreement on Tariffs
and Trade (GATT), which prohibits export restrictions that are not based on legitimate
reasons, such as conservation or national security.

The NZIA also includes clauses that restrict the use of certain intellectual property rights,
such as patents and trademarks, for renewable energy technologies. These provisions could

be seen as a breach of the TRIPS Agreement.

Finally, there is a growing concern that the NZIA might trigger an intra-EU subsidies race
because the act lacks provisions that encourage cooperation among member states. Similarly,
there are fears that together, the NZIA and the U.S. Inflation Reduction Act could lead to

a subsidies race between the EU and the United States. Therefore, instead of accelerating
decarbonization, the transatlantic partners’ increased subsidies and protectionist policies risk
slowing decarbonization efforts and raising the costs of necessary materials and components

globally.'”>

The FDI Screening Mechanism

The FDI Screening Mechanism applies only to non-EU investors and, as such, could be seen
as a violation of the GATS, which states that countries must not discriminate against foreign
services or service providers, including investors.

The mechanism gives the EU the power to restrict or prohibit foreign investments in
sensitive sectors, such as critical infrastructure and critical technologies. This power could
be understood as a violation of the TRIMs Agreement, which prohibits restrictions on the
movement of capital and investment, except in certain circumstances.

Although the mechanism applies to foreign investments in the EU, it could be seen as
extending to investments outside the bloc. For example, it could be interpreted as applying
to EU-based subsidiaries of non-EU companies, or to investments in non-EU countries that
have a link to the EU. This arrangement could be seen as a breach of the TRIPS Agreement,
which forbids extraterritorial application of intellectual property rights, again except in
certain circumstances.

The EU’s Export Control Regime

Historically, the United States and the EU have been the main proponents and guardians of
a multilateral, rules-based order with the WTO as the main forum for resolving problems
and disputes in international economic relations. However, both actors have consistently
used trade and economic relations as an effective geopolitical tool in the form of unilateral
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and geostrategic sanctions. To be permitted under WTO rules, such measures need to be
condoned as exceptions that are justified by national security concerns. WTO panels have so
far had limited experience in interpreting the scope of these exceptions.

The new era of global geopolitical tension has rekindled interest in export controls. After a
hiatus of almost twenty-five years, the WTO has handled four such cases since 2021, includ-
ing when a WTO panel rejected the United States’ invocation of article 21 of the GATT in
disputes brought by China, Norway, Switzerland, and Turkey." So far, the WTO approach
has proved to be much more restrictive than the trend in both the United States and the

EU toward expanding the scope of export controls. This situation raises the question of how
compatible these measures are with WTO rules.'

As export controls remain a gray area under WTO rules, increased reliance on these instru-
ments will trigger criticism that the United States and the EU are becoming more inclined
to impose unilateral measures based only on their own assessments and with too broad a
definition of national security.

The Single Market Emergency Instrument

The WTO’s most-favored-nation principle requires that the organization’s members treat

all other members equally and in the same way as they treat their closest trading partners.
The EU’s use of the SMEI could be seen as a violation of this principle if the instrument is
deemed to discriminate against certain countries or industries. If deployed in a protectionist
or discriminatory way, the instrument could also be interpreted as a breach of article 21

of the GATT, which allows WTO members to take emergency measures to protect their
domestic industries but only in limited circumstances.

The WTO’s Agreement on Import Licensing Procedures includes a requirement that such
procedures be transparent, predictable, and fair. The SMEI could therefore be seen as a
violation of this agreement if it is deemed to be opaque, unpredictable, or unfair.

Meanwhile, the WTO’s Agreement on Technical Barriers to Trade requires that technical reg-
ulations be based on relevant international standards and not create unnecessary obstacles to
trade. The SMEI could thus be seen as a breach of article 3 of this agreement if the instrument
is found to create unnecessary obstacles to trade or be based on noninternational standards.

The Foreign Subsidies Regulation

At present, trade-distorting aspects of subsidies are covered by the WTO’s SCM Agreement.
The scope of the FSR, however, goes beyond this agreement, and there are no binding mul-

tilateral rules on the nexus between subsidy regimes and domestic investments. In addition,

while the WTO has specific rules on subsidies, these generally apply only to goods and do

not cover services.'”?
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The Anticoercion Instrument

The essentially mercantilist nature of the ACI—a selectively restrictive economic tool in ser-
vice of broader, political-economic goals—counters the free-trade philosophy that permeates
all WTO regulations. The instrument has its origins in the current decade-long paralysis

in the WTO Appellate Body. The ACT’s creation of a substitute mechanism for mediation
between affected EU member states and alleged third-party infringers and a sanctions proce-
dure may appear to signal an end to the multilateral apparatus built by WTO members.

In response to these criticisms of the ACI, the EU has argued that the instrument’s mech-
anisms deal specifically with cases of economic coercion not covered by WTO rules and
agreements, and that the ACI is a different tool that addresses illegal economic coercion.”®
However, the stage at which economic coercion becomes illegal is a highly controversial issue
in international law. One of the main problems in this regard is the lack of a clear definition
of what even constitutes economic coercion. As a result, concepts such as intervention,

interference, and coercion are used in different and varied ways in international law.

In addition, international court rulings on this issue have held that certain actions that the
EU defines as economic coercion do not violate the principle of nonintervention, which
prohibits states from intervening in the affairs of others.””” In a case between Nicaragua and
the United States, the International Court of Justice found that economic coercion by the
United States, including trade embargoes and the suspension of aid, did not breach this
principle."”® As a result, economic coercion by means of trade and investment restrictions
does not necessarily constitute illegal intervention.

Toward Increased EU Autonomy

The EU’s pursuit of OSA is leading the union toward increased autonomy from the United
States. Furthermore, OSA-related measures espouse a clear preference for unilateral, bilat-
eral, or minilateral schemes over WTO-based multilateralism, resulting in lower levels of
openness than in the past.

Through OSA, the EU has carved out a more autonomous role from the United States in
green policies while embracing a more adaptive approach in traditional trade and industrial
policies. Moving forward, increased EU autonomy—punctuated by occasional frictions but
grounded in general agreement with the United States on broad objectives—appears the
most likely scenario. The EU remains on a course of reluctant geopoliticization based on an
ostensible preference for multilateralism but in reality pursued through unilateral, bilateral,
or minilateral solutions."”’
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The EU as a Responsible Climate Leader

Through CBAM, the EU’s shift from a reactive follower to a more proactive player shows
that there is space for a more assertive EU role in global climate policies. The impact of the
mechanism, however, depends on the union’s ability to widen its coalition options beyond
the transatlantic partnership. To minimize CBAM’s incompatibility with core WTO norms,
Brussels should ensure that the mechanism complies with the GATT provisions on special
and differential treatment, which give developing countries special rights and allow other
WTO members to treat them more favorably.

At the same time, the EU should introduce targeted carbon-financing schemes, including
through the Global Gateway, to compensate developing exporters during CBAM’s transition
phase. Such targeting would not only strengthen the EU’s image as a responsible climate leader
but also enhance the union’s reach toward potential new partners and major exporters of
carbon-intensive goods, including Egypt, India, Kazakhstan, Mozambique, and South Africa.

Financial support for decarbonization could mitigate criticisms of EU double standards
when it comes to Ukraine, which is a major carbon-intensive exporter to the union but is
currently exempt from CBAM, unlike the bloc’s developing partners. Overall, coupling
CBAM with compensatory measures for developing exporters could advance the EU’s
economic and strategic goals as well as its objective of a green and just transition. If China
aligns with the EU by adopting its own domestic emissions-trading system, Brussels could
fine-tune CBAM and become a global leader on decarbonization, exerting pressure on both
Washington and Beijing.

However, if CBAM, the CRMA, the European Chips Act, and the NZIA are to jointly
advance green transitions worldwide, the EU needs to make a bigger effort to realize its
potential as a green and just coalition leader. This requires a twofold strategy of bargaining
with the United States for a more ambitious approach to global equitable development, on
the one hand, and prioritizing Global Gateway resources for green projects, on the other.

As in global development finance, excellent internal coordination will be needed if the EU
is to lead multilevel, multiactor initiatives to promote clean transitions."™ Yet, this effort
appears worth making: The combination of a solid EU-U.S. partnership and an EU-led
green coalition that includes targeted developing partners may be crucial if the U.S.-China
rivalry hardens further. The economic, environmental, and strategic implications of such a
repositioning may prove vital for the future of Europe.

The EU as a Third Economic Pole

Similarly, the early impacts of the EU’s OSA-related trade and investment measures also
indicate that Brussels may strengthen its role as a third pole beyond the U.S.-China duopoly
in the global political economy. The ACI provides the union with unprecedented authority
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to deter third countries’ economic manipulation and retaliate against distortive practices,
even before a case has been concluded at the WTO. The SMEI, meanwhile, should manage
the domestic implications of disruptions in complex critical supply chains, empowering the
EU Council and the commission to deal with sudden shortages through an EU mechanism.

The FDI Screening Mechanism, the EU’s export control regime, and the FSR are also
expected to lead to enhanced EU capacity, but in the form of greater loyalty to the United
States rather than more independence as a third pole. As mostly reactive moves to catch up
with established U.S. practices, these instruments are likely to enable the EU’s alignment
with the United States’ top foreign policy priority of outcompeting China in the global race
for technological and, ultimately, security primacy.

Most of the EU trade and investment instruments discussed in this chapter are partly or
even fully contrary to existing WTO rules. The EU’s green-tech tools, however, are similar
to their U.S. counterparts and may provide a basis from which the EU and the United States
can deepen their dialogue on revising current WTO regulations.

Some measures, such as the FDI Screening Mechanism and the export control regime, may
reduce the EU’s internal cohesion and increase fragmentation—or even escalate state- or
company-specific disagreements over their intended goals to the global level, with potentially
destabilizing effects.®" Although unlikely at the moment, a scenario of outright fragmentation
is a possible outcome of the competitive dynamics that have emerged among EU member
states when it comes to green-tech initiatives. Under the NZIA, the European Chips Act, and
the CRMA, the challenges of scarce funds, embryonic strategies, and the lack of an EU-wide
procurement system, respectively, have raised major concerns within the EU.'®

Further worries stem from the commission’s lack of in-house expertise to implement cri-
sis-management tools for complex supply chains, meet the private sector’s many demands,
and ensure effective coordination with the EU Council. These challenges have exposed the
risk that the SMEI, the FSR, and the ACI may harm the EU’s internal cohesion. While
the aim of these instruments is to attract foreign partners and forge alliances between EU
producers and non-EU suppliers, Brussels will have to carefully assess the risks that arise
from the union’s internal differences.

A fragmented EU would weaken support for rules-based economic governance and mean
greater global instability. In the short term, international economic regulations will become
more heterogeneous and more complex. More global exchanges than ever before now
involve countries that are aligned neither with the West nor with China, as evidenced by a
2024 International Monetary Fund (IMF) study, so any steps the West can take to increase
the traction of transparent, rules-based governance are particularly important."®® For any
meaningful economic activity, the worst possible outcome in a contested global context is
regulatory uncertainty.
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The Implications of Selective Protectionism

The EU is overhauling OSA-related policies across different domains, from trade to climate
change, to better equip itself to respond to perceived geopolitical needs. As highlighted by
Giovanni Grevi and Richard Youngs in this compilation, the EU has started to devise a
different kind of economic statecraft in which geopolitical factors increasingly shape eco-
nomic policies.'®*

Except for specific initiatives, most notably CBAM in the broader context of the European
Green Deal, OSA policies substantiate Brussels’s adaptive response to distortive practices,
especially from China, and regulatory changes, particularly from the United States. Mostly
defensive in nature, these policies embody a catch-up approach that in principle aligns the
union with the United States, rather than widening the distance between Brussels and
Washington.

The EU’s policy shift to a more assertive version of selective protectionism, while potentially
incompatible with WTO regulations, is rules based and more transparent than most protec-
tionist measures adopted by nonmarket economies. This not only makes the EU’s approach

more actionable but also means it represents a sensible strategy for the EU amid the politici-
zation of economic exchanges and the militarization of long-standing geostrategic cleavages.

Only by relying on solid instruments to protect its internal market and promote its compet-
itiveness can the EU minimize its vulnerabilities to the further weaponization of interde-
pendencies by China. Similarly, only by negotiating from a position of relative strength can
Brussels exert influence on Washington to begin a review of the WTO system and engage
developing partners in a shared effort to advance multilateral solutions fit for the twenty-first
century.

At the same time, the shift in EU policies has taken place in an environment that has tended
to downplay the external reactions to this transformation. In this respect, two issues are
especially salient. The first relates to the EU’s traditional position as the champion of the
multilateral trading system. Even more so than the United States, the EU has distinguished
itself as the economic power intent on maintaining and consolidating this multilateralism.
Thus, the EU’s possible departure from multilateral norms is an area of concern for many
nations eager to protect these rules.

A second and related issue is the perception that the modernization of the EU’s legal and
regulatory arsenal—allegedly to prepare the EU to better deal with a more challenging geo-
political order—in fact amounts to trade protectionism in disguise. For instance, many least
developed countries have labeled the EU’s CBAM “green protectionism.”®> Going forward,
the union should become more receptive to these concerns, especially in the context of its
evolving relationships with the Global South. To address these issues, the EU should consid-
er a holistic strategy that combines a political track and a policy track.
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Political Objectives

With respect to politics, the EU’s first objective should be to recast OSA as a beacon for
like-minded countries. In doing so, the union’s aims should be to increase the reach of its coa-
litions and to maximize the benefits of selective partnerships. In addition to the United States,
the UK, and other long-standing partners, such as Australia, Canada, and Japan, the list of
like-minded nations includes Indo-Pacific states such as India, South Korea, and Vietnam.!s°

This objective entails not only building wider coalitions but also paying particular attention
to the multiple cleavages over OSA, both within the EU and when it comes to the concept’s
external projection. EU policymakers will have to engage foreign interlocutors to weave
shared strategies for mutually beneficial goals. This effort should involve political partners,
particularly Australia, Japan, and the United States, especially in strategic sectors, such as
dual-use technologies, semiconductors, and critical raw materials. Crucially, the success of
the EU’s assertive projection of OSA also depends on the degree of convergence that will
materialize with the policies of the post-2024 U.S. administration.

The second objective of the political track should be to engage in high-level political dis-
cussions, in a bilateral or plurilateral format, with leading members of the Global South.
The aim would be to foster a mature deliberation of the ongoing transformation of the EU’s
approach. The trap to avoid is Western-centrism: It would be a dangerous fallacy for the
EU to assume that its political initiatives will be accepted by the rest of the world merely
because they are justified by moral and ethical considerations, like fighting climate change
or preventing social dumping.

This connection has been established among the European policy community and European
public opinion; EU leaders now need to make the case convincingly to a global audience.
This thought leadership should also aim to engage the U.S. policy community, given how
potentially damaging certain U.S. initiatives—such as the U.S. CHIPS and Science Act,
with its large reliance on domestic subsidies, or the increased use of Section 301 investiga-
tions—can be to the integrity of the multilateral regime.

Policy Goals

The policy track, in turn, should involve a work agenda focused on identifying possible
revisions to multilateral rules. Many nations are moving to enact domestic measures on the
basis of geopolitical considerations that are not necessarily compatible with those nations’
commitments to multilateral norms. In many respects, the WTO rules that were adopted
in the unipolar international system of the early 1990s now appear out of sync with today’s
competitive, multipolar, and ideologically heterogeneous context.

At present, there is no real effort to foster a policy dialogue that will address this thorny
question. The panoply of geopolitically motivated domestic measures seems to reflect strong
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political tendencies in the West and beyond. These measures are likely to remain in force
even if they are largely incompatible with multilateral norms. Reforming these norms is
therefore vital to protect the integrity of multilateralism.

This agenda should focus on four elements. The first is reform of domestic subsidy regu-
lations to carve out space for so-called good subsidies. The idea of such subsidies is that
provided they could be justified by an accepted set of shared objectives, such as climate
change mitigation or other collective aims, they would be impossible to countervail, even if
they created trade distortions.'

Second, while proponents of the green transition should take the accusation of green pro-
tectionism seriously, the WTO will have to adapt to the greener trade and production needs
of the twenty-first century. This could be done by providing for an exception under article
20 of the GATT to allow selective carbon tariffs and targeted domestic sourcing of clean
tech—intensive goods.'s

The third element is a reinterpretation of core WTO norms, such as special and differential
treatment, the dispute settlement framework, and the national security exemption. The
WTO allows exceptions to its trade rules for national security emergencies, but such ex-
ceptions have been abused several times in the past, most recently in the U.S.-China trade
war and by the first Trump administration’s aggressive mercantilist approach to U.S.-EU
relations.”® Indeed, maintaining a multilateral rule on national security exceptions to free
trade may prove unrealistic in the current context. Instead, the increased geopoliticization of
economic exchanges and the intensification of conflicts on the EU’s borders and at strategic
trade choke points push the union toward more limited goals. A bilateral EU-U.S. consensus
and support from other transatlantic partners for a revision of WTO regulations would be
steps in the right direction.

Finally, the EU should be more confident in pursuing openings toward new partners in
emerging market economies. Now and in the future, the cooperation of such partners is vital
to ensure continuous innovation, stable supply chains, and EU access to critical markets. In
return, the EU will have to offer wider and fairer—although still selective—market access to
Indo-Pacific partners while incorporating China in green efforts downstream. A group led by
the EU and the United States could steer the course toward greener, more open technologies
and catalyze a wider, gradually more inclusive group of green exporters in line with the United
Nations Sustainable Development Goals. However, the EU should still carefully select its
partners based on its political priorities, not only to balance China, but also to avoid economic
emasculation by the United States and distance the union from coercive actors.
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CHAPTER 5

Unpacking the Tensions in the EU's
Approach to Supply Chain Resilience

Lizza Bomassi and Pavi Prakash Nair

The term “supply chain resilience” has come into vogue of late to highlight the many strat-
egies being deployed across various sectors to mitigate supply chain disruptions. In the past
few years, the European Union’s (EU’s) globalized supply chains, especially in critical sec-
tors, have come into focus. Some of this attention was spurred by the coronavirus pandemic,
which exposed the EU’s deep vulnerabilities, given how reliant the bloc is on global supply
chains—much more so than the United States or China."”® Certainly, the EU’s dependence
in this area has come at a heavy cost: In 2021, for example, the eurozone lost €112.7 billion
($122.3 billion) because of supply chain challenges."”"

At the same time, a host of other factors have exacerbated the EU’s vulnerabilities to supply
chain disruptions: Russia’s war in Ukraine, the crisis in the Middle East, and the unpredict-
ability of Europe’s future relations with the United States. Yet, these vulnerabilities have also
created opportunities for the EU to ramp up its response mechanisms. Within a relatively
short space of time, the EU launched an array of initiatives as part of its industrial policy
strategy with the aim of shoring up businesses’ capacities to adjust to shocks in the global
trading system: the Net-Zero Industry Act, the Critical Raw Materials Act, the European
Chips Act, and REPowerEU, to name a few."”

At their core, these initiatives reflect a set of resilience-building strategies that marry the
EU’s approach to the twin challenges of the climate and digital transitions, on the one hand,
with efforts to increase diversification and reduce reliance on individual actors or entities,

on the other. While the jury is still out on whether these policies will achieve their intended
purpose, it is clear that the EU’s ambitions to build strategic autonomy are well and truly
underway.'?



The notion of strategic autonomy—or its cousin, open strategic autonomy—denotes the
EU’s policy of protecting itself while simultaneously upholding its liberal values. It is a
critical concept in the context of supply chain resilience because it affects the union’s current
and future terms of engagement both internally and externally, as supply chains are created
with the union’s geopolitical strategy in mind. These terms of engagement set the bloc’s
approaches toward trade agreements, mutual dependencies, technological integration, and
geopolitical alliances. This is important because the vulnerabilities of critical supply chains
across industries globally have seemingly created an arms race toward supply chain resilience,
which is exacerbating geopolitical pressures.

Efforts to relieve these pressures have yielded proposals such as the highly divisive U.S.
decoupling strategy and the EU’s slightly more palatable strategy of de-risking. Both
approaches include elements of protectionist tactics based on a risk assessment that moves
away from—or, at least, minimizes—reliance on actors such as China. Yet, as far as the
EU’s de-risking efforts and broader economic statecraft are concerned, the evidence suggests
a sobering picture: Instead of the EU mitigating the risks of supply chain disruptions, it
appears that China has been the one to do so.

Three Tensions: Definitional, Temporal, and Political

European efforts to improve supply chain resilience face several distinct yet interlinked
tensions that have so far been poorly understood by EU policymakers, who need to ac-
knowledge these factors if they are to advance their understanding of how to improve supply
chain resilience. Much recent research has examined EU-level policies in supply chains,
highlighting their advantages and disadvantages. Analysts have also studied the initiatives
and strategies being developed by corporate actors.” What is less available is an overview of
the underlying tensions that hamper efforts to build supply chain resilience—tensions that
can be definitional, temporal, or political.

Tension One: A Definitional Gap

The first tension stems from a lack of consensus on what resilience means in the context of
supply chains. The importance of a consensual framing of resilience cannot be overstated:
Without this, there is a real risk that the current divergence between businesses and policy-
makers on how to address the same fundamental challenges will become entrenched.

Strikingly, this divergence has not always existed. The gap between stakeholders” under-
standings of the term “resilience” has widened in the past few years and been compounded
by today’s global pressures. The initial premise for factoring resilience into supply chains in
Europe was the notion of climate sustainability. The 2016 Paris Agreement—the first global,
legally binding climate agreement of its kind—paved the way for the 2020 European Green
Deal, which signaled the union’s intent to achieve net-zero emissions and for Europe to
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become the first “climate-neutral continent” by 2050." These goals effectively put the EU at

the forefront of the climate challenge and the green transition.”®

The EU’s effort to steer a “transformation to a more sustainable, digital, resilient, and

197 IH

globally competitive economy” has imbued all aspects of the union’s industrial strategy.
the years before the Paris Agreement, businesses were already thinking through—or, at least,
becoming increasingly aware—of their obligations to transition to net zero and minimize
their carbon footprint. The steps taken by companies to meet these obligations ranged from
sourcing sustainable raw materials to adjusting to cross-border pollution tariffs that had been

unthinkable in the heyday of globalization.

Regardless of where businesses fell on the values spectrum of the climate debate, the Paris
Agreement set the goalposts and provided a clear, if not coherent, vision for the global
direction of travel on climate change. Yet, these goals—and the initiatives that have succeed-
ed them—were set during a period that was markedly different from today. And despite the
tectonic geopolitical and economic shifts in recent years, by 2021 only 12 percent of leading

global companies had managed to adjust to future disruptions.”®

This is largely because the
business community sees resilience through the lens of business continuity—essentially, an
organization’s ability to maintain or resume acceptable levels of product or service delivery

1% Business resilience rests on the premise

after an event that disrupts normal operations.
of predictability, with room for maneuver to adjust to foreseeable, long-term situations or

small-scale, isolated incidents.

For the policymaking community, however, resilience has come to mean something quite
different. The EU’s focus on securing its supply chains has become motivated by wider geo-
strategic considerations. First, Donald Trump’s first term in the White House signaled the
beginning of a major shift in the global approach to the climate crisis, with the United States
announcing its withdrawal from the Paris Agreement.?”® Although the administration of
President Joe Biden rejoined the accord in 2021, the uncertainty of U.S. domestic dynamics
has altered the ways in which trade and foreign policies interact. Second, the United States
rebranded its relationship with China from engagement to strategic competition.*”! The EU
eventually followed suit in 2019 by adopting a trifecta strategy in dealing with China, label-
ing the country either a partner, a competitor, or a rival, depending on the circumstances.***

This was the geopolitical background for fervent debates in the EU about the bloc’s stra-
tegic autonomy.”*® Combating supply chain disruptions has therefore become not only an
economic necessity for the EU’s green and digital transitions but also intricately linked to
the EU’s goal of achieving strategic autonomy. All of this is based on an understanding that
the world has become more hostile and that, to safeguard the European way of life, the EU
needs a more protectionist and introverted approach to its external engagement.

Thus, the difference between businesses’ and policymakers” approaches reflects two divergent

attitudes to the same fundamental problem. While the latter group is trying to negate or
minimize the effects of globalization, the former accepts its longevity.
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Tension Two: Temporal Dynamics

The second tension stems from the timescales involved in making changes to global supply
chains. These are extremely complex processes that rely on a host of interlinked factors,
including the availability of supplies, such as raw materials and processed goods; physical
infrastructure and the reliability of logistical channels; and border and customs regulations
at the national and international levels. These variables are linked by an interdependent eco-
system that has taken years, if not decades, to mature into today’s global trading system. As
such, attempts to untangle this system will create a domino effect that will unfold over many
years. Yet, as the supply chain environment becomes more volatile and climate and digital
objectives spur the need to reinvent existing processes, investment in long-term solutions
becomes an existential imperative.

Long-term solutions, though, require huge investments of both capital and human resources.
They also require a healthy dose of hedging. The role of the European Battery Alliance
(EBA) in shoring up the EU’s supplies of clean transition materials is a useful illustration

of the temporal challenges facing the Union as it tries to extricate itself from global value
chains.?** The EBA was introduced in 2017 to strengthen the EU’s battery supply chains

and has been lauded by observers as a successful example of how the Union is harnessing
Europe’s green and digital transitions to enable a technology that is essential to the EU’s
competitiveness.?”> However, despite building four lithium-ion gigafactories in the EU be-
tween 2017 and 2022, the European Commission admitted in 2023 that the EU still faced
important “structural challenges, such as the lack of 800,000 skilled workers by 2025, high
energy, land, and permitting costs, as well as the fact that Europe is now home of only 1% of
the production of key battery raw materials.”*%

This situation is not forecast to change anytime soon. Human capital needs time to be
trained—or imported, which means reevaluating migration policies. Government bureau-
cracy needs to be better aligned with the innovation needs of various sectors. New infra-
structure needs substantial amounts of financing and investment. All of these elements are
risky and time-consuming.

Given the EU’s vulnerabilities to irregularities in global supply chains and the union’s
exposure to global markets, any geopolitical variations may have a one-two effect that not
only has a significant impact on the EU’s overall balance sheet but also threatens the EU’s
transformation toward a green and digital economy.

Tension Three: National Politics and the Geopolitical Landscape

The third tension is political and affects two layers of policymaking, as supply chains are
undergoing intense politicization at both the national and the international levels. A key
challenge for the EU’s ambition of open strategic autonomy is that the union remains a
primarily economic, trade-based bloc, not a political federation. While the commission has
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many exclusive trade and economic powers, there are important areas of so-called shared
competence that remain beholden to member states’ decisionmaking, which is driven by
national interests.

This is why, for example, the United States and Japan have been better able to buttress

their national economies by introducing investment review frameworks well before the EU.
Japan’s Foreign Exchange and Foreign Trade Act was originally enacted in 1949 and has
undergone several revisions since.””” Meanwhile, the Committee on Foreign Investment

in the United States has been operational since 1975.%% By comparison, the EU—not its
member states—was a relative latecomer to this field, introducing an EU-wide mechanism
only in 2020 with the Foreign Direct Investment (FDI) Screening Regulation, which aimed
“to make sure that the EU is better equipped to identify, assess and mitigate potential risks
to security or public order.”*%

The consequences of this lag and the incoherence among EU member states’ foreign policy
priorities have affected the union’s relationships with other global players, creating strategic
dependencies on increasingly hostile actors and limiting the EU’s room for maneuver. In

the years before the introduction of the FDI Screening Regulation, China made substan-
tial headway into EU member states” markets, buying significant shares in the European
automotive industry. For example, Brilliance Auto Group, a Chinese auto manufacturer,
owned a 50 percent stake in Germany’s BMW until February 2022—a partnership that was
established in the early 2000s, well before the FDI Screening Regulation.?' Similarly, since
2010, the Swedish auto manufacturer Volvo has been owned by the Chinese multinational
automotive company Zhejiang Geely Holding.*"

The absence of a clear and coherent EU framework for supply chain resilience has allowed
the member states to pursue different priorities based on national interests.?'* The exposure
of the member states, even the bigger ones, like Germany, to countries such as China and
Russia has not been conducive to fostering a coherent EU-level policy. In many ways, the
EU’s FDI Screening Regulation was a watershed moment in helping move toward bridging
the gap between national and EU-level approaches because the law is directly applicable and
binding in all member states. The litmus test for the regulation, however, will be its imple-
mentation and effectiveness, which remain uncertain given that the EU’s trifecta strategy
toward China is likely to continue for the foreseeable future.

Case Study: The EU's Lackluster Efforts to De-Risk From China

The EU’s efforts to shore up its supply chain resilience and mitigate its vulnerabilities to

the global market make for an extremely complicated situation. The difficult geopolitical
circumstances, combined with the challenge of corralling member states with divergent
interests, have limited the EU’s leeway, and the short-term outlook for progress in this area
remains somber. This is especially true when it comes to understanding the prospects for the
EU’s strategy of de-risking from China—a cornerstone of the union’s approach to building
supply chain resilience.
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Stinging from the painful lesson of overreliance on Russian gas in the aftermath of Russia’s
2022 invasion of Ukraine, the EU turned to reevaluating its relationship with China.””? In
March 2023, concerns about Beijing’s hardening strategic posture, willingness to manipulate
dependencies to punish its neighbors for doubting its coronavirus origin theory, and “no
limits” partnership with Russia led European Commission President Ursula von der Leyen
to introduce the term “de-risking” into the international policy vernacular.”* The members
of the Group of Seven (G7) quickly embraced the term, with the United States also choosing
to pivot away from the more controversial Trump-led strategy of decoupling.””® Ostensibly,
the new, more diplomatic phrasing reflected, on the one hand, the EU’s approach of assess-
ing its supply chains for critical strategic dependencies and, on the other, its ambitions to
diversify those supply chains and introduce tools such as the Foreign Subsidies Regulation to
confront economic distortions.*'®

These efforts, as well as other resilience-building initiatives introduced by the EU in the past
few years, send two noteworthy signals: first, that the union has identified, assessed, and
diagnosed the problem of overreliance on global supply chains and on China, particularly,
for critical raw materials; and second, that the EU has responded to this problem in pre-
scriptive and clearheaded terms.?” Yet, the union’s measures have been reactive rather than
proactive, leaving the bloc in an almost perpetual state of playing catch-up. In addition, the
three tensions outlined above have hampered the viability of the EU’s de-risking strategy.

The EU’s approach to the green and digital transitions has become inextricably linked both
to its commitment to the Paris Agreement and to its efforts to build strategic autonomy, of
which ensuring supply chain resilience is a critical element. And yet, the EU’s messaging
around these efforts has become rather confused, leaving the definitional tension unresolved.
Concretely, the Union encouraged the private sector to adjust for climate neutrality by 2050
but then told businesses that the functional and political tools needed for the transition
were increasingly problematic: The materials required to move toward net zero rely on a
handful of countries, not all of them friendly, and a shortlist of critical raw materials of
which those countries have a monopoly. China, for example, dominates the league tables for
the extraction and processing of critical resources and minerals needed to meet the climate
and digital transitions.”’® The EU’s approach was, at best, a way to carry on with business as
usual until permanent solutions could be put in place and, at worst, a means of leaving the
hard decisions to businesses in the hope that the market would self-correct.

Unfortunately, the temporal factor is perhaps the most consequential because of its impacts
on the prospects for course correction. The bottom line is that the union’s de-risking strategy
comes about a decade too late—if not more.””? In those years, China has had the time and
foresight to make significant headway with its own plans for de-risking from the rest of the
world. In 2015, China launched its Made in China 2025 strategy, which signaled Beijing’s
ambition to ramp up manufacturing in ten key industries by implementing state subsidies
and promoting domestic firms.??° China understood early on that its bid to transform itself
from the world’s cheap manufacturing base into its own stand-alone powerhouse meant
betting on an industrial strategy with a high return on investment, notably in infrastructure
and technology, such as electric cars and telecommunications.
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This is an approach that Beijing has pursued doggedly since 2015.>*' When Made in China
2025 was launched, China watchers cautioned that Beijing’s growing ambitions heralded
new terms of engagement with the Chinese Communist Party (CCP) and an end to busi-
ness-as-usual practices.””? Fast-forward a decade, and China has become the indispensable
genie in the bottle: It is relatively easy for China to cordon itself off from the rest of the
world and much more difficult for the rest of the world to cordon itself off from China.

The political context for the EU’s de-risking strategy was equally challenging. While the
United States under Trump strongly criticized Made in China 2025 for distorting compe-
tition. In turn, the United States imposed tariffs on steel and aluminum imports, the EU’s
response was muted by comparison.’” This was partly because EU member states were
grappling with their own internal turmoil-—2015 was also the year of Europe’s migration
crisis—but it also had a lot to do with divisions in the EU over how to engage with China.

Indeed, until relatively recently, Beijing still enjoyed exclusive access to many EU member
states. At various times, between fourteen and seventeen Central and Eastern European
countries were engaged in a cooperation framework with China. Greece, Italy, and Portugal
ascribed to projects under Beijing’s Belt and Road Initiative. And at the eleventh hour
of its six-month presidency of the EU Council in 2020, Germany rammed through the
EU-China Comprehensive Agreement on Investment, much to the chagrin of the then
newly elected Biden—although the accord is now, to all intents and purposes, defunct.?*
This roller-coaster engagement with Beijing has characterized much of the EU-China
relationship over recent years. And yet, the EU’s proverbial cold shower only really came
with Russia’s invasion of Ukraine and the CCP’s actions since, which include propping
up the Russian war effort by providing critical components for military equipment.*”

Unfortunately, the EU’s response has been too little, too late.

As for the EU’s de-risking strategy, all indicators point to a dismal picture: Rather than

the union de-risking, it is China that has successfully de-risked by replacing its European
imports with products from elsewhere. A snapshot of the bilateral trade relationship shows
that in 2023, China accounted for just 9 percent of the EU’s exports in goods but more
than 20 percent of the EU’s imports.?* Indeed, in the same year, the EU’s exports to China
decreased by 3 percent.?”” Similarly, from 1995 to 2020, China more than doubled its share
in the global manufacturing market, while the G7 nations experienced significant decreas-
es.””® Simultaneously, while the G7 has increased its dependence on China for industrial
inputs, China has become less reliant on others.

The message from the data is clear: For all the Western bluster about decoupling or de-risk-
ing, there is now a significant and obvious asymmetry in supply chain reliance between
China and the G7, making the EU’s strategy of de-risking from China a moot point—at
least for the time being,.
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Prospects for Course Correction

Given this sobering outlook, the EU needs a realistic and pragmatic reevaluation of its
prospects for building supply chain resilience. Bluntly put, the EU must recognize that its
ambitions—Ilaudable as they may be—do not square with its limitations, so the union needs
to better align its aspirations with more modest and achievable goals.

The first step in this process is to go back to basics. A starting point would be to resolve the
ambiguity of the term “resilience.” If different stakeholders continue to approach resilience
with different definitional frameworks, the task of measuring what is possible and effective
will remain elusive. This will need to be a multistakeholder process that maximizes consen-
sus. There are several tracks for pursuing this goal, including through existing frameworks
like the EU-funded European Raw Materials Alliance, of which one stated aim is “to make
Europe economically more resilient by diversifying its supply chains.”** Another nascent
effort is the Supply Chain Resilience Platform, which focuses on small and medium-sized
enterprises (SMEs) that are affected by supply chain disruptions in sectors such as agrifood,
electronics, health care, and raw materials with the goal to connect these firms with global
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partners.”® One of the platform’s objectives is to enable cross-border contacts between

businesses, industries, academia, and other stakeholders.

Within one of these entities, a working group could bring together representatives from
each sector to define resilience. This would ensure that questions of business continuity and
strategic autonomy are put on the table and addressed in an unconvoluted way, with all
stakeholders’ concerns out in the open.

An ideal next step would be to broaden the scope of the EU’s approach beyond the union’s
borders to include not only like-minded partners but also those on the fence. This approach
would serve two functions. First, it would offer original insights into ways of tackling some
of the challenges highlighted above. Due to the particular trade dynamics of global regions,
some economies are far more dependent on China than the EU is. Looking at these regions’
risk assessments and their responses to the vulnerabilities they face would provide the EU
with valuable lessons.

Second, this type of engagement would send a signal that the EU is sincere about taking
external partners’ experiences and concerns into account. For many in the Global South, the
competition among actors that have built up their supply chain resilience in an uncoordinat-
ed way is extremely disruptive to their own development models as they struggle to adjust

to various incoherent standards. At the same time, these actors have become much more
aware of their agency in these processes—a marked shift from previous times, when many
in the Global South were spectators to their own fates. The dissonance at the international
level needs to be addressed, and the most likely place for this to happen remains within a
multilateral framework where collective bargaining decisions are applicable to all. This is
where the United Nations Conference on Trade and Development and the World Trade
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Organization still have crucial roles to play and where the EU has lost its credibility and

needs to rebuild it.?!

For its part, the EU should focus on harmonizing and prioritizing resilience-building
strategies across sectors and member states. The union has already taken the first steps in
this regard by identifying the critical raw materials it needs to ensure the green and digital
transitions. The next crucial step is to standardize, across sectors, the surveillance mech-
anisms for monitoring the availability of these materials. Currently, different sectors have
their own such mechanisms, with no single overview to sound the alarm—regardless of any
EDI screening mechanism, efforts to ensure collective resilience fall flat. This is a case where
the EU needs to leverage the sum of its parts to foster better coherence.

Here, there is an important lesson to take from the EU’s General Data Protection
Regulation, whose implementation has been lacking, notably in the member states, where
the responsibility for enforcement lies. The commission’s Directorate General for Internal
Market, Industry, Entrepreneurship, and SMEs (DG-GROW) has launched several import-
ant initiatives in this regard to encourage national implementation. The European Cluster
Collaboration Platform is one example that has shown promise. But it could be beefed up

to move from the current voluntary disclosures of key resilience metrics, like risk assessment
methodologies, mitigation strategies, and governance and sustainability practices, to binding
rules or guiding principles to incentivize and condition the terms of engagement between
actors working on supply chain resilience.?* This process needs to be politically driven by
an executive body that is one step removed from business or national interests, which is why

DG-GROW may be best positioned to take on this task.

An important step in this direction is the provisional agreement reached between the EU
Council and the European Parliament in February 2024 on the Internal Market Emergency
and Resilience Act (IMERA).?? The act’s goal is to provide continuous monitoring to pre-
pare for possible crises that could cause disruption. One of the proposed measures requires
the commission to undergo stress tests to ascertain the effects of supply chain disruptions on
the free movement of goods, services, and people. Such efforts to centralize risk-monitoring
systems at the EU level are both necessary and noteworthy, as they will help the union to
prioritize its supply chains and identify where weaknesses lie. Going forward, it will be
important to cast a critical eye over how IMERA is eventually deployed.

Finally, the EU needs to look at its investments in diversification—a key element of re-
silience building——through a different lens. The EU needs a shift of mindset away from
seeing resilience building simply as state-led tactics of reshoring or friendshoring (a process
of returning manufacturing to a country or an ally nation) to a whole-of-society effort that
brings together civic and industry actors alongside government representatives. This is where
attempts to harness the potential of the circular economy have shown promise, and it is an
area that is beginning to gain traction in mainstream circles.
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This approach is not about replacing current strategies, but about complementing them in
a manner that resonates with the EU’s ambitions to diversify its supply chains.?* The EU
boasts a handful of countries—such as Belgium, France, the Netherlands, and Spain—
and companies, for example Aurubis and Boliden, that are industry leaders in this field.?
Grassroots initiatives like the Belgian Greenlab Accelerator showcase how public-private

partnerships can be leveraged to contribute to the EU’s diversification efforts.**

Conclusion

Given the complexity of the issues involved, the three tensions highlighted above—defini-
tional, temporal, and political—provide a useful lens through which to understand the chal-
lenge of building out European supply chain resilience. Clearly, the EU will need to factor
in substantial and creative investments as well as patience for the long haul, as solutions

will not materialize overnight. Government policies, industrial investment, and patterns of
consumer behavior will all need to be aligned in a collective effort. Simultaneously, this
needs to be done without exacerbating current geopolitical tensions.

At the same time, none of the actions suggested above necessarily requires the creation of
new structures. There are certainly more than enough existing frameworks into which new
initiatives can be embedded. The EU will need imagination and investment in capacity
building to better understand how current fragmented efforts can be scaled up. By injecting
humility into the task at hand and being more realistic about the prospects of success,
Europe can envisage a more resilient future.

60 | Geopolitics and Economic Statecraft in the European Union



1
CHAPTER 6

The Race for Clean
Transition Materials and
EU Geoeconomic Statecraft

Andreas C. Goldthau

Europe’s ambitious energy transition comes with increasing needs for clean transition
materials (CTMs), which include cobalt, copper, graphite, lithium, manganese, nickel, and
rare-earth elements.””” These materials are needed to manufacture clean technologies, such
as batteries, wind turbines, solar photovoltaic materials, and electric vehicles (EVs). The
European Commission estimates that by 2050, the European Union’s (EU’s) demand for
lichium will increase more than 50 times and demand for cobalt fifteen times, from 2020
levels.**® The EU imports between 75 and 100 percent of the critical metals it consumes.*”

In some CTMs, the upstream part of the supply chain—exploration and extraction—is con-
centrated in a small number of countries. For example, China accounts for some 70 percent
of global production in rare-earth minerals. In addition, the country plays a dominant role
in the midstream stage—refining and processing—for most materials; in rare-earth miner-
als, China makes up fully 90 percent of this stage.?*” Amid the EU’s efforts to both electrify
and decarbonize its energy and industrial systems over the next few decades, this lopsided
nature of current global supply chains is an emerging concern for the EU, not least given
Europe’s rising geopolitical tensions with China.

What is more, the EU will face stiff global competition for the materials it needs. Global
growth in clean-energy technologies is anticipated to significantly push up overall consump-
tion. The sector’s demand for CTMs is expected to rise about fourfold by 2040 from 2020
levels.?*! Some observers even raise the specter of a new commodity supercycle driven by
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the clean transition.?** Against the backdrop of inelastic supply, this trend may amount to a

demand shock with considerable price impacts.®

While the EU’s energy transition is central to weaning the continent off external fossil-fuel
suppliers, this goal must not come with new, uneven import structures for the materials
needed for clean solutions. Given that the EU’s Net-Zero Industry Act set an aim for the
union to manufacture at least 40 percent of strategic clean technologies at home, a reliable
and resilient supply of critical minerals and raw materials is a matter of strategic autonomy.>*4
To ensure a timely rollout of clean technologies at scale, Europe must make its import port-
folio more resilient, cost efficient, and sustainable. At the same time, the EU needs to hedge
against the risk that asymmetric dependencies in supply structures may be used for political
coercion, which warrants a geoeconomic approach to CTMs. Short of doing so, the EU may
be in danger of significantly delaying or even endangering its energy transition and exposing
itself to new threats from the low-carbon push.

To make full use of its economic, financial, and regulatory toolbox, the EU should lever-
age its financial means and network effects while making a clear value proposition to
resource-rich countries in the shape of sustainable CTM partnerships. By combining the
principles of environmental issues, social issues, and corporate governance (ESG) and CTM
partnerships as instruments of economic statecraft, the EU can live up to its potential as a
catalytic power and a benign geoeconomic player.?®

The Central Role of Batteries

Batteries epitomize the EU’s CTM challenge. They are central for value creation in the
automotive sector, which is strategic for Europe’s industrial future in a low-carbon economy.
Within the battery industry, cell manufacturing is predicted to account for some 40 percent
of value creation by 2030.%¢ At present, Europe is severely lagging behind other regions in
the industry. The EU’s share of global capacity for EV battery production was 7 percent

in 2022, while its share of global battery manufacturing stood at 3 percent.*” Meanwhile,
Chinese firms CATL and BYD have come to dominate the EV battery market, accounting
for 34 and 12 percent of the market respectively in 2022, followed by South Korea’s LG and
SK, with 14 percent and 7 percent, and Japan’s Panasonic, with 10 percent.**® Some Chinese
carmakers, notably BYD, pursue a strategy of vertically integrating their supply chains,
which makes battery production an integral part of their auto manufacturing process.

The global trend toward EVs is strongest in China, the leading market, where sales increased
by more than 80 percent from 2021 to 2022, compared with a 15 percent rise in Europe,
the second-largest global market, and a 55 percent increase in the United States.** Going
forward, the demand for the CTMs needed for EV manufacturing and other clean-energy
appliances and technologies is set to grow exponentially into the 2030s (see figure 1). This
trend pits the three main markets against each other, not only in terms of manufacturing
and competition for batteries as an end product, but also when it comes to securing access
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Figure 1: Mineral Demand for Electric Vehicles in the IEA Scenario of Net-Zero
Emissions by 2050 (Base Case), 2022-2050
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Source: “Critical Minerals Data Explorer,” International Energy Agency, May 17, 2024, https://www.iea.org/
data-and-statistics/data-tools/critical-minerals-data-explorer.

to raw materials. By some estimates, the EU’s growing consumption of EV batteries will
increase demand for lithium more than forty times by 2050, and demand for graphite and
cobalt tenfold, compared with current consumption in all applications where these materials
are used.”

For reasons related to geology, environmental regulation, and social acceptance, the
European upstream stage of CTM supply chains is highly limited and likely to make only a
marginal difference to the diversity and resilience of these supply chains. In other words, the
EU will continue to be a major importer of raw materials.

CTMs differ from each other in terms of market concentration and the dominance of
particular suppliers along the various segments of their supply chains. In nickel, for exam-
ple, the market is highly concentrated, with production and reserves resting mostly with
Indonesia. Graphite is produced mainly in China, whereas lithium production is concentrat-
ed in Chile, Argentina, and Australia. In lithium, cobalt, and graphite, Chinese companies
hold more than 50 percent of the midstream capacity. These firms also refine up to 70
percent of global supplies of lithium and 35 percent of nickel.”" In iron ore and phosphorus,
by contrast, the market is competitive. And in rare-earth minerals, China dominates the
market both upstream and midstream, although reserves are more dispersed across the globe
than production (see figure 2).
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Figure 2: Rare-Earth Mineral Production and Reserves, Top Five Countries, 2021
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The production and processing of CTMs often have significant environmental impacts.
Challenges include extensive water consumption and strains on regional water systems,

the use of toxic substances that may leak into groundwater, the risks entailed in hazardous
waste, and the release of greenhouse gas emissions as part of mining and refining.”>* Mining
can also violate the rights of indigenous communities, as has been the case with rare-earth

253

minerals in Brazil and lithium in Chile.”? In the Democratic Republic of the Congo, much

of the upstream stage of cobalt production takes the form of artisanal mining, which raises

issues of health and safety, impacts on local communities, and labor rights.?*

Opverall, the challenges associated with the CTMs needed for EVs, including in battery
manufacturing, mirror the EU’s broader imperatives: securing supplies against the backdrop
of clear limitations on domestic production; making supply chains resilient either by bypass-
ing incumbent chains characterized by lopsided market structures or by finding a way into
segments dominated by large competitors, such as China; hedging against price spikes in
increasingly strained global markets; and addressing social and environmental concerns.

Europe's Policy and Industrial Initiatives: Not up to the Task
EU policy measures to address Europe’s looming CTM supply challenge go back to the

2008 Raw Materials Initiative (RMI), which was the union’s first effort to develop a
comprehensive strategy for raw materials in general. The initiative rested on three pillars,
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which have since come to define the European approach more broadly. The first was a fair
and sustainable stance toward raw material supplies from global markets, which aspired to
combine active diplomacy on raw materials with international cooperation, aid, and capacity
building in resource-rich states. The second pillar was an emphasis on enhancing domestic
supply through sustainable production and research. The third pillar was a focus on recy-
cling and increasing resource efficiency.” In 2012, the EU sought to bring the RMI to life
by establishing the European Innovation Partnership on Raw Materials as a stakeholder
platform that consisted of representatives of industry, public services, and academia as well
as civil society actors.>®

Support for research and development (R&D) on aspects defined by the RMI materialized
through the EU’s Horizon 2020 program, which started in 2014. But it was not until 2020
that the EU’s Action Plan on Critical Raw Materials defined ten priorities for enhancing
the security and sustainability of the EU’s raw material supplies. A centerpiece of the action
plan was the European Raw Materials Alliance, which was created in 2021 to provide “an
independent forum for discussion and analysis with the primary objective of supporting
Europe’s raw materials industry,” in the words of the International Energy Agency (IEA).*’

The European Battery Alliance (EBA), an important initiative launched in 2017, put a
specific emphasis on supporting the creation of a “competitive batteries ‘ecosystem’ and the
development of manufacturing capacity along the entire manufacturing value chain, includ-
ing the upstream part, which deals with raw materials.”® In line with the RMI, both the
2020 action plan and the EBA stress recycling, innovation, sustainability, and the imperative
of securing access to raw materials from outside the EU.

Finally, the EU’s 2023 Ciritical Raw Materials Act (CRMA) singled out thirty-four critical
minerals and metals for EU action. Aimed at reducing the union’s exposure to supply-side
risks, the act stipulated that the EU must import no more than 65 percent of such strategic
raw materials from a single external supplier.”” The legislation further included the option
of strategic stockpiling and opened up the opportunity for the EU to use its Global Gateway
infrastructure investment initiative to support upstream projects abroad. The act also
envisaged a Critical Raw Materials Club that would bring together like-minded nations to
increase the EU’s supply chain resilience.

At the EU level, there exists no legislation that deals specifically with CTMs. The union’s
2006 Battery Directive focuses notably on market regulation as well as the recycling and
disposal of waste batteries. A planned overhaul of the directive places a strong emphasis on
the circular economy of the battery life cycle by specifying targets for recycled content in new
battery production for materials such as cobal, lead, lithium, and nickel.*** Meanwhile, a
2017 regulation on supply chain due diligence for minerals from conflict-affected areas partly
targeted critical minerals but with a view to preventing their sales to finance armed conflicts.

In addition to efforts at the EU level, individual member states pursue their own CTM
initiatives (see table 1). Germany’s 2010 raw materials strategy placed a significant focus on
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Table 1: Selected EU and National Initiatives in Raw Materials

Year Entity Policy Key Elements and Focus
2008 EU Raw Materials Initiative Recycling and resource efficiency; R&D;
fair and sustainable international trade
2010 Germany Raw materials strategy R&D; recycling; competence centers
(updated in in selected partner countries; dialogue
2020) as part of raw materials partnerships
(abandoned in updated strategy)
2011 France Committee for Strategic Stakeholder and industry networks
Metals
2012 EU European Innovation Stakeholder platform; innovation
Partnerships for Raw partnerships
Materials
2012 United Supply of mineral resources R&D
Kingdom
2012 United Resource Security Action Plan | Recycling; information
Kingdom
2014 EU Horizon 2020 program: R&D
climate action, environment,
resource efficiency, and raw
materials
2018 France Resources for France Plan Recycling; ESG
2020 EU Action Plan on Critical Raw R&D, innovation, and skills; standards
Materials for sustainable finance in mining and
extraction
2021 EU European Raw Materials R&D; stakeholder and industry networks
Alliance
2021 EU Canada-EU Strategic R&D and technological innovation; ESG;
Partnership on Raw Materials | supply chain integration
2021 Italy Technical Roundtable on Stakeholder and industry networks
Critical Raw Materials
2022 EU European Battery Alliance Stakeholder and industry networks
2022 France France 2030 Investment Plan: | Equity among actors in the mining sector
investment in critical minerals
2022 United Critical minerals strategy R&D and skills; the circular economy;
Kingdom ESG; resource diplomacy
2023 EU Critical Raw Materials Act Standards and benchmarking; resource

diplomacy; circular economy and
recycling

Source: Author's compilation.
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R&D, emphasizing data acquisition and information management as key areas of action.
France, by contrast, seems determined to build a national investment fund to acquire stakes
in strategic raw materials companies, although the pledged sum of €500 million ($546

261 Overall, however,

million) arguably remains small given the magnitude of the challenge.
initiatives by national EU governments tend to fall into line with the broader EU approach

as enshrined in the initiatives outlined above.

What unites these European initiatives are an emphasis on R&D, recycling, and the circular
economy; a commitment to sustainability and environmental standards at home and abroad;
a focus on leveraging industry and cross-sectoral networks; and a clear acknowledgment of
the need to address the international upstream stage of raw material supply chains. However,
on the latter point, these initiatives do not amount to tangible policy measures for diversi-
fying Europe’s global supply chains. The initiatives fail to mobilize dedicated funding lines
to support and derisk international upstream projects that involve European companies—
despite this being a policy goal clearly defined by European Commission President Ursula
von der Leyen and a much-discussed imperative for ensuring the EU’s clean transition.?*
The measures also lack a tangible proposition for the added value that possible bilateral or
multilateral raw materials partnerships would offer resource-rich countries. Overall, existing
European initiatives fail to strengthen Europe’s supply chains or enhance the EU’s strategic
autonomy.

Remarkably, industry-led initiatives are largely absent. Although the EBA has a central role
for the European automotive industry, which is a key sector thanks to the structural shift
toward EVs, the main impetus for establishing the alliance did not come from the carmakers
themselves. Auto manufacturers have long pursued a strategy of importing batteries from
non-European—mostly Asian—suppliers and therefore, arguably, developed little appetite
for ensuring resilient supply chains for raw materials.?*® This stance ties into what researcher
Carole Mathieu has called the European automotive sector’s “wait-and-see” approach to
batteries.**

Going forward, technological innovation may, to some extent, allow for a reduction in

the demand for certain raw materials. For example, while nickel-based batteries, such as
nickel-manganese-cobalt (NMC) batteries, are considered to offer the best combination of
range, power, and size, they are relatively expensive. In addition, NMCs have been found
to be prone to so-called thermal runaway, which can result in fires. Lithium iron phosphate
(LFP) batteries, by contrast, are safe in this regard but are heavier and harder to recycle
than NMC:s. Also, LEPs do not rely on manganese or cobalt and, in general, require fewer
materials for which international supply chains are strained. LFPs have so far been dominant
in China, but they are experiencing a surge in production in North America. Against the
backdrop of limited opportunities to significantly increase Europe’s domestic supply, this
trend may somewhat bend the demand curve for CTMs, but it will not flatten it.
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Toward More Resilient Supply Chains

The EU has put in place various raw materials policies that do not yet amount to a full-
fledged strategy of economic statecraft. Crucially, the EU needs to go beyond the important
but limited efforts of recycling and domestic mining. In addition, the union should proac-
tively address the international dimension of its CTM supplies. It is time to close the gap
between the lofty ambitions of the CRMA and the EU’s policies as they have been imple-
mented. Concretely, the union should apply the key instruments of economic statecraft,
which include not only sanctions but also institutionalized economic cooperation, financial
aid, strategic commercial policy, and strategic regulation, all of which can be wielded at the

supranational level.>®

More specifically, to make full use of its economic, financial, and regulatory toolbox, the
EU should combine the following elements in its strategy to enhance the resilience of its
CTM supply chains: a CTM bank, CTM partnerships with key suppliers, and a clear value
proposition to resource-holding countries. All of these elements should be underpinned by a
system of EU-level CTM demand aggregation and clear ESG principles. At the same time,
the EU should build up strategic reserves of selected materials.

First, the EU should consider establishing a CTM bank akin to the European Hydrogen
Bank, which was launched in 2022 as a financing instrument to speed up the creation of a
full hydrogen value chain in Europe. The central aim of a CTM bank would be to accelerate
the buildup of additional global production of CTMs by focusing on the investment chal-
lenge facing private companies. While demand for these materials will exist on the European
side, it is the lopsided market structures and uneven playing field that such a facility needs to
address, to incentivize European companies to build out upstream and midstream capacity
abroad. The focus of a CTM bank would be to enhance investment security for EU busi-
nesses and derisk private-sector involvement in upstream projects with long lead times and
the structural disadvantage of unbalanced supply chains.

Second, the EU should expand its CTM partnerships with selected resource-rich states. Such
partnerships exist, but they are either nascent, like the Canada-EU Strategic Partnership

on Raw Materials, or limited in scope, as with Germany’s raw materials partnerships. The
EU has developed a well-tested combination of resources and nonregulatory instruments to
create network structures and foster cooperation between private and state agencies, at home

and abroad, on which it can build. As envisaged in the CRMA, the EU can use Global

Gateway funds to support upstream and midstream projects within such partnerships.

Third, and crucially, CTM partnerships should make a clear value proposition to the re-
source-holding countries as part of the EU’s strategic trade policy. The partnerships will need
to focus on infrastructure and technology transfer to ensure that supplier countries gain
from the arrangements by building up local knowledge and capacity in the midstream stage.
Europe’s approach to establishing green hydrogen partnerships may serve as an example
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here. For example, Germany’s partnership with Namibia focuses on enhancing domestic
energy access and renewable energy infrastructure in return for excess clean electricity
turned into locally produced green hydrogen for export.

In this way, the EU can turn the domestic processing requirements that some resource-rich
countries have established for their materials into a virtue and avoid the specter of green
extractivism. European access to Indonesian nickel, for example, would become a function
of European companies building up joint ventures with local partners in nickel process-
ing—and, possibly, farther up the value chain toward battery production. EU strategies for
developing domestic processing capacity in resource-holding countries may also support
European efforts to diversify various segments of raw material supply chains and thus make
them more resilient.

A system of CTM demand aggregation, as planned under the CRMA, could strengthen the
economic case for such partnerships and the financial support structure of the CTM bank.
Lessons from the EU Energy Platform, a joint purchase vehicle for liquefied natural gas put
in place during the 2022 energy crisis, should help the EU organize the contractual struc-
tures that will underpin long-term CTM partnerships and cater to the specific circumstances
of highly concentrated markets.

Fourth, the EU should make it a signature policy to build all of the above on clearly articu-
lated ESG principles. This is where the EU has credibility thanks to its domestic track record
and a well-developed set of norms and standards. This goes not only for sustainable mining
but also for refining and processing. As the example of Indonesia’s nickel sector suggests,

the often environmentally hazardous approach of incumbent Chinese companies may open
the door for Western firms to enter the midstream segment if their approach represents a
sustainable alternative.?¢

At the same time, ESG principles should be a condition for financial support for European
companies, to incentivize both the private sector and resource-holding nations to build long-
term relations based on a sustainable model. In this way, the EU can ensure that European firms
can be competitively involved in upstream and midstream efforts. Externalizing European ESG
principles would amount to a classic exercise in strategic regulation, with a view to defining
standards and tilting the rules of the game in CTM extraction, processing, and trade.

Finally, the EU should move quickly to establish strategic CTM reserves, as Japan and
South Korea have done and as envisaged in the CRMA. The notion that such reserves aim at
safeguarding public goods is well proved for other commodities, such as oil, and this kind of
insurance policy is imperative for an import-dependent actor like the EU. In fact, against the
backdrop of recent swings in some CTMs, such as lithium, the buildup of strategic stocks
has great potential to smooth market fluctuations, which helps investment.**” A stockpiling
effort would need to be coordinated across EU member states, with mechanisms for drawing
on the stock that may be modeled on the IEAs policies for oil. Ideally, such policies would
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be synchronized with those of other large importing blocs, such as Japan, South Korea, and
the United States, or be part of a possible EV minerals buyers’ club consisting of the EU,
Japan, and the United States. These policies would also need to be complemented by a clause
on EU solidarity—a lesson from the 2022 energy crisis, when such a policy was lacking in
the face of gas shortages.

Taken together, these steps would strengthen international supply chains in CTMs, which is

important for enhancing Europe’s strategic autonomy and geoeconomic stature in the clean
transition.

The author would like to thank Pia Schrage and Alam Noor for their research assistance and feedback on
an earlier version of this chapter.
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1
CHAPTER 7

The EU's Vision for
Technological Leadership

Raluca Csernatoni

The European Union’s (EU’s) technopolitical identity and global agency are being formed.?¢*
Experts have repeatedly tried to agree on a suitable conceptualization of the EU’s role and
influence on the global stage as well as the markers that define this role.?* The challenge of
agreeing on what being a global actor entails for the EU is exacerbated by the fact that EU
governance itself is continuously evolving, often because of both exogenous and endogenous
systemic drivers. The geopolitics of emerging and disruptive technologies (EDTs) is one such
driver. Against the backdrop of rising geopolitical competition between great powers and
corporate tech giants, access to critical EDTs gives an actor a competitive advantage and
reduces strategic dependencies.

Over the past decade, the EU has steadily increased its commitment to industrial and
technological transformation by focusing on the transition to Industry 4.0.*° This emphasis
has centered on cutting-edge technological advancements, such as cyber-physical systems,
enhanced efficiency through digital connectivity, and EDTs like artificial intelligence (AI).
However, as it stands, Industry 4.0 fails to tackle deep-seated social, economic, and geopo-
litical tensions and may be ill suited to addressing broader EDT-induced global challenges.
Instead, it is structurally designed to optimize the business models and geoeconomic think-
ing that are at the root of current global governance challenges. This is because the digital
economy today operates on a winner-takes-all model that fosters technological monopolies,
deepens digital divides, and exacerbates wealth inequality across the globe.

What is more, the EU’s current limited capacity in key technological domains weakens the

union’s ability to navigate such challenges and jeopardizes its global position and ability to
deliver on its rhetoric of “technological sovereignty.”””! Not only that, but as technological
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competition rapidly increases amid decentralized networks of global power relations,
Europe’s pursuit of technological sovereignty may even hasten the fragmentation of global
innovation ecosystems. Despite these pitfalls, the European Commission cemented the
EU’s push for technological sovereignty by appointing Finland’s Henna Virkkunen as the
commission’s next executive vice president for tech sovereignty, security, and democracy in
September 2024.%7* This appointment signals a clear strategic orientation in the EU’s digital
and technological policies, although it remains to be seen how the concept of technological
sovereignty will be interpreted by the EU’s new leadership.

From EU Strategic Autonomy to Technological Sovereignty

States are increasingly weaponizing interdependencies by leveraging their technological
monopolies as well as global networks of digital trade and financial exchange for strategic
advantage.””? Likewise, conflicts based on value systems and sociopolitical models of gover-
nance are likely to develop. This trend is already visible in different approaches to internet
governance, digital rights, data privacy, Al, and surveillance systems.

The EU’s approach to these issues entails reorienting traditional views of economic progress
and technological innovation toward apparently contradicting objectives: on the one hand,
mainstreaming strategic autonomy, protectionism, and security considerations into home-
grown technological innovation and capacity building for dual-use EDTs; and, on the other
hand, supporting more qualitative engagement with the norms, principles, and democratic
values that underpin EDTs at home and on the global stage. These ambitions come with
tensions and repercussions, both internally and externally. A cursory examination reveals
the external impacts of these policies, the tensions they generate, and the way they intersect
with geopolitical dynamics and the initiatives of other global players, potentially leading to

fragmentation or, alternatively, the creation of bridges for a common agenda.””*

For instance, the EU’s push for open strategic autonomy—the ability to act autonomously
when and where needed as well as work with partners whenever possible—emphasizes

the need to maintain and create bridges for open collaboration.””” By contrast, the EU’s
drive for technological sovereignty has significant external implications.””® While aimed at
reducing the bloc’s reliance on foreign tech giants, this strategy risks deterring international
collaboration. By focusing on self-sufficiency, Europe could inadvertently isolate itself from
global tech advancements, slowing innovation. Restrictive policies might also repel interna-
tional investors and start-ups, which are vital to foster a dynamic tech ecosystem in Europe.
Consequently, an overemphasis on strategic autonomy and sovereignty could lead to protec-
tionism, undermining the open-market principles that underpin global trade.

Moreover, by promoting stringent data protection laws, such as the General Data Protection
Regulation (GDPR), and advancing digital policies that emphasize European values and
standards, the EU aims to set European and global norms. However, this ambition often
clashes with the interests of other major tech players, notably the United States and China.
The United States, home to many of the world’s tech giants, views some EU regulations as
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protectionist measures that could hamper innovation and limit market access for U.S. com-
panies. Conversely, China’s state-driven approach to technology and digital infrastructure,
exemplified by projects like the Belt and Road Initiative and its technological standards, di-
verges sharply from the EU’s more privacy-focused and democratically oriented framework.?””

These differing approaches amplify the risk of the world economy splitting into competing
blocs with different standards for manufacturing and digital technology. This scenario is
increasingly plausible given the weaponization of interdependence, in which interlinked
economies and technologies become tools for geopolitical leverage.

Shaping the Global Digital Economy?

The EU has the potential to act as a bridge in this fragmented landscape. By advocating mul-
tilateralism and inclusive digital governance, the EU can promote international cooperation
on setting common standards and norms. Such an approach would reflect the EU’s commit-
ment to a fair and open digital economy—principles that could resonate globally if coupled
with effective diplomacy. For instance, working with the United States on shared challenges,
like industrial and digital infrastructure, can create synergies rather than conflicts. Similarly,
engaging with China’s digital strategies in areas of mutual interest, such as green technol-
ogies and Al ethics, could help harmonize standards despite broader geopolitical tensions.
Moreover, international forums like the Group of Seven (G7) and the Group of Twenty
(G20) offer platforms for the EU to advocate its technological and digital policies as well as
foster global consensus. By championing issues such as digital rights and cross-border data
flows within these forums, the EU can help build a cohesive global digital economy.

Yet, the EU’s potential to act as a bridge is intrinsically linked to its capacity in EDTs.
Without substantial improvements and investment in these technologies, the EU’s ambitions
of multilateralism and global influence will face significant limitations. To truly shape the
global digital economy, the EU must first bolster its own technological foundations. It is
therefore no surprise that innovation has become a leitmotif of the EU’s recent policymaking
and efforts to build technological sovereignty: Hardly a month passes without the announce-

ment of a new digital, cyber, industrial, or technological development.?”®

In recent years, there has been a plethora of important EU initiatives, including the Cyber
Resilience Act, the Digital Services Act, the Digital Markets Act, the Data Act, the Data
Governance Act, the Al Act, the European Chips Act, and the Critical Raw Materials Act.
That is not to mention other ongoing civilian and defense programs, such as Horizon Europe,
the EU’s key funding program for research and innovation; Digital Europe, which aims to
accelerate Europe’s digital transformation; the European Defense Fund (EDF), the EU’s
financial tool to support defense innovation; and the European Defense Industrial Strategy.?”

Connecting the dots between such initiatives will be a challenge. Historical legacies,

bureaucratic hurdles, and political divisions continue to curb the EU’s potential to deliver
these programs and become a technological powerhouse in EDTs. In the global race for
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technological dominance, the EU finds itself grappling with a fundamental paradox: The
rhetorical aspiration of technological sovereignty in EDTs comes against the backdrop of
formidable innovation and funding challenges. While the notion of technological sovereign-
ty entails asserting control over critical technological domains to safeguard economic and
strategic imperatives, the EU’s approach has so far faltered in translating this aspiration into
tangible outcomes. Despite ambitious strategies, the EU’s endeavors in critical domains, such
as Al, quantum technologies, and semiconductors, appear beset by hurdles.

A Confluence of Obstacles

The EU’s difhiculties lie in a confluence of factors that obstruct its path to technological
sovereignty. Foremost among these is the union’s fragmented landscape, which is marked by
a multitude of national interests, regulatory disparities, innovation gaps, and bureaucratic
complexities. This fragmentation undermines the EU’s capacity to foster cohesive strategies
across its member states and take the concerted steps that are essential for achieving collec-
tive action and technological agency on the global stage.”® Thus, while the EU strives for
unity, member states’ divergent agendas often hinder progress and dilute the effectiveness of
collective action.

The EU suffers from a pronounced innovation deficit: The union achieves relatively few
breakthrough discoveries and transformative inventions compared with its global counter-
parts. While Europe boasts a rich pool of scientific talent and research prowess, translating
these advantages into commercially viable technologies is a formidable challenge. Hindered
by bureaucratic inertia and a risk-averse investment climate, European innovators often
struggle to incubate and scale EDTs to rival those emerging from more agile and resourceful
ecosystems.

This lack of an integrated innovation ecosystem in Europe poses a significant obstacle to
positioning the EU as a vibrant innovation hub, particularly in the growing Al sector. This
deficit not only constrains European tech excellence but also jeopardizes the EU’s standing
in the global competition to innovate. Consequently, there is an urgent need to cultivate
the conditions that are conducive to fostering an ecosystem of excellence across the EU in
critical EDTs. Building internal cohesion and ensuring that all member states can partici-
pate meaningfully in EDTs are crucial steps. Without these, the EU’s external advocacy of
common standards and norms may ring hollow.

What is more, the EU’s quest for technological sovereignty is hampered by deficiencies in
critical infrastructure, particularly in areas that are pivotal for Al and digital transformation.
Inadequate investment in high-performance computing, semiconductor manufacturing, and
digital infrastructure undermines the bloc’s capacity for self-sufficiency and technological

independence.?®!

The EU suffers from a marked funding gap in Al research and develop-
ment (R&D) compared with its global counterparts, notably the United States and China.
For instance, despite ambitious EU initiatives, such as the Al strategy, the Digital Europe

program, and the commission’s latest Al innovation package, which all aim to bolster the
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innovation and adoption of Al across the continent, the EU’s allocated resources pale in
comparison to the colossal investments pouring into Al R&D in competing jurisdictions.***

This resource asymmetry undermines the EU’s capacity to nurture a vibrant Al ecosystem
and cultivate the required talent pool to spearhead generative Al (GenAl) breakthroughs,
in particular. With GenAl, the EU is missing yet another tech wave. Europe’s struggle in
Al innovation can be traced back to the 1970s and 1980s, pivotal decades for the United
States’ current Al dominance. Unlike in the United States, Europe’s computing industry
has suffered from diffuse development because of historical, regulatory, and political factors.
Despite recent efforts, Europe’s AI market remains fragmented and influenced by national
biases toward either regulation, innovation, or national security that stifle the union’s global
competitiveness.

EU Policy Framings for Technological Innovation

Amid rising geopolitical tensions and a fierce race to research, develop, and field dual-use
EDTs, the EU increasingly views the task of maintaining its technological edge in critical
domains as a panacea for the bloc’s geostrategic, socioeconomic, and security and defense
ailments.”® However, the success of the EU’s EDT strategies hinges largely on how well they
can align with or influence global initiatives.?®* Influence in global tech governance is not
just about diplomacy: It is also about economic power, policy frameworks, statecraft, and
strategic leverage. The United States and China exert substantial influence not only because
of their diplomatic efforts but also because they possess dominant tech companies and
cutting-edge innovations.

To gain comparable leverage, the EU must foster its own technological power. EDTs are
elements of geopolitical power in international relations and an arena of intense trade and
tech rivalry between the United States and China. Both the coronavirus pandemic and
Russia’s 2022 invasion of Ukraine have exposed a range of critical vulnerabilities in Europe,
from the security of supply chains—in the cases of semiconductors and energy—to defense
capabilities.”® Such vulnerabilities have also shown that policy framings for technological
innovation are pivotal for addressing gaps and securing Europe’s strategic autonomy and
economic competitiveness.

The EU’s preferred approach has been to elevate the role of science and technology within
the union’s policy frameworks.?*® Such frameworks are key not only for the EU’s strategic
autonomy and sovereignty but also for the bloc’s values-based, responsible approach to
desirable and future innovation. These framings and the strategies mobilized to enact them
tell an important story about the way the EU sees itself as a technological actor as well as
the notion of European technological power, which helps construct the EU’s technopolitical
identity. For instance, aspirations of technological sovereignty play an important role in

the EU’s research, innovation, and regulatory initiatives, including in key technological

domains, such as semiconductors, Al, and quantum technologies.?®”
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The EU has embraced several policy frameworks for technological progress that have
become commonplace in the EU’s governance of the innovation-society-security nexus.
These overlapping framings consist of mission-oriented innovation, responsible research and
innovation, strategic foresight and anticipatory innovation governance, and technological
sovereignty and economic security. They play crucial roles in shaping issue definitions, goals,
and governance processes across the EU. An exploration of these cross-cutting frameworks
reveals their influence on the EU’s unique approach to technological innovation. This
highlights the need for more supranational solutions to nurture and safeguard a competitive,
sovereign, and innovative industrial and technological base in Europe in both the civilian
and the military domain.

Yet, when it comes to critical technological domains, there is a clear capabilities-expecta-
tions gap—a concept first introduced by political scientist Christopher Hill in 1993—that
highlights the tension between the EU’s collective aspirations and its innovation capacities.?*
While the EU articulates ambitious policy goals, the reality of implementation often falls
short because of resource constraints, bureaucratic hurdles, regulatory complexities, a frag-
mented innovation ecosystem, and fierce global competition. Effective policy framings can
help bridge this divide by aligning expectations with achievable capabilities to foster a more
coherent and realistic approach to technological innovation.

Mission-Oriented Policy Innovation

The EU’s approach to innovation hinges on mission-oriented policies designed to address
complex challenges. These missions entail ambitious, measurable, and time-bound targets
with a market-shaping approach that requires the active involvement of the public sector.
Mission-oriented policies, or governing missions, cover a wide spectrum of technological,
social, and organizational solutions to respond to societal challenges, drive sustainable
growth, and improve well-being.”® For instance, the commission’s 2030 Digital Compass

is a prominent mission that envisages Europe’s digital transformation by 2030.° It outlines
digital principles, multicountry projects, legislative frameworks, and monitoring of progress.

Thus, mission-oriented policies redefine the role of public policy by moving beyond fixing
market failures to actively shaping markets and channeling investment toward long-term solu-
tions to complex innovation challenges. For example, in the case of EU Framework Programs
for Research and Innovation, such as Horizon Europe, this approach helps steer top-down
investments toward tackling innovation challenges in a focused, problem-solving manner.*”!

While mission-oriented policies showcase the EU’s ambition to govern complex societal
challenges through innovation, they may face significant hurdles in the realm of EDTs.

The inherently dynamic and unpredictable nature of these technologies poses challenges to
setting clear, measurable targets with predetermined time frames. One example is the impact
of GenAl, which has been propelled to the forefront of the Fourth Industrial Revolution and
ranks among today’s most rapid and transformative innovations. Comparable in significance
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to the steam engines of the Industrial Revolution, GenAl is set to revolutionize global value
chains across sectors, from creation to production to distribution. Its unparalleled speed
and accessibility have profound implications—Dboth positive and negative—for societies and
industries worldwide. Alongside opportunities, policymakers must grapple with inherent
risks, ethical questions, and societal concerns. Unlike traditional sectors, such as energy or
transportation, where goals can be more easily defined, emerging technologies like GenAl
evolve rapidly, making it difficult to establish long-term objectives.

Moreover, the effectiveness of mission-oriented policies relies heavily on active public-sec-
tor involvement and market shaping, which may not align well with the fast and often
market-driven nature of new and emerging technologies. These sectors are dominated by

the oligopolies of corporate tech giants that increasingly control everything from critical
infrastructure to compute power and from big data to human talent. The sectors also often
require flexible approaches to accommodate rapid technological advancements and changing
market dynamics, which may not be conducive to rigid, top-down policy frameworks.

Finally, the complexity of EDTs calls for interdisciplinary, multistakeholder collaboration
and cross-sectoral partnerships, which may be challenging to coordinate in the confines of
more dirigiste mission-oriented policies. As such, while these policies may offer a valuable
framework for addressing certain innovation challenges, they may prove less effective in
navigating the uncertainties and complexities intrinsic to EDTs.

Responsible Research and Innovation

The concept of responsible research and innovation (RRI) prioritizes values, ethics, and

norms in science and technology.*

RRI aims to mitigate risks associated with new and
disruptive technologies and champion social fixes to technological innovation. RRI also em-
phasizes democratic values and a market-liberal international order—elements that underpin

the EU’s own commitment to responsible innovation.

For example, Horizon 2020, the EU research and innovation program that preceded Horizon
Europe, made RRI a priority by aligning research with societal needs, promoting multistake-
holder dialogues, and incorporating strategic foresight to address unintended consequences.””
The body of RRI knowledge and practice that is relevant to Horizon Europe thus includes the
RRI elements of the Horizon 2020 guidelines on ethics, gender equality, open access, public
engagement, and science education. Consequently, RRI fosters an ethical research culture and
a human-centric approach that exemplifies the EU’s dedication to responsible technological
development. The EU’s approach to the innovation and governance of trustworthy Al, includ-
ing the flagship regulatory framework of the Al Act, is an example of RRI.

Yet, while RRI offers a commendable framework for addressing the ethical and societal im-

plications of EDTs, it may have limited efficacy in the EU in certain contexts. An RRI-based
approach might even hamper innovation because of its emphasis on ethical considerations
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and societal impacts, which may lead to increased regulatory scrutiny and compliance
requirements. While these measures are intended to safeguard against potential risks and
harms, they may also introduce bureaucratic hurdles and slow the pace of innovation,
particularly in fast-moving fields like AI and quantum technologies.

Moreover, the need for multistakeholder engagement and consensus building in RRI
processes could result in delays and inefficiencies in decisionmaking. Divergent national
interests, regulatory disparities, and cultural differences among EU member states already
complicate efforts to harmonize RRI practices and standards across the bloc. Achieving
consensus among diverse stakeholders with varying interests and perspectives can be time
consuming and may impede timely responses to emerging technological opportunities.

Additionally, the rigid application of RRI principles may stifle experimentation and cre-
ativity by imposing overly prescriptive guidelines and norms on R&D activities. This could
discourage risk taking and the exploration of unconventional ideas. Finally, the EU’s com-
mitment to RRI may inadvertently create a regulatory environment that favors incumbent
players and established industries over disruptive newcomers, deterring innovative start-ups
and small enterprises from entering the market.

Strategic Foresight and Anticipatory Innovation Governance

The EU recognizes the need for strategic foresight, anticipatory policymaking, and resilience
building in the face of evolving geopolitical dynamics and EDTs.?* The union engages in
strategic foresight through several institutions and initiatives with a focus on anticipating
and preparing for future challenges and opportunities. Former European Commission vice
president Maro§ Seféovi¢ was the first-ever European commissioner in charge of strategic
foresight.”” Part of his mission was to lead the EU’s efforts to embed strategic foresight at
the heart of policymaking. The commission’s Secretariat-General and Joint Research Centre
led the implementation of this mandate, and its Strategic Foresight Network ensures long-
term policy coordination among the commission’s directorates-general.

The commission is also building close foresight cooperation and alliances with other EU
institutions via the European Strategy and Policy Analysis System (ESPAS), which promotes
foresight and anticipatory governance. It brings together nine EU institutions and bodies
that are committed to thinking longer term about the challenges and opportunities facing
Europe and, through foresight, to supporting policymakers to make the right policy choices.

While these endeavors aim to anticipate and adapt to future challenges, including EDTs,

the rapid evolution and the emergent nature of disruptive technologies pose formidable
obstacles. Predicting the trajectories of Al or quantum technologies is daunting because of
hype cycles that hinder the development of effective anticipatory policies. Despite established
mechanisms for coordination, translating foresight efforts into actionable policies that can
navigate the uncertainties of EDTs remains a huge task for the EU.
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Technological Sovereignty and Economic Security

In the context of growing geopolitical rivalries and the effects of the COVID-19 pandemic,
the concept of technological sovereignty has emerged as a key policy-framing tool for the
EU. According to the European Innovation Council (EIC), technological sovereignty should
be understood as the avoidance of situations in which the EU relies on a sole third-party
supplier, or a limited number of such suppliers, for technologies that are critical to the EU’s
economic and societal well-being—and, one could add, to the union’s strategic autonomy in
security and defense.”® The EIC suggests that the EU’s technological needs should be eval-
uated against three key questions: Does Europe have the technology required? If not, does
Europe have several suppliers from stable, reliable countries? And if not again, does Europe
have guaranteed access to monopoly or oligopoly suppliers from a single country, often the
United States or China?

The EU’s March 2022 Strategic Compass noted that attaining “technological sovereignty

in some critical technology areas, mitigating strategic dependencies in others, and reducing
the vulnerability of our value chains are critical if we are to meet the challenges of a more
dangerous world and be more resilient.”” Meanwhile, “investing in innovation and making
better use of civilian technology in defence [are] key to enhancing our technological sover-
eignty, reducing strategic dependencies and preserving intellectual property in the EU.”

To complement its efforts to build technological sovereignty, the commission in June 2023
issued a communication on a European Economic Security Strategy. This strategy would
aim to promote European competitiveness, protect the EU from commonly identified
economic security risks, and partner with countries that share Europeans’ concerns on
economic security.*”® The communication focused on “minimising risks arising from certain
economic flows in the context of increased geopolitical tensions and accelerated technolog-
ical shifts, while preserving maximum levels of economic openness and dynamism.” The
communication further emphasized critical dual-use technologies in the context of risk
assessments, export regimes, and strategic R&D and innovation. The words “dual use”
appeared no fewer than fourteen times in the fourteen-page document, mostly in terms of
technological security.

Following the communication, the commission in October 2023 adopted a recommendation
on critical technology areas for the EU’s economic security that should undergo further risk
assessment with the member states.?”® Of the ten areas, the recommendation identified four
that it considered highly likely to present the most sensitive and immediate risks to techno-
logical security: advanced semiconductors, Al, quantum technologies, and biotechnologies.
These areas were selected on the basis of the technologies’ enabling and transformative
nature; the technologies’ risk of civil-military fusion—a clear hint at China’s civil-military
fusion strategy—and relevance to both the civilian and the military sector, including the
potential to advance both domains; and the risk of the technologies being used to under-
mine peace and security or violate human rights.
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The communication also proposed new actions to further support EU technological sover-
eignty and the resilience of EU value chains by developing critical technologies through a
Strategic Technologies for Europe Platform (STEP).>*° STEP would rely on the reprogram-
ming of funds under existing EU instruments, with an additional budget of €10 billion ($11
billion). Overall, the platform could leverage up to €160 billion ($177 billion) in investment.
Thus, STEP is meant to direct funding to strategic projects that support the development
and manufacture of deep, digital, and clean technologies and biotech as well as the strength-
ening of their value chains to meet the challenges of the twin green and digital transitions.
This approach would help the EU limit or prevent strategic dependencies.

Nevertheless, challenges persist in translating rhetoric into tangible outcomes. The EU’s policy
framings of technological sovereignty and, more recently, economic security guide the union’s
governance processes and shape issue definitions in the case of EDTs. Yet, the efficacy of these
framings hinges on their effective implementation, market integration, and alignment with
evolving global dynamics. Thus, while technological sovereignty features prominently as a
thetorical device in the context of key EDTs, its true test lies in the EU’s ability to realize its
vision through concrete actions and sustained collaboration across the bloc. Only by fostering
a favorable environment for innovation, collective action, and supranational solutions can the
EU strengthen its position as a global technological powerhouse in EDTs.

The State of Play in Key Emerging and Disruptive Technologies

Given recent seismic events in Europe and across the globe, the EU needs a robust techno-
logical dimension more than ever. Yet, to make this a reality, the EU must contend with
major gaps between its own standing and those of the United States and China. In terms of
its share of global business R&D expenditure, the EU is surpassed by other players when it
comes to technological innovation, particularly advanced digital technologies.*” Among the
leading companies in software and computer services in 2020, EU firms represented only 7
percent of worldwide R&D spending, compared with 71 percent for the U.S. firms and 15
percent for Chinese ones. Similarly, the EU accounted for just 12 percent of R&D expendi-
ture among leading companies that produce technology hardware and electronic equipment,
against 40 percent for the United States and 19 percent for China.

More worrying data were presented in a 2022 commission communication on strategic
foresight and the green and digital transitions.*> The commission warned that control over
technology is an increasingly crucial geopolitical battleground and that the EU is losing the
investment race in quantum computing, fifth-generation (5G) technology, Al, and biotech,
limiting the bloc’s capacities in these areas. Citing figures from a 2022 McKinsey Global
Institute report, the communication further painted a bleak picture regarding investment:
In quantum computing, 50 percent of the top companies were in the United States, 40
percent in China, and none in the EU. In 5G, China captured nearly 60 percent of external
funding, the United States 27 percent, and Europe 11 percent. In Al, the United States
took 40 percent of external funding, while Europe lagged behind with 12 percent, and Asia
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(including China) took 32 percent. And in biotech, the United States spent $260 billion in
2018-2020, Europe $42 billion, and China $19 billion.**

The commission’s communication did not mention EU R&D funding programs as a solu-
tion to this situation but instead proposed deepening banking and capital market integration
in the EU to allow more private investment. The communication also reflected an EU-level
shift toward prioritizing scientific links and a proactive research and innovation agenda with
like-minded democracies and partners.

The technological innovation policies of the EU’s adversaries and allies may converge or di-
verge with the union’s own cross-cutting policy framings. Understanding how these policies
impact the power dynamics of an increasingly fragmented and insecure international system
is important, especially when EDTs become instruments of power projection and strategic
competition. This is why EDTs—from Al systems and big data to quantum computing,
autonomous robotics, cyber capabilities, and semiconductors—have become central to the
EU’s science, technology, and security agendas.

These and other EDTs present both risks and opportunities in terms of their responsible
governance, their broader impact on economic security, and their increasing weaponization
for military purposes. Unsurprisingly, the commission’s 2022 communication urged the EU
to increase R&D spending, leverage private and public long-term investment in research and
innovation across critical technologies and sectors, and, importantly, deepen the civil-mili-

tary synergies between technologies, human capital, and infrastructure.’*

In terms of these synergies, the commission’s 2021 Action Plan on Synergies called on
Europe to enhance its technological edge and support its industrial base.*”® This action plan
was designed to reinforce European innovation by exploring and exploiting the disruptive
potential of technologies at the interface between defense, space, and civilian uses, such as
cloud computing, processors, cyber, quantum technologies, and Al. The action plan also
crystallized the commission’s role as a policy entrepreneur that is charting a new approach to
dual-use critical technological domains.

Recognizing the pervasiveness of EDTs across civilian, defense, and space industries, the
action plan called for the creation of new opportunities for synergies among various EU pro-
grams and instruments. In other words, it urged the EU to connect the dots between civilian
programs like Horizon Europe and defense initiatives like the EDF in a more structured way
at both the EU and the regional level, including through national co-funding of EU proj-
ects to multiply these programs’ expected positive effects.’*® The EDF regulation envisages
that up to 8 percent of the fund’s budget may be used to support disruptive technologies,
promote the participation of nontraditional defense players, and attract start-ups to defense

projects through open calls or prizes for innovative defense applications.>””

The term “technological sovereignty” appears seven times in the Action Plan on Synergies,
especially in relation to the EU’s industrial strategy and alliances, market competitiveness,
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critical raw materials and technologies, and the security of supply chains and infrastruc-

3% In the context of the action plan, critical technologies are defined as those that are

ture.
relevant across the defense, space, and related civilian industries and contribute to Europe’s
technological sovereignty by reducing risks of overdependence on others for the things the

bloc needs the most. Three such critical technological domains are worth exploring further:

semiconductors, Al, and quantum technologies.

Semiconductors

Semiconductors are strategic assets for key industrial value chains. The EU’s Digital Decade
program for the years leading to 2030 focuses on emerging markets for the chip industry,
such as highly automated and electric vehicles, edge and cloud computing, the Internet of
Things, connectivity, space, defense, and quantum computing.’” To prepare for, anticipate,
and swiftly respond to future supply chain disruptions in these technological domains, the
commission in February 2022 unveiled a proposal for a European Chips Act that would
entail more than €43 billion ($48 billion) of public and private investment until 2030.°"° By
way of reference, new semiconductor foundries—the factories where silicon wafers are man-
ufactured—take years to build; an entry-level foundry can cost about $15 billion, whereas
more advanced ones cost over $20 billion each.’" The goal of the European Chips Act,
which was passed in September 2023, is for the EU to account for 20 percent of the global
market share of chip production by 2030 as a precondition for Europe’s competitiveness and
as a matter of technological sovereignty and security.

Yet, looking at the semiconductor value chain as a whole, the EU ranks as a second-rate
player with marginal capabilities in design and manufacturing, on the one hand, but as a
leader in the field of automotive chips, on the other, with certain member states controlling
some crucial choke points. For instance, the most important producer of manufacturing
equipment used in foundries is the Dutch company ASML, while Belgium’s IMEC is con-
sidered one of the most important research institutes when it comes to high-end design.*'?
No one country or region can be fully independent or sovereign in semiconductor supply—

not even those that currently dominate the global market.

Also of note is the fact that semiconductors are dual use and play a crucial role in high-tech
warfare, not only with regard to cutting-edge technologies and applications such as Al,
cybersecurity, and hypersonic guidance systems, but also for more mundane applications, such
as sensors and communications. While the security and defense sectors rely heavily on off-
the-shelf and commercially available semiconductors, there are also specific requirements and
military-grade criteria for reliable, high-performance microchips with higher durability, heat
tolerance, and even radiation tolerance. European defense contractors have regularly prioritized

partnerships with Asian manufacturers like TSMC and Samsung over EU-based firms.*?
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Artificial Intelligence

In recent years, the commission and the member states have joined forces to make the EU

a world-class hub for Al while ensuring that the technology is responsible, human-centric,
trustworthy, and grounded in European values and fundamental rights. This ambitious
objective translates into a European approach to excellence and trust based on concrete rules
and actions, such as the commission’s 2021 Al package. This package included a communit
cation on fostering a European approach to Al; a review of the EU’s Coordinated Plan on Al
together with the member states; and the Al Act, the first-ever attempt to enact a horizontal,
risk-based regulation of Al systems in use.’™* With the act, the commission also put forward
the first-ever legal framework on Al, which addresses the risks of these technologies and
positions Europe to play a leading norms-setting role globally.

The act, which was adopted by the European Parliament in March 2024, categorizes the
risks of Al into four levels: unacceptable, high, limited, and minimal.*"> Governments and
companies that use Al tools will have different obligations depending on the risk level of the
technology involved. The act also includes new rules on the use of facial recognition, biomet-

ric surveillance, and other Al applications like GenAl, such as ChatGPT.*'

Military uses of Al are not within the scope of the act. Yet, civilian-oriented regulatory
frameworks like the act can be important sources of inspiration for the military sector. Given
the dual-use nature of Al systems, the EU and its member states should further explore how
the norms, regulations, and technical principles proposed for the civilian sector, such as the
act’s risk-based approach, could be translated to security and defense contexts.’’” However,

in the global race for AI dominance, the EU faces challenges in establishing an international
gold standard for Al regulation and preserving its technological advantage. While certain
aspects of the act may hold significant sway over global markets, the EU’s efforts alone will
not be enough, especially given the increasingly fragmented and competitive regulatory
regime complex across the globe.

The commission and the member states have also agreed to boost excellence in Al by joining
forces on policies and investments. The 2021 review of the Coordinated Plan on Al outlined
a vision to accelerate the EU’s priorities, align these with the current European and global Al
landscape, and bring the EU’s Al strategy into action.’’® Expanding resources and managing
investments are critical steps to preserve a homegrown technological edge in this strategic
domain. Through the Horizon Europe and Digital Europe programs, the commission plans
to invest €1 billion ($1.1 billion) a year in AI1.>" This will mobilize additional investment
from the private sector and the member states to reach an annual investment volume of €20
billion ($22 billion) over the course of the digital decade.

As for Al innovation, current indications suggest that the EU may struggle to pursue tech-
nological sovereignty and assert global leadership in the Al sphere because of Europe’s lack
of major high-tech corporations and limited investment in this field. On the latter, the EU
is falling behind the United States, which leads the world in terms of private Al investment,
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and China.** In 2022, the United States invested $47.4 billion in Al roughly 3.5 times the
amount invested by the next country, China, with $13.4 billion. The United States also contin-
ues to lead in terms of the number of newly funded Al companies, with almost twice as many
as the EU and the United Kingdom combined, and 3.4 times more than China. Thus, in a
trend that goes back a decade, the United States continues to outpace both Europe and China.

In an effort to boost innovation, in January 2024 the commission unveiled a set of initia-
tives aimed at bolstering European start-ups and small and medium-sized enterprises in
cultivating responsible Al technologies that adhere to EU values and regulations. Backed by
financial support from the commission totaling approximately €4 billion ($4.4 billion) until
2027 via the Horizon Europe and Digital Europe programs, these efforts aim specifically to
stimulate public and private investment in GenAlI.*>*! Furthermore, accompanying measures
seek to enhance the EU’s GenAl talent pool through educational and reskilling activities
and faster development and deployment of Common European Data Spaces.

Quantum Technologies

To achieve technological sovereignty, the EU also aims to harness the transformative power
of quantum technologies by developing a solid scientific, industrial, and technological base
across Europe.?” Not only are these technologies radically disruptive, but their implications
are also inherently different from those of technologies based on classical mechanics, since
they follow the laws of quantum mechanics, which describe physical systems in terms of
probabilities rather than definite properties. Global investment by start-ups in quantum
technologies reached a record high of $2.4 billion in 2022, indicating investor confidence in
the technologies’ commercial potential.*® In the same year, the global quantum computing
market was estimated to be worth $10.1 billion.*** Because of the enormous expenditure by
governments and companies, the global market for quantum computing is booming and is
predicted to hit around $125 billion by 2030.3*

In the EU, the fear is that without coordinated research and funding efforts at the European
level, bolstered by the bloc’s tradition of excellence in quantum research, Europe risks falling
behind its global competitors.** Indeed, in the race to commercialize quantum computing,
Europe trails the United States and China, partly because of its considerably weaker coor-
dination among research, start-ups, venture capital, and leading industries.’”” Among the
key EU initiatives in this area, the commission in 2016 launched the Quantum Flagship
Program with a budget of €1 billion ($1.1 billion) to accelerate the development of quantum
technologies across the union.””® The program engages with four main areas: computing,
simulation, communications, and metrology and sensing. The EU recognizes the dual-use
potential of these technologies while emphasizing the need for strong ethical and security
safeguards.

The next phase of the Quantum Flagship Program, funded under Horizon Europe, aims
to consolidate and expand European research leadership in quantum technologies and bring
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research results closer to industrial exploitation.” The Digital Europe program will provide
additional funding to develop and reinforce the bloc’s strategic digital capacities in quan-
tum technologies.”” This funding builds on the 2017 European Quantum Technologies
Roadmap, which outlined the steps needed to advance the development of quantum tech-

nologies in Europe and emphasized the need for collaborative multistakeholder engagement.®

In terms of civil-military synergies, quantum technologies are dual use and, as such, of great
interest to militaries. Many of the technologies being developed in the private sector, such as
sensors and communication systems, have direct military applications, like detecting stealth
aircraft and providing secure communications. However, keeping a tempered eye on re-
search, innovation, and the hype surrounding applications is equally important, particularly
from a security and defense policy perspective.

Importantly, despite significant EU public funding for quantum technologies, the EU
continues to lag behind its major global competitors, such as the United States, in terms of
private investment in the sector. The commission’s 2023 Report on the State of the Digital
Decade underscored the need to nurture start-ups in the nascent quantum ecosystem, both
by addressing technological requirements and by enabling the scaling up of projects.** The
report emphasized ongoing efforts to establish a federated quantum infrastructure across
the EU aimed at fostering a secure and interconnected quantum landscape.®*® This strategic
direction highlights the EU’s ambition to leverage quantum technologies as a cornerstone of
its digital agenda and technological sovereignty.

Conclusion

Despite the EU’s ambitious rhetoric, realizing technological sovereignty remains a distant
goal for the union. Fragmentation, innovation deficits, global competition, and infrastruce
ture gaps pose formidable obstacles. To balance technological autonomy and openness, the
EU must ensure that its strategies enhance rather than hinder its integration into the global
tech and digital economies. Indeed, the EU’s emphasis on technological sovereignty and the
creation of an independent digital sphere could inadvertently contribute to fragmentation

if it leads to the development of parallel systems that are incompatible with those of other
regions.

That is why the EU’s EDT strategies are a double-edged sword: They can both drive global
tech standards and contribute to economic fragmentation. The external impacts of these
strategies are complex and influenced by the EU’s regulatory and normative stance as well

as the bloc’s interactions with other major players. The key challenge lies in balancing the
pursuit of technological sovereignty—whatever this term entails—with the need for interna-
tional cooperation. Through strategic multilateralism and diplomatic engagement, the EU
can mitigate tensions and promote a more collaborative global digital framework, preventing
the dystopian scenario of being caught between competing technological blocs.

Rosa Balfour and Sinan Ulgen, editors | 85



Moreover, given intense global competition and shifting geopolitics, ensuring the EU’s
global agency in EDTs is crucial but far from assured. This priority requires high-level
political attention across the bloc, especially as geopolitical conflicts increasingly shape

tech policies. EDTs are now a battleground for power struggles, as they influence politics,
economics, and security. Both democratic and autocratic systems compete through EDTs to
challenge national sovereignty, military power, governance models, and political systems.

To address these challenges, the EU needs proactive measures and effective policy frame-
works that translate rhetoric into practice, shape responsible innovation, set regulatory agen-
das, and uphold democratic governance in EDTs. However, there are also potential tensions
between the EU’s policy goals and its values-based approach to innovation. The EU should
preempt the possible incompatibilities between its policies and values while making the most
of international and European cooperation based on norms and responsible innovation.

Bridging this gap demands political will, substantial investment, innovation capacity, and
strategic planning. Overcoming these challenges requires coordinated EU efforts, visionary
leadership, the creation of European tech champions, and strategic foresight. Failure risks
relegating the EU to the technological sidelines and perpetuating the union’s dependence on
external forces in the digital age.
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1
CHAPTER 8

More Strategic, but Autonomous?

Divergences Limiting EU Economic

Statecraft in Defense

Catherine Hoeffler

The COVID-19 pandemic and the 2022 Russian invasion of Ukraine sparked renewed dis-
cussions of the European Union’s (EU’s) role in a world marked by the return of intensified
great-power competition and geopolitics. Economic and security motives are increasingly
intertwined, as a variety of EU policies testify, such as those on trade, technology, and raw
materials, as well as the 2023 Economic Security Strategy.?*

With its focus on the security motives in economic policies, this shift has received little
attention when it comes to the EU’s role in the defense industry. This is unfortunate, because
the European defense industry is embedded in global markets and affected by geopolitics,
for instance in the competition for semiconductors. In other words, foreign policy may well
be waged through economic policies, but the latter affect defense industries as well.

Moreover, the EU cannot conceive of its power in market terms alone. Global defense
spending rose to an all-time high of $2.4 trillion in 2023, fueled not only by the war in
Ukraine, but also by rising tensions, for example in Asia.’® This state of play raises questions
about whether Europeans are sincere in wishing to step up their security commitments and,
if so, how—Dby relying on foreign sources, including suppliers in the North Atlantic Treaty
Organization (NATO), or by adopting EU-centered protectionist measures.

The EU’s evolving role in defense-industrial regulation reflects the kinds of shifts toward
strategic autonomy and market intervention found in other policy areas. The EU has
developed economic statecraft to move from a market-making approach toward a hands-
on industrial policy in defense. The conflict in Ukraine has empowered pro-EU voices
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who advocate greater autonomy in defense matters, yet internal political rifts persist over
three fundamental questions: how integrated this statecraft should be at the EU level; how
dirigiste economic instruments should be, against the EU’s liberal tradition; and what
political-economic territory this statecraft should privilege—that is, whether the EU should

promote homegrown capacities and firms.*

Economic Statecraft and the EU's Role in Defense

Economic statecraft involves leveraging economic tools to advance foreign policy goals and
safeguard national security in an interconnected global economy.”” It shares with other
conceptual frameworks, such as geoeconomics or weaponized interdependence, a blurring
of the lines between economic and security interests.**® One form that economic statecraft
often takes is industrial policy: Away from market regulation, states have shifted toward
more dirigiste policies that favor economic insiders and promote homegrown industrial pro-
duction. For the EU, this shift has profound implications both for the union’s international
positioning and, internally, for EU polity building and legitimacy.*”

Some may argue that looking at the defense industry through a lens of economic statecraft is
irrelevant, because this business has always enjoyed state protection from market dynamics.
Yet, this view is misleading. State regulation of the defense industry has never been homo-
geneously and efficiently protectionist across the board. This is not to deny the specific legal
frameworks of this industry or the cozy relationships it oftentimes enjoys with governments.
However, there is significant variation in the ways states have regulated the defense industry,
from traditionally protectionist stances, like that of France, to more liberal approaches,

like that of the United Kingdom, where privatization, outsourcing, and reliance on foreign
actors were considered good business. This model has become more widespread since the
1980s.%** Hence, applying economic statecraft to defense is relevant, as states may create new
protectionist measures in this area or strengthen existing ones in a context of heightened
international security risks.

Given this situation, and despite the European defense industry’s connections to state
sovereignty and security interests, the industry has become internationalized and is now em-
bedded in global interdependencies. European defense firms are major global players behind
the United States and China: In a 2022 ranking of one hundred defense companies by the
Stockholm International Peace Research Institute, twenty-six were European. EU firms ac-
counted for 12.9 percent of the total arms revenue of the one hundred firms, and France was
the second-largest arms exporter globally.?*' Conversely, the EU’s defense-industrial chain
depends on foreign firms, whether in terms of the ownership of defense companies, the
nationality of firms that win big contracts, or the presence of non-EU firms in cooperative
armament programs.®** More broadly, defense companies are as vulnerable as those in other
industries to global interdependencies for critical materials and semiconductors.

An economic statecraft lens helps explain changes in the locus and type of economic regu-
lation. Historically, the EU had limited influence on defense and defense-industrial matters.
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Arms production and procurement remained national. When the EU began encroaching

on armament regulation, it did so from a liberal, market-making perspective by focusing on
improving competitiveness and market efficiency. National and EU-level rules on production
and procurement have never stipulated a preference for armaments of EU origin, reflecting
the historical weight of NATO and U.S. equipment in European militaries.

Adopting an economic statecraft perspective on defense involves understanding whether the
EU’s role has evolved along three dimensions: a strengthening and centralization of EU com-
petencies in defense-industrial policy, a shift toward interventionist economic instruments
for foreign policy goals, and a preference for homegrown capacity building by insider firms.

Early Steps: From Market Making to Industrial Policy

The EU’s role in defense production and procurement has long been limited. European states
sourced their armaments mostly through NATO, through bilateral or multilateral programs,
or off the shelf. Within the EU, defense and defense procurement, by extension, remained
national competencies. Cooperation became institutionalized but remained intergovern-
mental, from EU Council working groups in the early 1990s to the 1999 creation of the
European Security and Defense Policy—later the Common Security and Defense Policy
(CSDP)—and the 2004 establishment of the European Defense Agency.

Although the CSDP operates on an intergovernmental basis, the European Commission
gradually expanded its role into defense-industrial regulation by invoking EU competencies
in the single market and competition. Starting with a few publications in the 1990s, the
commission successfully pushed for the 2009 Defense Procurement Directive, which aimed
at standardizing national arms procurement to increase the competitiveness of EU defense
firms. This directive was emblematic of the EU’s overall market-making approach to defense
production and procurement in this period.

In more recent years, the EU has transitioned from this market-making approach to a

more interventionist defense-industrial policy that aims to support the development or
maintenance of European defense- and security-related capabilities. In December 2013, EU
leaders approved the commission’s suggestion to create EU support for military research
and development (R&D). This move paved the way for subsequent EU measures: the Pilot
Project on EU defense research, the European Defense Industrial Development Program,
and the Preparatory Action on Defense Research, which led to the European Defense Fund
(EDF), adopted in 2021.

Overall, these instruments aim to finance military R&D through the EU budget. The EDF
represented a shift in the distribution of competencies between the EU and its member states
in terms of arms production. While the EU did not take away states’ responsibilities, the
EDF, as an instrument of supranational industrial policy, constituted a notable step in the
direction of EU economic statecraft.
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Several factors drove this evolution. Externally, a perception of heightened security risks was
later exacerbated by uncertainties stemming from global geopolitical shifts and the unreli-
ability of the United States as Europe’s security provider in the future. The U.S. presidency
of Donald Trump and Brexit were major factors in the decisions of more Atlanticist-leaning
capitals, such as Amsterdam, Berlin, and Stockholm, to back proposals for more EU cooper-
ation in the field of armaments and more generally defense.>*

Internally, the EU’s shift from market making to industrial policy was also a way for the
commission to expand its mandate. The EU framed its new initiatives as a cost-efficient way
for Europeans to invest in their security amid the fragmentation of European markets. For
instance, the EU’s militaries use—and therefore finance—seventeen different main battle
tanks, against just one for the United States.’** This context provided an impetus for EU-
centered defense initiatives despite persistent divisions among the member states about the
extent of the EU’s involvement and its relationship with NATO.

The EDF can be said to represent a first step of EU economic statecraft in defense—and one
that is comparable with similar steps taken in other industrial domains. Three characteristics
justify such a view. First, in terms of governance, while the EDF only supports member
states’ efforts, it represents a new EU competency and a foot in the door for the commis-
sion, which became empowered in later stages. Second, the fund’s creation resulted from a
growing consensus among Europeans, even Atlanticist ones, to collectively address rising
uncertainties about their reliance on foreign—including U.S.—military capacities. Third,
the EDF marks a shift from market-making to more dirigiste and protectionist measures,
since it aims to direct industrial activity toward politically desirable, security-motivated ends
by giving preference to firms that produce homegrown, European industrial capacities.

At the same time, the EDF has faced criticism for its limitations. The fund focuses on
military R&D rather than on comprehensive defense capabilities, reflecting member states’
reluctance to cede substantial sovereignty over defense procurement. National capitals
rebuffed initial proposals for EU ownership of dual-use military equipment in favor of a
more cautious approach that focused on R&D funding. And the EDF’s €8 billion ($9 bil-
lion) budget for 2021-2027 is nowhere close to anything that resembles a standalone R&D
budget.’” That said, it is important to put the EDF into context. Despite the hype around
the fund, at the time of its creation, the overall dynamic was one of decreasing, not increas-
ing, cooperation in arms production: Cooperative armament programs accounted for €4.1
billion ($4.5 billion) in 2020, down from €6.3 billion ($6.9 billion) in 2008.%%¢ This picture
led many observers to be skeptical of the EDF’s capacity to change states’ behavior.

Russia's Invasion of Ukraine: Disagreements Despite the War

The 2022 Russian invasion of Ukraine highlighted the need for Europe to reinvest in
military capabilities and brought the risks of high-intensity war to the fore. European leaders
discussed enhancing defense capabilities at their March 2022 summit in Versailles. The EU’s
subsequent Strategic Compass aimed to boost the union’s strategic autonomy by securing
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defense supply chains and technologies. Speaking in early 2024, European Commission
President Ursula von der Leyen emphasized the link between the needs of war and eco-
nomic statecraft: “Europe should strive to develop and manufacture the next generation of
battle-winning operational capabilities . . . That means turbocharging our defense industrial
capacity in the next five years. At the heart of this must be a simple principle: Europe must

spend more, spend better, spend European.”*%

The EU has since launched numerous defense-industrial policy initiatives to ramp up its mil-
itary capabilities by focusing on directing public spending to EU firms and improving access
to private capital. However, despite the urgency driven by the war in Ukraine, member states
still disagree over the extent to which they should strengthen and centralize EU competen-
cies, move toward more dirigiste economic strategies, and prioritize EU economic actors over
foreign ones.

Subsidizing Arms Production and Procurement

The EU has introduced specific defense-industrial policy instruments to subsidize joint arms
production and procurement. In July 2022, the commission proposed the European Defense
Industry Reinforcement Through Common Procurement Act (EDIRPA) to support joint
military capacity building by addressing the depletion of national stocks and the lack of
European military capabilities that the war had revealed. This initiative aimed to replenish
stocks in a cost-efficient way and support Europe’s defense-industrial base by increasing
investment. In contrast to the EDF’s focus on R&D, the proposed act marked a significant
shift toward EU involvement in the acquisition process.

To bolster EU firms’ production capacity, the commission then introduced the Act in
Support of Ammunition Production (ASAP) in April 2023 to enable common ammunition
production, arms transfers to Ukraine, and the replenishment of stocks. The act supported
the member states” three-track approach, approved the previous month, of short-term help
for Ukraine, medium-term stock replenishment, and a long-term EU military buildup.

The EDIRPA proposal outlined a long-term defense-industrial strategy, which was con-
firmed by von der Leyen in her 2023 State of the Union address. In March 2024, the
commission duly revealed the European Defense Industrial Strategy (EDIS) and the
European Defense Investment Program (EDIP) to sustain the EU’s defense- and technolog-
ical-industrial bases. EDIS aims to enhance EU military readiness by promoting European-
built military capacities until 2035, counteracting the trend toward non-EU suppliers. The
strategy’s goal is for member states to procure at least 50 percent of their defense investment
from within the EU by 2030 and 60 percent by 2035.3%

To achieve this goal, EDIS incentivizes cooperative programs through various economic
tools: reinforcing the institutional links between EU instruments with a bonus system,
expanding EU budget coverage for common costs, creating an administrative carrier

for collaborative programs, and promoting value-added tax (VAT) exemptions for joint
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procurement through the EU Structure for European Armament Program. EDIP, mean-
while, supports industrial production both in the buildup phase and through so-called
ever-warm facilities that ensure readily available production capacity during crises.

Financing Rearmament

These new industrial policy instruments require massive investment. EU leaders have
discussed various ways to go about this, from incentivizing public spending to improving
access to private capital.

One approach is for the EU to provide financial incentives for member states to spend more
on collaborative defense projects. An example of such incentives lies in recent reforms to the
EU’s Stability and Growth Pact, which seeks to regulate member states’ finances and coor-
dinate their fiscal policies. Southern EU countries, like France and Italy, have long sought
exemptions from EU fiscal rules for defense spending, but have faced opposition from frugal
Northern member states like Germany and the Netherlands. The war in Ukraine reignited
this debate, with Central and Eastern EU members advocating changes to the pact’s rules.
In November 2022, the commission made defense investment a strategic priority, and by
December 2023, the member states had reached a compromise that permitted some addi-
tional flexibility for defense-related deficits.

The commission has also tried to promote the creation of EU-level funds. In 2022, it proposed
a European Sovereignty Fund to support homegrown industrial production. By 2023, this idea
had evolved into the more modest Strategic Technologies for Europe Platform (STEP), which
could add €1.5 billion ($1.7 billion) to the EDF or to another defense-industrial policy instru-
ment.** European Commissioner for Internal Market and Services Thierry Breton has also
advocated a new €100 billion ($110 billion) EU defense fund to support EDIS.>°

In this context, the issue of EU defense bonds has resurfaced. Member states such as France
had toyed with this idea in the past, and the commission had suggested the creation of

such bonds to finance its EDF proposal in early 2017. Although not included in the final
declaration of the EU’s Versailles summit, the concept gained traction in 2023, when it

was supported by Kaja Kallas, the EU’s incoming foreign policy chief. Outgoing European
Council President Charles Michel endorsed EU defense bonds in November 2023. By spring
2024, these calls had been backed by EU governments such as those of Belgium and Poland,
while others, like those of the Czech Republic and Finland, were open to discussions of the
idea. The creation of EU defense bonds is unlikely in the near future given Germany’s strong
objections.”' But the fact that such a project has gained salience and that many member
states see collective defense as a legitimate motive for it testifies to the logic of increased
economic statecraft in European defense.

Finally, the EU has launched new initiatives that aim to improve defense firms’ access to pri-

vate capital, which had been an important issue for businesses long before the war. The rise
of sustainable finance and the EU’s 2020 environmental taxonomy have made access to bank
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loans and investors more difficult for firms involved in defense-related activities. Investors
like the Norwegian pension group KLP have divested from the sector. According to EU
business representatives, environmental, social, and governance (ESG) lending and investing
presents a fundamental risk, as it widens the gap with these businesses’ U.S. counterparts,
which enjoy better access to capital.

To address this, many governments—those of the Czech Republic, Finland, France, and Italy,
among others—and the commission have urged the European Investment Bank (EIB) to

get more involved in financing European rearmament. This idea is not new, but the EIB had
historically opposed such a move. Since 2022, the bank has moved into financing dual-use
projects, whose expected profits will derive mostly from their civilian uses. In January 2024,
the commission’s Directorate-General for Defense Industry and Space and the European
Investment Fund established the Defense Equity Facility, a €175 million ($192 million) initia-
tive that aims to attract private investment and reach €500 million ($551 million) in funding.

This initiative is supposed to stimulate private investment in defense innovation.*

Countries like Germany and the Netherlands were previously hesitant to risk the EIB’s
credibility, but they now support this shift in policy as long as the bank’s risk profile and
ESG performance remain intact. This change in mindset reflects the increased urgency of
bolstering the EU’s defense capabilities amid the ongoing conflict in Ukraine. Under much
pressure, the bank has been more open to reconsidering its stance since the start of the war,
although it remains cautious at the time of writing. The bank’s president, Nadia Calvifio,
in April 2024 presented a new Security and Defense Industry Action Plan, which loosened
dual-use rules to allow more security and defense firms to enjoy EIB support.’™

The Enduring Limits of EU Economic Statecraft in Defense

While these initiatives illustrate the EU’s ongoing shift toward economic statecraft in
defense, they also highlight why this turn is not yet complete. Europeans disagree on three
major questions: Who should steer EU rearmament, with what kind of industrial policy, and
for whose benefit?

First, EU member states remain cautious about ceding control over defense matters, includ-
ing financing, to the union, preferring to limit centralization and maintain their national
prerogatives in defense and defense-industrial strategy. The commission’s proposals for
increased centralization of arms production and procurement have been met with opposition
from state and industry representatives, who view the plans as a power grab.>* Defense
remains a national responsibility, as emphasized by German Chancellor Olaf Scholz in June
2024, when he overtly opposed extensive EU financing for defense.’

The budgets of EU defense programs like the EDF remain low, and while initiatives such as
the EDF and EDIRPA mark initial steps toward more centralized EU defense, substantial
financial commitments from the member states for EDIS and cooperative procurement
remain uncertain. The project of a European Sovereignty Fund, floated by von der Leyen in
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2022, persists, but concrete initiatives are more limited. Breton’s ambitious plan for a €100
billion defense fund also faces skepticism. Overall, the likelihood of a transformative EU
fund for European industries is doubtful. Additionally, debates in spring 2024 on the EU’s
proposed capital markets union revealed opposition to further EU centralization, particular-
ly from smaller countries, like Ireland and Sweden.?>

Second, member states are divided on how much they want the EU to deviate from its lib-
eral role and take on more protectionist and dirigiste economic instruments. Governments
have agreed to subsidize defense, but uncertainties remain as to how to proceed more
concretely. During negotiations on ASAP and more recent discussions of EDIS and EDIP,
member states expressed skepticism about dirigiste instruments. A proposal to emulate the
U.S. Defense Production Act by allowing the EU to repurpose production lines in crises
remains contentious.

Disagreements extend to the various options for financing European rearmament. Initial
support for increased defense spending has waned, with some countries, like France and
Germany, returning to austerity measures. The German national budget unveiled in July
2024 illustrated a return to orthodox liberal thinking on debt reduction, which sacrifices
other priorities. This highlights enduring tensions between fiscally conservative states and
those that advocate higher spending. Likewise, the EU’s December 2023 reform of its
Stability and Growth Pact testifies to the strength of fiscal orthodoxy, as the revised pact
keeps its numerical targets and main procedures.

Member states also disagree on issuing common debt for defense spending. Germany, in
particular its liberal Free Democratic Party, remains strongly opposed to this approach,
viewing Next Generation EU—the union’s economic recovery fund in the wake of the
COVID-19 pandemic—as an exception rather than a precedent. A frugal coalition that
includes Austria, Denmark, and the Netherlands resists new EU debt, fearing it would shift
power toward the EU. Discussions among European leaders in spring 2024 failed to reach
a consensus on this issue.*” Former Dutch prime minister Mark Rutte and allies argued
against the issuance of common debt, emphasizing the need to retain national fiscal sover-
eignty. How the fiscally conservative coalition will respond to future demands for increased
EU involvement in defense funding remains uncertain. This ongoing debate demonstrates
that behind the rally-around-the-flag effect of the war in Ukraine, political economic
traditions persist even in the current context of heightened security risks.

Third, EU leaders remain divided over various “Buy European” measures in defense. This

is likely the most contentious issue, as the commission’s attempts to promote EU industry

is at odds with its long-standing liberal approach and most member states’ Atlanticist or
neutral preferences. The core debate is whether EU subsidies should be restricted to EU firms
or extended to the union’s friends—that is, U.S. companies. Resistance to prioritizing EU
firms, even in long-term industrial strategies, has been evident despite ongoing conflicts.

EDIRPA, proposed in July 2022 as an emergency measure to replenish Europe’s arma-
ments stocks and boost its military capabilities, exemplifies these disagreements. Lengthy
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negotiations delayed the act’s adoption until September 2023, primarily because of disputes
over the principle of economic preference for EU firms. Initially, discussions leaned toward a
liberal approach, allowing EDIRPA funds to be used to purchase U.S. equipment. However,
the final version of the act imposed stricter conditions and permitted such exceptions only in
specific circumstances. The European Parliament initially resisted EU preference, citing the
inability of the union’s defense industry to meet immediate military needs.

The compromise reached requires at least 65 percent of the value of a finished product

to originate in the EU, Iceland, Liechtenstein, or Norway.”>® Additionally, EDIRPA, like
the EDF, ensures that no third parties can restrict the export or use of EDIRPA-financed
products. Exceptions for urgent defense products are allowed, provided that states seek
autonomous long-term solutions or the acquisition occurred before Russia’s 2022 invasion.
Under the European Peace Facility, an EU financing instrument to support military and
defense actions, French President Emmanuel Macron also conceded to non-EU purchases.

Similar disputes delayed the publication of EDIS until March 2024. While many govern-
ments now support the EU defense-industrial base, they are still reluctant to promote a
clear EU preference. Overall, the prospects for a true “Buy European” policy face significant
obstacles. Since the war started, 78 percent of member states” military acquisitions have
been from non-EU sources, predominantly the United States, which accounts for 80 percent
of this share.”” Projects like the German-led European Sky Shield Initiative and the high
number of countries that have acquired U.S. F-35 combat aircraft show a preference for
NATO frameworks over EU ones. Reversing this trend would require a fundamental shift
from the alliance to the union as a credible entity for defense investment and procurement.
This appears unlikely given NATO’s centrality in the current geopolitical context, the
resurgence of budgetary constraints, and enduring distrust of the European Commission in
defense matters.

Conclusions: A Glass Half Empty or Half Full?

The war in Ukraine has had a mixed impact on the development of EU economic statecraft
in defense. The commission has leveraged the crisis to advance policy proposals aimed at
greater centralization, stronger economic dirigisme, and a preference for EU firms. However,
despite initial hopes that the crisis might enhance regional integration, long-standing resis-
tance from the EU member states has persisted, if not intensified, on three core dimensions
of economic statecraft. First, member states still resist further centralization of EU compe-
tencies, preferring to keep control of procurement, production, and financing. Second, there
is no consensus among Europeans on the extent and forms of EU economic dirigisme in
Europe’s rearmament and its financing. And third, Europeans still disagree over how open
EU subsidies should be to foreign—mostly American—suppliers.

However, despite the current limitations of EU economic statecraft in defense, it would be

foolish to discard its development outright. The union’s current defense-industrial policy in-
struments definitively privilege EU-centered defense initiatives over a free-market approach.
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As very often in EU politics, these instruments will pull their full weight only in a few years’
time, so the jury is still out.

Is this evolution different from what is happening in other industrial sectors? A major differ-
ence is that unlike economic policies, the EU’s defense-industrial policy rests on a competen-
cy that is limited and contested on political, legal, and normative grounds. As illustrated by
the European preference for U.S. equipment and by political statements like Scholz’s in June
2024, there are disagreements about whether the EU is the right arena for defense-industrial
cooperation, whether the union’s treaties even allow for such a role, and whether rearmament
is what the EU should be about. But in more ways than is usually acknowledged, this situa-
tion is comparable with that in other sectors. The central questions are how open the EU can
afford to remain and how open it wishes to be. As in other industrial sectors, the incoming
commission will need to craft a consensus among the member states, which diverge on how
to respond to U.S. and Chinese moves.

Similarly, a key determinant of the EU’s approach to defense-industrial policy lies beyond
the union’s control: U.S. politics, with its impact on the future of the Atlantic alliance. The
uncertainty of the U.S. commitment to European security, especially amid rising tensions
in Asia, has revived the concept of a European pillar in NATO. If U.S. politics exacerbates
European fears, the internal balance in Europe may shift toward more EU-centric defense
statecraft, however reluctantly.

In any case, Europeans will have to address challenging questions about the form and scope
of EU economic statecraft in defense. Given both Europe’s concrete dependence on foreign
armaments and its political traditions that privilege foreign—most often, U.S.—equipment,
this is an uphill battle for proponents of more European sovereignty in defense. Divisions
between intergovernmental and supranational approaches to EU statecraft, and between
liberal and protectionist preferences, are expected, especially given the rise of nationalist
political parties in many member states. These parties often hold anti-Brussels views and, in
some cases, pro-Russia sympathies, potentially hindering major institutional and financial
innovations in EU defense policy.

As in the post-Brexit dynamics, some EU leaders and the commission have used calls for

more EU defense integration to foster a rally-around-the-flag effect. While this strategy is
understandable, it must be employed cautiously. Many policymakers, including Macron and
the EU’s foreign policy chief, Josep Borrell, have called the war in Ukraine an existential threat
to the EU that demands increased defense investment. However, unchecked supranational
militarization could provoke a backlash from various constituencies, including left-leaning,
socially oriented, militarily nonaligned groups opposed to militarization, on the one hand, and
right-leaning, nationalist, or Atlanticist groups opposed to centralization, on the other.

Such a backlash would constitute a serious blow to the EU’s legitimacy in general and to
the commission’s ambitions in particular.’*® Given the persistent disagreements among
European capitals over the next steps the EU should take on defense, the chances are that
the EU’s future will be determined by nondecisions rather than by a common vision.
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1
CHAPTER 9

EU Political Legitimacy in a
Postneoliberal World

Rosa Balfour

An observation by Italian Marxist philosopher Antonio Gramsci in the 1930s ominously
captures today’s anxiety about the future: “The crisis consists precisely in the fact that the
old is dying and the new cannot be born; in this interregnum a great variety of morbid
symptoms appear.”**' Diagnoses of the end of the liberal international order have been
qualified by assessments of the perils of weaponized interdependence, the “fuzzy bifurcation”
between geopolitics and globalization, the overstretch of hyperglobalization, and the end of
neoliberalism, which had been the ideology behind the so-called Washington consensus.*%*

In April 2023, U.S. National Security Adviser Jake Sullivan spelled out how the United
States needed to respond to this global and domestic turmoil by restoring “the compacts be-
tween governments and their voters and workers” (emphasis added).’” To do so, he said, the
United States and its global partners needed to build a new international order underpinned
by norms that would address the challenges of technology and security. Sullivan is not alone
in seeing this time as a period of great transformation that will lead to a new political order
after half a century of neoliberalism.*** His speech was a clear outline of the norms and goals
of the new consensus. While recognizing that a novel international order cannot be built
overnight, Sullivan’s remarks painted an end to Gramsci’s interregnum.

Europe is equally affected by these great global transformations, which run deep in society
and call for far-reaching adaptations from governments. For the European Union (EU),
adapting to a new, dangerous international environment could affect the legitimacy on
which the European integration project was built. A long decade of crisis in the 2010s was
the prequel; after 2020, the EU was jolted into accelerated action by the double shock of the
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coronavirus pandemic and Russia’s invasion of Ukraine. However, the EU’s complex political
nature makes it hard to build consensus around a shared vision for political action. Unlike the
United States or China, the EU cannot express a coherent or singular vision of its future.

That said, recent policy and legislative proposals in response to global turmoil have the poten-
tial to revise the EU’s role. New initiatives in climate, technology, and security and defense;

the politicization of economic policies that affect the European single market and international
trade; and the securitization of previously technocratic policy areas: All of these developments
could bring about changes in the EU’s internal and international postures. Pursuing these
goals could entail moving away from some of the EU’s fundamental norms at a time of shifting
political realities at home and affect the union’s relationships with other countries.

The Political Legitimacy of the EU's Old Order

In democracies, political order rests on several features: leadership backed by a dominant ide-
ology, a capacity to exercise that ideological hegemony through governments that can deliver
supporting policies, political parties that can win elections, and a network of think tanks
and public opinion shapers that provide a degree of societal consensus.”® Because the EU’s
political order is distinct from that of states and is based on interests rather than identities, it
requires a specific precondition: legitimacy.’*®

In the literature on the EU, the bloc’s political legitimacy stems from a combination of
three elements: inputs, procedures, and outputs.®” Input legitimacy rests largely with the
member states. Procedural legitimacy, also called throughput, addresses the accountability
of technocratic elites.**® And output legitimacy refers to the effectiveness of policies, the
involvement of stakeholders in their implementation, and their visibility among citizens.*®
Debates on the EU’s democratic deficit have focused on the balance between EU bodies and
the representation of the member states.””® Classic approaches to political legitimacy in the
EU concentrate on the interinstitutional balance of powers, including the distribution of
power between the union’s supranational and intergovernmental branches, and the union’s

democratic deficit compared with national representative democracy.

However, a focus on institutional processes and accountability underestimates the trans-
national legitimacy that the EU offers its member states.””! This is especially relevant for
matters that transcend internal and external boundaries, such as those addressed in this
compilation. Nor does such an approach capture what political scientist John G. Ruggie de-
scribed as the “intersubjective quality” of the political order beyond its constituent features,
or “the underlying principles of order and meaning.”¥* These principles shape and transform
the political order, and the language—or “generative grammar”—that gives meaning to the
acceptance of political systems can be used as a clue to understand a changing order.

Interpreting legitimacy as a “social and relational phenomenon,” in the words of political

scientist Martha Finnemore, seems more appropriate to capture the nature of European
integration, as the many studies of European successes and crises have illuminated.’”?
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Regardless of the preferred theory of integration, there is a general convergence in the
literature and among practitioners that political will is an essential ingredient in explaining
the EU.%7 Rarely spelled out precisely, political will refers to the leaderships of governments
and institutions, which, informed by their respective political and ideological backgrounds,
make choices to pursue a collective course of action.

That course of action can be rooted in and justified by a set of norms that underpin the
integration project. Anthropologist Karl Polanyi’s classic study masterfully dissected the
ideas that underlie political order.””> In the case of the EU, the principles of the European
single market provide a legally binding set of norms around which the political leadership
could mobilize and justify European integration.”® The intuitive ingenuity of Jean Monnet,
one of the EU’s founding fathers, was to provide security and economic advantages—peace
and prosperity—in what was a deeply political and normative process.

In light of these insights, a framework composed of four sources of legitimacy can help
achieve a clearer understanding of the EU’s political order: the balance of power between
the EU institutions and the member states; the norms and principles that bind the union
together; the political and ideological consensus that enabled the building of European
integration; and the EU’s international dimension. The EU’s political order requires consen-
sus on these four features, which have evolved over time to keep pace with EU treaty reform
and enlargement.

The Balance Between EU and National Power

The balance between intergovernmentalism and supranationalism is reflected in the EU’s
institutional dynamics and captured by the debate on the EU’s political legitimacy. The
history of European integration is a process in which the member states unanimously
agreed to shift some powers and competencies to a supranational executive. The traditional
bargain of European integration between intergovernmentalism and federalism gradually
shifted with the assignment of powers to the EU institutions. In 2005, a more ambitious
attempt to endow the EU with a constitution met the resistance of publics in France and the
Netherlands. The ensuing Treaty of Lisbon marked the end of the post—Cold War period of
incremental reform, with little appetite among the union’s decisionmakers or populations to
take another integrating step forward.

The Norms of European Integration

The EU’s second source of legitimacy consists of the norms and principles that underpin the
union’s policies. The founding narrative of the European order was about peace and prosper-
ity among the EU’s members, with prosperity provided by the single market. The creation of
the single market was a turning point in the history of integration as it accelerated European
interdependence. The single market included Europe’s response to the neoliberal turn of global-
ization and served the EU well, with estimates that it contributed to an increase in the union’s
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gross domestic product (GDP) of between 2 and 5 percent.””” After the end of the Cold War,
the single market also played a role in expanding peace and prosperity to Central Europe.

The external dimension of the single market is international trade. For decades, EU member
states outsourced their economic integration and global trade to Brussels, which governed them
technocratically, rooted in the multilateral, rules-based order of the World Trade Organization
(WTO). Trade policy is never politically or normatively neutral, but a permissive consensus
allowed the EU to pursue global economic interdependence through a variety of free-trade
agreements with relatively little domestic conflict compared with other policy areas.?”®

In contrast, EU foreign and security policy was, at best, managed through intergovernmen-
tal cooperation among the member states. This approach represents a disjunction in EU
governance and in the legitimacy of the union’s international economic and foreign policies,
as foreign policy lacks the accountability and autonomy that external economic policy
enjoys.””? As discussed below, this disjunction can become problematic in the context of the
securitization of economic policy—the challenge of EU economic statecraft.

The EU's Political and Ideological Consensus

European integration was led by a compromise between the three main political families
that governed Europe’s postwar politics for decades: Christian democrats, social democrats,
and liberal democrats. The technocratic, solutions-oriented nature of integration helped de-
politicize ideological differences over the relationship between states and markets, making a
modicum of supranationalism acceptable to the postwar political parties. Integrated market—
based capitalism with a human face was accompanied by national control of key fiscal and
welfare competencies, where national preferences on redistribution were maintained.

The EU’s own redistribution approach focused on agricultural, regional, and cohesion pol-
icies, which were reformed over time to reflect changes brought about by EU enlargement,
deindustrialization, and socioeconomic change more generally. This was the European social
model on which the political forces found consensus in launching the single market. The
European single currency, however, did not bring about economic convergence among EU
countries and regions, with inequalities between centers and peripheries highlighting deep

cleavages during the 2009-2010 eurozone crisis.”*’

The marriage between neoliberal globalization and social democracy reached its peak in the
1990s with the end of the Cold War and social democracy’s embrace of the third way.*®! This
was a time of great reform and expansion for the EU: The 1992 Treaty on European Union
created an economic and monetary union and the Common Foreign and Security Policy;
the following year, the single market entered into force and the EU committed to enlarge to
the countries that had just emerged from behind the Iron Curtain. This period saw a shift
away from the post-Keynesian compromise between states and markets toward a tilt in favor

of the latter, which was also embraced by the social-democratic left.**
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The EU’s International Dimension

Finally, from the 1990s onward, the EU’s international legitimacy also evolved, thanks to
the strength of the single market and enlargement and the same narratives of peace and
prosperity that had led to the creation of the EU in the first place. In the words of the Treaty
on European Union, the EU’s external action was to be based on “the principles which have

inspired [the EU’s] own creation, development and enlargement.”**

The EU’s international legitimacy revolves around the union’s distinctive identity as both

a unique economic power that pacified relations between states and an entity that has left
key security and defense competencies to the member states, most of which benefit from
membership in the North Atlantic Treaty Organization (NATO) and reliance on the United
States for their territorial defense. This arrangement allowed the EU to carve out its inter-
national legitimacy as dependent on the unique nature of European integration rather than
on classical attributes of state power. Conceptions of the EU’s international role are rooted
in the way the union exported and projected its internal integration to the rest of the world.
Scholars developed the notion of “civilian power” and included among its features the need
to accept cooperation, a focus on nonmilitary tools, and a willingness to develop suprana-
tional structures.’®* Further analyses identified benign attributes that, rather idealistically,

define the EU as a “normative power.”*®

More recently, studies of the external impacts of the single market have highlighted the
degree to which the EU projects power onto the rest of the world by virtue of its regulatory
impact. Through what is now widely understood as the Brussels effect, thanks to the size of
its market, the EU has a transformative impact on the rest of the world multilaterally as well

as unilaterally because of the need for global businesses to adapt to its regulations.?®

The Crisis of the EU Order

This picture did not last long. By the time the global financial crisis struck the EU in 2008,
public opinion had already hit the pause button on EU reform with the 2005 rejections of
the proposed constitutional treaty. Neoliberal dogma blinded the EU elites to the problems
that the financial crisis exposed in the ensuing eurozone turmoil.*®” Whereas the United
States was able to bounce back from the crisis, in Europe it spread across different domains
of integration, affecting various parts of the continent, and was met with muddled responses
that never added up to deeper political solutions.

In foreign policy, the EU’s ambitions in the 1990s and 2000s to strengthen its security and
defense capacities were thwarted by political realities. Most notably, the EU proved unable
to prevent its own neighborhoods in Eastern Europe, North Africa, and the Middle East,
whose citizens had staged revolutions in the name of political reform, from descending into
conflict and geopolitical competition. These developments called into question the concepts
and rhetoric that formed the EU’s international identity.
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During the 2010s, trust in the EU reached some of its lowest points. The political-party
system that had supported European integration had become increasingly fragmented from
the 1980s onward.**® This fragmentation led first to the emergence of new green parties and
movements and then to the rise of left- and right-wing populist parties, many of which,
especially on the radical right, became an established part of the European political land-
scape. The space in which to build consensus for European integration changed significantly:
The three main political families now share a shrunken center, while Euroskepticism has
consolidated on the left and right of the political spectrum.’®* A growing nationalist-populist
radical right, in particular, is questioning the value and reach of the EU itself.

Meanwhile, a series of crises cut across traditional distinctions between internal and external
policies, affecting the disjunction between economic and foreign policies and creating path
dependencies between them. The term “polycrisis,” used by former European Commission
president Jean-Claude Juncker, became a catch-all word that encapsulated the complex
nature and breadth of the crises and the speed at which they unfolded.*”°

By the early 2020s, when the coronavirus pandemic hit and Russia invaded Ukraine, the EU
had been crippled by a long decade of polycrisis that included the United Kingdom’s (UK’s)
departure from the bloc; the accentuation of an international environment hostile to the
EU; the deterioration of security around the union, with conflicts and wars of aggression;

a neuralgic vulnerability to immigration and refugee crises, triggered mostly by the prolif-
eration of conflicts around the EU; and the fragmentation of the political landscape, with
the consequent rise of populism across Europe. The politicization of European integration
also meant the end of the permissive consensus that had characterized the first decades of
integration.

Against this background, the EU has responded to the polycrisis and geopolitical turmoil
through an intense period of policy and legislative initiatives. Yet, the EU is caught between
an unwillingness to pursue institutional reform and the geopolitical imperatives of trans-
forming its economy, building out its security, and enlarging to Eastern Europe and the
Western Balkans. How this situation will affect the EU’s balance of power and representa-
tion, the union’s political and ideological support, and the normative consensus for the EU’s
policies remains to be seen.

Emerging Tensions Between Economic and Foreign Policies

The EU’s recent legislative activism is a response to the emerging postneoliberal world. To
address the climate crisis, geopolitical ruptures, and disruptions to globalization, the EU has
responded with new policies, strategies, and regulations. All of these initiatives, including
those addressed in this compilation, accentuate the nexus between political and economic
tools as well as their internal and external dimensions. The notion of strategic autonomy, for
instance, has ballooned from a controversial debate on security and defense to a concept that
includes the economy, health, and welfare.”!
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Tensions between the EU’s norms and policy practice have always existed. But the new
linkage between domestic and foreign policies that runs through the challenges of geopoli-
tics and globalization requires the union to take a novel view of the kind of consensus that
should underpin EU policies going forward. An April 2024 report by former Italian prime
minister Enrico Letta described the EU’s economic security, trade policy, enlargement,

and relations with strategic partners as “pivotal” for the future of the single market.””* The
union’s 2024-2029 Strategic Agenda, approved at the June 2024 European Council meet-
ing, was an attempt by EU leaders at fusing internal and external policies.*”® Yet, the degree
to which the agenda will make the union fit for the current international geopolitical context
remains unclear.

Meanwhile, the September 2024 report on EU competitiveness by former European Central
Bank president Mario Draghi, which informs the agenda of the 2024-2029 commission,
focuses more firmly on internal policies than on their external implications.** Much will
depend on the implementation of the EU’s policies, their impact in practice, and the re-
sponses of stakeholders in and outside the EU.

The Balance Between EU and National Power

The commission has enhanced its role in recent years in several ways. Following the British
decision in 2016 to leave the EU, the other member states agreed to resist London’s attempts
to divide the bloc and tasked the commission with negotiating the UK’s departure. Later,

in response to the coronavirus pandemic, the member states gave the commission a role in
managing matters of health—not an EU-level competency—to procure vaccinations. The EU
activated extraordinary financial tools not only to support the response to the pandemic but
also to provide military assistance for Ukraine in the wake of its 2022 invasion by Russia.

These developments raise questions of legitimacy about the balance between representation
and the executive. In areas where the commission’s mandate is ambiguous, such as health,
there are questions of democratic accountability with respect to both competencies and
procedures.”” There also is a risk of a backlash from the member states against the leadership

of the commission.?*¢

Looking ahead, some of the EU’s recent measures on foreign investment screening to defend
the EU from foreign interference, as well as the EU’s new Economic Security Strategy to pro-
tect essential sectors, will require active collaboration between the commission and the member
states to avoid imbalances and vulnerabilities. This collaboration will require substantial buy-in
from the member states and an acceptance of greater interference from Brussels.

Meanwhile, calls for greater investment in security and defense, an industrial policy for a
green and digital economy, and further EU enlargement do not square with the EU’s budget
resources, which are capped at 1 percent of the union’s GDP.*” The question of how to pay
for the EU’s plans will be accompanied by tensions over who should pay for them. Draghi’s
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assessment of the need for €800 billion ($879 billion) a year to prevent the EU’s “slow

agony” was met with skepticism in European capitals.’”®

These are salient questions with respect to the EU’s output legitimacy. In other words, the
EU needs public trust to fend off accusations of technocracy and ensure its decisionmaking
process is transparent and democratic and has the buy-in of Euroskeptic actors.

The Norms of European Integration

All of the emerging policies entail a degree of normative departure from past principles. The
new policies’ language and framing—what Ruggie called “generative grammar”—focus

far more than previous approaches on protecting Europe’s economy and democracy from
foreign interference and on safeguarding the European way of doing things. In contrast with
the creation of the single market, where the EU’s task was to overcome barriers between
member states to create a level playing field and strengthen the union’s competitiveness,
today’s policy documents emphasize the risk of the EU losing out amid global competition

and the race toward new technologies.*”

EU industrial policies, technological innovation, investment in climate action, and attempts
to compete with the U.S. Inflation Reduction Act, which aims to spur investment in green
technology, all risk creating protectionist pockets in the EU, whereby member states with
healthier public finances can subsidize their national industries. This situation could lead to
a subsidies-driven race to the bottom that would challenge the notion of a level playing field
in the single market by engendering competition among the member states.

Examples of this scenario are already visible. EU state aid increased threefold between

2015 and 2021. Between March 2022 and August 2023, Brussels approved €733 billion
($808 billion) in state support, of which Germany accounted for half, undermining the
level playing field in favor of the big member states.*’ The EU’s approval in early 2024 of a
matching subsidy to persuade a Swedish battery maker to invest in Germany rather than in
the United States was described by one observer as “a showcase of the EU’s new protection-
ism.™" As well as raising questions over imbalances in the EU because of changing rules on
competition and state aid, the protectionism critique also underlines a potential discrepancy
among European norms. As Giovanni Grevi and Richard Youngs argue in this compilation,
the EU’s new Economic Security Strategy seems to be focused more on instrumentalized
economic relations through political negotiation than on socially balanced, rules-based
market liberalization.

Another potential normative departure relates to the EU’s need to invest in security and de-
fense to counter the Russian threat on NATO’s Eastern flank, which overlaps with the EU’s
Eastern edge, and U.S. disengagement from European security promised by President-elect
Donald Trump. One taboo was already broken in early 2024, when EU leaders agreed to
change the rules of the European Investment Bank to allow it to lend for investments in the
defense sector.*”> As Catherine HoefHler argues in this compilation, defense spending by the
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EU—as opposed to its member states—would represent a break from the EU’s peace-ori-
ented DNA. HoefHler also observes that paradoxically, this trend is not making European
defense more European but more tied to the United States.

Shifts in the EU’s Political and Ideological Consensus

The shift toward a narrative centered on the notion of European sovereignty, with greater
EU autonomy and self-reliance in a competitive world, is visible in the political rhetoric of
most European leaders, especially since the United States passed the Inflation Reduction
Act in 2022. German Chancellor Olaf Scholz, in a much-awaited speech on his vision for
Europe’s future, even spoke of “Made in Europe 2030.™% Hungary’s slogan for its presi-
dency of the EU Council in the second half of 2024 was inspired by Trump: Make Europe
Great Again. French President Emmanuel Macron contextualized these shifting norms in
the framework of defining a postneoliberal order, arguing that protecting strategic assets

from foreign interference was a “complete ideological change.™%¢

Some EU leaders seem to value openness, coherence between external and internal policies,
and multilateralism more than others. In 2021, the Dutch and Spanish prime ministers
unusually banded together to produce a nonpaper on open strategic autonomy, which argued
that “rather than independence, what strategic autonomy must foster is greater resilience

and interdependence, in the context of more balanced, and better governed globalization.

. .. Strategic autonomy must be a means for this, not an end in itself.”**> The commission’s
Directorate General for Trade also embraced the addition of the word “open” to the concept
of EU strategic autonomy.**

The space for a new compromise between Europe’s political families is also unclear. Macron
is the strongest advocate of the notion of greater intervention in the European economy,
which, he said, used to be a “taboo in Europe” and is now possible because “our competi-
tors are interfering in the markets.”"” Paradoxically, Macron sits in the liberal-democratic
political family, which continues to place importance on free and open trade.

How the consolidation of the radical right will affect the political compromise in the EU
remains uncertain, as until recently, the radical right’s electoral successes had not translated
into an ability to shape policies. Radical-right parties themselves are divided between
free-traders, as in the Netherlands and Sweden, and economic protectionists, as in France
and Italy. But most of these parties converge on a deep hostility to EU-level competencies.
Enhancing Europe’s security by protecting the economy and investing in defense would
require a greater oversight role for the commission and collaboration between the EU and
national levels. The area of economic security would also require a strengthened EU role
in monitoring and governing investment flows, which would interfere in domestic policy.
This would clash with the economic nationalism that most of the radical right embraces.
Hungary’s deep ties with Russia and China would be questioned by an advancing EU

economic security agenda.“*®

Rosa Balfour and Sinan Ulgen, editors | 105



The fragmentation of Europe’s political landscape adds another layer of complexity to the
emerging consensus. To both the right and the left of the ever-shrinking majority of pro-EU
parties are groups that might agree on the need to protect national security but disagree

on the need to collaborate among themselves to do so, especially if it entails giving greater
responsibilities to Brussels.

Europe’s International Legitimacy

After decades of praising interdependence as a win-win, peace-supporting economic growth
strategy, the EU’s public narrative has shifted to prioritize defending its interests from
outside weaponization and promoting them elsewhere. In an effort to balance EU interests
with global public goods, the notion of open strategic autonomy tries to reconcile protection
of the European economy with an openness to trade and a commitment to the WTO rules—
based order. But, as Grevi and Youngs argue in this compilation, the EU is moving toward a
less commons-oriented and more power-oriented understanding of international order.

The EU’s acceleration of its climate change policies has been a source of friction with the
rest of the world. Global partners from Brazil to Indonesia have accused the EU of using
climate conditionality as a cover for protectionism. In trade and climate change policies, the
EU stands accused of pursuing extractive diplomacy to access raw materials or raise envi-
ronmental standards to the detriment of development.*”” Some policies, such as the Carbon
Border Adjustment Mechanism, a tariff on carbon-intensive imports into the EU, can create
negative externalities for third countries. The EU’s Critical Raw Materials Act could shift
climate risks to third countries or conflict with international norms on human rights, the
environment, and social justice. Other policies could even contradict the rules-based order:
EU export controls, the European Chips Act to encourage semiconductor production, the
Net-Zero Industry Act to increase clean technologies, and foreign direct investment screen-
ing are in danger of breaching or bending WTO rules.*"°

Finally, an excessive focus on domestic interests, especially when economic nationalism

has political value at home, or on defensive measures risks driving what British economist
Joan Robinson called “beggar-thy-neighbor” policies, whereby governments compensate for
economic weaknesses at home by externalizing problems to other countries, for instance

through tariffs."!

All of these measures, negative externalities, and blind spots present the risk of a departure
from the EU’s treaty-based principles and general global commitments. The potential
consequences of such a departure include reputational damage in terms of the EU’s credibil-
ity in upholding a rules-based order and functioning multilateral institutions, an erosion of
bilateral relations with global partners, and a risk of contamination across policy fields.
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Conclusions: EU Political Legitimacy in Flux

The shift toward a postneoliberal international environment suggests the need for a new
European consensus to deal simultaneously with the end of U.S. hegemony, global eco-
nomic and security shocks, and social and political transformations at home that deepen
the connections between domestic and international politics. The neat separation between
economic and foreign policies is long over, but the EU has not upgraded its governance to
reflect the linkages between them. While elements of change are visible, the way in which a
new consensus may come about is less clear.

Revised political legitimacy for the EU would require three elements. First, the member
states and the institutions must strike a new bargain over EU governance and economic
statecraft, which, among other things, would make foreign and economic policies more
integrated. Second, the EU needs a clearer vision of the norms and goals for a postneoliberal
world on which political consensus can be found. And third, if any international ambition
remains, the EU must reconcile its domestic and external norms to match its internal
principles with global shared values.

Instead, the EU is struggling to manage the global misalignment of geopolitics and global-
ization because the union itself is disjointed as a result of its different governance models for
domestic and foreign policies. This disjunction will persist, making the EU’s use of econom-
ics for foreign policy ends subject to political and institutional uncertainty.

Tensions are visible along the relationship between national and EU powers, and economic
and security imperatives may require a stronger and more centralized executive at the
expense of national competencies. This situation is compounded by the rise of a nationalist
radical right that is deeply hostile to ceding power to Brussels. And even if a new compro-
mise can be reached, it will require a profound rethink of the accountability of the union
and its democracies.

Externally, the EU’s direction of travel in many instances goes against the principles of

the rules-based order by which the union’s international standing and policies are defined.
Striking a new balance between multilateralism and global commons, on the one hand,

and European resilience and security, on the other, may be out of reach in a disorderly,
competitive, and dangerous world. Yet, reducing global tensions will be impossible without
international actors who are committed to greater cooperation and can rely on the attractive-
ness of their proposition. When focusing on its interests, the EU should not forget where its
strengths lie.
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CHAPTER 10

Reluctant Statecraft for a
Corrosive Era

Rosa Balfour and Sinan Ulgen

The gradual weakening of the West’s global influence is leading to a more fractured world
economy. This trend is likely to result in less extensive international cooperation on reshaping
economic institutions or addressing geoeconomic forces. Essentially, it will compel national
governments to use instruments of economic statecraft to deal with domestic issues. This shift
may lead to increased friction within the West and with the rest of the world, and may result
in only piecemeal efforts to tackle global challenges like climate and technological change.

Against the backdrop of such consequential geopolitical developments, the European
Union (EU) has been forced to devise a new paradigm for its economic statecraft. The EU’s
policy activism, designed to bolster the union’s capacity to enhance its economic security, is
testament to the political priority attached to this objective. Compared with the principles
that originally underpinned the European single market—such as an almost complete ban
on industrial subsidies, a rejection of national champions, and the identification of strategic
industries that were to benefit from public largesse—the EU is now moving in the direction
of a more dirigiste and ambitious industrial policy.

To be fair, the EU is not the only economic power on this journey. An April 2024 analysis
by the International Monetary Fund showed that there had been over 2,500 industrial
policy interventions worldwide in 2023, more than two-thirds of which were trade distort-
ing; China, the EU, and the United States accounted for almost half of these new measures.*
And yet, the decision to take this path, which is tantamount to a gradual loosening of the
neoliberal principles of economic governance that sustained the philosophy of European

integration, means that EU policymaking will face novel internal and external challenges.
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Addressing Internal Divisions

Internally, the search for a new paradigm for the EU’s political economy is challenging from
a normative point of view, as it represents a departure from the rules-based principles of mul-
tilateralism. The compromise found in the notion of open strategic autonomy leaves much
room for ambiguity, discretion, and problems of definition. Even if the EU’s member states
and institutions were to agree on recipes that entailed greater dirigisme and interventionism,
there would be no agreement on the financing of investment in strategic sectors.

The EU will need to craft an industrial policy strategy that strikes the right balance
between the bloc’s aspiration to support key industries and the imperative to maintain
fair competition in the single market. Yet, the member states still disagree about the level
of ambition for the union’s industrial policies. These disagreements are based not only

on member states’ divergent principles but also on problems of redistribution among

the twenty-seven countries. Small member states are concerned that without corrective
measures, the politics of scale may disadvantage them. Hence, small EU countries gave a
tepid response to the proposals in the April 2024 report by former Italian prime minister
Enrico Letta on the future of the single market.*"* Europe’s general vacuum of vision
when it comes to strengthening the EU’s economic statecraft is also visible in the lack of
reaction to French President Emmanuel Macron’s dense speeches about Europe’s mortality
or to former European Central Bank president Mario Draghi’s lengthy report on how to
prevent the EU’s “slow agony.™

Even if the member states were to agree on the imperative of upscaling the single market,
the quest to catch up with the United States and China may lead to shortcomings, such as
defensive measures to plug gaps and internal weaknesses at the expense of more rounded
objectives that balance other interests. Frontloading goals of European sovereignty or
national security can be detrimental to the pursuit of other public goods, such as climate
and technological leadership.

The shift toward protectionism requires a new balance of powers between the EU’s executive
arm and its member states. The European Commission has a particular interest in strength-
ening its coordination role to ensure the implementation of measures on which the member
states have agreed. This centralization needs to be squared with the commission’s role as
guardian of the EU’s treaties and the level playing field required for the functioning of the
single market. And with the rise of Euroskeptic, radical-right forces, even if the EU reaches
a consensus on the need to protect the economy and pursue a dirigiste industrial policy,

this consensus may not necessarily translate into EU-level action. On the contrary, it might
unleash the dynamics of fragmentation between competing states, with each pursuing its
perceived national interests.

110 | Geopolitics and Economic Statecraft in the European Union



Mitigating External Impacts

On another level, the EU will need to navigate the complexities of ensuring that its econom-
ic statecraft remains as compatible as possible with the bloc’s commitments to multilateral
rules. As the traditional champion of a liberal, rules-based regime, the EU has a special
responsibility to protect global multilateralism. Weaponized interdependence unleashes
dynamics that incentivize disengagement from international cooperation. Even if the

EU portrays itself as responding to such weaponization by others, the bloc’s emphasis on
European sovereignty can jeopardize the search for global solutions to shared problems.

Without adequate balances between the EU’s internal and external priorities and between
foreign policy and economic goals, the union risks externalizing its economic weaknesses
and pursuing what economist Joan Robinson called “beggar-thy-neighbor” strategies.”> Such
approaches are often compounded by the value placed on national protection in domestic
political debates. The EU would do well to avoid this trap, lest it squander what is left of its
reputational capital.

Ultimately, the success of the EU’s policy agenda will depend on the union’s ability to strike
a balance between pursuing its interests and upholding global rules. While the EU may see
its economic statecraft as necessary to address the bloc’s ambition of economic resilience,
globally there are concerns about the potential unintended consequences of this approach.
The external implications of the EU’s burgeoning economic statecraft will require the union
to engage in diplomacy with other countries to mitigate the impact of its domestic measures
on the multilateral order.

A particularly salient policy challenge is reform of industrial subsidies. Today’s subsidy
regime, which is embedded in multilateral trade rules, has become antiquated in the face
of an evolving global economy and the rise of prominent priorities like climate change.
Compliance can no longer be guaranteed, as illustrated by the increased proclivity of many
players, including China, the EU, and the United States, to adopt domestic measures that
clearly contradict the global subsidy regime. Therefore, either governments will strive to
reform the regime, or it will collapse under its own contradictions.*'® Global discussions

in this area should focus on the creation of a category of acceptable industrial subsidies to

advance the green and digital transitions.*”

Meanwhile, when tailoring its economic statecraft, the EU should strike a balance between
its aspiration of economic security and its broader foreign policy goals to avoid undermining
the rules-based international order. This balance will be crucial for the union to maintain
credibility and legitimacy on the international stage. The EU should therefore foster an
international engagement strategy to make its practice of economic statecraft compatible
with the broader development concerns of the rest of the world.

n this respect, the trap to avoid is Western-centrism—or, to put it another way, the dan-
In this respect, the trap t d is West t to put it anoth y, the d
gerously mistaken belief that the EU’s political initiatives will be accepted by the rest of the
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world merely because they are justified by moral and ethical considerations, like fighting
climate change or preventing social dumping. A new conceptual framework, which is guided
by the principle of liberal solidarity and links the EU’s economic statecraft to the global
development agenda, should form the basis of this dialogue.

Under this rubric, EU policymakers should discuss ways to mitigate possible negative
impacts of their policy actions designed to enhance the EU’s economic resilience. One clear
target is the Carbon Border Adjustment Mechanism, which the EU introduced to support
its internal Emissions Trading System, but which has the potential to be interpreted by the
Global South as green protectionism. The EU should therefore be ready to discuss the un-
intended developmental impacts of this package with the third countries affected. Similarly,
in the context of the EU’s approach to clean transition materials, the union should seek to
establish partnerships that make a clear value proposition to resource-holding countries as
part of the EU’s strategic trade policy.

A complementary track would be for the EU to leverage its resources to assist the develop-
ment of global infrastructure. In this respect, the EU should aim to shape new partnerships
based on mutual interests, generate public-private finance, scale up the Global Gateway
infrastructure investment initiative, and connect this initiative better to foreign policy and
development goals.

These imperatives highlight the pressing need for the EU to balance its economic statecraft
with its broader strategic goals and avoid a disproportionate focus on immediate prerogatives
at the expense of long-term, order-related, global public goods. Along with its tailoring of
economic statecraft, the EU should in essence relearn the art of the strategic management
of interdependence. The union should seek to be both strategic and open. Ultimately, the
EU’s ability to address the challenges of global turmoil, shifting political realities, and the
demands of its member states will determine its future trajectory in a rapidly evolving world.
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