Europe’s Pitch Book: Defence is costly.
But Europe can afford it

Europe s rearmament is expensive, fragmented and politically difficult.
Yet progress has been faster than many expected. Defence spending is
rising fast, production is increasingly European, and the financial burden
may turn out to be manageable

If you ask Europeans which challenges matter most today, economic growth no longer tops
the list. Security, defence and geopolitical instability have moved to the forefront.

The reasons are obvious. Russia's war against Ukraine continues. Europe's relationship with the
United States has become less predictable. Security concerns increasingly shape trade,
technology and energy policy. And supporting Ukraine remains both a military and financial
commitment.

Against this backdrop, Europe has committed to a substantial increase in defence spending,
from less than 1.5% of GDP in 2019 to 3.5% by 2035. Unsurprisingly, security and defence are
expected to take centre stage at this week’s State of the Union.

Critics point to fragmented industries, procurement inefficiencies, production bottlenecks and
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concerns about public debt.

Yet amid the long list of challenges, an important question often receives less attention: what
is actually going right?

Quite a lot, as it turns out.

No macro hoost, but that’s not the point

You might expect me to argue that higher defence spending will boost economic growth. But
that is not the argument | want to make.

The economic impact of defence spending depends on how and where the money is spent.
Benefits tend to be greater in economies with spare capacity, higher unemployment, stronger
domestic production, and higher investment in research and development. At the same time,
increased spending can add inflationary pressure and prompt higher interest rates, offsetting
some of the stimulus.

And over the long run, defence spending must be financed through higher taxes or lower
spending elsewhere, making it more likely to change the composition of the economy than to
raise its growth rate permanently.

The strongest economic case for defence spending is therefore not faster growth, but greater
security. By reducing the risk of future economic disruption, it helps ensure that Europe
remains a safe place to live, work and invest.

Now back to what is going well.

The surprising speed of progress

The jump in spending has been quite remarkable. As recently as 2019, defence spending was
roughly 1.4% of GDP, while for 2026 it is estimated to be 2.4% of GDP. The last couple of years
saw an increase of almost 0.2 percentage points of GDP per year. This increase has been faster
than the European Commission expected. And four EU member states are spending more than
3.5% of GDP already: Poland and the Baltic states of Estonia, Latvia and Lithuania.

From now until 2035, there is another 1.1% of GDP to go, which is about what was achieved
over the last seven years. Europe is at the halfway point and the speed of the increase can
come down somewhat from here.

A catalyst for joint financing

The decision to exempt defence spending from EU fiscal rules through the temporary escape
clause, which allows deficits to exceed 3% of GDP until 2028, may have reinforced concerns


https://www.consilium.europa.eu/en/policies/defence-numbers/
https://eda.europa.eu/docs/default-source/eda-publications/2026-eda_defencedata_webpublic.pdf
https://eda.europa.eu/docs/default-source/eda-publications/2026-eda_defencedata_webpublic.pdf
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that Europe is bending its rules once again. Yet the evidence points in a more nuanced
direction. The two most heavily indebted member states, France and Italy, have not activated
the clause. Italy remains focused on fiscal consolidation, while France has already
incorporated much of the additional defence spending into its existing plans.

Instead, both countries are making use of the Security Action for Europe (SAFE) facility,
borrowing through the European Commission rather than relying solely on national issuance,
helping to limit financing costs. The same principle applies to the €90 billion Europe has
borrowed to support Ukraine. In that sense, higher defence spending has become a catalyst
for more European joint financing. This can lower overall financing costs and make Europe
more stable.

The burden looks manageable

Although current deficits may be manageable, another 1.1 percentage points of GDP still
needs to be added to reach the 3.5% target. Yet this translates into an increase of just 0.1
percentage point of GDP per year.

The figures become even more tangible when expressed on a per capita basis. In 2025,
defence spending amounted to roughly €850 per European, equivalent to about 2.2% of GDP.
Had spending reached 3.5% of GDP, that would have implied roughly an additional €500 per
person per year. Spread over a decade, however, this amounts to an increase of just €50 per
person per year.

Over that time period, we would expect real GDP in the EU to grow by around 1% per year on
average. This suggests that roughly one-tenth of that growth would need to be allocated to
defence spending.

Domestic production reduces the budgetary strain

As we argued previously, most of the increase in defence spending has been directed towards
equipment, and the latest data confirms that assessment. Between 2020 and 2025, the bulk of
the rise in defence expenditure took the form of investment spending, primarily on military
equipment.

The crucial question is how much of that equipment is sourced from abroad. An earlier
estimate by the European Commission suggested that 78% of the additional equipment
spending was imported, implying limited benefits for domestic economies. More recent
evidence paints a less pessimistic picture. According to IISS research, 53% of the value of
defence procurement contracts signed by European NATO members between February 2022
and July 2025 went to European suppliers.

That matters for public finances. When equipment is produced domestically, part of the
spending flows back to governments through higher tax revenues on wages, profits and
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business activity, reducing the net cost to public budgets.

A fast-growing industry

While Europe's defence industry remains relatively small, it is expanding rapidly, with four
consecutive years of double-digit growth rates. Europe has also delivered ammunition to
Ukraine more quickly than initially planned.

Most companies are based in France, Germany, Italy, Spain and the United Kingdom. Growth in
this sector has supported industrial production, particularly in countries such as France. Over
time, the share of domestic production is expected to rise further, implying that the industry
can grow faster than total spending on equipment for the years to come.

The industry estimates it spent €16bn on defence-related R&D in 2024, up almost 14% from a
year earlier. The research covers fields like air and missile defence and ground and naval
combat, as well as dual-use technologies like cyber security, digitalisation, Al and quantum
computing. While the overall benefit to the economy may be limited over time, it is clear that
there are winners as well as potential spillovers to the broader economy.

Moving from fragmentation to scale

Several studies suggest that better coordination of procurement could reduce total costs by
tens of billions of euros while making military cooperation more effective. There is strength in
unity.

This is relevant for the broader picture, too. Europe is often criticised for lacking military power,
but its challenge is not a lack of spending. Taken together, European countries already account
for the world's second-largest defence budget after the United States. The gap with every
other country is substantial. Europe's problem is fragmentation, not scale.

Joint procurement is already incentivised via joint financing. The low point appears to

have passed, and a gradual pickup is now expected. Looking forward, the Commission has
proposed merging and refocusing funding vehicles like the European Competitiveness Fund
(ECF) and the European Defence Fund to support and streamline defence capabilities and
security.

Meanwhile, EU institutions have established dedicated governance structures, reinforced
political oversight, and expanded parliamentary scrutiny. This is important because the
amount of money that Europe ultimately needs to spend depends not only on how much
equipment it buys, but also on how efficiently it organises its defence.
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Beyond the halfway point

Europe still faces a long road ahead. But spending is rising faster than expected, the industry is
scaling up, cooperation is improving, and the financing burden looks manageable. For a
continent that is often accused of moving too slowly, that should be a surprisingly
encouraging combination.

Marieke Blom
Chief Economist and Global Head of Research
marieke.blom@ing.com
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