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Guntram B. Wolff, Armin Steinbach and Jeromin Zettelmeyer

The Governance and Funding of European

Rearmament

Gaps in European military equipment are substantial compared to Russia’s military build-up.
The European defence market is fragmented and weakened by home bias in procurement,
low order numbers and technological gaps. With the US now retreating from its role as
Europe’s guardian, greater European cooperation will be essential to close technological

gaps and reduce rearmament costs. Procurement will need to be pooled to reduce market
fragmentation and avoid that additional demand for defence goods will mainly drive up prices.
Better-integrated defence markets would both increase competition and facilitate entry of new
defence technology firms. The combination of integrated markets and scaled-up procurement
could halve unit costs. This article discusses how this could be achieved either by scaling
instruments in the current institutional framework or by creating a new intergovernmental

institution, the European Defence Mechanism.

Europe faces a grave security threat, created by Russia’s
imperialism in Ukraine and exacerbated by changes in US
policy on Ukraine and European defence under the cur-
rent Trump Administration. Europe’s leaders understand
this and have started to react. In 2024, 20 European NATO
members spent more than 2% of GDP on defence —a me-
dian rise of about 0.6% of GDP in just two years. This paper
assesses recent initiatives and discusses how additional ef-
forts can be made to improve the governance and financing
of European rearmament. We focus on solutions that are
both fiscally feasible and do not assume a leap in European
defence integration along the lines of the European Defence
Community (EDC), an agreement signed but not ratified in
the 1950s (see also Fabbrini et al., 2025).
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This article presents Europe’s basic rearmament chal-
lenge: to undertake large-scale, accelerated rearmament
in the face of an overstretched and nationally fragmented
European defence industry. Meeting this challenge re-
quires pooling defence procurement and creating a single
market for defence as well as initiating “strategic enablers”
that would benefit many countries. The article summarises
recent EU-level efforts to increase defence capacity and
offers suggestions about two possible ways forward.

Europe’s rearmament conundrum

Europe’s military capabilities are fragmented along na-
tional lines. Europe’s defence relies on NATO and US
leadership within NATO. Apart from boots on the ground,
the US has provided Europe with “strategic enablers”,
without which national European armies would be far less
effective. These include joint command and control capa-
bilities, satellite-based intelligence and communication,
development of expensive new weapon systems such as
fifth- or sixth-generation fighter jets, integrated weapon
systems needed by multiple countries such as strategic
air defence, strategic lift (large-scale air transport and
maritime logistics), missiles and nuclear deterrence.

To reduce its dependence on the US, Europe must close
a large gap. As a priority, this means acquiring strategic
enablers that could potentially be put under European
operational control. An example would be a satellite-
based intelligence and communication network, which
would be difficult and expensive for European countries
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to build individually. In addition, Europe must better equip
its troops and acquire major military equipment stocks —
from main battle tanks, artillery and ammunition to drones
and aircraft (Burilkov & Wolff, 2025; Barrie et al., 2019)."
According to a political goal set by the European Council
on readiness for a major confrontation, this must happen
within the next five years (see, e.g. European Commission
& High Representative of the Union for Foreign Affairs and
Security Policy, 2025).

Europe’s conundrum is that these ambitious rearmament
goals must be reached with limited fiscal space and in the
face of a fragmented defence industry, which is already
overstretched because of its limited capacity and the pro-
vision of military support to Ukraine. While Europe remains
a global player in defence markets, it is far smaller than
the US. In 2023, the revenues of the 27 European defence
companies (20 of which are in the EU) within the world’s top
100 amounted to $130 billion, i.e. half that of their US coun-
terparts. The top three US companies alone generated as
much revenue as all European defence firms combined
(Stockholm International Peace Research Institute, 2024).

While Europe has the industrial potential to scale up the
production of modern battle tanks, artillery, air defence,
armoured vehicles, drones and electronic warfare sys-
tems, its market in most of these products is charac-
terised by low production numbers, high fragmentation
along national lines, limited competition and a strong
home bias in procurement. Even large countries often or-
der products such as tanks or even drones in only small
quantities. For example, since 2022, Germany has or-
dered only 123 Leopard 2 tanks to be delivered by 2030
(Wolff et al., 2024b). European countries operate 12 differ-
ent main battle tanks, while the US has one.?

Germany buys almost half of its equipment from domestic
producers and around an additional 30% from domestic
joint ventures (Wolff et al., 2024a; Mejino-Lopez & Wolff,
2025). Centrone and Fernandes (2024) even found that
big countries including Germany and France are procur-
ing more than 80% of defence equipment from national
sources, even though that number includes domestic
production by foreign companies.

Market fragmentation gives national suppliers substantial
market power. Carril and Duggan (2020) showed that in

1 Barrie et al. (2019) estimated that Europe would have to invest be-
tween US $288 billion and US $357 billion to fill the capability gaps in
a specific scenario. This would be a scenario in which Europe would
need to reassure the Baltics and Poland after a Russian incursion into
Lithuania. By now, prices have increased while Russia has greater ca-
pabilities, suggesting that the number could be larger.

2 See https://eda.europa.eu/what-we-do/eda-in-short.
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the US, when market concentration increased, procure-
ment became less competitive. Europe’s defence indus-
try is less consolidated than that of the US, with a high
degree of product differentiation across countries. Na-
tional champions tend to dominate national markets and
exercise market power. For example, the top two French
defence companies account for 69% of the sector’s do-
mestic sales; in Germany, that number is 70%. Competi-
tion could decline further if the US reduces weapons ex-
ports as it prioritises other threat arenas (Burilkov et al.,
2024). Increasing demand in an environment of limited
competition means that companies can charge higher
prices and increase rents.

There are joint projects for different military equipment,
for example, multinational group MBDA for missile manu-
facturing, the Eurofighter fourth-generation aircraft and
Franco-German KNDS for tank production. But the scale
is limited, with the top trans-European companies ac-
counting for less than 20% of the total European revenues
of the main global competitors. Several major joint ven-
tures exist, for example, to develop the next generation of
fighter jets, such as Tempest (UK, Japan, Italy) and FCAS
(France, Germany, Spain).

A further problem of the European defence industrial
base is that some modern arms technologies are una-
vailable. These include fifth-generation fighter jets, cer-
tain air-defence systems, rocket artillery systems simi-
lar to the US HIMARS and heavy transport helicopters.
Europe also relies on US software, and satellite-based
communication and intelligence. And while Europe has
seen a significant entry of firms in new technologies,
including high-tech drones, Al-based intelligence and
advanced autonomous robotic systems, it remains far
from the level of investment and technological disrup-
tion that characterises the US defence market. Between
mid-2021 and 2024, the total venture capital volume for
defence start-ups in the US was 2.4 times that of Europe
(McKinsey, 2025).

With an increasing number of governments considering
whether to cancel or review purchases from the US,? the
question is whether the European defence industrial base
could provide the required arms at a cost that the Euro-
pean taxpayer can afford and at the technological level
required for modern peer conflict. The scale of current
production is not encouraging, particularly when it comes
to expensive strategic enablers. For example, in 2023,

3 For example, Portugal is considering purchasing European aircraft
alongside US F-35s, while Canada has decided to review its purchase
(see Pereira et al., 2025). The chairman of the Danish Parliament’s de-
fence committee, Rasmus Jarlov (2025), argues that buying American
weapons is a security risk.
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there were 19 Eurofighter deliveries and 13 Rafale deliver-
ies, both fighter jets of the fourth generation, while there
were 98 deliveries worldwide of US F-35s (a fifth-genera-
tion fighter).* Moreover, long development cycles indicate
that Europe might take decades to develop some of the
top technology products. This suggests that the reliance
on US manufacturers may be difficult to overcome.

Yet, development cycles can accelerate substantially in
moments of dramatic increases in defence spending and
re-prioritisation of defence, while production costs should
fall substantially (Mejino-Lopez & Wolff, 2025). Weapon
production during the Second World War increased by a
factor of five to ten within a few years, while unit produc-
tion costs fell dramatically, even after production numbers
declined, showing the importance of learning and experi-
ence (Harrison, 1990; Streb & Streb, 1998; Herman, 2012;
Lafond et al., 2022). Management literature suggests that
unit cost can fall by 10%-20% as quantities double (see,
e.g. Henderson, 1968). Given the low quantities currently
ordered in Europe, the combination of rearmament, spe-
cialisation and market integration could lead to a demand
increase for specific items by a factor of ten, implying a fall
in unit costs and prices by 50%-90%, unless margins rise
as a result of lack of competition.

Europe thus has a chance to rearm and reduce its de-
pendence on the US within the requisite timeframe, but
only if it can undertake major reform of both the demand
and the supply side of the defence market in Europe. This
would require: firstly, the pooling of procurement to the
greatest extent possible for greater scale and demand-
side market power; and secondly, a common European
defence market — including the UK as a major industrial
defence player — for much greater competition, among
established national defence companies and via entry of
new suppliers.

Delivering on both elements faces formidable obstacles.
The Treaty on the Functioning of the European Union
(TFEU, Article 346) does not envisage a common defence
industrial market, and Europe has tried to address pro-
curement fragmentation in the past on multiple occasions,
with limited success. There are several joint-purchasing
agencies and arrangements including the NATO support
and procurement organisation; Permanent Structured
Cooperation (PESCO), a treaty-based framework for the
26 participating EU countries (Malta is the exception) to
jointly plan, develop and invest in collaborative capability
development; and the European Defence Agency (EDA),
established in 2004 to support the procurement efforts of

4 Based on the 2023 annual reports of Dassault, Lockheed Martin and
Airbus.

EU member countries. These procurement initiatives have
not always worked effectively, possibly because the ur-
gency of action was missing. The cost of this coordination
failure is much higher today.

EU-level efforts to improve European defence
capabilities

Since Russia’s invasion of Ukraine, significant EU-level ef-
forts have been made to improve European defence ca-
pabilities. EU-level defence industrial policy goes back to
2017, when the first Trump Administration prompted calls
for greater EU strategic autonomy from the US. The 2021-
2027 EU budget contains a European Defence Fund for
defence-related research and development and cross-
border collaboration of defence small and medium-sized
enterprises (SMEs) within the EU (Table 1). After Russia’s
invasion of Ukraine, the EU stepped up the promotion of
its defence industrial capability. The 2003 Act in Support
of Ammunition Production (Regulation (EU) 2023/1525)
seeks to expand capacity specifically for ammunition pro-
duction. A European Defence Industry Programme (EDIP)
would expand this to all defence industries once adopt-
ed.® Finally, in March 2025, the European Investment Bank
(EIB) changed its eligibility rules (which previously only al-
lowed dual-use investment in defence) so it can now fi-
nance projects primarily focused on defence (EIB, 2025).

The total volumes committed in these programmes to
strengthening the EU defence supply add up to about €4
billion per year (Table 1). Importantly, this refers only to
public lending and subsidies, including for R&D - not to
government procurement, which can act as a demand-
side industrial policy. Companies facing sustained de-
mand for their products should in principle be able to ob-
tain funding from banks and the capital market. However,
the European Commission’s Directorate General for De-
fence Industry and Space (DG DEFIS, 2024) quantified an
equity financing gap of some €1 billion to €2 billion and
a debt financing gap of some €2 billion in the EU, based
on a survey of defence firms in 2021, and large investors
tend to shy away from defence companies due to stigma
(Merler, 2025).

The EU has also stepped up its attempts to promote the
coordination of defence procurement across the European
Economic Area (EEA). The 2023 European Defence Industry
Reinforcement through Common Procurement Act (EDIRPA,
Regulation (EU) 2023/2418) offered €300 million in subsidies
for joint procurement projects involving at least three EEA
members. EDIP (European Commission, 2024) promises

5 See https://defence-industry-space.ec.europa.eu/edip-proposal-regu-
lation_en.
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Table 1
Overview of EU defence funding mechanisms

Amount Annual
in billion  in billion

Instrument Purpose Focus Passed on Time frame euros euros
European Peace Funding of EU military aid to partner countries and Crisis operations  March 2021 2021-2027 17.0 2.4
Facility EU military missions abroad (off-budget instrument)
European Defence Fund industrial policy and R&D on defence sector, Supply side April 2021 2021-2027 8.0 1.1
Fund particularly benefitting SMEs
Connecting Europe Funding of cross-border infrastructure, including Infrastructure July 2021 2021-2027 1.7 0.3
Facility dual use
Act in Support of Fund industrial policy supporting ammunition Supply side July 2023 2024 0.5 0.5
Ammunition production
Production
European Defence Create a financial incentive for procurement Demand side October 2023  2024-2025 0.3 0.3
Industry Reinforce- coordination
ment through
Common Procure-
ment Act
European Defence Fund industrial policy supporting the European Supply and Not yet 2025-2027 1.5 0.5
Industry Programme  Defence Technology Industrial Base and incentivise ~ demand (but passed (pro-

common procurement under a new legal framework, funding is for posed on 5

the Structure for European Armament Programme supply side only) March 2024)
European Investment  Funding of defence sector SMEs and startups, Supply side and 2025 2.0 2.0
Bank infrastructure funding infrastructure
Total 31.0 6.9
Of which, supply side measures 12.0 3.9

Source: Bruegel.

to create a new legal framework for common procurement
(the Structure for European Armament Programme, SEAP).
Finally, in March 2025, the European Commission proposed
the Security Action for Europe (SAFE) instrument, adopted
in May 2025, which mobilises up to €150 billion in loans to
member states to finance procurement projects.

Given the long and difficult history of attempts to incen-
tivise common procurement, instruments offering mod-
est subsidies (directly, such as EDIRPA, or by moderately
reducing borrowing costs, such as SAFE) cannot be ex-
pected to be transformational. That said, in November
2024, the Commission said that the €300 million in funds
allocated to EDIRPA had leveraged joint procurement of
more than €11 billion — on its face, an extraordinary suc-
cess (European Commission, 2024).

In its March 2025 ReArm Europe announcement, the Eu-
ropean Commission has attempted to loosen national
fiscal constraints holding back military spending in two
main ways. The SAFE instrument allows member states to
borrow up to €150 billion to finance defence procurement
from the EU (Council of the EU, 2025). Moreover, ReArm
Europe proposes loosening the EU fiscal rules specifically
for defence spending (Pench, 2025).

ZBW - Leibniz Information Centre for Economics

Conclusions and two ways forward

Much progress has been made in boosting European de-
fence production, but significant gaps remain that could
be addressed in two different ways.

On the supply side, gaps in access to capital for defence
firms are likely addressed, particularly after the widening of
EIB eligibility criteria, or can be addressed relatively easily.
Other than finance, national and European regulations — from
local concerns to Al to environmental rules — may make it dif-
ficult to increase defence production capacities and need to
be revised carefully. On the demand side, procurement coor-
dination will remain crucial, as the modest incentives offered
by SAFE are unlikely to make a difference beyond projects
for which the bureaucratic or political costs of common pro-
curement are already very low. Offering the national escape
clause for defence could have a substantial impact in coun-
tries such as Germany but might reenforce defence procure-
ment nationalism. Finally, Europe does not have a vision on
how to coordinate building and acquiring strategic enablers.

We see two avenues - one “incremental” and another
“transformational” — to address the shortcomings of the
status quo (for more details, see Zettelmeyer et al., 2025).
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The incremental solution would expand the roles of ex-
isting institutions in capability planning, procurement
and funding, building on recently intensified coordina-
tion efforts. This solution would also see an expanded
role for the EDA, a “coalition-driven” PESCO (the frame-
work for jointly planning, developing and investing in col-
laborative capability development) and the extension of
financing instruments that build on precedents such as
the EU’s 2020-22 Support to mitigate Unemployment
Risks in an Emergency (SURE).

However, the incremental approach might fall short in
three main ways. First, the EDA might not effectively cur-
tail discrimination for national security purposes. Higher
defence spending financed mainly through higher nation-
al borrowing could strengthen procurement nationalism
further, as governments seek to maximise the economic
benefits of higher defence spending within their nation-
al borders. Second, the fiscal benefits of a SURE-plus
mechanism would be limited to a relatively minor reduc-
tion in borrowing costs. This could be a significant obsta-
cle to the creation of strategic enablers with high upfront
costs. Third, while non-EU countries could benefit from
some EU instruments, it is hard to imagine that they could
participate as equal partners.

A solution to these problems would be a new intergov-
ernmental institution, the European Defence Mechanism
(EDM). It would serve as an exclusive procurement agen-
cy in specified areas; as planner, funder and potentially
owner of strategic enablers; and as a legal commitment
to observe defence single market rules within the jurisdic-
tions of its members. Unlike in the EDA, failure of mem-
bers to live up to their obligations could trigger sanctions,
including suspension of the membership.

Europe needs to rearm rapidly and acquire its own strate-
gic enablers. The EDM could be the enduring output of a
moment of political will that overcomes national division,
bureaucratic inertia and special interests. We may be wit-
nessing such a moment in Europe today.
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