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Figure 1 — Events that will shape 2025
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Introduction

The ninth edition of this annual publication presents 10 issues to watchin 2025, selected by the
Members' Research Service of the European Parliament. Some of these issues feature high on the
2025 European political agenda as they reflect the three pillars of the 'competitiveness compass'
that the vonder Leyen |l Commission has identified for its 2024-2029 mandate: balancingscale with
innovation for productivity, setting the 2040 climate target, and taking the next steps towards
European economic security. Other subjects are more specific, such as waiting to move up a gear:
European electric cars, and helping the EU compete on artificial intelligence. For some issues,
progress has long been too slow and new impetus is needed: strengthening the European defence
industry, and speeding up the return of irregular migrants. All these issues, as well as other issues
beyond this list of 10, require financial means and investment, which in turn raises the additional
challenge of shapingthe EU's future finances and strengthening capacity toinvestinthe future. The
overarchingissue of restoring trust in the public sphere — in traditional news media, social media,
governments and institutions, and business — meanwhile affects all of the above.

Asanew political cycle begins for the Europeaninstitutions, with the latest mandates having started
on 1 December 2024, this list of issues could seem daunting. Alternatively, they canbe seen as a list
of new opportunities for the European Union to assert itself, bounce back,and move ahead.

History teaches that it has been when under the pressure of events that the European Union (EU)
has made most progress. It is already becoming clear how Russia's war on Ukraine and changes in
transatlantic relations have made the EU move ahead on security and defence. The challenges that
are accumulating are the very same that offer the EU a chance to get stronger and assert itself on
the world stage. These issues demand choices; they also offer opportunities. The European
Parliament, as the place for debate among directly elected members and as co-legislator, will have
an importantrole to play when it comes to decidingon the EU's future course. The year 2025 will be
a year of decisions — a theme that runs through this publication— asillustrated by its coverimage.

These choices — these decisions — call for independent, objective and authoritative information: the
motto of the European Parliamentary Research Service. EPRS publications rely on research, robust
facts and figures, and informed analysis to provide the European Parliament's Members with the
elements they need to do their work, and ultimately build the trust that must underpin any
democracy.

Readers will find analysis on issues that do not feature on this list of 10 in previous editions of this
publication (listed under the 'Further reading section') and in the thousands of publications that
EPRS has issued online and in paper over the years, enriching Parliament's knowledge environment.

We hope that you will find this latest edition of Ten Issues to watch' informative and useful as you
consider the challenges and opportunities of 2025.

Etienne Bassot

Director, Members'Research Service,
European Parliamentary Research Service (EPRS)
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1. Balancingscale with innovation for productivity

The debate over Europe's disappointing productivity performance has brought
up a major dilemma: should policies focus on scaling up companies so larger
companies can compete globally, or should policy-makers foster competition
between a greater number of smaller companies in the single market to spur
innovation? While prioritising scale may constrainthe potential for innovation,
fostering innovation-led growth might mean curbing market concentration
and, by extension, limiting scale. The need to strike a balance between these
two opposing concepts will be at the heart of economic policy-makingin 2025.

A7
%

Two recent reports, respectively under the aegis of the former Italian prime ministers, Enrico Letta
and Mario Draghi, have added fuel to the debate. The reports'assessments painted a sombre picture
of the Union's economic prospects. Letta points the finger at a still fragmented single market,
suggesting a fifth freedom for research, innovation and education. The report makes an economic
and political case for a deeper and broader single market, inter alia, to make it easier for European
companies to grow and achieve scale. Draghi highlights the urgent need for substantial private and
public investment to drive innovation-led growth in the EU. He proposes a nuanced and sector-
specific planforan EU industrial policy, with a delicate policy mix includinga competition policy that
allows European companies to scale up while fostering an effective innovation policy.

The reports present numerous proposals, many of which will feed into the European Commission's
first major initiative, the 'competitiveness compass' focusing on the innovation gap with the US and
China, aligning decarbonisation with competitiveness (see Issue 2), and enhancing security by
reducing dependencies (see Issue 3). It is essential that those proposals form a coherent and
balanced policy mix —something that the European Semester has struggled to coordinate, as noted
in Draghi's governance chapter. In particular, the European Parliament should carefully consider that
prioritising scale might limit innovation potential, while pushing for innovation-led growth might
mean limiting market concentrationand thus scale.

Scaling up argument: Both reports argue that the Union needs to enable companies to grow and
scale up within the single market to enhance productivity and to compete at global level. One main
argument for this is that EU industries are increasingly exposed to competition with China, as China
has gained export market shares on the back of investment-centric policies that have built up
overcapacity. Another important argument is that firm size is linked to technology adoption.
Evidence shows that technological adoptionrises with firm size for all advanced technologies. This
is particularly strikingsince EU productivity growth over the past 20 yearsis broadly on a par with
the United States (US) if the tech sector is excluded. Policy proposals centre on two main levers:
competition policy and capital markets. However, both reports acknowledge that competition policy
should not be reformed in isolation. Forinstance, merger and acquisition decisions would allow for
an ‘innovation defence', proving that the effect of a merger would be innovation-enhancing.

Innovation argument: Typically, greater competition and increased innovation go hand in hand,
whereas market power often hinders innovation and productivity growth. The two reports concede
that the EU is facing considerable structural headwinds, havinglost ground to global competitorsin
particular in digital technologies while lagging behind in technology creationand diffusion. The EU
has a strong presence in mid-technology sectors, which are less affected by rapid technological
advances. At the same time, EU companies are less active in high-productivity sectors such as
information and communication technologies (ICT) and large-scale digital services. With EU
companies are stuck in a 'middle technology trap', the EU's productivity growth is lagging behind
that of its peers, particularly in industries driven by cutting-edge technology. Despite public
research and development (R&D) spending on par with peer countries, there is an investment gap
on account of private R&D spending, as European businesses invest significantly less in R&D than
their counterpartsinthe US and China.



https://www.ecb.europa.eu/pub/pdf/sintra/ecb.forumcentbankpub2024_Bergeaud_paper.en.pdf
https://www.imf.org/en/Publications/Staff-Discussion-Notes/Issues/2021/03/10/Rising-Corporate-Market-Power-Emerging-Policy-Issues-48619
https://www.aeaweb.org/articles?id=10.1257/mac.20180449
https://single-market-economy.ec.europa.eu/news/enrico-lettas-report-future-single-market-2024-04-10_en
https://commission.europa.eu/topics/strengthening-european-competitiveness/eu-competitiveness-looking-ahead_en
https://www.imf.org/-/media/Files/Publications/REO/EUR/2024/October/English/reoeurnote.ashx
https://www.europarl.europa.eu/RegData/etudes/IDAN/2024/760228/IPOL_IDA(2024)760228_EN.pdf
https://www.ecb.europa.eu/press/blog/date/2024/html/ecb.blog240903%7E57f1b63192.en.html
https://www.cepii.fr/PDF_PUB/pb/2023/pb2023-44.pdf
https://www.ecb.europa.eu/press/economic-bulletin/articles/2024/html/ecb.ebart202405_01%7Ea6318ef569.en.html
https://pubs.aeaweb.org/doi/pdfplus/10.1257/pandp.20231037
https://economy-finance.ec.europa.eu/document/download/1a5fff2f-9391-442a-99e6-760dc06a85c3_en?filename=dp208_en.pdf
https://www.elibrary.imf.org/view/journals/001/2021/080/article-A001-en.xml
https://www.econpol.eu/publications/policy_report/eu-innovation-policy-how-to-escape-the-middle-technology-trap
https://iri.jrc.ec.europa.eu/scoreboard/2023-eu-industrial-rd-investment-scoreboard#field_data
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The trade-off

Evidence — particularly from the US,
often cited as a benchmark in both
reports — shows that market
concentration can reduce innovation

Schumpeter—Arrow debate

The Schumpeter—Arrow debate epitomises these
conflicting goals. Arrow's theory suggests that competition
drives innovation because firms in competitive markets
must adopt efficient methods and differentiate to gain an

edge ('escape effect'). In contrast, Schumpeterargues that
less competition (with a few large firms) promotes long-
term innovation, as the resulting high profits incentivise
firms to invest in significant, riskier R&D projects. The
contradicting theories were summed up by Aghion et al. in
2005, finding an inverted U-shaped relationship between
competition and innovation. In other words, when the
degree of competition is low, there is a positive impact of
increased competitionon innovation, while at a certain level
of competition, a further increase instead reduces

incentives forinnovation.

returns, while innovation can enable
companies to evade competition. This
implies that there is an optimal level of
competition that allows for efficacious
innovation,  with major  policy
implications. While there are very good
reasons to focus on both policy
objectives, i.e. both scale and
innovation, understanding this complex
trade-off is crucial to design an
effective policy mix.

Competition and innovation in the EU single market

Over the past 25 years, the EU business environment has seen a rise in industry concentrationand
profits, especially among firms at the top of the mark-up and profit distribution, and a widening
productivity gap between leading companies and smaller ones. Large firms are increasingly
dominant, creating a 'winner-takes-most' environment. This trend has mixed effects: while it has
driven efficiency in some sectors, it has also raised barriers for new entrants, limiting innovation
diffusionand competitionintensity. lllogically, industries where competitionis weaker are subject to
more frequent competition enforcement interventions in the EU. The result is less business
dynamism and slower productivity growth. This is an issue often raised in the context of promoting
'European champions'.

This tendency is problematic,as companies that grow and dominate their markets often shift their
focus from innovation to protecting their market position and gaining political power . In such an
environment, R&D spending sees diminishing returns in the following two mainways.

Funding: Current EU R&D investments and subsidies are fragmented and tend to favour established
sectors such as the automotive industry (see Issue 6) and mechanical engineering, while high-tech
sectors (ICT) remainunderfunded. US firms specialise in technologies that use ICT more intensively
and innovate in new products. At the same time, the EU specialises in technologies that use non-
ICT forms of capital more intensively and tend to innovate in the area of perfecting the quality of
existing products (the above-mentioned middle technology trap).

Labour: Innovation-stifling hiring is observed when large incumbent companies hire key employees
from young competitors. Evidence in the US shows that inventors are increasingly concentrated in
large incumbents and, once hired, an inventor's earnings increase while innovative output declines.
Similarly, larger Italian enterprises tend to innovate less and instead engage in activities that limit
competition by hiring local politicians, thus channelling resources into maintaining dominance rather
than fosteringinnovation.

Competition and innovation are mutually dependent but vary depending on market structure,
industry characteristics, and firm strategies. This complex interaction makes designing competition
and innovation policies challenging, as policy-makers must carefully balance openness to
competition with incentives that ensure firms can benefit from innovation. To build a coherent
Europeanindustrial strategy, EU institutions must carefully weigh the balance between competition
and innovation policy goals. Itis time to take decisive actionand prioritise a strategy thatdrives both
competitiveness and innovationacross Europe.


https://www.hup.harvard.edu/books/9780674975781
https://www.imf.org/en/Publications/fandd/issues/2024/09/the-innovation-paradox-ufuk-akcigit?utm_medium=email&utm_source=govdelivery
https://competition-policy.ec.europa.eu/system/files/2024-06/KD0924494enn_Protecting_competition_in_a_changing_world_staff_report_2024.pdf
https://competition-policy.ec.europa.eu/system/files/2024-06/A_taxonomy_of_industry_competition_launch.pdf
https://www.imf.org/en/Blogs/Articles/2024/09/11/how-to-awaken-europes-private-sector-and-boost-economic-growth
https://www.bruegel.org/policy-brief/three-pillars-effective-european-union-competition-policy
https://www.imf.org/en/Publications/fandd/issues/2024/09/the-innovation-paradox-ufuk-akcigit?utm_medium=email&utm_source=govdelivery
https://papers.ssrn.com/sol3/papers.cfm?abstract_id=3241707
https://www.nber.org/papers/w33255
https://www.ecb.europa.eu/pub/pdf/sintra/ecb.forumcentbankpub2024_Bergeaud_paper.en.pdf
https://www.europarl.europa.eu/RegData/etudes/IDAN/2024/760228/IPOL_IDA(2024)760228_EN.pdf
https://www.project-syndicate.org/commentary/europe-falling-behind-us-innovation-technology-what-to-do-about-it-by-philippe-aghion-et-al-2024-10
https://www.nber.org/papers/w31085
https://onlinelibrary.wiley.com/doi/full/10.3982/ECTA18338
https://onlinelibrary.wiley.com/doi/full/10.3982/ECTA18338
https://www.oecd-ilibrary.org/finance-and-investment/competition-and-innovation-a-theoretical-perspective_4632227c-en
https://ideas.repec.org/h/nbr/nberch/2144.html
https://www.cambridge.org/core/journals/american-political-science-review/article/abs/capitalism-socialism-and-democracy-by-joseph-a-schumpeter-new-york-harper-and-brothers-1942-pp-x-381-350/13A4BF9E884069B0C4144E266443B82F
https://www.ucl.ac.uk/%7Euctp39a/ABBGH_QJE_2005.pdf
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2. Setting the 2040 climate target

In 2025, the EU Climate Law is expected to be amended to introduce an
intermediate 2040 target, as required by the law itself, to ensure a path to 2050
climate neutrality. The objective is to set a net 90 % emissions reduction target
by 2040, compared to1990. Alongside this target, the Commission has prepared
afirstindicative EU greenhouse gas (GHG) budget for the period 2030 to 2050.
This new budget will require new carbon management policies.

The first indicative EU GHG budget, for 2030 to 2050

GHG emissions triggered by human activity are causing global warming, whichinturnis destabilising
the earth's climate with a rise in extreme weather eventsand ever more climate damage. The near-
linear relationship between cumulative CO, emissions and global warming levels this century make
it possible to estimate the remaining carbon budget for staying below 1.5°C or 2°C. The Paris
Agreement mandates rapid emission reductions to reach net zero in the second half of this century,
yet global GHG emissions are still growing. If near-term emissions are not reduced rapidly, the 2024
United Nations emissions gap report estimates a 90 % chance of 3°C peak warming by 2100.

Aiming to stay below a certainwarminglevel requires countries to limit their GHG emissions to the
remaining carbon budget. Several principles exist for calculating fair-share distribution — how to
divide the remaining budget among nations. For example, historical emissions or ability to pay can
be a factor. In its scientific advice on the EU 2040 climate target and GHG budget, the European
Scientific Advisory Board on Climate Change (ESABCC) concludes that no matter the principle
applied, a gap exists between the EU's fair-share and what is technically feasible in the EU economy.
Considering the restraints on what canrealistically be achieved, the ESABCC recommends that the
EU ensure emissions below 14 gigatonnes of CO, equivalent emissions (GtCO.e) over the 2030 to
2050 period and that it set anambitious 2040 emissions reduction target of at least-90 %.

The Commission has announced its intention to amend the . .

EU Climate Law to add an interim 2040 target of net 90%  Figure 2 — Projected future
emissions reduction compared to 1990. It estimates that ~ €Mmissions shares per sector

the EU's net cumulative GHG emissions between2030and  MiC0e Net GHG emissions

2050 should amount to maximum 16 GtCO.e. 2000 ! </ (2045 MtC0,2)

Figure 2 illustrates the emissions reduction efforts needed

across sectors from 2030 to 2040, as per the Commission's 1000

impactassessment. Within15years from today, the EU-27

would need to reduce its net emissions almost to the level - -
0

. . e 1
From 'fit for 55' to fit for 90' by 2040 1500 .

of Italy in 2023 (470 million tonnes of CO, equivalent
(MtCO.e) compared with 400 MtCO.e for Italy). As it isa

'net' target, carbon removals will provide the flexibility
needed to offset hard-to-abate emissions above the
threshold. According to the Commission's 2040 target 500
communication, carbon removals should reach up to 2030 2040
400 MtCO, by 2040. M Agriculture [ industry

M Buildings International transport
The adoption of the higher 2030 target in 2021 triggered a [l Domestic transport Non-C02 in non land-related sectors
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package. In 2025 and 2026 it will become clear how the
Commission intends to get 'fit for 90' by 2040.
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Source: SWD(2024) 63final.



https://www.ipcc.ch/report/ar6/syr/downloads/report/IPCC_AR6_SYR_SPM.pdf#pages=10
https://www.ngfs.net/en/publications-and-statistics/publications/ngfs-scenarios-phase-v-launch-event
https://www.ipcc.ch/report/ar6/wg1/downloads/report/IPCC_AR6_WGI_Chapter05.pdf#page=6
https://www.ipcc.ch/report/ar6/wg1/downloads/report/IPCC_AR6_WGI_Chapter05.pdf#page=6
https://essd.copernicus.org/articles/15/2295/2023/#section8
https://unfccc.int/process-and-meetings/the-paris-agreement
https://unfccc.int/process-and-meetings/the-paris-agreement
https://www.unep.org/resources/emissions-gap-report-2024
https://climate-advisory-board.europa.eu/reports-and-publications/scientific-advice-for-the-determination-of-an-eu-wide-2040/scientific-advice-for-the-determination-of-an-eu-wide-2040-climate-target-and-a-greenhouse-gas-budget-for-2030-2050.pdf/@@display-file/file#page=28
https://climate-advisory-board.europa.eu/reports-and-publications/scientific-advice-for-the-determination-of-an-eu-wide-2040
https://climate-advisory-board.europa.eu/reports-and-publications/scientific-advice-for-the-determination-of-an-eu-wide-2040/scientific-advice-for-the-determination-of-an-eu-wide-2040-climate-target-and-a-greenhouse-gas-budget-for-2030-2050.pdf/@@display-file/file#page=48
https://eur-lex.europa.eu/legal-content/EN/TXT/?uri=CELEX%3A52024DC0063&qid=1732027785611
https://eur-lex.europa.eu/legal-content/EN/TXT/?uri=CELEX:32021R1119
https://eur-lex.europa.eu/resource.html?uri=cellar:6c154426-c5a6-11ee-95d9-01aa75ed71a1.0001.02/DOC_5&format=PDF
https://eur-lex.europa.eu/legal-content/EN/TXT/PDF/?uri=CELEX:52024DC0063#page=7
https://www.europarl.europa.eu/thinktank/en/document/EPRS_BRI(2022)733513
https://eur-lex.europa.eu/resource.html?uri=cellar:6c154426-c5a6-11ee-95d9-01aa75ed71a1.0001.02/DOC_3&format=PDF
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Carbon management and industrial competitiveness

The Commission's 2040 climate target communication assumes a decarbonised power sector by
2040, relying on the expansion of renewable energy, grids, storage, and efficiency gains, with limited
carbon capture of remaining emissions by 2040. It is an essential building block that enables the
substitution of fossil fuels through increased electrificationand production of clean hydrogen. This
would in turnincrease EU energy independence and reduce the volatility of electricity prices.

Achieving the 2040 climate target and staying within the indicative EU GHG budget will however
mean broadening climate policy towards anall-economy carbon management approach. This would
go beyond the CO, or methane emissions linked to energy productionand fuels use and tackle the
emissions stemming from industrial processes and product manufacturing. Removals through the
absorption of CO, by soils and trees or via technological means such as directair capture (DAC) or
bioenergy with carbon capture and storage (BECCS) will need to increase. As noted by Climate
Action Commissioner Wopke Hoekstra, post-2030 climate policy frameworks will therefore have to
be closely aligned with industrial policy initiatives such as the forthcoming clean industrial deal.

Decarbonising the industrial sector will involve measures such as making industry more circular,
promoting efficiency gainsinenergy use but alsoin raw material demand, through reduce, reuse and
recycle methods. This journey has already begun: the 2023 Green Deal industrial plan included the
Net-zero Industry Act, the Critical Raw Materials Act and the electricity market reform, which are
already inforce. These instruments are all essential to the decarbonisation of Europeanindustry and
to establishing Europe as a hub for cleantechand industrialinnovation on the pathto net zero.

Where electrification of industrial processes is not feasible and low carbon solutions, suchas bio or
e-fuels, have only low potential, carbon capture will play an important role in reducing the release
of CO; into the atmosphere. For some processes, suchas cement production, itis currently the only
solution. The 2024 industrial carbon management communication presents the concept as an
essential complement to mitigation actions and as an area of business opportunity for Europe asa
global frontrunner. The EU has adopted a 2030 target for CO, storage capacity of 50 Mt per year.
The 2040 carboncapture and storage (CCS) need is estimated at five times this level.

The right incentives to accelerate uptake of carbon capture utilisation and storage (CCUS)
technologies include strong carbon pricing mechanisms and market demand for captured CO. and
carbon credits. The EU emissions trading system already allows for an exemption to surrender
emission allowances in cases of properly applied CCS. CCS technologies are also included among
the net-zero technologies that fall within the scope of the Net-zero Industry Act. The Commission
expects circularity of and demand for CO, as a feedstock torise during the 2030s for e-fuels and in
the period from 2040 to replace virginfossil carbonacross more products and materials.

2025: A year of critical policy choices

The von der Leyen| Commission referred to the European Green Deal as Europe's growth strategy,
and its 2021 sustainable carbon cycles communication began a broader economy narrative for
carbon management. Under von der Leyen ll, competitiveness and decarbonisation are intricately
interwoven, as described in the mission letter to Teresa Ribera Rodriguez — Executive Vice-
President (EVP) for a Clean, Just and Competitive Transition. Stéphane Séjourné, EVP for Prosperity
and Industrial Strategy has echoed the interdependence of industrial policy and decarbonisation.

Technological solutions already exist to bring the EU quite a long way on its transition journey,
though some may not yet be mature enough. In the end, what mattersin 2025 is ensuring that the
pieces of the puzzle give a framework to boost reindustrialisation towards a net-zero economy. This
requires economic security initiatives (see Issue 3) to build resilient supply chains, with synergies in
global partnerships and trade. It will also mean boosting investment through new instruments to
build scale and offer targeted innovation support (see Issue 1).



https://eur-lex.europa.eu/legal-content/EN/TXT/PDF/?uri=CELEX:52024DC0063#page=12
https://elections.europa.eu/european-commission/en/hoekstra/
https://www.europarl.europa.eu/thinktank/en/document/EPRS_BRI(2023)747903
https://www.europarl.europa.eu/thinktank/en/document/EPRS_BRI(2023)747898
https://www.europarl.europa.eu/thinktank/en/document/EPRS_BRI(2023)745694
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3. Takingthe next steps towards European economic security

Support for open, rules-based trade governed by a multilateral framework and
based on global stability is in the EU's DNA. Recent challenges, such as the
COVID-19 pandemic, Russia's war of aggression on Ukraine and intensifying
geopolitical rivalries, have exposed vulnerabilities in the Union's economic
structure, warranting a strategic response. Consequently, the EU is moving
towards strengthening its economic security, a shift that is becoming
increasingly visible in its legislative proposals and policies.

A long-held premise that economic interdependence automatically leads to peace and cooperation
is in doubt. It now seems that those very economic links on which EU's economic modelis built may
alsobe used for harmful purposes. The pressures onthe EU have intensified: strategic dependencies
on countries with divergent values, profound technological change, cyber and infrastructure attacks,
economic coercion by authoritarian countries, foreign interference and misinformation, and
weaponisation of trade links have created new category of economic security risks.

The 'geopolitical Commission' established in 2019 recognised this, prioritising concepts such as
strategic autonomy and digital sovereignty. Since then, the EU has been expandingits toolbox to be
able to identify economic flows and activities that pose a risk to European security and to address
them. Laws passed to protect EU's interests from foreign threats include the Foreign Direct
Investment Screening Mechanism, the International Procurement Instrument, the Foreign Subsidies
Regulation, and the Anti-Coercion Instrument. Coupled with the use of trade defence instruments,
sanctions and export controls, this is increasing Europe's assertiveness and means to adapt to an
ever-changing nexus of geopolitics and economics. Similarly, initiatives focusing on critical aaw
materials, semiconductors, strategic technologies and batteries target sectors crucial to EU
competitiveness, where dependency on foreign suppliers is known to be high and where supply
chainresilience needs to grow.

Adding new pieces to the economic security puzzle

Economic security is an emerging concept, with no agreed EU definition or precise scope as yet.
Some experts also consider the competences division in this policy area to be blurred, as national
security is a prerogative of the Member States. The Commission issued its first-ever economic
security strategy in2023. It underlined the need to develop a more cohesive and impactful common
EU approach. The strategy identified four top priority categories of risk: (i) to supply chain resilience;
(ii) to the physical and cyber security of critical infrastructure; (iii) to technology security and
technology leakage; and (iv) of weaponisation of economic dependencies and economic coercion.
To address these, the strategy proposes to: (i) promote EU competitiveness and its scientific,
technological and industrial bases; (ii) protect the EU from economic securityrisks including through
new instruments; and (iii) partner with like-minded countries who share the same concerns and
interests. While only one of these mentions 'protecting, some voices argue that the strategy
indicates that the EU is takinga more defensive position.

As a follow-up, in October 2023 the Commission recommended that the Member States conduct
joint risk assessments in areas critical to economic security: advanced semiconductors; artificial
intelligence (Al); and quantumand biotechnologies. Further areas requiringrisk assessmentsin the
near future are: connectivity; navigation and digital technologies; sensing technologies; space and
propulsion; energy; robotics; advanced materials; and manufacturing and recycling technologies.
This was followed in January 2024 by the first economic security package, containing five initiatives:
improving foreign direct investment screening; launching discussions on stronger EU coordination
of export controls; identifying potential risks stemming from outbound investments in selected
technologies; improving support for dual-use technology research and development and enhancing
researchsecurity.
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What other democracies are doing

Experts consider economic security to be one of the most dynamic policy areas at present; the G7
and its members, as well as like-minded countries such as Australia and South Korea, continue to
deepen and adapt their policies. While many authorities are still at the stage of mapping the risks
and devising mitigating measures, researchers draw attention to: (i) investment screening policies
(inbound and outbound); (ii) export controls and sanctions; (iii) access to critical raw materials;
(iv) resilience of supply chains; (v) cybersecurity and protection of critical infrastructure;
(vi) procurement restrictions; and (vii) anti-coercion policy.

Despite some alignment of policies in advanced economies, their unigue concerns, interests and
priorities mean they each adopt slightly different policy approaches. The degree of economic
integration with China also plays a role: while there is an appetite to counter its industrial
overcapacity, building resilience in economies by turningaway from Beijingis costly, and may reduce
efficiency and increase domestic prices. Although the EU is following a policy of de-risking from
China, the firmer approach of the last few years does not mean that it has adopted broad-based
protectionism that would result in significant welfare losses. Instead, it is focusing on addressing the
main risks stemming from strategic dependencies.

What experts are saying

A 2024 study for Members of the European Parliament argued that a comprehensive strategy should
be built around: (i) advancing a common understanding of economic security risks; (ii) diversifying
imports and exports to avoid over-reliance on major economic partners; (iii) intervening in critical
sectors by funding industrial policies, increasing technological security, stockpiling and arranging
joint procurement of critical products; and (iv) acting to deter economic coercion and mitigate harm.

A 2024 Centre for Economic Policy Research study explains that while the global geoeconomic map
requires an EU shift towards economic security, it should not become a political excuse for
protectionism, which is contrary to EU's economic model based on free trade. Instead it should
reinforce novel international cooperation, based on innovative policy instruments, contingency
planning, and stronger governance mechanisms at both EU and international levels. The Merics think
tank stresses that building a solid analytical and intelligence base for economic security policy is a
prerequisite for actively shaping the future technological landscape. The European Policy Centre
calls for implementation of economic security across all policies, coupled with robust
interinstitutional governance, reinvented partnerships and mechanisms to manage inevitable costs.
Finally, it is becoming increasingly clear that economic security cannot be achieved without
deepening the single market and capital markets necessary to finance innovation and boost
competitiveness — as argued by the Letta and Draghi Reports (see Issue 1). This will require a joint
rethinking of trade, industrial and economic policies.

What will happen next

The 2024-2029 Commission has put this issue high on its priority list, as evidenced by the creation
of a Commissioner portfolio for Trade and Economic Security. The mission letter to Maro$ Seféovi¢
signals work on a new economic security doctrine, including economic security standards for key
supply chains with G7 partners, mitigation measures to address risks identified to critical
technologies, and new economic security instruments. Further initiatives will follow. In the context
of his confirmation hearing, Seféovi¢ heralded a new foreign economic policy that will bring together
economic security, trade and new partnerships. He also pointed to a re-examination of the EU
toolbox, looking at whether the existing instruments are being used well and if there is a need for
new ones. The first flagship initiative will be the 'competitiveness compass', seeking to boost the
EU's productivity and increase its security by reducing dependencies. The 2025 Polish Presidency of
the Council of the EU, focused on Security, Europe!, will seek to build sovereignty and resilience.
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4. Shaping the EU's future finances

In just a few months, long and heated discussions will start on what should be
the direction for the EU's next long-term budget. The European Commission
has to present a first draft proposal before 1 July 2025. Questions abound.
Which priorities should the EU finance? How large should the EU budget be?
How should it be financed? How will it be structured? Opinions and ideas on
how the post-2027 EU budget should be shaped are already emerging. Some
aredaring, and already provoking mixed reactions.

Funds for the challenges ahead

The continuously tense geopolitical situation has
underscored new areas that require financing support at  The notion of European added value
EU level. Russia's war against Ukraine has triggered the = (EAV) has been defined as 'the value
need to support Ukraine (the EU budget has already  resulting from an EU intervention
provided €456 billion), make the Union more self- Which is additional to the value that
sufficient and enhance its defence and security would have been(.)therW'S? created by
e e Member Stateaction alone'. It has been
preparedness. In the Safer together report, Sauli Niinistg, inherent to the EU's integration and
former President of Finland and special adviser to the | ¢ long guided budgetary decisions.
President of the European Commission, urges the EU to
reinforce its defence preparedness. He recommends an
increase in joint defence spending, with 20 % of the EU's
budget allocated to security and climate disasters, more
flexibility and quicker response instruments. Commission
President Ursula von der Leyen has estimated the EU's
additional defence investment needs at €500 billion for
the coming decade. This, she said, could be financed from
additional national contributions, or additional EU own
resources, either calling on them immediately or through
EU borrowing.

Why EU level spending?

A related notion is that of European
public goods: 'policies and initiatives
whose value to the citizens are higher
when conducted at EU rather than at
national level'.

A recent EPRS study estimated the
cost of non-action at EU level in
10 policy areas at up to €3 trillion each
year, or €6 700 of potential benefits of
greater EU action percitizen peryear.

According to the Draghi Report, the EU must invest in innovation, decarbonisation, security and
dependency reduction,and human skills in order toincrease its competitiveness. The report calls for
an additional €750 to €800 billion in investment per year from 2025 to 2030. It also recommends
reforming the EU budget to make it more focused on projects with the highest EU added valueand
more supportive to private investment.

Currently, the EU's contribution to climate financingis €658 billion (including Next Generation EU).
To achieve climate neutrality by 2050, the Commission assesses that an additional investment of
1.5 % of GDP peryearis needed compared with the decade 2011 to 2020.

Next, repayment of the capitalrelatingto NGEU is due to startin 2028 and will last for 30 years. As
a result of higher than estimated interest rates, the cost has increased abruptly in the current
financial period. The total cost for the period 2028 to 2034, coveringboth the capitaland the interest
rates, is now estimated at between €140billion and €168 billion (current prices) depending on
whether repayment is spread with an equal yearly amount or with an equal share of gross national
income (GNI).

The financing cost of another major challenge — potential EU enlargement to 10 new member states
—mustalso be factored in. The accession cost of the current candidate countries, excluding TUrkiye,
is estimated — under multiple caveats and under current law — at between €15.7 billion and
€26 billion per year.However, it is likely that most accessions will occur only after 2034.
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The EU budget may see a change in its structure. The Commission President referred to moving
from a programme-based to a policy-based budget. There may be a plan for each Member State,
linking key reforms and investments. As to the volume of the future EU budget (the current budget
is roughly 1% of EU GNI — 1.7 % together with NGEU), some experts suggest 2% of EU GNI, one
study went as far as 4% of GNI, providing goods with EU value added and enhancing the EU
economy's stability and resilience. With these challenges on the financial agenda, the next MFF will
have to be sufficiently robust to back up the EU's political orientations.

Ensuring the necessary financing

To rise to these challenges, the EU will need additional sustainable sources for the EU budget. There
are three possibilities: new EU own resources; additional GNI contributions; and joint borrowing on
the capital markets. Onthe first, Parliament's long-standing position has been to introduce genuine
new own resources and move away from the juste retour logic. Despite Parliament's repeated
requests for progress, Commission proposals for new own resources have so far stalled within the
Council. If no new own resources are established, then the second possibility, a GNI-based top-up
will be needed to balance anincreasein expenditure. A third possibility could be to issue additional
EU debt, which would require financial guarantees by the Member States and would thus also require
additional permanent own resources. A new NGEU-type instrument, if not financed from own
resources, would have to meet the following conditions: be exceptional, serve a specific purpose for
a specified amount and be backed up by EU own resources. Some analysts support the idea of
increasingthe EU's common debt, within the legal limits, for emergency cases or for joint investment
projects, while some Member States have expressed reluctance regardingjoint EU borrowing.

Another requirement is to have a sufficiently flexible budget to adjust to new priorities and cope
with unforeseen budgetary needs. The current MFF was initially adopted with 2.4 % flexibility but
that proved insufficient. The Parliament has made repeated requests for the EU budget to be
endowed with appropriate flexibility.

Principles, values and conditions of EU financing

Parliament's involvement froman early stage in the procedureis a conditionfor reachinga common
vision for the EU's financing priorities. This is even more relevant since the issues at stake could well
make the MFF negotiations more complex — and they require unanimity in the Council. Early
cooperation and exchange, as described in Article 312 of the Treaty on the Functioning of the EU
and the Interinstitutional agreement on budgetary discipline, cooperation, sound financial management
and own resources will help the parties agree intime and ensure a smooth transition to the next MFF.

When it comes to implementation of the EU budget, effective European parliamentary control is
required toensure its democratic legitimacy. Budgetary scrutiny by the European Parliament should
cover all EU expenditure, including any off-budget instruments. The Court of Auditors notes that
there is room to improve accountability.

The rule of law conditionality regulation is a powerful tool to protect the EU budget and ensure that
it is implemented in line with the principles of sound financial management. For the European
Parliament, this regulation lays down essential conditions for Member States to obtain EU funds.

Will the new EU budget be a game changer for the EU's finances?

In her political guidelines for the 2024-2029 Commission, Ursula von der Leyen pleaded for a more
focused, simpler and more impactful budget, one that is 'fit for our ambitions'. The Commission
proposalis eagerly awaited. It then remains to be seen whether the EU will choose to step up witha
stronger budget that can support the Union in meeting its challenging and ambitious objectives. The
debate begins in 2025.
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5. Strengthening capacity to investin the future

Investment is under the spotlight in 2025, not only as a growing need for the
EU and its Member States to ensure that their economies and societies can
thrive in today's complex geopolitical ecosystem but also as a challenge when
it comes to complementary reforms and capacity-buildingtoincrease impact.

The investment challenge

According to the Draghi Report on European competitiveness, the EU is facing an existential
challenge: to become more productive and avoid economic decline, it will require reforms and
massive amounts of investment. Needs in strategic areas such as the green and digital transitions,
research and innovation, and defence are estimated at some €800 billion in additional investment
from private and public sources per year, i.e. more than the entire Next Generation EU (NGEU)
recovery instrument for 2021 to 2026 or around 5% of the EU's gross domestic product (GDP).
However, implementation of ambitious strategies requires strengthened administrative capacities
on top of new financial resources, as also highlighted by the Letta Report on the single market. In
the field of the green transition, for example, the roll-out of investment in renewables and energy
grids warrants an effective permitting process. Limited administrative capacity and digitalisation
often remain major obstacles to effective implementation, however, with 69 % of municipalities
reporting a shortage of skills relating to environmental and climate assessments.

The EU budget is an obvious candidate for financingjointly agreed priorities (see Issue 4). Despite
its limited size (around1 % of EU GDP), a number of features make it a significant source of public
investment, in some Member States in particular. However, the deployment of EU resources has
traditionally faced a number of hurdles, as suggested for example by the experience with cohesion,
a major EU investment policy endowed with-<€392 billion for the 2021-2027 period. In 2020, an OECD
study recommended reinforcing cohesion funding governance, and identified room for improvement
in three broad areas: (i) being more strategic andinnovative in how staff, processes and programmes
are managed; (i) managing the impact of framework conditions on stability and certainty in
administrative and investment processes; and (iii) ensuring that capacity buildingamong managing
authorities and/or beneficiaries is undertaken at the appropriate level.

Launched as a response to the socio-economic crisis triggered by the COVID-19 pandemic, NGEU
almost doubles the firepower of EU resources inthe years up t0 2026, providingan extra €712 billion
for investment and reform across the Union. Its centrepiece, the Recovery and Resilience Facility
(RRF), represents a noteworthy experiment in steppingup efforts to strengthen the administrative
capacities needed to manage much needed investment at different levels. At the same time, the
coexistence of two major EU investment tools applyingdifferent rules — the RRF and the cohesion
funds — has added a new layer of complexity forimplementing authorities.

Next Generation EU and the Technical Support Instrument

Member States implement the bulk of NGEU through national recovery and resilience plans (NRRPs)
and are expected toreceive around €650 billion in EU resources from the RRF. The RRF stands out
for its innovative approach, supportingboth investmentin strategic areas — such as the green and
digital transitions — and complementary reform measures toreinforce the impact of investment.

Across the plans, at least 30 reform measures are aimed directly at strengthening the RRF's
managementand,in some cases, that of other EU funding, including through various milestones and
targets relating to setting up appropriate implementation, monitoring and control systems. Such
qualitative and quantitative objectives are usually frontloadedin the timeline of the plans. In specific
cases, Member States cannot receive any RRF payments before meeting some of these objectives,
which providesanincentive for action.
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The Italian planincludes the recruitment of 1 000 experts for its implementation, as well as upskilling
and reskilling initiatives for more than half a million employeesin centraland local administrations.
The Czech plan supports the creation of a coordination and competence centre tasked with capacity
building and offering methodological and information support to public investors. Other RRF
measures contribute to improving investment conditions indirectly, including with the significant
resources (€53 billion) earmarked for the digitalisation of the public sector in the Member States.

In the various policy areas supported, the NRRPs often combine mutually reinforcinginvestment and
reform measures. For example, in the field of sustainable water management, a reform to improve
the efficiency and governance of public water providers in Croatia includes the development of a
multiannual infrastructure investment programme, to streamline investment in water supply and
sewage. A reform under the green transition dimension of the Polish plan seeks to streamline the
permitting for renewable energy sources; this is expected tofacilitate their deployment.

In addition, to prepare,amend and implement their NRRPs, all the Member States are making use of
the Technical Support Instrument (TSI). Through this EU programme, the Commission, upon request,
provides tailored technical expertise to help Member States design and implement reforms. Over
500 reforms supported by the TSI since 2021 relate directly or indirectly to the RRF, suggesting a
close interlinkage between the two instruments. More specifically, 23 countries have benefited from
general support aimed at enhancing their overall capacity toimplement the NRRPs in different areas
ranging from project management methods and audit frameworks to the application of the do-no-
significant-harm to the environment principle. All Member States have used thematic support for
the implementation of specific reform and investment measures under their plans across various
policy areas. For example, the Commission has been helping Portugal to improve the efficiency and
transparency of its public procurement, Italy to reorganise national governance of health
technologies, and the Netherlands to increase the energy efficiency of its public buildings.

The year to learn lessons for the future

The Commission's mid-term evaluation of the RRF highlights its support for reform and capacity
buildingand the links with investment as one of its key positive features. Inaddition, the Commission
acknowledges the crucial role of the TSI. RRF disbursements are progressing at a faster pace than
traditional EU budgetary tools, but risks and challenges to their absorption remain. At the same time,
the focus on the time-limited RRF is thought to have slowed down the parallel implementation of
cohesion policy. The 2024 European Semester identified administrative capacity issues in various
Member States. Along similar lines, the RRF annual report of October 2024 pointed out that many
Member States had not reinforced administrative capacity sufficiently, includingat local and regional
levels, with the main delaysin the plans' implementation often associated with this issue. Examples
of efforts to address gaps and shortcomings include the July 2024 update of the Commission
guidance on NRRPs and the regular meetings of the informal expert group on RRF implementation.
The latteris a forum where Member States' experts and the Commission candiscuss cross-cutting
aspects of the RRF, including in a dedicated workshop on governance and administrative capacity.

In 2025, further implementation efforts are needed: the RRF is entering its final phase and Member
States haveless than 2 years tofinalise their NRRPs. Under the EU's new fiscal rules, avoiding delays
in the effective use of resources is crucial since the RRF and the other EU funds are expected to
mitigate the adverse effects of fiscal consolidation and make the composition of public expenditure
more growth-friendly. At the same time, the idea of integrating reform support in all new initiatives
and for all levels of governance will be a key part of the debate on the future of EU finances, with
the proposals for the EU's post-2027 multiannual financial framework (MFF) expected in mid-2025
(see Issue 4). Similarly, the Letta Report praises the TSI and recommends complementing it with a
new pacttoenhance Europeanadministrations' cooperationand expertise. The objectiveis toinvest
in training and establishforums for sharing best practices and identifying promising projects across
the EU. RRF and TSI implementationinsights will continue to contribute to the debate.
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6. Waiting to move up a gear: European electric cars

The green transition and global competition have shaken up the automotive
industry. Will 2025 remaina bumpy ride or will electric vehicles pullahead? The
EU has taken measures to curb vehicle emissions drastically. Its 2023
Regulation on revised CO, emissions reduction targets for new passenger cars
and light commercial vehicles sets in motion a ban on new cars powered by
petrol or diesel from 2035. In addition, national and local authorities have
established vehicle emissions limits for urban access. Take-up of electric cars
depends, not least, on affordability and improvements in battery performance and charging
infrastructure capacity, castingdoubt on the chances of achieving the overarchingobjective.

Affordability, a severe speed bump

The year 2025 begins with rising average retail price and a drop in sales of battery electric vehicles
(BEVs). The European Commission's Alternative Fuels Observatory notes that the average retail
price of BEVs has risen in the last 3 years. BEV sales are struggling, with European carmakers
underperforming. The global leaders on BEVs are American Tesla and Chinese BYD, with the
European VW Group far behind in third place. In March 2024, the EU witnessed a 5.2 % drop in sales
of electric cars compared with March 2023. In August 2024, the number of newly registered BEVsin
the EU fell steeply, by 43.9 % compared with the same month the previous year, owing largely to the
expiry of subsidies in Germany. High purchase prices, limited new models and limited charging
capacity are hinderinggrowthand consumer trust.

Prior to the EU raising vehicles' CO, emissions standards, citizens expressed mixed views during the
impact assessment phase, while the industry and public authorities responded positively. As 2025
begins, even the industry is bracingitself for a longer downturn. As a consequence of slow sales of
electric vehicles, Swedish company Northvolt, a major battery manufacturer supplying European
automakers, announced in September 2024 that it was letting 25 % of its workforce in Sweden go
and in November 2024 it was on the brink of bankruptcy. On the eve of 2025, Northvolt was still
looking for new investment. In October 2024, VW, the EU's largest carmaker, announced plans to
close atleast three German plants and cut tens of thousands of jobs.

The greentransition and intense competition from China have led the European automotive industry
into crisis, as Commissioner Valdis Dombrovskis acknowledged during Parliament's October | 2024
plenary session. The EU automotive market saw a decline of 18.3% in new car registrations across
all propulsion systems, making it even harder for BEVs to break through. The von der Leyen|
Commission intended toaddress the crisis with the cleanindustrial deal, a quality jobs roadmap, and
an industrial action plan for the automotive sector. The question is how the von der Leyenll
Commission will deal with this in 2025. During her speech before the European Parliament on the
new College of Commissioners and its programme, the Commission President committed to
convening a strategic dialogue on the future of the carindustry in Europe.

There are also significant regional differencesin the take-up of electric vehicles between southern
and eastern Europe on the one hand, and northern and western Europe on the other hand. Electric
vehicle market uptake is linked to annual net income. Parliament highlighted this disparity in a
December 2023 resolution. In 2018, long before the current CO, emission reduction targets were
set, a study by the European Automobile Manufacturers' Association had warned about the
affordability of electric vehicles, especially in lower income Member States, and had concluded that
a natural shift to electric vehicles would not happenwithout addressing consumer affordability. To
this day, this statement holds true, with people in the 12 countries surveyed by the European
Alternative Fuels Observatory statingthat price is by far the main disadvantage of driving BEVs.
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The race to build charging points and develop battery technology

In the Green Deal, the Commission noted that one million public recharging and refuelling stations
in the EU would be needed by 2025. At the start of 2025, there are 800 000 recharging points. With
an average growth rate of over 10%, the one million threshold will be passed shortly after 2025.
However, the distribution of charging points is very uneven. Almost half of the EU's BEV charging
points are concentrated inonly two EU countries — the Netherlands and Germany. The Connecting
Europe Facility for Transport has already supported more than 42 000 recharging points across
Europe. More projects will be financed through the Alternative Fuels Infrastructure Facility, which
makes over €1 billion in EU grants available for alternative fuels infrastructure for the period 2024
to 2025. On top of that, the Innovation Fund, funded with revenues from the emissions trading
system (ETS), has dedicated €3 billion from 2024 to 2027 to strengthen EU sovereignty in the
battery value chain.

Despite the slowdown in car sales, battery technology is starting to see more innovation.
Alternatives tolithium-ion batteries are beingdeveloped, with cheaper batteries beingmade at the
expense of lower energy density (lithium-iron phosphate) or heavier weight (sodium), translating
into shorter travel distance and more likely applicationin city cars. There are also more powerfuland
more expensive batteries that will at first appear in luxury or sports models, such as solid-state
batteries that promise to revolutionise electric vehicle performance. Continuous improvements are
increasing energy density, reducing weight and lowering reliance on critical raw materials. Such
advances, though significant, have yet tobe produced at scale. In 2025, the effects will start to show
of the recently amended EU regulatory framework for batteries, deemed crucial to securing value
chains for battery production, reuse and recyclingin the EU.

What to watch in 2025

The year 2025 is the deadline for several measures. EU legislation tasks the Commission with
monitoring the transition of mobility, keeping track for instance of the deployment of zero-emission
vehicles and their price developments, alternative fuels development, infrastructure roll-out, and
the potential of innovative technologies.

From1 January 2025, EU law requires that annual average CO, emissions of all new passenger cars
or all new light commercial vehicles be reduced by15 % compared to 2021. Carmakers failing to meet
this target could face millions of euros in fines. Road transport is meanwhile being integrated into
the ETS, with monitoring and reporting of emissions starting in 2025.

By the end of 2025, the Commission must review the CO, emissions targets for cars and vans,
including an analysis on funding gaps. It must also report on full life-cycle CO, emissions, and
progress made towards zero-emission road mobility. Some Member States and political groups,
joined by the car industry's lobby ACEA, are open to an earlier review, calling the 2035 ban a
self-destructive policy and disagreeingwith EU fines for carmakers.

Also by the end of 2025, the Alternative Fuels Infrastructure Regulation (AFIR) and the revised TEN-
T Regulation require Member States to install recharging pools for light-duty electric vehicles every
60 km on the core network. In addition, legislation requires the submission of a national policy
framework to be made publicly available,and a progress report on AFIR implementation.

These upcoming reports will assess the state of development and confirm whether the downward
trend in sales of BEVs continues or if there will be a breakthrough. The reviews will be accompanied
by legislative proposals, additional funding and other measures to facilitate the transition. They will
also disclose policy measures taken by Member States to facilitate the shift to green mobility.

The combustion engine banis expected toremaina contentious topic during the year ahead.
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7. Helpingthe EU compete on artificialintelligence

As 2025 begins, the EU finds itself in a challenging situation with regard to
artificialintelligence (Al). Although the EU is a frontrunner in regulating Al and
ensuring that its citizens can trust it, it has remained behind its global
competitors in Al development, uptake and investment. To address this
situation, the EU is expected to take several measures in the coming months.

Developing an Al ecosystem of excellence and trust

The EU's approachtoAlis to develop an Al ecosystem of excellence and trust, by boosting research
and industrial capacity while ensuring safety and respect for fundamental rights. In June 2024, the
EU passed its Artificial Intelligence Act (Al Act). The Al Act sets a global precedent for a legal
framework for Al, with a focus on ensuring that Al systems uphold fundamental rights, and are safe,
transparent and accountable. By setting common rules across the EU, the EU aims to make it easier
for companies to scale up and offer their services across the EU. The Al Act seeks to increase
consumer trust in Al, by addressingvarious risks posed by Al.

In 2025, the Al Actis entering in the crucial period of implementation. As of February 2025, certain
Al practices (such as those using manipulatingand deceptive techniques or exploiting vulnerabilities
such as age) will be banned in the EU. As of August 2025, rules on general-purpose Al systems will
start applying. The final version of the general-purpose Al code of practice is expected to be
published in 2025 (a first draft was published in November 2024). A decision of the coordinators of
Parliament's Committees on Internal Market and Consumer Protection (IMCQO) and on Liberties,
Justice and Home Affairs (LIBE) has set up a cross-committee working group to monitor the
implementationand enforcement of the Al Act. Its first meeting was held on 24 October 2024.

The EU hasalso given financialsupportto Al research and innovation through programmes suchas
Horizon Europe and Digital Europe. Each year these programmes invest at least €1 billion in Al.
Together with investment from the private sector and the Member States, the aim is to reach an
annualinvestment volume of €20 billion.

The Commission has set up a variety of infrastructure for Al innovation. For example, European
digital innovation hubs help businesses and public sector organisations in their digital
transformation, Al testing and experimentation facilities enable them to test Al technologies and an
Al-on-demand platform provides information onvarious Al resources, assets, projectsand events.

In January 2024, the European Commission also proposed measures to support Al start-ups and
SMEs, suchas giving them access to Europe's supercomputers to train their Al models and adopting
a decision setting up a European Al Office.

EU still lagging behind other global leaders

The EU is home to only 13.3 % of the globe's Al players (firms, research institutes and
governmental institutions involved in Al), coming third after the United States and China (see
Figure 3). Only two EU countries (Germany and France) are among the top countries globally in
terms of numbers of Al players.

Few EU entreprises use Al technologies. In 2023, only 8 % of enterprises in the EU used Al
technologies to conduct their business. This is far from the EU's target of 75 % of enterprises using
the cloud, Al or big data by 2030. However, there are country differences, with Denmark (15.2%),
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Finland (15.1 %) and Luxembourg (14.4 %) having
the highest shares of enterprises using Al and
Romania (1.5%), Bulgaria (3.6 %), Poland (3.7 %) & EU-27 UK

and Hungary (3.7 %) recording the lowest shares. 30.8% 13.3% 11%

Figure 3 — Main Al players worldwide

Europe is behind other regions in terms of Al
patents too. In 2021, Europe and Central Asia taken
together were responsible for only 4 % of Al patents
filed worldwide.

Canada
2.8%

India 34 %

There is a certain public scepticism towards Al in
the EU. The 2024 Al Index Report shows that
respondents from several European countries (such
as France and Belgium) are much less positive  Source: Al Watch landscape.

about Al products and services than people from

Indonesia and Thailand. Another survey (2024) concluded that 40 % of Europeans are concerned
about potential misuse of Al during elections.

The EU is behind its global counterparts in terms of
Figure 4 — Private investment in Al by investment in Al, in particular in the private sector.
country, 2013-2023, in billion euros Between 2013 and 2023, the private sector in the US

. invested €317.7 billion in Al, while in EU countries like
United States 3177

. Germany the private sector invested only €9.8 billionand
United Kin;:ilcl:: E 02 in France, only €7.9 billion (see Figure 4). The disparity
isael || 121 becomes particularly apparent when looking at private
Canada | 100 investment in generative Al. Between 2019 and 2023, the
Germany | 9.8 private sector in the US invested €20.7 billion, while in
India | 93 the EU together with the United Kingdom the private

France | 79 sectorinvested only €0.6 billion in generative Al.

South Korea | 69 Accordingtothe European Court of Auditors, the EU has

Source: 2024 Al Index Report. notcoordinated its measures sufficiently with those of
its Member States, and monitoring of investment has not
been systematic. It calls on the Commission to do more

to ensure that EU-funded research projects are fully commercialised and exploited.

Although the EU has diverse Al talents with various geographicaland educational backgrounds, itis
facing a challenge of retaining that talent in the EU. Several EU countries are losing domestic Al
talent to the US and are having trouble attracting international talent.

Can the EU reverse the trend and start to catch up in 20257

If the EU wants to reverse this trend and start catching up with the US and China in 2025, it needs
to address all of these challenges. The Council agrees that the EU should scale up investment in Al
and facilitate access todigital infrastructure. The EU should cooperate closely with Member States
and international organisations to maximise the impact of investment. The Commission President
has announced various actions in support of Al: giving start-upsaccess to supercomputing capacity
through the 'Al factories' initiative, developing an 'apply Al' strategy and setting up a European Al
Research Council. The Commission Vice-President for Tech sovereignty, security and democracy,
Henna Virkkunen, has also committed to prepare a cloud and Al development act. Lastly, the
Commission is setting up a 'competitiveness compass'to boost investment, simplification and skills.
The road to becoming'an Al continent' — an objective set by the new Commission — is still long.
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8. Strengtheningthe Europeandefenceindustry

The war in Ukraine has changed Europe's security landscape dramatically,
revealing the limitations of the European defence technological and industrial
base (EDTIB) when it comes to meeting heightened demand for military
equipment. This wake-up call for the EU has highlighted the urgent need to
strengthenits defence capabilities, reduce dependencies on external suppliers,
and build a more resilient and responsive EDTIB to supply Europeanarmies.

Limitations and weaknesses

The EDTIB comprises prime contractors, mid-caps,and a large number of small and medium-sized
enterprises (SMEs). The large prime contractors are centred mainly in Germany, Spain, France, Italy
and Sweden, however an equally important part is played by smaller defence companies based all
over the EU. EU defence companies — though overall globally competitive — are significantly
outmatched in terms of revenue by their counterpartsinthe United States (US), with the US-based
Lockheed Martin, the world's largest defence contractor generating almost as much revenue
(around €60 billion) as the entire EU defence industry sector (estimated at around €70 billion).

Although NATO's 2 % gross domestic product (GDP) annual spending target for defence has been
in place for years, few Member States have met this benchmark. Had they done so consistently
between 2006 and 2020, an additional €1.1 trillion would have been spent on defence, with
significant sums dedicated to defence investment. Compounding the problemis the fact that much
of the funding that was spent did not benefit the EDTIB, with Member States often opting for military
imports from outside the EU, thus creating third-country dependencies. According to French think-
tank IRIS, following the full-scale Russian invasion of Ukraine, between February 2022 and June
2023, 78 % of acquisitions of defence equipment by EU Member States came from outside the EU,
with the US accountingfor 63 % of this total.

Fragmentation also hampers the EDTIB's ability to reach its full potential. European defence
companies are primarily structured along national lines, with demand mostly driven by national
governments that favour their own industries which benefit from close relationships with these
governments. This structure hasled to a high number of national defence firms operatingin smaller
markets, resulting in production levels that are insufficient for current high demand. Defence
planning is still managed at a national rather than a European or transatlantic level, worsening the
issue. A 2024 EPRS study estimated that greater cooperation could yield annual savings of between
€18 billion and €57 billion, avoiding costly duplication and improving the interoperability of
European armed forces. On the supply side, the industry remains nationally organised, with
persistent fragmentation in the EDTIB, particularly outside the aeronautics and missile sectors.
Reliance on third countries forimportant supplies such as critical raw materials and semiconductors
meanwhile leaves the industry vulnerable to supply chain disruptions.

The lack of sufficient manufacturing capacity is an additional hurdle, particularly in the production
of basic equipment like ammunition. European defence manufacturers have traditionally operated
on a 'built-to-order' model, meaning they produce equipment only when they receive confirmed
orders, which hasled to long production timelines and an inability to ramp up productionrapidly in
response to sudden spikes in demand. All of these weaknesses have hampered the EU's ability to
respond swiftly and effectively to the changing geopolitical climate.

A more robust European defence industry

In the Strategic Compassand the Versailles Declaration, Member States committed to spend 'more
and better on defence', reinforce the Europeandefence industry and fill critical capability gaps. For
many Member States, Russia's full-scale invasion of Ukraine has been a wake-up call when it comes
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to their defence budgets. EU countries are expected to reach a combined defence budget of
€326 billion in 2024 (an increase of around €108 billion or 50% since 2021) thus enabling
significantly more defence investment than in previous decades.

The EU has sought to increase defence industry cooperationand investment throughinitiatives like
the European Defence Fund (EDF) — aimed at incentivising joint defence research and capability
development — and permanent structured cooperation (PESCO) — a legal framework for defence
cooperationincluding binding commitments on defence forits 26 participatingMember States.

The European Peace Facility (EPF) —financed directly by the Member States outside the EU budget
— is now worth €17 billion. The EU mobilised €6.1 billion under the EPF to support the Ukrainian
armed forces. Overall EU military support for Ukraine, including bilateral Member State
commitments, is estimated at €45.5 billion at the time of writing. The EPF has also been leveraged
to procure defence products from the EDTIB.

In 2023, the EU adopted the European Defence Industry Reinforcement through Common
Procurement Act (EDIRPA) to promote joint defence procurement and strengthen the EDTIB's
competitiveness. It also passed the Act in Support of Ammunition Production (ASAP) to boost
Europe's ammunition production capacity for a timely supply of missiles and ammunition. Also
passed in 2023, the EU Chips Actand Critical Raw Materials Act are aimed at securinga sustainable
supply of essential components, thus strengthening the EDTIB's ability to meet increased demand.
EU-NATO cooperation has meanwhile beenreinforced, with the two organisations working together
on defenceindustry issues.

In March 2024, the Commission launched the first-ever Europeandefence industrial strategy (EDIS)
to optimise the EDTIB's potential and tackle future challenges. The EDIS encourages Member States
to 'invest more, better, together, and European' to boost European defence readiness. Key actions
include enhancingthe EU's defence industrial readiness viathe proposed European defence industry
programme (EDIP), designed to bridge the gap between short-term emergency measures such as
EDIRPA and a longer-term strategy to boost the EU's defence readiness. The draft regulation would
provide €1.5 billion from 2025 to 2027 as aninterim measure to strengthen EDTIB competitiveness,
combining financialand regulatory measures. The EDIS also outlines non-binding goals for defence
readiness by 2030, for instance procuring at least 40 % of defence equipment collaboratively by
2030. Lastly, it proposes new defence industry financing approaches, such as substantially
increasingthe defence fundsavailable inthe next MFF.

Financial and political challenges

Analysts note thatthe main challenges for the EDIS relate to Member States' political commitment
and tofinance (Ursula vonder Leyenestimates that anadditional €500 billionin defence investment
will be needed over the next decade). Experts point out that the 'EU has been promising "substance"
in defence capabilities since the St Malo Declarationin 1998, yet a quarter of a century has passed
and the EU continues to be hampered by its "capabilities-expectation gap" — a gap between the
goals it setsand what the EU is actually able to deliver —when it comes to defence'. The Commission
expects pushback from the Member States on some recent proposals, with some observers noting
that Member States will not accept their competences being impinged upon. However, external
events — such as Trump's second term or a United States withdrawal from NATO — could drive
European capitals to move towards further defence integration.

'A new era for European defence and security'is one of the Commission's priorities for 2024 to 2029.
The new Commissioner for Defence and Space, Andrius Kubilius, will play an instrumental role in
reinforcingthe Europeandefence industry, in close cooperation with the High Representative/Vice-
President of the Commission Kaja Kallas. Kubilius is also tasked with presenting, within his first
100 days of taking office, a white paper on the future of European defence, which is expected to
discuss ways to strengthen EU defence, the defence industry and EU-NATO cooperation.
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9. Speedingup the return of irregular migrants

The effective return of third-country nationals (TCNs) without the right to stay

@ has long been a priority of EU migration policy. Despite this, the number of
@‘ WA returns has remained low. In the context of an overhaul of the EU's migration
A and asylum system, there is new focus on fixingreturn policy.In October 2024,
‘ () the European Council urged the Commission to submit a new proposaltorevise

the EU's return rules as a matter of urgency. The Commission is expected to
put forward new measures on boosting returns in early 2025.

Limited number of returns Figure 5 — Return statistics forEU-27 (in

Although the vast majority of TCNs arriveandstay ~ millions)

in the EU lawfully, some TCNs try to enter the EU I TCNs found illegally staying (in millor)

irregularly or become irregular by remaining in the TCNs ordered to leave

EU after their authorisation to stay expires. TCNs returned

According to EU rules, TCNs found illegally in the

EU should either be ordered to leave or granted

authorisation to stay. However, the data available yos 04 03

indicate that not all persons found to be staying I 0.2 I 01 ‘ 01 01
illegally in the EU are ordered to leave. Moreover, 2019 2020 2021 2022 2003

less than a quarter of TCNs who receive a return  pata source: Eurostat (migr_eipre, migr_eiord,
orderactually leave the EU (see Figure 5). This low  migr_eirtn), November2024.

returnrateis seenasa symptom of a long-standing

EU migration 'crisis'. However, as acknowledged by

the Commission, the Council, and the Parliament, the return rate is not the best indicator for

assessing the effectiveness of returns. To better understand return issues, more reliable and
systematic datais needed, as well as additional qualitative indicators.

Efforts to improve EU return procedures and operations

The EU Return Directive sets out common rules for the return of TCNs who do not have the right to
stay on the territory of EU Member States. Adopted in 2008, the directive leaves many issues open
to interpretation. This creates implementation challenges for Member States and contributes to
fragmented and diverse return policies across the EU. For example, the directive allows Member
Statestogrant illegally staying TCNs authorisation to stay without further specifications. In practice,
Member States use different mechanisms to regularise the stay of certain categories of irregular
migrants. The situation on non-removable returnees (whose returnis postponed or not enforceable)
is particularly acute, as their status may vary widely across the EU. In 2018, the Commission
proposed a targeted revision of the Return Directive introducing a new mandatory return border
procedure and the obligation to issue negative asylum decisions together with return decisions.
However, the EPRS substitute impact assessment onthe proposal concluded thatthere was no clear
evidence that the proposal would lead to more effective returns. Whereas the Council adopted a
partial generalapproachonthe proposalin 2019, the Parliament could not reacha position.

As progress on the recast of the Return Directive stalled, the pact on migration and asylum
introduced several changes that further link border, return and asylum procedures. The new
Screening Regulation is aimed atidentifyingirregular migrants swiftly and channelling them towards
return or asylum procedures. When an asylum application is rejected in the border procedure, the
TCNs are directed toward a new return border procedure. Return decisions will immediately be
issued to applicants whose applications are rejected. The revised Eurodac will facilitate the
registrationand trackingof asylumapplicants andirregular migrants. The risk is that linking asylum
and return procedures could lead to more non-enforceable return decisions, greater use of
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detention and less use of voluntary returns despite evidence that these returns are more feasible
and cost-effective.

To improve return operations, the Commission put forward a series of soft instruments, includinga
strategy on voluntary return and reintegration, an operational strategy for more effective returns,
and a recommendation on mutual recognition of return decisions. A new EU Return Coordinator was
tasked with bringing together different strands of EU return policy. A new mechanism for the
operational coordination of the external dimension of migration (MOCADEM) was also established
in the Council. In line with its expanded mandate, Frontex stepped up its operational, technicaland
practical support toMember States, including the organisation of return flights.

Working on the external dimension of EU return policy

The migration pact formalises the external dimension of migration, obliging the EU and its Member
States to 'promote and build tailor-made and mutually beneficial partnerships' with third countries.
However, difficulties in concluding formal readmission agreements with third countries have pushed
the EU to conclude non-binding readmission arrangements. In 2021, Parliament deplored such
arrangements for failing to include adequate fundamental rights safeguards. The EU has recently
signed informal cooperation agreements with Tunisia and Egypt and a migration partnership with
Mauritania. The searchfor more pragmatic and flexible solutions to deal with third countries raises
concerns about the respect for fundamental rights, EU policy coherence and institutional balance.

To speed up returns, the European Council recently called for all relevant EU policies, instruments
and tools to be used, including diplomacy, development, trade and visas. The Commission has
already applied Article 25a of the Visa Code to impose visa restrictions on several third countries for
inadequate cooperation on readmission. Article 8 of the Visa Regulation also provides for a
mechanism to allow temporary suspension of the visa exemption for non-cooperating visa-exempt
countries. A revised suspension mechanism was proposed in 2023. In 2021, the Commission
proposed the possibility to withdraw trade preferencesin cases of serious shortcomings relating to
readmission, but the Parliament opposed it. The Neighbourhood, Development and International
CooperationInstrument (NDICI), the EU's main developmentinstrument, includes anindicative 10 %
spending target on migration and forced displacement. The risk is that funding earmarked for
developmentis redirected away from development and poverty eradication goals.

What to expect in 2025

As announced in her political guidelines for 2024 to 2029, the Commission President plans to put
forward a new EU strategy on returns. This will include a new legislative proposal seeking to clarify
the rules and further harmonise Member States' policies on return. The Commission has committed
to explore 'innovative ways' to address irregular migration, and has been under pressure from the
Member States to develop 'out-of-the-box' ideas to ensure effective returns. One controversial
suggestion is to establish extraterritorial centres (‘return hubs') to hold TCNs who are waitingto be
returned. However, as other extraterritorial experiments on asylum show (for instance the Italy-
Albania Protocol), such solutions are riddled with fundamental legaland practical challenges. Return
is a key building block in the ongoing implementation of the pact on migration and asylum, which
needs to be operational by June 2026. On the external dimension, the Commission will pursue
sustained engagement with key partners such as Egypt, Morocco and Algeria. The envisaged pact
for the Mediterraneanwill also serve to operationalise the externalaspects of EU migration policy.
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10. Restoring trust within the public sphere

Trust has become a scarce resource worldwide. Amid increasing geopolitical
uncertainty and anxiety, public trust in traditional news media and social media
platforms, in governments and democratic institutions and processes, in
big corporationsin generalandin Al companiesin particular, is plummeting. At
the core of the trust polycrisis — the interplay between multiple ongoing trust
crises —is the digitalinformationinfrastructure that underpins the public space
for debate, where people form and express opinions, and discuss solutions to
shared challenges. Public concern over the proliferation of information manipulation is high, with
45 % of Europeans listing disinformation as one of the issues with the biggest personal impact on
them. As trustin the digital infrastructure is decreasing, public pressure on governments across the
world to regulate itincreases. At the same time, the economic stakes in the global tech competition
are skyrocketing. In 2025, this underlying tension will come to the fore.

A trustworthy information environment: A key pillar in democracy

As the Freedom of the net 2024 report points out, a 'healthy 21st-century democracy cannot
function without a trustworthy online environment, in which free expression and access to diverse
information prevail'. However, not only journalists are facing increasing (political) pressure across
the world. Civil society groups, fact-checkers and researchers who work to document and analyse
information manipulation and boost trustworthy information are facing a backlash, including in
democratic countries such as the United States and some EU Member States. At the same time,
media organisations that produce high-quality, trustworthy news that adheres to journalistic
standards are facing severe economic strains: globalad revenue has halved in6 years for print media
as traffic to news websites moves to social media. Generative Al is likely to further accelerate that
trend. Meanwhile, trust in traditional news media continues to plummet. Young people are
particularly suspicious and distrustful not only of news, but of all information. Their scepticism
towards news organisations' agendas makes them avoid news and look for alternative voices and
perspectives, selectingstories that are less upsetting than (some) news.

Impact of online platforms and new technologies on democracy

Twenty years after the advent of some of the world's most popular social media platforms —
Facebook was createdin 2004, YouTube in 2005, Twitter in 2006 — promisingto connect people and
facilitate the democratic debate, trust in the online platforms that underpin our public debate is
decreasing. The 2024 Edelman Trust Barometer identified social media as the least trusted industry,
amid growing concern over the impact of social media on young people's mental health. Despite
growing concern, some major online platforms have cut back onteams focused on content, integrity
and trustand safety, with an impact on transparency mechanisms and policies to counter mis- and
disinformation. This contrasts with the EU's digital services act (DSA). The least trusted social media
platformis X: marketers'trustin the platform has dropped since Elon Musk bought Twitter in 2022.
Only 4 % of respondents toa September 2024 survey believed X provided brand safety. Social media
are not only facingdistrust, they aredriving it. In 2023, Eurofound pointed to social media ‘as a key
driver of declining trust": respondents who use social media as their preferred news source had a
trust scorein governments of 3 out of 10; compared to 4.2 for consumers of traditional media (see
Figure 6).

Although Al can create new pathways for democratic engagement, the perception of Al as a
disruptive force that canalter what people see and hear already appears to be eroding trust in the
digital sphere. Although thereis no decisive evidence that Al has altered the outcome of democratic
elections so far, IE University's European Tech Insights (October 2024) showed growing public
concern about the potential impact of Al on democratic elections. Some 67 % of Europeans think
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election results could be hacked. 40 % are concerned about potential misuse of Al during elections,
such as disinformation and voter manipulation. Some 31 % of Europeans believe Al has influenced
their voting. This can benefit the liar's dividend', where those who lie to avoid accountability become
more believable, precisely owingto growing awareness of threats, for example from deepfakes.

Figure 6 — When social media is the preferred news source, trust drops.
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Digital trust (defined by the World Economic Forum as ‘individuals' expectation that digital
technologies and services — and the organizations providing them — will protect all stakeholders'
interests and uphold societal expectations and values') links trust in governments with trust in the
tech industry. As the OECD points out, declining trust in public institutions erodes governments'
ability to address urgent challenges. Low trust in government accelerates political disengagement
and polarisation. The problemis further exacerbated by misleadinginformationand echo chambers.

Balancing values and interests in an era of multidimensional distrust

The new European democracy shield, proposed by Ursula von der Leyen to counter information
manipulation and strengthen enforcement of related EU legislation, including the DSA and the Al
Act, will be tested in the digital realm in 2025 when the Commission is expected to finalise its
investigations into Elon Musk's X. Launched in December 2023 to determine whether X is inline with
the Digital Services Act (DSA), the investigations are among the first legal proceedings under the
DSA and concern risk management, content moderation, dark patterns, advertising transparency
and data access for researchers. This puts the EU on a collision course not only with Musk but
potentially also with Donald Trump's White House and a more tech/Al-industry-friendly Congress.
A growing gulf between what Anu Bradford describes as the American market-driven regulatory
model and the European rights-driven regulatory model would affect historically fluctuating mutual
transatlantic trust. Stalling cooperation at this crucial time could, however, provide a window of
opportunity for competing models, providing tailwind for state-driven digital authoritarianism.

The question of competitiveness of technology — notably the opportunities of Al as a consequential
technological revolution —is often framed as a dichotomy, with 'utopian visions of economic growth'
clashing with 'dystopian fears of existential risks with catastrophic effects'. In the upcoming
readjustment of diplomatic priorities in transatlantic relations, EU-US cooperation has to bridge this
gulf. Corporate diplomacy or even brinkmanship — embodied by corporate leaders like Elon Musk —
are likely to temporarily overshadow US executive diplomacy, including efforts in multilateral
contexts to boost information integrity, with potential far-reaching repercussions for public trustin
the information ecosystem and infrastructure. This unprecedented challenge for the EU's rights-
drivenregulation model will put the bloc's digital diplomacy to the test. The ‘Brussels effect' may not
trump the 'billionaire's effect'in the short term, but the values-based, human-centric EU approach
— that aims to put safeguards in place to protect citizens in the digital realm — may garner more
public and diplomatic trustin the long run than superimposing business interests on geopolitics.
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