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What is the future of European supply chains?

Secular trends including the rise of Al, the green transition, and geopolitical
fragmentation are exacerbating vulnerabilities in the EU’s industrial supply chains.
But the bloc’s strategy is changing, and involves de-risking at key nodes in critical
supply chains and developing leverage in areas of strength.

Key Takeaways

The Covid pandemic and Russia-Ukraine war exposed
Europe’s supply chain vulnerabilities, driving
significant inflation and a 1.9% GDP loss between
2020 and 2022. Ongoing secular trends like the energy
transition and Al risk exacerbating these challenges.

Europe’s reliance on foreign suppliers for
semiconductors is a major weakness. The Chips Act
aims to double the EU’s global chip market share, but
progress is slow.

The EU has been shifting from Eastern pipeline gas to
more LNG imports from the US, Norway, and North
Africa. This diversifies supply but brings new logistical
and cost challenges, especially for landlocked
countries, and may run up against climate goals.

The green transition is increasing the EU’s reliance on
critical raw materials, particularly rare earths, where
China dominates extraction and processing. But
untapped resources in Portugal and Scandinavia
could help. And the Critical Raw Materials Act targets
more domestic recycling as another source of supply.

Defence and civilian infrastructure investment are
increasingly linked. The Readiness 2030 plan and
NATO targets are driving investments in dual-use
projects, such as transport and grid enhancements.

Europe’s pursuit of economic resilience is increasingly
doubling as a growth strategy. By investing in strategic
infrastructure and industrial capacity, the EU could
trade off some short-term fiscal stability to build long-
term economic strength.
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Supply chain transformation is central to the EU’s
efforts to restore competitiveness

In recent years, supply chain disruption triggered by the
Covid pandemic and then the Russia-Ukraine war has
brought Europe’s supply chain vulnerabilities into sharp
relief.

Research by the European Central Bank (ECB) finds that
supply chain disruption accounted for roughly two thirds of
the increase in inflation from January 2020 to September
2022, while also taking 1.9% off GDP.

And ongoing secular trends in strategic industries could
exacerbate the EU’s vulnerability.

For instance, the energy transition will keep increasing
demand for equipment requiring rare earth minerals, of
which Europe has little domestic supply. The rise of Al
poses a similar challenge given the EU’s reliance on other
countries for cutting-edge computing equipment. And
geopolitical fragmentation could lead to more flare-ups in
trade relations with key partners.

So, itis no surprise to see supply chain strategy at the heart
of plans to restore economic competitiveness. For example,
Mario Draghi’'s report The Future of European
Competitiveness mentions “supply chains” no fewer than
153 times.

The Nexperia dispute as a case study

All of these drivers are played out in miniature in the
controversy between the Netherlands and China over
Nexperia, a Chinese-controlled, Netherlands-based chip
manufacturer.



Concerned that the CEQO’s intention to shift machinery and
intellectual property out of the Netherlands into China would
undermine Europe’s critical value chain, the Dutch
government intervened to block the transfer.

However, China responded with export controls on
Nexperia’'s Chinese affiliates, leaving its European
operations without key inputs. As Nexperia’s chips form a
key link in automotive production supply chains, the
disruption had severe ramifications.

These developments are an unwelcome reminder of
European dependence on China, Taiwan and the US at
critical nodes of its electronics supply chain. And Europe’s
failure to identify an effective means of retaliation to Chinese
export controls betrays its lack of dominance over any one
point in the global value chain, leaving it without
geoeconomic leverage.

All in on chips?

The EU’s Chips Act (2023) is supposed to address these
issues by mobilising €43 billion in investment. But these
measures are failing to achieve the policy’s stated goal of
increasing the EU’s share of global chip value chain from
10% to 20%. That share is, in fact, on course to decline.

Part of the problem is that, while the Chips Act talks of a
massive boost to investment, it only mobilises €3.3 billion in
central EU funding, with the remainder to be made up by
national governments and the private sector. This is well
short of €52 billion in federal funding allocated by the US’
CHIPS Act, not to mention associated tax relief and the
current administration’s decision to take a 10% stake in
Intel.

Of course, more than a few EU national governments are
operating under binding fiscal constraints. For these
countries, investing in the semiconductor industry means
making potentially painful cuts elsewhere.

Figure 1: Europe barely has a foothold in the
manufacture of the most high-end chips
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And the high-end end logic and memory chip manufacturing
linked to the Al boom that the Chips Act targets requires
significant scale. But, without cross-border coordination,
many of Europe’s governments simply lack this (see Figure

1).

Indeed, Europe’s chip strategy was dealt a blow when Intel
withdrew support for planned fabs in Magdeburg and
Wroclaw, worth €30 billion and €5 billion respectively.

These disappointments spurred a change of strategy. In
September, all 27 member states called for the “unrealistic”
and “too broad” 20% target to be dropped in a joint
declaration. They instead proposed a strategic vision based
on principles of “prosperity, resilience, and indispensability”.

This signals a shift towards more targeted investment to
enhance existing strengths and address supply chain
vulnerabilities.

For example, Europe has an opportunity to enhance its
geoeconomic leverage by building on Netherlands-based
ASML’s global leadership in lithography. And it could target
investment more effectively by focussing on existing
competitive hubs - Dresden as Europe’s leading
semiconductor manufacturing and R&D cluster, and
Eindhoven as the high-tech and semiconductor-equipment
hub anchored by ASML.

Meanwhile, the bloc’s efforts to reduce its dependence on
other countries for high-end logic and memory chips will
depend on the extent to which the updated Chip Acts can
foster cross-border collaboration, cut red tape, and deliver
central financing.

Vulnerabilities in the EU’s energy supply chain remain

Another example of a sector where a geopolitical rival has
exploited vulnerabilities in Europe’s supply chain is, of
course, energy.

The Russia-Ukraine war pushed the EU’s energy logistics
strategy away from investment in Eastern pipeline gas
infrastructure such as NordStream, to pipelines from
Norway and North Africa and especially liquefied natural
gas (LNG) imports. And, although the details of the
agreement remain unclear, the EU’s promise to massively
increase purchases from the US as part of the recent trade
deal will likely accelerate this trend (see Figure 2).

Processing more liquified natural gas will require expanding
port and regassification capacity, as well as associated
logistical transformation around major hubs in Northeastern
Europe and the Baltic.

But a massive uplift in LNG consumption would clash with
the EU’s net-zero commitments. Moreover, distribution to
landlocked countries in Central and Eastern Europe poses
logistical challenges, and leaves supply chains vulnerable
to shocks in the Persian Gulf and US. Imported LNG is also
a relatively expensive source of energy.



Figure 2: Promised imports of energy from the US might
not be credible, but the direction of travel is clear
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The green transition will require renewing Europe’s
critical raw materials supply chains

Longer term, renewables are set to play an increasingly
large role in the EU’s energy mix. In addition, the EU’s
decarbonisation strategy compels it to phase out internal
combustion engine (ICE) production by 2035.

But greater use of green technologies means more reliance
on critical minerals — another area where the EU’s supply
chain is vulnerable.

For instance, China dominates global extraction of graphite
(crucial for battery production) and rare earths (used in heat
pumps, wind turbine instruments). Its dominance of the
critical resource processing space is even more
pronounced. By contrast, the EU’s share of global minerals
production is under 7%. Currently, it imports 70% of its rare
earths from China, and produces no domestic supply (see
Figure 3).

Figure 3: The EU is highly dependent on China for its
rare earths supply
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The latter has brought its dominance to bear in recent trade
disputes using export restrictions.

In contrast to the chips value chain, there is no clear area of
strength in the global critical minerals supply chain that the
EU could leverage. But it does have access to advanced
mining and recycling technologies that could help secure a
domestic supply.

In addition, there are significant deposits of lithium in
Portugal, and nickel deposits in Scandinavia. These are
currently not being mined, though future extraction is
planned.

So, if the EU can translate its longstanding leading position
in recycling other raw materials such as steel and zinc to
critical raw materials, it could gain a valuable domestic
supply. The EU’s Critical Raw Materials Act (2024) sets a
target to meet 25% of domestic consumption of recycled
critical minerals domestically.

This strategy is not without its challenges, however. Not
least among these is the EU’s lack of a network of recycling
infrastructure capable of supporting the recycling process
end-to-end. Investment in storage facilities for strategic
stockpiles is also essential.

Pro-infrastructure legislative measures such as the Critical
Raw Materials Act and Germany’s €500 billion package
should help in this regard. But, given the relatively small
scale of these facilities, the private sector could play a
leading role in this investment drive.

Security and secure supply chains

One reason for the push for more secure supply chains in
semiconductor, energy, and critical minerals is their
importance to the EU’s defence sector.

Defence spending will ramp up in the coming years in
response to new security threats and a push from the US
for Europe to carry a greater burden of its own defence.

The EU’s Readiness 2030 plan sets out a goal to increase
defence spending by €800 billion.

Historically, much of European defence expenditure has
been subject to international leakages. On this occasion, the
EU has taken steps to ensure leakages are limited and
supply chains strengthened by encouraging domestic
procurement.

For instance, €150 billion in EU-backed loans will be made
available to member states for defence infrastructure
projects, but only if governments contract companies based
within the single market or Ukraine.

The structure of these loans — which heavily favour joint
ventures between EU companies — is explicitly aimed at
pushing Europe’s fragmented defence industry towards
cross-border collaboration.



In this regard, the Readiness 2030 plan consciously echoes
Draghi’s focus, for example calling for unified weapons
specifications to reduce duplication and improve
interoperability across member states’ systems.

Meanwhile, the agreement of NATO member states to
increase defence spending to 5% of their GDP both
underlines the case for greater procurement and the need
for investment in Europe’s logistical network.

Civilian spillovers

Only 3.5%ppts of this 5% target is earmarked for core
defence capabilities, with the remaining 1.5% available for
spending on “critical infrastructure, defend[ing] our
networks, ensuring] our civil preparedness and resilience,
unleash[ing] innovation, and strength[ing] our defence
industrial base”, as outlined in the NATO statement (see
Figure 4).

These civil projects need only be tangentially related to
military logistics operations to qualify for inclusion as
“defence adjacent” under NATO’s definition. Mooted public
investments therefore include grid enhancements and
upgrades to cybersecurity systems.

In addition, the plan calls for spending on infrastructure
supporting military mobility such as bridges, widening of
railway tunnels, ports, and new airport terminals. The
integrity of subsea cable infrastructure is also a growing
focus.

Figure 4: NATO rules now incentivise infrastructure
investment
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Conveniently, there is also a pressing need for investment
in civilian transport infrastructure driven by the growth of e-
commerce and international tourism (see Figure 5). We find
that Europe’s largest infrastructure gap is in the transport
space.

And as 90% of the transport infrastructure needed for large
military operations in the EU is dual use, the usage of fiscal
space earmarked for defence expenditure to address a
civilian infrastructure gap is an opportunity Europe’s
governments are unlikely to pass up. For example, plans to
use public funds to build a bridge to Sicily are in motion.

Figure 5: The growth in e-commerce underlines the
case for investment in logistics
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A more security-centric future

This blurring of lines between military and economic
strategy reflects a broader shift. Europe’s security agenda
encompasses economic security including securing critical
inputs to reshaping industrial capacity as well as defence.

Supply chain resilience is central to this effort, not just to
reduce exposure to shocks, but to gain strategic leverage in
a more fragmented global economy.

But this is not simply a pivot to caution. Policies including
the Chips Act (and its potential follow-up), civilian
infrastructure investment, and the ramping up of defence
production are growth-additive measures.

In some cases, they may even trade some degree of fiscal
stability off for long-term competitiveness and security. We
see Europe’s reform agenda — especially in Germany —
boosting growth over the medium term.
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