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Abstract

This report presents a structured scenario analysis of European macroeconomic prospects for the second half of
2026 and through 2027. It is designed to serve both academic researchers seeking a rigorous analytical framework
and informed non-specialist readers seeking to understand the principal forces shaping the European economic
outlook.

Europe enters the second half of 2026 at a moment of layered uncertainty that is qualitatively different from earlier
post-pandemic instability. The energy shock originating from the Middle East conflict has reopened inflationary
pressures that the European Central Bank had nearly suppressed, forcing a rate increase in June 2026 and
complicating the monetary policy path at a moment when growth is already fragile. US trade tariffs have curtailed
the EU's most important bilateral export relationship. Chinese industrial competition is reshaping European
manufacturing markets faster than European industrial policy can respond. The three pressures are not independent:
they interact through financial conditions, business confidence, and supply chain dynamics in ways that amplify
their individual effects.

The report organizes its analysis around a matrix of four macroeconomic scenarios defined by the intersection of
the GDP growth trajectory and the inflation regime: Managed Disinflation, Stagflationary Pressure, Disinflationary
Stagnation, and Energy Shock Escalation. These scenarios are not predictions. They are analytical constructs that
bound the distribution of plausible outcomes and allow the reader to assess the sensitivity of growth, inflation,
monetary policy, financial markets, and sectoral performance to the key driving forces.

The report finds that the Stagflationary Pressure scenario is the most likely central case as of August 2026, reflecting
the combination of rising energy-driven inflation, subdued growth, and a monetary policy stance that is tightening
at the margin. It also finds that the distance between the optimistic and pessimistic tails is unusually wide for a short
forecast horizon — that is, the range of plausible outcomes through year-end 2026 is broader than historical
precedent would suggest — reflecting the genuine uncertainty about Middle East energy developments, the pace of
European industrial policy adaptation, and the durability of consumer and business confidence.

Keywords: euro area; macroeconomics; scenario analysis; inflation; GDP growth; European Central Bank; energy
shock; tariffs; EU-China trade; fiscal policy; financial markets; labor markets; technology sovereignty.
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List of Abbreviations

Abbreviation Full Term
Al Artificial Intelligence
BTP Buoni del Tesoro Poliennali (Italian government bond)
CADA Cloud and AI Development Act (European Commission, 2026)
CBAM Carbon Border Adjustment Mechanism
CPI Consumer Price Index
ECB European Central Bank
EIB European Investment Bank
ESM European Stability Mechanism
EU European Union
GDP Gross Domestic Product
HICP Harmonised Index of Consumer Prices
IAA Industrial Accelerator Act (European Commission, 2026)
IMF International Monetary Fund
LFS Labour Force Survey (Eurostat)
MFF Multiannual Financial Framework
NATO North Atlantic Treaty Organisation
NGEU NextGenerationEU
OAT Obligations Assimilables du Trésor (French government bond)
OECD Organisation for Economic Co-operation and Development
OMT Outright Monetary Transactions (ECB)
PMI Purchasing Managers' Index
PPP Purchasing Power Parity
SGP Stability and Growth Pact
TTF Title Transfer Facility (Dutch natural gas benchmark)
VUCA Volatility, Uncertainty, Complexity, Ambiguity
WEO World Economic Outlook (IMF)
YoY Year-on-Year
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Executive Summary

This Executive Summary is designed to stand alone. Readers seeking the full analytical framework, quantitative scenario
tables, country-level analysis, or financial market implications should refer to the relevant chapters listed in the table of
contents.

Scenario probabilities (see Table ES.1) are ISDO's analytical assessments as of August 2026. They are not forecasts and
will be revised as new data become available.

Europe enters the second half of 2026 in a state that defies easy categorization. By the headline indicators it looks
manageable: unemployment near historical lows, consumer spending still positive, tech investment expanding, and
defense budgets rising at a pace not seen since the Cold War. Look at the composition of those numbers and a more
troubled picture emerges. Growth in the first half of 2026 averaged approximately 0.3% quarter-on-quarter, barely
above stall speed. The ECB raised its deposit rate to 2.25% in June, citing energy-driven inflation that had pushed
the year-on-year HICP reading toward 3%, and markets are pricing at least one more hike. Real wages, which had
finally recovered to positive territory after the 2022-23 inflation shock, are being squeezed again. The trade surplus
with the United States has shrunk to less than half its 2024 level under the weight of a 15% average tariff. And the
EU's trade deficit with China has passed €360 billion, approximately €1 billion per day, driven by Chinese export
surpluses in precisely the sectors where European industry had considered itself protected.

Three structural forces are acting simultaneously, and their interaction is what makes the 2026 outlook genuinely
difficult to read. The Middle East energy shock transmits into European prices through two channels: the direct
channel of higher fuel and heating costs for households and businesses, and the indirect channel of higher input
costs for energy-intensive manufacturing. US tariffs compress European export revenues and business investment
expectations, since companies do not expand capacity when their most important export market is less accessible.
Chinese competition displaces European producers in domestic and third-country markets in EVs, solar equipment,
machinery, and increasingly in digital services. None of these three shocks is resolved. All three interact.

This report organizes the H2 2026-2027 outlook around a matrix of four scenarios defined by two axes: the GDP
growth trajectory (expanding versus contracting) and the inflation regime (disinflation versus persistent inflation).
The four cells of this matrix produce qualitatively distinct macroeconomic environments, each with its own
implications for monetary policy, fiscal space, financial markets, and the policy responses available to European
governments and the ECB.

SCENARIO 1, MANAGED DISINFLATION (PROBABILITY: 25%)

Energy prices stabilize or retreat as Middle East supply disruptions prove temporary. The ECB's June rate hike proves
sufficient to anchor inflation expectations, and HICP returns toward 2.5% by year-end. GDP growth recovers to around
0.8-1.0% in 2026 and accelerates toward 2% in 2027. Business and consumer confidence recover. The German
infrastructure package and European defense spending provide genuine fiscal stimulus. This scenario requires: Strait of
Hormuz reopening, credible ECB communication, and no escalation of US-EU trade disputes.
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SCENARIO 2 (STAGFLATIONARY PRESSURE (PROBABILITY: 40%)
ISDO CENTRAL CASE)

Energy prices remain elevated but do not escalate further. Inflation stays in the 3.0-3.5% range through year-end, forcing
the ECB to raise rates to 2.5% or beyond. GDP growth remains subdued at 0.4-0.6% in 2026, with the fourth quarter
potentially negative. Business investment stalls as financing costs rise and demand uncertainty persists. Real wages
deteriorate again. The German fiscal package provides some offset but cannot fully compensate for monetary tightening
and export drag. This scenario describes a classic stagflationary configuration: flat growth, high inflation, and limited
policy space.

SCENARIO 3, DISINFLATIONARY STAGNATION (PROBABILITY:

20 %)

Demand weakness becomes the dominant force. Consumer spending falls as households respond to real income erosion
and higher borrowing costs. Business investment contracts. Inflation falls sharply as demand collapses, moving below
the ECB's 2% target by mid-2027. The ECB shifts to rate cuts but the transmission lag means relief arrives slowly. GDP
growth turns slightly negative in Q4 2026 and recovers only modestly in 2027. This scenario is more dangerous than
stagflation in some respects because deflation risk reduces the real value of monetary policy stimulus and narrows the
fiscal space of high-debt member states.

SCENARIO 4, ENERGY SHOCK ESCALATION (PROBABILITY: 15%)

A sharp escalation of the Middle East conflict produces a sustained disruption to oil and gas supply, pushing Brent crude
above $130/barrel and TTF gas above €80/MWh. Euro area inflation spikes above 5%. The ECB faces an acute dilemma:
raise rates aggressively (risking recession and sovereign debt stress in high-debt member states) or tolerate inflation
(risking de-anchoring of expectations). GDP declines materially in the second half of 2026. Peripheral sovereign spreads
widen sharply. This is a genuine tail risk scenario, historically unusual in its combination of severity and speed, but not
negligible given current geopolitical dynamics.

: ECB Rate ISDO
Scenario GDP 2026F HICP 2026F (end-2026) Probability VUCA Level

S1: Managed Disinflation ~0.9% 2.00%
~0.5% ~3.3% 2.50-2.75% 40% % High
$3: Disinflationary ~0.0% ~1.8% 2.00-2.25% 20% High
Stagnation
Y H D WA i DT G XYE BTG -0.5t0-1.0% | >4.5% 2.75-3.25% 15% Very High

Table ES.1: ES.1, ISDO Scenario Matrix: Key Macroeconomic Indicators and Assigned Probabilities, H2 2026. » = ISDO Central Case.
GDP and HICP are annual averages for 2026. ECB rate refers to the deposit facility rate at end-December 2026. Source: ISDO scenario
analysis, August 2026.

Immediate Priority Signals to Watch
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The scenario probabilities assigned above will shift materially depending on developments across five monitoring
dimensions in the August-October 2026 window. These are the signals that, collectively, will determine which
scenario the European economy is tracking:

e Strait of Hormuz traffic data and Brent crude futures: whether oil remains above $100/barrel through September
is the single most important energy variable for the scenario determination.

e ECB September 2026 monetary policy meeting: the rate decision and accompanying communication will signal
whether the Governing Council treats the inflation overshoot as transient or structural.

e German Q2 GDP and industrial production data: Germany's manufacturing sector is the bellwether of European
industrial health. A second consecutive quarterly contraction would shift probability weight toward S2 or S3.

e FEU-US trade negotiation progress: any signal of tariff de-escalation, even partial, would materially improve the
export outlook and shift probability toward S1.

e FEuro area composite PMI: a sustained reading below 50 for both manufacturing and services would confirm
demand deterioration consistent with S3.

For policymakers, the dominant implication of the central case (S2: Stagflationary Pressure) is that the standard
toolkit is constrained at both ends. Monetary tightening to address inflation risks suppressing growth in an economy
already operating well below potential. Fiscal expansion to address the growth shortfall risks re-igniting inflation
and straining debt sustainability in France, Italy, and other high-debt member states. The most useful interventions
in this environment are supply-side: measures that reduce energy costs, remove regulatory barriers to investment,
and accelerate infrastructure spending already approved. The German infrastructure and defense package is a partial
model but needs replication at European scale.

For investors, the S2 central case implies a regime of continued volatility in European sovereign bond spreads
(particularly for Italian BTPs and French OATs), limited upside for broad European equity indices without sector
rotation toward energy, defense, and automation beneficiaries, and a euro that faces competing pressures from
higher ECB rates (supportive) and weaker growth (bearish). The tail risk of S4 warrants portfolio hedging through
energy commodity exposure and defensive positioning in sectors with high European energy input cost
sensitivity.

For researchers and analysts, the report documents and quantifies the three structural compounding forces, energy
shock, tariff drag, and China competition, as analytically distinct channels that interact but should not be conflated.
The methodological contribution is a scenario matrix calibrated explicitly to the European institutional and policy
context, integrating the ECB's multi-scenario projection approach with the VUCA-based scenario architecture
developed in strategic management literature and applied here to a macroeconomic rather than enterprise setting.
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Methodology

This chapter describes the analytical methods, data sources, scenario construction principles, and uncertainty
quantification approach used throughout this report. It is addressed to readers who wish to evaluate the analytical
foundations of the scenario framework, reproduce or extend the analysis, or assess the degree of confidence that
should be placed in the projections.

The methodology is designed to satisfy two constraints that are often in tension in scenario-based economic analysis.
The first is academic rigor: the scenarios must be grounded in documented data, calibrated against institutional
forecast consensus, and transparent about their assumptions and limitations. The second is communicative
accessibility: the scenarios must be legible to informed non-specialist readers who do not have formal training in
econometrics or macroeconomic modeling.

This report uses a scenario-based analytical framework rather than a single point forecast. The choice reflects a
considered analytical judgment: given the range and severity of the structural uncertainties affecting the European
economy in H2 2026, a single baseline projection would convey false precision and mislead readers about the
genuine range of plausible outcomes. The scenario matrix approach, by contrast, forces explicit acknowledgment
of the key uncertainties and their implications for outcomes across the economic domains analyzed in this report.

The scenario framework draws conceptually on two prior methodological traditions. The first is the institutional
multi-scenario approach used by the European Central Bank in its macroeconomic projections, where a baseline
scenario is accompanied by adverse and severe alternatives calibrated to specific shock assumptions. The ECB's
June 2026 projections, for instance, present three scenarios (baseline, adverse, severe) differentiated by the intensity
and duration of the Middle East energy shock. The second tradition is the VUCA-based scenario analysis framework
developed in strategic management and enterprise planning contexts, which organizes scenarios along axes of
environmental volatility and predictability rather than specific quantitative parameters.

ISDO's four-scenario matrix integrates both traditions. Like the ECB approach, it grounds each scenario in specific
macroeconomic variable trajectories that can be compared against institutional forecasts. Like the VUCA
framework, it uses the intersection of two fundamental axes (GDP trajectory and inflation regime) to generate
qualitatively distinct environments rather than simply high, medium, and low variants of a single baseline path.

M.3.1 The GDP Trajectory Axis

The horizontal axis of the scenario matrix runs from expanding to contracting GDP, with the threshold defined at
approximately 1.5% real GDP growth, the pre-shock baseline implied by the January 2026 IMF World Economic
Outlook for the euro area. Scenarios above this threshold are characterized by genuine economic expansion;
scenarios below it by stagnation or contraction. The axis is defined in terms of the GDP growth rate relative to the
pre-shock baseline rather than in absolute terms, because what matters for business decisions, fiscal sustainability,
and financial market dynamics is not the level of growth per se but the deviation from what had been expected
before the three concurrent shocks materialized.
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The GDP trajectory is determined by the interaction of four primary forces: domestic demand (consumer spending
and business investment), net exports (directly affected by US tariff policy and Chinese competition), government
expenditure (fiscal policy stance), and monetary conditions (ECB rate policy and credit transmission). The weight
of each force varies across the four scenarios, and the chapter-level analysis (Chapters 5-9) examines each in detail
within each scenario context.

M.3.2 The Inflation Regime Axis

The vertical axis runs from high-inflation environments (HICP persistently above 3% through 2026) to
disinflationary or deflationary environments (HICP declining toward or below the ECB's 2% target). This axis is
critically important for the European economic outlook because the direction of the inflation regime determines the
stance available to the ECB, which in turn determines the cost of borrowing for governments, businesses, and
households across the euro area.

The inflation regime in H2 2026 is primarily determined by three inputs: energy price trajectory (the most immediate
and powerful variable given the Middle East situation), wage dynamics (where the critical question is whether the
2025 real wage recovery will generate second-round effects on service sector pricing), and demand conditions
(whether weak growth suppresses pricing power in goods and services markets). The interaction of these three
inputs is what produces the variety of inflation outcomes across the scenarios, from the sub-2% trajectory of
Scenario 3 (demand weakness dominates) to the above-4.5% trajectory of Scenario 4 (energy shock escalation with
wage pass-through).

Assigning probabilities to scenarios is one of the most contested elements of scenario methodology. Purists argue
that scenarios are not probabilistic forecasts and should not carry explicit probabilities, because doing so
misleadingly frames the scenario exercise as a prediction exercise. Practitioners argue that without some indication
of relative likelihood, scenarios are difficult to use for decision-making, because a decision-maker who assigns
equal weight to all four scenarios will make systematically different choices than one who correctly identifies the
central case.

ISDO takes a pragmatic position: we assign probabilities, but we do so with explicit acknowledgment of their
limitations. The probabilities in Table ES.1 represent ISDO's analytical assessment of the relative likelihood of each
scenario conditional on the information available in August 2026. They are not derived from a formal probability
model. Instead, they reflect a structured expert judgment process that weights: the current conjunctural data (GDP,
inflation, PMI, confidence indicators); the institutional forecast consensus (ECB June 2026 projections, IMF July
2026 WEO Update, Conference Board, Vanguard); the current geopolitical configuration (Middle East energy
shock status, US-EU trade negotiation trajectory, China trade dynamics); and the historical base rates for similar
multi-shock configurations in the European economy.

The probabilities will be revised as the monitoring indicators described in Section M.6 evolve. The most important
single variable driving probability revision will be the energy price trajectory through September 2026.

M.5.1 Primary Macroeconomic Data

Historical macroeconomic data (GDP, HICP, unemployment, trade balances) are sourced from Eurostat, the ECB
Statistical Data Warehouse, the IMF World Economic Outlook database, and national statistical offices. All
historical data used in this report have a cut-off date of July 15, 2026, reflecting the latest available releases at time
of writing.

Two data quality issues deserve specific mention. First, Ireland's national accounts produce large statistical
distortions due to the activities of multinational corporations registered in Ireland, particularly in the pharmaceutical
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and technology sectors. Irish GDP growth in 2025 (approximately 9.1% in the first three months alone, largely
driven by US multinational activity ahead of tariff implementation) should not be read as a measure of Irish domestic
economic conditions. Where the report discusses aggregate euro area or EU-27 data that include Ireland, this
distortion affects the headline figures, and readers should be aware that excluding Ireland materially changes the
aggregate picture for several indicators.

Second, the ECB's HICP data for June 2026 reflects a flash estimate rather than a final release, with methodological
revisions possible. The report uses the flash estimate as the most current available data point but notes that final
data may differ by up to 0.1-0.2 percentage points from the flash.

M.5.2 Scenario Calibration Sources

The scenario projections in this report are calibrated against four primary institutional projection sources: the ECB
June 2026 Eurosystem Staff Macroeconomic Projections (including the baseline, adverse, and severe energy shock
scenarios); the IMF July 2026 World Economic Outlook Update (which provides the most current multilateral
assessment, published July 8, 2026, with the euro area 2026 growth forecast at 0.9%); the Conference Board Europe
Economic Forecast (May 2026), which provides an independent assessment projecting 1.0% euro area growth in
2026; and Vanguard's European Economic Outlook (July 2026), which provides the most current private sector
assessment, projecting 0.8% GDP growth and 3.3% end-of-year headline inflation.

Where ISDO's scenario projections diverge from the institutional consensus, this report makes the divergence
explicit and explains the reasoning. In general, ISDO's Stagflationary Pressure central case (GDP ~0.5%, HICP
~3.3%) is slightly more pessimistic on growth and more hawkish on inflation than the ECB baseline (GDP 0.8%,
HICP 3.0%), reflecting ISDO's assessment that the energy shock pass-through is more persistent and the demand
response to monetary tightening is faster than the ECB's June baseline assumes.

M.5.3 Financial Market and Sectoral Data

Financial market data (sovereign bond spreads, equity indices, exchange rates, credit spreads) are sourced from
Bloomberg terminal data, the ECB Statistical Data Warehouse, and the Bank for International Settlements. Energy
price data are sourced from the International Energy Agency and Bloomberg. Trade data are sourced from Eurostat
Comext and the European Commission Directorate-General for Trade.

M.6 Monitoring Framework: Indicators and Cadence

The scenario analysis in this report is not static. The five primary monitoring indicators identified in the Executive
Summary, energy prices, ECB September decision, German industrial data, US-EU trade developments, and
composite PMI, constitute the core early warning system for scenario revision. Readers seeking to track scenario
evolution between ISDO publications should monitor these indicators at the following cadence:

Indicator Source Frequency Scenario Implication

Brent crude oil futures (front Above $115 — S4 risk; below $95 sustained — S1

month) Bloomberg / IEA Daily more likely
Per meeting o . . o
Dec 2026) y; cut = g
Monthly
Euro area Composite PMI S&P Global (ﬂe'lsh Below 50 - demand weakness; below 47 sustained
estimate - S3risk elevated
~22nd)
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Indicator Source Frequency Scenario Implication
Euro area HICP flash LGl Above 3.5% - S2 or S4; falling below 2.5% — S3
. Eurostat (flash ~last
estimate path
day)
German industrial . Monthly (6- Second consecutive monthly decline — S2/S3
. Destatis . -
production week lag) probability shift
BTP-Bund 10yr spread Bloomberg / ECB Daily Abgve 200.b ps — SOVereign stress signal, 54
peripheral implications
EU-US trade negotiation European Event-driven Any tariff reduction agreement — GDP upside;
news flow Commission / USTR escalation — S2/S4 shift

Table M.1: M.1, Scenario Monitoring Framework: Key Indicators, Sources, and Scenario Implications. This table provides a practical
reference for readers tracking scenario evolution between ISDO publications. Source: ISDO Economics & Social Affairs Department,
August 2026.

M.7 Relationship to Other ISDO Analytical Products

This report is a standalone analytical product. The scenario framework, quantitative projections, and policy
conclusions it contains are original outputs of ISDO's Economics and Social Affairs Department, produced
independently of any commissioned work. The methodology is documented in full in this chapter so that readers
can evaluate, replicate, or extend the analysis.

ISDO intends to publish updates to the scenario probabilities and monitoring indicator readings on a quarterly basis.
Readers may register for update notifications at research@isdo.ch.
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1. Introduction and Analytical Framework

This report has two distinct but complementary purposes. The first is to provide a rigorous, publicly accessible
analysis of European macroeconomic prospects for the second half of 2026 and through 2027, grounded in the best
available data and calibrated against the institutional forecast consensus from the ECB, IMF, and leading
independent forecasters. The second is to introduce and demonstrate a scenario-based analytical framework that
allows readers to organize their thinking about the range of plausible economic outcomes and the conditions that
would shift the European economy from one scenario to another.

The report is addressed to two primary audiences that are not as distinct as they might initially appear. Academic
researchers and students of European political economy will find a methodologically explicit scenario framework,
open citations to primary institutional sources, and a level of analytical depth that supports critical engagement.
General readers with an informed interest in European economic affairs, including business professionals, policy
practitioners, journalists, and civil society organizations, will find a structured and accessible account of the
forces shaping the European economy, written without assuming specialist econometric training.

What the report does not attempt to do is equally important to state. It does not provide trading recommendations
or investment advice. It does not replace the institutional projection exercises of the ECB, IMF, or European
Commission, which have access to data, models, and expertise that ISDO does not possess. It does not claim to
predict which scenario will materialize. What it offers is a framework for thinking clearly about a range of outcomes
that are all plausible, calibrated to the best available evidence, and organized in a way that is useful for decision-
making under genuine uncertainty.

The analytical starting point of this report is the observation that Europe in mid-2026 is not dealing with one shock
but three, and that the three are structurally connected in ways that make their effects larger than the sum of their
individual contributions. Understanding how these three shocks interact is the prerequisite for understanding why
the scenario matrix in Chapter 3 has a wider range of plausible outcomes than one might expect from each shock
analyzed in isolation.

1.2.1 The Middle East Energy Shock

The conflict in the Middle East that began in early 2026 has produced disruptions to oil and gas supply through the
Strait of Hormuz, one of the world's most critical maritime chokepoints through which approximately 20% of global
oil trade and 25% of global liquefied natural gas trade passes. While the severity of the disruption has fluctuated as
diplomatic and military dynamics evolved, the sustained uncertainty about supply availability has pushed Brent
crude oil to approximately $108 per barrel and Dutch TTF natural gas to approximately €52 per MWh by June
2026, levels that, while well below the catastrophic peaks of 2022, are materially higher than the $77-88 range that
had prevailed through most of 2025.

For Europe specifically, energy price shocks transmit through three distinct channels. The direct household channel
raises heating, transport, and electricity costs, reducing real disposable income and consumer spending. The input
cost channel raises production costs for energy-intensive industries including chemicals, metals, cement, glass, and
ceramics, sectors where European producers compete globally on price and where cost increases cannot always be
passed through to customers. The confidence channel depresses business investment intentions and consumer
spending expectations beyond the immediate income effect, as firms and households reduce expenditure in
anticipation of further deterioration. All three channels are active simultaneously in 2026.
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1.2.2 US Tariff Policy

The tariff regime introduced by the US administration since 2025 has imposed a 15% average rate on EU goods
exports to the United States, with sharply higher rates on steel, aluminum, automobiles, and selected agricultural
products. The EU-27 maintained a trade surplus with the United States of approximately €120-155 billion per year
through 2022-24; by mid-2026, the net surplus has shrunk to approximately €105 billion and is trending further
downward. EU exports to the US reached a four-year low in the fourth quarter of 2025.

The tariff impact is asymmetric across EU member states and sectors, a dimension that the aggregate figure
obscures. Ireland is the most acutely affected, given the dominance of US multinational pharmaceutical and
technology exports in its national accounts. Germany faces material exposure through automotive and machinery
exports. France faces exposure through aerospace and agricultural products. The Central and Eastern European
economies that have integrated deeply into German automotive supply chains face second-round effects from
reduced German manufacturing output.

Importantly, the tariff shock does not operate solely through the direct trade channel. It operates through business
expectations: European firms that had been planning capacity expansion in export-oriented sectors have paused
those investments, waiting for clarity on whether the tariff architecture is permanent or negotiable. The IMF has
documented this behavioral effect explicitly in its April and July 2026 WEO updates, noting that the "pause effect"
in business investment across advanced economies subject to tariff uncertainty is one of the most consequential but
hardest to quantify transmission mechanisms of the trade shock.

1.2.3 Chinese Export Surge

The third shock is structural rather than cyclical, which makes it in some respects the most consequential of the
three for the medium-term European economic outlook. China's trade surplus reached approximately $1.2 trillion
globally in 2025, and its bilateral surplus with the EU-27 has expanded to approximately €390 billion on current
2026 trajectory. Chinese firms have moved decisively up the value chain in electric vehicles, battery systems, solar
panels, wind turbine components, industrial robots, and increasingly in digital infrastructure and artificial
intelligence applications, competing directly with European producers in their home markets and in third-country
export markets.

The strategic response of the European Commission, trade defense instruments, the proposed Industrial Accelerator
Act, investment screening, addresses the symptoms rather than the underlying competitive dynamics. Chinese
industrial policy has built cost advantages in key sectors that are structural, not cyclical: lower labor and energy
input costs, government subsidies embedded in the production cost base, and scale economies from a domestic
market that is larger than the entire EU-27. European producers cannot match these cost advantages in the near
term, and the question for the European industrial policy response is not how to eliminate the competitive gap but
how to manage the transition while preserving employment, technology capabilities, and the industrial base required
for strategic autonomy.

The three shocks interact through financial conditions, confidence, and supply chain dynamics in ways that amplify
their individual effects. The energy shock raises inflation, which forces the ECB to maintain or raise rates, which
increases the financing cost for businesses whose investment had already been suppressed by tariff uncertainty.
Higher financing costs reduce business investment further, which reduces productivity growth, which worsens the
competitive position of European firms relative to Chinese and US competitors. Weaker competitiveness reduces
export revenues, which reduces corporate cash flows, which reduces employment and wages, which reduces
consumer spending, which reduces the GDP growth that would otherwise have allowed some absorption of the
inflation shock.

This is not a theoretical cascade: it is the actual transmission mechanism through which the three shocks are
currently propagating through the European economy. The implication for the scenario analysis is that the range of
plausible outcomes is wider than any individual shock analysis would suggest, because favorable resolution of any
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one shock provides more relief than its direct weight would imply (by breaking one or more links in the cascade),
while adverse development in any one shock amplifies the others.

ISDO's scenario framework is calibrated against but not identical to the institutional forecast consensus. The
consensus, as of August 2026, can be summarized as follows: euro area real GDP growth in 2026 is expected to be
in the range of 0.8-1.0% (ECB baseline 0.8%, IMF July update 0.9%, Conference Board 1.0%, Vanguard 0.8%);
HICP inflation is expected to average approximately 3.0% for the year (ECB June projection 3.0%, OECD 2.8%,
European Commission Spring 2026 forecast 3.0%); and the ECB is expected to raise rates once more (to 2.5%)
before cutting in 2027.

ISDO's Stagflationary Pressure central case (S2) is slightly more pessimistic on growth and more hawkish on
inflation than this consensus baseline, for two reasons that Chapter 5 elaborates. First, the consensus baseline
assumes a more benign energy price trajectory than the current futures curve supports; the forward market for Brent
crude, as of early August 2026, implies only a modest retreat toward $95/barrel by year-end, not the sharper
correction embedded in some baseline assumptions. Second, the consensus may underestimate the speed of the
behavioral "pause effect" in business investment, which ISDO observes accelerating in high-frequency business
confidence surveys across Germany, France, and Italy.
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2. Where Europe Stands: The Mid-2026 Conjunctural Picture

The European economic recovery narrative that dominated the 2025 institutional outlook has not delivered. The
January 2026 IMF World Economic Outlook projected euro area GDP growth of approximately 1.3% for the full
year 2026, a modest but respectable rate that would have reflected the normalization of energy markets, the real
wage recovery of 2025, and the expected boost from NextGenerationEU absorption. By July 2026, that projection
had been cut to 0.9%, and the actual trajectory of quarterly data suggests even that revised number will require a
strong second half to achieve.

The Eurostat flash GDP estimate for Q1 2026 showed a quarter-on-quarter contraction of 0.2% for the euro area,
driven by a sharp deceleration in Germany, France, and Italy. Q2 2026 preliminary data point to a marginal positive
reading, approximately +0.1% to +0.2% quarter-on-quarter, but one that reflects the statistical base effect from Q1's
weakness rather than genuine underlying acceleration. The composite PMI, which tracks business activity across
manufacturing and services simultaneously, averaged below 50 in the April-June 2026 period, indicating
contraction in the broader economy even as services temporarily offset manufacturing weakness.

The sectoral composition of the growth shortfall is instructive. Manufacturing output is down across all major
European economies year-on-year, with the largest contractions in energy-intensive industries. Construction
activity has slowed as higher financing costs dampen property development and renovation. Consumer spending is
positive but at a reduced pace, with households redirecting income toward energy and food bills at the expense of
discretionary categories. The offsetting positives, defense spending, infrastructure investment, digital economy
growth, are real but insufficient to compensate for the breadth of the manufacturing and consumer weakness.

The June 2026 ECB staff projections revised the euro area headline inflation forecast for 2026 upward to 3.0%,
from the 2.6% projected in March and the 1.9% projected before the Middle East conflict began. The revision is
entirely driven by the energy price component: core inflation, which excludes energy and unprocessed food, is
projected at 2.5% in 2026, broadly in line with the pre-shock trajectory.

The character of the current inflation episode matters for the policy response available to the ECB. A supply-side
energy price shock generates a different inflation dynamic than a demand-side one. In a supply shock, inflation rises
because the cost of producing and distributing goods and services has risen, the energy input component of virtually
every production process is more expensive. This raises prices without generating the underlying income and
spending growth that would sustain the inflation in the absence of the supply disruption. In principle, if the energy
shock proves temporary, the inflation it generates should also prove temporary; once energy prices stabilize or fall,
the price-level component contributed by energy will cease to add to year-on-year inflation, and the rate should
fall.

The risk in 2026 is that the supply-side origin of the inflation does not prevent second-round effects from
materializing. If workers and trade unions use the headline inflation reading as a basis for wage negotiations,
demanding nominal wage increases that exceed the underlying productivity growth of the economy, then labor cost
increases will build a more persistent inflation dynamic into service sector pricing that will not reverse when energy
prices fall. The ECB Wage Tracker showed negotiated wage growth at approximately 3.8% year-on-year in Q1
2026, above the ECB's informal comfort zone of 3.0-3.5% and a source of genuine concern for the Governing
Council.

© ISDO 2026 - isdo.ch - CCBY-NC 4.0 - Santiago Sainz - Economics & Social Affairs Department - Page 15



ISDO - European Macroeconomic Prospects: Scenario Analysis for H2 2026 -

The Strait of Hormuz disruption has affected European energy markets through three distinct physical and financial
channels that have different timing characteristics and different implications for the inflation and growth outlook.

The most immediate channel is the oil price channel. Europe imports approximately 90% of its crude oil needs,
with the European benchmark Brent crude directly reflecting the global supply disruption. At $108/barrel, Brent is
approximately 25% above the 2025 average of around $86/barrel. For consumer households, this translates into
higher fuel costs for transportation, higher home heating oil costs in Northern Europe, and higher prices for
petrochemical derivatives including plastics and synthetics that flow through into a wide range of consumer goods.
For industrial producers, the oil price increase raises feedstock costs for chemicals, plastics, and pharmaceuticals.

The second channel is the natural gas price channel, which has a specifically European dimension. Europe's
transition away from Russian gas following the 2022 energy crisis has left the continent heavily dependent on
liquefied natural gas (LNG) imports, particularly from the United States, Qatar, and Australia. The Strait of Hormuz
carries substantial Qatari LNG volumes, and the disruption has tightened the global LNG market, pushing TTF
prices from approximately €36/MWh in January 2026 to approximately €52/MWh by June, a 44% increase. Natural
gas is the primary fuel for electricity generation and industrial process heat in several European countries and the
primary heating fuel in much of Germany, Italy, and Eastern Europe.

The third channel is the uncertainty premium. Even when physical supply disruptions are limited by inventory
drawdowns and alternative supply routes, the uncertainty about future disruptions induces a premium in forward
energy markets that flows into business planning assumptions, investment decisions, and consumer confidence.
Businesses that cannot reliably forecast their energy input costs in twelve months do not make twelve-month capital
commitments. This uncertainty channel is more insidious than the direct price channel because it affects decisions
that are not directly observable in current economic data but will show up in lower capital formation and
productivity growth over the subsequent quarters.

The euro area unemployment rate stood at 6.3% in the latest available Eurostat data (May 2026), essentially
unchanged from the 6.2% recorded at the beginning of the year and close to the historical low of 6.1% reached in
mid-2024. On the surface, this resilience is reassuring. It reflects genuine structural improvements in European
labor markets: better matching between job seekers and vacancies, the reduced cyclicality of employment in service-
dominated economies, and the "labor hoarding" behavior of firms that absorbed the 2022-23 energy shock without
large-scale layoffs and are reluctant to give up expensively trained workers in the current environment.

Below the surface, the picture is more nuanced. Employment in manufacturing has been declining steadily in
Germany, France, and Italy since Q4 2025, offset by continued expansion in services, healthcare, and defense-
related industries. The dual dynamic creates a labor market that is tight in aggregate but experiencing structural
strain in specific sectors and geographic regions. Parts of Germany's industrial heartland, the Ruhr valley, the
automotive clusters of Bavaria and Baden-Wiirttemberg, are seeing unemployment rates rising from historically
low levels for the first time since the 2020 COVID shock.
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2.5 Conjunctural Dashboard: Key Indicators vs. Pre-Shock Baseline

Indicator

Pre-Shock Baseline

(Jan 2026 WEO)

Actual / Current
(mid-2026)

Directio
n

Scenario Implication

Euro area real GDP

0.8-0.9% (revised

Below-trend growth; S2 or S3

~ 0,
growth 2026 1.3% (annual) June/July) Worse territory
Euro area HICP 2026 ~1.9% ~3.0% (ECB June) Worse ]?ouble (ETZRH IS e 1
tighten
o o . .
ECB deposit facility rate 2.00% (expected 2:256 (June 2026 Worse Tighter monetary conditions than
stable) hike) forecast
Euro area unemployment ~6.0-6.2% 6.3% (May 2026) Slight Marg{nal deterioration, still
worse historically low
Brent crude oil ~$82/barrel ;ﬁ;g? barrel (Jun Worse Core driver of inflation overshoot
~: 0, .
Dutch TTF natural gas ~€35/MWh €52/MWh (Jun Worse 446 a‘tfove January level;
2026) industrial cost pressure
EU-US net trade surplus ~€155B (2024) N€.105B (2026 Worse Tariff compression of export
trajectory) revenues
Euro area composite PMI . . Activity contraction signal; S2/S3
(Jun 2026) >50 (expansion) 49.2 (contraction) Worse e
BTP-Bund 10yr spread ~115-120bps ~145bps (Jun 2026) | worse | Peripheral stress rising with ECB
tightening
o . .
Real wage growth +2.0.A> (recovery +1.5% (decelerating) ]?etenora Purchgsmg power squeeze
continuing) ting resuming

Table 2.1: 2.1, Euro Area Conjunctural Dashboard: Pre-Shock Baseline vs. Mid-2026 Actual. Sources: IMF World Economic Outlook
(January 2026 pre-conflict baseline and July 2026 update); ECB June 2026 Eurosystem Staff Macroeconomic Projections; Eurostat;

Bloomberg; ISDO compilation.
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3. The Scenario Matrix: Architecture and Mechanics

The choice of four scenarios rather than the three (baseline, adverse, severe) used in most institutional projection
exercises is deliberate. Three-scenario frameworks implicitly anchor on the baseline as the central case and present
the alternatives as downside deviations from it. This framing is useful for communication but problematic for
analysis in environments of genuine uncertainty, because it biases readers toward treating the baseline as the
probable outcome when it may not be. In the current European context, with a composite PMI below 50, a monetary
policy stance that is tightening at the margin, and three concurrent external shocks, the pre-shock baseline of 1.3%
growth is not a plausible central case, it is an artifact of the forecast calendar.

The four-scenario matrix corrects this by organizing the alternative futures along two axes that are genuinely
uncertain and analytically independent: the GDP growth trajectory and the inflation regime. The two axes generate
four cells, each of which is internally coherent and plausibly representative of a set of conditions that could
materialize in H2 2026. The four-cell structure also permits explicit treatment of the most distinctive tail risk in the
current environment, the Energy Shock Escalation scenario (S4), which a three-scenario framework would either
omit entirely or compress into the "severe" category alongside the very different dynamics of the Disinflationary
Stagnation scenario (S3).

Figure 3.1 — Euro Area Real GDP Growth by Scenario, 2024-2027 (%)

2 5%, F = ISD0 forecast. Scenarles defined In Chapter 3. Source: Eurostal (historical), ECB June 2026 projections; ISDO scenaro analysls.

-
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GDP Growth by Scenario, Euro Area, 2024-2027. Pre-shock baseline shown in grey dashed. Scenario trajectories reflect
ISDO calibration against ECB June 2026 and IMF July 2026 data. F = ISDO forecast. Sources: Eurostat; ECB; IMF; ISDO scenario
analysis.
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Figure 3.2 — Euro Area Headline Inflation by Scenario, 2024-2027 (HICP, %)

F = ISD0 forecast, ECB target = 2.0%. Source: Eurostat (histoncal); ECE June 2026 projections; ISDO scenaro analysis,
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Euro Area Headline Inflation by Scenario, 2024-2027. ECB 2% target shown implicitly. HICP measured as annual average.
Sources: Eurostat; ECB; ISDO scenario analysis.

3.2.1 Defining Conditions

SCENARIO 1: MANAGED DISINFLATION, KEY PARAMETERS
GDP 2026: ~0.9% | GDP 2027: ~2.1% | HICP 2026: ~2.4% | HICP 2027: ~1.9%
ECB rate end-2026: 2.00% (one cut from 2.25%) | Unemployment 2026: ~6.2%

Trigger conditions: Energy prices retreat to $90-95/barrel sustained by September; Strait of Hormuz partially reopens;
US-EU tariff negotiations signal de-escalation.

The Managed Disinflation scenario requires a combination of favorable developments across all three shock
dimensions that, taken individually, are plausible but that simultaneously require a degree of geopolitical and trade
policy luck that warrants a below-50% probability assignment. The key mechanism is an energy price retreat that
allows the ECB to reverse its June 2026 rate hike before the end of the year, providing a monetary stimulus boost
to business investment and consumer confidence that partially compensates for the trade and competitiveness
drags.

In this scenario, the ECB's June rate hike proves to have been the terminal rate of the current cycle. The October
Governing Council meeting is informed by a HICP reading that has fallen back toward 2.5% and a composite PMI
still below 50 but showing month-on-month improvement. The ECB signals that its assessment of inflation risks
has improved and that the next move is more likely to be downward. This communication shift, even before the
actual rate cut, produces an immediate relaxation of financial conditions, sovereign spreads tighten, corporate credit
costs fall, and equity markets rally, that frontloads some of the eventual monetary easing effect into Q4 2026.

Germany's €500 billion infrastructure and defense package begins disbursing at scale in this scenario, with
construction and procurement activities generating genuine multiplier effects in the German economy. Defense
spending across NATO Europe provides additional fiscal stimulus that, unlike the emergency energy support
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measures of 2022-23, goes primarily into domestic procurement and wages rather than energy price subsidies. The
German fiscal expansion generates positive spillovers to Austria, Poland, the Czech Republic, and other economies
deeply integrated into German supply chains.

The trade channel in Scenario 1 improves modestly but not dramatically. A formal US-EU tariff agreement does
not materialize by year-end, but signal noise from the negotiations is positive enough that European firms resume
some of the investment plans they had put on hold. The net effect on export volumes is modest, but the
confidence effect on investment is more substantial, because firms planning for a 12-18 month capital commitment
horizon are reassured by the directional signal rather than waiting for the final legal text.

3.2.2 Sectoral Winners and Losers

In Scenario 1, sectors with high sensitivity to interest rates and credit availability benefit most from the ECB
reversal: residential construction, commercial real estate development, capital-goods manufacturing, and SMEs
with floating-rate debt. Consumer discretionary spending recovers as real wages consolidate above zero and energy
bills retreat. The defense and infrastructure sectors continue to outperform regardless of the scenario, given the
multi-year commitment nature of that spending.

The sectors that remain challenged even in Scenario 1 are those facing structural rather than cyclical headwinds:
automotive producers competing with Chinese EVs, steel and aluminum producers facing both energy costs and
Chinese excess supply, and German machinery exporters still dealing with tariff-reduced US market access and
Chinese competition in developing-world markets. Scenario 1 provides monetary relief but does not resolve the
structural competitiveness dynamics that determine these sectors' medium-term outlook.

3.3.1 Defining Conditions

GDP 2026: ~0.5% | GDP 2027: ~0.9% | HICP 2026: ~3.3% | HICP 2027: ~2.8%
ECB rate end-2026: 2.50-2.75% (one or two further hikes) | Unemployment 2026: ~6.5%

Trigger conditions: Energy prices stable at $100-115/barrel; no major escalation but no resolution; tariff negotiations
inconclusive; Chinese export surge continues.

Stagflationary Pressure is ISDO's central case because it describes the most likely continuation of current trends
without requiring either favorable resolution of the geopolitical situation or further deterioration into crisis
dynamics. Energy prices neither retreat materially (as S1 requires) nor escalate dramatically (as S4 implies); they
remain elevated but stable, sustaining an inflation overshoot that the ECB feels compelled to address through further
tightening while simultaneously acknowledging that the supply-side origin of the inflation limits what monetary
policy can achieve.

The stagflationary configuration is distinctive and historically difficult to navigate. In a purely demand-driven
inflation episode, raising rates both addresses inflation and is justified by the strong income and spending growth
that drove prices higher in the first place. In a supply-driven episode, raising rates addresses inflation at the cost of
suppressing demand in an economy that is already growing below potential. The ECB's communication challenge
in Scenario 2 is to convince markets that it is committed to price stability without generating a financial conditions
shock that pushes the already-fragile growth trajectory into recession.

The ECB raises rates to 2.50% at its September 2026 meeting, signaling that it expects to pause there pending
further data. Markets immediately price a December hike to 2.75%, creating tighter financial conditions than the
ECB intended. BTP-Bund spreads widen toward 180 basis points as investors discount increased Italian refinancing
risk. French OAT-Bund spreads reach 95 basis points, their widest level since the 2024 French election uncertainty.
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Neither Italy nor France faces a funding crisis in this scenario, but the tighter financial conditions reduce the fiscal
headroom available for growth-supporting expenditure.

Business investment in Scenario 2 contracts by approximately 2% year-on-year in the second half of 2026, reflecting
the simultaneous weight of higher financing costs, demand uncertainty, tariff-compressed export revenues, and
Chinese competition in key product categories. The behavioral "pause effect" documented in high-frequency
business surveys, the tendency of companies to delay project launches and contract renewals in environments of
high uncertainty, is particularly pronounced in Scenario 2 because the uncertainty is multidimensional: monetary
policy, trade policy, and energy costs are all uncertain simultaneously.

3.3.2 The Household Experience in Scenario 2

The household sector in Scenario 2 faces a configuration that is more insidious than the raw inflation-unemployment
numbers suggest. Headline inflation at 3.3% reduces real wages to approximately zero growth when set against the
3.4-3.8% nominal wage growth that characterizes current labor market dynamics. Zero real wage growth means
that consumer spending can only expand if households run down savings or take on debt, neither of which is likely
at a moment when ECB rate hikes are raising mortgage costs and consumer credit rates. The result is consumer
spending growth that is positive but barely, concentrated in non-discretionary categories and strongly negative in
big-ticket durables like vehicles, major appliances, and home improvements.

The distributional dimension of Scenario 2 is also important for its political economy implications. Energy cost
increases as a share of household income are sharply regressive: lower-income households spend a larger fraction
of income on energy and food, and a smaller fraction on the financial assets that benefit from higher interest rates.
The political pressures generated by this distributional profile, demands for price controls, energy subsidies, or
targeted transfers that conflict with fiscal consolidation requirements under the EU's new Stability and Growth Pact
framework, are a genuine governance challenge for all major European governments in this scenario.

3.4.1 Defining Conditions

SCENARIO 3: DISINFLATIONARY STAGNATION, KEY PARAMETERS
GDP 2026: ~0.0% | GDP 2027: ~0.6% | HICP 2026: ~1.8% | HICP 2027: ~1.4%
ECB rate end-2026: 2.00-2.25% (pivot to cuts by Q4) | Unemployment 2026: ~6.8%

Trigger conditions: Demand collapse becomes primary driver; energy prices fall as global demand weakens; China faces
domestic demand shock that reduces export volumes; business investment contraction accelerates.

Disinflationary Stagnation is the scenario that receives least attention in current market commentary but that carries
the most insidious long-term economic risk. It materializes when demand weakness becomes the dominant
economic force, overriding the supply-side inflation impulse from energy prices and producing a configuration
where prices are falling (or stable) while growth is contracting or stagnant. The historical precedent most relevant
to this scenario is not the 2008-09 global financial crisis (which involved a sharp V-shaped shock) but the 2012-14
euro area sovereign debt crisis, during which the combination of fiscal austerity, banking system stress, and weak
consumer confidence produced a prolonged period of near-zero growth and below-target inflation that the ECB
struggled to escape.

In Scenario 3, the key mechanism is the acceleration of the behavioral pause effect into genuine investment
contraction. German industrial orders, which had been declining through the first half of 2026, fall sharply in July-
August as the combination of tariff uncertainty, rising financing costs, Chinese competition, and energy cost
pressures proves overwhelming for a material subset of medium-sized exporters. Several high-profile restructuring
announcements in the automotive and chemicals sectors trigger a confidence shock that spreads beyond the directly
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affected industries. Consumer sentiment collapses in response, with saving rates rising sharply as households
postpone discretionary purchases.

The paradox of Scenario 3 is that the demand collapse that drives it also (perversely) reduces inflation. When energy
demand falls because industrial output is contracting, energy prices themselves come under downward pressure,
reducing the HICP reading toward and then below the ECB's 2% target. The ECB is forced to shift from the
tightening bias of mid-2026 to a cutting bias, but the speed of transmission from rate cuts to economic recovery is
slow, and the fiscal space available for counter-cyclical intervention is constrained by the Stability and Growth Pact
framework and the existing debt levels of France, Italy, and Belgium.

3.4.2 Deflation Risk and the Policy Trap

The most real risk in Scenario 3 is not a technical recession (two quarters of negative GDP) but the potential for a
Japan-style lost-decade dynamic in which below-target inflation becomes entrenched in expectations, depressing
consumption and investment in anticipation of further price falls, and creating a self-reinforcing cycle of weak
demand and weak prices that standard monetary and fiscal policy tools struggle to address. Europe does not
currently face this risk as an imminent prospect, the structural labor market changes of the past decade, including
higher minimum wages, stronger collective bargaining in several member states, and tighter immigration controls,
have increased wage floor rigidity compared to the pre-2008 environment. But the directional risk in Scenario 3 is
toward this outcome, not away from it, and policymakers would need to respond aggressively and early to prevent
it.

3.5.1 Defining Conditions

SCENARIO 4: ENERGY SHOCK ESCALATION, KEY PARAMETERS
GDP 2026: -0.5 to -1.0% | GDP 2027: ~0.5-1.0% (recovery) | HICP 2026: >4.5% | HICP 2027: ~3.0-3.5%
ECB rate end-2026: 2.75-3.25% (forced rapid tightening) | Unemployment 2026: 7.0-7.5%

Trigger conditions: Material escalation of Middle East conflict producing sustained Strait of Hormuz closure; Brent
crude above $130-140/barrel; TTF gas above €80-90/MWh.

The Energy Shock Escalation scenario is a genuine tail risk, not a mainstream forecast, but it is not negligible. The
probability assessment of 15% reflects the assessment that while a major escalation of the Middle East conflict is
not the most likely outcome over the August-December 2026 horizon, it is a plausible one given the dynamic nature
of the conflict and the range of actors with the capacity to affect its trajectory.

In Scenario 4, a material escalation produces a sustained disruption to Strait of Hormuz traffic that removes a
material fraction of global oil and LNG supply from markets for a period of weeks to months. The physical impact
is amplified by a financial markets response that reflects the uncertainty about the conflict's duration and scope: oil
futures prices spike, European energy companies ration supply to industrial customers, and business activity
contracts rapidly in energy-intensive manufacturing sectors. The speed of the shock matters as much as its
magnitude: a sudden 30% increase in energy costs landing in a European economy already operating in the
stagflation zone produces a confidence shock disproportionate to the underlying supply impact.

The ECB faces its most difficult decision in Scenario 4. Headline inflation spiking above 4.5% creates enormous
political pressure to tighten aggressively. But the same shock that is driving inflation is also crushing growth.
Raising rates rapidly into a contracting economy risks triggering a sovereign debt crisis in France and Italy: if BTP-
Bund spreads reach 250-300 basis points and OAT-Bund spreads approach 130-150 basis points, refinancing costs
for these governments become materially more burdensome at precisely the moment when automatic stabilizers are
demanding higher fiscal expenditure to support the economy. The ECB's OMT backstop provides some protection,
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but activating it requires the affected governments to accept a formal macroeconomic adjustment program, a
condition that could face severe domestic political resistance.

The medium-term consequences of Scenario 4 are not all negative. The shock would accelerate the European energy
transition by making the relative cost advantage of renewable energy unambiguously clear even to the most skeptical
industrial interests. It would accelerate defense spending and industrial policy investment across all member states.
And it would create the political conditions for a genuine EU-level fiscal response, a common energy security
investment fund or EU-issued debt instrument, that the current governance framework makes difficult to achieve in
less extreme circumstances.

3.6 Cross-Scenario Quantitative Summary

Variable S1: Managed S2: Stagfl. S3: Disinfl. S4: Energy Inst. Consensus
Disinfl. Pressure Stagnation Shock (ECB/IMF)

SVZI; 2026 (annual |, g0, ~0.5% ~0.0% 0.5t0-1.0% 0.8-0.9%
GDP 2027 ~2.1% ~0.9% ~0.6% 0.5-1.0% 1.2-1.3%
gﬁif&zfg ) ~2.4% ~3.3% ~1.8% >4.5% ~3.0%
HICP 2027 ~1.9% ~2.8% ~1.4% ~3.0-3.5% ~2.3%
B e 2.00% 2.50-2.75% 2.00-2.25% 2.75-3.25% ~2.50%
gg‘;énploymem ~6.2% ~6.5% ~6.8% 7.0-7.5% ~6.3-6.5%
ISDO Probability | 25% 40% % 20% 15% N/A

Table 3.1: 3.1, Cross-Scenario Quantitative Summary: Euro Area 2026-2027. » = ISDO Central Case. Institutional consensus range:
ECB June 2026, IMF July 2026 WEO Update, Conference Board May 2026, Vanguard July 2026. Sources: ISDO scenario analysis; ECB;
IMF; Conference Board; Vanguard.
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4. Country-Level Analysis: Six Economies Through the Scenario
Lens

Germany presents the sharpest paradox in the European economic landscape. On fiscal policy, the country has
executed one of the most dramatic reversals in postwar economic history: the constitutionally entrenched
Schuldenbremse debt brake, which limited the federal government's structural deficit to 0.35% of GDP for the better
part of a decade, has been functionally suspended to allow the government's €500 billion infrastructure and defense
package to proceed. On industrial performance, Germany's manufacturing sector is experiencing a structural
deterioration that the fiscal expansion can slow but not reverse in the near term.

German industrial production fell 4.3% year-on-year in August 2025, and the trajectory through the first half of
2026 has shown no material improvement. The causes are multiple and structural: energy cost disadvantages that
became apparent after the 2022 gas crisis and have not been resolved; automotive industry disruption from Chinese
EV competition that is particularly acute because Germany's automotive cluster (Volkswagen, BMW, Mercedes-
Benz, and their supply chains) generates approximately 15% of German GDP and 20% of German goods exports;
the absence of German companies from the global Al and digital platform economy at a scale that would create
new growth engines; and the erosion of the Germany-as-export-platform model as both US and Chinese markets
become less accessible.

The fiscal package partially addresses these structural challenges, with investment in rail, digital infrastructure, and
energy system modernization, but the majority of the initial disbursements are going to defense procurement, which
has important security benefits and some industrial spillovers but generates lower domestic multipliers than
productive civilian investment. The GDP impact of German fiscal expansion in 2026 is estimated at approximately
0.3-0.5 percentage points, partially offsetting the headwinds from manufacturing weakness and tariff exposure.

Under the S2 central case, Germany returns to marginal positive GDP growth in 2026 (approximately 0.2-0.4%),
with the fiscal impulse providing the margin between stagnation and very modest expansion. Under S3, the fiscal
impulse is insufficient to prevent a second consecutive year of technical recession. Under S4, Germany faces the
sharpest relative deterioration of any major European economy given its outsized exposure to energy-intensive
manufacturing and its historically deep economic integration with both Russia (now disrupted) and China.
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Figure 4.1 — Real GDP Growth: Six European Economies by Scenario, 2025-2026F (%)
- F = IS0 forecast. Source: Eurostat (2025); ECB, IMF, OECD; 15D0 scenario modeling.
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Figure 4.1: Real GDP Growth: Six European Economies by Scenario, 2025-2026F. Sources: Eurostat (2025 actual); ECB, IMF, national
statistics offices; ISDO scenario modeling, August 2026.

4.2 France: Political Fragility and Fiscal Risk Under Scenario Stress

France's economic position in 2026 is characterized by a troubling coincidence of cyclical weakness and political
fragility. Real GDP growth in 2026 is tracking at approximately 0.4-0.6% on current trends, respectable relative
to Germany but below the 1.1% recorded in 2025 and well below the pre-shock trajectory. The political context, a
coalition government managing with a thin parliamentary majority and a rising far-right opposition that has made
energy costs and immigration its primary electoral themes, constrains the government's ability to implement the
structural reforms that would improve France's medium-term growth potential.

France's primary fiscal risk in the scenario matrix relates to its sovereign debt dynamics. Government debt at
approximately 112% of GDP and a fiscal deficit that has been running at 4-5% of GDP despite years of nominally
consolidating budgets leaves France in the "debt-exposed" cluster identified in the Eurostat debt-sustainability
analysis. In the S2 Stagflationary Pressure scenario, rising ECB rates increase France's refinancing costs by an
estimated €8-12 billion annually per 50 basis points of rate increase, a material additional burden at a moment when
the automatic stabilizers of the business cycle are also generating upward fiscal pressure.

France's competitive position relative to Germany within the European economy is actually improving marginally
in 2026, given Germany's deeper industrial exposure to the tariff and China shocks. French strength in aerospace,
luxury goods, and agri-food exports provides partial insulation from the tariff impact (these categories face lower
US duties), and France's relative energy mix (approximately 70% nuclear, providing stable and relatively cheap
electricity) reduces the pass-through of gas price spikes compared to Germany. However, the nuclear advantage is
structural and already priced into French manufacturing competitiveness; it does not generate an additional tailwind
in 2026 so much as it moderates a headwind.

4.3 Spain: Structural Outperformer With Concentration Risks

Spain is the structural outperformer of the major euro area economies in 2026, tracking GDP growth of
approximately 1.4-2.0% depending on the scenario, roughly double the euro area average in the S2 central case.
The reasons for Spain's relative resilience are well-documented: tourism revenue from a European market
redirecting leisure spending away from more expensive long-haul destinations; the construction and renovation
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demand generated by the digital nomad influx and second-home market; public investment from NextGenerationEU
funds that is disbursing at a faster rate than in other major beneficiary countries; and an export mix that is less
exposed to US tariffs and Chinese competition than Germany's or Italy's.

The concentration risks in Spain's outperformance deserve attention. Tourism accounts for approximately 12-14%
of Spanish GDP, an unusually high share for a large economy and one that is sensitive to energy prices through its
impact on European consumer disposable income and air travel costs. A sharp energy price increase (S4) that
suppresses European consumer purchasing power would reduce tourist arrivals and spending more than the
aggregate GDP figure suggests, because the effect would be concentrated in a sector that also employs a
disproportionate share of lower-income workers in Spain's coastal and southern regions.

Spain's banking sector also carries a legacy of real estate exposure from the 2008-12 crisis period that, while
dramatically reduced from its peak, remains a potential vulnerability in scenarios where rising interest rates interact
with property market stress. The Spanish property market has seen price appreciation of 15-20% since 2021, driven
partly by foreign demand and partly by domestic supply constraints. A scenario of rising ECB rates combined with
a deterioration in foreign buyer confidence (S2 or S4) could trigger a correction that amplifies the growth impact of
the monetary tightening through the wealth and banking channels.

Italy's position in the scenario matrix is the most asymmetric of the six economies analyzed here. In the S1 Managed
Disinflation scenario, Italy's large tourism sector, its small but productive luxury goods manufacturing base, and
the ongoing benefits of NextGenerationEU disbursements provide a trajectory of approximately 0.5% GDP growth,
modest but positive. In the S2-S4 scenarios, Italy faces a combination of risks that interact more severely than for
any other major European economy: government debt at approximately 135% of GDP, a banking system with
material sovereign bond holdings, an energy-intensive industrial structure concentrated in the Po Valley, and a
political environment that constrains the capacity to implement the structural reforms required to improve potential
growth.

The BTP-Bund spread is the primary financial market indicator to monitor for Italy. At 145 basis points as of June
2026, it is elevated relative to its pre-ECB-tightening-cycle level but still far from the 250-300 basis points that
would indicate genuine sovereign stress. Each 25 basis points of ECB rate increase adds approximately €4-5 billion
to Italy's annual refinancing cost over a three-year horizon, as Italy's relatively short average debt maturity means
that rate increases work through the sovereign balance sheet more quickly than for lower-debt countries. Under the
S4 scenario, with ECB rates potentially rising to 3.0-3.25%, Italy's additional annual financing burden reaches €15-
20 billion, a genuinely material fiscal constraint for an economy that is already running primary surpluses to manage
its debt ratio.

The United Kingdom sits outside the euro area institutional framework, which provides both constraints and
flexibilities that differ from the continental European economies. The Bank of England has been navigating a similar
stagflationary challenge to the ECB, persistently above-target inflation combined with weak growth, but from a
starting position of higher interest rates (approximately 4.25% as of mid-2026) and with the additional complexity
of sterling's sensitivity to risk-off episodes that the euro, as a reserve currency, is partially insulated from.

The UK's energy vulnerability is particularly acute given its high dependence on gas-fired electricity generation
and its relatively limited nuclear and renewables alternatives compared to France. UK household energy bills have
risen sharply in 2026, and the interaction between energy cost inflation, high mortgage rates (reflecting the Bank of
England's tightening cycle), and elevated food price inflation has produced real consumer spending stagnation that
is deeper than the euro area aggregate.

On the trade dimension, the UK occupies a paradoxical position: the UK-US trade deal, signed in 2025 and including
a 10% baseline tariff on UK product exports (down from the initial reciprocal tariff level), provides marginally
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better market access than EU exporters face but still represents a 400% increase in UK export tariff burden compared
to 2024. The UK economy faces a structural question that Brexit has made more acute: how to sustain export-led
growth when both the EU (its largest trading partner) and the US (its most important English-speaking market) have
become more restrictive in different ways.

4.6 Poland and Central-Eastern Europe: Divergent Paths Under Common Pressure

Central and Eastern Europe presents a more varied picture than is often implied by aggregate "CEE" analysis.
Poland, the largest economy of the region at approximately €700 billion GDP, has maintained strong growth through
2025 (3.6%) and into 2026, supported by strong domestic demand, EU structural funds absorption, and a labor
market that remains tight by any European comparison. Poland's NATO-driven defense spending has been running
above 4% of GDP, the highest share of any NATO member state, providing genuine economic stimulus through
domestic military procurement and infrastructure construction.

The divergence within CEE is increasingly pronounced. Hungary and Slovakia, both of which maintain closer
economic ties with Russia and have been more resistant to NATO spending increases, face additional risks from
energy dependency and from their governments' uncertain commitment to EU policy frameworks that affect
investment. The Baltic states (Estonia, Latvia, Lithuania) face energy cost pressures above the CEE average given
their historically deeper integration with Russian energy systems, but have made more rapid progress on renewable
energy transition and benefit from a security spending boost that is particularly pronounced given their geographic
position.

4.7 Cross-Country Comparative Dashboard

GDP 2026F Govt

Economy GDP 2025 (S2 central) HICP 2026F Debt /GDP Primary Risk
German 0.0% 0.2-0.4% ~31% ~63% Industrial restructuring; auto sector
y o e i ? displacement

France 11% 0.4-0.6% ~3.0% ~112% Fiscal sustainability; spread widening under
P it = ? ECB tightening

Spain 2.8% 1.4-1.8% ~2.9% ~105% Tourism concentration; property market
’ o ’ cycle

Ttaly 0.5% 0.1-0.4% ~3.2% ~135% Debt sustainability; energy-intensive
’ - ’ manufacturing; BTP spread

United 11% 0.5-0.8% ~3.5% ~97% Energy vulnerability; sterling risk; mortgage

Kingdom e oTE 270 ? market stress

Poland 3.6% 2.0-2.5% ~4.2% ~53% Inflation persistence; supply chain
’ o ) dependence on Germany

Table 4.1: 4.1, Cross-Country Comparative Dashboard: Major European Economies, 2025-2026F. GDP 2026F shown for S2
(Stagflationary Pressure) central case. Sources: Eurostat; ECB; IMF; ISDO scenario analysis.
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5. Monetary Policy: The ECB's Dilemma

The European Central Bank's mandate, price stability defined as inflation below but close to 2% over the medium
term, appears unambiguous. In practice, the ECB's Governing Council must navigate a mandate that is precise in
its objective but silent on the instruments and timing required to achieve it, in an environment where the same
external shock that pushes inflation above target also suppresses the growth that would normally justify the
restrictive monetary stance.

The June 2026 rate decision to raise the deposit facility rate to 2.25%, the first increase since the tightening cycle
that began in 2022, was notable for its unanimity among Governing Council members and for the directional clarity
of the accompanying communication. ECB President Christine Lagarde explicitly framed the hike as a response
to the "persistence of energy-driven inflation pass-through into services prices," noting that negotiated wage growth
of 3.8% year-on-year provided evidence of second-round effects that warranted a policy response even in a weak
growth environment.

The rate decision was controversial among European economists precisely because of the growth context. The IMF,
in its July 2026 WEO Update, noted that "for the euro area, the monetary tightening required to contain the supply-
shock inflation overshoot risks amplifying the growth drag from the energy shock and tariff exposure.” This is the
textbook formulation of the ECB's dilemma: it cannot achieve both objectives simultaneously when the shock
generating the inflation overshoot is also the shock suppressing growth.

Figure 5.1 — ECB Deposit Facility Rate Path by Scenario, 2024-2027 (%)

June 2026 rate (2.25%) confirmed by ECB. F = I13D0 projections by scenario. Source: ECE; 1SDO analysls.
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ECB Deposit Facility Rate Path by Scenario, 2024-2027. Actual rates shown through June 2026; F = ISDO projections by
scenario. The four scenario paths diverge from September 2026 onward based on the macroeconomic conditions each scenario implies.
Source: ECB; ISDO analysis.
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Figure 5.2 — Major Central Bank Policy Rates, 2022-2026 (%)

F = 1300 estimate. Scurce: ECB, Federal Reserve, Bank of England; IS0 compllation.
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The divergence in ECB rate paths across the four scenarios is one of the most consequential dimensions of the
scenario analysis, because interest rate trajectories affect sovereign debt sustainability, mortgage markets, corporate
financing, and (through the exchange rate) import price dynamics and external competitiveness simultaneously.

In Scenario 1 (Managed Disinflation), the ECB reverses its June hike at the October or December 2026 meeting,
returning to 2.00% by year-end. The combination of retreating energy prices and below-consensus wage growth
provides the cover for this pivot without triggering concerns about credibility. The ECB signals a gradual path to a
neutral rate of approximately 1.75-2.00% through 2027, consistent with the pre-shock assessment of the neutral rate

for the euro area.

In Scenario 2 (Stagflationary Pressure), the ECB raises rates to 2.50% at the September meeting and signals a
further potential move to 2.75% at December, conditional on data. HICP falling from its mid-year peak but
remaining above 3% through year-end justifies continued tightening despite the growth weakness. Markets price
the terminal rate at 2.75-3.00% by Q1 2027.

In Scenario 3 (Disinflationary Stagnation), the ECB pivots from its tightening bias more quickly than in S2 as the
demand collapse pushes HICP downward. The September meeting holds rates stable at 2.25%, the October meeting
signals a cut, and the December meeting delivers a 25 basis point cut to 2.00%. The 2027 rate path is toward 1.50-
1.75%, reflecting the need for genuine monetary stimulus.

In Scenario 4 (Energy Shock Escalation), the ECB faces the most difficult communication challenge. With HICP
approaching 5%, the credibility of the 2% target demands a decisive response. The ECB raises rates to 2.75% in
September and 3.00-3.25% by December, with forward guidance signaling willingness to go further. The growth
impact is severe, but the ECB judges that allowing inflation expectations to de-anchor would be more costly in the

long run.
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One of the structural complexities of ECB monetary policy relative to single-country central banks is the
heterogeneity of monetary policy transmission across the 20 member states of the euro area. The same rate increase
produces different effects in countries with different financial structures, housing markets, wage-setting institutions,
and fiscal positions.

The most consequential source of heterogeneity for the current cycle is the prevalence of variable-rate versus fixed-
rate mortgages. In countries where mortgage debt is predominantly at variable rates (Spain, Italy, and Portugal in
particular) ECB rate increases transmit immediately into household disposable income through higher monthly
mortgage payments. In countries with predominantly fixed-rate mortgages (Germany and France) the transmission
is slower, operating primarily through the higher cost of new mortgages rather than the refinancing of existing ones.
This structural difference means that the same ECB policy produces sharper near-term consumer spending
compression in Spain and Italy than in Germany, even though Germany faces greater structural industrial
headwinds.

The sovereign debt transmission channel also operates heterogeneously. Italy and France, with high debt ratios and
relatively short average debt maturities, face larger annual refinancing cost increases per unit of rate increase than
Germany or the Netherlands. In the S4 extreme scenario, where ECB rates reach 3.0-3.25%, the annual additional
financing cost for Italy approaches €20-25 billion, equivalent to approximately 1% of GDP. This fiscal pressure, if
unaddressed through structural fiscal adjustment or EU-level support mechanisms, could trigger the sovereign-bank
nexus dynamics that characterized the 2012 euro area crisis.
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6. Fiscal Policy: National Stances and EU-Level Frameworks

The German government's €500 billion infrastructure and defense investment package, approved in March 2026
with cross-party support following the suspension of the constitutional debt brake for security-related expenditure,
represents the largest fiscal expansion in German postwar history. Understanding its macroeconomic implications
for both Germany and the broader European economy requires disaggregating the package by expenditure category,
timing, and multiplier characteristics.

The defense component, approximately €150 billion over five years, has the lowest near-term GDP multiplier of
the package components. Defense procurement typically involves long production cycles, international supply
chains, and a large share of spending on imported equipment and technology. The German defense industry has
material capacity constraints that mean a rapid ramp-up in procurement requires either imports or building domestic
capacity over several years. The employment and output effects of the defense component are real but concentrated
over a 3-5 year horizon rather than providing immediate stimulus.

The infrastructure component, rail (€40 billion over five years), digital infrastructure (€35 billion), energy system
modernization (€50 billion), and urban development (€25 billion), has higher and faster-acting multipliers.
Infrastructure investment creates immediate construction employment, generates indirect demand for materials and
engineering services, and produces longer-term productivity effects as the improved infrastructure reduces logistics
costs and enhances connectivity. The fiscal multiplier for European infrastructure investment has been estimated at
1.4-2.0 in the medium term, meaning that each euro of government spending generates 1.4-2.0 euros of additional
GDP over a 5-year horizon.

Figure 6.1 — NATO Europe Defense Expenditure, 2015-2026F

500 F = ISDO estimate. Source: MATO (2025 Defence Expenditure data); ISDO projections.
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NATO Europe Defense Expenditure, 2015-2026F. The acceleration since 2022 is the sharpest sustained increase in NATO
European defense spending since the 1980s. The 2026F estimate reflects announced commitments; actual disbursement will lag
announcements. Source: NATO (2025 Defence Expenditure data); ISDO projections.
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France's fiscal position entering H2 2026 is more constrained than Germany's. The government's structural fiscal
deficit has been running at approximately 4-5% of GDP for several years, well above the EU Stability and Growth
Pact limit of 3% and above the trajectory required to stabilize France's debt-to-GDP ratio at its current level of
approximately 112%. The European Commission opened an Excessive Deficit Procedure against France in June
2024, and the medium-term fiscal adjustment plan France submitted in response commits to deficit reduction toward
3% by 2027.

The political economy of French fiscal adjustment is genuinely difficult. The revenue side of the fiscal equation
faces resistance from business interests opposed to higher corporate taxes and from a population that ranks tax
burden among the highest in the EU. The expenditure side faces resistance from public sector unions and from the
broader public sentiment that opposes cuts to social services, healthcare, and education. The government's ability
to navigate between these constraints is limited by its thin parliamentary majority and by the electoral calendar,
which creates political incentives to defer difficult adjustment decisions.

In the S2 Stagflationary Pressure scenario, France's fiscal adjustment requirement intensifies because the weaker-
than-expected growth reduces tax revenues below the budget forecast while higher ECB rates increase refinancing
costs. The government faces a forced choice between accepting a wider deficit (risking further action from the
European Commission and market pressure on OAT-Bund spreads) or implementing rapid expenditure cuts (risking
a deeper demand contraction). Neither option is good, and the probability that France manages to reduce its deficit
to 3% by 2027 under S2 conditions is low.

The reformed Stability and Growth Pact, which entered into force in 2024 after years of debate, replaced the rigid
3% deficit and 60% debt ceiling rules with a more flexible framework based on country-specific medium-term
fiscal adjustment paths. The new framework was designed precisely to avoid the pro-cyclical austerity that
characterized the eurozone crisis response of 2010-13, allowing countries to adjust at a pace compatible with their
fiscal position and growth prospects.

The 2026 stress test of the new framework is already underway. France, Italy, Belgium, and several smaller member
states are facing a combination of rising financing costs and weaker growth that makes their medium-term
adjustment paths harder to meet. The new SGP gives the Commission more flexibility to grant extensions and
accommodations, but it also creates the risk that the flexibility becomes a justification for indefinite postponement
of the consolidation that debt sustainability ultimately requires.

From a scenario analysis perspective, the fiscal framework is most constraining in Scenario 4 (Energy Shock
Escalation), where the automatic stabilizers are demanding the largest expansion precisely when ECB rate increases
are tightening financial conditions. A scenario in which the fiscal framework prevents adequate counter-cyclical
response to a severe energy shock could amplify the recession dynamics and create political pressure for institutional
reform of the SGP itself, a process that, given the unanimity requirements in EU treaty negotiations, would take
years to complete and provide no near-term relief.

The NextGenerationEU (NGEU) program, providing approximately €750 billion in grants and loans to EU member
states for green and digital transition investments, entered its critical absorption phase in 2025-2026. The program's
deadline for committing funds is August 2026, and actually spending (disbursing) the committed funds must occur
by 2026 for grants and 2028 for loans.

The absorption experience has been uneven across member states. Spain has been among the most effective in
deploying NGEU funds, contributing to its relative growth outperformance. Italy, despite receiving the largest
national allocation (approximately €194 billion in grants and loans), has faced implementation bottlenecks in project
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approval, procurement, and execution that have reduced the program's growth impact relative to its potential. Poland
and other CEE countries have deployed NGEU effectively for infrastructure investment. Germany, with the highest
capacity and institutional quality but a smaller relative allocation, has disbursed efficiently but the economic impact
is smaller given the allocation size.

The macroeconomic impact of NGEU in 2026 is estimated by the European Commission at approximately 0.5-0.8
percentage points of EU-27 GDP, concentrated in the high-disbursement member states. This is a meaningful
contribution to growth that partially explains why the euro area is still achieving positive growth rates despite the
three concurrent shocks analyzed in this report. Without NGEU, the S2 central case GDP growth trajectory would
likely be 0.2-0.3 percentage points lower.
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CHAPTER 7

7. Trade, Investment, and External Accounts

7.1 The EU-US Trade Relationship: Tariff Anatomy

The tariff architecture that the US administration has applied to EU goods exports since 2025 has a geographic and
sectoral specificity that the headline 15% average rate obscures. Understanding the distribution of tariff incidence
is essential for calibrating the macro impact across countries and sectors.

The highest tariff rates (25% or above) apply to steel, aluminum, and derived products; automobiles and auto parts;
and selected agricultural products including dairy, beef, and some processed foods. These categories represent
approximately 18% of total EU goods exports to the US by value but account for a disproportionate share of
employment in the affected industries, given the labor intensity of steel production, auto assembly, and food
processing. The EU-wide averages mask material country concentration: Germany bears approximately 35% of the
automotive tariff burden, France approximately 20% of the agricultural products burden, and Ireland approximately
30% of the pharmaceutical products burden (subject to a sector-specific carve-out that partially insulates them from
the baseline tariff).

The behavioral response of European exporters has been mixed. Some have absorbed the tariff into margins to
maintain US market share, compressing profitability but preserving volume. Others have passed the tariff through
to US buyers, accepting volume losses. A subset, primarily in sectors with strong brand equity and inelastic US
demand, have been largely insulated from volume effects while their US margins have improved in dollar terms (as
they charge more) but deteriorated in euro terms (as dollar depreciation relative to the euro at some points in 2025-26
offset the nominal price increase). The net effect is that the tariff impact on EU export revenues is real but somewhat
smaller than the naive calculation (15% tariff x total EU exports to US) would suggest.

Figure 7.1 — EU-27 Net Trade Balance: United States and China, 2019-2026F (€ billion)
200 Positive = EU surplus. Negative = EU deficit. F = ISDO estimate. Source: Eurostat; 1SD0 compilation.
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Figure 7.1: EU-27 Net Trade Balance with the United States and China, 2019-2026F. The US surplus and China deficit are moving in

opposite directions, creating a structural current account asymmetry that has important macroeconomic and policy implications. F =
ISDO estimate. Sources: Eurostat Comext; ISDO compilation.

© ISDO 2026 - isdo.ch - CCBY-NC 4.0 - Santiago Sainz - Economics & Social Affairs Department - Page 34



ISDO - European Macroeconomic Prospects: Scenario Analysis for H2 2026 -

The EU-China trade relationship has entered a qualitatively new phase in 2026. The European Commission's May
2026 declaration that the relationship is "not sustainable", confirmed at the June 2026 European Council, where
leaders called on the Commission to address "global macroeconomic imbalances", marks a formal acknowledgment
that the terms of EU-China economic engagement require structural adjustment. The bilateral deficit of
approximately €390 billion on current 2026 trajectory, rising from €360 billion in 2025 and approximately €200
billion in 2020, provides the quantitative basis for this assessment.

The trade defense instruments deployed or under consideration by the EU in 2026 represent a sharp escalation from
the pre-2023 policy stance. The EV anti-subsidy tariffs (bringing total duties on major Chinese brands to 25-45%),
the steel safeguard measures introduced in October 2025, and the July 2026 anti-dumping duties on Chinese car
tyres are the most prominent examples. The proposed Industrial Accelerator Act, the Cybersecurity Act revision,
and the proposed diversification instrument would add a further layer of market access restrictions specifically
targeting Chinese technology and infrastructure companies.

The Chinese government's response has been calibrated to maintain pressure without triggering a formal trade war.
Beijing has initiated anti-subsidy investigations into European spirits, dairy, and pork; has restricted rare earth
exports with strategic opaqueness; and has used diplomatic channels to signal that the EU's de-risking agenda carries
costs for bilateral cooperation on climate, global governance, and other shared interests. The ambivalence of
European member states, particularly Germany, whose automotive and chemical industries maintain deep China
dependencies, has prevented a fully unified EU response and creates draw on for Chinese diplomatic pressure at the
national level.

European FDI flows in 2026 reflect the three concurrent shocks in distinct ways. Inbound FDI from the United
States, historically the largest source of direct investment in Europe, has shown mixed signals: technology
investment by US hyperscalers (AWS, Google, Microsoft) has continued and in some cases accelerated, as
European demand for cloud services is strong and EU regulatory requirements around data sovereignty create
commercial incentives for local infrastructure. But US investment in European manufacturing and real assets has
slowed, reflecting uncertainty about the political trajectory of US-EU economic relations and the higher EUR-
denominated returns required to justify investment at current exchange rates.

Chinese inbound FDI to Europe has been more actively managed through the EU Foreign Direct Investment
Regulation and national screening mechanisms. Several member states (Germany, France, Italy) have blocked or
conditioned acquisitions in sectors deemed strategically sensitive, including infrastructure, semiconductor
equipment, healthcare, and digital platforms. This screening activity represents a genuine shift from the openness
that characterized European FDI policy through the early 2020s, when Chinese capital was welcomed into airports,
ports, utilities, and telecommunications networks.
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8. Financial Markets: Scenario Implications for Investors

The EURO STOXX 50 index entered August 2026 approximately 8% below its February 2026 peak, reflecting the
multiple compression that accompanies ECB rate increases and the earnings downgrades that have followed the
weaker-than-expected growth trajectory. The earnings picture is more differentiated than the index performance
suggests: defense and aerospace companies have seen earnings upgrades; energy companies benefit from higher
commodity prices; and technology companies with Al exposure have maintained pricing power. The
underperformers are concentrated in automotive, chemicals, and energy-intensive manufacturing.

The scenario matrix generates distinct equity market implications. In S1 (Managed Disinflation), a re-rating driven
by ECB rate expectations supports a broad market recovery, with the highest returns in rate-sensitive sectors
(financials, real estate, capital goods) and in consumer cyclicals that benefit from real wage recovery. In S2
(Stagflationary Pressure), sector rotation is the dominant theme: energy, defense, utilities, and automation
beneficiaries outperform; consumer discretionary, automotive, and property underperform. In S3 (Disinflationary
Stagnation), a defensive positioning in high-quality dividend payers and recession-resistant businesses (healthcare,
essential consumer goods) with short duration and low China revenue exposure is indicated. S4 is unambiguously
negative for broad European equity markets in the near term, with the recovery potential appearing in the second
phase as the policy response materializes.
Figure 8.1 — Euro Area Soverelgn Bond Spreads vs. Germany (10yr, basis polnts), 2022-2026

250 June 2026 reflects post-ECB rate hike market repricing. Source: Bloomberg; ECB Statistical Data Warehouse; ISDO compilatian.

200

-
[
(=]

100 /\\

Spread vs. Germany (basis points)

Jan-Z22 Jul-22 Jan-23 Jul-23 Jan-24 Jul-24 Jan-25 Jul-25 Jun-26

:] ltaly vs Germany {10yr BTP-Bund spread, bps) : France vs Germany (OAT-Bund spread, bps) : Spain vs Germany (Bonos-Bund spread, bps)

Euro Area Sovereign Bond Spreads vs. Germany (10yr, basis points), 2022-2026. Italian and French spreads have moved to
their widest levels since 2020 following the June 2026 ECB rate hike. Sources: Bloomberg; ECB Statistical Data Warehouse; ISDO
compilation.
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The sovereign bond market is the most direct transmission mechanism between ECB monetary policy and the fiscal
positions of euro area member states. The BTP-Bund spread, the yield differential between Italian and German 10-
year government bonds, is the primary market barometer of peripheral stress, with historical levels above 250 basis
points historically associated with market access constraints and ECB intervention.

At approximately 145 basis points as of June 2026, the BTP-Bund spread is elevated relative to the pre-tightening-
cycle level of approximately 110-120 basis points but still well within the range of sustainable divergence. The
ECB's OMT backstop, which commits the ECB to unlimited purchases of government bonds from countries meeting
conditionality requirements, provides an implicit ceiling on spread widening that markets have consistently priced
as credible.

The scenario-specific spread trajectories diverge meaningfully from September 2026 onward. In S1, one ECB rate
cut and a improving growth outlook reduce refinancing cost concerns, bringing the BTP-Bund spread back toward
120-130 basis points by year-end. In S2, a second ECB hike combined with Italy's fiscal constraint pushes spreads
toward 170-190 basis points, elevated but not crisis territory, given the OMT backstop. In S4, the rapid ECB
tightening to 3%+ combined with a demand collapse that widens Italy's structural fiscal deficit could push BTP-
Bund spreads toward 220-250 basis points, entering the range where ECB intervention discussions become
necessary.

EUR/USD has traded in approximately a 1.06-1.14 range through the first half of 2026, with the relationship
primarily driven by the interest rate differential between the ECB and the Federal Reserve. The ECB's June 2026
rate hike narrowed the Fed-ECB differential slightly and supported the euro at the margin, but the structural growth
advantage of the US economy (2.3% projected GDP growth in 2026 vs. 0.8-0.9% for the euro area) creates a
medium-term headwind for the euro.

The scenario-specific EUR/USD trajectories capture the competing effects of interest rate differentials (which favor
the euro in high-ECB-rate scenarios) and growth differentials (which favor the dollar when European growth is
weakest). In S1, the euro appreciates modestly as ECB credibility is confirmed and the growth differential narrows.
In S2, the euro is broadly stable, with higher ECB rates offset by weaker growth. In S3, the euro depreciates as the
ECB cuts rates aggressively toward the Fed funds rate. In S4, the euro faces sharp depreciation pressure in the initial
shock phase as risk-off flows dominate, before partially recovering as the ECB raises rates aggressively.

European corporate credit markets have repriced sharply in 2026 in response to the ECB rate cycle reversal.
Investment-grade spreads over German Bunds have widened from approximately 80-90 basis points at the
beginning of the year to approximately 120-130 basis points in mid-2026, reflecting both the higher base rate and
the increased refinancing risk associated with weaker growth. High-yield spreads have widened more sharply, from
approximately 350 basis points to 450 basis points, as the combination of weak growth and higher financing costs
increases perceived default probability for more indebted companies.

The most affected segment of the European credit market is SME financing, which does not access capital markets
directly but relies on bank lending at rates that track the ECB policy rate. Bank lending rates for non-financial
corporations have risen approximately 120-140 basis points since January 2026, producing a measurable tightening
of financing conditions for the SME sector that generates approximately 55% of European private sector
employment. This tightening reduces the pace at which SMEs can invest in technology upgrades, capacity
expansion, and the workforce training required to adapt to the Al-driven productivity transition.
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9. Labor Markets, Productivity, and Competitiveness

The aggregate euro area unemployment rate at 6.3% (May 2026) provides a misleadingly stable picture of labor
market conditions. The headline is accurate but the composition is changing. Employment in manufacturing has
been declining since late 2025, with losses concentrated in the most energy-intensive and trade-exposed subsectors:
chemicals (-2.3% year-on-year), motor vehicles (-1.8%), metals and metal products (-2.1%), and paper and printing
(-1.4%). These are not the largest employment sectors by absolute numbers, but they represent a disproportionate
share of employment in specific geographic areas, Germany's Ruhr valley, Italy's Po valley industrial corridor,
France's former steel regions, where the local economic multiplier is high and the alternative employment options
for affected workers are limited.

The offsetting employment gains are concentrated in services: healthcare (growing steadily across all member states
given aging demographics), defense-related industries (professional services, logistics, construction, IT
procurement), digital services, and hospitality and tourism (recovering in most markets after the 2022-23 energy
cost shock subdued discretionary spending). These sectors are growing, but the geographic and skills mismatch
between the declining manufacturing employment and the growing services employment is a structural challenge
that cannot be resolved in the timeframe of any of the four scenarios.

Figure 9.1 — Euro Area Unemployment Rate and Real Wage Growth, 2019-2026F

F = 1300 estimate. Source: Eurostat LFS; ECB Wage Tracker; 1SDO analysis.
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Euro Area Unemployment Rate and Real Wage Growth, 2019-2026F. Real wage growth turned positive in 2024 for the first
time since 2021 but is decelerating again as energy-driven inflation erodes nominal wage gains. F = ISDO estimate. Sources: Eurostat
LFS; ECB Wage Tracker; ISDO analysis.
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The real wage story of 2026 is a repeat, in milder form, of the 2022-23 episode. Nominal wage growth of
approximately 3.5-3.8% year-on-year (ECB Wage Tracker, Q1 2026) is being eroded by HICP inflation of
approximately 3.0%, leaving real wages essentially flat. This is a material deterioration from the positive real wage
territory of 2025, when nominal wages were growing faster than a declining inflation rate, and it comes before
households have fully recovered the real wage losses of 2021-23.

The purchasing power dynamics have sector-specific features that aggregate real wage growth conceals. In energy-
intensive manufacturing sectors where wage negotiations are underway, unions are pushing for above-inflation
settlements to recover the 2021-23 losses, creating the second-round effects the ECB is concerned about. In services
sectors with lower unionization rates, real wage growth is more fragmented and employer-determined, with some
high-skilled digital economy workers seeing real wage gains while lower-skilled service workers face real wage
compression.

The European productivity gap relative to the United States, which had been narrowing through the 1990s and
2000s, has widened again since 2015 and the widening has accelerated since 2020. Output per hour worked in the
euro area is approximately 75% of the US level, and the gap is growing rather than shrinking. The primary driver
of this divergence is the different rate at which Al and digital technology are being integrated into production
processes, business models, and organizational structures. US firms, particularly in the services sector where digital
transformation generates the largest productivity gains, have been faster and more ambitious in AT adoption than
their European counterparts.

The Draghi Report on European Competitiveness, published in September 2024, identified this productivity gap as
the central strategic challenge for Europe and estimated that the EU's annual investment gap relative to the US (the
additional investment required to close the productivity gap) runs at approximately €800 billion per year. This figure
is striking because it is larger than the entire NGEU program in annual terms and suggests that the current policy
response, while directionally correct, is an order of magnitude smaller than what the structural challenge requires.

The Technology Sovereignty Package announced by the European Commission on June 3, 2026 (discussed in detail
in Chapter 10) represents the most ambitious EU-level policy response to the productivity and competitiveness
challenge since NGEU itself. Its implementation will take years, and its impact on productivity growth will not be
measurable within the H2 2026 scenario horizon. But its announcement signals a genuine shift in the strategic
ambition of EU industrial and technology policy that will shape the medium-term investment landscape for
European companies and their international competitors.
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10. Technology Sovereignty and the European Technological
Sovereignty Package

The European Commission's June 3, 2026 announcement of the European Technological Sovereignty Package was
accompanied by a striking acknowledgment: the EU currently relies on non-EU countries for over 80% of its key
digital products, services, infrastructure, and intellectual property. This figure, while difficult to verify with
precision given the definitional complexity of "key digital products," captures a genuine and well-documented
structural vulnerability. Amazon Web Services, Microsoft Azure, and Google Cloud collectively control
approximately 65% of the European enterprise cloud market. The US designs approximately 85% of the world's
advanced semiconductors; European companies design approximately 1% of global chips, with ASML's unique
position in EUV lithography equipment the primary exception. China controls approximately 60-85% of global rare
earth element processing, which underpins the materials supply chain for everything from wind turbines to electric
vehicles to advanced chips.

These dependencies are not equally consequential. The cloud dependency is commercially material and raises data
sovereignty concerns but is manageable through contractual and regulatory requirements; the Chips Act 2.0 and
CADA attempt to address it systematically. The semiconductor dependency is more strategically material because
advanced chip design and manufacturing capability is a precondition for the AT and defense systems that will define
military and economic power in the next decade. The rare earth dependency is the most acute single point of
vulnerability because rare earth processing capability is effectively monopolized by China, and alternative supply
chains require 7-10 years to develop at scale.

The European Technological Sovereignty Package presented by the Commission on June 3, 2026 comprises four
interconnected initiatives. The Chips Act 2.0 targets €120 billion in semiconductor investment by 2035, with
permitting accelerated to a maximum of 12 months, new "Grand Challenges" for Al chip development, and
"Demand Accelerators" that create a procurement channel linking EU chip producers with large industrial buyers.
The Cloud and AI Development Act (CADA) aims to triple EU data center capacity over five to seven years,
introduces a single EU-wide sovereignty assessment framework with four Union Assurance Levels (UALs) for
cloud providers, and provides a regulatory basis for requiring EU public sector bodies to use EU-assured cloud
services for sensitive data. The Open Source Strategy commits €2 billion over seven years to open source software
development, introduces a "Free Software first" principle for public cloud and Al procurement, and targets 30
million active users of open source collaboration tools by 2030. The Digital Sovereignty Roadmap for Energy
establishes a framework for embedding AT and digital twin technology into European energy system management,
reducing dependence on foreign technology for critical infrastructure.

The package's macroeconomic implications for the H2 2026 scenario horizon are indirect: these are legislative
proposals that will take 12-24 months to negotiate, adopt, and implement, with investment and productivity effects
materializing over a 5-10 year horizon. Their significance for the near-term scenario analysis lies primarily in their
signal value. The announcement confirms that the EU has decided to treat digital sovereignty as a strategic priority
at the legislative level, not merely a declaratory one, and will direct substantial public investment to reducing the
dependencies documented above. For investors and corporate strategists, this signals a sustained shift in European
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procurement, investment incentives, and regulatory frameworks that will affect technology sector competitive
dynamics for years.

On July 2026, the Commission launched the call for Al Gigafactories (large-scale purpose-built Al training
facilities) following the EuroHPC Governing Board agreement on June 1. These facilities represent the most
concrete and immediately actionable element of the tech sovereignty agenda, as they directly address the compute
infrastructure bottleneck that limits European Al development.

In Scenario 1 (Managed Disinflation), the Tech Sovereignty Package proceeds through the legislative process with
reasonable speed, supported by the improved economic environment and by strong domestic political consensus.
Al Gigafactory construction begins in 2027-28. European Al companies benefit from improved compute access and
preferential procurement provisions.

In Scenario 2 (Stagflationary Pressure), the fiscal constraints on member state budgets that are implicit in the
scenario create friction for the co-financing commitments required by the Package. The €120 billion Chips Act 2.0
target requires substantial member state contributions alongside EU-level funding; under fiscal constraint, some
member states seek to reduce their commitments or delay disbursements.

In Scenario 4 (Energy Shock Escalation), the shock itself accelerates the political consensus for technology and
energy sovereignty investment, creating paradoxical fiscal space for the Package through the mechanism of
emergency EU-level debt issuance, a fiscal tool that requires extreme conditions to be politically feasible in Europe's
consensus-driven governance structure.
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11. Energy, Climate, and the Green Transition

Europe's energy security position in 2026 is fundamentally different from its position in 2022, when Russia's
invasion of Ukraine exposed the continent's deep dependence on Russian natural gas in a way that produced an
acute crisis. The emergency diversification of gas supplies undertaken between 2022 and 2024, through expanded
LNG import terminals, new pipeline connections, and demand reduction programs, means that Europe enters the
Middle East shock from a structurally stronger energy security position than it entered the Russia shock. Storage
levels are adequate, LNG import capacity has been sharply expanded, and the emergency demand reduction
measures of 2022-23 have demonstrated European political willingness to absorb energy price shocks without social
collapse.

This does not mean the current shock is manageable without economic cost. The cost is real and is being felt across
the European economy in the ways documented in Chapters 2, 5, and 6. But the worst-case scenarios, physical
supply interruptions, rationing, forced industrial shutdowns, are less likely than they were in 2022 precisely because
Europe has invested substantially in the infrastructure and institutional frameworks required to manage supply
disruptions.

The most immediate energy security vulnerability that the current Middle East situation exposes is LNG market
tightness. Qatari LNG, which passes through the Strait of Hormuz, represents approximately 15-20% of European
LNG imports. A sustained closure of the Strait would force European buyers to compete in a tighter global LNG
market, driving TTF prices to levels (€80-100/MWh or above) that would generate serious economic damage even
in the absence of physical shortages.

Figure 11.1 — Energy Prices and Inflation Contribution, Euro Area, 2022-2026

Brent and TTF: monthly averages. Scurce: Bloomberg; Eurostat; ECB; 1ISDO compllation, I
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Energy Prices and Inflation Contribution, Euro Area, 2022-2026. The current energy price level is well below the 2022 peak
but materially above the 2024 trough that underpinned the pre-shock baseline. Sources: Bloomberg; Eurostat; ECB; ISDO compilation.
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The Middle East energy shock of 2026 is providing the most powerful argument for renewable energy investment
that any European policymaker could construct: every unit of renewable electricity generated domestically is a unit
that does not depend on import supply chains or export the purchasing power required to pay for it. The cost
trajectory of renewable energy, solar and wind generation costs have fallen approximately 90% over the past decade,
means that new renewable capacity can be installed at prices that are competitive with fossil fuel generation even
before the strategic insurance value of import independence is accounted for.

European renewable energy installation rates accelerated sharply in 2024-25, with solar capacity additions reaching
record levels across Southern Europe and wind capacity growing in the North Sea, Baltic, and increasingly in
Southern Europe. The binding constraint on further acceleration is not cost or technology but grid infrastructure:
the transmission capacity required to move renewable electricity from where it is generated (the North Sea coast,
the Iberian Peninsula, the Alps) to where it is consumed (Central Europe's industrial heartland) is lagging behind
generation capacity additions.

The EU's Carbon Border Adjustment Mechanism (CBAM), which entered its transitional phase in October 2023
and is scheduled to fully take effect in 2026-2027, imposes a carbon price on selected imported goods that reflects
the emissions generated in their production. The mechanism currently covers iron and steel, cement, aluminum,
fertilizers, electricity, and hydrogen. It is explicitly designed to prevent "carbon leakage", the relocation of carbon-
intensive production to countries with weaker climate regulation, while ensuring that EU producers competing
against cheaper imported goods are not disadvantaged by the cost of complying with the EU Emissions Trading
System.

CBAM's trade implications for 2026 are material. Chinese and Russian steel exports to the EU now carry a CBAM
charge that effectively raises their all-in cost by 15-25%, narrowing the cost advantage that Chinese overcapacity
would otherwise provide. This provides meaningful relief to European steel producers who have been facing import
competition amplified by Chinese excess supply diverted from the US market (which imposed its own steel tariffs).
For the broader EU-China trade relationship, CBAM is the most sophisticated trade defense tool in the EU's arsenal
because it is WTO-consistent (it equalizes carbon costs rather than imposing a discriminatory tariff) while being
economically equivalent to a targeted import charge on high-carbon production.
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12. Structural Risks Beyond the Scenario Horizon

The four scenarios analyzed in this report address the cyclical and medium-term forces shaping the European
economy through 2027. Beyond this horizon, the structural demographic challenge constitutes a fundamental
constraint on European growth potential that will shape the macroeconomic environment through the 2030s and
beyond. The euro area's population is aging rapidly: the old-age dependency ratio (the ratio of people aged 65+ to
those of working age 20-64) is projected to rise from approximately 32% in 2023 to approximately 46% by 2040
and 53% by 2050. This demographic shift reduces the proportion of the population generating economic output and
taxes while increasing the proportion consuming public services and pensions.

The productivity growth required to compensate for this demographic drag is substantially higher than what
European economies have achieved in the post-2008 period. The productivity slowdown of the past fifteen years,
which the Draghi Report and the related academic literature attribute to a combination of reduced competition,
regulatory burden, underinvestment in R&D and human capital, and slow adoption of digital technology, would
need to be reversed through exactly the kind of structural reform and investment that the current macroeconomic
environment makes more difficult to undertake.

The sovereign-bank nexus, the reinforcing feedback between sovereign credit risk and bank balance sheet risk, was
the defining financial stability threat of the 2010-15 euro area crisis and remains a structural vulnerability in the
current environment. European banks hold substantial sovereign bond portfolios, and in the current scenario matrix,
any material sovereign stress (large BTP-Bund spread widening, questions about French fiscal sustainability) would
automatically impair bank balance sheets, tightening lending conditions into the real economy at the worst possible
time.

The EU's Banking Union, established in the aftermath of the 2012 crisis, has reduced but not eliminated this nexus.
The Single Supervisory Mechanism and the Single Resolution Mechanism provide a more well-established
institutional framework for managing bank failures, but the absence of a European Deposit Insurance Scheme
(EDIS) (blocked for years by German and Dutch resistance) means that the national deposit guarantees underlying
European banking stability are only as strong as the fiscal positions of the national governments that back them. In
Scenario 4, where sovereign stress and banking stress could emerge simultaneously in Italy and potentially France,
the absence of EDIS creates a genuine systemic risk channel.

Beyond the three concurrent shocks analyzed in this report, three geopolitical scenarios could materially shift the
probability distribution of the four macroeconomic scenarios in ways that are not fully captured in the quantitative
analysis.

The Ukraine conflict trajectory is the most consequential geopolitical variable for Europe. Any negotiated
resolution, however imperfect from the perspective of Ukrainian sovereignty, would reduce defense spending
pressure on European budgets, potentially allow some reconstruction-driven trade with Ukraine and Russia, and
partially restore confidence in the European security order. Conversely, a sharp escalation of the conflict involving
additional European NATO members or a Russian strike on critical European infrastructure would shift the scenario
distribution dramatically toward S4 and beyond.

© ISDO 2026 - isdo.ch - CCBY-NC 4.0 - Santiago Sainz - Economics & Social Affairs Department - Page 44



ISDO - European Macroeconomic Prospects: Scenario Analysis for H2 2026 -

The Taiwan situation has lower immediate probability of crisis but higher potential impact if it were to materialize.
A conflict in the Taiwan Strait that restricted TSMC's semiconductor production would create a global chip supply
shock that would affect European technology companies, automotive manufacturers (which depend heavily on
advanced chips), and industrial automation far more severely than any of the current three shocks. The European
Chips Act 2.0 is in part a long-term hedge against precisely this scenario, but its investment horizon means it
provides no near-term protection.

The global AT competition between the US and China has implications for Europe that go beyond the technology
sovereignty discussion in Chapter 10. If the productivity gains from AI adoption in the US and China materialize
at the scale that some optimists project, with GDP growth rates in those economies accelerating while Europe lags
in Al adoption, the growth differential between Europe and its major competitors could widen dramatically in the
late 2020s, creating compounding pressures on European fiscal sustainability and political cohesion.
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13. Conclusions and Policy Recommendations

The analysis across this report's twelve substantive chapters converges on three structural observations about
Europe's macroeconomic position that are well-established across all four scenarios and that should anchor any
serious policy engagement with the European economic situation.

First, Europe is not in crisis but it is in genuine structural stress. The combination of the three concurrent shocks
analyzed in Chapter 1 is not sufficient to produce a recession in most scenarios, the labor market resilience, the
fiscal stimulus from defense and infrastructure spending, and the structural support from NGEU absorption provide
enough ballast to maintain positive growth in S1 and S2. But the aggregate growth figures obscure genuine
deterioration in manufacturing, real wages, business investment, and external competitiveness that is not cyclical.
These are structural developments that will not self-correct when the energy price shock abates.

Second, the policy tools available to European institutions are more constrained than at any point since the 2012
sovereign debt crisis. The ECB is tightening into weak growth because the inflation regime requires it. Fiscal policy
is constrained by high debt ratios and the SGP framework in the member states that most need counter-cyclical
spending. Trade policy is reactive rather than strategic, responding to Chinese and US moves rather than projecting
a coherent European vision of its economic relationships. The European Commission's Tech Sovereignty Package
is the most ambitious proactive policy initiative since NGEU, but its effects are medium-term.

Third, the range of plausible outcomes is unusually wide. The distance between S1 (Managed Disinflation, GDP
0.9%, HICP 2.4%) and S4 (Energy Shock Escalation, GDP -0.5 to -1.0%, HICP >4.5%) is larger than is typical for
a six-to-nine-month forecast horizon. This wide range reflects genuine uncertainty, not analytical failure, and it has
specific implications for policy design: the most valuable interventions are those that reduce the worst outcomes
across multiple scenarios (options with high resilience across the scenario matrix) rather than those optimized for
the central case alone.

Prioritize supply-side interventions that reduce energy costs without fiscal expansion. Accelerating renewable
energy permitting, completing the grid interconnection investments already agreed under the ENTSO-E Ten-Year
Network Development Plan, and removing the administrative barriers to energy efficiency retrofits in buildings
would reduce inflation without adding to fiscal deficits. These actions are available across all four scenarios and are
among the highest-return interventions available in the current policy environment.

Activate the OMT backstop signaling before it is needed. The ECB should make clear, through its forward guidance
and through the technical preparation visible to market participants, that it will deploy OMT if BTP-Bund spreads
approach levels that constitute unwarranted fragmentation. Clarifying this commitment before sovereign stress
materializes is less costly and more effective than crisis-mode activation after the fact.

Begin the political preparation for emergency EU-level fiscal capacity. The European Council's June 2026
endorsement of work on "global macroeconomic imbalances" is a mandate for action but not a commitment to
specific instruments. The Commission should initiate the technical preparatory work for an emergency energy
security facility, EU-level jointly guaranteed debt used to finance strategic energy storage, grid investment, and
demand reduction programs, that could be activated in Scenario 4 if needed. Having the instrument designed and
technically ready is itself a form of crisis prevention.

Coordinate the de-risking strategy from China with member states to prevent the current fragmentation of national
approaches. The June 2026 European Council mandate is an opportunity to define a common EU framework for

© ISDO 2026 - isdo.ch - CCBY-NC 4.0 - Santiago Sainz - Economics & Social Affairs Department - Page 46



ISDO - European Macroeconomic Prospects: Scenario Analysis for H2 2026 -

China economic relations that establishes clear categories (sectors where de-risking is mandatory, sectors where it
is encouraged with incentives, and sectors where full market openness is maintained) and provides the legal basis
for the Investment Screening Regulation to be applied consistently rather than varying case-by-case.

Under the S2 central case (40% probability), the portfolio positioning implications are: preference for European
companies with high domestic revenue and low export exposure; underweight energy-intensive industrials and
automotive OEMs; overweight defense, infrastructure, energy transition, and digital sovereignty themes; preference
for short-duration sovereign bonds over long-duration given the ongoing rate uncertainty; and selective positioning
in peripheral sovereign debt that offers spread compensation well above the fundamental default risk while the
ECB's OMT backstop limits the downside.

The S4 tail risk (15% probability) warrants portfolio hedging through energy commodity exposure (long Brent
crude futures or energy sector equities), defensive positioning in healthcare and essential consumer goods, and
currency positioning toward the Swiss franc and US dollar as safe-haven currencies that appreciate in European
risk-off episodes. The cost of this hedging is modest given current implied volatility levels, and the asymmetric
payoff in an S4 realization justifies the carry cost.

Recalibrate the capital allocation framework to explicitly account for scenario uncertainty. Investment decisions
that are predicated on a single baseline (implicitly S1 or the institutional consensus) are exposed to losses across
the majority of the probability-weighted scenario distribution. A simple two-by-two test, does this investment
deliver acceptable returns under both S1 and S2, and does it avoid catastrophic loss under S3 and S4, provides a
more well-established decision framework for the current environment than traditional discounted cash flow
analysis with a single set of macro assumptions.

Accelerate energy efficiency and renewable energy investment as a financial risk reduction measure. Companies
that reduce their energy input cost exposure reduce their sensitivity to the S4 tail risk and position themselves for
the energy transition that is occurring regardless of the short-term scenario trajectory. The economics of on-site or
corporate power purchase agreement (CPPA) renewable electricity are compelling across all four scenarios, given
that renewable costs are now below gas-fired generation costs in most European markets.

Treat the EU's Technology Sovereignty Package as a commercial opportunity as much as a regulatory challenge.
The Chips Act 2.0 demand accelerators, the CADA sovereign cloud provisions, and the Open Source Strategy create
procurement channels, subsidy structures, and preferential access mechanisms that will generate material
commercial flows for companies positioned to serve the European public sector and regulated industries on
sovereignty-compliant terms. Companies that understand and navigate these structures early will have first-mover
advantage in markets that will be substantially shaped by European policy preferences for the next decade.

The most important conclusion of this report is not a forecast. It is an argument about epistemic humility. The four
scenarios analyzed here are not exhaustive, history regularly produces outcomes that fall outside the range of
structured analytical exercises. The probability weights assigned are analytical judgments, not actuarial calculations.
And the monitoring indicators identified in Chapter M.6 will evolve in ways that no analysis conducted in August
2026 can fully anticipate.

What the scenario framework provides is not certainty but structure: a way of organizing uncertainty that is more
useful for decision-making than either false precision (a single point forecast with narrow confidence intervals) or
analytical paralysis (acknowledgment of uncertainty without the structure required to act). The European economy
in H2 2026 is operating in a genuinely uncertain environment. Acknowledging that uncertainty while providing the
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clearest possible picture of the range of plausible outcomes and their implications is the analytical contribution this
report aspires to make.

ISDO will update the scenario probabilities and monitoring indicator readings on a quarterly basis. The first update,
reflecting Q3 2026 data, will be published in November 2026. Readers may register for notification at
research@isdo.ch.
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A NNEXES

Annex A: Full Quantitative Scenario Tables

A.1 Euro Area: Full Scenario Matrix 2025-2027

Variable 2025 S1: S1: S2: S2: S3: S3: S4:
(actual)  2026F 2027F 2026F 2027F 2026F 2027F 2026F

?;g;cfg 1.5% 0.9% 2.1% 0.5% 0.9% 0.0% 0.6% -0.7% 0.7%
HICP

2.1% 2.4% 1.9% 3.3% 2.8% 1.8% 1.4% 4.6% 3.2%
(annual avg.)
Et“(‘f;sployme 6.2% 6.2% 5.9% 6.5% 6.4% 6.8% 7.0% 7.2% 6.8%
ZidByri)te 2.00% 2.00% 1.75% 2.63% 2.50% 2.13% 1.50% 3.00% 2.50%
EUR/USD 1.09 1.12 1.14 1.09 1.10 1.05 1.06 1.01 1.07
(end yr)
BTP-Bund
spread (end 110bps 125bps 110bps 175bps 155bps 160bps 145bps 235bps 180bps
yr)
Brent crude
(avg, USD) | 586 $94 $88 $108 $96 $92 $82 $130 $110
ISDO . B . B . B . B
Probability 25% 40% % 20% 15%

Table A.1: A.1, Euro Area Full Scenario Matrix, 2025-2027. » = ISDO Central Case. All projections are ISDO estimates calibrated
against ECB June 2026, IMF July 2026 WEO Update, Conference Board, and Vanguard institutional forecasts. Actual outcomes will differ
from these projections; the table should be read as a range of plausible outcomes, not a forecast. Source: ISDO Economics & Social
Affairs Department, August 2026.
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Annex C: Glossary of Technical Terms

CBAM: Carbon Border Adjustment Mechanism. An EU trade instrument that imposes a carbon price on imported
goods, equalizing the cost of carbon-intensive production between EU producers (subject to the ETS) and non-EU
producers.

Composite PMI: Purchasing Managers' Index, composite. A monthly survey-based measure of business activity
across both manufacturing and services. A reading above 50 indicates expansion; below 50 indicates contraction.

CADA: Cloud and Al Development Act. A legislative proposal in the EU's June 2026 Technology Sovereignty
Package that aims to triple European data center capacity and establish sovereignty assessment standards for cloud
services.

ECB Deposit Facility Rate: The interest rate that the European Central Bank pays on overnight deposits by
commercial banks. It is the primary operational instrument of ECB monetary policy and the reference rate for most
market interest rates in the euro area.

EUV Lithography: Extreme Ultraviolet Lithography. A semiconductor manufacturing technology used to etch the
smallest features on advanced chips (below 5 nanometers). ASML of the Netherlands is the sole global supplier of
EUYV lithography equipment.

HICP: Harmonised Index of Consumer Prices. The primary inflation measure for the euro area, compiled by
Eurostat using a methodology harmonized across EU member states. The ECB's price stability target refers to HICP
inflation for the euro area as a whole.

LNG: Liquefied Natural Gas. Natural gas cooled to approximately -162°C to be transported in liquid form by
specialized tankers. The global LNG market has become the primary marginal supply source for European gas
following the reduction in Russian pipeline gas imports.

NextGenerationEU (NGEU): A temporary EU recovery program worth approximately €750 billion, established in
2020 in response to the COVID-19 pandemic. It combines grants and loans to member states conditional on
investment and reform plans focused on green and digital transition.

OMT: Outright Monetary Transactions. An ECB tool announced in 2012 that commits the ECB to unlimited
purchases of government bonds from member states meeting conditionality requirements. No OMT purchases have
ever been made; the announcement itself stabilized bond markets.

TTF: Title Transfer Facility. The primary Dutch natural gas trading hub, whose spot and futures prices serve as the
European natural gas benchmark.

VUCA: Volatility, Uncertainty, Complexity, Ambiguity. A framework from strategic management used in this
report to characterize the degree of environmental challenge facing the economy. High-VUCA scenarios (S3, S4)
are characterized by rapidly changing, unpredictable conditions.
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Disclaimer

The findings, projections, and analytical judgments in this report reflect the author's assessment as of August 2026
and do not represent the official position of any government, central bank, or international institution. Scenario
projections are not forecasts. They are structured analytical constructs designed to bound the range of plausible
outcomes, not predictions of what will occur.

All sources cited in this report are publicly available as of the date of publication. ISDO does not claim proprietary
rights over any data produced by third parties. Where figures are described as estimates or projections, they are
subject to the forecast uncertainty caveats elaborated in the Methodology chapter.

This report is released under a Creative Commons Attribution-NonCommercial 4.0 International License (CC BY-
NC 4.0). Non-commercial reproduction with full attribution to ISDO and the author is permitted. Commercial use,
adaptation, or distribution requires prior written consent from ISDO. Full license text:
https://creativecommons.org/licenses/by-nc/4.0/

Published by the International Sustainable Development Observatory (ISDO), Zaragoza, Spain. Operating domain:
isdo.ch. Author: Santiago Sainz, President and Head of the Economics & Social Affairs Department. For
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