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EDITORIAL

UP AGAINST CHINA'S INDUSTRIAL SURGE, EUROPE HAS STRENGTHS BUT IS SEEKING A STRATEGY

China’s rise is undermining major sectors of European industry. However, as the German economy illustrates most clear-
ly, Europe is shifting, driven by investment cycles in defence, electrification and artificial intelligence. It is redirecting its
exports and managing to maintain strong positions, particularly in high value-added services, where exports to China are
trending upwards. Yet this repositioning remains fragile and could be hampered by the economic costs of the conflict in
the Middle East. To consolidate its positions, Europe must accelerate the unification of its internal market and do more to
strengthen its industrial policy. This is the aim of the ‘One Europe, One Market' agenda.

GERMANY IS ONCE AGAIN BECOMING A DRIVING FORCE

The German economy is gradually moving away from its traditional

economic-research.bnpparibas.com

In addition, by significantly increasing its defence spending - and
despite sourcing some of its supplies from outside Europe - Germany
will provide additional opportunities for the European industrial base.

model. Historically reliant on the automotive and chemical indus-
tries - two sectors facing particularly fierce competition from China -
it is now shifting its focus towards defence, aerospace, and electronic
and electrical equipment. This is confirmed by the figures for new in-
dustrial orders (see Chart 1). Now the second-largest contributor to
NATO's budget, Germany is thereby embarking on a historic shift that

However, this effort is not an isolated one within the European Union
(see our analysis), as, in 2025, Denmark, Sweden, the Netherlands and
Spain collectively committed to a greater increase in their defence
budgets than Germany's additional expenditure. The EUR 150 billion
SAFE! fund, intended to finance the European rearmament effort,
will generate an additional increase in demand that will benefit

is already bearing fruit. European defence manufacturers, particularly in EU countries that are

1 Security Action for Europe.

German industry is benefiting from current investment cycles

New industrial orders (index 2021=100, 6-month moving average)
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accelerating their military build-up, especially in Eastern Europe (most
notably, Poland and Romania). This will encourage the development
of new technological niches in which China is not yet able to compete,
even though Beijing is investing heavily in the defence sector.

German Mittelstand companies are capitalising on defence, electrifi-
cation and Al investment cycles through inputs into sectors such as
electronics and IT, and electrical equipment (see Charts 1c and 1d).
This is underlined by the sustained rise in new orders for communi-
cations equipment (+30% since January 2025?%), electronic parts (+11%)
and precision optical instruments (+30%). These two sectors account
for 15% of German industrial production® (ahead of machine tools and
the automotive sector, at 12% each). Orders for ‘other transport equip-
ment’ (accounting for 5.8%) - driven mainly by the aerospace sector
- are also seeing an unprecedented rise in volumes. This rebounding
demand is still hampered by production constraints. However, it points
to a recovery in industrial activity.

There are still significant short-term risks, as the energy crisis caused
by the conflict in the Middle East could hit the German automotive
and chemicals sectors even harder. Despite this, German growth
is expected to strengthen to 0.8% in 2026, and then 1.1% in 2027.
By diversifying its industrial base, Germany is building up a capacity for
recovery that should not be underestimated.

HOW SHOULD EUROPE POSITION ITSELF AGAINST CHINA?

The balance of power remains structurally unfavourable. The EU's
trade deficit with China widened further in 2025 (EUR 360 billion).
The balance has swung into the red for the automotive sector, which is
a turning point. In addition, Europe’s dependence on Chinese imports
shows no sign of abating. China's share of total EU imports even in-
creased in 2025. The country remains essential for Europe’s supply of
critical materials and vital equipment for the green transition (see our
analysis).

Nevertheless, Europe retains competitive advantages in the aerospace
and pharmaceutical sector* and a range of cutting-edge industrial
equipment on which China’s energy transition and industrial develop-
ment still depend, most notably semiconductors®.

Furthermore, in the services sector, the balance of power still favours
Europe. In recent years, Europe had been recording a growing surplus
in high value-added services - intellectual property, IT/telecommu-
nications services and finance (see Chart 2). That said, these service
exports stagnated in 2025. This decline is partly due to unfavourable
exchange rate effects, as the depreciation of the renminbi, by around
8% against the euro in 2025, has eroded the competitiveness of Euro-
pean exporters across all markets (goods, services and third markets).

However, China’s 15" Five-Year Plan targets these sectors (see our
analysis) and China’s efforts in research and development continue to
grow. According to the OECD, in 2024, R&D expenditures exceeded Ame-
rica’'s in terms of volume® to reach 2.7% of GDP (see Chart 3), compared
with 2.1% for the EU-27 (Germany spent more on R&D, at 3.1% of GDP).

Furthermore, US protectionism has redirected some Chinese exports
towards Europe, exacerbating the pressure on sectors that have
already been weakened by Chinese overcapacity.

2 Data averaged over twelve months.
3 Weight in the industrial production index (2021 structure).
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This nevertheless provides Europe with leverage in negotiations, as it is
a key export market for Beijing's high value-added products, as well as
a location for its companies to set up operations. In addition, enhanced
partnerships between Chinese and European car manufacturers on Eu-
ropean soil reflects a certain pragmatism. This is because Europe has
unused production capacity, and China wants to establish a presence in
Europe to better secure its third-party markets.

4 According to our calculations, the EU's market shares in the aerospace and pharmaceutical sectors stood at 33% and 62%, respectively, compared with less than 3%

for China (source: UN Comtrade).

5 For further details, see Relearning the Language of Power: Geopolitical coalitions and pooled geoeconomic deterrence as Europe’s plan B for a post-WTO world,

Geostrategic Europe Taskforce, February 2026.

6 According to the latest OECD data (March 2026), China spent USD 859.3 billion on research and development in 2024, compared with USD 847.9 billion for the United

States in purchasing power parity terms.
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While a recalibration of competition rules is needed in relation to Chi-
na, the challenge for Europe is not to engage in a tariff war that would
backfire on its own exporters and drive up the cost of its imports of
critical inputs. The challenge is to accelerate the transformation of its
industrial base. For this purpose, Europe can rely on new growth hubs,
as Spain, Portugal and some Central European economies are currently
benefiting from lower production costs. It can draw on a lower-carbon
electricity mix (renewables and nuclear accounted for 71% of electri-
city generation in 2025). The challenge now is to harness these assets
in a coherent and structured manner.

The diverging interests among Member States is a structural obstacle,
but the current economic and security climate allows for significant
progress. As a result, a structured response from Brussels is beginning
to take shape, centred on two complementary pillars: protection and
diversification. The latest development is the provisional agreement on
the Critical Medicine Act, reached on 12 May, that is intended to help
to reduce Europe’s dependence on Asian suppliers for a list of essential
medicines. Rules on supply diversification could soon be extended to
sectors most exposed to Chinese overcapacity’. Another step forward,
though still under negotiation, is the Industrial Accelerator Act, which
would open access to Chinese FDI, under stricter conditions, to sectors
where upscaling in Europe is needed. This would be a realistic and
mutually beneficial option for the EU and China. On the other hand,
safeguard measures in strategic industrial sectors where Chinese over-
capacity is at its largest (chemicals, automotive and steel) justify expli-
cit and coordinated public European support.

With this in mind, the recommendations of the Draghi and Letta re-
ports aiming to strengthen the European internal market remain more
relevant than ever. The economies of scale enabled by a strengthened
internal market and European harmonisation policies are key com-
ponents of the ‘One Europe, One Market' roadmap drawn up by the
European Commission and endorsed by the Member States following
the European Council meeting on 18 April (see table in our latest Eco-

Perspectives).

EU EXPORTS ARE BEING REORIENTED

These advances, albeit very gradual, together with the strengthening
of the investment cycle in Europe, are laying the foundations for a
rise in intra-EU trade. Intra-EU trade began to recover in 2025 (+0.4%
in volume) after several years of contraction. The rise in German in-
dustrial orders from the Eurozone sends a positive signal for 2026
(see Chart 1b). At the same time, the EU-27 are finding new markets
by regionalising part of their trade, through increased exports to the
EFTA (+2.0% in volume in 2025) and the EU’'s immediate periphery
(see our analysis). Exports to the United States also held up well in
2025 (+0.6%). Furthermore, the EU has responded to trade tensions
by stepping up trade negotiations (with Mercosur, India, Malaysia and
Australia) and strengthening strategic partnerships on access to criti-
cal minerals (Chile, Australia and Canada).

* k¥

By capitalising on ongoing structural cycles - defence, artificial intelli-
gence and energy transition - Europe is cushioning part of the ‘Chinese
shock’, whilst remaining heavily dependent on industrial inputs from
China. Europe’s resilience strategy will be based on three complemen-
tary pillars: shifting industrial focus towards the most promising sec-
tors, strengthening the internal market and harmonising policies, and
securing supply chains. Up against China's rise, time seems to be wor-
king against Europe, but the EU’s room for manoeuvre is not as limited
as it appears.

Guillaume Derrien
guillaume.a.derrien@bnpparibas.com

7 See Financial Times, EU plans to force companies to buy parts from non-Chinese suppliers, 18 May 2026.
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ADVANCED ECONOMIES

CHINA/UNITED STATES

Good understanding, but little concrete progress. Following their mee-
ting, President Xi Jinping described it as a “historic and significant” visit
aimed at fostering a “constructive, strategic and stable relationship”,
while Donald Trump spoke of “a great deal of positivity” and “fantastic
trade deals” (although only a promise to purchase 200 Boeing aircraft has
been mentioned so far). China is calling for the reopening of the Strait of
Hormuz, while Mr Trump mentioned a share understanding regarding the
necessity of preventing Iran from acquiring nuclear weapons. China has
also issued a clear warning on the subject of Taiwan. A visit by XiJinping to
the United States could take place in September.

UNITED STATES

CPI inflation is accelerating, at +3.8% y/y in April (2.4% y/y in Februa-
ry) - a high not seen since May 2023 - primarily driven by fuel prices
(+28.4% y/y). Core inflation reached +2.7% y/y (+2.5% in February), driven
by services (+0.5% m/m, +0.3pp), particularly in transport. The rise in
producer prices (+6.0% y/y, +1.7pp - the highest since late 2022) - is also
reflected in the core figure (+4.4% y/y, +0.7pp), due to transport services.
In April, retail sales rose again (+0.5% m/m, indicating consistent growth
in 2026), driven by their core component (excluding petrol and motor
vehicles). Industrial production (+0.7% m/m) was buoyed by aerospace,
IT and a rebound in the automotive sector. During his Senate confirma-
tion hearing, K. Warsh, confirmed by the narrowest majority since 1977
(54-45), expressed his desire for the Fed to stop publishing its policy rate
forecasts (dot plots) and indicated that he would hold fewer press confe-
rences than his predecessor. Coming up: the FOMC minutes (Wednesday).

EUROPEAN UNION

Measures relating to supply chains. The Critical Medicines Act aims to
boost production capacity in Europe, diversify supply chains and stren-
gthen coordination between Member States for joint procurement. A draft
directive seeks to broaden supply sources (chemicals, industrial machine-
ry), by capping the share of purchases from any single supplier at between
30and 40 percent.

EUROZONE

Confirmation of the slowdown in GDP growth in Q1, to 0.1% q/q (0.2% g/q
in Q4), linked to a pullback in Ireland, where growth is highly volatile.
Employment rose by 0.1% g/q in Q1. Industrial production grew by 0.2%
m/m in March, bolstered by aerospace, IT and electronics. Coming up:
foreign trade (Tuesday), PMI and consumer confidence, Q1 labour costs
(Thursday).

France: Exports and wages holding up well; unemployment rebounding.
Output growth is thought to have slowed in April according to the Banque
de France (BdF), but aerospace deliveries rebounded (+20% y/y in April,
after -17% y/y in Q1). Consequently, GDP growth is expected to reach
0.2% g/q in Q2, according to our nowcast. The unemployment rate rose
to 8.1% in Q1 2026 (+0.2pp g/q), weighed down by a decrease in salaried
employment (-0.1% g/q in Q1 in the private sector) and a decline in new
apprenticeship contracts (-2.8% y/y in lanuary-February). Hourly wages
rose by 1.9% y/y in Q1 (compared with +1.7% in Q4), exceeding inflation
(1.2% y/y in Q1). This trend is set to reverse in Q2 (we forecast +2.1% and
+2.9% respectively), despite a 2.4% increase in the minimum wage on 1%
June. Business insolvencies reached nearly 70,000 over the 12 months to
the end of March, according to the Banque de France. In Q1, they rose by
8% y/y. This trend is comparable to that of business start-ups in Q1 (+14%
y/y, of which +9% for companies), although the latter slowed in April.

In Q1, the economic impact of insolvencies increased slightly, accounting
for 0.54% of bank loans (0.52% at the end of December). Furthermore,
68 large firms and mid-sized companies went into insolvency over the
past 12 months (59 a year earlier). Coming up: PMI (Thursday), INSEE
business climate survey (Friday).

Germany: Economic expectations have stopped deteriorating, according
to the ZEW. There was an improvement in May (+7 points m/m to -10.2),
while the index for the current situation fell (-4.1 points to -77.8; mid-
2025 level). The rise in wholesale prices (+6.3% y/y in April compared
with +4.3% in March) is primarily driven by petroleum products (+37.3%)
and ores, metals and non-ferrous metal products (+40.2%). Coming up:
producer prices (Wednesday), PMI (Thursday), GfK consumer confidence,
Ifo business climate and Q1 GDP (Friday).

Italy: Industrial production rose in March, up 1.5% year-on-year
(0.7% month-on-month), following a 0.4% year-on-year increase in
February, driven by capital goods. Coming up: foreign trade (Monday).

JAPAN

Long-term interest rates have risen amid concerns over the budget de-
ficit and inflation. Prime Minister S. Takaichi has called for a supplemen-
tary budget to be drawn up to tackle rising prices; this could be financed
through new debt issuance. Long-term rates have risen, particularly
the 10-year rate (2.74% on 18 May; up 23bp in a week), against a back-
drop of producer price inflation reaching its highest level since 2014 in
April (+4.9% y/y). The war in Iran has delayed the key interest rate hike,
as highlighted in the ‘Summary of Opinions’ from the Bol's April meeting.
However, a hike could occur “as early as the next meeting”, “even if the si-
tuation in the Middle East remains unclear”. Household consumption ex-
penditure contracted by 2.9% y/y in March. Coming up: Q1 GDP (Tuesday:
BNPP forecast at +0.5% q/q), PMI (Thursday), CPl inflation (Friday).

UNITED KINGDOM

Strong GDP growth in Q1, but a rise in long-term rates. Growth
reached 0.6% g/q in Q1 (+0.2% g/q in Q4 2025), driven by private and
public consumption. Industrial production rose by 0.8% g/q in Q1.
In March, the trade deficit hit a record high of GBP 27.2bn (driven by in-
creased imports of fuel, machinery and transport equipment). Keir
Starmer’s position as leader of the government remains uncertain,
despite his refusal to resign: long-term rates are approaching record le-
vels, at 5.15% for the 10-year and 5.81% for the 30-year on Monday 18
May. The legislative agenda set out in the King's Speech (including
strengthening ties with Europe, reforming the National Health Ser-
vice, and establishing a law on energy independence) remains on hold.
Coming up: unemployment and wages (Tuesday), inflation (Wednesday),
PMI (Thursday), GfK consumer confidence, retail sales (Friday).

EMERGING ECONOMIES

AFRICA &MIDDLE EAST

Saudi Arabia: The rise in prices remain moderate. In April, inflation
slowed slightly to 1.7% y/y (compared with 1.8% in March). The rise in
food prices remained modest (+0.6% year-on-year), as was the increase in
transport costs (+1%).

South Africa: The markets showed minimal reaction following the
reopening of impeachment proceedings against President Ramaphosa.
Last week, the South African rand remained stable against the US dollar,
while the average yield on 10-year government bonds rose by just 11bp.
Aninquiry committee is set to determine whether to recommend the Pre-
sident’s impeachment. If so, the impeachment motion will need to be ap-
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proved by a two-thirds majority in Parliament, where the ANC (President
Ramaphosa's party) holds 40% of the seats.

China: Slowdown in April. Following a stronger-than-expected first quar-
ter, economic activity fell short of expectations in April. Industrial produc-
tion growth slowed to +4.1% y/y in real terms (down from +5.7% in March),
while growth in the services sector slowed to +4.3% (+5% in March). On the
demand side, goods exports remained robust, but investment and private
consumption saw a significant decline. Retail sales posted a slight drop
in volume, with car sales particularly affected, mainly due to the reduc-
tion in government subsidies for electric vehicle purchases. The contrac-
tion continues in construction-related sectors, such as cement and steel,
while certain industries also seem to have been affected by the ongoing
conflictin the Persian Gulf (oil refineries, chemicals).

India: As external accounts are under pressure, the government is raising
taxes and prices. With the regional elections now over, the Prime Minister
has announced a sharp rise in import duties on gold and silver (from 6%
to 15%) to ease pressure on the external accounts and the rupee (-5.0%
against the dollar since the start of the conflict in the Middle East). Fur-
thermore, to lessen the financial burden on state-owned oil companies
and to curb demand, petrol and diesel prices have been increased (+3%)
- a modest rise compared to the surge in international oil prices, yet one
that could lead to further hikes. The acceleration in producer price infla-
tion (+8.3% y/y in April) and the downward pressure on the rupee could
prompt the monetary authorities to raise key interest rates. The deterio-
ration in the external accounts reflects the widening trade deficit, which is
linked to rising energy prices, but also significant outflows of foreign capi-
tal over the past two months.

Indonesia: MSCI has announced the removal of several major Indonesian
companies from its indices (which account for 17% of the Indonesian in-
dex) as the US firm considers that certain market capitalisations are not
sufficiently attractive forinstitutional investors, given the high concentra-
tion of share ownership. MSCI had previously announced in January that it
was reviewing the overall status of the Indonesian market, with the pos-
sibility of downgrading it from an emerging market to a frontier market.
The removal of these major companies from the index has exacerbated
downward pressure on the rupiah.

Malaysia: Growth has stalled compared with the previous quarter.
In Q1 2026, year-on-year growth remained robust (+5.4%), but real GDP
showed no change from the previous quarter. All demand components
have slowed, including exports.

Thailand: Robust growth in Q1. Growth exceeded expectations (+2.8%y/y),
driven in particular by a rebound in investment (+2.3% y/y). Exports conti-
nued to perform well; however, the rise in investment led to a sharp in-
crease in imports, leading to a negative contribution from net exports to
overall growth. For 2026 as awhole, the national statistics agency expects
growth to range between 1.5% and 2.5%. Thailand has already seen a de-
clinein tourist arrivals due to the conflict in the Middle East and rising en-
ergy prices (-3.4%y/y over thefirstfour months of the year).

Poland, Romania and Slovakia: Mixed economic performance in Q1.
The Polish economy remains the most dynamic in the region (+0.5% q/q;
3.4% yly). The effects of the war in the Middle East are still barely noti-
ceable, and growth is expected to remain resilient in 2026, bolstered by
European funds (Recovery and Resilience Fund: 3.9% of GDP) allocated for
this year. In Romania, GDP fell by 0.2% q/q (-1.7% y/y) following a decline
of 1.8% g/q (-1.4% y/y) in Q4 2025. The breakdown of the components is
not yet known, but all indications point to subdued consumption in Q1 due
to high inflation. With a carry-over of -1.3% in Q1 for 2026, a recession
is not ruled out. In Slovakia, GDP growth stood at +0.2% g/q (+0.9% y/y),
primarily driven by household consumption and external demand, while
investmentdeclined.

Romania: Double-digit inflation in April. Inflation reached 10.7% y/y, up
from 9.9% y/y in March, attributed to rising prices for food (+7.4% y/y), fuel
(+15.7%) and services (+13%).

Turkiye: Official inflation and budget deficit forecasts revised upward. In
its latest inflation report, the central bank revised its year-end inflation
forecast upward from 16% to 24% for 2026 and from 9% to 15% for 2027.
Finance Minister Simsek warned that the budget deficit could reach 4%
compared to 2.9% in 2025. Since the start of the conflict in Iran, the CBRT
has met the money market's liquidity needs through refinancing opera-
tions conducted at the upper end of the range, ensuring that the bench-
mark interest rate observed in money markets reached 40%, as the main
policy rate has been maintained at 37% since January. Governor F. Karahan
reaffirmed that “monetary authorities will maintain the restrictive mone-
tary policy stance until price stability is achieved in line with the revised
intermediate targets.”

Argentina: Inflation is slowing. The monthly rise in consumer prices
slowed significantly in April, to 2.6% from 3.9% in March (and 2.8% in April
2025). This normalisation, following the sharp acceleration in March, was
aided by the stability of the peso against the dollar since mid-February.
Since the start of the year, the peso has appreciated by 4%. Year-on-year,
theinflation rate stands at 32.4%.

Brazil: The increase in prices continues. Inflation stood at 4.4% y/y in April,
compared with 4.1% in March. Although it is approaching the upper limit of
the central bank’s inflation target, the central bank could continue to cut
its key interest rate in June, following two 25bp cuts since March.

Colombia: Growth is accelerating slightly, but vulnerabilities remain. In
Q1 2026, growth reached 2.2% y/y (+0.1 percentage point compared to
Q4 2025). On the demand side, it is once again being strongly driven by
consumption, particularly government spending (+7.8%). Gross fixed capi-
tal formation rebounded sharply (+3.7%). On the supply side, growth was
dragged down by the contraction in the mining and construction sectors.
Growth is expected to slow in Q2, held back by monetary tightening and
the erosion of fiscal margins.

Peru: The central bank has keptits key interest rate at 4.25% for the eighth
consecutive month. Inflation reached 4% y/y in April, driven by core infla-
tion (4.4%), but the central bank continues to expectinflation to return to 2%
during 2027. On the political front, after a particularly close and contested
vote count, the second candidate for the second round of the presidential
election on 7 June has been confirmed. Keiko Fujimori, who received 17% of
the vote in the first round, supports a pro-market stance that is favourable
to investors, particularly foreign ones. She will face Roberto Sanchez, who
received 12% of the vote, and is advocating for a largerrole of the state, par-
ticularly instrategic sectors and social policies.

OPEC and the IEA (International Energy Agency) have once again revised
their forecasts for global oil demand. The IEA now predicts a further re-
duction in global demand of 0.33 mb/d compared with its April forecast,
and a reduction of 1.3 mb/d compared with its pre-conflict forecast, with
the annual forecast for 2026 now standing at 104 mb/d. For the first time
since the start of the war, OPEC is also revising its global demand fore-
cast downward by 0.2 mb/d, projecting it to reach 106.33 mb/d in 2026. In
contrast, OPEC still anticipates a rise in global demand of 1.2 mb/d com-
pared to 2025, while the |[EA foresees a decrease of 0.42 mb/d for 2026, in-
cludingasignificant decline in Q2 2026 (-2.45 mb/d compared to Q2 2025).

The United States is maintaining high exports of crude and refined oil
(averaging 13.1 mb/d in the week of 8 May, up 20% year-on-year), at the
expense of stock levels (both commercial and Strategic Petroleum Re-
serve), which are under significant strain. These stock levels have re-
turned to those seen in the same period in 2025 (-3.7% since the start of
the conflict).
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MARKETS OVERVIEW

Bond Markets Bund 10Y & US Treas. 10Y Bund 10Y & OAT 10Y
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