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Defence Financing

Following a period of significant growth in European defence spending 
after Russia’s full-scale invasion of Ukraine in 2022, European NATO allies 
have further committed to bolster spending to 3.5% of GDP by 2035 from 
the 2025 average of 2.1%. European NATO members took just over ten 
years to increase spending from an average of 1.4% to 2.1% of GDP, so 
the new commitment will require even greater uplifts and difficult policy 
choices, raising doubts as to whether it is achievable for all allies. The 
European Commission’s (EC) ReArm Europe Plan/Readiness 2030 aims to 
support countries increasing their defence investments, not least through 
enabling countries to apply for the National Escape Clause (NEC) exemp-
tion of up to 1.5% of GDP on defence. Further initiatives are being examined 
and pursued at the country level but their success hinges on political and 
public support, effective coordination and radical procurement reform 
to ensure effective and targeted spending at a time of considerable fiscal 
constraints. Nonetheless, the uptick in market activity and reforms and 
commitments by the European Union and NATO has encouraged greater 
private investment in Europe’s growing defence-innovation ecosystem, 
with company valuations soaring and more defence ‘unicorns’ emerging. 

European defence spending – the momentum continues
Following a ‘bumper’ 2024 during which European defence-spending 
growth reached 12.5% in real terms, increases in 2025 were, at the start 
of the year, expected to be more moderate as countries moved to sustain 
spending at new higher levels while maintaining fiscal stability. Some 
countries in the region were still planning significant defence-spending 
uplifts in 2025 (including Denmark, Finland, the Netherlands and 
Sweden) but regionally, real growth was closer to just 3.5% because most 
countries’ budgets had been agreed before the re-election of United States 
President Donald Trump in November 2024. The Trump administration’s 
demand that Europe should fund and take greater responsibility for its 
own security, and subsequent concern regarding the reliability of the US 
as a strategic ally in the region, resulted in several announcements and 
revisions to defence-spending plans.1  
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Key Takeaways
NATO INVESTMENT PLEDGE
After 2014, Europe’s NATO members took over ten years 

to increase defence spending from 1.4% of GDP to 

more than 2% on average, achieving this in 2025. They 

now have another decade to reach the declared NATO 

goal to invest 3.5% of GDP. This will require sustained 

policy focus and difficult fiscal choices. If countries de-

lay increases, they could risk up to USD1.3 trillion in lost 

defence investment over the next decade. 

SIGNIFICANT RECENT GROWTH
Pressure for further increases follows a period of ma-

jor growth in European defence spending. Spending 

in 2025 is 55% higher in nominal terms than in 2022. 

A key driver is Germany, where defence spending has 

doubled since 2021 and is set to increase from 2.2% of 

GDP in 2025 to 3.5% of GDP by 2029. 

SUCCESS NOT GUARANTEED
Several initiatives launched in 2025 aim to bolster pub-

lic and private investment in defence, but their success 

will depend on national attitudes to defence and radi-

cal thinking on procurement reform and industrial sup-

port. Defence industries need long-term plans with an-

nual funding commitments and firm contracts to invest 

with confidence and respond to increased demand.

EUROPEAN DEFENCE UNICORNS EMERGING
Venture capital investment in European defence start-

ups has intensified with company valuations soaring. 

More European defence unicorns (firms valued at over 

USD1 billion) are emerging, but investment still lags be-

hind the more mature US market. Swifter procurement 

decisions and coordinated investment are needed for 

European entities to catch up.
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Chief among these was the 4 March 
proposal by Ursula von der Leyen, the 
president of the EC, for a ReArm Europe 
Plan that seeks to mobilise up to EUR800 
billion (USD861.5bn) in funding for 
defence.2 The programme includes the 
NEC for excessive debt under the Stability 
and Growth Pact (SGP), applicable to 
increased defence expenditures of up to 
1.5% of GDP. This allows member states to 
significantly increase their defence expen-
ditures without triggering the excessive 
deficit procedure (EDP) and could add 
an estimated EUR650bn (USD700bn) to 
regional defence spending.3 The remaining 
EUR150bn (USD161.5bn) comprises a dedi-
cated lending facility known as Security 
Action for Europe (SAFE), where funds 
would be raised on the capital market and 
backed by the EU budget.4 Further meas-
ures include reforms to make full use of 
the European Investment Bank (EIB) and 
private capital in the region.

Significant shifts were also evident at 
national levels, such as the announcement 
in March 2025 of Germany’s plan to ease 
its debt brake in order to finance defence 

and subsequent significant uplifts for 
defence announced in June.5 In February 
2025, the United Kingdom committed 

to increase its defence spending to 2.6% 
of GDP by 2027.6 Spain announced a 
significant uplift for defence and security 
spending in April, from 1.4% to 2% of GDP 
as part of the Industrial and Technological 
Plan for Security and Defense.7 Further 
examples include Denmark’s DKK50bn 
(USD7.3bn) Acceleration Fund for defence 
and Belgium’s move to accelerate – to the 
summer of 2025 – its plan to increase its 
defence budget from 1.3% of GDP to the 2% 
benchmark, replacing the original target of 
2029.8 The pressure on European countries 
to bolster defence investment culminated 
in a new NATO investment pledge agreed 
at The Hague Summit in June, with allies 
aiming to allocate 3.5% of GDP to defence 
and 1.5% of GDP to defence- and security-
related expenditure, such as investment or 
industry support, by 2035.9  

As a result of these revisions in the 
first half of the year, real growth in defence 
spending in Europe in 2025 increased from 
an original projection of 3.5% to 12.3%, with 
spending reaching USD516.7bn. The growth 
rate therefore almost matches that seen in 
2024 and is well above the average rate of 
annual real growth of just 0.9% between 
2008 and 2021 (see Figure 5.1). Furthermore, 
in-year revisions are becoming increasingly 

common and more sizeable as countries 
respond to a more volatile security envi-
ronment. While responsiveness like this is 
ostensibly a positive reaction by govern-
ments, it does present a challenge in terms 
of the credibility of spending plans and the 
strategic reviews on which plans are often 
based. Nonetheless, such revisions will 
be enabled and potentially become more 
significant as the EC begins to grant the 
applications from the 16 countries to acti-
vate the NEC.10 

Despite the elevated rate of growth in 
Europe, it has been outpaced by increases 
in Russia’s total military expenditure, 
which is projected to grow by 10.2% in 
real terms in 2025 following 57.4% real 
growth in 2024. Russia’s estimated mili-
tary spending is the equivalent of 7.5% 
of its GDP compared to the 1.8%-of-GDP 
average across Europe and 2%-of-GDP 
average across Europe’s NATO members. 
Furthermore, this total expenditure esti-
mate is what can be determined from 
official documentation and past trends 
– it does not cover the true extent of 
the national-defence burden, which is 
becoming ever more difficult to quantify as 
the costs of war are increasingly placed on 
regions, corporations and families across 
Russia. As such, spending on the war effort 
is likely to be considerably higher than 
public-funding levels would suggest.

NATO investment plan
The new NATO investment plan to 
reach 5% on defence and defence-related 
spending by 2035 received widespread 
support and was reached despite concerns 
from countries such as Spain regarding 
fiscal feasibility.11 Increased investment 
alongside newly agreed capability targets 
is intended to address the ‘long-term threat 
posed by Russia to Euro-Atlantic security’ 
cited in the Summit Declaration as well 
as address long-standing US criticism 
of European allies’ defence budgets and 
more immediate European concerns over 
Trump’s commitment to the Alliance.12 

Figure 5.1: European defence spending: real growth (% change year-on-year) 
and average % of GDP, 2014–25

Data correct as of July 2025. 

Sources: IISS, Military Balance+, milbalplus.iiss.org; IISS analysis
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The 1.5% of GDP for wider defence 
and security spending is intended to 
protect critical infrastructure, defend 
digital networks, ensure civil prepared-
ness and resilience, ‘unleash’ innovation 
and strengthen the defence-industrial 
base. With such a broad definition, many 
countries are likely already spending this 
much on these funding areas. Indeed, 
when announcing the new commitment 
to the 5% pledge, UK Prime Minister Keir 
Starmer stated that existing UK plans to 
reach 2.6% of GDP on defence by 2027 
would continue while what the UK has 
called ‘national security spending’ would, 
under NATO’s new estimate, reach 4.1% 
in 2027, implying that the 1.5%-of-GDP 
segment is indeed fairly straightforward to 
reach given its broad definition.13

The 3.5%-of-GDP target for core 
defence spending however will be more 
difficult to achieve. The definition of what 
is counted as ‘defence’ remains in line with 
the previous guidelines for the 2%-of-GDP 
target. European allies took over a decade 
to reach the ‘peacetime’ threshold of 2% 
of GDP (on average) agreed at the 2014 
Wales Summit, with much of the growth 
evident only towards the end of the ten-
year period and not all members reaching 
the target. Furthermore, that increase was 
much smaller, from an average of 1.4% in 
2014 to just over 2% of GDP in a decade. 
Allies now have a similar time frame to 
make a much larger increase from 2.1% to 
3.5% of GDP by 2035. 

To avoid a ‘bow wave’ or ‘hockey 
stick’ growth pattern occurring on the path 
towards 3.5% of GDP, wherein much of 
the uplift only occurs in the last few years, 
the Summit Declaration also included an 
agreement for allies to submit annual plans 
showing a ‘credible, incremental path’ to 
reach the 3.5% goal, with a full review in 2029 
of the trajectory and balance of spending – 
in line with NATO Secretary General Mark 
Rutte’s ‘cunning plan’ outlined in the lead-up 
to the summit.14 The difference between a 
steady growth path to 3.5% of GDP and the 
hockey stick – whereby European leaders 
delay increases until the final years of the 

ten-year period – could result in a cumula-
tive ‘loss’ of funding for defence that exceeds 
USD1.3trn over the period (see Figure 5.2). 
However, reasons to avoid the hockey stick 
extend beyond the loss of potential funding 
over time.15 Rapid increases in a short period 
of time place greater pressure on public 
finances compared to a stable long-term 
funding plan. A volatile or uncertain funding 
path for defence also raises challenges for 
the European defence-industrial base as it 
tries to respond to increased demand across 
the region. Stable, sustainable, measured 
and fully funded annual commitments to 
defence are crucial to building defence-
industrial capacity and encouraging 
private investment into the sector. Finally, 
if commitments are pushed back beyond 
the term limits of current governments, 
the risk grows that future leaders refuse to 
make such uplifts. Cross-party consensus 
on funding uplifts, as seen in Denmark or 
Sweden, or writing increases into law, as 
in Poland and France, are ways to avoid 
the latter issue, though few countries  
achieve this.

Notwithstanding further revisions 
and uplifts to spending, total spending by 
Alliance members in Europe is currently 
expected to reach USD534.3bn in 2025, 
which is almost USD190bn higher than 
the sum allocated by European members 
in 2022. As members have enacted 
significant growth over the last three 
years, the average allocation to defence 
reached 2.1% of GDP in 2025. If members 
increased spending to 3.5% of GDP by 
2035, funding would reach an estimated 
USD1.25 trillion, while a 5% allocation 
would come to USD1.79trn. Reaching 
the 3.5%-of-GDP figure by 2035 would 
require a compound annual growth rate 
of around 10% in nominal terms, which 
is roughly the same as the level of growth 
seen in 2025, though somewhat below the 
18% nominal growth of 2024. However, 
maintaining these elevated rates of 
growth will become increasingly difficult 
in countries that do not have the fiscal 
bandwidth or political support to priori-
tise defence spending over other areas of 
public expenditure. 

Figure 5.2: NATO Europe defence spending: alternative funding paths to  
3.5% of GDP, 2014–35

Note: Alternative paths from 2025 are indicative modelled scenarios, depicting a stable growth path compared to a ‘hockey stick’ one with 
growth weighted towards the latter years of the commitment time frame. Data correct as of July 2025.

Sources: IISS, Military Balance+, milbalplus.iiss.org; IISS analysis
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Feasibility, allied response and concerns
The feasibility of meeting the pledge varies 
by country according to their balance of 
spending priorities, threat perception and 
fiscal space. Countries can therefore be 
categorised according to whether they are 
politically willing and fiscally able. If yes 
to both, they will likely meet the pledge. If 
they are neither, the chances are slim, while 
for those countries that are one but not the 
other, their chances will depend upon the 
balance of the considerations listed above. 
Countries such as Germany and Sweden 
are less fiscally extended and have already 
implemented reforms and spending plans 
to ensure they meet the NATO target and 
time frame, if not exceed it. Others, such 
as France and the UK, are fiscally extended 
and will struggle to reach the target level, 
while countries such as Spain have ruled 
out reaching this level. 

The pledge therefore received a mixed 
response, with widespread support from 
several countries but reluctance in more 
fiscally constrained members.16 Slovakian 
Prime Minister Robert Fico, whose country 
has a projected 2025 fiscal deficit that 

exceeds 5% of GDP, posted on X on 23 June 
2025 that Slovakia had other priorities and 
that he would not support any increases in 
defence spending in 2026.17   

Prior to the NATO Summit, Spanish 
Prime Minister Pedro Sánchez reportedly 
wrote to Rutte detailing his concerns that 
such a pledge was ‘unreasonable’ and 
could have damaging consequences for 
the economy and social welfare, such as 
higher debt levels, inflationary pressures 
and the opportunity cost of lost investment 
in other sectors.18 Sánchez also report-
edly raised questions about the ability of 
European members to spend money at that 
speed. As a result, Spain reached an agree-
ment to maintain defence and security 
spending at a much lower 2.1% of GDP. 
Following the Summit, Sánchez stated 
that committing to 5% would have been 
a ‘mistake for Spain’ but that the country 
would still meet its capability and contri-
bution commitments.19

Sánchez’s concerns stem from Spain’s 
high gross debt level of 101% of GDP, 
which well exceeds the SGP’s debt-to-
GDP rule of 60%. While Spain’s 2025 

deficit is within the SGP threshold of 3% 
of GDP, the country is keen to keep its 
deficit and borrowing down to contain 
and reduce both debt and the cost of debt 
financing. Spain has pursued a fiscally 
conservative policy in recent years, 
successfully reducing its deficit from 10% 
of GDP and debt level down from 119% of 
GDP since 2020.20 

Therefore, even though Spain can 
apply to make use of the Commission’s 
NEC and increase spending on defence by 
1.5% of GDP without incurring the EDP, 
there is still reluctance as such an increase 
would extend the deficit and there-
fore debt levels. Similarly, even if SAFE 
loans can be taken out on favourable EIB 
lending rates, they would still represent 
more borrowing and affect balance sheets 
and debt levels.

Spain announced in April that an 
additional investment of EUR10.5bn 
(USD11.3bn) would be made in defence 
and security in 2025 to bring total spending 
up to EUR33.1bn (USD35.6bn). This 
accounts for 2% of GDP, but the crucial 
distinction is that it is for defence and secu-
rity.21 Almost one-third of this uplift (31%) 
was allocated to new telecommunications 
and cyber-security capabilities, which 
would fall under the definition of wider 
security-related spending rather than core 
defence. Only around a fifth of the uplift is 
assigned to the manufacture and purchase 
of defence equipment. The remainder 
was allocated to improve wages, working 
conditions and training for the armed 
forces; support the armed forces’ role 
in emergency and disaster relief; and 
improve the security conditions of Spanish 
troops on peacekeeping missions.  

Not including the additional security 
elements, the defence budget will reach 
1.5% of GDP, up from 1.1% in 2024. This 
is still a sizeable increase for defence and, 
at the time, Sánchez was keen to empha-
sise that the uplift would neither incur 
further debt nor affect social spending, and 
would be funded through reorientation of 
existing funding mechanisms and savings 
generated elsewhere in the public finances. 

Spanish Prime Minister Pedro Sánchez speaks to the press during the NATO Summit 
in The Hague, Netherlands, 25 June 2025. Credit: Pierre Crom/Getty Images
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Transparency and accountability
NATO’s definition of defence spending 
is broader than most national definitions, 
often leading to disparities between the 
figures in national budget documenta-
tion and what is submitted to NATO. 
The broader definition when combined 
with pressure to reach the 2%-of-GDP 
spending target prompted some countries 
to reclassify elements of security spending 
as ‘defence’ to bolster the top line. This 
leeway looks set to continue as, according 
to Italian Prime Minister Giorgia Meloni, 
countries will have ‘complete flexibility’ on 
how to achieve the new NATO spending 
targets. Meloni further stated that ‘not a 
single euro’ would be diverted from Italy’s 
other budget priorities to fund its planned 
increase in defence spending.22

Therefore, what was missing from the 
Hague Summit pledge was an updated 
investment-allocation commitment. The 
2014 Wales Defence Investment pledge for 
allies to allocate a minimum of 20% of their 

defence budget to equipment acquisition 
and research and development (R&D) is 
still in place in NATO’s new agreement.23 
Europe is currently well beyond this 
target, averaging around 30%, with the 
allocation expected to continue to increase 
in the short term. Keeping the mandated 
level at 20% would appear too low, as 
spending priorities in defence are still 
focused on recapitalisation efforts in the 
short term. It also increases the likelihood 
of broader security items being redefined 
as defence to bolster other spending func-
tions, such as personnel, infrastructure  
or maintenance. 

Allies’ commitment to build in annual 
submissions from members showing their 
plans for credible, incremental increases 
for defence spending should aid trans-
parency but only if these submissions are 
comprehensive, fully costed and possibly 
also made available to the public. Spending 
figures published by NATO could also be 
made more transparent by detailing the 

source or make-up of the stated defence 
budget, i.e., any funds that are beyond 
the core budget for the defence ministry. 
Furthermore, the 2029 review of the trajec-
tory and balance of spending should also 
be transparent and ensure accountability 
from members as to how money has been 
allocated to reach NATO’s capability 
targets and other commitments. 

Other options to improve transparency 
and accountability could include countries 
producing long-term funding plans, which 
would in turn increase confidence in their 
commitment to defence. Commitments 
to increasing core defence funding and 
reducing reliance on off-budgetary instru-
ments could be another option. Finally, 
the investment pledge means that funding 
for defence still hinges on economic 
performance. Committing to real annual 
increases in defence spending over the 
next decade presents a far clearer funding 
path that is not subject to economic shocks 
or inflationary fluctuations.

NATO Secretary General Mark Rutte answers questions at the Public Forum of the NATO Summit in The Hague,  
Netherlands, 24 June 2025. At the summit, members approved a new defence-investment plan to increase defence 

spending to 3.5% of GDP, with a further 1.5% of GDP on wider security spending by 2035. Credit: Pierre Crom/Getty Images
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ReArm Europe Plan/Readiness 2030
The EC’s ReArm Europe Plan/Readiness 
2030 includes instruments to finance 
defence investment and acquisition for 
up to EUR800bn (USD861.5bn).24 EU rules 
meant it was not possible to propose an 
increase in the EU budget for defence 
before 2028. Therefore, the EC is, through 
ReArm Europe, seeking to influence the 
way in which EU countries invest their 
increasing defence budgets. The part 
of the plan related to the NEC requires 
countries to re-enter the EU’s fiscal limits 
after a four-year exemption period. This 
makes the proposal unsustainable for 
countries with already high debt levels 
and is among the reasons why 11 member 
states did not ask for the exemption – 
including countries such as Italy which 
had long advocated for the use of such 
a system.25 The request by only some EU 
members to activate the exemption means 
that the fiscal flexibility for defence is in 
fact lower than the announced EUR650bn 
(USD700bn), with some estimates setting 
the bar at around EUR390bn (USD420bn).26 
Furthermore, countries that have already 
increased their defence budget by over 
1.5% of GDP since 2021 still have the flex-
ibility to increase spending by another 
1.5% of GDP, presenting serious ques-
tions regarding debt sustainability for 
some countries.27

Importantly, in raising public funds 
under the 1.5% of GDP NEC exemption, 
there are no restrictions on acquisitions 
made by countries in terms of origin of 
the system. This differs from the condi-
tions placed upon SAFE loans.28 SAFE can 

provide loans to finance acquisition of 
equipment, but member states will have to 
ensure that components representing 65% 
of the costs of the end product originate 
from the EU, European Economic Area 
(EEA), European Free Trade Association 
(EFTA) or Ukraine. For complex systems, 
there is the further stipulation that contrac-
tors must fully control the design of the 
defence equipment to ensure that no 
dependencies are created.29 Projects to be 
jointly procured have to be submitted by 
members states to the EC for consideration, 
suggesting that the Commission will shape 
acquisition decisions.30 Projects must be 
activated by the end of 2030 with a repay-
ment period of a maximum of 45 years. The 
loan instrument may not be particularly 
appealing for countries where the cost of 
borrowing is lower than the EU cost. The 
exact interest rate was yet to be specified 
at the time of writing, but other EU loans 
have an interest rate of 3.8%. Furthermore, 
the regulation has no information about 
whether countries with borrowing costs 
lower than the EU cost, such as Germany, 
could participate in the procurement 
projects without using SAFE loans. Should 
this not be the case, the appeal of SAFE 
loans might diminish, particularly in cases 
where there is ongoing cooperation with 
non-EU partners.

Additional efforts to make the sector 
more appealing to private financing 
are included in the Defence Readiness 
Omnibus of mid-2025, which aims to 
reduce regulatory barriers, simplify and 
accelerate procurement procedures, and 
simplify EU defence programmes such 

as the European Defence Fund (EDF). 
Amongst its proposed changes is clari-
fication regarding the potential use of 
remaining funds (EUR92bn or USD99.1bn) 
under the Recovery and Resilience Facility 
(RRF) for defence. Such funds can inject 
new money into the sector to improve 
industry and infrastructure but not to 
buy lethal weapons.31 Poland was the first 
country to be granted this flexibility, but 
others might also take advantage of it.32

Negotiations on the next EU 
Multiannual Financial Framework (MFF) 
2028–34 will begin in September 2025. 
Of the EUR2trn (USD2.15trn) budget 
proposed by the Commission President 
von der Leyen, EUR131bn (USD141.1bn) 
should be assigned to defence and space. 
This would represent a significant uplift 
from the EUR10bn (USD10.8bn) currently 
allocated to defence. While it is unlikely 
that such a dramatic increase will be 
enacted, uplifts in the EU budget for 
defence can still be expected from 2028, as 
called for by nations including Germany, 
and by Denmark, which will hold the 
Council Presidency until the end of 
2025.33 Potential options for the new MFF 
include a flexible use of funds across polit-
ical priorities. Allowing monies to move 
from one priority to another would help 
improve efficiency in budget allocations, 
particularly when there may be unused 
funds in a budget allocated to a specific 
action. However, in this case, questions 
could arise if funds are moved from an 
area considered a priority at the beginning 
of the MFF to one that was previously a 
lower priority.

Policy options
Plans to bolster defence spending in Europe 
since 2022 have been realised through a 
variety of creative funding mechanisms 
and savings elsewhere in public finances. 
Countries have also looked to increase 
other elements of public spending that 
might domestically be defined as security 

spending but fall under NATO’s definition 
of ‘defence’ spending. Spending in Europe 
has also been bolstered by countries (such 
as Germany and Poland) using off-budget 
or supplementary funding instruments, 
which present benefits in terms of speed 
but also serve to reduce the security of 
long-term funding and the transparency 

of allocations. However, it is likely that 
other countries will follow suit as they face 
a tight fiscal environment. Finally, much 
of the growth in spending was also due to 
the inclusion of military aid to Ukraine in 
budget calculations. 

There are significant concerns over the 
affordability of further defence-spending 
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increases in Europe and countries are 
examining various mechanisms and policy 
options that remain unused, given the 
creative measures some have already taken 
to make increases. These could include 
adjusting fiscal rules to allow increased 
borrowing and debt; establishing more off-
budget defence funds paid for by bonds or 
loans; increasing taxation; cutting other 
areas of public spending; or mobilising the 
potential of private-sector financing – or 
indeed a combination of all of these.34

Debt increases
As well as the moves at the EU level to 
enable countries to extend deficits to 
fund defence, some countries are looking 
to reform fiscal rules at a national level. 
Countries in a stronger fiscal posi-
tion are opting to extend debt levels to 
finance defence increases. For example, 
Sweden’s strong fiscal foundations 
enabled cross-party approval in June 2025 
for a temporary increase in government 
borrowing to raise defence funding to 3.5% 
of GDP. The agreement allows a deviation 
from the target for public-sector financial 
savings between 2026 and 2034. The loan 
financing may lead to a maximum increase 
in indebtedness of SEK300bn (USD27.7bn), 
of which a maximum of SEK50bn 
(USD4.6bn) may be used for investments 
in physical infrastructure and the storage 
of food, medicines and fuel as part of civil-
defence plans.35 

Perhaps a more radical example is 
Germany, where the parliament and 
Federal Council approved the proposal 
from Chancellor Friedrich Merz to reform 
the Schuldenbremse (‘debt brake’) rule in 
March 2025 to enable defence increases.36 
The debt brake was an amendment written 
into Germany’s constitution, or Basic Law, 
in 2009 that sought to balance the budget 
by limiting the deficit to 0.35% of GDP.37 
The 2025 reform means that defence and 
certain security-related expenditures 
above 1% of GDP will no longer be counted 
towards the debt-brake rule. In addition, a 
special fund of EUR500bn (USD538.5bn) 
was established ‘for additional invest-

ments in infrastructure and for additional 
investments to achieve climate neutrality 
by 2045’. 38   

The reform enabled significant uplifts 
in German defence spending, which 
were announced by Finance Minister 
Lars Klingbeil in the days leading up to 
the NATO Summit in June.39 Under these 
plans, known German defence funding 
will increase to EUR95bn (USD102bn) 
in 2025. This is a 22% nominal and 17% 
real-terms increase and follows a simi-
larly strong uplift in 2024. As a result, the 
German defence budget has doubled in 
nominal terms since 2021, when it totalled 
EUR46.9bn (USD55.5bn). Germany now 
spends 2.2% of its GDP on defence and 
the plans up to 2029 will bring spending 
to EUR162bn (USD175.1bn) or 3.2% of 
GDP. These figures are based on the 
core defence budget, with military aid to 
Ukraine and the annual allocation from 
the Sondervermögen (‘special fund’) added 
until the latter expires in 2027. Germany 
also includes defence-related expenditures 
in its top-level calculation of the defence 
budget and in figures reported to NATO. 
Transparency on these elements is limited 
but including them would bring the 
defence budget up to 2.4% of GDP in 2025 
and 3.5% of GDP in 2029, well ahead of the 
NATO time frame. According to Merz, the 
Bundeswehr will receive all the financial 
resources it needs ‘to become the strongest 
conventional army in Europe’.40 As a result, 
Germany will rapidly become the leading 
spender in the region with its increases far 
outpacing those currently planned in the 
short term by the UK and France, where 
public finances are in a far weaker posi-
tion. If Germany is spending 3.5% of GDP 
on defence in 2030 this would come to 
USD195bn. Even if the UK and France were 
to bolster defence spending to 3% of GDP 
by then, the allocations would only reach 
USD149bn and USD113bn respectively.

Fiscal caution
Such moves from the EC and govern-
ments to extend deficits to fund defence 
are necessary to provide countries with 

greater fiscal headroom, but they will need 
to be used carefully. Sweden and Germany 
are in a relatively strong fiscal posi-
tion, but the options are more limited for 
others. However, the IMF finds that most 
EU members already exceed one or both 
of the 3%-of-GDP deficit and 60%-of-GDP 
debt rules even before the fiscal easing 
or favourable financing proposed in the 
ReArm Europe Plan have been accessed 
(see Figure 5.3).41 Countries in the region 
are therefore fiscally extended and are 
understandably reluctant to incur further 
debt, even if it is at the favourable rates 
offered by the SAFE loan programme. 

The IMF finds that in addition to 
existing fiscal-consolidation needs, 
five key areas present imminent and 
growing spending pressures for European 
countries: the costs of the climate transition; 
increased defence spending; higher 
borrowing costs; rising pension costs; and 
healthcare/long-term care. The latter two 
are both driven by an ageing population.42 
Addressing these challenges will require 
extensive fiscal reform and spending 
prioritisation to mitigate long-term risks 
and protect Europe’s economic recovery. 
Rebuilding fiscal buffers is therefore a 
priority according to the IMF, which finds 
that countries with low deficits and debt 
can temporarily accommodate prioritising 
of defence spending but will need to return 
to debt-sustainability goals over time. 
Meanwhile countries with high debt levels 
should, the IMF indicates, either reallocate 
spending or boost fiscal revenues without 
delay.43 The IMF further argues that 
it is also important to strengthen the 
EU’s fiscal capacity to provide common 
public goods such as climate mitigation, 
defence, energy security and R&D while 
also implementing structural reforms to 
promote economic growth.44 

Fiscal concerns are also evident at 
the national level. Following reporting in 
March 2025 that Belgium would accelerate 
its plan to increase its defence budget 
from 1.3% of GDP to the 2% benchmark by 
the summer of 2025 ahead of the current 
target of 2029, Belgian Deputy Prime 
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Minister and Budget Minister Vincent 
Van Peteghem expressed caution that the 
uplift should not add to the country’s 
already ‘extremely high’ national debt.45 
Van Peteghem proposed ways to offset 
the uplift by raising funds or making 
savings elsewhere. 

Therefore, the move to enable coun-
tries to exempt defence from deficit 
calculations might mean budgets pass 
European rules but will not assuage 
wider worries about fiscal manage-
ment in Europe. To allay concerns, the 
EC outlined the strict criteria on fiscal 
sustainability that would be used in 
assessing whether to approve country 
applications for the NEC.46 In addition, in 
June 2025 the Commission also published 
its assessment of country applications to 
improve transparency and confidence.47

Cuts elsewhere
For countries that have already rede-
fined spending and are also unwilling 
to incur further debt to increase defence, 
public-spending cuts remain one of the 
few options available. Even before the full 
scale of the potential retrenchment of the 
US from European security emerged, at a 
NATO event in December 2024 Rutte stated 
that Europe needed to bolster defence 
spending further and that increases in 
defence would necessarily affect spending 
on pensions, education and healthcare.48

The UK’s move to increase the defence 
budget to 2.5% of GDP (2.6% if including 
redefined intelligence spending) by 2027 
was enabled by a reduction in over-
seas development assistance from 0.5% 
to 0.3% of GDP and is an example of the 
choices governments are making in light 

of the restricted fiscal headroom.49 The UK 
Spending Review 2025 (SR), published on 
11 June 2025, confirmed this commitment 
to defence while also detailing cuts to other 
departments, including transport.50 The SR 
also reaffirmed the Labour government’s 
commitment to spending 3% of GDP on 
defence in the next parliament (i.e., by 
2034 at the latest), subject to economic and 
fiscal conditions. The UK’s commitment to 
the NATO pledge to reach 3.5% of GDP by 
2035 will require even greater investment 
than planned and could mean further cuts 
elsewhere. Moves by the Labour govern-
ment to avoid tax rises and introduce 
welfare reforms were met with public 
protest and political resistance from within 
the ruling party. Subsequent amendments 
by the UK government further reduce the 
Treasury’s room for manoeuvre and is 

Figure 5.3: Europe: gross debt and fiscal balance levels, 2025 (% of GDP)
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indicative of the difficulty countries face in 
making public-spending reforms.51

The choice to ringfence and prioritise 
defence amid public-spending cuts is polit-
ically challenging and will need strong 
public messaging to be acceptable to the 
electorate and indeed across Parliament. To 
make the defence-budget uplift announce-
ment more palatable, Starmer highlighted 
the economic contribution of defence to the 
UK, particularly to regions outside London 
and the southeast of England. 

France is facing similar challenges, 
where funding for defence increased 
by EUR3.3bn (USD3.6bn) in 2025 in line 
with the current Military Programming 
Law (LPM) 2024–30, even as the country 
is seeking an estimated EUR40bn 
(USD43.1bn) in public-spending cuts to try 
to reduce the deficit to 3% of GDP by 2029 

from an elevated rate of 5.4%.52 French 
President Emmanuel Macron has previ-
ously stated that EU members should raise 
spending to 3–3.5% of GDP and has agreed 
to the new NATO investment pledge.53 
This will be a considerable challenge for 
France, which currently spends 2.1% of 
GDP on defence. This will increase to just 
2.2% by 2030 under the current LPM. 

New funds
Several funds for defence have emerged 
as countries navigate ways to increase 
funding within fiscal constraints. Such 
funds can either be ‘special’, and therefore 
exempt from fiscal rules, or utilise loans or 
bonds to raise funds for defence. 

A key example of the former approach 
is the German EUR100bn (USD109bn) 
Sondervermögen for defence established in 

February 2022, which was publicly funded 
but from outside the standard national 
budget and would therefore not violate the 
country’s debt-brake rules. The imminent 
exhaustion of the fund in 2027 had caused 
concern about the stability of long-term 
funding for defence in Germany, but this 
was effectively solved by the reform of the 
debt rules in 2025. 

Other countries have also established 
special funds. In 2022, Hungary established 
two special funds to bolster defence.54 
More recently, in February 2025, Denmark 
announced a DKK50bn (USD7.3bn) 
Acceleration Fund for defence in 2025 and 
2026 that was enabled by a relaxation of 
fiscal policy and ‘exploiting’ an improve-
ment in public finances.55 These funds are 
therefore still financed by public coffers but 
required some fiscal manoeuvring to enact. 
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A key example of the latter approach 
is the Polish Armed Forces Support Fund 
(AFSF), which was also established in 
2022 but is managed by the state-owned 
National Development Bank.56 The main 
source of funds is defence bonds. The 
addition of the AFSF to Poland’s core 
Ministry of National Defence 2025 budget 
increases total defence spending from 
PLN124bn (USD31.3bn) to PLN187bn 
(USD47.1bn), or from 3.2% of GDP to 
4.8% of GDP. Potential drawbacks of such 
a financing mechanism include a lack 
of direct parliamentary oversight and 
potential difficulty selling the bonds.57 
Nonetheless, the AFSF has proven to be 
an effective tool for rapid increases to 
defence investment, not least through the 
simplification of loan-taking from foreign 
investment banks, and has enabled the 
major recapitalisation programme the 
country is currently undertaking.58 The 
fund can therefore serve as a test case for 
other countries seeking new and inno-
vative ways of funding defence outside 
conventional public-funding mechanisms.

Private financing
Beyond a significant adjustment to the 
fiscal rules for EU members and the 
announcement of the SAFE loans, other 
initiatives announced under the ReArm 
Europe Plan/Readiness 2030 included 
directing more funding within the EU 
budget towards defence-related invest-
ment and mobilising private capital. 
Indeed, according to the EC’s White 
Paper for European Defence – Readiness 
2030, published in March 2025, ‘Boosting 
public investment in defence is indispen-
sable, but it will not be sufficient’.59 The 
plan details three avenues to mobilise the 
private sector: greater investment from 
the EIB; measures to improve access to 
financing for the defence industry; and the 
adoption of the Savings and Investment 
Union strategy.

The White Paper stated that the EIB 
would double its annual investment to 

EUR2bn (USD2.2bn) to fund projects 
related to unmanned systems, space, 
cyber security, quantum technologies, 
military facilities and civil protection. It 
also proposed further adjustments to the 
EIB’s eligibility criteria to widen the scope 
of its lending to defence and security 
projects, reform of the EIB’s operational 
framework and replacement of the ad 
hoc Strategic European Security Initiative 
(SESI) with a ‘dedicated transversal public 
policy goal to contribute to Europe’s peace 
and security, with an ambitious financial 
and capital allocation’.60

Such actions were implemented and 
even exceeded by the EIB over the course 
of 2025 through a flurry of policy and 
financing announcements. The EIB’s eligi-
bility criteria were widened in March 
2025 along with reforms to the EUR8bn 
(USD8.6bn) SESI, which is to be inte-
grated into a cross-cutting and permanent 
public-policy goal with no predefined 
ceiling for financing.61 The widening of 
the policy goals of the SESI initiative frees 
up funding for more defence and secu-
rity projects. These announcements were 
followed in mid-June by the news that 
the EIB had tripled the intermediated 
financing available to Europe’s defence 
industry to EUR3bn (USD3.2bn).62 Later in 
the same month, the EIB announced that 
the 27 member states had approved an 
uplift of the financing limit to EUR100bn 
(USD107.7bn), from EUR89bn (USD95.8bn) 
in 2024, which means the bank can increase 
investment in security and defence further 
to EUR3.5bn (USD3.8bn).63

As well as increased direct invest-
ment, the EIB also announced agreements 
with national banks to enable these insti-
tutions to discharge greater financing 
directly to the defence industry. The first 
of these was an agreement with Deutsche 
Bank made on 11 June to enable a new 
EUR1bn (USD1.1bn) financing facility 
for defence research, as well as military 
and police infrastructure.64 IISS research 
has found that the EIB agreement with 
Deutsche Bank is expected to reach a total 
allocation of EUR3bn (USD3.2bn), with the 

first tranche of EUR500m (USD538.5m) 
aiming to generate EUR1bn (USD1.1bn) 
in investment for small and medium-sized 
enterprises (SMEs) in the security and 
defence supply chain. Financing will also 
sponsor military and police infrastructure 
and training.65

The Deutsche Bank deal was quickly 
followed a week later by an agreement 
with the French Banque Populaire and 
Caisse d’Epargne – part of the BPCE 
Group – that included a EUR300m 
(USD323.1m) loan enabling the BPCE 
Group to significantly increase financing 
for French SMEs developing technologies 
in key strategic areas such as cyber secu-
rity, surveillance, resilience and defence 
innovation.66 These agreements are aimed 
to earmark long-term liquidity for security 
and defence-investment projects. They are 
also intended to ensure that national banks 
also finance the SMEs and supply chains 
in the defence sector as opposed to just the 
defence primes in their country.67

The EIB reforms and increased invest-
ment approaches are an important part 
of the fundamental structural and institu-
tional reform necessary to ensure adequate 
and well-managed financing of defence and 
security, in light of constrained national 
budgets and conflicting national priori-
ties. However, despite increased funding 
these reforms will not replace the need for 
bonds, other private-investment initiatives 
or indeed greater public investment.68

Beyond the role of the EIB, the White 
Paper also discussed the issue of access to 
private finance where, despite growing 
interest in European defence from the finan-
cial sector, the market remains underserved 
‘due to limitations in investment policies of 
public and private financial institutions’.69 

The White Paper finds that access to 
finance remains a major concern for 44% of 
defence SMEs, which is ‘much higher’ than 
for civilian SMEs. European defence SMEs 
have fewer opportunities for financing 
than in the US or the UK, while US inves-
tors represent 60% of the total of private 
investment in Europe.70 IISS research indi-
cates that a lack of historical engagement 



89AN IISS STRATEGIC DOSSIERDefence Financing

with the defence sector means investors 
are unfamiliar with the technology, acqui-
sition processes and regulatory landscape. 
Other sectors have greater experience with 
this sort of finance, with big institutional 
investment behind them and the ability 
to use past investment as a reference. A 
proven track record lowers the assessed 
level of risk for the investor.71

To assist in access to capital, the White 
Paper announced the adoption of the 
Savings and Investments Union strategy, 
which intends to make it easier to mobilise 
private-sector savings into more efficient 
capital markets and channel investments 
into critical sectors of the economy (such 
as defence).

Reforms are also evident at the country 
level. France has engaged in a series of 
measures since March 2025 to support 
the country’s defence-industrial base and 
bolster private and public investment.72 This 
included meeting with the EIB to encourage 
further action to fund defence in Europe 
and organising an event in March 2025 to 
bring together public and private investors 
with industry to discuss debt financing and 
equity financing for the defence-industrial 
base. According to Prime Minister François 
Bayrou, ‘Financing the defence industrial 
and technological base is a central issue 
in supporting the growth of our defence 
industry. We must mobilise public and 
private funding – European and national 
– to serve our businesses and achieve this 
ambition.’73 Emmanuel Chiva, the chief 
executive of the Directorate General of 
Armaments (DGA), also established the 
Defence Investors Club (Club des investis-
seurs de la défense) in June 2025, which aims 
to bring industry and finance together.74 
A further component of this initiative is 
regulatory reform, with the Autorité des 
Marchés Financiers (AMF), the institution 
that regulates the French financial market-
place, introducing a fast-track approval 
procedure for ‘defence’ investment funds.75  

Finally, French Economy Minister Éric 
Lombard announced in March that public 
investment bank Bpifrance would establish 
a new EUR450m (USD484.6m) fund where 

private citizens could become ‘shareholders’ 
in defence companies, with investments 
starting from EUR500 (USD538.5).76 Such 
funds are likely to become more common as 
countries seek a whole-of-society approach 
to bolstering defence. With French public 
finances severely constrained, it is under-
standable that the country would seek 
such a wide-ranging and creative set of 
measures to bolster defence funding and  
industrial support.

The private-financing debate in the 
UK has progressed with two Labour 
MPs, Luke Charters and Alex Baker, 
finding in June 2025 that the domestic 
barriers facing defence companies can be 
summarised as the ‘six Cs’: credit, cash 
flow, capital, contracts, compliance and 
consensus.77 The MPs also lent support 
to the proposed Defence, Security, and 
Resilience (DSR) Bank, which is a multi-
lateral lending instrument that seeks to 
raise capital from global markets, unlock 
supply-chain financing and streamline 
multinational procurement, ‘helping 
governments buy faster, smarter, and 
together’.78 Proponents of the DSR Bank 
or other multilateral lending instruments 
such as the European Rearmament Bank 
argue that governments will struggle to 

raise funding via other, more traditional 
means such as borrowing from bond 
markets, raising taxes or making cuts. 
Consequently, there are few options left 
to finance defence in a way that is politi-
cally acceptable. A further benefit of a 
multilateral bank for defence is that it 
would present a multi-year, as opposed 
to short-term, financing option. 

Interviews with finance-sector special-
ists conducted by the IISS indicated that 
a complete ‘remapping’ and redrawing 
of the UK’s financial architecture was 
required, geared towards wartime 
thinking. Interviewees suggested that 
rules and regulations designed for a peace-
time environment were no longer fit for 
purpose.79 Remapping would encompass 
all financial and investment institutions, 
requiring a re-evaluation of the defence 
sector’s status when assessing investment 
opportunities. It would also extend to 
organisations such as credit-rating agen-
cies, which assign relatively poor ratings 
to defence entities, largely because of the 
wariness that still exists in the private 
investment sector. These poor ratings raise 
the costs of borrowing for the defence 
industry, with these costs then passed on 
to the government. 

EU Commission Vice-President and High Representative for Foreign Affairs and Security Policy Kaja Kallas (l) and the EU  
Commissioner for Defence and Space Andrius Kubilius (r) brief media about the White Paper for European Defence – Readiness 

2030 and the ReArm Europe Plan/Readiness 2030 in Brussels, Belgium, 19 March 2025. Credit: Thierry Monasse/Getty Images



90 AN IISS STRATEGIC DOSSIER Chapter five 

ESG standards
When speaking at a NATO event in Brussels 
in December 2024, Rutte stated that banks 
and pension funds should be told by the citi-
zens of member countries that ‘it is simply 
unacceptable that they refuse to invest in 
the defence industry … Investing in defence 
is an investment in our security.’ 80 In recent 
years, governments in the EU and in the UK 
have actively sought to ‘normalise’ invest-
ment in defence, arguing that defence and 
security aligns with sustainability goals, in 
a bid to create the right conditions where 
these additional funding streams can assist 
re-industrialisation.81  

The perception that defence does 
not align with environmental, social and 
governance (ESG) standards is a long-
standing barrier to private investment 
in defence. If opportunities are viewed 
through an ESG lens, the risk is that inves-
tors may adopt a ‘tick-box’ approach and 
immediately exclude entities that operate 
in the munitions space or may have poten-
tially controversial aspects to their product 
portfolio.82 The EC found in January 2024 
that an ‘overly stringent and cautious 
interpretation’ of ESG criteria resulted in 
exclusion policies by banks and invest-
ment funds in the EU.83

IISS research shows that the barrier 
presented by the application of ESG 
standards, which can make it difficult 
for the defence industry to secure private 
financing for R&D or increased production 
capacity, is slowly reducing in signifi-
cance. As public spending on defence 
has increased and demand signals have 
strengthened, the level of interest from 
private investors has increased. In a sign 
of a shift in attitudes, there were calls in 
2025 for the USD1.8trn Norwegian sover-
eign fund to be opened up to funding 
defence institutions that were previously 
deemed to violate ethical standards.84 IISS 
interviews with industry specialists indi-
cate that while ESG is still a barrier, of 
greater concern are the lack of long-term 
plans and concrete orders at the govern-
ment level that would de-risk investment: 
this is perhaps a more important obstacle 

to greater private investment in defence.85 
Moreover, ESG presents less of a problem 
than the differences in regulations across 
Europe, which complicate investment 
across borders.86 

Financial institutions – exclusionary policies
The NATO Innovation Fund (NIF) argued 
in January 2025 that financial institutions 
needed to revisit exclusionary policies that 
hinder production, capacity and innova-
tion in the defence sector.87 There is some 
evidence that exclusionary policies are 
being adapted. For instance, Danske Bank 
revised its exclusionary policies in April 
2025 to include more defence firms ‘in light 
of the new geopolitical reality and shifting 
requests and preferences from investors’.88

A further example is Allianz, one of 
Europe’s largest insurance and asset-
management companies, which announced 
in March 2025 that it would evolve 
‘some of the defence-related exclusions 
in most of our Article 8 mutual funds’ in 
response to changing attitudes to defence 
in Europe.89 Article 8 funds are finan-
cial products under the EU’s Sustainable 
Finance Disclosure Regulation (SFDR) 
that promote environmental or social 
characteristics. Allianz adjusted the exclu-
sions arguing that ‘today, defence is more 
and more viewed as a necessity for socio-
economic development.’90 A few months 
later, the firm published a Q&A on the 
change in policy, implying that it had met 
with some questions from investors and 
needed further clarification.91 The company 
was keen to stress that defence exclu-
sions still existed but that it had removed 
two criteria related to its fund range that 
were ‘specific to the scope of Article 8 
under EU SFDR’, with existing criteria 
retained for select Article 8 offerings and 
all Article 9 funds. Allianz had concluded 
that the two criteria removed – the 10% 
revenue threshold for military equipment 
and services, and nuclear-related activities 
inside the Non-Proliferation Treaty (NPT) 
– were ‘particularly strict’ on Western 
defence companies, most of which would 
satisfy other ESG screening.92 

VC activity
As exclusionary policies start to loosen 
and attitudes shift, it is possible to see 
the result in the level of venture capital 
(VC) activity in the European defence-
innovation ecosystem. The sharpened 
focus on defence tech start-ups has led 
to large inflows of VC and rapid growth 
in the sector in Europe, with the NIF and 
Dealroom.co finding that investment in 
the defence, security and resilience sector 
quintupled from 2018 levels to reach 
USD5.2bn in 2024, outperforming the 
overall VC market.93 

While recent investment in Europe’s 
defence start-up ecosystem has increased 
significantly, the US market is more 
mature. Multiple defence start-ups in 
America have attained ‘unicorn’ valu-
ations (over USD1bn) over the last five 
years, and more recent funding rounds 
have resulted in significant valuation 
growth (see Figure 5.5). One of the most 
high-profile of these start-ups is Anduril, 
whose valuation more than doubled 
following its USD2.5bn Series G funding 
round in June 2025, from USD14.8bn to 
USD30.5bn.94 Others, including Shield 
AI and Saronic, also saw marked uplifts 
during their 2025 funding rounds.95

Similarly, entities in Europe have also 
grown substantially over the last year, 
with several more unicorns established. 
Europe’s ‘flagbearer’, Helsing, was valued 
at USD5.4bn following its USD489 million 
Series C funding round in July 2024. A 
EUR600m (USD646.1m) Series D funding 
round in June 2025 resulted in a new 
valuation of USD13.4bn.96 Other defence 
unicorns have also emerged in Europe in 
the past year, including Quantum Systems 
and Tekever, while UK firm PhysicsX 
almost reached the USD1bn valuation 
in its Series B funding round in June 
2025.97 New market entrants, such as ARX 
Robotics and Stark, also had successful 
Series A funding rounds in 2024 and 2025, 
further adding to the emerging European 
defence-innovation ecosystem. 

While more European unicorns will 
likely emerge, executives from start-ups 
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expressed concern that while seed and 
early-stage investors are not lacking in 
Europe, fewer VCs in the region are able to 
invest in the next phase or ‘growth stage’ 
in the defence sector and that this may 
hinder the sector’s development and lead 
companies to seek funding from the US 
and elsewhere.98

To address the disparity between 
early-stage and growth funding from 
European investors, the onus is on 
governments to expand the initial support 
that has been given to defence innova-
tion, not just via financial assistance, 
but also through reforms to how armed 
forces procure capability and by enabling 
start-ups to more easily deliver solutions 
to users in order to receive the feedback 
that is crucial for development (initia-
tives such as the BattleLab in the UK have 
been referenced in this context).99 Such 
initiatives and reforms would help poten-
tial investors find the confidence that 
Europe’s defence start-ups will be able to 
cross the so-called ‘Valley of Death’ that 
technology-based companies face in their 
early stages.100

Mapping the European defence-
innovation ecosystem is not easy. Beyond 
the ‘standard’ VC firms, there are also 
funds set up by sovereign government 
funds, such as Definvest by Bpifrance 
and the UK’s National Security Strategic 
Investment Fund and UK Innovation 
& Science Seed Fund. Corporate VC 
initiatives have also emerged where firms 
such as Dassault, Safran, Airbus, Thales, 
Saab and MBDA have established their 
own funds. Missile house MBDA made 
an undisclosed investment in UK-based 
Hydra Drones, and Saab has been a 
strategic investor in Helsing, including 
in their latest Series D funding round 
in June 2025.101 The primes have also 
been acquiring start-ups and SMEs. BAE 
Systems, for example, purchased two 
UK entities in 2024 – uninhabited aerial 
systems firm Malloy Aeronautics and 
electronic warfare developer Kirintec for 
undisclosed sums – while French artificial 
intelligence (AI) specialist Preligens was 

Figure 5.5: Europe and the US: defence-innovation ecosystems, selected 
companies (USDbn)
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COMPANY COUNTRY VALUATION 2024 VALUATION 2025 

Quantum Systems     Germany 0.3–0.4 1+
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Shield AI     US 2.8 5.3
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Singapore-based Temasek and US-based 
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and potentially more confusing to navi-
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themselves. It is perhaps unsurprising 
that the 2025 funding rounds for estab-
lished start-ups like Helsing and Quantum 
Systems were oversubscribed. 

In light of this, governments can again 
play a role in aiding domestic start-ups 
and SMEs in accessing this funding while 
also aiming to ensure domestic capabilities 
are developed and innovation is fostered 
in a way that aligns with defence priori-
ties. Governments also need to speed up 
their decision-making for acquisitions 
as start-ups and SME’s have less under-
lying capital than primes do and can 
therefore struggle to withstand a lengthy 
and laborious procurement processes.103 
To encourage more VC firms to invest in 
defence innovation, demand signals, long-
term orders and supply-chain resilience 
plans have to be in place.

Conclusions
Most European states are resolved to boost 
their defence spending, though reaching 
these goals is requiring legislative creativity 
and will mean difficult choices over what to 
prioritise.104 These challenges will be greatly 
exacerbated if European states are pressed 
to fund the level of military capability the 
US currently brings to NATO, let alone meet 
the demands of NATO’s new capability 
targets. The new NATO investment pledge 
will certainly result in increased European 
defence spending, but monitoring and 
transparency will be key to ensuring the 
increases are effective and targeted. Even 
if countries look to engage in more crea-
tive accounting or struggle to increase core 
capability investment, at the very least the 
commitment will increase the pressure 
on countries to make comprehensive and 
regular assessments of spending, capabili-
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other elements of security spending as 
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and helped address some of the criticism 
from the US in the past, but now increases 
in funding will have to target crucial core 
capability and personnel deficiencies to 
meet NATO’s new capability requirements 
amid continuing worries about the US 
commitment to European security.

The moves by the EC to lower the fiscal 
barriers for countries to enable further 
increases for defence investment now 
means the impetus is on member states 
themselves to make use of these initia-
tives. At time of writing, 16 countries had 
applied. Whether other countries now take 

these initiatives up will vary according to 
the state of public finances and the level of 
threat perception in each. Those countries 
that were already intending to increase 
funding for defence will find a way to do 
so and potentially make use of the EC initi-
atives if needed, while others, particularly 
those with extensive debt, high deficits 
and lower threat perceptions, are likely 
to remain reluctant. The political pressure 
long seen from within NATO for members 
to bolster defence investment may begin 
to intensify from the EU’s leadership as 
well as it focuses more on strengthening 
Europe’s defence-industrial base. 

Several initiatives have been launched 
in 2025 aiming to bolster both public and 
private investment in defence, but their 
success will depend on shifting attitudes 
in countries, meaningful, transparent and 
targeted increases for defence, and radical 
thinking on procurement reform and 
industrial support. The defence industry 
needs long-term plans with annual 
funding commitments to be able to invest 
with confidence and respond to increases 
in demand.

Gradually easing exclusionary policies 
will open up more capital and investment 
opportunities for defence, but the extent 
to which these changes make a difference 
will depend on take-up. ESG concerns 
are one of several barriers to financing 
faced by start-ups and SMEs in defence. 
Governments also need to address the 
underlying financial architecture and 
procurement framework to ensure 
financing opportunities are accessible.
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