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Executive Summary

The European Defence Fund (EDF) is the European Union’s
flagship defence-industrial instrument. Launched in 2021,
the EDF is intended to support European defence R&D by
providing funding to EU companies and research organi-
sations (‘legal entities’) that assemble in multinational con-
sortia to cooperate on capability-development projects.

It provides significant funding. The EDF’s EURSbn
budget over the period 2021-27 accounts for around
15% of all EU defence R&D spending, which means that
the European Commission is the third-largest funder of
defence R&D in the EU, with only France and Germany
spending more.

When the EDF’s rules were being developed, the
most contentious issue was how to deal with the par-
ticipation of non-EU or ‘third country’ entities in EDF
projects. Ultimately, it was decided that the EDF should
allow some third-country involvement, but only if strict
rules and conditions were met.

However, IISS research indicates that while there has
been some participation in the EDF by EU-based com-
panies owned by entities in third countries, there is no
cooperation with entities located outside the EU (the
latter being referred to as ‘true third-country entities’
throughout this study).

A detailed analysis of the EDF regulation was under-
taken to determine why true third-country participa-
tion is not happening. This identified multiple EDF
rules that impede or even prevent such involvement.
Indeed, the EDF rules require true third-country enti-
ties to accept conditions that are at best unfavourable,
and at worst entirely unworkable.

But does the EDF’s exclusion of true third-country coop-
eration really matter? Our research examined the question
through two lenses. Firstly, will the EDF have a transfor-
mational impact on defence cooperation in the EU? And
secondly, will the exclusion of true third-country entities
from EDF projects help or hinder the EU in achieving its

defence-industrial goals?

The EDF’s impact will inevitably grow as it disburses
more funding to EU consortia and encompasses a wider
range of military capabilities. Its effect will be further
augmented by an array of related EU defence initiatives
launched since 2021. These include allowing the European
Peace Facility (EPF) to fund weapons transfers to Ukraine
from 2022 and launching the EDIRPA and ASAP funds
in 2023. More recently, the EU published plans for a
major new instrument, the European Defence Industry
Programme (EDIP), with a suggested budget in the region
of EUR1oobn. The EDIP, currently under negotiation
among Member States, is expected to primarily address
procurement and production phases of the product life-
cycle, complementing the R&D-focused EDF. These initia-
tives should be mutually reinforcing, with the potential to
transform defence-capability cooperation in the EU.

This research indicates that excluding true third-
country entity participation in EDF projects makes the pro-
cess of capability generation less efficient and more risky.
As currently configured, the EDF may even render some
capability developments unviable, hindering rather than
helping the EU’s strategic-autonomy ambitions, whilst also
undermining cooperation with trusted allies and partners.
Perhaps more importantly, it could erode the EU’s security
by undermining NATO, by taking a protectionist/exclu-
sionary approach to defence development, at a time when
Europe faces a genuine and serious threat.

However, this research indicates that relatively minor
changes to the EDF’s rules would allow some true third-
country involvement without compromising the EU’s
defence-industrial aims; indeed, they could actually bolster
these ambitions. The most problematic rule is the require-
ment for a third country to provide permanent, unfettered
export licences for any technologies supplied by its indus-
try into an EDF project. Adopting a risk-based approach
could enable true third-country entity participation to take
place in cases where the benefits outweigh any realistic risk

of this constraining the EU’s freedom of action.
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Introduction

This IISS research paper assesses the impact of the
European Defence Fund (EDF) on cooperation between
the European Union-based defence industry and the
industry located outside of the EU.

First proposed in 2017, the EDF was formally
launched as an EU instrument in 2021, with its rules
set out in Regulation (EU) 2021/697. Its main goal is to
increase the competitiveness, efficiency and innovation
of the European Defence and Technological Industrial
Base by fostering collaborative military-capability
research and development. It does this by fully or partly
financing defence projects involving at least three legal
entities based in three or more EU member states or
associated countries.!

One aim of the EDF is to increase the EU’s ‘strate-
gic autonomy’ by reducing its dependence on non-bloc
countries, except those that have associated to the EDF.
(The option to associate to the EDF is only allowed
for countries that belong to the European Free Trade
Association and are part of the European Economic
Area. Norway is currently the only country that has
opted to associate.) Despite this, the EDF rules do allow
for the involvement of ‘third-country entities” — defence
firms and related organisations located in non-EU
states, in addition to EU-based organisations controlled
by non-EU states or their industry — providing that spe-
cific conditions are met.2 However, IISS analysis of the
EDF projects launched in 2021 and 2022 indicates that
while there was some involvement by EU-based entities
controlled by third countries, there was no correspond-
ing participation by any entities based outside the EU
(the latter are referred to throughout this study as ‘true
third-country entities’).? The results of the 2023 calls were
announced by the European Commission in mid-2024,
which made no mention of any true third-country involve-
ment in any projects in any of its publicity material.

European multinational defence-capability develop-
ment cooperation has taken place for decades and long
predates the introduction of EU defence instruments.

This cooperation has sometimes included non-EU

partners and/or suppliers. The rising cost of defence
equipment and defence budgets of EU member states
that are only now rising could make cooperation with
third countries even more relevant, alongside the added
value — such as technical expertise — that these third-
country entities could bring.*

In which case, it is sensible to ask: why has there so
far been no ‘true third-country entity’ participation in
any EDF projects? It could simply be because the rel-
evant companies have different business imperatives.
However, it seems unlikely this alone would account
for the total absence of true third-country entity
involvement. To answer this question, the EDF’s rules
need to be examined in detail, focusing in particular on
whether the requirements it sets out for the participa-
tion of third-country entities are so stringent that they

are effectively preventing any such participation.

Defining ‘true third-country entities’
The EDF regulation uses the term ‘third-country
entity’to encompass two different things:®

B Entities that are located outside of the EU.

B EU-based entities that are part of a larger
company whose headquarters are located
outside of the EU.

Importantly, the EDF has different rules for these
two types of entity, and it is necessary to distinguish
between them for the purpose of this study. As such,
the term ‘true third-country entity’ will henceforth
be used to refer to entities located outside of the EU.

Section One of this report presents the results of IISS
research into the extent of third-country participation
in EDF projects. This reveals that no true third-country
entity participation has taken place in any project to date.
Additional research highlighted that EU-based indus-
try generally has a negative view of the scope for includ-
ing true third-country entities in EDF-project consortia.

Section Two examines the EDF’s third-country rules,
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explaining what they mean and how they are likely to
affect cooperation with third-country entities. Section
Three assesses the EDF’s intended effect and its signifi-
cance for EU member states, while Section Four exam-
ines the impact of the EDF on cooperation with third
countries and international organisations. Section Five

considers whether the exclusion of true third-country

entities from the EDF really matters for the EU and its
ambitions for strategic autonomy, while Section Six
considers the potential benefits of allowing some true
third-country entity involvement in the EDEF. Finally,
Section Seven assesses potential steps that could be
taken to improve the EDF rules by allowing some

degree of true third-country participation.
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1. Does the European Defence Fund
Preclude Cooperation with True
Third-country Entities?

The IISS gathered data from primary and secondary
sources to assess the involvement of true third-country
entities in the 100-plus European Defence Fund (EDF)
projects that were launched in 2021 and 2022.

Data was gathered by surveying each of the 2021
and 2022 EDF-project coordinators. Coordinators
were asked whether there were any true third enti-
ties involved in their project, either as partners or sub-
contractors. Forty-nine of the 101 (49%) coordinators
responded. The data was refined and validated through
second-stage interactions.

Additional primary data was collected through ten
in-person and online interviews with industry and
think-tank representatives, as well as other stakehold-
ers. Despite sending several interview requests to the
Directorate General for Defence Industry and Space
(DG DEFIS) of the European Commission, the authors
did not receive a reply.

Primary data results were complemented by sec-
ondary research, which covered, for instance, rel-
evant articles and documents from stakeholders and
the expert community. This research also included a
review of formal documents published by the European
Commission, as well as informal material used to sup-
port the ‘Info days’, held by the Commission as part of
the EDF’s stakeholder engagement.®

Surveys and Interview Results
Of the 49 project coordinators that responded, 32 were
involved in 2021 projects and the remaining 17 in 2022
projects. The slightly lower response rate for the 2022
projects may be due to the survey being conducted in
autumn 2023, when the 2022 EDF call results had only
recently been announced. At that point, not all 2022 EDF
projects had finalised decisions on their respective con-
sortium partners or subcontractors.

Some project coordinators were reticent to share

even the generic/anonymised data requested by the

survey. When asked why, in eight cases the authors were
told that the information was confidential and protected
by non-disclosure agreements or redirected to informa-
tion included in the official projects” factsheets available on
the Commission’s website. However, the latter documents
typically only disclose the main partners in the project,
rather than providing full information on the composition
and country of origin of subcontractors. From the informa-
tion that was disclosed, the clear conclusion was that all
entities in the projects were from EU member states or the
associated third country, Norway.”

Five survey responses initially suggested that their
projects had some true third-country involvement.
However, follow-up questions exposed that there had
been some confusion and misconceptions over what
qualified as ‘true third-country entity’. For instance, in
some cases, entities from Norway were cited as being
true third-country entities, despite the country’s asso-
ciate EDF status making those entities fully eligible to
participate and treated as equivalent to EU entities.

In terms of the ten interviews undertaken, it is nota-
ble that the industry representatives included those of
some of the most successful companies in the 2021 and
2022 EDF rounds. None of the interviewees were aware
of any participation by true third-country entities in
EDF projects, although in two cases they caveated their
response on the basis that they were not personally
close enough to their company’s EDF involvement to
provide certainty. When asked why there had been no
true third-country entity involvement, they provided
the below explanations.

Six interviewees suggested that they consider the
inclusion of true third-country entities unattractive
because it could undermine a consortium’s chances of
winning the EDF grant funding. Given the EDF’s goal
of enhancing the European Defence and Technological
Industrial Base (EDTIB), the conclusion drawn by the

authors from these responses was that bidders presume
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A Spanish Eurofighter displayed at the ILA Berlin airshow
in 2022

that their chances of success will be enhanced if their con-
sortium consists of ‘pure’ EU entities. One interviewee
noted that these concerns remain even when a potential
true third-country entity partner could have contributed a
better technology or solution to their project.

Most of the ten interviewees said that the EDF regu-
lation was specifically designed to make the inclusion of
true third-country entities difficult, despite numerous
statements from the Commission to the contrary. They
identified the following further barriers to the participa-
tion of true third-country entities: a lack of clarity on the
relevant rules and procedures that had to be followed;
uncertainty about a consortium’s chances of success
in cases where a ‘pure’ EU alternative was available;
and the perceived requirement for a true third-country
entity to renounce its intellectual property rights over
the projects’ results.

Several of those interviewed indicated that the com-
plexity of the process for including non-EU participants
was a further obstacle to their inclusion. The inclusion of a
true third-country entity in a consortium also reduces the
EU’s financial contribution to the project, since true third-
country entities cannot receive EU funding. Even for con-
sortia that were initially open to including a true third-
country entity in their team, it was said that their interest
rapidly waned once it became clear just how much this
would increase the complexity of each project.

Seven interviewees said that EU industry recog-
nises that the primary goal of the EDF is to improve
the EDTIB. Some also observed that the EDF is part of
the industrial and research policy of the EU and, that

as such (although still surprisingly), it is not necessar-
ily intended to achieve the best solution or equipment
for armed forces.® Indeed, they observed that some
European customers may prefer the inclusion of cer-
tain components and technologies that are only avail-
able from a true third-country entity, but that the EDF
would not allow this.

Those interviewed also expressed wider misgiv-
ings about the utility of the EDF, including a concern
that there is no clear commitment from member states
to buy the products that result from the EDF projects.
Moreover, one interviewee felt that the EDF, conceived
in peacetime, needed to adapt to the current interna-
tional situation. When asked about the relevance of EDF
to their company’s planning, one interviewee stated it was
not seen as driver of business activities. They observed that,
rather, companies seem to view the EDF as simply a means
of accessing complementary R&D funding. Another inter-
viewee said there was sometimes a sense of obligation to
participate in certain EDF bids, particularly when an open
call inviting bids addresses a technology area in which the
company already has key expertise. In this case, the main
motivation was to avoid potentially giving European rivals
the chance to build or improve a competing expertise with
the support of EU money. This suggests that, in some cases,
companies are pursuing EDF projects for negative reasons,
rather than because those projects are aligned with the
company’s strategy.

The European Commission would not make any
representatives available to discuss true third-country
entity participation in the EDF and did not respond to
requests for comment on this report’s finding that there
has been no such involvement. A member of DG DEFIS
staff informally suggested that they thought there had
been some involvement in EDF by true third-country
entities. But no details were provided and a subsequent
interview with a former DG DEFIS staff member dis-
closed that any such participation was very likely to be
referring to the involvement of subsidiaries of EU-based
companies which have their parent-company head-
quarters located outside the bloc. This aligns with the
primary data gathered for this study, which indicates
that there has been no participation in EDF projects by

true third-country entities.
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2. Explaining the Lack of Cooperation With
True Third Countries in European Defence

Fund Projects

The research conducted for this study indicates that
there has been no true third-country involvement in
European Defence Fund (EDF) projects. This raises
two key questions: was the EDF intended to allow such
cooperation, or was it always designed to exclude it?
And if cooperation with true third-country entities is

allowed, what is preventing it from happening?

The EDF and True Third-

country Involvement

Several official European Union documents indicate
that true third-country entities can take part in EDF pro-
jects. For instance, EDF Regulation (EU) 2021/697 sets
out, in Article 9.6, the conditions for the participation
of true third-country entities.” The EDF Model Grant
Agreement (MGA), meanwhile, goes as far as to define
Associated Partners (APs) as ‘Entities which partici-
pate in the action, but without the right to charge costs
or claim contributions.””® APs encompass true third-
country entities as well as EU-based subsidiaries con-
trolled by a parent company outside the EU if they fail
to meet the requirements for subsidiary involvement
set out in EDF Regulation Article 9.4." According to
official EDF documentation, therefore, participation by
true third-country entities would seem to be permitted.
However, the absence of any such participation since
the EDF’s launch in 2021 suggests that some EDF rules
could be acting as significant inhibitors, effectively clos-
ing off such involvement.

Beyond the formal legal text of the EDF regulation,
the European Commission has also published various
supporting documents that explain EDF regulations in
more accessible ‘layman’s language’. For example, in
December 2021, the Commission published a set of EDF
FAQs. One question asked whether ‘As an entity estab-
lished outside the Union and outside Norway, can I par-
ticipate in EDF funded actions?’, with the FAQ response
that the entity ‘can participate in an EDF funded action

as an “associated partner”, without receiving funding
and subject to the conditions set out in Article 9.6 of the
EDF Regulation’.*?

The Commission’s EDF internet site similarly states
that “Entities from non-associated third countries can par-
ticipate, but under conditions ensuring the EU security and
defence interests, without receiving EDF funding’."®

These examples further confirm the impression that
true third-country participation in EDF is theoretically
possible. Moreover, both in Commission explanatory
documentation and at regular seminars and events, the
Commission seems to be sending a clear message that
such participation is welcome — as long as the relevant

rules are complied with."

The View from Outside

the Commission

A number of European experts and stakeholders have
reached a different conclusion to the Commission.
Moreover, numerous research papers have concluded
that while the EDF is theoretically open to true third-
country cooperation, the practical scope for doing so is
very limited.

A 2020 study by GLOBSEC on the issue of third-
country participation in EU initiatives examined the
winners of the 2019 European Defence Industrial
Development Programme, the precursor programme
from which most of the EDF’s rules are derived. It refers
to Commission publicity materials stating that the win-
ners included ‘four participants controlled by entities
from Canada, Japan and the U.S." However, these
were all EU-based entities controlled by third countries,
rather than true third-country entities. The Commission
has not identified any examples of true third-country
participation in any of its EDF publicity materials.

The same study also observed that although the
EDF is, in theory, open to true third-country entities,

some of the rules make such participation extremely
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unattractive. One of the issues it highlighted was the
‘provision stipulating that the outputs of research
and essentially the intellectual property rights should
remain within the EU’, which the study describes as
“particularly contentious” and "prohibitive’.'® The study
ultimately concluded that true third-country entities
would need to carefully ‘assess whether it is worth
investing in the projects without having much control
over them and their outcomes’.”

A 2020 report by the Polish Institute of International
Affairs similarly notes that ‘non-EU firms will not be
allowed to receive funds, freely use the intellectual
property developed in the supported programmes,
or gain access to classified information’ and, as such,
‘these regulations will make it extremely difficult
to access EDF'.®® The French Institute for Strategic
Research at the Military School came to a similar con-

clusion in 2022, while in 2023 a study from the Centre

Article 9 - Eligible Entities

Article 9 of the EDF regulation specifies the legal enti-
ties that are eligible to participate in the EDF. The
baseline stipulation is that EDF recipients and sub-
contractors must be based in the EU; must undertake
the work in the EU; and must not be subject to control
by an entity (typically meaning a government or a
parent company) outside the EU.*® This would seem
to exclude participation by true third-country entities.
However, Articles 9.4, 9.5 and 9.6 set out three possi-
ble exemptions.

Article 9.4 relates to entities that are located within
the EU but controlled by a third country or a third-
country entity. The latter scenario would typically
apply to EU-based companies that are subsidiaries
of parent companies with their headquarters located
outside the EU. This article explains that such entities
can be eligible to participate in the EDF — and receive
funding - as long as certain guarantees are provided.
However, since this article relates to entities located
in the EU, they are not ‘true third-country entities’ as
defined in this study. Nonetheless, EU-based entities
that do not meet the guarantees specified in Article
9.4 are effectively treated like true third-country enti-
ties, in which case Article 9.6 applies.

Article 9.5 deals with the possibility that an EU-based
entity may want to use facilities, assets, resources or
infrastructure that it owns, which are located outside
EU territory, for an EDF project. This could apply when

for Security, Diplomacy and Strategy of the Brussels
School of Governance similarly noted that the EDF ‘is
overwhelmingly geared to supporting EU rather than

non-EU producers’.”?

Analysing EDF Third-country Rules
Several articles of the EDF regulation must be examined
when assessing whether a true third-country entity can
be considered eligible to participate in EDF projects.

To fully understand the requirements mentioned in
Article 9.6 it is necessary to consider the two Articles
that it references — Articles 20 and 23. These set out the
rules for the ownership of the ‘results’ of EDF projects.
Article 20 addresses the results of research actions and
Article 23 those of development actions.?

Within these Articles, subsections 20.3 and 23.2 have
the greatest impact on true third-country entity partici-

pation in EDF projects.

an EU-based company has subsidiaries located outside
the bloc that it wants to involve in a project. The regu-
lation says that use of such third-country facilities is
only allowed if there are no viable alternatives availa-
ble within the EU and certain other conditions are met.
Furthermore, if such a third-country facility is used, the
element of the project performed by this entity would
not be eligible for funding.

Article 9.6 addresses the participation of true
third-country entities in the EDF, indicating that it is
possible for them to take part, so long as five conditions
are met:¥

B Participation must not contravene the security
and defence interests of the EU or its Member
States.

B It must be consistent with the overall objectives
of the EDF (as set out in Article 3).

B It must comply with Article 20 (applicable to
research projects) and Article 23 (applicable to
development projects).

B The third-country entity must not have any
unauthorised access to classified information
pertaining to carrying out the action.

B Potential negative effects over security of supply
of inputs critical to the action are to be avoided.

Article 9.6 also notes that true third-country entities
are ineligible for EDF funding.

10 The International Institute for Strategic Studies



Articles 20.3 and 23.2

Exclusion of Any Third-Country Controls or
Restrictions on Results
These articles are virtually identical, which means that
the same rule applies to all types of actions under the
EDF. They state that the results of research (Article 20.3)
and development (Article 23.2) actions ‘supported by
the Fund shall not be subject to any control or restric-
tion by a non-associated third country or by a non-
associated third-country entity’.*'

The exclusion of any controls or restrictions affects
two areas that are highly relevant to true third-country
entity participation in the EDF — export licensing and

Intellectual Property Rights (IPR).

Repercussions on Export Licensing

All national governments are legally responsible for
managing the flow of goods across their borders, with
controlled items requiring export licences.” Articles 20.3
and 23.2 of the EDF regulation require that third-country
involvement in an EDF project must not lead to any form of
control or restriction by the third country over the ‘results’
of that project. In practical terms, it means that the results
from the project — including any new foreground IPR cre-
ated — must not become subject to any third-country con-
trols or restrictions because of the involvement of the true
third-country entity, or the incorporation of any of the
goods/services it supplies. Furthermore, the use of any of
the true third-country entity’s background IP (intellectual
property) must not lead to any third-country controls or
restrictions over the newly developed foreground IP.

This implies that a third-country government would
need to provide an open and unconditional export
licence for any technology supplied to an EDF con-
sortium by an entity based on its territory. The licence
would need to be open-ended because Articles 20.3 and
23.2 are clearly intended to avoid any possibility that a
third country could constrain the export of future prod-
ucts that incorporate the technologies developed using
the EDF. Third-country governments would therefore
need to guarantee that any export licence provided will
continue to apply in perpetuity.

The primary objective of these articles was to ensure

that any products incorporating technologies developed

using EDF money are protected from US export con-
trols, in particular, the onerous International Traffic
in Arms Regulations (ITAR). These contain extremely
complex and laborious rules that have uniquely wide-
reaching consequences for products that contain any
ITAR-controlled components/technology. One aspect of
ITAR that is considered particularly irksome by many
US allies is that the inclusion of even very small or low-
value components in a non-US product can result in the
entire product becoming subject to US ITAR. Moreover,
even if the ITAR-controlled component(s) are subse-
quently removed, this does not annul the ITAR designa-
tion of the product - it is still deemed to remain under
ITAR control regardless. Indeed, such products are
sometimes referred to as having been ‘contaminated’
due to the inclusion of an ITAR component.?

However, Articles 20.3 and 23.2 are not restricted
to ITAR. They exclude any controls or restrictions that
could be applied by any third country. The constraint
applies even if in practice such controls or restrictions
are unlikely to ever lead to unwanted restrictions, or
where the third country mirrors the EU’s own export
exclusions. For example, the EU currently has a blan-
ket ban on all arms exports to Iran.* To comply with
Articles 20.3 and 23.2, a third-country government
would not be allowed to mirror this restriction in its
export licence for a product supplied by its domestic
industry for use in an EDF project due to the require-
ment to grant an open-ended licence. This might not
appear to be a problem, since the EU has a ban in place
anyway. But the EU could amend or remove its ban at
some future point, whereas the third-country govern-
ment may still want to apply more restrictive measures.
As such, the third-country government is unlikely to
agree to forego its own export controls and depend on
the EU’s approach alone.

These articles clearly require the exclusion of any-
thing that could constrain the future exportability of any
product incorporating a technology developed using
EDF funding. Moreover, the rule effectively requires the
third country to provide a permanent guarantee that it
will not introduce any such controls or restrictions at
any future date.

It is hard to conceive that any government would be

willing to provide such carte-blanche export licences
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A US F-35 displayed at the 2022 Farnborough
International Airshow

to the EU Member States whose industry is participat-
ing in the action, given the strategic weight that export
policy has in defining a country’s foreign and security
policy. Indeed, most Western countries would consider
that they have strict obligations under international
treaties to exercise proper controls over the exports
of defence items from their territory, and they cannot
therefore provide a blanket waiver to the countries
participating in the project.

This requirement is unlike anything previously seen
in multinational cooperative-defence programmes.
Indeed, the EDF’s requirement for third countries to
waive their normal export-licensing controls is uniquely
far-reaching. Even the US does not require its interna-
tional partners and suppliers to provide unconditional
export licences for the goods they supply, with no scope
to rescind them. An example is provided by the Joint
Strike Fighter programme, for which the US does not
require permanent unconditional export licences from
partner countries.” Articles 20.3 and 23.2 are therefore
likely to be significant impediments to cooperation
with third countries.

Nevertheless, there may be circumstances in which
cooperation with a third country could take place with
normal export licences, without automatically contra-
vening this rule. For example, if a true third-country
entity supplies goods or technology that work along-
side an EU system or technology rather than being an
intrinsic part of it, the EU elements alone would argua-
bly not be subject to any third-country control or restric-
tion. Similarly, in cases where a third-country entity’s
component or technology is more embedded into the

core architecture of an EU product or technology, it

may nevertheless still be possible to remove the third-
country element without it undermining the effective-
ness or usability of the residual EU product or tech-
nology.? This raises the question of whether such ability
to remove third-country content would be considered a
valid argument for there being no third-country controls or
restrictions over the residual EDF-supported technology.
The European Commission does not provide any
information on how it applies the EDF ‘no third-
country controls or restrictions’ rule, which makes it dif-
ficult for any EU consortium or third-country entity to
know what is possible. As such, potential participants

are likely to default to the view that no leeway exists.

Repercussions of these Articles on IPR
Although Articles 20.3 and 23.2 were primarily aimed
at avoiding third-country export controls that could
constrain the export of EDF-supported products, they
may also be relevant to IPR. This is because, in any col-
laboration, partner companies will bring some existing
background IPR to the table. In fact, a significant pro-
portion of each participants” background IPR is likely
to become intrinsic to any new foreground IPR cre-
ated during the project. Similarly, they will all expect
to gain some rights over the new IP created over the
course of the project. To operate effectively, each part-
ner will therefore need to provide user rights over its
background IP to the other partners, at least for the
duration of the cooperation activity. It will often also
be necessary to provide ongoing user rights after the
EDF research or development activity is complete. For
example, IPR rights may be needed during production
and/or once a product is in service. User rights may
even need to be provided to cover the possibility of
a partner wanting to use EDF-supported technology
in subsequent products developed entirely indepen-
dently from the other partners.

IP user licences are a form of legal control over a
partner’s use of that expertise and typically come with
restrictions on the extent and scope of applications for
how it can be exploited. Such licences could therefore
be considered by the Commission to constitute a third-
country entity control and/or restriction, and hence dis-
allowed by Articles 20.3 and 23.2. This would clearly

make true third-country cooperation very difficult.
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However, a possible mitigating factor is present on
the EDF application form.” This requires bidders to
confirm that any background IP needed to carry out
the project will not be subject to third-country controls
or restrictions ‘in such a way that the action cannot
be carried out’.?® This suggests that if a third-country
entity was to provide background IP user rights to
its partners that fully empower them to undertake
their part of the action, this may be deemed sufficient
in terms of compliance with the ‘no third country
controls or restrictions’ requirement. However, this
interpretation has not been tested and would need

confirmation from the Commission.

Articles 20 and 23: Additional Subclauses
None of the other subclauses of Articles 20 and 23 spe-
cifically refer to third countries. However, some still

have direct or indirect relevance:

Article 20.1: EDF Results are Owned by EU-
based Recipients of EDF Funding
Article 20.1 states that:

The results of research actions that are supported by
the Fund shall be owned by the recipients generat-
ing them. Where legal entities generate results jointly
and where their respective contributions cannot be
ascertained, or where it is not possible to separate
such joint results, the legal entities shall have joint
ownership of the results.”

Reference to 'recipients’ in the first sentence is impor-
tant from a true third-country perspective, because in
Article 2 of the EDF regulation, recipients are defined
as participating entities that are eligible to receive EDF
funding. Since true third-country entities are ineligible
to receive funding, this implies that third-country enti-
ties are also precluded from owning any of the results
or IPR from an EDF research project. However, the arti-
cle makes no specific reference to third countries, which
leaves open questions over how true third-country-
entity involvement would be dealt with in terms of IPR.
For instance, the article has no information on whether
a true third-country entity could co-own any IPR it
jointly develops with one or more of the funded EU par-

ticipants. Furthermore, since the article does not state

that recipients must exclusively own the IPR, it even
raises the possibility of co-ownership with a true third-
country entity.

In cases where jointly developed results cannot, from
an IPR perspective, be easily attributed to individual
participating entities, Article 20.1 requires that own-
ership be shared among the participants involved in
jointly developing them. The article refers to the shar-
ing of results between ‘legal entities’ rather than ‘recipi-
ents’. This matters, because although true third-country
entities cannot be recipients, they do fall within the defi-
nition of legal entities. As such, it may be possible for
true third-country entities to be accorded joint owner-
ship of relevant IPR, although this has never been tested
with the Commission.

Article 20.1 only addresses research actions, with
Article 23.1 being the corresponding article for devel-
opment actions. However, in contrast to Article 20.1,
Article 23.1 makes no statement on which entities
will own the results of development actions. The only
purpose of Article 23.1 is to clarify that the EU itself
will not have any claims or rights over the results or
IPR from development actions, and it does not place
any explicit constraint on true third-country owner-
ship of the results of development actions. This sug-
gests that third-country involvement may be easier
in development actions than in research actions from

an IPR perspective.

Articles 20.2 and 23.5: Direct EU Procurement of
the Output from EDF Actions

Article 20.2 allows the Commission to use the EDF to
directly procure goods or services. Article 23.5 is the
corresponding article for development actions, but
only applies to the procurement of studies. Article 20.2
states that where EU direct procurement is used, it
will automatically own the results (for research actions
only). Furthermore, all Member States will have the
right to access those results. However, since the EU
does not currently procure defence goods, almost all
EDF actions are likely to be in the form of grants. As
such, unless the EU itself starts to procure defence
goods in the future, this article is unlikely to be a

concern for third countries.
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Articles 20.4 and 23.4: EDF Results Cannot be
Exported Wholesale Outside the EU

Without Penalty

These articles require EDF funding recipients to notify
the Commission in advance if they are proposing to
transfer the ownership of relevant IP developed using
EDF funding to a third country (or to grant an exclu-
sive licence to a third country). As things stand, and
since true third-country participants in the EDF can-
not be recipients or receive funding, this article should
not affect any IP they create independently of the EDEF-
created IP.

Articles 20.5 and 20.6: Requirement to Produce
and Make Available a ‘Special Report’ to All
EU Member States

In its original draft EDF regulation, the Commission pro-
posed that the results of EDF research actions should be
made available to all EU Member States. This require-
ment was transposed from the EU’s Horizon 2020 civil
research programme. However, during the consultations
undertaken as part of the legislative process for the EDF
regulation, defence-industry representatives indicated
that such wide disclosure of sensitive defence IP would
be inappropriate. Ultimately, a compromise was reached
whereby EDF participants would instead produce a spe-
cial report that would be made available to Member
States. The report must provide some details about the
project actions, but explicitly excludes any requirement to
provide details on results or IP. There is no correspond-
ing requirement for a special report to be produced for
development actions. Since no IP is included in these
special reports, it should not be a significant concern for

third countries.

Article 20.7: EU Rights to Access Results from
Research Actions

The article specifies that the EU will have certain limited
rights to access IP developed within research projects. It
requires project participants to grant the Commission
(and potentially other EU bodies), on request, access
to the results — including the IP developed during the
action - in order that they can analyse them for ‘the
purpose of developing, implementing and monitoring

existing Union policies or programmes’.®

The ability of the Commission, and potentially other
EU bodies, to demand access to potentially sensitive
defence IPR may lead to problems in projects where true
third-country participants are involved, since it would
require them to seek export licences from their relevant
parent government, which may prove problematic.

There is no corresponding article for development
actions. The difference reflects the fact that EDF research
actions are (nominally) fully funded by the EU, whereas
for development actions, the EDF only provides a pro-
portion of the funding. On this basis, the Commission
considered it appropriate to retain access rights to the
results and IP from research actions, but not from devel-
opment actions.® In this case, it again appears that true
third-country participation in development actions may
be more feasible and/or attractive than participation in

research actions.

Article 20.8: Commission IPR for
Pre-commercial Procurement Actions

Article 20.8 relates to actions expected to lead directly
to procurement by the EU. Another long-standing
facet of the Horizon 2020 programme, this rule was
simply transposed into the EDF. The IPR rules for pre-
commercial procurements actions are particularly far-
reaching and were seen as onerous by defence indus-
try in consultations during the development of the EDF
regulation. However, given that the EU does not pro-
cure defence equipment, there are unlikely to be any
significant pre-commercial procurement actions under
EDF, at least in the near term. IPR requirements under
pre-commercial procurement actions are therefore

unlikely to be a concern for true third-country entities.

Article 20.9: Member State Export Controls
Will be Unaffected by EDF

When the EDF regulation was being negotiated, some
EU Member States expressed concern that EU institu-
tions could acquire a new export-control role for EDF-
supported products or technologies. Article 20.9 was
included to make clear that the EU would not acquire
any such rights. Since third-country governments may
have been similarly concerned about potential EU involve-
ment in export decisions for relevant products, this arti-

cle is likely to be seen positively by them, although the
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aforementioned requirement to waive export controls may

still discourage participation.
Article 9.6: Other Conditions

Consistency with the EU’s Security and
Defence Interests and the Overall Objectives
of the EDF

Article 9.6 sets out two basic pre-conditions for true
third-country participation in the EDF. These require
that any such involvement does not contravene the EU’s
or Member States” security interests and is consistent
with the overall EDF objectives (as set out in Article 3).%

These conditions are likely to be relatively low barriers
to entry for any true third-country entity seriously inter-
ested in participating in EDF projects. Such entities are
likely to be based in countries whose values are closely
aligned with those of the EU; indeed, most are likely to
be non-EU NATO allies. Moreover, EU-based partners
are only likely to invite a third-country entity to join
their consortium if they believe its involvement would
significantly enhance the viability of the project, both
in terms of bringing expertise and in the form of extra
funding coming from the entity’s parent government.
The third-country government would also be expected
to commit to, or at least demonstrate serious interest in,
procuring the product(s) ultimately produced.

These aspects would enhance the project and increase
its chances of success. As such, these conditions should not
represent a significant barrier to true third-country entity
participation in EDF projects. However, there is the possi-
bility that these rules could complicate any potential inclu-
sion of countries not aligning with the Common Foreign
and Security Policy of the EU. As such, Turkish entities
might have difficulties in participating in EDF projects due
to EU and Member State concerns over the degree of align-
mentbetween Turkiye’s and the EU’s foreign- and security-

policy interests, including Ankara’s position on Cyprus.

No Unauthorised Access to

Classified Information

Article 9.6 further specifies that third-country enti-
ties must not have any unauthorised access to classi-
fied information relating to the implementation of the

action. This condition is unlikely to be a problem for

those third countries that currently have a Security of
Classified Information Agreement with the EU.» It is
true that the Commission may require assurances in
relation to any disclosure of such classified information
to industrial entities wanting to participate in an EDF
action, since such agreements apply at the EU-national
government level. However, such entities will normally
be subject to security clearances approved by their own
government, particularly in non-EU NATO countries.* As
such, it seems unlikely that the Commission would impose

significant additional requirements beyond these.

Security of Supply Concerns

In Article 9.6, EU authorities have also tried to safe-
guard against introducing supply-chain dependencies
that could negatively affect an EDF project, by saying
that ‘potential negative effects over security of supply
of inputs critical to the action shall be avoided.” For
third-countries this is potentially problematic, espe-
cially since the EU does not spell out what constitutes
an input critical to an action. Similarly, it is unclear how
‘potential negative effects over security of supply” will
be assessed, or how serious these would need to be
before they are deemed unacceptable.

This requirement is likely to be more significant for
sophisticated defence entities that operate at the lead-
ing edge of technology, since their contribution to an
action is more likely to be at full partner (“prime’) level
than as a supplier and hence more likely to be deemed
‘critical’. This ambiguous requirement could, therefore,
be a deal-breaker for significant third-country participa-
tion, particularly when it comes to more sensitive capa-
bilities. Ironically these are likely to be the very types of
actions in which non-EU NATO allies and their indus-

try would be most interested in participating.

Other Issues Potentially Impeding Third-
country Participation in EDF Projects

EU Funding is Only Available for

EU-based Entities

The last sentence of Article 9.6 spells out that true third-
country entities are not eligible for EU funding. While
this may not be an issue for third-country partners

that are defence primes, since they are likely to receive
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funding from their own defence ministry, it could affect
companies operating in the supply chain of the primes.
This is likely to strongly disincentivise EU consortia from

including true third-country suppliers in their projects.

The EDF Bonus System
According to Article 13 of the EDF regulation, various
bonuses are available to bidders in EDF-development
actions. Such bonuses can significantly exceed the baseline
Commission funding-levels specified in the call documents.
For example, Article 13.3(b) defines bonuses available
for consortia where small and medium-sized enterprises
(SMEs) have significant involvement. The bonus level
increases if the prime contractors are located in different
countries than the SMEs. This bonus aims to increase the
involvement of smaller companies across the EU, particu-
larly those located outside the Western European countries
where the big defence primes are located.

However, these bonuses act as a disincentive to
cooperation with true third-country entities since their
involvement would dilute a consortium’s ability to

maximise its bonus entitlement.

The EU Has Rights to Carry Out Visits and

Spot Checks

The EDF MGA requires that all participants allow vari-
ous EU institutions “to conduct checks, reviews, audits
and investigations (including on-the-spot checks, vis-
its and inspections)’.* Given the security sensitivities
inherent to the defence sector, third-country entities
and defence ministries are likely to have misgivings
about allowing unknown personnel from various EU
bodies to carry out visits and on-the-spot checks at
defence-industrial facilities. Defence ministries invari-
ably require an advanced security vetting of any visitors
to defence-industrial facilities located in their country,
and resulting permits would normally limit access to
any sensitive materials or data. This may, therefore, act
as a disincentive to true third-country involvement in

EDF projects.

EDF Award Criteria
Al EDF calls are assessed using standard award criteria,
with 6 criteria being the same for research and develop-

ment actions, and two further criteria being applicable

for development actions. The award criteria are set out
in annual Call for Proposals documents.*® Most of the
criteria are unlikely to act as a barrier to participation by
a true third-country entity, as long as the entity would
add significant value and/or know-how to the EU con-
sortium. However, the two criteria listed below and
valid for any type of EDF action could weigh against the
idea of involving a third-country entity in a consortium.

The fourth criterion assesses the extent to which
a bid contributes to ‘the autonomy of the European
defence technological and industrial Base (EDTIB)
by increasing the EU’s industrial and technological
non-dependency from third countries’.¥ However,
the involvement of a true third-country entity must
logically have the opposite effect, in that it can only
increase the EU’s dependence on that third country.
In which case, choosing to involve a true third-country
entity in a consortium appears to inevitably result in
the bid being marked down when it comes to the scor-
ing for this criterion. Furthermore, the greater the level
of third-country involvement, the more it will nega-
tively impact this score and hence reduce that bid’s
chances of winning.

The fifth criterion assesses the extent to which a bid
would lead to the creation of new cross-border coop-
eration within the EU (or associated countries like
Norway). However, since true third-country entities are
clearly not in the EU or in an associated country, their
inclusion in a consortium must automatically reduce
the extent to which their bid would fulfil this criterion.
As such, including a true third-country entity would
inevitably lead to a lower score, and hence reduce the
consortium’s chances of winning.

On this basis, it could be argued that choosing to
include a true third-country entity in a consortium is the
same as having a handicap in the evaluation processes.
Given how competitive the EDF calls have proven to be
so far, it would be illogical for EU partners to include
a true third-country entity in their consortium — unless
these EU partners considered the third-country entity’s
contribution to be so valuable that the automatic points
deductions incurred via criteria four and five could be
outweighed by the higher scores achieved for other cri-
teria. This seems unlikely to be the case in all but the

most exceptional of circumstances.
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Summary

Despite the Commission’s claims that EDF is open to
true third-country entities, this analysis indicates that
multiple factors are making their participation unattrac-
tive in practice. Indeed, the sheer number of problematic
issues identified above is likely to act as a strong disin-
centive, both for true third-country entities themselves
and their potential EU-based partners, to participate in
EDF actions. On this basis, it is perhaps unsurprising
that the analysis undertaken in Section One revealed
that there had been no true third-country involvement
in any of the 100-plus EDF projects that were awarded
in the 2021 and 2022 programmes.

This section, meanwhile, has shown that some EDF
rules are almost certainly making true third-country
cooperation difficult. The most troublesome rule is
the Article 20.3/23.2 requirement to exclude any third-
country controls or restrictions over the results of EDF
actions. The main impact of this is on export controls,
for which the rule logically requires third-country gov-
ernments to provide unfettered export-control rights,
in perpetuity, for any goods provided by their indus-
trial enterprises. In this respect, the EDF seems to
have adopted a uniquely one-sided approach to mul-
tinational cooperation, unlike that seen in any previous
cooperative defence-development programmes.

This problem is exacerbated by the fact that
the EDF is governed by EU law. This means the
Commission has very little room for manoeuvre
in interpreting this rule. As such, it cannot make
a ‘constructive’ interpretation in cases where the
involvement of a true third-country entity would
cause no significant risk of adverse controls or
restrictions being imposed on the results. Even if the
Commission was of a mindset to apply the rules flex-
ibly, its interpretation could still be challenged by EU
governments or industry, whereupon the ultimate
arbiter would be the European Court of Justice, not
the Commission.

Articles 20.3 and 23.2 may also be causing problems
in respect of IPR. However, since these articles were
originally intended to address export controls, the true

impact on IPR is unclear and remains largely untested.

Two Eurofighters of the Royal Saudi Air Force, displayed at the
2024 World Defense Show

(I1Ss)

Moreover, some interpretations of the text suggest that
the issues may actually be surmountable, particularly
for development actions. This suggests that IPR consid-
erations are likely to be less of a bar to third-country
involvement than the export controls are, although
interestingly most interviewees actually seemed to
think that IPR issues were the bigger problem.

Subsection 6 of Article 9, on the other hand, is likely to
seriously impede true third-country involvement. This
states ‘Potential negative effects over security of supply
of inputs critical to the action shall be avoided’. The con-
cern here is that there is significant ambiguity over what
constitutes an input “critical’ to the action, and in terms of
the threshold used in assessing “potential negative effect’.

Even if each of these issues could be overcome, various
other EDF rules are likely to be making true third-country
involvement unattractive at best. Bonuses for maximis-
ing the involvement of EU-based SMEs/mid-caps in con-
sortia will clearly reduce any incentive to involve true
third-country entities. Similarly, true third-country entity-
involvement in an EDF consortia looks likely to lead to an
automatic reduction in the points available in two of the
standard EDF-award criteria. As such, EU-based entities
are likely to reasonably wonder whether such involvement
is a good idea, given that it would effectively reduce their
chances of winning competitive EDF calls.

While the EDF is, in theory, open to true third-
country involvement, the EDF rules are in practice oner-
ous and unbalanced and are likely acting as a significant
barrier to such participation. As long as the current rules

remain in place, this situation is not likely to change.
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3. The European Defence Fund: Rationale

and Likely Impact

Europe’s major defence industries are based in
France, Germany, Italy, Spain, Sweden and the United
Kingdom; most other countries have a smaller foot-
print, typically dominated by small and medium-sized
Enterprises (SMEs) and mid-caps. European defence
expenditures started to increase after Russia began its
invasion of Ukraine in 2014, reversing the post-Cold
War trend of declining budgets. This trend accelerated
in most EU countries after Russia’s 2022 full-scale inva-
sion, with a large proportion of the defence equipment
bought with the extra money being sourced from out-
side the European Union, from the US in particular.*

Over the decades, uncoordinated procurement
among EU Member States has meant that the bloc’s
armed forces now operate a multitude of differing
military systems. Indeed, cross-border capability-
development cooperation has actually declined since
the end of the Cold War and remains stubbornly below
the 35% target level set in 2007 by states participating in
the European Defence Agency (EDA).*

These factors have hindered equipment standardisa-
tion, reduced inter-operability and made EU capability-
development programmes both more expensive and
less efficient. Simultaneously, the plethora of competing
capability programmes in Europe has meant that few
have been able to reach the scale needed to assure their
economic viability.

In 2022, the EDA disclosed that the aggregate defence
R&D spending of EU Member States was EURg.5bn
(USD1o0.0bn). In contrast, in the same year the US allo-
cation for defence R&D was USD82.7bn.*> The persis-
tently low levels of intra-EU cooperation, and the small
proportion of defence budgets being spent on R&D,
convinced the Union that it needed to intervene to sus-
tain the European Defence Technological and Industrial
Base (EDTIB) and to encourage cooperation.* This led to
various EU instruments being progressively developed
and deployed over the past decade, with the European
Defence Fund (EDF) being the most significant.

EDF Objectives

The EDF’s main purpose is to promote cooperation on
state-of-the-art R&D and future defence technology and
equipment and to strengthen the EDTIB across the EU.
EDF projects must involve at least three entities from
three or more EU Member States, and the involvement
of SMEs and mid-caps across the entire bloc is strongly
encouraged.* Part of the rationale for seeking to deepen
and strengthen cross-border supply chains within the
EU is to enhance security of supply and freedom of
action. This reflects a key goal of the EDF, as stipulated
in Article 3.1 of the EDF Regulation, which is to enhance
the EU’s strategic autonomy. These considerations led
policymakers to seek to insulate EDF activities from any
risk that third countries might be able to exercise con-
trol over, or impose restrictions on, project results, or
that they might hinder the exports of products incorpo-

rating these results.®

European Defence-capability
Development: The Significance of
‘Third Countries’

Multinational cooperation has been an important fea-
ture of European defence-capability development
for decades, encompassing a wide range of formats.
Examples include nations coming together as partners
to co-fund product development, sometimes entirely
within the EU and sometimes with non-EU partners.
Cooperation can also take the form of individual European
prime contractors working with key industrial partners in
international supply chains that, again, often include non-
EU companies. Indeed, there are also numerous examples
of EU companies being key cooperation partners to prime
contractors located outside the EU, particularly US com-
panies. Cooperation can also take the form of cross-border
industrial ties, such as, EU companies that have subsidiar-
ies in multiple countries within the EU and in other coun-
tries (and vice versa), and multinational joint ventures like
MBDA and KNDS.
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A German A400M displayed at the ILA Berlin airshow
in 2022
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Europe’s largest ever multinational cooperative
defence programme is the Eurofighter combat aircraft,
which has four partner nations, including one currently
located outside the EU.* Other examples of coopera-
tively developed products that involve non-EU partners
include the Tornado fighter/ground-attack aircraft, the
Excalibur smart munition, the M2yo Multiple Launch
Rocket System, the A4ooM transport aircraft, the AW101
helicopter, and a number of missile programmes. Many
EU-developed products have significant non-EU sub-
systems and components — the A400M has 40 US sup-
pliers — while conversely many non-EU companies have
important EU-origin components and subsystems in
their products.” For example, the Lockheed Martin F-16
fighter aircraft has a widely dispersed European sup-
ply chain, and the M1 Abrams main battle tank uses a
Rheinmetall 120mm gun under licence.

At the industrial level, major EU defence companies like
Airbus, Leonardo, Rheinmetall and Thales have important
subsidiaries and/or joint ventures (JVs) in non-EU coun-
tries such as Switzerland, the UK and the US. Conversely,
numerous non-EU companies like BAE Systems, General
Dynamics, Lockheed Martin, Rolls-Royce and RTX have
key subsidiaries located in the EU. Many of these are con-
sidered to be a crucial element of their ‘parent country’s’
defence-industrial base. For instance, Europe’s largest mis-
sile supplier, MBDA, has UK company BAE Systems as
one of its joint largest shareholders.

As discussed in Section Two, the EDF’s third-country
rules have erected new barriers, making cooperation
between EU and non-EU partners potentially more
difficult. Indeed, if the influence of the EDF grows,

without regulatory change the number of cooperative

activities with true third-country partners and suppli-
ers is likely to atrophy over time. Similarly, the syner-
gies that defence companies aim to realise across their
subsidiaries are likely to be harder to achieve where
those entities are separated by the EU border. This could
have a significant negative effect on inward defence-
industrial investment into the EU, and on the quality of

the products produced.

The Growing Significance of
the EDF
Evidence from the first three rounds of EDF calls, covering
2021-23, suggests that the programme is proving popular
with EU industry. Calls have been highly competitive, with
far more participants competing than the number of pro-
jects awarded. For example, in the 2021 EDF round of calls,
142 proposals were received from competing consortia,
from which 60 projects were ultimately awarded, drawing
EUR1.2bn in funding. The winning consortia had a total
of 692 unique legal entities in their teams, covering 26 EU
Member States (and Norway), of which 43% were SMEs.*
In 2022, when the funding level was a slightly lower
EUR832m, 134 proposals were received for the 41 projects
that were launched. The winning consortia that year had
550 legal entities in their teams, 39% of which were SMEs.*
This means that of the total of 276 bidding consortia in 2021
and 2022, 175 were unsuccessful. Despite a large propor-
tion of bidding consortia losing out and the complexity of
the process, there does not seem to have been a decline in
interest in more recent calls: the 2023 calls saw a record 236
proposals for the planned EUR1.03bn in EDF funding.*
The EDF’s priorities are set out in an annual work pro-
gramme, which specifies the capability and technology
areas to be funded and the available budget per action.” It
is already clear from the 155 projects launched in the 2021,
2022 and 2023 calls that the EDF is addressing a very broad
range of military capabilities, encompassing all domains:
air, land, sea, space and within the electromagnetic spec-
trum, including cyber. The EDF is also addressing some
of the most challenging, complex and sensitive defence-
technology areas, including missile defence, combat air
and artificial intelligence and autonomy. Initial sugges-
tions that the EDF would only ever address the less sen-
sitive peripheral technologies are therefore proving to
be unfounded.
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Figure 3.1: EDF: total allocated and expected budget per type of action, 2021-27
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Note: The expected budget for research and development actions of the 2024 allocation is EUR1.1bn

Sources: European Commission, directorate general for defence industry and space, https://defence-industry-space.ec.europa.eu/index_en

The total EDF budget for the period 2021-27 is just
under EURS8bn, equating to an average of EUR1.14bn
per year. The EU has awarded EUR3.06bn to projects in
the three years to 2023, with a further EUR 1.1bn to be
allocated for 2024 EDF calls.”> That means Brussels will
have already earmarked around 53% of total EDF fund-
ing by the end of 2024.

According to the EDA, France and Germany account
for the majority of the total EURg.5bn aggregated R&D
spend of EU Member States.”® The EDF’s annual average
funding of EUR1.14bn represents about 12% of total EU
R&D expenditure. However, the EDF only provides a
proportion of the overall funding for development proj-
ects, with the participants or their national governments
required to provide the remainder. Taking national
contributions into account, the EDF’s direct impact is
likely to be nearer to 15% of EU defence-R&D spend-
ing, making the EU a more significant ‘player’ than 25
of the 27 Member States, particularly when it comes to
cooperative R&D.

The EDF is also likely to have the effect of indirectly
multiplying EU R&D activity. For example, some consortia
that form to pursue EDF funding will inevitably end up not
winning it. Even so, some of their propositions are likely
to be well-founded and have the backing of their national
governments. As such, a significant proportion are likely
to go on to receive national funding even without EDF
money. Equally, some of the industrial ties established to
pursue EDF calls may outlast those efforts, with the com-
panies going on to partner again in future unrelated devel-

opments.* Finally, the EDF is prompting companies to

seek out partners for cooperative opportunities, and
some of those cooperation discussions may ultimately
lead to a decision to proceed without even pursuing
EDF funding. This indicates that the EDF is having a
more significant structuring impact on the EDTIB than
the EDF base budget may suggest.

Nevertheless, the EDF faces significant headwinds.
For example, while the EDF accounts for a significant pro-
portion of overall EU R&D funding, the majority is still
controlled by individual Member States. Furthermore,
despite the recent increases in most EU members’ defence
spending, much of the extra cash is being spent on equip-
ment acquisitions rather than on R&D. According to EDA
data, spending on off-the-shelf acquisitions increased
by 7% between 2021 and 2022, while the sum spent on
defence R&D fell by almost 2%.% Furthermore, acquisi-
tions from outside the EU continue to account for a sig-
nificant proportion of the overall spend, with one study
even claiming that 80% of new orders announced by EU
countries between June 2022 and June 2023 went outside
the EU. In contrast, IISS analysis on selected platform-
procurement contracts from February 2022 to September
2024 indicates that 52% of costs contracted by NATO
Europe was directed to European systems.™

This suggests that, while increased national-defence
budgets have boosted investments in EU industrial
capabilities, the more significant effect has been to
increase unilateral defence procurements, in effect lead-
ing to more uncoordinated off-the-shelf acquisitions
designed to quickly fill capability gaps. This runs the

risk of undermining the core EDF aim of increasing
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Figure 3.2: Defence equipment procurement and defence R&D expenditure (2022 constant prices)
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the level of equipment commonality among Member
States and expanding defence-industrial-production
capacity in the EU. Off-the-shelf procurements from
outside the Union will undermine this ambition; the
purchase relates not simply to the platform but also to
the supporting parts and maintenance agreements for
equipment, much of which could remain in national
inventories for decades. Such agreements could dimin-
ish EU nations” commitment to cooperative develop-
ment programmes.

The interviews undertaken for this research paper
also revealed that the EDF rules and procedures are
considered to be overly complex and costly to navigate.
Some of these rules and procedures are also leading to
outcomes that are at odds with proven best practice
for cooperative development. For example, the EDF
seems to be driving industry to form large consortia in
the belief that this enhances their chances of winning
EDF tenders. The consortia that won in the 2021 and
2022 EDF rounds had, on average, 20 funded entities
per project.”” The trend was marginally reversed with
the 2023 EDF round that had a slightly lower average of
17 entities in each project.’® This is despite it being well
known throughout the defence industry that defence-
capability cooperation works best with a small number

of partners. Consortia operating with large numbers of

partners can face additional difficulties in project execu-
tion due to factors such as the difficulty of agreeing on
common requirements, misaligned national budgets
and varying procurement approaches, along with the
challenges of working with diverse cultures, languages,
procedures and competences.

Another concern for industry and Member States
is that the EDF operates with an annual work pro-
gramme. This makes it difficult for industries and
national-defence ministries to make long-term
plans and investment commitments. Since 2022, the
European Commission has published a multiannual
planning document as part of the release of informa-
tion in support of that year’s EDF call for proposals.
This provides information on the EDF’s likely focus
areas in the following years, with the aim of helping
planning in Member States and in industry.” However,
this multiannual planning document is indicative and
does not constitute a binding commitment for the
Commission. Nonetheless, even if this is not ideal, it
represents a significant improvement from the earlier
Preparatory Action on Defence Research (PADR). A
2023 report from the European Court of Auditors said
that because the PADR lacked a multiannual planning
document, this hampered the planning in Member

States and industry.
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Map 3.1: Europe regional defence spending (USDbn, % ch yoy)
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Another risk identified in interview responses
is the low levels of funding required from Member
States for EDF development projects. The concern
expressed is that, if Member States are not required
to commit significant funding alongside the EDF
money, they may be less likely to commit to pro-

curing the products that ultimately emerge. EDF

funding may, as a consequence, be seen by industry
as somewhat peripheral to their R&D activities and
not so important that it could influence the compa-
nies’” product-development strategies. This might
change if there is a better connection between the cur-
rent EDF R&D projects and the Member States” own

funding allocations.®!
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Boosting the EDF through other
EU Initiatives

A number of other EU instruments affect the defence-
industrial domain. These have the potential to magnify
the EDF’s overall impact on cooperative R&D and ulti-

mately on the EU defence market.

Permanent Structured Cooperation (PESCO)
PESCO was launched in 2017 to encourage cooperation on
defence projects between small groups of EU countries.> A
key aim was to overcome the inertia caused by the require-
ment for unanimous agreement from all 27 EU countries
on defence and foreign-policy matters.

Although PESCO itself does not provide any fund-
ing, the EDF offers a 10% funding uplift for any EDF
project that has a corresponding PESCO project. There
is therefore added incentive to participate in an EDF
project when there is a corresponding PESCO project.
This financial connection may explain the growth in
PESCO projects from the 17 announced when it was
launched, to the 68 in 2024. It seems likely that some
recently launched projects were initiated with the primary
motivation of maximising the return from EDF projects.

PESCO’s third-country rules largely mirror those
of the EDF. However, one important difference is that
when a non-EU country associates to the EDF, it is effec-
tively treated like an EU member, which means that the
third-country rules no longer apply. In contrast, when
a country joins a PESCO project, it must adhere to the
PESCO third-country rules. This results in a curious
situation in which a country that has associated to the
EDF could find that its industry is exempt from EDF’s
third-country rules for any project it participates in, but
still has to comply with contradictory and disadvanta-
geous rules of a corresponding PESCO project it joins.

By way of example, Article 3(d) of the PESCO rules
states that any third-country participation must not lead
to any ‘dependencies’ on that state. Logically, a country
choosing to associate to EDF does so with the express
purpose of ensuring that its industry is intrinsically
involved in any capability-development project that it
joins. In most cooperative activities, this would mean
all partners would end up having co-dependencies.
However, PESCO's third-country rules seem to prohibit

this, potentially deterring countries that associate to the

EDF from joining corresponding PESCO projects. In
turn, this may mean that its industry is then deemed

ineligible for the relevant EDF bonus.

Horizon Europe

The EU’s large civil research programme, Horizon
Europe, has a budget of EURg5.5bn for the 2021-27
period.® Despite its purely civil focus, some of the tech-
nologies it addresses will likely be applicable to defence
applications. For instance, both Horizon Europe and the
EDF have projects in cyber, security and space research,
which makes Horizon Europe particularly relevant
where it may be funding projects incorporating tech-
nologies of relevance for EDF activities. Indeed, access
to multiple sources of funding could make the use of
EDF even more attractive to EU-based industry.

The European Commission published a consultation
paper in 2024 examining how and whether Horizon
Europe could, in future, be used to fund dual-use tech-
nologies, which would further enhance its multiplier
effect on EDF activities.

Horizon Europe has a more open approach to asso-
ciation than EDF, and some third countries are already
actively involved. However, this could cause difficulties
for technologies that have defence applications, given
that the third countries would not be able to join any
subsequent EDF project using the technology devel-

oped with Horizon Europe funding.

European Defence Industry Reinforcement
through common Procurement
Act (EDIRPA) and Act in Support of
Ammunition Production (ASAP)
Russia’s 2022 full-scale invasion of Ukraine prompted
the European Commission to launch two new instru-
ments in 2023, seeking to bolster the EU’s defence-
industrial base. EDIRPA has a EUR310m budget and is
used to part-fund cooperative procurement by Member
States of EU-originated defence equipment.®* ASAP has
a EUR500m budget to support the expansion of the EU’s
production of ammunition and missiles.®® Considered
short-term emergency measures, both of these two
instruments only have a two-year lifespan.
Nonetheless, they have both broken new ground for
the EU, with EDIRPA addressing the later phases of the
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product lifecycle which fall outside of those addressed
by the EDF. Conversely, ASAP subsidises investments
in EU defence-industrial capacity. EDIRPA is likely to be
seen as highly complementary to the EDF, given that it
only funds products that originate from the EU.% ASAP
has a more limited focus on ammunition and missiles,
but will nevertheless encourage EU defence companies
to invest in these areas. Third-country involvement in
ASAP is entirely precluded, while EDIPRA allows a lim-
ited level of third-country involvement in supply chains.
Although these instruments may have relatively
small budgets, they send a signal that the EU is intent
on adding new instruments that complement and pro-
vide pull-through from the EDF. As such, they are likely
to encourage interest from industry and Member States

in using the EDF for the development of new products.

Defence Equity Facility (DEF)

In early 2024, the European Commission and European
Investment Fund (‘EIF’, majority owned by the
European Investment Bank) announced the launch
of the DEF.¥ Backed by EUR100m from the EDF and
EUR75m from the EIF, the DEF aims to significantly
expand the investments from private-equity and venture-
capital funds located in the EU (and Norway) in SMEs and
mid-caps developing dual-use technologies within the EU.
The goal is to mobilise private investment to raise the over-
all funding pot to EUR500m in support of EU companies
(non-EU companies are excluded). Links to the EDF are
likely to be limited given the dual-use nature of the DEEF,
but there may nonetheless be some complementarities

which could spur greater interest in the EDF.

European Peace Facility (EPF)

Launched in 2021, the EPF is an off-budget instrument
(a fund outside the Union’s multiannual budget) that
is funded directly by Member States.® After February
2022, the European Council identified Ukraine as ben-
eficiary of the EPF so that the instrument could be used
to reimburse EU countries for transferring defence
materiel in their national inventories to Ukraine. More
recently, as part of the EU’s three-track Ammunition
Plan agreed in May 2023, EUR1bn has been allocated
from the EPF budget for joint procurements of 155mm

ammunition and missiles. This was the first time that an

EU instrument had been used to co-fund the procure-
ment of EU-produced defence equipment.

In March 2024, Member States agreed to create a ded-
icated Ukraine Assistance Fund (UAF) under the EPF.%
This could have a significantly greater near-term impact
on the EU defence market than the other EU instruments
discussed above. The UAF will progressively switch its
focus from reimbursing materiel transfers to Ukraine
from national stocks to part-funding joint procurements
of EU-produced military equipment, with an expected
reimbursement rate of 43%.” The effort was launched
with a EUR5bn budget for 2024, which could grow into
a EUR20bn fund over four years as originally proposed
by the EU’s high representative for foreign affairs and
security policy, Josep Borrell. The EPF’s funding level is
set to be further boosted by the use of windfall profits
from sanctioned Russian assets to fund the improve-
ment of the Ukrainian armed forces. Ninety percent of
the first EUR1.5bn of profits transferred to Ukraine is being
used to part-finance the acquisition of military equipment
from EU Member States and improve Ukraine’s national-
defence technological and industrial base.”” This level of
funding is large enough to have a significant impact on
defence procurements by EU members. It would also, in
effect, impose a tariff on the procurement of competing
non-EU systems. As a result, the EPF has the potential to
steadily enhance the attractiveness of the EDF over time, as

finished products emerge from the programme.

European Defence Industrial Strategy
(EDIS) and European Defence Industry
Programme (EDIP)

In March 2024, the EU launched its first-ever com-
prehensive European Defence Industrial Strategy
(EDIS) along with a proposed funding instrument, the
European Defence Industry Programme (EDIP).”? EDIP
aims to build on the temporary EDIRPA and ASAP
instruments, widening their scope to encompass all
defence capabilities as well as incorporating additional
industry support mechanisms. The initiatives include
ambitions to increase the procurement of EU-originated
products by Member States and to increase collab-
orative procurement. The strategy includes a target to
increase collaborative procurement to 40% by 2030. This

is ambitious, given that in 2007, EDA Member States set
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a target to increase collaborative procurement to 35%
from the 18% level seen at that time. But collaborative
procurement has remained stubbornly low, dropping to
11% in 2020 before rebounding to 18% in 2021.” This
suggests that there will need to be significant EDIP
incentives for it to generate the desired effect.

The European Commission announced that EDIP
would have a budget of EUR1.5bn in the EU’s current
seven-year budget cycle, which started in 2021. EDIP
funding will be deployed after the EDIRPA and ASAP
instruments come to an end in 2025 and will run until
the end of 2027.7* This equates to an average funding
level of EUR6oom per year, which would only represent
1.25% of total defence-procurement spending of EU
Member States in 2022.”> On its own therefore, this level
of funding is unlikely to have much effect on Member
States’ EDIP

includes various other incentives and funding mecha-

procurement preferences. However,
nisms that could bolster the attractiveness of collabora-
tive procurement. These include proposals to exempt
qualifying joint procurements from valued added tax;
improved access to finance for EU defence companies
(including removing, by the end of 2024, the European
Investment Bank’s long-standing lending exclusions for
defence); tapping into venture-capital investment; and
clarifying the rules of EU structural funds and other funds
to enable their use for defence-industrial applications.

More broadly, EDIP is becoming a test for the level of
EU funding that is required to convince Member States to
procure jointly rather than unilaterally. Little data exists to
inform this thinking, but the failure to increase the num-
ber of joint procurements, over 20 years of previous EU
attempts, illustrates the scale of the challenge. It seems
unlikely that EU subsidy levels of less than 10% of the over-
all cost of a procurement would have much impact; levels
may have to be as high as 20%. At the 40% target set in EDIS
for collaborative procurement — and working off the 2022
total EU defence-procurement figure of EUR48bn — this
would suggest EDIP funding levels over the next seven-
year EU budget cycle (2028—34) of EUR13.4bn at a 10% sub-
sidy level, or at EUR26.9bn with a 20% subsidy level.

Mockup of the EURODRONE shown at ILA Berlin 2022.
EURODRONE received funding under the EDIDP precursor
programme of the EDF and is expected to receive additional
funding under the EDF
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In truth, EDIP was never likely to secure a big
budget in the middle of a tight multiannual finan-
cial framework. However, the EU’s former commis-
sioner covering defence industry and space, Thierry
Breton, called for a much bigger EDIP budget in the
next EU budget cycle, which starts in 2028.7° Some
Member States, including heavyweights Germany
and France, have indicated reluctance to support a
very large EDIP budget.”” Perhaps anticipating this
pushback, some other Member States are suggest-
ing that EUR100bn should be raised for EU defence
funding through new borrowing in the form of
defence bonds.”

Although EDIP’s short-term funding level is small
and its long-term funding remains speculative, its array
of procurement and industrial-investment instruments
are likely to deepen the Commission’s role in the EU
defence market. The existence of a long-term instru-
ment incentivising joint procurement of collaboratively
developed EU products is also likely to bolster the
appeal of the EDF, given its explicit purpose to catalyse
the development of such products. Indeed, the EDIP
and the growing portfolio of other EU instruments rel-
evant to the defence-industrial domain should mean
that the EDF’s impact will grow significantly over time
and could become far more significant than its current

EURS8bn budget might suggest.

The Impact of the European Defence Fund on Cooperation with Third-country Entities 25



4.The European Defence Fund’s Effect
on Cooperation with Third Countries and
International Organisations

Official assessments of the European Defence Fund'’s
(EDF) third-country rules by third countries themselves
all conclude that they act as significant barriers to coop-
eration with non-European Union allies. For example,
in 2019, the United States government sent a strongly
worded letter to the EU asserting that the (then still-
planned) EDF rules would impose onerous terms on
third countries in terms of Intellectual Property Rights
and export controls, disincentivising cooperation.”

In 2020, the UK government published a letter high-
lighting similar concerns: ‘EDF-funded actions will be
subject to restrictions on third-party access, particularly
in relation to intellectual property rights and export
controls [...] It remains to be seen how this will work in
complex pan-European supply chains.”®* More recently,
a UK Ministry of Defence official told a parliamentary
committee that “we have significant concerns regard-
ing those third-party rules. Therefore, our assessment
is currently that the provisions around the EDF and
third-party involvement would not meet what we or
UK industry need.’®!

Given the difficulty of working with EU instruments
like the EDF, along with the lack of an agreement on
EU-UK defence cooperation, in recent years the UK has
sought to cooperate more on defence through NATO
and its bilateral relations with key European partners.
Despite this, there have been few instances of new
capability-development cooperation between the UK
and European partners; indeed cooperation still tends
to be focused on areas where there is a long history of
cooperation, such as in missiles and combat aircraft.

The US letter to the EU also pointed out that instru-
ments such as EDF and PESCO run counter to suc-
cessive EU-NATO declarations which encourage ‘the
fullest possible involvement of NATO Allies that are not
members of the EU in [the EU’s defense initiatives]’.%
The UK Government also published concerns regard-

ing the EU-NATO relationship in a response to a

KNDS Enhanced Main Battle Tank (EMBT) technology
demonstrator displayed at the 2022 EUROSATORY

(IISS)

Parliamentary Select Committee enquiry, indicating
that the Government has discussed with the EU ‘how
we can enhance NATO-EU cooperation and strengthen
Europe’s defence industrial base for our mutual benefit
.. it is crucial that EU defence initiatives do not cre-
ate barriers to defence cooperation between European
allies’, adding that competing initiatives ‘risk higher
prices and less capable solutions that ultimately weak-
ens European defence.®
Given that the EDF is the EU’s flagship defence-
industrial initiative, the absence of true third-country
involvement in EDF projects casts doubt on the degree
to which the aspiration for the “fullest possible involve-
ment of the NATO Allies that are not members of the

EU inits initiatives” has thus far been seriously pursued.

NATO’s role in Defence

Capability Development

NATO plays a significant role in setting capability-
requirement priorities for its members. The NATO
Defence Planning Process defines the future military-
capability needs of the alliance and allocates targets
for each member to build into their national-defence
capability plans. NATO encourages cooperative acqui-

sition and/or development where appropriate, but has
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traditionally left it to alliance members to determine
how to acquire capabilities.

NATO undertakes some commonly funded pro-
curements itself, largely focusing on basic enablers
like information technologies and capabilities deemed
essential for inter-operability, particularly during
military operations. However, the common budget for
these is relatively small, at EUR1.3bn in 2024.%

A small number of NATO “High Visibility Projects’
have been established, which bring together Alliance
members, on a voluntary basis, to cooperate on devel-
opment and/or the procurement of certain capabilities;
these include the acquisition of the Boeing E-3A Sentry
Airborne Early Warning and Control aircraft.®> These
are entirely funded by the participating Alliance members,
rather than from NATO’s common-funding budget, which
inevitably limits the incentive for alliance members to join
these projects, and stands in contrast to the funding now
available in EU instruments for EU-based NATO members.

More recently, NATO has launched various initiatives
that seek to accelerate and deepen capability coopera-
tion. Two innovation funds were set up in 2023 to incen-

tivise small enterprises and start-ups to develop defence

applications in the area of emerging and disruptive tech-
nologies.®* However, the funding levels for both pro-
grammes are relatively small, and the EU has set up very
similar instruments, which arguably compete with the
NATO instruments.”

NATO launched a Defence Production Action Plan
(DPAP) in 2023, which aims to speed up joint procure-
ment, boost industrial capacity and increase coopera-
tion. However, unlike the EU’s growing portfolio of
defence-industrial instruments, the DPAP does not
have a common funding pot and, hence, depends on the
willingness of Alliance members to self-fund coopera-
tive actions if these are to progress.

In the EU, the existence of the EDF and other com-
plementary funding instruments could therefore have
a more significant market impact than the DPAP. The
restrictive third-country rules seen in EU instruments
could have the effect of undermining the ambitions
of NATO’s DPAP. Moreover, as the number and budg-
ets of EU defence-industrial instruments increases, these
may increasingly entice EU industry and member states to
work together — on an exclusive basis — and hence act as

an impediment to cooperation with non-EU NATO allies.
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5. The Challenges of Delivering the Goal of
EU Strategic Autonomy

Cooperation between European Union and non-
European Union Member States has been a character-
istic of European multinational capability-development
for decades, so it is valid to ask whether it is realistic for
the EU to “go it alone’ on most future capability devel-
opments, as the European Defence Fund (EDF) and
other EU instruments seem to be advocating.®

Since the concept of strategic autonomy was adopted
into EU defence-industrial policy-thinking in 2013,
EU institutions have focused on reducing defence-
industrial dependencies on external parties in order to
further the Union’s aim of becoming a strategic actor at
the international level, and one able to operate auton-
omously when necessary.® However, the defence-
industrial landscape is unlike any other, with distinct
features and constraints that might make a strongly
EU-centric approach difficult to deliver.

The ongoing battle to obtain and maintain superior-
ity over adversaries’ military systems means that defence
products have become increasingly complex and capability
development increasingly expensive. The improved opera-
tional capability (and increased cost) of modern products
often also means that fewer are seen in national invento-
ries, resulting in shorter industrial-production runs. The
limited market for defence products — with countries tend-
ing to be the only customers — means that the majority of
development funding is provided by governments. It is
widely accepted that few EU countries can now afford to
develop the most complex products by themselves, and no
country can do so across all required capabilities.

Pursuing an EU-only approach to capability develop-
ment, as envisaged in the EDF, would mean that some
technologies and components previously sourced from
non-EU suppliers would be excluded from relevant
future EU products. The logic is that alternatives will
be sourced inside the EU. But — at least presently — some
third-country expertise and technologies are simply not
available in the EU or are superior to those available

in the bloc. Furthermore, since most new technologies

use at least some existing intellectual property in their
design, in pursuing solely EU-generated projects, EU
industry may have to forego the use of some technolo-
gies previously developed with non-EU partners in
cooperative programmes.

To fill these gaps, replacement technologies may
need to be designed from scratch in the EU. This could
be a costly exercise with questionable value, given
the ready availability of suitable technologies from
hitherto-trusted partners. Spending limited EU budgets
on replicating such technologies will also reduce the
funding that could be deployed on other, potentially
more important capability developments.

The United States spends roughly eight times as
much as the EU on defence R&D and many of its tech-
nologies are class-leading. Attempting to replicate large
swathes of these in the EU would be extremely expen-
sive. The EDF’s limited budget and high number of proj-
ects (155 in total from the 2021, 2022 and 2023 rounds)
constrains its ability to fund the development of mul-
tiple leading-edge technologies in parallel. Moreover,
there is little evidence that EU countries are prepared
to increase their defence budgets sufficiently to fill the
gap. An added complication is that some US companies
may have patents in place that limit EU options to ‘go
it alone’. If EU-only products end up being less capable
than those of global competitors, their export potential
will inevitably be reduced. This could undermine the
viability of development programmes.

Most EU countries are increasing their defence spend-
ing, with the majority now expected to reach the NATO
target of 2% of GDP in the near future. Significant though
the cumulative increase in funding will be, it will not be
enough to enable all defence capabilities to be developed
exclusively inside the EU. Building EU-only capabilities
would be particularly challenging and costly for capabili-
ties that have been ‘outsourced’ to the US for decades.

Russia’s war in Ukraine has led some EU Member

States to use their extra national funding to quickly
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procure equipment to address long-standing capabil-
ity gaps. Many of these new systems are being sourced
from outside the EU, in part because this means they
can be delivered relatively quickly. These include expen-
sive equipment like main battle tanks, combat aircraft,
airborne early warning and control aircraft and missile-
defence systems. Such systems will typically remain in
service for decades, many with resulting maintenance and
overhaul dependencies, and the EU countries concerned
will therefore have limited capacity to join any putative
EU development programmes in the same capability area.
This inevitably diminishes the scope for launching a viable
EU cooperative-development programme.

Irrespective of EU policies and subsidies, no Member

State is likely to spend all or even the majority of its

MBDA Aster, CAMM-ER and VL MICA NG missiles displayed at
EUROSATORY 2023
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budget on cooperative EU-product development.
Cooperative programmes are invariably more complex
than unilateral developments, or indeed simply buy-
ing equipment off the shelf. Furthermore, the desire to
maintain close security ties with the US at a bilateral level is
likely to remain a strong motivator for many EU countries,
notwithstanding any nagging doubts about the strength of
the United States’ long-term commitment to NATO. These
factors mean that many EU countries will continue to pro-
cure at least some capabilities from the US, further limit-
ing the scope for the EU to launch alternative cooperative
development programmes in those areas.

Even if the US commitment to NATO remains reso-
lute, the US has long signalled its intent to rebalance to
Asia. A corresponding reduction in US strategic capabil-
ities devoted to European NATO defence has, therefore,
at least to be anticipated, with Europe having to shoul-
der more of the burden. Replacing those strategic capa-
bilities will be expensive, particularly if the EU insists
on developing the relevant technology exclusively by
itself. There is even a risk that protectionist EU defence-
industrial policies could encourage the US to accelerate
this burden-shifting onto the EU. If this happens before
the EU is ready to fill the gap, it will put further pres-
sure on already stretched defence budgets and could
put the bloc’s security at increased risk. At the same
time, filling the strategic-capability gaps left by the US
will reduce EU countries’ capacity to develop other
defence capabilities.

Many EU forces have a range of non-EU products
in their legacy inventories that were developed coop-
eratively. Their acquisition often required significant
corresponding investments in ancillary areas like
facilities, infrastructure, doctrine, training and sup-
port. Most products will also have been customised in
order to ensure they are inter-operable with the wider
capabilities of the country’s armed forces. Switching to
join a cooperative EU capability-development project
would be a major strategic change and could result in
the new system being incompatible with other equip-
ment already in the inventory. Inter-operability consid-
erations among NATO allies can also be a significant
driver of a country’s procurement strategy.

Some EU countries have also built large parts of their

domestic defence industries on the back of previous
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non-EU procurements, establishing a prized foothold in
the non-EU country’s industrial supply chain (particularly
that of the US). Doubts have been expressed, particularly
by smaller EU states, over whether their industry would
ever achieve similar prominence in EU cooperative pro-
grammes. Legacy equipment can therefore significantly
influence the approach that customers adopt when choos-
ing their next generation of equipment.

Even if the decision is taken to boost the EDF budget, at
some future point, this would not guarantee that the result-
ing new products would be at the forefront of technology.
EU products would face particularly high hurdles in those
segments where European companies do not have pre-
existing strong track records of competence. EDF products
might also face commercialisation problems, particularly

in sectors where competitors already dominate the market.

Moreover, export customers are increasingly

seeking involvement in capability-development
programmes so that they can strengthen their own
The EDF’s third-

country rules will make it very difficult to engage in

domestic defence industries.
such cooperation, potentially pushing those custom-
ers into joining competitor programmes based out-
side the EU. The consequent reduction in available
export markets for EDF-supported products could
lead to a lower return on investment, rendering EDF
projects less attractive or even unviable. Ironically,
constraining the export potential of EDF-developed
products could actually undermine the EDF’s much-
vaunted EU strategic-autonomy goals more than any
risk of unacceptable controls or restrictions being

applied by a third country.
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6. True Third-country Participation in EDF
Projects: Potential Benefits

Critics of the European Defence Fund (EDF) assert that
some level of true third-country entity involvement in
EDF projects could potentially be of significant benefit
to the European Union without undermining its ambi-
tions for greater strategic autonomy. Such involvement
could enable access to subject-matter expertise and
intellectual property currently not available to the EU,
enhancing the know-how of EU-based industrial part-
ners and governments. Transferring this know-how
to the EU whilst also making a product more capable
and competitive on a global scale could strengthen EU
industry, thereby enhancing its strategic autonomy.

EU officials sometimes seek to justify the exclusion
of true third-country entities from EDF projects on
the basis that the bloc’s taxpayer money should only
fund its own industrial enterprises.”® However, stan-
dard practice in multinational capability-development
cooperation is for all partner governments to contribute
financially to the co-development, with the breakdown
of funding being broadly proportional to each country’s
level of industrial involvement. This indicates an expec-
tation that any involvement in EDF projects by a true
third-country entity is accompanied by funding from
its parent government. Indeed, funding provided by
a third country has the potential to enhance a project’s
viability and accelerate the pace of technology develop-

ment. In turn, partner governments in multinational

MBDA Storm Shadow/SCALP cruise missile displayed at the 2023
Paris Air Show

(1SS)

cooperative projects usually buy the resulting defence
capabilities, meaning that involvement in an EDF proj-
ect by a true third-country partner has the potential to
boost the size of the product’s home market, enhance
product viability and reduce dependency on exports.
Conversely, as some third countries have long-
established defence-export markets, this could mean
that involving a corresponding true third-country entity
in an EDF project may actually enhance the exportabil-
ity of the EDF-developed product into those markets.
These

involvement could

factors indicate that true third-country
enhance the value of certain
capability-development projects and, in some cases, could
even increase their competitiveness and affordability.
While true third-country entity involvement would
normally result in some dependencies, such as hav-
ing suppliers located outside the EU and a need for
third-country export licences, any perceived risk that
these could unacceptably constrain the EU’s freedom
of action need not be a “deal-breaker’. Instead, where
there are such concerns, an assessment of the benefits
and risks should be undertaken on a case-by-case basis.
An important test of whether true third-country
participation in an EDF project contributes positively
to the EU’s strategic autonomy is whether that partner
would be cooperating as a genuine peer, with all par-
ties gaining deep, system-level understanding of the
capability under development.” True third-country
entities that aspire to participate in EDF projects would
need to carefully consider their approach to project
development, such as whether it is focused on genu-
ine peer-level cooperation, or in frameworks where the
third-country entity leads the project and operates in a
prime/subcontract structure. The latter are far less likely
to be deemed acceptable under the EDF. Other potential
challenges could stem from whether the entity would
be willing to share, or be constrained by its government
from sharing, the full details on classified aspects of the

technology it contributes to a project; or even whether
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some third-country contributions could be subject to
government-imposed access constraints blocking any
access to technology by the EU partners. All this means
that EU-based firms will need to carefully examine any
proposed true third-country participation for potential

dependencies such as these.

Moreover, allowing limited, case-by-case third-
country involvement in the EDF has the potential to
defray accusations that the EU is increasingly deploy-
ing closed, protectionist instruments, which under-
mine relations with close allies and directly contradict

NATO-EU cooperation declarations.”
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7.True Third-country Participation in
European Defence Fund Projects: Enabling
Involvement While Addressing Concerns

If the European Defence Fund (EDF) was completely open
to third-country involvement, that could risk industry
based in the European Union being supplanted by non-
EU counterparts — even where a competitive EU-based
alternative existed. An additional risk is that third coun-
tries could impose onerous restrictions or controls on
products that incorporate EDF-supported technologies.
Such outcomes would clearly be detrimental to the EU’s
ambition of achieving strategic autonomy. However, some
industry analysts have posited a ‘middle way’, where the
Commission could propose modifications to the relevant
EDF legislation to enable true third-country involvement
on a limited and case-by-case basis.

In these cases, the Commission could assess:

1. Whether such involvement would contribute
positively to the EU’s ambition of enhancing its
defence-industrial base, and

2. Whether the wider benefits of the third-country
involvement outweigh any realistic risk of it con-
straining the EU’s freedom of action and/or secu-
rity of supply.

This would mean modifying the third-country rules

to allow a case-by-case assessment of the benefits and

risks involved.

Export Controls

The exclusion of any third-country controls or restric-
tions over EDF project results — specifically the require-
ment for a third-country government to waive its
controls over relevant exports — is perhaps the main
obstacle to true third-country participation. One means
by which the European Commission could address this
issue would be to undertake a bespoke assessment of
potential impacts of export control. This would be done
on a case-by-case basis whenever an EDF consortium
proposes involvement by a true third-country entity.

Such an assessment should consider the likelihood

of the pertinent third-country government imposing
export controls on products developed with EU part-
ners and incorporating EDF-developed technologies.
In turn, it should assess the extent to which any such
controls might have a detrimental impact on the EU’s
freedom of action. In making this assessment, the EU
could consider the third country’s export-control policy
and long-term track record of applying export controls
in previous international cooperative programmes.

Should this course be favoured, questions to consider

could include:

B To what extent does the third country operate an
extra-territorial export-control policy?

B Does the third-country government have a policy
and demonstrable track record of trusting the
export-control regimes of its partner governments
when the latter are leading an export effort for a
cooperatively developed product?

B Does the third country have a track record of
blocking or delaying export licences in previ-
ous cooperative programmes (for reasons other
than legitimate and transparent national-security
concerns)?

®m Will the involvement of the third country lead
to expensive and onerous export control and
security requirements being imposed on the EU-
based partners?

®m Will the incorporation of a component or sub-
system from the third-country entity lead to
the entire system being deemed to be under
the export-control regime of the relevant third-
country government?

B In instances where a third country has raised
concerns over the proposed export of a coop-
eratively developed product by an EU partner
into a particular export market, have these been

resolved satisfactorily?
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Intellectual Property Rights

The EDF’s ‘no controls or restrictions” rule also causes
problems in respect to intellectual property rights (IPR)
and, similar to the areas above, a case-by-case assess-
ment offers a possible compromise.” IPR issues that
could be assessed by the Commission include:

B [s the background intellectual property (IP) of the
true third-country entity a vital element of the
intended technology or product?

B Does the entity’s proposed IPR allow the project’s
EU partners to undertake their element of the
development unhindered?

m Will the proposed IPR endure beyond the life of
the project, and will they allow the EU partners to
fully exploit any new foreground IP they accrue
from the project?

B In cases where the IPR over newly developed fore-
ground IP cannot be sensibly separated and attrib-
uted among project partners, will any proposed IP
co-ownership provide all co-owners with unfet-
tered rights to exploit the technology beyond the
life of the project?

Security of Supply

Security of supply concerns can also block true third-
country involvement in EDF projects, as identified in
Section Two, and a case by-case approach could again
help to address these issues. This could involve the
Commission assessing the third-country’s track record
in previous cooperative capability-development pro-
grammes and determining whether there is a tangible
risk of the country becoming an unreliable supplier. An
important factor in this consideration is the extent to
which the third-country partner would become mutu-
ally dependent on its EU partners in an EDF project.
This would normally be the case if the third country
itself acquires the capability, which would naturally
reduce the risk of the third country unreasonably with-
holding its contribution to that capability.

However, the EU’s guidance note on security sup-
ply in respect of Directive 2009/81/EC signposts a way
forward.” The guidance note’s primary purpose was
to clarify that EU countries should not use spurious or

excessively restrictive security-of-supply requirements

to unduly favour their own national industry over other
EU suppliers in defence procurements. The note calls
for a proportionate and practical approach. It would be
possible for a similar approach to be used when assess-
ing the risks of any true third-country involvement to
the EU’s security of supply, which are inherent to the
EDEF. Article 9 and Article 10 of the guidance note are
particularly relevant:

B 9. The principle of non-discrimination not only
prohibits overt discrimination by reason of nation-
ality or establishment, but also all indirect forms of
discrimination which, by the application of other
criteria of differentiation operating mainly to the
detriment of foreign suppliers, lead to the same
result. Accordingly, Security of Supply require-
ments must not be formulated in a way that only
national suppliers can fulfil them. This means
in particular that contracting authorities/entities
may not use the mere fact that suppliers from other
Member States need transfer licences as an argument
to exclude them from the award procedure.

B 10. Furthermore, even if Security of Supply
requirements do not entail direct or indirect dis-
crimination, they still have to comply with the
principle of proportionality, if they restrict mar-
ket access for suppliers from other Member State.
Where a Security of Supply requirement implies
such restrictions, the contracting authority/entity
must be prepared to demonstrate that the require-
ment in question was appropriate to attain its
Security of Supply objective and that it was not
possible to attain this objective by less restrictive
measures. This justification must always be based
on the specific features of the individual procure-

ment project concerned.”

Possible Legislative Implications,

in Cases Where these Tests Are Met
In the exceptional cases where, based on the above
tests, the EU concludes that a true third-country entity’s
involvement in an EDF project would clearly have a
net benefit, the relevant EDF rules would need to be set
aside. This would require the amendment of relevant
rules to enable case-by-case derogations to be applied.

For example:
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m For export controls, the regulation could state that
the EU would assess the risks of a third country
impeding EU exports, and where such risks are
deemed minimal/acceptable, the requirement for
no controls or restrictions would be set aside.

For IP, the rules could make it clear that in instances
when true third-country involvement takes place,
the proposed agreement on IPR would be assessed
to ensure that EU partners are able to undertake
the project effectively and are subsequently able
to exploit the EDF-funded output unhindered.
Again, if these tests are met, the requirement for
no third-country controls or restrictions would
have to be set aside.

For security of supply, the regulation could state
that the EU would assess proposed cooperation

with true third-country entities to determine

whether there is a material risk of it undermining
EU security of supply. In cases where the third-
country government is co-funding the devel-
opment work and has a clear intent to buy the
resulting product, the default stance should nor-
mally be positive, given that all partners would

become mutually dependent.

Although these amendments would address
the three main impediments to true third-country
involvement in EDF projects, Section Two identified
other issues that may still discourage it. In order to
determine whether any other changes could help
to encourage mutually beneficial cooperation, the
Commission could instead undertake a more com-
prehensive review of the EDF regulation from a

third-country perspective.
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Conclusion

The European Defence Fund’s (EDF) impact on the
European Union defence R&D market is already sig-
nificant and the burgeoning suite of complementary
EU defence-industrial instruments will only further its
effect with time.

One of the EDF’s primary aims is to increase the EU’s
strategic autonomy by reducing its dependency on
non-EU partners. In this context, it makes sense for the
EDF regulation to include rules that govern and restrict
cooperation with third countries. However, from the
analysis presented in this report, it is now apparent that
these rules are preventing cooperation with true third-
country entities.

Delivering on the EU’s ambitions of achieving stra-
tegic autonomy will, in any case, be challenging, given
the extent to which the EU is dependent on third
countries for its security, the United States in particu-
lar. Furthermore, EU countries have a long history of
developing key capabilities through multinational
cooperations, many of which involve non-EU partners.
Disentangling these links will be slow and expensive,
and in some cases, working with a close third-country
partner may actually enhance the likelihood of deliver-
ing the EU’s strategic autonomy ambitions.

When the European security situation was benign,
erecting barriers between the EU and its partners
may not have been unduly concerning. But the full-
scale invasion of Ukraine has exposed the paucity of
EU defence capabilities. As such, realising tangible
value from defence cooperation between close allies is
now deadly serious, along with avoiding any conflict
between EU defence-industrial policies and NATO’s
capability-development objectives.

There is currently only limited awareness that the

EDF excludes all cooperation with true third-country

entities and even less understanding of what lies
behind the problem. When asked for clarification, as the
authors of this study did during their research phase,
the European Commission seemed reluctant to discuss
the issues, or provide clarity, preferring to talk in gen-
eralities. Indeed, the issue is sometimes even referred to
as reopening ‘Pandora’s Box'. This study seeks to pro-
vide a comprehensive analysis of the relevant rules and
a forensic explanation of why they are problematic. This
will then allow a more informed debate to take place, both
on why this matters and how the rules could be modified.

The EDF remains the EU’s flagship defence instru-
ment. It is by far the biggest and best established. Its
rules were clearly not intended to completely exclude
all true third-country cooperation. Rather, these rules
sought to avoid EU-funded technologies becoming sub-
ject to the onerous US ITAR. But all third countries are
being treated the same way under the EDF rules, and
therefore they all have been caught in the backwash,
even though no other country operates with export con-
trol rules like the ITAR.

It makes little sense to consider all true third-country
involvement in EDF projects as inevitably being a risk
to EU security and adverse for the European Defence
and Technological Industrial Base. This is clearly not
the case, and some true third-country cooperation is
likely to enhance the EU’s defence-industrial capabili-
ties, as previous cooperative programmes have done.
The study offers options for modifying the rules with-
out compromising EU strategic-autonomy goals. The
midterm review of EDF due to be completed by mid-
2025 provides an ideal opportunity for the Commission
to address these issues, and given the tense European
security situation, the sooner they are addressed,

the better.
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