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FX Daily Snapshot 
Decisive policy action has improved the 

balance of risks  
26 March 2025 

Policymakers in Europe have been jolted in action after being confronted with 

the realities of Trump 2.0. The blockbuster German fiscal package is a hugely 

significant development from a domestic perspective and could spur a solid 

growth resurgence in 2026. There are already signs of a positive confidence 

effect in the survey data.  

That said, the near-term balance of risks remains firmly tilted to the downside. 

Next week’s US announcement on ‘reciprocal’ tariffs looms large over the 

global economy. We continue to expect significant measures on the EU with 

a clear risk of tit-for-tat escalation. However, the sea change in German fiscal 

policy both reduces the associated downside risks from a trade war and bodes 

well for longer-term competitiveness. 
  

The fiscal shift in Germany provides something to cheer about, at last 

Is there some defiant optimism in the air in Europe? Despite the looming 

announcement on US trade policy next week, the euro area manufacturing output 

index reached a 34-month high in the March PMI data. The reliable German ifo survey 

also moved higher this month. This improvement comes despite the range of external 

headwinds and heightened uncertainty around US trade policy in particular.  

On the PMIs, we would highlight that 1) export orders have likely received a temporary 

boost by US importers looking to get ahead of any new tariffs, and 2) the overall survey 

figure is still only consistent with muted growth at the start of the year. Yet the growth 

backdrop could be a lot worse given the range of headwinds and we do think that this 

more decisive policy action in Europe is supporting confidence.  

Euro area manufacturing sentiment has improved since 
the turn of the year 

Germany has acted as a brake on the euro area economy 
since the pandemic 
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The most notable shift has been the blockbuster fiscal reform in Germany. We set out 

our initial views here, with an update here after the package was approved last Friday. 

There were some tweaks to the horizon which could slightly reduce the growth impact 

but make no mistake, this is a huge, positive demand shock for Europe’s largest 

economy. The 500bn EUR infrastructure package is the most significant component. 

That’s around 12% of German GDP in additional borrowing for spending which is 

domestic and cannot be saved, so the multipliers are likely to be high. 

That said, the short-term growth outlook largely hinges on whether the urgency 

involved in the approval of the package will be carried over into its actual 

implementation. At this stage, we only know that the envelope is there, not how it will 

be used. For now, focus has turned back to the government formation process. The 

hope is that this will be completed in around a month and in turn the 2025 budget could 

be presented by July.  

We see little point in backloading spending given near term risks to the outlook. The 

new German government, when formed, is likely to be mindful of the policy inertia 

under the previous administration. There are also various regional elections next year 

which supports quick action when it comes to disbursements. As an indicative forecast 

– and we stress there is a lot of uncertainty at this stage – we are now pencilling in 

German growth of 1.7% in 2026.  

How fast will Europe rearm? 

As well as the infrastructure package, German defence spending above 1% of GDP 

will now be exempted from the constitutional debt brake which limits the structural 

deficit to 0.35% of GDP. In other words, it will be possible to fund defence through 

borrowing and so there will be no legal constraints to increasing the defence-to-GDP 

ratio. That ratio stands at around 2% currently. An increase to somewhere in the range 

of 3.0 - 3.5% seems a reasonable assumption, but again we don’t know the details or 

timeframe yet.  

This shift comes as part of the wider European efforts towards rearmament as the 

continent looks to take more responsibility for its own defence. The EU has announced 

that there will be a carve out for greater defence spending from its fiscal rules as well 

as the issuance of up to 150bn EUR of joint debt for military procurement. 

Broadly speaking, the fiscal multipliers from new defence spending, at least over the 

short-term, are likely to be worse than for those associated purely with infrastructure. 

However, the EU proposal to exclude the US, UK and Turkey from its rearmament fund 

suggests that the focus is to build domestic capacity (a gradual process) rather than 

increase military capacity as quickly as possible (which would mean high share of 

imports).  

Whether that is a wise strategy remains to be seen but, longer-term, it would clearly 

be preferable from a domestic growth perspective. The Draghi report noted that 78% 

of EU defence procurement was from non-EU suppliers and 63% of that was 

accounted for by the US. The multipliers involved with domestic defence spending may 

improve over time following technology diffusion to other industries. Military spending 

is also likely to have a stronger effect on overall output during recessions (see e.g. 

here).  

https://www.mufgresearch.com/macro/europe-weekly-focus-7-march-2025/
https://www.mufgresearch.com/macro/europe-weekly-focus-21-march-2025/
https://ec.europa.eu/commission/presscorner/detail/en/ip_25_793
https://www.sciencedirect.com/science/article/abs/pii/S0047272722000330
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The end of the ‘peace dividend’ in Europe – how far will 
governments increase defence spending?  

The last budget was expansionary with significant new 
borrowing for both current and capital expenditure   

  

The balance of risks has improved 

The US administration’s announcement on “reciprocal” measures next week is looming 

large over the European (and global) economy. The threat is that tariffs will match a 

range of measures imposed by other countries, on an individual basis. Our base case 

is for targeted measures on certain economies, including the EU, rather than universal 

tariffs. But the pretext for escalation could be very high and there is clear scope for tit-

for-tat responses to spiral.  

In the case of targeted US tariffs, the direct, static effects may be prove to be relatively 

limited for the economy as a whole (see here), but there is plenty of scope for negative 

second-round effects. That includes a sharp weakening of the labour market from its 

current position of relative health (firms may have ‘hoarded’ workers in the hope that 

demand conditions will improve). That said, it is now reasonable to assume that new 

spending in Germany would be fast-tracked and/or re-directed in the event of a large 

negative shock (if tariffs can be labelled as such at this point), which reduces the 

downside risks. Higher military spending, both on domestically-produced equipment 

and personnel, would likely also have a cushioning effect.  

Taking a longer view, a big dose of military Keynesianism could be exactly what the 

economy needs to escape from its industrial torpor of recent years. If used effectively, 

infrastructure investment is likely to be productivity-enhancing (there is a lot of low 

hanging fruit after years of underinvestment). We also see potential for crowding-in of 

private investment following this paradigm shift in German fiscal policy.  

All told, we share some of the optimism seen recently in survey participants as 

Germany finally makes some use of its fiscal capacity. The immediate outlook is still 

dominated by the threat of tariffs, but, longer-term, risks are probably now tilted to the 

upside after policymakers have been jolted into action by the realities of Trump 2.0. 

  

https://www.mufgresearch.com/macro/europe-monitor-30-october-2024/
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Investment recommendation 

MUBK and MUSE(EMEA) prepare and disseminate a range of commentary to their clients (“General Sales and Trading Communications”) prepared by sales, trading, capital 
markets or other non-Research functions, including but not limited to runs, axes, pricing indications, short term views and macro commentary which are for information 
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This Material and the contents therein are not intended for recipients outside of the United Kingdom (“UK”) or the European Union (“EU”). 
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https://www.bk.mufg.jp/global/globalnetwork/asiaoceania/pdf/nz_privacy_policy.pdf
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Certain information contained in our General Sales and Trading Communications and Sales and Trading Commentaries has been obtained or derived from third party sources 
and while such information is believed to be correct and reliable it has not been independently verified. MUBK and MUS(EMEA) do not make any guarantee, representation, 
warranty or undertaking, express or implied, as to the fairness, accuracy, reliability, completeness, adequacy or appropriateness of any information or comments contained in 
these documents. Furthermore the information may not be current due to, among other things, changes in the financial markets or economic environment. MUBK and 
MUS(EMEA) do not, and have no obligation to update any such information contained in is Sales and Trading Commentaries. Any prices or quotations contained herein are 
indicative only, do not represent firm quotes as to either price or size and should not be used for valuation purposes. 

General Sales and Trading Communications and Sales and Trading Commentaries are not intended to forecast or predict future events. Past performance is not a guarantee or 
indication of future results. Sales and Trading Commentaries are produced by non-Research functions, including sales and trading do not constitute investment research and 
are not prepared under conditions designed to promote the independence of investment research.  It is not subject to any prohibition on dealing ahead of the dissemination of 
investment research.  MUBK and MUS(EMEA) may make markets, provide liquidity, have (or may in the future enter into) principal or proprietary positions (long or short) in and 
effect transactions in the financial instruments or trading strategies mentioned or described in our General Sales and Trading Communications and Sales and Trading 
Commentaries and may also perform or seek to perform investment banking, brokerage, or other services for those companies including entering into transactions with them. In 
general, our Sales and Trading Commentaries are short term views in response to market movements and news. 

The sales and trading staff who produce investment recommendations have received compensation based upon various factors, including individual performance competitive 
factors, firm revenues, sales and trading revenues and overall investment banking revenues. 

Our General Sales and Trading Communications and Sales and Trading Commentaries are proprietary to MUBK and MUS(EMEA) and may not be quoted, circulated or 
otherwise referred to without our prior written consent. Notwithstanding this, MUBK and MUS(EMEA)shall not be liable in any manner whatsoever for any consequences or loss 
(including but not limited to any direct, indirect or consequential loss, loss of profits and damages) arising from any reliance on or usage of this report and accepts no legal 
responsibility to any investor who directly or indirectly receives this material. 

This material has been prepared in accordance with MUBK’s and MUS(EMEA)’s organisational and administrative arrangements for managing conflicts of interest. Such 
arrangements include policies which set out guidelines relating to (but not limited to) restrictions on access to information, personal dealing and inducements. 

Any instruments referred to in this material may not be eligible for sale in all jurisdictions or to all categories of investors. This material is not directed to, or intended for 
distribution to or use by, any person or entity who is a citizen or resident of or is located in any locality, state, country or other jurisdiction where such distribution, publication, 
availability or use would be contrary to any law, regulation or rule. Certain products which may be mentioned in this material, including derivative products, give rise to 
substantial risk, including currency and volatility risk, and are not suitable for all investors. 

This material, is only intended for distribution to a “professional client” or “eligible counterparty” (as defined in UK FCA and PRA rules) or their equivalent(s) within the EU and 
should not be passed onto any other person. 

This material and all claims arising in connection with it are governed by, and to be construed in accordance with, English law. 

Disclosures for the website concerning Investment Recommendations: 

MUSE and MUFG Bank may own a net long or short position exceeding the threshold of 0,5 % of the total issued share capital of the issuer. 

Entities mentioned in our Sales and Trading Commentaries may have interest in excess of 5% of the total issued share capital of Mitsubishi UFJ Financial Group. Information 
relating to Major Shareholders is available on MUFG; Stock Information | Mitsubishi UFJ Financial Group 

MUSE and MUFG Bank may be market maker or liquidity provider in the financial instruments of the issuer and may have been lead manager or co-lead manager over the 
previous 12 months of any publicly disclosed offer of financial instruments of the issuer. 

MUSE and MUFG Bank are not party to an agreement with the issuer relating to the production of the recommendation, neither disclose their recommendations to issuers, so 
they can’t can make no amendment to the investment recommendation. 

A description of the effective internal organisational and administrative arrangements and of any information barrier it has set up for the prevention and avoidance of conflicts of 
interest with respect to the recommendations is available on  MUFG; Policy for Conflicts of Interest Management | Mitsubishi UFJ Financial Group 

MUSE and MUFG Bank are part of the MUFG Group however owing to the organisation of the Group, employees involved in the production of Sales and Trading Commentaries 
do not know and are not expected to know what is done by other entities of the Group. 

Our Credit Strategy recommendations incorporate valuations (relative value) and the author’s fundamental view on the security. The fundamental credit view of an issuer may be 
based on the company's underlying credit trends, overall creditworthiness and our opinion on whether the issuer will be able to service its debt obligations when they become 
due and payable. We may review, among other things, the company's cash flow capacity and trends and standard credit ratios, such as gross and net leverage, interest coverage 
and liquidity ratios. We may also review profitability, capitalization and asset quality, among other variables, when assessing financials. We also take into account management 
strategy, financial policy and the overall competitive landscape in relevant industries insofar as these may impact credit quality. We may also assess market technical aspects 
such as the likely future supply of bonds or fund flows into the broader asset class. Unless we specify a different recommendation for the company’s individual securities, an 
issuer recommendation applies to all of the bonds at the same level of the issuer’s capital structure. The investment recommendations remain valid only at the point of publication, 
as they are not updated to take account of changes in the financial markets or new news about the issuer or instruments. 

Definitions  

Positive:  

Credit: We expect the credit spread to tighten, on an interest rate hedged basis 

Neutral:  

Credit: We expect the credit spread to remain stable, on an interest rate hedged basis 
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