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o While European public finances remain a source
of concern due to elevated debt levels, we expect
fiscal policy to turn supportive for the economy in
2026. We expect economic growth to accelerate
in 2026 from an end-of-year slump thanks to
the effects of prior interest rate cuts and resilient
household finances.

e Germany'’s expansionary spending package, which
forms the bulk of the bloc’s fiscal easing, should
support the Eurozone as a whole, offsetting
consolidation efforts in other countries.

 Rising funding costs for existing government debt
are likely to drive fiscal deficits in the coming years.
We recommend longer-dated bonds from highly
rated issuers with stable or improving debt profiles,
such as Germany, and shorter maturities for French
bonds.

The European Central bank has steadily brought rates
down to neutral this year, and barring a sharp slowdown
in growth or a more material-than-expected drop in
inflation, we expect rates to stay put in 2026. This
suggests that fiscal policy will become an increasingly
important driver for the economy and European markets in
2026.

Fiscal focus

To be sure, fiscal policy hasn't been completely off
investors’ radar. The new German government has
promised to end years of balanced budgets, pledging to
invest EUR 500bn in the country’s infrastructure over the
next 12 years. Adding to this spending windfall is NATO
members’ commitment to increase defense expenditures
to 3.5% of GDP by 2035 and a further 1.5% to other
defense-related investments (e.g. infrastructure).

Source: Getty

This year’s budget submissions by most member states

to the European Commission provide an opportunity

to assess how quickly, and by how much, shifts in fiscal
policy are likely to affect the economy over the coming
year. They also offer insight into recent trends in sovereign
credit ratings. While much of the recent focus has been

on ratings downgrades, several formerly highly indebted
countries—such as Ireland, Greece, Portugal, and to a
lesser extent Spain and Italy—have seen their credit ratings
improve because of sounder public finances.

From tightening to easing

After public spending soared at the start of the decade to
shield economies from the worst effects of the pandemic,
governments have sought to reduce their budget deficits.
Most have little to show for these efforts: Deficits remain
uncomfortably high (Fig. 1), and incremental fiscal
consolidation has stifled economic growth.

This report has been prepared by UBS AG London Branch, UBS Switzerland AG, UBS Europe SE, Succursale Italia, UBS
Europe SE, Succursale de France. Please see important disclaimers and disclosures at the end of the document.
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Fig. 1: Fiscal expansion most notable in Germany
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Source: IMF Fiscal Monitor, Haver Analytics, UBS, as of October 2025

When assessing the impact of fiscal policy on economic
growth, the most important factor is not the level of the
deficit, but how it changes from year to year. For example,
a reduction in the deficit (fiscal tightening) or an increase
in the deficit (fiscal loosening) will affect the economy
accordingly. To accurately gauge discretionary fiscal policy,
it is important to exclude factors outside the government’s
direct control, such as debt interest payments and
automatic changes in spending or revenues that result
from the economic cycle (e.g., higher unemployment
benefits during a downturn).

This leads to a focus on the cyclically adjusted primary
balance (CAPB), which measures the underlying fiscal
position excluding these effects. The change in the CAPB
from one year to the next is referred to as the “fiscal
impulse.” A negative change (i.e., the CAPB falls, meaning
the deficit widens) indicates a more supportive fiscal
stance (stimulus), while a positive change (the CAPB rises,
meaning the deficit shrinks) indicates a contractionary
stance (drag on growth).

Fig. 2: Deficits have shrunk from recent highs but
remain elevated
Cyclically-adjusted primary balance, % of GDP
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Source: IMF Fiscal Monitor, Haver Analytics, UBS, as of October 2025

Looking to 2026, we expect the fiscal impulse to shift
from a negative to a positive for economic growth in

the Eurozone. Recently updated forecasts from the IMF
Fiscal Monitor (October 2025) suggest this easing may
amount to around 0.2% of GDP in 2026 (Fig. 2). To be
clear, this would not automatically translate into the same
impact on GDP growth, as the multiplier on any spending
decisions needs to be assessed. However, this contrasts
with the current year’s broadly flat fiscal policy overall—as
measured by changes in the primary deficit.

The recently submitted budget plans from most member
states (notably excluding France and Spain) are generally
consistent with the IMF estimates, although the end result
may be more or less than planned at the country level. For
example, the IMF estimates for France—the second-largest
economy in the Eurozone—suggest that the deficit will
widen further in 2026, which the new French government
is keen to avoid (see box 2).

Fig. 3: The fiscal impulse should turn more
supportive for the Eurozone in 2026
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Source: IMF Fiscal Monitor, Haver Analytics, UBS, as of October 2025

All eyes on Germany

One key takeaway from the already submitted fiscal

plans is the extent to which the Eurozone’s fiscal

outlook depends on Germany. The large fiscal packages
announced at the start of the year, recently supplemented
with plans to front-load additional spending on defense
and infrastructure, have boosted investment optimism
toward European assets.

Recently, investors have begun to question how quickly
Germany can deliver on its fiscal plans, as disagreements
in the coalition government are delaying the process.
However, while questions over timing will likely persist, we
believe the spending will eventually be delivered (see Box 1
for more on Germany's fiscal plans).

As shown in Fig. 3, according to IMF forecasts, nearly all
of the Eurozone's easing is set to come from Germany;
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France is also expected to contribute to a lesser extent. As
mentioned above, the actual numbers are bound to differ
somewhat once the budget plans have been published.

In our view, France will likely cut spending a little more
than is currently forecast, and ltaly is unlikely to allow its
primary surplus to rise in line with current projections—
the effects of which should balance out at the Eurozone
aggregate level.

Fig. 4. Germany delivering on its plans matters
more than slippage elsewhere
Change in cyclically-adjusted primary balance, % of GDP
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Source: IMF Fiscal Monitor, Haver Analytics, UBS, as of October 2025

Box 1: Germany — expansion delayed but still
coming

Germany’s fiscal plans have been a key focus for investors
this year (see Europe’s fiscal moment, 5 March 2025).
However, the timing around delivery of this package has
proven difficult to estimate. Nevertheless, we expect
Germany’s fiscal position to become significantly more
expansionary, as the government has provided more
details on the package of reforms that increase flexibility
in public spending. Key measures include substantial
changes to the statutory debt brake, notably excluding
certain national security expenditures from constitutional
debt limits, which enables targeted investments without
breaching fiscal rules and supports NATO commitments.
The package also establishes a EUR 500bn infrastructure
fund to be deployed over 12 years, aimed at modernizing
infrastructure and advancing climate and education
initiatives. Additionally, federal states (Ldnder) will be
allowed to raise their structural borrowing up to 0.35% of
GDR, providing further fiscal capacity for local investment.

The package implies a significant increase through

the use of off-budget special funds for defense and
infrastructure. These spending increases will target social
security, defense, non-military investments, and subsidies.
In its Draft Budgetary Plan submitted to the European
Commission, the deficit ratio is projected to increase from
2.7% of GDP in 2024 to 3.25% and 4.75% in 2025 and

2026, respectively. Planned investments for 2025 are

set to increase significantly compared to the previous
year, with funding distributed across the core budget as
well as dedlicated infrastructure and climate protection
initiatives. The federal deficit is expected to rise sharply,
primarily due to higher expenditures. While revenues are
also anticipated to be affected by planned tax cuts, the
impact will become apparent from 2026 onward. As a
result, the general government debt ratio is forecast to
climb from 62.5% of GDP in 2024 to 66% by the end of
2027.

However, as the end of the year nears, there are notable
differences between the published German public finance
data and the fiscal measures outlined in the government’s
announced package. According to the Draft Budgetary
Plan, overall government expenditures for 2025 are only
slightly below the targeted increase. A closer look reveals
that the public investment target implies an 8% annual
rise in nationally financed public investment for 2025,
which would require a significant acceleration in the
second half of the year from the 4% growth observed

in the first half. On the defense spending front, debt
issuance for the Special Fund for the army now amounts
to EUR 10.2bn YTD, also well below the EUR 24.1bn
planned for the year. This gap suggests that achieving

the government’s investment ambitions will necessitate a
marked ramp-up in spending during the remainder of the
year.

Additionally, the reported federal deficit for the first half of
2025, at EUR 29bn, is substantially lower than the deficits
recorded over the same period in 2023 and 2024. This
divergence raises questions about the trajectory of fiscal
outcomes for the full year. To reach the government’s
announced 2025 target of 3.25% of GDR an additional
EUR 115bn would need to be recorded in the deficit in the
second half of the year, far exceeding the EUR 67bn deficit
posted in the latter half of the previous year.

Fig. 5: Germany'’s overall deficit is likely to miss its
2025 target
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Source: Statistisches Bundesamt, Haver Analytics, UBS, as of October 2025
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Details on expenditures are pointing to significant delays
in meeting spending targets: With larger increases in the
federal core budget spending than in off-budget funds, it
appears that the government is not fully using the budget
facilities at its disposal to meaningfully stimulate the
economy. For instance, federal defense spending reached
72% of its 2025 allocation in September, while spending
from the special army fund (off-budget) only reached 43%
of the target over the same period.

The story is similar on the infrastructure investment front,
having reached only 38% of its annual target, driven by
core budget spending. However, the 2025 infrastructure
fund law was only formally passed in September, which
means that spending could start picking up more
significantly in 4Q25. Nevertheless, many forecasters
therefore anticipate that the actual deficit for 2025 may
end up much lower than the government’s projections,
unless there is a considerable increase in spending. For
2026, any catch-up with foregone fund expenditures
could lead to a significant rise in spending and a much
larger growth impulse.

Balancing fiscal consolidation and growth in Europe
These fiscal plans come amid warnings about already high
and rising levels of debt for many European countries.
The so-called “Excessive Deficit Procedure” is a report
published by the European Commission that recommends
how members can bring their public finances to a
sustainable trajectory. While fiscal consolidation will likely
remain a topic as a result, such measures would affect
economic growth. So we expect any consolidation outside
of Germany to be gradual over the coming years.

Box 2: France — in the hands of the parliament

The analysis above relies on the October 2025 IMF
forecast, which is based on the authorities’ multiannual
budget programming bill and fiscal plans. The IMF projects
a fiscal deficit of 5.8% of GDP for France in 2026, up from
5.4% in 2025. This estimate appears pessimistic, given

the government’s commitment to reduce the deficit by a
minimum of 0.5% of GDR, as required under the Excessive
Deficit Procedure (EDP).

Recent developments in France include the new
government surviving two confidence votes, paving the
way for budgetary discussions ahead of a vote on the bill
required by the end of the year. The prime minister has
proposed a draft budget targeting a deficit of 4.7% of
GDP in 2026, complying with the EDP. To secure sufficient
support, the PM made concessions to the Socialist Party by
pausing the 2023 pension reform, at an estimated cost of
EUR 2bn, for 2026/27, which is likely to negatively impact
the headline number. He has also placed responsibility on
parliament to debate and amend the proposal, increasing
uncertainty around the final outcome. Parliamentary

dynamics suggest the initial proposal is likely to be revised
upward, so we expect the final deficit figure to be closer
to 5% of GDP which would result is a modest fiscal
tightening in 2026.

Box 3 Italy — targeting further fiscal consolidation
Italy’s budget plans assume that the overall government
deficit will fall to 3.0% this year, from 3.4% in 2024.
Government plans expect a further reduction to 2.8% in
2026 and to 2.7% in 2027. The plans include proposals
for modest tax cuts for households and extending those
for businesses. Spending increases are likely in the public
sector, including health and notably in defence spending,
although spending on the latter seems very modest in
the context of recently agreed NATO spending targets. If
these targets are met, this would imply an ongoing fiscal
tightening in cyclically adjusted terms as shown in Fig. 3.
Although delivery on reducing the budget deficit has been
quicker than initially assumed, we expect outturns to be
closer to projections going forward. Overall, we expect
fiscal policy in Italy to be broadly neutral for the economy
in 2026.

Debt cost raise deficits

We expect higher funding costs for existing government
debt to contribute significantly to fiscal deficits in the years
ahead. In most countries, the rollover of maturing bonds
into new issues is now a bigger driver of debt service costs
than the impact of new fiscal deficits. Most legacy EUR
bonds carry low coupons compared to current market
yields. For example, the yield on 5-year German Bunds—
currently at 2.2%—was below zero for much of the 2015-
2021 period, reaching lows near -1% in 2019. As a result,
bonds issued during that time actually generated negative
amortized costs (bonds sold during that time resulted

in budget gains instead of extra costs) in annual budget
accounts. As these bonds mature and are replaced with
new, higher-yielding issues, their cost contribution to the
budget will rise substantially.

Looking ahead, we identify only two Eurozone countries—
Austria and Portugal—where the net cost of government
debt is likely to remain stable over the next few years.

For all others, debt service costs are expected to increase
meaningfully. The sharpest rises over the next three to five
years are likely in Belgium and France, where the net cost
of debt is set to climb by roughly half a percentage point
of government revenues (about a quarter point of GDP)
each year.

Overall, we anticipate further credit rating downgrades
for Belgium, France, and Slovakia, while Ireland, Greece,
and Portugal have more room for upgrades. Spain and
ltaly, both of which have recently received positive rating
actions, are likely to remain at current levels, in our
view. Germany should maintain its AAA ratings despite
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increased fiscal spending, but failure to complement
this spending with structural reforms could increase the
downside risk to its rating over the longer term.

Bond markets are reflecting the major rating trends, in our
view. We advise investors to consider bonds with longer
tenors (up to 10 years) from higher-rated countries with a
stable or improving debt outlook. French bonds currently
offer the highest yields across most tenors of Eurozone
government bonds, but we would prefer shorter ones of
only 2-3 years. This segment allows investors to lock in the
elevated French yield without being exposed to a possible
worsening of the country’s political and fiscal crisis.

Box 4 — EU Recovery and Resilience Facilty

The launch of the EU Recovery and Resilience Facility
(RRF) marked a milestone in the history of the Eurozone,
representing the first time that member countries agreed
to joint funding to provide grants and loans across the
bloc. The initial plan for the EUR 650bn facility was for all
funds to be distributed to member states by the end of
next year. However, there has been significant slippage
relative to the original schedule—at the time of writing,
only EUR 225bn (63%) of grants and EUR 142bn (49%) of
loans have been disbursed. In our view, it is unlikely that
all remaining funds will be allocated to member states by
the end of 2026, suggesting a high probability that the
program will be extended into 2027.

Of the remaining funds, the two largest recipients are
expected to be Spain (EUR 24bn in grants;, EUR 67bn in
loans) and Italy (EUR 21bn in grants, EUR 33bn in loans).
Given the size of these sums—equivalent to 6.0% and
2.5% of GDR, respectively—the timing of disbursements,
which will be used by governments for investment, is

an additional source of uncertainty when assessing the
fiscal outlook. We expect that, relative to current budget
plans, there is scope for some slippage into 2027, but this
should not be large enough to materially shift the broader
outlook for fiscal policy in the Eurozone in 2026.
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Risk information

UBS Chief Investment Office's ("CIO") investment views are prepared and published by the Global Wealth Management
business of UBS Switzerland AG (regulated by FINMA in Switzerland) or its affiliates ("UBS"), part of UBS Group AG ("UBS
Group"). UBS Group includes former Credit Suisse AG, its subsidiaries, branches and affiliates. Additional disclaimer relevant
to Credit Suisse Wealth Management follows at the end of this section.

The investment views have been prepared in accordance with legal requirements designed to promote the independence
of investment research.

Generic investment research — Risk information:

This publication is for your information only and is not intended as an offer, or a solicitation of an offer, to buy or sell
any investment or other specific product. The analysis contained herein does not constitute a personal recommendation or
take into account the particular investment objectives, investment strategies, financial situation and needs of any specific
recipient. It is based on numerous assumptions. Different assumptions could result in materially different results. Certain
services and products are subject to legal restrictions and cannot be offered worldwide on an unrestricted basis and/or may
not be eligible for sale to all investors. All information and opinions expressed in this document were obtained from sources
believed to be reliable and in good faith, but no representation or warranty, express or implied, is made as to its accuracy
or completeness (other than disclosures relating to UBS). All information and opinions as well as any forecasts, estimates
and market prices indicated are current as of the date of this report, and are subject to change without notice. Opinions
expressed herein may differ or be contrary to those expressed by other business areas or divisions of UBS as a result of
using different assumptions and/or criteria. UBS may utilize artificial intelligence tools (“Al Tools") in the preparation of this
document. Notwithstanding any such use of Al Tools, this document has undergone human review.

In no circumstances may this document or any of the information (including any forecast, value, index or other calculated
amount ("Values")) be used for any of the following purposes (i) valuation or accounting purposes; (i) to determine the
amounts due or payable, the price or the value of any financial instrument or financial contract; or (iii) to measure the
performance of any financial instrument including, without limitation, for the purpose of tracking the return or performance
of any Value or of defining the asset allocation of portfolio or of computing performance fees. By receiving this document
and the information you will be deemed to represent and warrant to UBS that you will not use this document or otherwise
rely on any of the information for any of the above purposes. UBS and any of its directors or employees may be entitled at
any time to hold long or short positions in investment instruments referred to herein, carry out transactions involving relevant
investment instruments in the capacity of principal or agent, or provide any other services or have officers, who serve as
directors, either to/for the issuer, the investment instrument itself or to/for any company commercially or financially affiliated
to such issuers. At any time, investment decisions (including whether to buy, sell or hold securities) made by UBS and its
employees may differ from or be contrary to the opinions expressed in UBS research publications. Some investments may not
be readily realizable since the market in the securities is illiquid and therefore valuing the investment and identifying the risk
to which you are exposed may be difficult to quantify. UBS relies on information barriers to control the flow of information
contained in one or more areas within UBS, into other areas, units, divisions or affiliates of UBS. Futures and options trading
is not suitable for every investor as there is a substantial risk of loss, and losses in excess of an initial investment may occur.
Past performance of an investment is no guarantee for its future performance. Additional information will be made available
upon request. Some investments may be subject to sudden and large falls in value and on realization you may receive back
less than you invested or may be required to pay more. Changes in foreign exchange rates may have an adverse effect on
the price, value or income of an investment. The analyst(s) responsible for the preparation of this report may interact with
trading desk personnel, sales personnel and other constituencies for the purpose of gathering, synthesizing and interpreting
market information.

Different areas, groups, and personnel within UBS Group may produce and distribute separate research products
independently of each other. For example, research publications from CIO are produced by UBS Global Wealth
Management. UBS Global Research is produced by UBS Investment Bank. Research methodologies and rating systems
of each separate research organization may differ, for example, in terms of investment recommendations, investment
horizon, model assumptions, and valuation methods. As a consequence, except for certain economic forecasts (for which
UBS CIO and UBS Global Research may collaborate), investment recommendations, ratings, price targets, and valuations
provided by each of the separate research organizations may be different, or inconsistent. You should refer to each relevant
research product for the details as to their methodologies and rating system. Not all clients may have access to all products
from every organization. Each research product is subject to the policies and procedures of the organization that produces it.
The compensation of the analyst(s) who prepared this report is determined exclusively by research management and senior
management (not including investment banking). Analyst compensation is not based on investment banking, sales and
trading or principal trading revenues, however, compensation may relate to the revenues of UBS Group as a whole, of which
investment banking, sales and trading and principal trading are a part.

Tax treatment depends on the individual circumstances and may be subject to change in the future. UBS does not provide
legal or tax advice and makes no representations as to the tax treatment of assets or the investment returns thereon both in
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general or with reference to specific client's circumstances and needs. We are of necessity unable to take into account the
particular investment objectives, financial situation and needs of our individual clients and we would recommend that you
take financial and/or tax advice as to the implications (including tax) of investing in any of the products mentioned herein.
This material may not be reproduced or copies circulated without prior authority of UBS. Unless otherwise agreed in writing
UBS expressly prohibits the distribution and transfer of this material to third parties for any reason. UBS accepts no liability
whatsoever for any claims or lawsuits from any third parties arising from the use or distribution of this material. This report
is for distribution only under such circumstances as may be permitted by applicable law. For information on the ways in
which CIO manages conflicts and maintains independence of its investment views and publication offering, and research
and rating methodologies, please visit www.ubs.com/research-methodology. Additional information on the relevant authors
of this publication and other CIO publication(s) referenced in this report; and copies of any past reports on this topic; are
available upon request from your client advisor.

Important Information About Sustainable Investing Strategies: Sustainable investing strategies aim to consider
and incorporate environmental, social and governance (ESG) factors into investment process and portfolio construction.
Strategies across geographies approach ESG analysis and incorporate the findings in a variety of ways. Incorporating ESG
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External Asset Managers / External Financial Consultants: In case this research or publication is provided to an External
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