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Geopolitical tensions are on a rise and becoming a structural issue. As such, they represent a potentially important barrier
to economic growth. They may impact fiscal outcomes, both short- and long-term, through several channels. Thus, they add
substantially to the already existing numerous significant fiscal pressures. We estimate two alternative scenarios, the results
of which confirm such assumptions for Slovenia. In order to cope with these pressures, economic policy will need to adjust.
Predominantly, it should create adequate fiscal space, better prioritise public expenditure, apply more targeted policy
responses to future shocks, and strengthen national fiscal frameworks.
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Rising geopolitical risks and their impact
on public finances

The post-Second World War international economic order
established an institutional architecture, which was de-
signed to stabilise the international monetary system and
support economic reconstruction (Eichengreen, 2008). The
stability of the post-war international economic system has
often been interpreted through the lens of hegemonic stabil-
ity theory, which suggests that the functioning of an open
and stable international economic order requires a domi-
nant power willing and able to provide key public goods
such as monetary stability, open markets, and security guar-
antees (Kindleberger, 1986; Keohane, 1984).
In the post-war period, the United States acted as a benev-
olent hegemon, supporting the functioning of international
institutions and maintaining the openness of the global
economic system (Keohane, 1984). This role strengthened
further during the final decade of the twentieth century
when, following the collapse of the Soviet Union, the
United States emerged as the sole global superpower with
decisive influence over international political and economic
developments. As a benevolent hegemon, the United States
exercised much of its influence through soft power, includ-
ing multilateral institutions, alliances, and economic leader-
ship.

* Jure Brloznik, Analysis Service, Fiscal Council, Ale3 Delakorda, Analysis
Service, Fiscal Council and Davorin Kraéun, President, Fiscal Council

5/2026

The rise of new great powers - most notably China and
the reassertion of Russia - has gradually transformed the
geopolitical environment. The resulting process of delimiting
spheres of influence has infroduced a higher degree of un-
cerfainty info the international system (IMF, 2024). This
transformation also reflects deeper structural tensions within
the globalisation process. As Rodrik argues in his analysis
of the globalisation trilemma, it is difficult to simultaneously
maintain deep economic integration, national sovereignty,
and democratic politics (Rodrik, 2011).

Increasing political tensions around globalisation have,
therefore, contributed to a shift toward economic national-
ism, industrial policy, and strategic autonomy. Moreover,
global economic interdependence itself has increasingly
become a tool of geopolitical competition. Farrell and
Newman describe this phenomenon as “weaponised infer-
dependence”, whereby states exploit their central position
in global economic networks—such as financial systems or
supply chains—to exert geopolitical influence (Farrell and
Newman, 2019). Such dynamics have contributed to the
growing use of sanctions, export controls, and financial
restrictions as instruments of geopolitical strategy.

As the system of hegemonic stability gradually weakens
and is replaced by a competitive system of major powers,
geopolitical risks increase. In their efforts to expand or
consolidate their spheres of influence, major powers in-
creasingly resort to military interventions, economic co-
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ercion, and strategic competition. These developments
heighten perceptions of insecurity across the international
system and increase global economic volatility (BIS,
2025). Trade fragmentation is perhaps the most visible
representation of the materialisation of increasing geo-
political tensions. This process of policy-driven reversal

of global integration, motivated by strategic, geopolitical,
or national security considerations, is referred to as geoe-
conomic fragmentation or GEF (Aiyar et al., 2023). Unlike
earlier phases of globalisation, which emphasized effi-
ciency and integration, GEF prioritizes resilience, auton-
omy, and security, even at the cost of economic efficiency.
This process manifests through trade fragmentation (tariffs,
non-ariff barriers, sanctions), technological decoupling,
reconfiguration of global value chains, reduced cross-
border flows of capital, labour, and knowledge, and
strategic industrial and defence policies.

Empirical evidence suggests that fragmentation is infensify-
ing and could impose substantial economic costs. In fact,

as the process of GEF has intensified since the Global Finan-
cial Crisis in 2008, it has already negatively affected econ-
omic growth. ECB (2026) uses Growth-at-Risk (GaR)
estimates - capturing real GDP growth at the lower tenth
percentile - that show that the inclusion of geopolitical indi-
cators lowers expected growth outcomes compared with es-
timations without such risk factors. Since 2014, the
contribution of geopolitical indicators to these dynamics has
increasingly acted as a drag on GaR, reducing it by one to

two percentage points. Since the outbreak of the COVID-19
pandemic, GEF intensified even further. According to the
IMF’s Global Trade Alert database the number of protec-
tionist measures is currently fifty percent higher than before
the COVID-19 pandemic (IMF, 2026). Similarly, Global
Fragmentation Index (FerndndezVillaverde, Mineyama,
Song, 2024), a composite measure of fourteen indicators of
geopolitical risk, is at its highest level on record in the last
five decades. IMF (2026) staff analysis indicates that a one-
standard-deviation shock to the Geopolitical Fragmentation
Index is associated with an increase in public debt ratios of
about 1.5 percentage points of GDP in the medium term.
Since the outbreak of the Ukraine war the value of the index
increased by more than that compared to the average of
the period before the global financial crisis in 2008. There
are also several esfimates available of the potential economic
cost of GEF. Aiyar et al. (2023) estimate that economic cost
of GEF could range from 0.2 percent to up to 7 percent of
GDP; with the addition of technological decoupling, the loss
in output could reach 8 to 12 percent in some countries.
Rising geopolitical tensions and geoeconomic fragmenta-
tion are taking place at a fime when fiscal resilience is al-
ready under pressure and fiscal buffers are limited. IMF
estimates that the global fiscal gap - the difference be-
tween projected primary balances and the levels needed
to stabilize the debt ratio - has all but disappeared, from

a cushion of more than 1 percent of GDP a decade ago to
near zero today (IMF, 2026). On top of that, since the end

Figure 1: Geopolitical Risk and Fragmentation

Source: https://github.com/YvesSehueler/EuroAreaGPR/raw/refs/heads/main/EA_GPR_Paper.xlsx, https://geopolfragmentation-index.com/
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of the Cold War there seems to be a systematic orientation
towards a more expansionary fiscal discourse as govern-
ments avoid policy choices that would not be perceived
favourably by the electorate (Gaspar, 2024).

It is necessary to point out that GEF represents a structural
and persistent change in the functioning of the world econ-
omy. This is also accompanied by regular shocks that
exacerbate the economic and consequently fiscal costs.
Therefore, it is important to make a distinction between
trend implications of GEF and sudden shocks, which are

a consequence of rising geopolitical tensions and accom-
panied by increased uncertainty and volatility.

Rising geopolitical risks and accompanied intensified pro-
cess of GEF have substantial impact on fiscal results. Theor-
efically, the most affected are countries with high trade
openness and high public debt (ECB, 2026). The impact
is also not equal within countries as the less well-off part

of the population is more adversely impacted (Aiyar et al.,
2023). We can broadly make a distinction between indi-
rect and direct channels of impact on fiscal results, although
the channels with which GEF impacts fiscal results are het-
erogenous and heavily interlinked. This is because geo-
political risk is multifaceted and not directly quantifiable as
it arises from a range of interconnected political, economic,
and social factors spreading across borders and sectors
(Behn et al., 2025). Therefore, it is difficult to make a clear
distinction between trend and shock related impacts, and
direct and indirect impact.

First and from a fiscal standpoint most visible channel of
GEFs impact on public finances is higher and from a sustain-
ability viewpoint less effective public expenditure.
Governments increasingly deploy subsidies to offset frade
barriers or support domestic industries. These measures carry
significant fiscal costs, often have uncertain productivity re-
turns and risk misallocation of resources (IMF, 2026). GEF
also shifts fiscal priorities. One of the most obvious trends
related to GEF is increased defence spending, which consti-
tutes one of the most rigid components of public expenditure
(IMF, 2026). This reallocation of fiscal resources towards
security and industrial subsidies may also crowd out invest
ments that are more growth-enhancing such as investment in
infrastructure and education. This in turn also has a negative
longterm effect on potential growth and tax revenue.
Furthermore, as fragmentation acts as a negative supply
shock it raises production costs and in turn leads to higher
inflationary pressures. This results in higher indexation of
spending, in particular social benefits and public sector
wages. More frequent and intensive fragmentation-induced
shocks increase pressure for compensatory fiscal interven-
tions. They mostly take the form of price subsidies and
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transfers to firms and households. As they are often broadly
constructed and not targeted enough the fiscal costs are
greater than needed.

More indirect channel through which GEF impacts fiscal
performance is its negative effect on macroeconomic per-
formance. This in turn leads to lower tax revenue and con-
sequently higher public debt. Trade barriers, supply chain
disruptions and reduced technological and knowledge
diffusion lead to lower investment and reduced productivity,
which negatively affects potential growth (Caldara and
lacoviello, 2022; Aiyar et al., 2023). Furthermore, during
shocks uncertainty and volatility increase, which results in
precautionary lower investment and consumption that also
leads to lower growth and lower public revenue. Another
indirect channel of GEFs impact on fiscal performance is
financial. Namely, geopolitical tensions and fragmentation
lead to increased risk premia, which raises borrowing costs.
This negatively affects long-term fiscal sustainability as it in-
creases debt servicing costs.

Current and long-term issues of public finance
sustainability in Slovenia

Fiscal sustainability in the euro area will be ensured via
dutifully implementing the medium-term fiscal plans. The
plans lay out fiscal policy path via pre-defined growth in
net expenditure. Following this path ensures a gradual
reduction of public debt ratio and thus prevents its further
increase even after applying standardised shocks and
ensuring a certain probability to provide for this.! Accumu-
lating deviations from the plan may endanger the long-term
fiscal position and at the same time narrow fiscal space to
act when shocks or cyclical downturn occur.
Slovenia currently fails to ensure fiscal sustainability over
the medium- and long-term. This has lately been confirmed
by both European Commission and Fiscal Council. The la-
test Debt Sustainability Monitor (DSM; EC, 2026) places
Slovenia among six EU countries with highest long-term fis-
cal risks. The projected rise in cost of ageing is predomi-
nantly responsible for the high level of risk.2 However, the
unfavourable initial structural position has contributed most
to the worsening of the assessment with respect to the pre-
vious edition of DSM. DSM estimates the required adjust-
ment of the primary balance to stabilize public debt over
infinite horizon at 6.5 p. p. of GDP, while updated estimate
in Milanez (2026) shows required adjustment at 6.1 p.p.
of GDP (the difference between required SPB (structural

! See Chapter II.1 in EC (2024a) for a description of Debt Sustainability
Analysis methodology, on which the set-up of net expenditure path is based.

2 See also list of highest fiscal structural risks in advanced countries (IMF
(2026), Figure 1.35).



ARTICLES

Figure 2: Geopolitical tensions and channels of impact on public finances
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primary balance) and initial SPB in Figure 3).3 The implied
levels of primary balance surplus at 4-5% of GDP, result-
ing from such an adjustment, have not been reached in the
past. The probability of actually achieving such adjustment
is thus estimated at zero - or unredlistic - in DSM.

These findings are echoed in the recent Fiscal Council (2026)
report. It assesses that the recent strong spending growth epi-
sode points to a deviation from fiscal sustainability, with pub-
lic debt rafio diverging from the path set in Slovenia’s
medium-erm plan. This, coupled with a possibility of a severe
geopolitical scenario being materialised under assumption of
no policy measures taken, could bring the budget deficit to
5% of GDP, putting public debt on an unsustainable path.
Additional spending pressures do not bode well for fiscal
sustainability over medium-term. Over the next decades,
taking the recently adopted pension reform and a recent
update of population projections (EUROPOP 2025, Euros-
tat, 2026) into account (see Milanez, 2026), age-related
costs could increase by around 4 p. p. of GDP. Further
long-term fiscal pressures include climate-transition cost,
defence spending and large infrastructure projects, such as
the new nuclear plant. We estimate that climatetransition
costs and higher defence spending could add more than 3
p. p- of GDP to public spending over the next decades. The
former takes into account estimates for Slovenia by Brloznik
(2022) at around 2 % of GDP. In terms of additional de-
fence spending, the assumption is that current spending at
2 % increases to 3% of GDP. In addition, current estimates
of the cost of the new nuclear power plant are in the range
of 20 % of GDP, which will be spread through more than a
decade. According to authors’ calculations, the rise of debt
to-GDP ratio in the case of long maturities of issued bonds
and unfavourable financing conditions could exceed 25%
of GDP in 20 years following the start of this project. How-
ever, even in the most favourable case, the increase in debt
could reach close to 15% of GDP.

By how much do geopolitical tensions affect fiscal
sustainability?

Geopolitical tensions could further exacerbate the already
existing long-erm fiscal pressures. They may impact fiscal
sustainability either through changes in the initial fiscal posi-
tion or via macroeconomic assumptions. In order to assess
this impact, we first simulate effects of shocks to uncertainty
on macroeconomic developments.

3 Based on current projections by both Ministry of Finance and Fiscal Council,
SPB in 2026, i. e. initial structural position, could be higher (on average at -
1.9 % of GDP) than that taken into account in DSM calculations (-1.3 % of
GDP). However, positive effects of recent pension reform put the target SPB at
lower level (4.2 % of GDP) than DSM (5.1 %). Although the need for a
required adjustment is slightly reduced, Slovenia would remain among the
high-risk countries.
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We build upon two scenarios to analyse the relation
between uncertainty and fiscal outcomes for Slovenia.4
The transmission to budgetary developments runs through
macro channel, depicted in Figure 2, via impact on rev-
enue, as the fiscal policy response is switched off when per-
forming simulations. The definition of two scenarios is
presented in Figure 4. The first is in line with the uncertainty
indicator from “severe shock scenario” of the latest ECB
projections.” The increase in uncertainty®, its level currently
close to historically highs, in this scenario is slightly lower
compared to a rise during the GFC or epidemic period.
After the shock, it is reduced by the end of 2027 to a level,
similar to the average since the beginning of the epidemic.”
In order to take into account the assumed more structural
nature of uncertainty, we also simulate a case, where the
shock remains high permanently. The “permanent shock
scenario” is designed such that uncertainty initially rises by
only half the rise in the “severe” scenario but thereafter re-
mains close to that level, corresponding to that reached
during the high of the epidemic period.

Uncertainty shocks could significantly affect GDP devel-
opments. Simulations show that uncertainty affects GDP
predominantly via investment. This is in line with theory and
other analysis (see ECB, 2016) and may thus also impact
the long-term economic potential. The effect on investment is

4 Simulations are performed on a model, constructed by following the
approach in Kozamernik and Zumer (2011).

5 See ECB (2026).

6 In our model, the »uncertainty« is represented by SORS indicator reflecting
»uncertain economic conditions« in the manufacturing sector, being the limit-
ing factor of production as reported by firms.

7 Note that »uncertainty« is endogenous in the model. In order to allow for the
dynamic response to take full effect, it is not fixed after the end of the shock.

Figure 4: Definition of uncertainty scenarios
(normalized values)
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Source: SORS: Authors' calculations.
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Figure 5: Uncertainty simulations:
effect on GDP growth

Figure 6: Uncertainty simulations:
effect on budget balance
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threefold stronger than on the household consumption.®

In case of a “severe” shock, real GDP could be up to 4 %
lower than in the baseline over the long-term. This reflects
the fact that GDP growth in the first three years following
such a shock would lag that of the baseline considerably.”?
The impact is similar to that estimated for largest euro area
countries by EC (2024b), but stronger than envisaged for
the uncertainty channel in the severe scenario impact on
euro area GDP in ECB (2026), probably reflecting higher
volatility of investment and small open economy. In case

of a “permanent” shock, deviation becomes even more
pronounced. Although due to the construction of shock it
occurs with a certain delay, GDP growth is reduced by al-
most 1 p. p. on an annual basis, implying a GDP growth
rate at below 1% in 10 years affer the shock, while the
level of GDP is up to 10 % lower than in the baseline.
Such developments would pose a serious strain for the
budget balance. In case of the “severe” shock, an increase
in deficit would peak in third year after the start of the
shock, being roughly 1 p.p. of GDP higher than in the
baseline. Results of this simulation, where the size of shock
to uncertainty is close to 2 of its standard deviation are simi-
lar to those provided in IMF (2026).] O The latter, however,
are surrounded by a wide range of possible outcomes and
none of distribution results is on a positive side. In the case
of “adverse” scenario akin to that of ECB (2026), where
the shock in comparison to “severe” scenario is roughly

8 According to EIB (2025) survey, most important barriers to investment are
high energy costs, lack of skilled workers and uncertainty. These barriers also
feature high for other CEE countries. Financing is not perceived as a limit to
investment in Slovenia.

9 Divergences from the baseline would dissipate in around five years after the

shock.

10 It is worth noting that the simulations therein do not refer directly to geopoliti-
cal tensions, but rather to social unrest shocks.

Source: Authors’ calculations.

one third lower and expires after one year, the negative
effects on both GDP growth and budget balance are sig-
nificantly more moderate. However, in the case of a “per-
manent” shock, budget balance would deviate persistently
and in a progressive manner.

Simulation results imply that medium-term fiscal sustainabil-
ity could come under substantial pressure. Compared to
the baseline, worse macroeconomic performance and
higher deficits would increase general government debt
by 7 p. p. of GDP in the “severe” and by 20 p. p. of GDP
in the “permanent” scenario over the medium+erm. Rises in
debt+o-GDP ratio run counter to the requirements of the
medium-term fiscal-structural plan, which assumes a gradual
decline in debt ratio for Slovenia.

Among other effects, such divergence would also impose
more restrictive requirements on government spending,
when the new medium-erm plan is set up. According to our
estimates, the resulting average annual growth rate of net
expenditure could be reduced by up to 0.5 p. p. in the *
severe” scenario and by up to 1 p. p. in the “permanent”
scenario. In line with that, uncertainty thus adds further re-
strictions on economic activity and worsens fiscal results.

If such developments are also followed by a rise in risk
premium, this would importantly restrain the provision of
fiscal space to counteract frequent shocks.

Possible fiscal policy responses to growing
geopolitical risks
In such an environment, fiscal policy must balance resil-
ience, sustainability, and flexibility. To strengthen fiscal sus-
tainability, it needs to establish credible medium-term fiscal
frameworks with clear adjustment paths, prioritize gradual,
but sustained debt reduction and preserve or rebuild fiscal

® 5/2026
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buffers to cope with more frequent shocks (Dabla-Norris
and Valdes, 2026). A key challenge is balancing credibil-
ity and flexibility, ensuring sustainability without undermin-
ing the capacity to respond fo crises. Achieving this
balance has never been more important or more difficult.
As IMF (2026) warns, broad or aspirational commitments
to undertake fiscal consolidation are no longer sufficient. In-
stead, credible adjustment requires specific measures, clear
sequencing, and medium-erm frameworks resilient to politi-
cal cycles.

In terms of mitigating consequences of shocks, governments
must improve the quality and targeting of crisissmitigating
fiscal measures. Broad-based subsidies need to be re-
placed with targeted, temporary support for vulnerable
households and viable firms (IMF, 2026). Distortionary
measures that suppress price signals, particularly in energy
markets, must be avoided. In Slovenia, fiscal policymakers
have inadequately addressed numerous crises in the last
several years. Majority of measures were broad-based,
deficit and debt increasing, and have significantly raised
expectations among stakeholders of what are the limits of
fiscal policy response. This has increased the pressure on
fiscal policy even in periods when shocks have receded.
On the other hand, an example of a shock intervention that
at least partly satisfied the criteria of proper crisis manage-
ment, as stated by international institutions, is the approach
to flood relief. Introducing temporary and dedicated new
tax revenue for a specifically designed budgetary fund with
a limited time frame of operation, which is relatively trans-
parent, has not increased the deficit and has a negligible
effect on macroeconomic performance.

To balance resilience and sustainability, public spending
must be reprioritized. Resources need to be shifted toward
investments that enhance resilience, in particular guaran-
teeing energy and digital security. At the same time,
growth-enhancing expenditure that impact favourably pro-
ductivity and external competitiveness, needs to be safe-
guarded, especially investment in education. In Slovenia
most public investment is directed toward traditional infra-
structure (roads and railways). On the other hand, a con-
siderable financial gap exists to improve and enhance the
electricity distribution network that is necessary to acceler-
ate the transition to more self-sustained and environmentally
friendly energy supply. A clear, systematic and medium-
term oriented refocus of public investment is, therefore,
needed.

From an institutional perspective, public financial manage-
ment and transparency need to be improved (Dabla-Norris
and Valdes, 2026). In Slovenia there is considerable room
to improve efficiency of public finance planning and execu-
tion. PIMA review (IMF, 2023), has shown significant defi-
ciencies in the field of planning and execution of public
investment. There are also no systematic spending reviews
in place, tax expenditure is relatively high compared to
other EU member countries, and there is considerable room
to improve the effectiveness of public procurement (Dela-
korda, 2025). Public wage bill needs to be managed more
prudently, and impact assessments of proposed policy and
legislative measures need to be improved substantially.
There is also room to formally improve the medium-term
budgetary framework, where Slovenia has one of lowest
scores in the EU.

Figure 7: Medium-Term Budgetary Frameworks Index 2024
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Conclusions
Rising geopolitical risks and geoeconomic fragmentation
are not temporary disruptions, but increasingly structural
features of the global economic environment. Thus, they
are adding to already numerous long-term fiscal pressures
also in Slovenia. Their fiscal implications extend beyond
shortterm crisis management, as they weaken growth pros-
pects, increase expenditure pressures, and reduce fiscal
space. Simulations show a potentially considerable impact
of uncertainty on fiscal developments in Slovenia, repre-
senting further sustainability challenges. In such an environ-
ment, the quality and credibility of fiscal policy become
increasingly important. Strengthening fiscal resilience
would require better prioritisation of public expenditure,
more targeted policy responses to future shocks, and
stronger fiscal framework.
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