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The role of the
European Union in
fostering convergence
Benoît Cœuré focusses on the CESEE economies
to explain how completion of EMU can accelerate
convergence and foster cohesion in Europe
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would like to focus precisely on three topics: growth, Europe and togetherness. I will argue that these three
elements are needed to accomplish what the Treaty on European Union promises: economic and social
cohesion1. I will focus on the economies of central, eastern and south-eastern Europe (CESEE), covering both
those that are already part of the European Union (EU) and those that are EU candidate countries or potential
candidates2.
I will start with a brief review of the current state of convergence of CESEE economies, and then explain how three
key European policy areas – the completion of the Single Market, the launch of a true capital markets union and the
targeted use of EU funds – can help accelerate convergence and thereby also foster cohesion in Europe.
The current state of convergence
CESEE economies have seen significant improvements in living standards over the past two decades, in both
absolute and relative terms3. Since 2000, growth in real GDP per capita has averaged 3.8% in the region as a whole,
compared with 1.4% for the EU28. As a result, we have seen these economies make measurable and welcome
progress in catching up to the EU average4.

But this catching-up process has been neither linear over time nor homogeneous across countries. You can see this
in Figure 1.
Clearly, for most countries, convergence towards the EU28 average has practically stalled since the outbreak of the
financial crisis in 2008 – this is the difference between the yellow dot and the upper end of the blue bar.
And before the crisis, convergence was noticeably faster in economies that were already part of the euro area. In
many of these economies, relative living standards increased by half, from 40 to 50% of the EU average in 2000, to
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Figure 1. Uneven income convergence in CESEE countries

Sources: World Bank (World Development Indicators) and ECB calculations
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around 70% in 2016. But the further one moves to the right on this figure, and contrary to what neoclassical growth
theory would suggest, the less compelling strong convergence becomes.

Achieving similar standards of living across our
continent should speak to our highest aspirations. It
is a recognition of history that economic prosperity,
opportunity and peaceful societies are closely linked
and mutually reinforcing

In the Western Balkans, for example, while relative income levels have increased, they have done so at a much
slower pace. At current growth rates, fast convergence towards the EU28 average will remain illusory for many EU
candidate countries or potential candidates.
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These economies, and this you can see in Figure 2, would need much higher GDP growth rates than in previous
years to even reach half of the EU28 average within the next 20 years or so, with the possible exception of
Montenegro.
Clearly, this pace of convergence is disappointing. It implies that living standards in Europe will remain highly
varied and uneven for a considerable period of time, even within the EU. And if there is no credible prospect of
lower-income countries catching up soon, there is a risk that people living in those countries begin questioning the
very benefits of membership of the EU or the currency union. Such doubts would be particularly worrisome in the
unstable world we are currently living in.
We need the EU to remain a force for change, a source of growth and development and an anchor of stability.
Action is therefore needed on two main fronts: first, to bring convergence in EU member states back onto its precrisis path and, second, to jump-start convergence in EU candidate countries and potential candidates.
To understand what needs to be done to tackle both challenges, it is useful to look at the drivers of growth and the
factors that have recently been holding them back. You can see this in Figure 3.
What you can see here is that, since the crisis, growth in all CESEE economies has essentially slowed because of two
main factors: a sharp drop in total factor productivity (TFP) growth and, to a lesser extent, in the contribution of
capital to growth.
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Figure 2. Stronger income growth required for faster convergence

Sources: World Bank (WDI) and ECB calculations
Note: This assumes purchasing-power adjusted per capita GDP growth in the EU-28 of 1.2%, which is the average growth rate observed over 2010 to 2016.
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Figure 3. Growth slowdown mainly due to a fall in TFP growth

Sources: Penn World Table version 9 and ECB calculations.
Note: Labour share in Albania and Montenegro assumed to be equal to the average observed in FYR Macedonia, Bosnia and Herzegovina, Serbia and Croatia. Average hours worked
in the Western Balkan countries assumed to be equal to the average in new EU member states. Calculations assume standard Cobb-Douglas production function.
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There are two things worth highlighting here. The first is that it is highly unusual that pre-crisis convergence largely
reflected technological progress and innovation. During the transition phase, growth is typically based on capital
and labour accumulation, and only later on TFP growth5. Or, to borrow the words of Paul Krugman, it is based first
on perspiration and only later on inspiration6.
The flipside is that these economies are now faced with a notable capital shortfall. The capital stock per person
employed remains substantially below the EU28 average in almost all CESEE economies. You can see this in Figure 4
on the left-hand side.
In CESEE euro area member states, it also remains well below other emerging economies, such as South Korea,
with similar per capita income levels. And, worse, investment rates have fallen further since the crisis in all CESEE
economies. You can see this on the right-hand side.
The second fact worth highlighting is that the remarkable contribution of productivity to growth, both in the
upswing and in the downturn, is likely to be an artefact of the growth model adopted by most CESEE economies.
This growth model relies, by and large, on deep integration in global production chains.
You can see this clearly in Figure 5. CESEE economies are some of the world’s most integrated. They are far more
integrated in global value chains than their EU peers, for example. Sizeable foreign direct investment (FDI) inflows
in the pre-crisis period – which you can see on the right-hand side – have promoted the role of CESEE economies in
global production processes. These inflows accounted for around 6% of GDP in the run-up to the crisis. In the EU28
as a whole, FDI inflows accounted for just 3.4% of GDP over this period.
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Figure 4. Capital stock remains comparatively low in CESEE economies

Sources: Penn World Table version 9, World Bank and ECB calculations.
Note: EU-15 refers to countries that joined the EU prior to 2004.

Sources: IMF (World Economic Outlook) and ECB calculations.
Note: The 45-degree line is shown in green.
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Figure 5. CESEE economies are some of the world’s most integrated

Sources: WIOD (2016) and ECB calculations.
Note: EU CESEE countries are Bulgaria, Croatia, Czech Republic, Estonia, Hungary,
Latvia, Lithuania, Poland, Romania, Slovakia and Slovenia.

Sources: Wiiw (FDI database) and ECB calculations.
Note: Data in gross terms. Simple averages of country-specific data for regional
aggregates.
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The role of FDI in supporting TFP growth is well known7. By integrating local firms into global value chains, it
facilitates the transfer of technology and expertise. The transfer of technology, moreover, does not stop at firms
directly integrated into global value chains, but also extends to their domestic suppliers via local production
networks8. Empirical evidence shows that, in the case of central and eastern European (CEE) economies, this
transfer of technology has contributed to both strong TFP growth in the run-up to the crisis and to its more recent
slowdown9.
You can see this more clearly in Figure 6. There is a very close link between TFP growth in CEE economies and TFP
growth in non-CEE EU countries. This link likely reflects the scale and scope of technology spillovers10. So, as FDI
inflows decelerated and participation rates in global value chains levelled off, TFP growth in CESEE economies
abated too.
Global value chains as a source of TFP growth in the future
In sum, therefore, this diagnosis highlights two key facts: CESEE economies have a lack of capital, and a strong
reliance on global production processes.
The easy answer, of course, is to brush away weakness in FDI inflows as a temporary phenomenon. After all, if the
law of declining marginal returns on capital continues to hold, we should still expect capital to flow into catchingup economies, rebooting TFP growth.
I would be somewhat more cautious, however. It is true that weakness in trade and investment, worldwide, has
been part of the collateral damage from the crisis. As we leave this legacy behind, headwinds should fade too. But
the recent shift is also likely to reflect developments of a more structural nature – that is, the slowdown in global
value chain formation may well persist11.
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Figure 6. Close link between TFP, GVCs and FDI developments

Sources: ECB staff calculations based on CompNet, WIOD (2016) and Vienna Institute for International Economic Studies (wiiw) (FDI database).
Note: CEE and non-CEE EU frontier represent firms in the 80th and 90th percentiles in terms of TFP in each country-sector-year. CEE GVC frontier is a weighted average of the most
productive firms in non-CEE EU countries, with weights based on the share of imported intermediates of each CEE-sector pair from each non-CEE EU country-sector pair. The CEE
countries are EE, HU, LV, PL, RO, SK, and SI. The non-CEE countries are AT, BE, DK, FI, FR, DE, IT, PT and ES. For FDI, the regional aggregate is obtained from the simple average of
country-specific annual changes.
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There are three main reasons for this. First, natural disasters and increasing climate-related disruptions have led
firms to rethink the length and design of their value chains to mitigate the risks of costly supply disruptions12. This is
becoming increasingly visible and may still amplify as climate change takes its toll on our economies.
Second, in the past sizeable wage differentials for unskilled labour made the international fragmentation of
production processes worthwhile. Some of these wage differentials have narrowed considerably as emerging
economies have grown richer. In the EU CESEE economies, for example, real wages have increased by slightly more
than 50% since 2000. In the EU28, real wages grew by 18% over the same period.
And, third, the increased use of robots and artificial intelligence has the potential to turn global value chains on
their head and cause firms to reconsider offshoring practices13.
The second and third factors may be the most pressing ones. Put simply, if robots can deliver the same output more
cheaply, more efficiently and closer to the consumer, then firms may have fewer reasons to spread production
across countries.
By some estimates, the average price of industrial robots has declined by about 40% over the past ten years and
is projected to fall considerably further14. A survey by the Boston Consulting Group revealed that more than 70%
of senior manufacturing executives in the United States think that robotics can improve the economics of local
production15.
The implication is that, to the extent that growing automation and narrowing wage differentials make the
outsourcing of production processes less profitable, policymakers in CESEE economies, and in emerging market
economies more generally, will need to think about developing other growth models.
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To reboot TFP growth and deepen capital accumulation they will need to stimulate domestic investment spending
and help new, innovative industries to grow and develop. Only in this way will convergence towards the EU28
average accelerate.
These should be joint efforts, however, which brings me to the second part of my remarks. Europe can and should
help, in three main ways. First, by providing the market that makes the development of new industries profitable.
Second, by channelling funds to sectors and countries where capital can be used most productively. And, third, by
providing direct financial assistance to foster convergence and support national reform efforts.
Reaping the benefits of the Single Market
Let me take each of these points in turn, starting with the market dimension. The EU’s Single Market can be a
valuable source of competitive advantage for firms located in CESEE economies, in particular when competing with
other economies at similar stages of development.
It is the largest market in the world, offering the benefits of enormous economies of scale, and has helped establish
product and safety standards that are used worldwide. There is compelling evidence that the Single Market has had
a positive impact on exports, investment, innovation and productivity16.
To exploit its full potential, and to accelerate convergence, two things need to be done. First, member states need
to strengthen its enforcement so that Single Market initiatives translate into concrete and positive effects on the
ground.
A key ingredient for this is efficient administration at all levels of government. Indeed, a lack of real convergence in
income levels is, more often than not, the result of a lack of convergence in institutional quality17. You can see this
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in Figure 7 – a figure that makes a compelling point, notwithstanding the usual caveat on the two-way causality
between institutional quality and income levels18. Most CESEE economies are still in the lower left-hand corner,
meaning there remains a significant gap in overall institutional quality compared with the average level observed in
the EU as a whole.
Some EU member states have recently renewed their interest in the process leading to participation in the
exchange rate mechanism (ERM II) and the adoption of the euro. This could become a fundamental catalyst for
institutional reforms in the years to come.
Second, the scope of the Single Market must be broadened. For the EU, this means expanding its reach into
industries that are prime drivers of innovation and catalysts for future growth.
This is particularly relevant for CESEE economies. As you can see in Figure 8, most of these countries are still
classified as modest or moderate innovators. There have been some notable improvements in certain countries
over time, but in others the process of gradually catching up with their EU peers appears to have stalled, or even to
have backtracked, in recent years.
The first priority is therefore to complete the Single Market for services, which already account for two-thirds of
global GDP and employment, and represent many of the potential growth sectors in the age of digitalisation and
automation.
Research by the ESCB’s Competitive Research Network (CompNet) shows, for example, that many firms in the EU
services sector are far behind the productivity frontier, particularly in CESEE economies19. Reallocating capital and
labour to more productive firms would help boost overall competitiveness and support employment.
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Figure 7. A significant gap in institutional quality remains

Sources: Eurostat and World Bank.
Note: The Worldwide Governance Indicator is the composite rank of average positions in six broad institutional dimensions. Luxembourg is excluded because GDP per capita
computations are distorted by eg. the high number of cross-border workers.
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Figure 8. Most CESEE economies only modest or moderate innovators

Sources: European Commission (European Innovation Scoreboard).
Note: Data are available only for some CESEE economies.
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A second, and more direct, avenue is to increase efforts to build a ‘European data economy,’ or a digital single
market, as also advocated by the European Commission in its communication in November20. Digitalisation offers
a particularly promising opportunity for catching-up economies to leapfrog more advanced economies and
adopt new technologies faster than them, thereby mitigating the risk of being hurt by reshoring and premature
deindustrialisation.
Convergence and the role of the capital markets union
The second key area where Europe can help – which is close to the heart of this conference – is by channelling
funds to where they can be used most productively.
There is compelling evidence of the importance of finance for technological innovation and, ultimately, long-run
growth rates21. Differences in the quality of financial intermediation across countries have been found to have
significant implications for economic growth22.
In particular, research is increasingly challenging the view that bank and market-based finance tend to support
economic development and living standards in similar ways.
Evidence is growing globally that large banking systems are associated with more systemic risk and lower economic
growth, in particular as countries grow richer23. In addition, recent work by ECB staff highlights that, during the euro
area sovereign debt crisis, capital misallocation increased substantially among firms that were more reliant on bank
finance24.
Other research suggests that deeper equity markets are more effective in promoting innovation and productivity
and, hence, in bringing economies closer to the technological frontier25. Recent ECB research, for example, suggests
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that if an EU member state were to increase its ratio of stock market capitalisation to bank credit from the 25th to
the 75th percentile, the average growth rate of its most high-tech industry could be expected to increase by 3.1
percentage points, everything else being equal26. None of this is to say that banks will become redundant. They will
continue to play their key social role of pooling savings and engaging in maturity and risk transformation.
But recent findings are increasingly reflected in the ongoing policy discussion. The European push towards a capital
markets union, for example, reflects not only the need for increased cross-border risk-sharing in a currency union,
but also the hope that deeper and better-integrated equity markets will support innovation and productivity
growth in the European Union27.
This also includes making new innovative financial technologies available to firms and ensuring they are as safe as
conventional technologies. Europe is spearheading this process. Europe’s Payment Services Directive (PSD2), for
example, has been revised to introduce more competition in financial intermediation by requiring banks to share
account information with new contenders.
China, of course, is a prime example of new financial technologies supporting growth in the transition towards
higher income levels. Although EU data requirements are more stringent – for good reason – there is considerable
scope for such technologies, if used prudently, to also foster growth and convergence in the EU.
On Figure 9 you can see that in Europe more generally, and in most CESEE economies in particular, these
technologies have not yet gained much traction. In other words, progress towards a true capital markets union
can both support the funding of investments, thereby helping overcome the current lack of capital accumulation,
and, at the same time, foster the use and distribution of new financial technologies that may themselves become a
source of growth28.
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Figure 9. New financial technologies have not yet found much traction in Europe

Source: Expanding Horizons – the 3rd European Alternative Finance Industry Report, reports
by the Cambridge Centre for Alternative Finance (2016).
Note: Data are based on information gathered from 344 crowdfunding, P2P lending and
other alternative finance intermediaries across 45 countries in Europe.

Source: FinTechs and their emergence in banking services in CESEE (Stern, 2017).
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Using EU funds to foster convergence
The third area where Europe can help is arguably the most contentious one. It relates to transfers between member
states to foster convergence in the EU.
Such transfers are already happening, of course. Cohesion policy, designed to reduce structural disparities among
regions and member states, was the second largest item in the EU’s 2014-20 budget. Over this period, and this you
can see on the left-hand side of Figure 10, the cumulated available funds for CESEE countries range from 8 to 21% of
average annual GDP, with the allocation of resources linked to prevailing income levels. In other words, these funds
are not negligible.
One problem, however, is that not all countries are equally successful in accessing them. One reason for this is
linked to the importance of institutional quality, which I mentioned earlier. You can see this on the chart on the
right-hand side, which suggests there is a positive correlation between institutional quality and a country’s ability to
effectively absorb available transfers and secure new funding opportunities.
Such patterns are even more visible when considering EU funding opportunities for social policies, education and
training29. Under the European Fund for Strategic Investments plan, for example, CESEE economies have only been
able to attract less than 5% of total funding allocated to social infrastructure projects.
This means two things. First, we need to strengthen the ability of receiving economies to access and absorb funds.
This should be part of the broader effort to improve institutional quality.
Second, EU allocation rules should be made as simple as possible. The European Commission has already made
several important suggestions in this respect, with a single rulebook planned to cover several EU funds, less red
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Figure 10. Cohesion funds sizable but not all countries equally successful in accessing them

Sources: European Commission, AMECI, and ECB calculations.
Note: Data for the 2014-2020 programming period; red diamonds refer to the
EU11, blue diamonds for the EU15. For nominal and per capita GDP, 20102013 average is used. Data for ERDF, CF, and ESF. Luxembourg is not shown.

Sources: World Bank, European Commission, and ECB calculations.
Note: Data for the 2007-2013 programming period. The institutional quality index for 2015 is
rescaled between 0 and 10, indicating low and high institutional quality, respectively. Data for
ERDF, CF and ESF. Croatia is not shown.
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tape and lighter control procedures for businesses and entrepreneurs benefiting from EU support30. Such initiatives
are essential if we want people and companies to take full advantage of the opportunities that the EU provides.
Conclusion
Achieving similar standards of living across our continent should speak to our highest aspirations. It is a recognition
of history that economic prosperity, opportunity and peaceful societies are closely linked and mutually reinforcing.
The prospect that relative income levels in Europe, without further action, will remain unacceptably large for
the foreseeable future is therefore a warning sign. It should urge policymakers to think in new ways about how
convergence can be accelerated, and what role Europe itself should play in this process.
I have highlighted that we must begin by acknowledging that convergence requires joint efforts and responsibility.
It requires member states to translate EU initiatives and recommendations into concrete and positive effects on the
ground, and candidate countries and potential candidates to achieve institutional excellence as early as possible in
the transition process. Convergence must be built on strong institutions. And adhering to standards, EU standards,
is a powerful vehicle for growth.
Accelerating convergence also requires the EU, and the euro area in particular, to help underwrite this process. This
includes completing the Single Market, building a new digital market and being serious about developing a true
capital markets union. Transition economies need both the market and the capital to nurture and feed domestic
growth initiatives. ■

Benoît Cœuré is a Member of the Executive Board of the ECB
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