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The Coming Golden Age of New Europe? 
 

Abstract 

 

New Europe has never had it so good before. Its income, quality of life, and level of 

happiness have never been closer to that of the developed countries in Western Europe. 

Despite the crisis, New Europe will continue to grow faster than Western Europe for decades 

to come, continuing its catching-up. By 2050, New Europe‘s income per capita is likely to be 

almost equal to that of Western Europe, the highest level ever recorded in the history of the 

region. Moreover, the overall quality of life will be practically indistinguishable from that in 

Western Europe. New Europe‘s true Golden Age will finally arrive. 

 

By 2050, New Europe is also likely to achieve a higher level of income per capita than most 

emerging market countries. New Europe not only has stronger economic fundamentals, but is 

also less vulnerable than other emerging markets to political, social, and economic Black 

Swans, catastrophic events which could wipe out much of the achieved economic progress.  

 

The Golden Age, however, will not arrive without help from policymakers. The crisis has 

shown that the current development model based on a rapid financial deepening fueled by 

imported savings intermediated by foreign-owned banks has lost some of its credibility. New 

development models are needed that would lessen reliance on financial deepening in favor of 

productivity growth, euro adoption, open borders to immigration, and further EU integration. 

The crisis provides a good opportunity for the needed change.  

mailto:mpiatek@kozminski.edu.pl


   

2 

 

 

I.   INTRODUCTION 

New Europe, comprising ten postsocialist new EU member states
1
, is likely to be one of the 

fastest growing regions in the world in the XXI century. Unshackled from communism only 

two decades ago and safeguarded from military threats, which has undermined its 

development for hundreds of years, the region has never before in its whole history been 

better positioned to increase its income per capita and expand global importance. Thanks to 

low income inequality and adoption of the European way of life, emphasizing cultural and 

social development almost as much as economic one, the quality of life and the level of 

happiness are likely to grow faster than elsewhere, too. Given that New Europe‘s level of 

income per capita today relative to Western Europe is at its highest level since 1500 and that 

it has promising growth prospects, the XXI Century promises to be the Golden Age of New 

Europe.  

 

This prediction may sound bold in current circumstances, when the region has entered its 

deepest crisis since the beginning of transition. GDP growth in New Europe will be negative 

this year; next year will not be much better. But the underlying long-term strengths of the 

region—its political, ethnic, and religious stability, educated populations, low income 

inequalities, inflows of EU money, rule of law, adoption of euro and further integration with 

Western Europe—will not fade away because of the crisis.  

 

The ongoing integration within the EU in particular will continue to benefit the region owing 

to higher investment, increased trade, and enhanced labor mobility. EU integration will also 

increasingly narrow the room for bad policymaking, which in the long-term can offset even 

the most advantageous economic fundamentals and lead to economic reversals undermining 

decades of economic progress. The last decade has shown that the institutional straitjacket 

and EU-supervised rule of law made even the most populist governments in the CEE region 

largely impotent. 

 

The same can‘t be said about most other emerging markets economies, where---if the last 40 

years are any guide--the next 40 years should see a fair share of political, social, and 

economic turbulence, including wars, political coups, ethnic violence, and terrorism. These 

events could easily wipe out a large part of their anticipated economic progress. The 

probability of political and economic reversals, equivalent to rare but catastrophic economic 

crises like the one we are experiencing right now, is far from zero. 

 

                                                 
1
 Bulgaria, Czech Republic, Estonia, Hungary, Latvia, Lithuania, Poland, Romania, Slovak Republic and 

Slovenia. The name of  New Europe is used here instead of Eastern Europe, because the latter is not 

geographically correct (most new EU member states are located in Central Europe) and has negative 

connotations.  
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Despite strong fundamentals, New Europe‘s development needs to be supported by good 

economic policymaking, which is the indispensable ingredient of long-term growth. The 

crisis revealed that the current development model of New Europe based on an excessive 

reliance on foreign capital flows, foreign owned banking systems, and euro zone based 

exports, seems to have been undermined. New kinds of policymaking and development 

models will be needed in the future to sustain New Europe‘s catching-up with more 

developed countries.  

 

The paper is organized as follows: chapter II shows that in 2008 New Europe achieved the 

highest level of per capita income relative to Western Europe since year 1500. Chapter III 

discusses the impact of the global crisis on New Europe‘s economies. Chapter IV takes a 

long-term perspective and presents the likely development path of New Europe until 2050. It 

argues that given the lower political, social, and economic risks, by 2050 New Europe is 

likely to have grown more than most emerging market economies and will have achieved per 

capita income close to that in Western Europe. Chapter V provides conclusions and policy 

recommendations. 

 

II.   THE PAST – THE LAST 2000 YEARS. 

Maddison (2003) provides data on long-term per capita levels between year 1500 and 1998. 

Table 1 shows that Eastern Europe, which includes Albania, Bulgaria, former 

Czechoslovakia, Poland, Romania, and countries of former Yugoslavia, achieved the highest 

level of per capita income of 60 percent of Western Europe‘s per capita income in year 1500. 

Since then the level of per capita income in Eastern Europe relative to Western Europe has 

been declining, reaching its lowest level of 30 percent in 1998.2  

 

Table 1. GDP per capita 1500-1998, Western Europe = 100 

 
1500 1600 1700 1820 1870 1913 1950 1973 1998

Western Europe 100      100      100      100      100      100      100      100      100      

Eastern Europe 60        58        55        52        44        44        46        43        30        

Former Soviet Union 65        62        60        56        48        43        62        53        22        

USA 52        45        51        102      124      153      208      145      153      

Latin America 54        49        52        54        35        44        56        39        32        

China 78        67        59        49        27        16        10        7          17        

India 71        62        54        43        27        19        13        7          10        

Japan 65        58        56        54        37        40        42        99        114      

Other Asia 73        63        55        46        31        23        20        18        21        

Africa 52        45        39        34        22        17        19        12        8           
 

                                                 
2
 Of course, historical comparisons of levels of income have large margins of error. Yet, they still provide a 

useful picture of levels of development, confirmed by anecdotal evidence collected in the large literature on the 

subject.  
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Notes: Eastern Europe includes Albania, Bulgaria, Czechoslovakia, Poland, Romania and former Yugoslavia. 

Source: own calculations based on Maddison (2003) 

 

After long centuries of deconvergence, Eastern Europe‘s income, this time measured for ten 

postsocialist new EU member states, has experienced a huge turnaround since the beginning 

of 1990‘s. Figure 1 shows that the level of per capita income of New Europe in 2008 relative 

to Western Europe was roughly the same as in year 1500 that is the highest in more than 500 

years.3 Assuming that between year 0 and 1000, the relative income per capita was not 

higher, last year New Europe achieved the highest level of material well-being in its whole 

history!
4
  

 

Figure 1: GDP per capita in New Europe, 1500-2008, Western Europe=100 
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Source: Maddison (2003) for 1500-1973 and Eurostat data for EU-10 relative to Eurozone 15 for 1997-

2008. 

Note: EE in Maddison includes Albania, Bulgaria, Czechoslovakia, Hungary, Poland, Romania, and 

Yugoslavia. Maddison data are in 1990 international $, while Eurostat in PPS. Both unweighted averages. 

 

                                                 
3
 Maddison and Eurostat data are not fully comparable because of the different sample of countries and different 

PPS measures. However, while exact levels of income would be different according to both measures, the 

trends would still be similar. 

4
 Because of lack of data, Maddison (2003) assumes that the level of per capita income in Eastern and Western 

Europe in year 0 and 1000 was the same. However, taking into account lower population density, lower trade, 

and generally a lower level of social and political development, it seems reasonable to assume that New 

Europe‘s level of income was significantly lower than in Western Europe.  
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The turnaround in growth, particularly since 1997, was of truly historical proportions. New 

European countries have never been catching up so quickly with Western Europe and never 

all of them at the same time (Figure 2). The weighted average of New Europe‘s GDP per 

capita increased from 40% in 1999 to 52% in 2008. 

 

Figure 2: GDP per capita in New Europe 1999-2010, EU-15=100, PPS 

 

 
 

Such fast catching-up was partly due to the positive effects of EU integration, culminating in 

two waves of eastern enlargement in 2004 and 2007. According to the recent report of the 

European Commission (2009) analizing the economic effects of EU enlargement after 5 

years, owing to EU accession New European countries‘ annual growth rate between 2000 

and 2008 accelerated by significant 1.75 percentage points. IMF agrees that EU accession 

was beneficial (Cihak and Fonteyne, 2009). 

 

However, despite an impressive performance this past decade, the share of New Europe in 

total worldGDP on a PPP basis has not changed. According to the IMF, in 2008 it amounted 

to 2.6 percent of the world‘s total, slighly below its 2.8 percent share in 1990. These data 

suggest that the impressive perfomance of New Europe has been at least matched or 

exceeded by other regions of the world. In fact, some countries and regions, like China, India 
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or a number of countries in South-East Asia, grew faster than New Europe. China‘s share in 

world‘s GDP alone increased from 3.6% in 1990 to 11.4% in 2008.  

 

It has to be remembered though that growth in GDP per capita does not fully depict 

improvements in the overall quality of life. New Europeans today enjoy historically 

unparalleled quality of life, which lags behind Western Europe much less than what 

differences in income levels would suggest. Thanks to the Internet, open borders, and 

flattening of the world‘s economy, New Europeans today enjoy the fruits of global 

technological, cultural, and social development almost as much as Western Europeans do. 

 

The level of happiness in New Europe is also at all time high, rising from historical lows in 

the last years of socialism (Layard, 2003, Eurofund, 2009). UNDP‘s HDI index, combining 

GDP per capita, educational achievement and life expectancy, is also at a historical high. It is 

much higher than what the level of income along would suggest. Kolodko‘s (2008) 

Integrated Index of Welfare, comprising such factors as GDP, education, availability of free 

time, and the quality of natural environment, would also be at its peak. The Leicester 

University map of world‘s subjective well-being suggests that New Europeans as a whole are 

quite satisfied (Figure 3). No wonder, since they never had it so good!  
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Figure 3: Global projection of subjective well-being, 2006 

 

 
 

Source: White (2007) 

 

III.   THE CRISIS 

The imported global crisis has hit New Europe pretty hard. This year most economies of the 

region will shrink for the first time since the beginning of transition: Baltic economies will be 

10% smaller; Poland‘s or Slovakia‘s will not have grown.  

 

While an interpretation of the crisis is not the focus of this paper, the crisis will surely have 

implications for how New Europe will develop in subsequent decades. The current 

development model based on rapid credit growth, wide external imbalances, real estate and 

stock market bubbles, and foreign-owned banking sectors seems to have largely failed. 

Reliance on exports to euro zone, global speculative capital, and industrial monocultures, 

especially as regards the automotive industry, have also been called into question.  

 

The last decade witnessed an unprecedented pace of financial deepening in New Europe. 

Figure 4 shows that in all countries of the region the share of credit in GDP has multiplied 

several times in the past decade. Latvia‘s credit ratio has increased by almost ten times! 
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Figure 4: Total bank credit to the non-financial private sector 

 

 
Source: Keereman et al. (2009) based on IMF 

 

Supercharged financial deepening was fueled by foreign currency lending from Western 

European banks, which own almost 60% of the region‘s banking sector‘s assets, versus only 

30% in old EU member states and just above 20% in the rest of the world. The banking 

sector in Estonia, Latvia, and Slovakia is totally foreign-owned (Cihak and Fonteyne, 2009). 

 

Foreign-owned banks were instrumental in providing financing to New Europe. Between 

2004 and 2008, the share of foreign loans in total GDP in most countries in the region more 

than doubled. In Latvia the share increased from 18% in 2004 to 70% just four years later 

(Keereman et al. 2009). 

 

Such large credit growth has led to significant current account deficits, which until recently 

exceeded 20% of GDP in Bulgaria and only slightly less in other countries of the region. 

Only Poland, the Czech Republic, Hungary and Slovakia had current account deficits 

considerably below 10% of GDP. New Europe‘s current account imbalances during the last 

decade were significantly larger than in other emerging markets (Figure 6), partly reflecting 

also much looser fiscal policy than in other emerging markets (Cihak and Fonteyne, 2009). 
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Figure 6: Current account balance in New Europe (NMS) and other countries,  

1997-2008 

 

 
Source: Cihak and Fonteyne (2009) 

 

When external financing dried out, with foreign investors reducing their exposure to the 

region, most countries in the region were seriously affected. European Commission‘s growth 

forecasts for New Europe in 2009 have changed dramatically since 2007 (Table 2).
5
  

 

Table 2: Growth forecast for New Europe in 2009, projections from 2007 and 2009 

November 2007 January 2009

Bulgaria 6,2 1,8

Czech Republic 4,9 1,7

Estonia 6,2 -4,7

Latvia 6,0 -6,9

Lithuania 6,3 -4,0

Hungary 3,4 -1,6

Poland 5,2 2,0

Romania 5,8 1,8

Slovakia 6,2 2,7

Slovenia 4,0 0,6

EU-15 2,2 -2,2  
Source: European Commission 

                                                 
5
 It also shows that European Commission, as well as practically everyone else, didn‘t see the crisis coming 

even in 2007 when the excessive imbalances in most countries in New Europe were already plainly visible. The 

projections for 2009 are set to worsen further in the next European Commission update. 
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The crisis seems to have divided countries in New Europe into two groups: those that have 

grown slower in the past, like Poland, Czech Republic, Slovakia and Slovenia, and are now 

less affected by the crisis, and those in the second group of countries, including the Baltic 

States, Bulgaria and Romania, which have grown at almost Chinese rates in the recent past 

but are now suffering from the crisis. 

 

This two-tier model begs the question of whether the second group of countries has grown 

too fast in the last decade relative to its fundamentals. Figure 7 shows that the Baltic States 

may have indeed grown too fast relative to fundamentals, unlike Poland, Czech Republic, 

Hungary, Slovenia and Slovakia whose growth rates were closer to their potential. 

 

Figure 7: Convergence in New Europe and the rest of the world, 2003-07 

 

 
Source: Cihak and Fonteyne (2009). 

 

IV.   THE FUTURE – THE NEXT 40 YEARS 

One thing is certain about the crisis – it will end at some point.6 When it does end, there are 

reasons to believe that fast growth in New Europe will resume, although probably at a lower 

                                                 
6
 New Europe is already adjusting to the new world of dried up foreign financing through—as should be 

expected—a sharp correction in external imbalances. This is being achieved through currency depreciations 

and/or drops in domestic demand. Latvia‘s current account deficit improved from -25% of GDP in mid 2007 to 

(continued) 
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rate than before the crisis owing to much slower pace of financial deepening. Catching-up 

with Western Europe is likely to continue at a rate of at least 1% a year. By 2050, most 

countries of New Europe will have achieved per capita incomes close to Western Europe.  

 

There are a number of long-term growth projections available for New Europe. 

PriceWaterhouseCoopers (PWC, 2008) provides projections of GDP growth until 2050 for 

30 economies accounting for 85% of the world economy, including Poland which we can use 

as the proxy for New Europe. According to these projections, based on an extrapolation of 

historical trends in capital investment, anticipated changes in the quality and the size of the 

labor force, and assumed productivity growth rates7, Poland‘s GDP per capita will grow by 

2.7% a year until 2050, much below the growth rates for all other selected emerging markets 

and only 0.8% over the G-7 average of 1.9% (Table 3). PWC explains that Poland‘s low 

projected per capita growth rate reflects much less favorable demographics and rapidly 

ageing population over the period to 2050.  

 

                                                                                                                                                       
-13% in Q4 2008. Bulgaria‘s CA deficit decreased from -27% of GDP in Q2 2008 to below -20% of GDP in Q1 

2009. Countries with floating exchange rates – Romania, Poland, Czech Republic, and Hungary – witnessed 

substantial falls in the value of their currency, improving export competitiveness. 

7
 In the PWC‘s model, long-term growth is driven by four factors: (i) growth in physical capital stock, (ii)  

growth in the labor force based on the latest available United Nations (UN) projections of working  age 

population growth; (iii) growth in the quality of labour ; and (iv) technological progress, which drives 

improvements in total factor productivity (TFP). PWC takes the US as the ―global frontier‖ in terms of 

technology and thus productivity, to which other countries catch up. The model also makes assumptions about 

future trends in real market exchange rates relative to PPP rates driven by the difference between the 

productivity growth rates. 
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Table 3. Projected real growth rates in selected emerging markets, 2007-50 

 

 
Source: PWC (2008). 

 

Growth projections for most emerging markets are quite optimistic. For instance, the 

projected growth in GDP per capita for Nigeria and Argentina of 4.4% and 3.0% a year, 

respectively, seems high given the two countries‘ projected fast population growth and 

chronic political instability. On the whole, PWC projections seem to be either too pessimistic 

for Poland (and—per proxy—for New Europe) or too optimistic for other countries, because 

they do not take into account political risks discussed later in this section. 

 

Carone et al. (2006) long-term GDP growth and labor productivity growth projections for 

EU-25 based on a production function approach are only slightly more optimistic than that of 

PWC. 8 They project that GDP per capita of EU-10 (excludes Bulgaria and Romania, but 

                                                 
8
 In the production function approach,‖ projected productivity is the outcome of an extrapolation of recent 

trends; of an assessment of the medium-run effects of demographics on capital deepening; and of some long-run 

convergence assumptions regarding TFP (i.e. a return to the long-term historical average for the period 1970-

2005).‖ (Carone et al. 2006). 
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includes Malta and Cyprus) during 2004-2050 will be growing at 2.6% a year, 1.0% above 

EU-15 (Table 4). 

 

Table 4: Projected GDP per capita growth rates of EU-25, 2004-2050 

 
Source: Carone et al. (2006) 

 

Interestingly, Carone et al. (2006) project that New Europe‘s convergence with EU-15 will 

first decelerate in 2031-2040 and then reverse during 2041-50 owing to less favorable 

demographic projections and slower productivity growth rates. As a result, in 2050 EU-10 

GDP per capita will reach 78% of EU-15 level (Table 5), down from 82% in 2040. 
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Table 5: Projected GDP per capita levels of New Europe relative to EU 15, 2004--2050 

 
Source: Carone et al. (2006) 

 

Poncet (2006) provides another source of long-term growth projections based on a 

production function, which include a number of New European economies. By 2050, Poland, 

Czech Republic, Hungary and Romania are supposed to grow at an annual rate of 1.5-1.8%.9 

This is much below projected growth rates for most other emerging markets such as 

Malaysia, the Philippines or Pakistan which are expected to grow at a rate exceeding 5% a 

year. Surprisingly, even some developed countries, such as the UK, Canada, Netherlands, or 

Sweden, are projected to grow faster than New European economies.  

 

 

 

 

 

 

 

                                                 
9
 Poncet also provides estimates of growth until 2020: Poland would grow at 2.4% and the Czech Republic at 

2.5% a year. 
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Table 6: Projections of GDP and GDP per capita at current US $ and current relative 

prices 
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Source: Poncet (2006) 

 

Goldman Sachs, an investment bank which came up with the title ―BRICs‖ in his 2003 

‗Dreaming with BRICs. The Path to 2050‘ report, in 2007 expanded his analysis beyond 

BRICs to include ―N-11‖, the next eleven countries with significant growth potential. 

Strangely, none of New European countries was included (Goldman Sachs, 2007).10 Poland 

was used only as a yardstick for comparison, according to which in 2050 its economy will be 

smaller than that of Egypt, the Philippines, Vietnam and Bangladesh. This implies a 

substantially lower projected growth for Poland in the following decades, given that Poland‘s 

GDP is today three times as big as, for instance, that of Bangladesh.11 

 

All long-term projections are based on more or less mechanical extrapolation of historical 

data complemented with subjective assumptions about future trends. New Europe seems to 

be considerably underappreciated.12 There a number of arguments why—as opposed to the 

projections presented above—by 2050 New Europe will have grown more than most 

emerging markets. 

 

                                                 
10

 Deutsche Bank projections (Bergheim, 2005) for 34 world economies until 2020 also do not include any 

countries from New Europe. 

11
 According to the IMF, as of the end of 2008 Poland‘s GDP in PPP amounted to $669 billion, while that of 

Egypt, the Philippines, Vietnam, and Bangladesh amounted to only $447, $320, $240, and $227 billion, 

respectively. 

12
 Deutsche Bank (Bergheim, 2005) provides long-term growth projections until 2020 for 34 world economies, 

which—alas—do not include any countries from New Europe. 
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First, institutions--which are essential for fast sustainable growth--are stronger in New 

Europe than in most emerging markets.13 Table 7 shows that the quality of New Europe‘s 

institutions, reflected in three rankings done by the World Bank, Heritage Foundation, and 

Transparency International, is much higher than in other emerging markets. Table 7 also 

shows that the quality of institutions in New Europe has been improving faster than 

elsewhere, mostly thanks to EU integration. This positive trend is likely to continue until 

New Europe‘s quality of institutions reaches the Western European level. 

 

Table 7: Quality of institutions in New Europe and other emerging markets 

 
 

Source: Keereman et al. (2009) based on World Bank, Heritage Foundation, and Transparency International. 

 

Second, the quantity and quality of education in New Europe is higher than in most emerging 

markets and even in some developed countries. Both have been improving at an 

extraordinary rate in the last twenty years. In 2008, tertiary scholarization ratio, measuring 

the proportion of young adults aged 18-24 enrolled in tertiary education, reached almost 50% 

in New Europe. This was only slightly below old EU member average of 60%, but way 

above Latin America‘s and China‘s ratio of only 30% and 20%, respectively. The quality of 

education in New Europe is also high: According to the latest 2006 OECD PISA study, 

measuring the science, reading, and mathematics performance of 15 year olds in 57 countries 

around the world, New European countries scored above what would be suggested by their 

income per capita. For instance, in the ranking on performance in science, Estonia was 

ranked in 5
th

 place, Slovenia in 12
th

, and the Czech Republic in 15
th

 place. Hungary and 

Poland, ranked 21
st
 and 23

rd
, respectively, scored higher than students in Denmark, France, 

and the United States (OECD, 2006). Other emerging markets scored much lower, with 

Russia ranked 35
th

, Thailand 46
th

, Mexico 49
th

 and Brazil 52
nd

. Results for reading and 

mathematics performance exhibited similar patterns. 

                                                 
13

 See, for instance, North (1993) and Kolodko (2000). 
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Third, unlike all other emerging markets, New Europe can receive almost 200 billion euro of 

EU funds until 2013, and hundreds of billions euro more in decades to come. The majority of 

these funds, representing about 2% of New Europe‘s annual GDP, will be invested in high-

return infrastructure, human capital, innovation, and ICT. Rosenberg and Serhiej (2007) 

estimate that inflows of EU funds are likely to accelerate GDP growth in New Europe by up 

to 1 percentage point a year. Allard et al. (2008) argues that EU funds will promote public 

investment, resulting in an increase in New Europe‘s GDP per capita relative to EU-15 by a 

sizeable five percentage points by early 2020s in comparison to a no-EU funds scenario. 

Other emerging markets will not receive similarly sized funding from anyone. Hence, their 

growth will be lower.  

Fourth, all New European economies are set to adopt the euro, the future world‘s premier 

reserve currency. This will accelerate growth per capita and increase macroeconomic 

stability. According to IMF (2006) and the National Bank of Poland (2009), owing to higher 

trade, higher investment, lower risk premia, and the elimination of currency exchange costs, 

adoption of the euro would increase GDP growth in Poland by between 0.3 and 0.7 

percentage points annually. Other countries in New Europe would benefit from adopting the 

euro to a similar extent. Most other emerging markets have no option of adopting any 

international reserve currency, while also participating in its governance. 

 

Fifth, New Europe‘s productivity growth, unlike in many other emerging markets, have so 

far been mostly driven by growth in total factor productivity (TFP) rather than in capital 

deepening. Schadler et al. (2006) argue that TFP growth in New Europe in the last decade 

was almost double that in other emerging markets. The Asian pattern of growth based on 

very high savings and investment rates is likely to eventually run into diminishing returns. 
 

Finally, and most importantly, New Europe is likely to continue to grow faster than most 

emerging markets because of political, social, and ethnic stability, which substantially limits 

the risk of disastrous political upheavals, social, ethnic and religious tensions, and sustained 

periods of bad policymaking. 

 

Social stability in New Europe is stronger than in practically all other emerging markets. This 

is first of all due to much lower income inequality than elsewhere. The Gini coefficient, one 

of the main predictors of social stability, hovers around 30 in New Europe, while it exceeds 

40 in Brazil, Russia, China, Thailand, Malaysia, and in many other emerging markets 

(WIDER, 2008).14 Unlike most emerging market countries, New Europe is also ethnically 

and religiously homogenous.  

                                                 
14

 According to World Bank (2006) ―inequality of opportunity, both within and among nations, sustains extreme 

deprivation, results in wasted human potential and often weakens prospects for overall prosperity and economic 

growth‖. 



   

19 

 

 

Political stability in New Europe is particularly strong relative to most emerging markets. All 

New European countries are solid democracies, which are increasingly entrenched thanks to 

the ongoing institutional and political integration within the EU.
15

 The same can‘t be said 

about most emerging markets, where democratic systems are either non-existent, like in 

China, not stable, like in Brazil, or not well entrenched like in Russia, Thailand or 

Malaysia.
16

 

 

Political and social stability coupled with strong domestic and EU institutions substantially 

lowers the risk that any country in New Europe would pursue growth-damaging populist 

economic policies. The fundamental difference between New Europe and other emerging 

markets is the impact of the European Union, which puts an institutional and legal 

straitjacket on policymakers limiting the scope for bad economic policymaking. There is very 

little that EU countries can do without breaching some of the many established rules, such as 

the Growth and Stability Pact or limits on public aid. The rule of law is also firmly 

established, as any breaches of the rule of law would be invalidated by the European Court of 

Justice, whose decisions are legally binding in member countries. Strong domestic 

institutions, in particular independent central banks, complement the institutional framework. 

The last decade showed that even mildly populist governments such as those of Poland‘s 

Kaczynski or Slovakia‘s Fico have become largely impotent. 

 

Most emerging markets have no institutions similar to that of the EU to restrain them from 

bad policymaking. Their domestic institutions are often too weak and not sufficiently 

entrenched. Emerging markets are also inherently politically, socially, and ethnically much 

less stable than New Europe. This increases the risk of political upheavals leading to populist 

economic policies. Such political upheavals have happened many times before in countries 

like Brazil, Russia, India, and most other emerging markets. 

 

Growth projections for emerging markets ignore such risks.17 Instead, projections are based 

on the extrapolation of the most recent past into the future. But the recent past is not likely to 

have much to do with the future, because the recent Golden Decade of global growth will not 

be repeated any time soon. Going forward, global growth will be much lower. This will 

                                                 
15

 Barro (1996) finds that democracy has only a weak effect on growth. The positive effect decreases with rising 

income. However, Sen (2000) argues that democracy is crucial to ensure long-term economic stability, 

reduction of poverty, and increase in the overall quality of life.   

16
 Thailand, for instance, long believed to have achieved a mature democracy, has been roiled by widespread 

public protests in the last couple of years and even experienced a short military dictatorship. 

17
 PWC explicitly ignores ―the possibility of major adverse shocks (e.g. political revolutions, natural disasters or 

military conflicts) that could throw countries off their equilibrium growth paths for longer periods of time, but 

which are inherently impossible to predict‖ (PWC 2008, p. 23). 
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increase risks to political, social, economic, and military stability, to which emerging markets 

are much more vulnerable than New Europe is. 1819  

 

The promising growth prospects notwithstanding,20 New Europe has a number of 

weaknesses, which could slow the speed of future convergence. 

 

First, productivity growth in New Europe is likely to diminish. This is mostly because, as 

argued by Piatkowski and Van Ark (2007), the easy post-transformation reserves have by 

now been almost completely exhausted. Productivity growth in the future, particularly as 

New Europe‘s level of productivity approaches the world‘s technology frontier, will have to 

increasingly rely on improvements in human capital and innovation, allowing for full 

absorption of global know-how as well as enhancing domestic innovation.  

 

This will be much harder to achieve, particularly given New Europe‘s low level of 

innovation. New Europe is virtually inexistent in the rankings of international patent 

applications (World Intellectual Property Organization, 2009).21 It is also scoring low in the 

Global Innovation Scoreboard 2008, the most comprehensive assessment of innovation 

performance of EU27 and other major R&D spenders in the world (Figure 8).22 New 

Europe‘s rankings have worsened since 1995.23 

 

                                                 
18

 Taleb (2006) calls these unexpected, yet often siginificant events Black Swans. 

19
 As argued by the Harvard historian Niall Ferguson (2009, military conflicts are quite likely in the future, even 

on a large scale. The current crisis, increasing world‘s poverty, will further increase the risk of renewed 

conflicts. Ideas, as always, will also matter. China, for instance, has a long history of xenophobia and distrust of 

foreigners. This year‘s March decision of the Chinese Ministry of Commerce to reject Coca-Cola‘s $2.4 billion 

bid for the local soft-drink company may be the first sign of a growing hostility to FDI. It has to be noted that 

China‘s openness to foreigners is a relatively new phenomenon, lasting only two decades.  
20

 To the long list of New Europe‘s strengths one could also add that New Europe‘s economies are well 

diversified, with no single country dependent on, for instance, exports of raw materials. New Europe is 

therefore better insulated than others from exogenous shocks stemming from, for example, variations in the 

price of oil. New Europe will also benefit from further EU enlargement, which will possibly encompass the 

Balkans, Belarus, Ukraine, Moldova, and Turkey. 
21

 Interestingly, in 2008, for the first time ever a Chinese company Huawei topped the list of patent applications 

with 1737 applications (20% increase over the previous year). It was followed by Panasonic Corporation 

(Japan) with 1,729 international applications and Philips Electronics N.V. (Netherlands) with 1,551 filings. 
22

 Argentina, Australia, Brazil, Canada, China, Hong Kong, India, Israel, Japan, New Zealand, Korea, Mexico, 

Russia, Singapore, South Africa and the United States. The GIS 2008 methodology includes 9 indicators of 

innovation and technological capabilities, grouped in three main dimensions: Firm Activities and Outputs, 

Human Resources and Infrastructures and Absorptive Capacity. Nine indicators include patents per population 

(3 years average), business R&D (BERD) as a % of GDP, S&T tertiary enrolment ratio, labour force with 

tertiary education (% total labour force), R&D personnel per population, scientific articles per population, ICT 

expenditures per capita, Infrastructures and Broadband penetration per population, public R&D (HERD + 

GERD) as a % of GDP. 
23

 See Radzikowski and Rybinski (2007) for a pessimistic view on New Europe‘s ability to generate innovations 

and develop intellectual capital. 
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Figure 8: Global Innovation Performance, 2005 

 
Source: Global Innovation Scorecard (2008) 

 

Second, New Europe‘s population is ageing much faster than in most emerging markets 

(Figure 8).24 
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 The World Bank (2008) calculates there will be 18 per cent fewer Bulgarians in 2025 than there were in 2000. 

The number of Hungarians is forecast to fall by 13 per cent over the same period, while the Czech Republic, 

Poland and Slovakia can expect population shrinkage of 3-5 per cent. In many of the new member-states, one in 

five people will be over 65 by 2025 and the median age will approach 50. 
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Figure 8: Population ageing until 2050 according to the United Nations. 

 
Source: Rybinski et al. (2008) based on the UN. 

 

Fast population ageing is likely to negatively affect productivity growth and public finances. 

However, Carone et al. (2006) argue that, while labor productivity of individuals aged 55 and 

more is likely to decline, the negative effect on productivity would be limited. They assert 

that ―a very strong fall in the productivity of older workers compared with that of prime-age 

workers would be required to significantly depress total labor productivity. Such an outcome, 

on the basis of current evidence, appears rather unlikely.‖
25

 The negative impact of ageing on 

public finances is mitigated by the effect of pension reforms introduced in most New 

European countries, which shifted the pension burden from defined benefit, PAYG systems, 

to defined contribution, private-pension funds based system. However, the negative impact of 

ageing is enhanced by low labor employment ratios in New Europe, which are below the EU-

15 average of 67% in 2007 (Poland and Hungary had an employment ratio of only 57%). 

 

Third, New Europe‘s perceived competitiveness is not improving as fast as elsewhere. In the 

World Economic Forum‘s Global Competitiveness Index 2008-09, the best two New 

European economies—Estonia and the Czech Republic—are ranked only in 32
nd

 and 33
rd

  

place. Poland, the region‘s largest economy, is ranked 53
rd

. Rankings for almost all countries 

in the region have worsened relative to the previous year‘s index.  

 

However, the predictive power of such rankings is quite disappointing. Despite the 

comprehensiveness of the Global Competitiveness Index —it aggregates more than 150 

                                                 
25

 In line with ongoing ageing, New Europe‘s populations will also decline. According to European 

Commission‘s projections, the total population of EU10 (excludes Bulgaria and Romania, includes Malta and 

Cyprus) will decline from 74.2 million in 2003 to 65.5 million in 2050. The population of Poland, the largest 

country in the region, will decline from 38.2 million to 33.6 million in 2050. The working age populations will 

also decline (Carone et al. 2006). 
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various institutional, social, political and economic factors believed to influence 

competitiveness and long-term growth—it hardly has any predictive power. Vartia and 

Nikinmaa (2006) provide statistical evidence that high rankings in the Global 

Competitiveness Index are not good predictors of future growth rates.26 They find that 

correlation between the 1996 competitiveness rankings and average annual GDP growth rates 

per capita during 1995-2003 is close to zero.  Hawkins (2006) agrees, arguing that WEF 

Index merely provides useful comparative information about economic conditions and 

business perceptions across economies. Other rankings‘ predictive power, such as the World 

Bank‘s Ease of Doing Business Index or the Heritage Foundation‘s Index of Economic 

Freedom, is likewise low.  

 

V.   CONCLUSIONS AND POLICY RECOMMENDATIONS 

New Europe has never had it so good before. Its income, quality of life, and level of 

happiness have never been closer to that of the developed countries in Western Europe. 

Despite the crisis, New Europe will continue to grow faster than Western Europe for decades 

to come, continuing its catching-up. By 2050, New Europe‘s level of income per capita is 

likely to exceed 80% of the Western European‘s level, the highest level ever recorded in the 

history of the region. Moreover, the overall quality of life will be practically 

indistinguishable from that in Western Europe. This is truly a beginning of a Golden Century 

for New Europe. 

 

By 2050, New Europe is also likely to achieve a higher level of income per capita than most 

emerging market countries. While emerging market economies may grow faster, they are 

much more vulnerable to political, social, and economic Black Swans, catastrophic events 

which could wipe out much of the achieved economic progress, than New Europe.  

 

Such catastrophic events are likely as the world will be increasingly facing three trends, 

which in the past have almost always led to wars and economic retardation: the rise of new 

powers upsetting the world‘s balance of power; ongoing depletion of world‘s resources, in 

particular of water and oil; and growing emancipation of the world‘s poor, who will be 

increasingly demanding a bigger voice in global affairs and a bigger share in the world‘s 

economic pie. Paraphrasing Kolodko (2008), things happen the way they happen when a 

couple of things happen at the same time. New Europe, safely ensconced in the legal 

framework of the European Union, insulated from global financial speculation by the 

adopted euro, the new global reserve currency, and defended by its NATO allies, will be 

                                                 
26

 As also suggested by anecdotal evidence - in 1990, Japan, Switzerland, and Germany were ranked as the top 

three most competitive economies in the world just before all three countries entered a period of stagnant 

growth. 



   

24 

 

much less exposed to these rising dangers than most emerging markets. New Europe may 

grow slower in the next 40 years, but nonetheless achieve more. 

 

The Golden Age, however, will not arrive without help from policymakers. The crisis 

showed that the current development model based on a rapid financial deepening fueled by 

imported savings intermediated by foreign-owned banks has weakened its credibility. New 

development models are needed. The crisis provides a good opportunity for the needed 

change.  

 

First, New Europe needs to increase domestic savings to lessen reliance on imported savings 

and bring current accounts under control. Fiscal policy will have to be much tighter to 

increase public savings. Taxes will need to be allowed to go up as well as down to strengthen 

public finances (and nip future asset bubbles in the bud). The Stability and Growth Pact, 

which has not worked well, should be complemented with domestic fiscal frameworks to 

ensure that countries conduct anti-cyclical policies. As argued by Piatkowski (2009), 

introduction of independent fiscal watchdogs, such as fiscal policy councils, would be 

helpful. Incentives for private savings should also be strengthened, including through pension 

reforms increasing long-term savings.  

 

Second, with the pace of financial deepening likely to slow drastically, New Europe needs to 

re-emphasize labor productivity growth. It will have to enhance the quality of education, 

increase innovation, and improve infrastructure. With labor productivity exceeding half of 

the Western European level, New Europe has not only to enhance absorption of imported 

technology, but also increasingly rely on domestic innovation. Inflows of FDI, an important 

contributor to enhancing productivity, should continue to be attracted, although not through a 

race to the bottom in corporate taxation.27  

 

Third, New Europe should promote further integration of the EU‘s financial sector, but 

complement it with stronger domestic supervision and lessened reliance on foreign 

ownership of domestic banking sectors. The crisis showed that capital does have nationality, 

with foreign banks often favoring lending in mother countries rather than in New European 

subsidiaries. To increase control over credit growth, improve banking sector‘s stability, and 

conduct anti-cyclical lending policy, foreign banks operating in New Europe should be 

complemented with local private and public banks, such as PKO BP in Poland or OTP in 

Hungary. 

 

Fourth, diversify exports structure away from European Union markets, which now represent 

more than 80% of New European exports. This would help insulate New Europe from local 

exogenous shocks. 

 

                                                 
27

 Since taxes are only of a secondary importance for FDI, there is no need to continue to decrease corporate 

income taxes to attract FDI. Uncoordinated CIT cuts often benefit global multinationals to the detriment of local 

taxpayers. Piatkowski and Jarmuzek (2008) discuss implications of tax competition for the region. 
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Fifth, adopt the euro as quickly as possible, at a competitive exchange rate. Adopting the 

euro is a unique opportunity available only to New Europe, which would accelerate growth 

and reduce vulnerabilities. The crisis shows that the benefits of sovereign monetary policy 

and independent currencies are largely illusory, as the presumed monetary independence is 

undermined by the need to defend currencies against speculative attacks and attract sufficient 

foreign financing for the public and private sector. Fixed currency pegs contributed to asset 

bubbles in many countries in the region, while floating exchange rates have proven to be as 

much a source of macroeconomic instability as an absorber of exogenous shocks.  

 

Sixth, strengthen the regulatory and guiding role of the public sector. The crisis shows that 

allowing markets too much freedom is not optimal. Given asymmetric information, 

microeconomic choices of consumers and entrepreneurs are often irrational, as reflected in 

market manias and panics. As argued by Akerlof and Shiller (2009), government intervention 

is needed to mitigate excesses of free markets and tame animal spirits for policy purposes. 

They support the idea of ―libertarian paternalism‖, which stipulates that people and markets 

could be guided by governments to do what is in their best interest. 

 

Seventh, to slow population ageing, increase the availability of skills, and improve 

productivity, New Europe should—besides increasing employment--develop a coordinated 

approach to immigration. It should open borders to immigration from, in the first place, the 

neighboring countries of Eastern Europe. In the rising global strategic competition for human 

resources, New Europe should not remain passive. Large immigration is only a matter of 

time. It is better to start controlling it now to ensure the largest possible benefits. 

 

Lastly, promote further political, social, and economic integration of the EU, and further EU 

enlargement. New Europe has a unique opportunity to be a part of the historically 

unprecedented and amazingly successful integration of the European continent, which most 

other regions of the world will be trying to emulate. The crisis should provide a new sense of 

common purpose for all Europeans and a unifying theme that we are all in this together.  
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