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The transformation of Central, Eastern and Southeastern European (CESEE) economies from
centrally planned toward open market economies has been inherently linked with their
integration into the European Union. The widely held desire to join the EU was a major driver
of economic reform. Such reforms not only improved the efficiency of resource allocation but
also made EU membership a plausible outcome, which in turn attracted FDI and accelerated
integration. EU accession crowned this process and unleashed historically unprecedented
private and public capital flows. The positive climate that such rapid growth and convergence
created temporarily masked the deep-seated problems that weak institutions and slow social
learning had created, while the excessive capital inflow led to resource misallocation in the
economy. The financial and economic crisis that hit the CESEE region in 2008 thus revealed
deeply rooted problems, which these countries now need to face during their journey toward
the frontier of development. Reform reversals have become widespread, in some cases
touching the very foundations of a modern market economy. This article argues that the
speed, sustainability and equity of future convergence in the region will crucially depend on
renewed reform efforts. Reforms will also allow these countries to fully benefit from the
continued deepening of European integration, further accelerating convergence.
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The transformation of Central, Eastern and Southeastern European (CESEE)
economies from centrally planned toward open market economies has been
inherently linked with their integration into the European Union. The widely held
desire of these countries to join the EU was a major driver of economic reform
from very early on in the process. Such reforms not only greatly improved the
efficiency of domestic resource allocation but also made EU membership an in-
creasingly plausible outcome. These developments in turn attracted foreign direct
investment (FDI) and accelerated the pace of EU accession against the backdrop of
a historically unique period of global stability and integration.

EU accession crowned the transformation process and unleashed historically
unprecedented private and public capital flows. The positive climate that such rapid
growth and convergence created temporarily masked the deep-seated problems
that weak institutions and slow social learning had created, while the excessive
inflow of capital led to a massive misallocation of resources in the economy.

The financial and economic crisis that hit the CESEE region in 2008 thus
revealed deeply rooted problems, which these countries now need to face durin
their journey toward the frontier of development. Reform reversals have become
widespread, in some cases touching the very foundations of a modern market
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economy and thus also bringing into question integration into the EU as the final
destination (Szckely and Ward-Warmedinger, 2018). The crisis also brought out
the deeply rooted problems of the periphery economies and clearly demonstrated
that convergence is not irreversible. Plummeting growth and escalating public
debt quite quickly put unprecedented pressure on budgets and social support
systems in an environment of high and rapidly growing unemployment.

This contribution argues that the speed, sustainability and equity of future con-
vergence in the region will crucially depend on renewed reform efforts. Reforms
will also allow these countries to fully benefit from the continued deepening of
European integration, further accelerating convergence.

1 The convergence process

According to a growth model designed by Acemoglu et al. (2006), an economy’s
distance to frontier determines the relative importance of different reforms. In
other words, the shape of future development in the region will inter alia dictate
which structural and institutional reforms are critical to ensure rapid and sustain-
able convergence to the frontier. Over time, and depending on the success of the
ongoing convergence process, the type of reforms that are crucial will change.
And this change will be a continuous process.

Many of the CESEE countries are reaching the point where the role of selection
and allocation, broad-based innovation, and the accumulation of appropriate
human capital to support innovation become critical. Firm creation and the internal
workings of firms also become critical, since the innovation that can directly boost
growth takes place inside firms. Given the nature of innovation and rapid struc-
tural change, dealing with enterprise failure also becomes all the more important.

Chart 1
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Source: Eurostat.

Note: The frontier (= 100) is defined as the average per capita income of the group of the highest-income small EU countries (Sweden, Denmark,
the Netherlands and Austria), as most CESEE countries are small and open economies. This group of reference countries are not only among
the highest-income countries in the world, but more broadly represent the global frontier of economic and social development.
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As chart 1 shows, an increasing number of the EU countries in the CESEE
region are getting relatively close to the frontier, and several others may soon join
up with them. While EU countries at the frontier are typically innovation leaders,
CESEE EU countries tend to be modest to moderate innovators (see European
Innovation Scoreboard, 2017).

While continuous reforms are essential to maintain fast and sustainable con-
vergence toward the frontier, and while reforms to support innovation may be
particularly beneficial when countries are approaching the frontier, regretfully,
not all countries implement reforms. In some countries, reforms have been
neglected to such an extent that these countries continuously and significantly
diverge from the frontier. Worse still, we now see countries in the region that
reverse reforms, sometimes fundamental ones, such as the rule of law (Székely and
Ward-Warmedinger, 2018). Unless they reverse the reversal, also these countries
will start losing their relative income position and may not fulfil their potential.

The political economy literature has made important contributions on how to
deal with time inconsistency and how to achieve reforms in democratic societies
with uninformed voters or noncredible and myopic governments. But we currently
have no model that can explain the kind of reform reversals we observe in the
region. Moreover, the aggregation problem these models face has become bigger
than we thought, making the distributional impacts more important than the
models would predict.

2 Reforms and reversals

As Professor Aumann argued recently (Aumann, 2017), people need to want things.
Without a want, incentives will not work, which limits the scope for economic
policy and reforms. Sometimes, people do not want things that would be good for
them (like a healthy diet) and typically they want things for reasons other than
what they need those things for.

As Professor Aumann puts it, there is a need for “mechanism design design.”
There should be broad motivating goals that people want to achieve, for whatever
reason, rendering them willing to support reforms that are perceived as useful or
necessary to achieve those goals. This would in turn create an environment where
politicians want to embark on those reforms, and where public sentiment works in
favor of reform and convergence, and not against it.

If we look back at the recent history of the CESEE region, we can trace this
theme (Roland, 2001). With the collapse of the old political system and the newly
acquired national sovereignty, it became possible to unwind the centrally planned
economic system and create a market economy. People wanted this because they
wanted the life they perceived people in the West to have. Very soon, they realized
that the process of transition was much more complex and would come with often
very negative short-run costs (Milanovic, 1998; Havrylyshyn et al., 2016). Hence
came the disillusionment, and the political pendulum swung back the other way.

Following transition, EU membership became the next motivating goal. EU
accession held the promise of joining the West in an institutional form. People
wanted it because they wanted to live in a western country. So the mechanism
design was geared to incentives. Populism worked toward supporting the reforms
for joining the EU. Reform design, however, was not always careful enough. Some
countries entered the EU but, particularly when the crisis hit the region, started
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reversing reforms in many places and areas, ranging from fiscal systems and
pension reforms to financial sector reforms (Szckely and Ward-Warmedinger,
2018). In some cases, populism worked against reforms and convergence.

For those CESEE countries that have not yet joined the euro area, euro adoption
could be the next motivating goal, but people will need to want the euro. EU and
euro area membership has in many cases promoted fast and sustainable conver-
gence. However, the experiences of some (not sufficiently reforming) existing euro
area countries demonstrate that there is no guarantee (chart 2). Divergence from
the frontier can occur, dominantly driven by the lack of reforms at the national
level. Thus, euro area membership offers high rewards to reforming countries, but
it may also deliver stronger punishments for countries that do not implement the
necessary reforms.

Chart 2

Per capita GDP relative to the EU frontier
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Source: Eurostat.
Note: See chart 1 for a detailed definition of the frontier (= 100).

Reform reversals and major economic crises are forms of relatively rare,
disruptive (tail) events. Yet the impact on convergence, in both directions, may be
more important than we presently perceive. Poland’s outstanding performance
during the recent crisis is a positive case in point for the region. We need to
understand better how reform reversals, and their negative impact on conver-
gence, can be minimized, and how performance during crisis periods can be
improved by better reform and institutional design.

There is a growing awareness of the possible impacts of globalization and
integration on income distribution, perceptions of fairness and on uncertainty
surrounding individuals’ situations. Distributional issues in a broader sense are
also central to making convergence fast and sustainable. If human capital — partic-
ularly the type of human capital needed for innovation, firm creation, growth, and
employment in dynamic firms — is accumulated only by a privileged few, or only in
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small parts of a country, convergence to the frontier will be the privilege of only a
few and certainly not sustainable for a country as a whole. Moreover, as the example
of Italy clearly shows, if institutional quality widely differs among regions, the
country as a whole will not be successful. Market forces tend to produce strong
agglomeration effects, which are very good for the winners but, without mitigating
public policies, can be devastating for the losers. This emphasizes the importance
of ensuring good quality governance throughout a country and a reform design
that pays attention to distributional effects in a broader sense.

Chart 3

Global income distribution in 1800, 1975, and 2010 g
Income is measured by adjusting for price changes over time and for price differences
between countries (purchasing power parity (PPP) adjustment).

These estimates are based on reconstructed National Accounts and within-country inequality measures.
Non-market income (e.g. through home production such as subsistence farming) is taken into account.
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Source: Ortiz-Ospina, E. 2017. Is globalization an engine of economic development? Our World in Data (blog),
August 1. https://ourworldindata.orglis-globalization-an-engine-of-economic-development.

So, looking ahead, why should these
countries want reform? And what types
of reforms should we hope that they
want? Global convergence trends stand
to hold major implications for progress
in the region. As chart 3 shows, the
share of the world population at the
average income levels of the CESEE
countries (below the European average
in the chart) has increased dramatically
over recent decades. Looking ahead, it
will increase even faster. Reforms offer
a chance to at least keep pace with
worldwide developments.

The right composition of reforms is
also necessary to make convergence fast
and sustainable. Productivity-enhancing
innovation inside a firm is a key element.
This is also part of institutional design.
Having highly educated people with the
right skills, a relative strength of countries
in the region (chart 4), is a necessary but
not sufficient precondition for innova-
tion, as empirical work clearly suggests
(Villalba, 2007). It is always the bottle-
neck that can ultimately cap progress.
This emphasizes the importance of a
comprehensive approach.

The reversal of long-standing or
significant reforms risks unraveling
hard-won progress as well as possibly
stifling future reform momentum.
Reform reversals are no doubt hinder-
ing convergence, but they will do so
significantly more if the rest of the
world is moving ahead fast with
reforms. For example, allowing the
quality of skills to deteriorate, as it
seems to be happening in Hungary
(chart 5), or leaving some groups in
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society behind, as it is the case with Roma people in many countries in the region,
puts these young people at a great disadvantage, as the world is moving ahead fast.

Chart 4

Per capita GDP, human capital and innovation
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Chart 5

PISA test results in Hungary
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3 Reforms at the EU and national levels

As a crisis response, the EU put forward major initiatives to promote the single
market for services and the digital single market. Theory predicts that small, very
open economies in the region stand to be major beneficiaries of such reforms, but
firms must be well prepared. Furthermore, accompanying reforms at the national
level may be essential to help firms to benefit from the opening of borders and the
increase in competition, and to maintain public support for reforms designed at
the EU level (frequently perceived by people in the region as being far away).
National reforms that allow firms to enter the markets, minimize the short-term
costs of reform, reabsorb displaced capital or labor and adequately support those
who lose out, are critical in this regard. Exporting firms, new firms and particu-
larly new innovating firms are best placed to benefit, but are also subject to a much
higher risk of failure. Hence reforms to make firm creation and resolution easier
and cheaper will be important.

Capital markets union is another major area of EU-level reforms that can
support convergence, particularly in countries closer to the frontier, where innovation
becomes much more important. For small and medium-sized enterprises (SMEs)
and new firms, innovation is an especially risky venture and equity is a much more
adequate source of finance than loans. As equity finance is underdeveloped in the
region, easy access to sources from abroad via the capital markets union can be a
major help. Many of the most successful start-up firms in the region have relied on
foreign sources of equity and the knowledge set that came with it. The European
Fund for Strategic Investments (EFSI) is another example of particularly helpful
EU-level reform in this regard, but countries in the region need to do more to
better position their firms to benefit from this opportunity.

Quality of government and distance from the frontier are closely linked, with
causality running in both directions. The closer a country gets to the frontier, the

Chart 6

Per capita GDP, quality of government and corruption perception
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Note: The EQI (European Quality of Government Index) and the CPI (Corruption Perception Index) have been rescaled to have the same mean and
standard deviation as GDP.
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more essential this factor becomes, given the key importance of government in
education and in providing the legal and institutional framework for innovation
and risky finance. As chart 6 shows, countries in the region are broadly where
their income level would put them, with few countries well placed to move closer
to the frontier without quality of government being a drag on convergence. In recent
years, the country-specific European Semester recommendations have focused on
this area for countries such as Bulgaria, Croatia and Romania, where a bottleneck
for convergence exists, and also for countries such as the Czech Republic, where a
bottleneck may arise in the future. Looking forward, for countries in the region to move
closer to the frontier, increasing attention needs to be paid to this area of reforms.

Corruption in the public and private sectors is another factor that can increas-
ingly inhibit convergence as a country gets closer to the frontier. Chart 6 shows
that here, too, countries in the region stand broadly where their income level
would put them, with only a few countries well placed to move closer to the
frontier without corruption presenting a drag on the economy. In recent years,
country-specific recommendations have increasingly focused on this area and
countries, such as the Czech Republic, where this element may become a bottle-
neck for convergence. Looking forward, to move closer to the frontier, a major
drive will be necessary to significantly reduce corruption in countries in the region
and to ingrain a much stronger compliance culture.

As cross-border mobility of labor is rather high in the region, the task is not
only to help accumulate human capital, but also to manage effectively the net
migration of human capital to attract talent. The problem is not with the outward
migration of skilled people, and consequently this is not what policy needs to try to
curb. The issue is rather with the net flows. Countries in the region are particularly
unsuccessful in attracting talent from abroad, including their own emigrated
talent. While a lot depends on firms in this regard, governments can also help, in-
cluding via taxation and provisioning of public services.

Countries in the region need a major drive to significantly improve their univer-
sities and turn them into innovation centres, supporting innovation in local firms
and the creation of new innovative firms. Reforms that attract innovative firms
will also become increasingly important. If we consider the relative positions of
countries in the region, Slovenia seems well positioned to move closer to the frontier,
while for Poland innovation may be a drag factor (chart 4). It is important to keep
in mind that for countries further away from the frontier, such as Romania, a weak
relative position, while not helpful, may not be such a decisive factor at least until
the country gets closer to the frontier.

For many countries in the region, FDI, including reinvested earnings of
foreign-owned firms, is the main source of investment in the export sector. It is
also a main driver of productivity gains more broadly, including in the nontradable
sector. R&D spending in the corporate sector is also heavily concentrated in
foreign-owned firms. Reforms that can attract more FDI, most importantly by
increasing the supply of skilled labor, are crucial. On the other hand, predatory
taxation and distortionary regulatory measures targeting foreign firms are among
the most harmful reform reversals in the region. Reforms also need to focus on
increasing the positive externalities of FDI on local firms, an area where progress
is limited (Bisztray, 2016)
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Banks play a key role in providing financing for firms in the region and thus in
capital allocation. This is particularly true for domestically owned SMEs, which
are confined to financing from domestic banks and underdeveloped capital markets.
The banking sector of the region fared relatively well during the crisis, although
the experiences of Slovenia and Bulgaria call attention to the problems that reform
reversals in this area, particularly weakened banking supervision can create. While
the creation of the Single Supervisory Mechanism will certainly help in this regard,
this may not necessarily extend to non-euro area countries.

4 Conclusions

To sum up, the speed, sustainability and equity of convergence in the region will
crucially depend on reform efforts. As these countries get closer to the frontier,
reforms that support innovation, selection and allocative efficiency will become
more important. The quality of government, corruption, education, firm creation
and resolution, financing of innovation and innovative firms will be key areas for
reform. The European Commission has recently made policy recommendations
very much in line with these considerations.

Looking forward, the more focused on and adequate to a country’s position
relative to the frontier, the more useful policy and policy recommendations from
outside will be to promote sustainable and equitable convergence. EU and euro
area memberships serve as useful anchors for such reforms, but apparently this was
mostly so before accession. Membership in itself does not guarantee sustainable
convergence. Looking forward, euro adoption could serve as a motivating goal
that further boosts and focuses reform efforts in the region, but for this factor to
work, people in the countries concerned will have to want euro adoption. Finally,
reform reversals deserve particular attention.
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