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external challenges multiply
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Europe faces the most daunting set of chal-
lenges since the Cold War. Russia’s inva-
sion of Ukraine, the first major war of 
aggression on European soil since 1945, 
has forced a fundamental questioning of 

old certainties. Geopolitical ructions have shaken 
supply chains, disrupted trade, and exposed serious 
energy-security vulnerabilities. The transatlantic 
alliance, which has provided security for the past 
80 years, is under pressure. Europe is committed 
to increasing defense spending to fend off foreign 
foes but must also protect the public services and 
welfare systems that underpin its social contract. 

These challenges would be much simpler to 
resolve if economic growth were strong and pub-
lic money plentiful. But Europe’s postpandemic 
recovery has run out of steam, and stagnant pro-
ductivity is dragging down medium-term growth 
prospects. Countries face significant strains on 
public finances, with rising spending pressures. 
Exporters face stiff tariffs to sell goods to their 
most important foreign market, the United States. 
Moreover, Europe’s working-age population is set 
to shrink by 54 million by the end of this century, 
making it all the harder to generate growth and 
lift living standards.

Yet, if history is a guide, Europe can turn adver-
sity to advantage. After World War II, European 
nations faced the monumental task of rebuilding 
their economies, restoring political stability, and 
preventing future conflict. They met these chal-
lenges through economic integration and polit-
ical cooperation, aspiring to the free movement 
of goods, services, people, and capital across bor-
ders. This unique historical experiment, which 
later developed into the European single market, 
stemmed from a core belief: Stronger economic 
connections between nations bring peace, pros-
perity, and stability. 

Postwar reconstruction played an essential 
part. The Marshall Plan may be better known, 
but other initiatives—the European Payments 
Union of 1950 and the European Coal and Steel 
Community of 1952, for instance—proved equally 
pivotal. They established essential foundations 
and strengthened cross-border cooperation. By 
1957, six nations had formed the European Eco-

nomic Community, putting the continent on a path 
toward the single market. 

Eighty years on, the single market has made 
remarkable strides. Comprising 27 nations and 450 
million people, it lies at the heart of the European 
Union. And it has turned the EU into a global eco-
nomic powerhouse, accounting for about 15 percent 
of world GDP in current US dollars, comparable 
only to the US and China. This prosperity has not 
come at the expense of its core values or quality of 
life. Today, many European nations rank high in life 
satisfaction, safety at work, social protection, and 
life expectancy. And Europe has continued to put 
a strong emphasis on international cooperation, be 
it in trade or climate policies, even during the most 
trying times.

Yet the single market remains incomplete. Its full 
economic potential is limited by persistent barriers 
and national priorities in some sectors and industries 
(see “Europe’s Future Hinges on Greater Unity” in 
this issue of F&D). Moving toward a shared form of 
economic and political sovereignty is never easy—
nor should it be. Indeed, this is the main reason the 
single market has always been seen as a work in 
progress. Strategically important sectors—energy, 
finance, and communications—were excluded from 
full integration from the start. But as recent reports 
by former Italian Prime Ministers Mario Draghi and 
Enrico Letta make clear, the case for completing and 
deepening the single market has become even more 
compelling as external challenges multiply. Europe 
needs more growth and more economic resilience. 
A more fully integrated economy can deliver both.

The EU has made significant progress freeing 
up trade between its member states, but plenty 
of obstacles remain. High trade barriers within 
Europe are equivalent to an ad valorem cost of 44 
percent for manufactured goods and 110 percent 
for services, IMF research shows (2024). These 
costs are borne by EU consumers and companies 
in the form of less competition, higher prices, and 
lower productivity. 

“If history is a guide, Europe can turn 
adversity to advantage.”
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CHART 1

Productivity problem
Living standards in advanced EU economies are about 30 
percent lower than in the US due to weaker productivity.

SOURCE: Adilbish and others 2025. NOTE: TFP = total factor productivity.

(GDP per capita di�erence with the US, purchasing power parity, 2024)
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The EU is also a long way from capital market 
integration, with cross-border flows frustrated 
by persistent fragmentation along national lines. 
The total market capitalization of the bloc’s stock 
exchanges was about $12 trillion in 2024, or 60 per-
cent of the GDP of the participating countries. By 
comparison, the two largest stock exchanges in the 
US had a combined market capitalization of $60 tril-
lion, or over 200 percent of domestic GDP. Limited 
EU-level harmonization in important areas, such as 
securities law, hampers growth by preventing capital 
from flowing to where it’s most productive.

This is one reason Europe has fallen behind in 
the adoption of productivity-enhancing technolo-
gies and its productivity levels are low. Today, the 
EU’s total factor productivity is about 20 percent 
below the US level. Lower productivity means lower 
incomes. Even in the EU’s largest advanced econ-
omies, per capita income is about 30 percent lower 
than the US average (see Chart 1). 

Low-growth firms
Europe’s wide productivity gap warrants a closer 
look. My colleagues recently examined the perfor-
mance of European companies with the potential 
to become macroeconomic growth engines—estab-
lished productivity leaders as well as young high-
growth firms (Adilbish and others 2025). The find-
ings reveal significant innovation and productivity 
gaps relative to the global frontier for both groups.

Not only do Europe’s leading companies lag 
their US competitors, but they are falling further 
behind over time. This is true across all sectors, 
but especially for tech. While the productivity of 
US-listed tech firms has increased by about 40 per-
cent over the past two decades, European tech firms 
have seen almost no improvement. 

One reason could be that US firms are simply 
trying harder: They have tripled their research 
and development spending to 12 percent of sales 
revenue, three times European companies’ ratio, 
which has languished at an average of 4 percent 
in recent decades. 

The future would look brighter if Europe could 
hope for young high-growth firms to reduce the 
innovation and productivity deficit. Alas, the EU 
has few such companies. And they have a substan-
tially smaller economic footprint than those in the 
US, where younger firms account for a far larger 
share of employment.

In other words, the EU has too many small, old, 
and low-growth companies. About a fifth of Euro-
pean employees work in microfirms with 10 people 
or fewer, about double the US figure. And while the 
average European firm that has been in business 25 
years or more employs about 10 workers, compara-

CHART 2

Small and old
A European company that has been in business 25 years is 
one-eighth the size of a similarly aged US �rm.

SOURCE: Adilbish and others 2025. NOTE: Europe includes Belgium, Croatia, Czech Republic, 
Denmark, Hungary, Italy, The Netherlands, Slovenia, Spain, and Sweden.
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according to research by Ricardo Reis, of the Lon-
don School of Economics.

Europe certainly has enough savings available 
to finance higher investment. At about 15 percent of 
GDP, the EU’s household saving rate is about three 
times that of the US. Yet Americans invested $4.60 
in equity, investment funds, and pension or insur-
ance funds for every dollar invested in such assets 
by Europeans in 2022.The fundamental issue is the 
EU’s more limited ability to channel ideas and cap-
ital into productive uses within its borders. Put sim-
ply, the continent’s fragmented internal market has 
failed to realize a lot of income growth. 

All this underscores the urgency of completing 
the single market agenda. Sound macroeconomic 
policies, including securing price stability to provide 
certainty to investors and meeting spending chal-
lenges without upending fiscal sustainability, are 
necessary preconditions. Next, countries must step 
up reforms in the core areas of the single market.

Lowering internal trade barriers, in goods and 
especially in services, must be a priority. It would 
incentivize firms to undertake R&D and other high-
risk, high-reward investments. The EU could raise 
its GDP by 7 percent if it reduced internal barriers 
for goods trade and multinational production by 10 
percent, our research shows. There is plenty of room 
for improvement by opening protected sectors, liber-
alizing services, and harmonizing regulations.

These efforts must be accompanied by progress 
toward an integrated capital market, or savings and 
investments union (see “Europe’s Elusive Savings 
and Investment Union” in this issue of F&D). Critical 
reforms—including reviewing the prudential regime 
for insurers and harmonizing oversight of capital 
markets—could channel the EU’s substantial savings 

ble US companies employ 70 (Chart 2). 
What explains these stark differences? Our 

research points to Europe’s still-fragmented con-
sumer markets for goods and services. But capital 
and labor markets are also at fault, further limiting 
companies’ incentives to scale up and their abili-
ties to do so. 

Europe’s bank-dominated financial markets 
favor physical collateral for their loans. But young 
companies, especially in the tech sector, typically 
have fewer physical and more intangible assets, such 
as patents. The continent needs capital markets to 
channel savings into large-scale long-term invest-
ments in risky but potentially revolutionary ideas. 

Scarcity of high-skilled workers is another prob-
lem. This reflects both high barriers to cross-border 
labor mobility and the overall lack of human capital 
needed for innovative sectors. This is compounded 
by many countries’ aging populations, which could 
make the new ideas that produce young and high-
growth firms harder to come by. 

Stronger single market 
For now, at least, Europe’s productivity gap does 
not stem from a shortage of innovative ideas. It 
remains an important incubator for innovation in 
foundational science and technology, and its com-
panies continue to push the intellectual frontier, 
especially in fields like pharmaceuticals and bio-
engineering (see “Europe’s Innovators Are Wak-
ing Up” in this issue of F&D). Even so, there is a 
troubling trend of innovative European firms taking 
their talents to more dynamic markets elsewhere, 
with future “unicorn” companies valued at more 
than $1 billion leaving the EU for the US at a rate 
that is 120 times faster than the other way around, 
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Similarly, the EU could reduce its dependence 
on imported oil and gas, protect itself from volatile 
global energy markets, and lower prices for con-
sumers with a more integrated energy market. 

To take full advantage of EU reforms, national 
efforts must match regional ambition. Labor mar-
kets, human capital, and taxes are in the greatest 
need of reform to promote growth, our forthcom-
ing research shows. Advanced economies would 
benefit most from deregulating product markets, 
deepening credit and capital markets, and pro-
moting innovation. For many central, eastern, and 
southern European countries, the top priorities are 
investing in skilled labor, removing red tape, and 
improving governance. The growth gains could 
be sizable. 

Power of integration
The 2004 enlargement welcomed Cyprus, the 
Czech Republic, Estonia, Hungary, Latvia, Lithu-
ania, Malta, Poland, the Slovak Republic, and Slo-
venia to the EU. Two decades later, GDP per person 
in those countries is more than 30 percent higher 
than it would have been without accession. For the 
countries already in the EU, GDP per person is 10 
percent higher than it would have been without 
expansion (Beyer, Li, and Weber 2025). 

This leap in living standards underscores the 
powerful impact of integration. Current reform 
proposals are a start, but more ambition is needed. 
A stronger single market would improve the EU’s 
economic outlook, support its policy priorities, and 
strengthen its resilience, ensuring that the region 
remains a global leader in innovation, sustainabil-
ity, and quality of life. It’s an opportunity Europe 
cannot afford to squander.  F&D 

alfred kammer is director of the IMF’s 
European Department.
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“Europe needs more growth and more 
resilience. A fully integrated economy 
can deliver both.”

into much-needed equity financing for all companies. 
Young high-growth firms would benefit signifi-

cantly from the greater availability of capital and 
lower financing costs—capital that market integra-
tion could deliver, especially if paired with national 
reforms to unleash venture capital investment.  

At the same time, countries must be careful not 
to undermine the single market and all its oppor-
tunities with poorly conceived industrial policy. 
Industrial policy can play a role if it corrects mar-
ket failures—by pushing companies to become 
greener or to take up transformative technologies, 
for example. But protecting mature industries from 
sweeping structural transformation is not sensible. 
Europe must look forward, not backward. 

Even carefully targeted industrial policy can 
backfire by diverting trade and production pat-
terns away from established areas of comparative 
advantage. Countries must coordinate industrial 
policies or, better still, agree to set them at the EU 
level (Hodge and others 2024).

Greater resilience
A fully integrated single market would also 
strengthen Europe’s economic resilience in today’s 
perilous, shock-prone world. Companies that serve 
more customers in more countries are less affected 
by economic ups and downs at home. The same 
principle applies to personal investment portfo-
lios when financial market barriers are lowered 
and people spread their holdings across the whole 
EU. The benefits of risk sharing can be sizable, but 
diversification is still limited compared with the US. 




