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The convergence model for emerging Europe may well be a casualty of the financial crisis. Since EU enlargement (and before in some cases), many new and aspiring members have embraced what economists have long believed to be the ideal for converging countries: using foreign capital to finance domestic growth. 
In Europe, however, this ideal proved to have a fundamental flaw. Often policies and market forces pushed inflows into consumption and real estate booms rather than investment. Will the crisis be the call to arms for better policies to manage large inflows, assuming they resume? Or is the crisis basic evidence that only the Asian growth model—based on domestic savings to finance domestic investment—is safe?
The crisis has hit emerging Europe particularly hard. Whether measured in terms of output loss, investment, or capital inflows, the impact has been far more disruptive in emerging Europe than in peer groups. Two key factors account for this. The first, reliance on Western European export markets, which were the worst hit among advanced countries, was unavoidable. The second, capital inflow-induced overheating, which in some countries was allowed to reach exceptional proportions, was avoidable. And given this vulnerability, the advanced country financial crisis triggered domestic meltdowns.
What now? IMF support and agreements with foreign banks to prevent massive outflows were obvious first defenses. The hard issue is what will happen next. Will voluntary capital inflows resume and governments (of old and new Europe) be wise to the ways of managing macroeconomic risks better? Will inflows resume with the same old policies? Or will emerging Europe be less attractive to western European capital, forcing the region to a more Asian-style growth model of investing only as much as it can save itself? In short, is a key benefit of EU integration—namely, creating an environment safe for capital to move from richer, higher-saving, to converging countries—an  impossible dream? 
It needn’t be. But to make the dream a reality, macroeconomic dimensions of the process must be managed. Events of the past few years point to the urgent agenda for salvaging the emerging Europe convergence model. 
First, governments of the emerging countries must aggressively identify and tax speculative behavior even at the risk of doing too much too soon. Before the crisis, actions in some countries to increase costs of mortgage and consumer lending were far too late, too indirect and too timid. Crafting taxes on speculative behavior, for example on real estate transactions, is tricky and will introduce unwanted side-effects, but that is the price of safety.

Second, before large inflows resume, wage compacts to moderate wage growth, especially when exchange rates are fixed, must be agreed. Wages should and will rise as convergence progresses, but the rise must be gradual and lag—not lead as it did in the 2005-07 upswing—the productivity growth investment creates. This is key to preventing the bulge of consumer demand that pushed production into goods for the domestic market rather than into exports.
Third, getting new EU members into the euro area is essential for making west-east capital flows safer. The deep real and financial integration of new and old members is simply incompatible with exchange rate uncertainty and risk. The multiplicity of currencies is not only unnecessarily costly for  both providers and recipients of capital flows but also prone to crisis.   

If the crisis were to kill the model for convergence in emerging Europe rather than awakening countries to the imperatives for managing it, all of Europe would be the poorer.

