
What Ails Europe? 
A Former Central Banker Makes The Case To 

Rejuvenate The EU

T here’s a running joke in the U.S. that may 
offend our European readers (if you’re 

among the easily offended, avert your gaze now): 
America innovates, Europe regulates (see Did You 
Know? Box: Strangled By Red Tape).

Quips aside, Europe trails the U.S. economically 
and has fallen further behind in recent decades. 
Since 2000, the U.S. economy has grown by 68%, 
while the EU economy has grown by just 40%. 

Since the turn of the century, America's per capita 
GDP—the all-important measure of economic 
well-being—has increased by 36%, compared to 
just 27% for Europe (see Figure 1).

Full disclosure: Many of these worrisome data 
points are not our own; we borrowed liberally 
from a recent report by Mario Draghi, the famous 
former European Central Bank (ECB) President, 
temporary Italian Prime Minister, and former 
Goldman Sachs banker.

What explains the widening economic gulf 
between the U.S. and the EU, and what can be 
done? The purpose and intent of the following 
essay are to answer such questions.

WHAT EXPLAINS THE GAP?

Draghi doesn’t sugarcoat the story when detailing 
why Europe languishes, and it can all be summed 
up in one word—innovation (or the lack thereof).

Innovation (mostly technological advancement) 
leads to higher productivity, which boosts 
potential output growth. Transformative 
innovations in modern history have been key 
drivers of long-run growth: railroads in the 1860s, 
assembly lines and automation in the 1920s, the 
internet in the 1990s, and possibly artificial 
intelligence (AI) today. 

Europe has lagged behind the U.S. on various 
measures of innovation. Since 2019, new 
business registrations in the U.S. have increased 
by 35%, compared to the euro area’s 7% over the 
same five-year span.1

Europe has also been far less productive than the 
U.S. in recent decades. Although productivity 
growth in Europe was on par with the U.S. until 
1995, U.S. cumulative productivity has outpaced 
the growth in Europe by almost threefold as of the 
second quarter of 2024 (See Figure 2 on Page 6).2

Where exactly has Europe lagged? The 
productivity of the euro area fell short of its pre-
pandemic trend in almost all sectors except for 
public administration and finance.3 Compared to 
the U.S., according to Draghi, the EU tech sector 
is the lagger, as “EU productivity growth over the 
past twenty years would be broadly at par with 
the US” if the tech sector’s contribution to total 
productivity were excluded.4
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«PRODUCTIVITY GROWTH IN 
EUROPE WAS ON PAR WITH 

THE U.S. UNTIL 1995, U.S. 
CUMULATIVE PRODUCTIVITY 

HAS OUTPACED THE GROWTH 
IN EUROPE BY ALMOST 
THREEFOLD AS OF THE 

SECOND QUARTER OF 2024.»

«THERE'S A RUNNING JOKE IN 
THE U.S. THAT MAY OFFEND 
OUR EUROPEAN READERS: 

AMERICA INNOVATES, 
EUROPE REGULATES.»

«THE U.S. ALREADY 
ACCOUNTS FOR NEARLY 
70% OF ALL AI MODELS 

DEVELOPED SINCE 2017.»

fig 1. THE ATLANTIC DIVIDE: 
U.S  VERSUS EUROPEAN UNION REAL PER CAPITA GDP GROWTH IN CHAINED U.S. DOLLARS

Source: OECD
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And, the future of the EU tech sector's 
productivity is not looking so bright. The U.S. 
already accounts for nearly 70% of all AI models 
developed since 2017 and more than 70% of the 
world’s computing capacity.5

INNOVATIONS REQUIRE INPUTS

Innovations don’t magically happen—they 
require inputs, including the energy used to power 
production, the capital needed to equip research 
labs, and the resources that would foster the next 
generation of innovative leaders. Unsurprisingly, 
Europe struggles with all three building blocks of 
the innovative process.

First, energy costs are prohibitive to growth. 
Europe's position as a net energy importer makes 
it vulnerable to price fluctuations. According to 
Draghi, European companies face energy costs 
that are 30 percentage points higher than U.S. 
companies face on average, which has caused 
energy-intensive industry production to fall 
nearly 15% since 2021.6 

Unfortunately, energy requirements for growth 
will only increase. In addition to the already 
energy-intensive industrial sectors, data center 
power demand will experience exponential 
growth, with AI computing at the forefront of 
every novel service sector business.

Second, European research and development 
(R&D) spending remains stale and stagnant. 
American R&D has transitioned from spending 
on automobiles in the early 2000s to software 
companies in the 2010s and now to digital 
and AI sectors. However, over the same time, 
automobile industries have dominated Europe’s 
R&D investment.

Lastly, Europe faces an education gap. The 
American education system is more market-
oriented than Europe’s. For example, Silicon 
Valley's location near top research universities 
(e.g., Stanford and UC Berkeley) has resulted in 
an innovation cluster where firms take advantage 
of the network to recruit top talent. According 
to Draghi, “Europe has no innovation ‘clusters’ in 
the top 10 globally, while the U.S. has four and 
China has three.” 

THE SCALING ISSUE

High energy costs and a lack of R&D spending 
restrict the growth of mature companies and 
prevent new ones from forming. But even the 
few successful startups face difficulty “scaling 
up.” Draghi places the blame squarely on 
Europe’s fragmented financial system and  
industrial environment. 

Europe’s capital resources are heavily 
concentrated in banks (62% in Europe compared 
to 29% in the U.S.).7 Risk-averse banks have 
higher liquidity needs and lend primarily to 

mature companies. Meanwhile, other non-
bank capital resources, such as private pensions, 
serve as the primary funding source for start-
ups through the venture capital and private  
equity markets.

However, there is a lack of private funds in 
Europe, and, as a result, from 2013 to 2023, 
only $150 billion of venture capital funds were 
raised in Europe, compared to $924 billion 
raised in the U.S.8

So, why aren’t EU households investing in 
private funds? Well, public or government-
managed pensions are a more prevalent form 
of retirement savings in Europe than private 
pension plans. Further, European residents 
prefer to leave a larger majority of their assets in 
banks than their U.S. counterparts, partly due 
to lower return expectations from other forms 
of investment (see Figure 3 on Page 9). 

In addition, pensions that invest across borders 
(the majority of pensions) get penalized by taxes 
and capital restrictions. For example, out of the 
27 EU member states, 18 have direct foreign 
investment restrictions, and 12 actually tax 
foreign pension funds. 

The result from the lack of venture capital 
funding is clear: “There is no EU company with 
a market capitalization over EUR 100 billion 
that has been set up from scratch in the last fifty 
years, while in the U.S., all six companies with a 
valuation above EUR 1 trillion have been created 
over this period.”9
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«EUROPEAN COMPANIES FACE 
ENERGY COSTS THAT ARE 30 

PERCENTAGE POINTS HIGHER 
THAN U.S. COMPANIES FACE 

ON AVERAGE, WHICH HAS 
CAUSED ENERGY-INTENSIVE 
INDUSTRY PRODUCTION TO 

FALL NEARLY 15% SINCE 2021.»

«EUROPE’S CAPITAL 
RESOURCES ARE HEAVILY 

CONCENTRATED IN BANKS 
(62% IN EUROPE COMPARED 

TO 29% IN THE U.S.)»

«“EUROPE HAS NO 
INNOVATION ‘CLUSTERS’ 
IN THE TOP 10 GLOBALLY, 

WHILE THE U.S. HAS FOUR 
AND CHINA HAS THREE.”»

fig 2. PRODUCTIVITY PAUSE:
U.S. VERSUS EURO AREA PRODUCTIVITY INDEX SINCE 1996

Source: Eurostat, Bureau of Economic Analysis
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What’s more, firms founded in Europe often 
relocate to the U.S. to access cheaper and more 
varied forms of funding. According to Draghi, 
out of the 147 “unicorns” started in Europe, 40 
relocated abroad, primarily to the U.S. Losing 
local startups leads to productivity contraction, job 
losses, and reduced local industry competitiveness.

Industry fragmentation across Europe is also 
rampant. European lawmakers tend to dislike 
mergers and acquisitions between firms. Nearly 
70% of workers are employed in small or 
mid-sized firms (fewer than 250 employees), 
whereas in the U.S., the share shrinks to 40%.10 
The fragmentation prevents intercorporate 
investments and blocks the efficient transfer and 
capitalization of new technologies (see Did You 
Know? Box: Aspire To Acquire). 

PRACTICAL STEPS FORWARD

While clearly addressing the problems plaguing 
Europe, Draghi also proposes some ways forward. 
As students of financial markets and financial 
institutions, we’ll focus on one area near and 
dear to our hearts: the financial fragmentation 
across the EU.

Financial market unification is a key step to 
allowing more cross-border capital movement and 
ensuring efficiency in capital allocation. However, 
the EU lacks a single securities market regulator 
and a single rulebook for all aspects of trading. 
Current organizations, such as ESMA, coordinate 
only among national security market regulators 
rather than issuing a single set of regulations like 

those issued by the U.S. Securities and Exchange 
Commission. Consequently, supervisory practices 
and interpretations of regulations in the EU are 
greatly varied. 

In addition, tax and foreign investment 
restrictions across member states should be 
unified, as substantially unaligned policies will 

limit cross-border capital flows. Cross-border 
bank claims within the major 11 euro area 
countries fell from 43% of GDP before the 
global financial crisis (GFC) to only 15% in Q2 
2024 (see Figure 4 on Page 9). 

A freer flow of capital across borders would 
improve capital allocation, as larger pools of 
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fig 4. FAILED COLLABORATION ATTEMPT:
INTRA-EURO AREA* CROSS BORDER BANK CLAIMS AS A SHARE OF NOMINAL GDP

Source: Bank For International Settelments, OECD
*Includes Austria, Belgium, Ireland, Italy, Germany, Greece, Finland, France, Netherlands, Portugal, and Spain due to data availability
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fig 3. BANKED SAVINGS:
COMPOSITION OF HOUSEHOLD AND NPISH* FINANCIAL 

ASSETS BY TYPE OF INSTRUMENTS, AS OF Q4 2023

Source: OECD, IMF
*Non-Profit Institutions Serving Households
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EU households 
save more in 
banks, whereas 
U.S. households 
invest their 
assets in equities 
and pensions

«OUT OF THE 147 “UNICORNS” 
STARTED IN EUROPE, 40 

RELOCATED ABROAD, 
PRIMARILY TO THE U.S.»



private capital allow investors to take on more 
risks for potentially higher returns, creating 
funding opportunities for start-ups.

HOPEFUL NOTES FOR TOMORROW

Draghi has identified some key reasons for 
Europe’s underperformance: higher energy costs, 
low R&D spending, and the lack of a market-
oriented education system. Further, heavy 
antitrust regulations have prevented innovative 
start-ups from scaling up, while financial market 
fragmentation prevents start-ups from receiving 
sufficient funding.

Consequently, further financial integration and 
removing cross-border investment restrictions 
might be the most practical steps forward. 

Of course, we understand that financial 
integration is easier said than done, as revising 
regulations may take years. 

However, comparisons with the U.S. only serve as 
a benchmark. The goal of the EU financial market 
is not to replicate America’s innovation success 
but to take away and employ its advantages. 

For example, the EU is already a leading player in 
sustainable and digital finance. Further, Europe 
is home to ASML Holding, the sole supplier of 
extreme ultraviolet (EUV) lithography machines 
required to manufacture the most advanced chips. 

As a firm recently expanding its presence in 
Europe with an office in Milan, we have significant 
investments in Europe's future. While it may 
take time for Europe to turn things around, we 
are rooting for its success.  
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«BANK CLAIMS WITHIN 
THE MAJOR 11 EURO AREA 

COUNTRIES FELL FROM 43% 
OF GDP BEFORE THE GLOBAL 

FINANCIAL CRISIS (GFC) 
TO ONLY 15% IN Q2 2024.»

DID YOU KNOW?

ASPIRE TO ACQUIRE

Contrary to the common perception, mergers and acquisitions (and spinoffs, too) have proven 
to be necessary steps for corporate growth. For example, many large tech firms in the U.S. 
today (e.g., Amazon, Apple, and Google) have reached their current size through numerous 
acquisitions. Google (or Alphabet), the youngest of the three, has acquired 258 firms since its 
birth, enabling products ranging from Google Maps to Gemini AI. EU regulators have fined 
Google at least $10 billion in antitrust cases since 2010—which hasn’t stopped it and other 
hyperscalers from accounting for 70% of global internet traffic.13 So, why do acquisitions 
accelerate business growth? Acquiring competitors (horizontal integration) allows for increased 
revenue, cost synergies, and more innovative resources within the industry. Acquiring your 
suppliers (vertical integration) lowers costs significantly. Acquiring outside of your sector allows 
you to integrate and diversify business operations. Who wouldn’t be up for that?

STRANGLED BY RED TAPE

Corporate governance is a slogan for European companies, but it comes at the significant 
cost of overregulation. As a simple comparison, over the last five years, about 3,500 pieces 
of legislation were enacted in the U.S., while around 13,000 acts were passed in the EU.11 
There are a few reasons why overregulation is not good for economic growth. First, regulation 
naturally leads to more reporting and compliance costs, redirecting valuable company resources 
from actual productive activities, particularly for start-ups. Second, strict labor laws prevent the 
efficient redistribution of labor across firms, as laying off or firing unproductive workers might 
create more cost for a company than keeping them on. As the headline goes, Europe might be 
regulating itself into last place.12
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