
EUROPEAN ECONOMY
Lecture 7. Growth and Development Effects.

S T E P H E N  K I N S E L L A

Abstract:  This lecture introduces students to the basic growth story being 
told within the EU. We explain the Solow model of country integration 
verbally, show some numerical simulations, and then talk about labour and 
capital market integration. 

THE Growth story as told within the EU is one of increasing 
convergence and heightened living standards. In particular the EU is 
sold as providing access for member states to huge markets which will 
generate growth for individual firms and sectors domestically. The 
objective is clearly a version of export-led growth. Badinger (2001) 
found that the GDP per capita of the EU would be approximately one 
fifth lower today, if no integration had taken place since 1950, though 
Deardoff and Stern (2002) disagree. So this is an effect worth studying. 

The EU growth effects are primarily ‘accumulation’ effects, where the 
presence of new firms creates competitive pressures within the EU as 
capital per worker jumps in a short space of time. Now, growth in 
income per worker requires more output per worker, so the nations’ 
labour force can produce more goods and services per year, year after 
year, if they have more or better tools and processes over time. 

Note that ‘tools’ here means physical capital like machines, etc, but it 
also means ‘human capital’ in the form of skills, training, and 
experience. The EU growth story is therefore a hypothesis about the 
effects of increasing economic integration on  investment in physical, 
human, and knowledge capital. 

The logic of the argument is as follows: European integration > 
allocation effect  > improved efficiency  > better investment climate  > 
more investment in machines, skills and/or technology  > higher output 
per person. 

Now, the effects in the long term of this process must peter out, as the 
economies merge into one, essentially. The Solow model of growth 
maps out this logic nicely. The table to the right shows a random effects 
estimation of which variables have effects on GDP per capita growth. 
We can see the evidence is mixed, to say the least. 

Figure: Growth effects with and without the EU. Source: 
Badinger (2001). 
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Figure: The Solow growth model. Source: Jones (2001).

Effect on GDP Per Capita 
Growth

First 
Model

Second 
Model

Constant 3.5 9.9

Gross Capital Formation 0.03 -

Domestic Savings Rate - 0.22

Log Initial GDP -0.33 -1.48

Secondary school 
enrollment 0.07 0.05

Population growth -0.17 -0.32

Adj. R2 0.02 0.31
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Period
Real 

GDP

Real 
GDP/
Capita

Real 
GDP/

Hour

1890-1913 2.6 1.7 1.6

1913-1950 1.4 1 1.9

1950-73 4.6 3.8 4.7

1973-1992 2 1.7 2.7

Whole Period 
1890-1991 2.5 1.9 2.6
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