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The political economy of small countries

By Martin Paldam, Department of Economics, Aarhus University, Denmark

The following deals with three subjects:

1. Economics: The small country disadvantage
2. Politics: Is steering easier in small countries?
3. The sovereignty trade off - amodel

The subjects will be discussed in three sections, and at the end will be afew concluding remarks.

l. Economics. The small country disadvantage

Many studies have been made of the relative success of small and large countries. The results are not
clear. Therichest country in Europe is Luxembourg, and the poorest is Albania, both small countries.
However, while Luxembourgisstrongly integrated into the economy of therest of Europe, Albaniawas
for long living in self imposed i solation. However, the average of thetwo isconsiderably below average.

Thisseemsto bethegeneral result: Inlarge-scale cross-country studiesof thewealth and growth
of countries (see Syrquin, 1988) a significant positive coefficient to size is normally found. Syrquin
reports a coefficient of 1% to the logarithm of the population in growth equations. If two otherwise
smilar countrieswhereoneis 10 timeslarger are compared, the large one tendsto grow 1% faster. This
isso large an effect asto be hardly credible (it would cause Denmark to grow by no lessthan 2% faster
than the Faeroes). But it argues that there is a small-country disadvantage.

Three explanationswill be discussed: (i) Subsections|11.1 and 2 look at economics of scale, (ii)
Subsection 11.4 considers the consequences of the higher volatility of small countries, but first we shall
argue that (iii) small countries are more dependent upon co—operation.

In fact, most of the negative effect fund in the studies quoted by Syrquin is generated by small
countries, who follow autarchic policies. The more small countries are isolated, the worse they fare.
However, small countries need not fare badly if they are well integrated. Think of Liechtenstein,
Monaco, Andorra and the Vatican. These micro-states are both economically and geographically
integrated into their neighbor(s). Most European micro-states are in fact so integrated into their »big«
neighbor(s) that one hardly notices when crossing the boarder.

However, each of these countries have special ways to extract money from their neighbor(s) -
most free ride on the laws of the big neighbor(s). Monaco is agambling and tax heaven, Liechtenstein
haseven stricter bank-secrecy-lawsthan Switzerland, Andorraisatax-free booze zone, and the Vatican
receives money from half the world. Also, they all sell stamps and every year they are visited by many
times more tourists than they have inhabitants. All have solved the small-country disadvantage by a
double policy of integration and a free riding gadget that is tolerated by the neighbor(s) asthey are so
small. The double policy of integration and free riding is their secret.
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1.1 Economics of scale - some examples

The most obvious explanation for the small-country disadvantage is dis-economics of scale. Most
institutions have an optimal size. If thissizeislarge relative to the size of the population, the institution
must have sub-optimal size - as a consequence thereis aloss, to be borne by the population.

A few examples from the education sector illustrates the point. Let us look at a primary, a
secondary and atertiary school. To make everything smple, we shall assume that we look at a country
with a perfectly stable population, where al generations are of the same size. We shall further assume
that everybody livestill the age of 80 and then promptly dies. As we are discussing young people, the
latter assumption produces the same conclusions as a more realistic age distribution for the old.

A primary school needs a certain number of tracks (lines) to be able to have everything
necessary for a modern education and get a reasonable capacity utilization for teachers and special
classrooms. It seems that 3-4 lines and around 22 pupils in each class is optimal, as shown for the 1
school-line on Figure 1. Around the optimal size the cost curve is flat, but the extra costs becomes
szable when the school is very different in size from the optimum. Based on 10 years of primary school
the optimal school should thus be built for 7-800 pupils.

Aseverybody should go to school 10 of the 80 generations - or 1/8th of the population - should
hence be at school. A school of the said size needs a popul ation »basi s« of 8 times more people than the
pupils, That is, it needs a population basis of about 6'000 people. This defines the size of amunicipality
that can run areasonable school. If two municipalitiesare good friends and have 3'000 people each, they
can run ajoint school. Smaller schools are surely possible, but they cost more per pupil, or giveaworse
service in the sense that the pupils get a sub-optimal education.

Figure 1. Production costs per pupil in systemswith 1, 2, 3, ... schools
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The cost per pupil for the said quality of education thus looks as the 1-school-curve on Figure 1. The
costs per unit has a minimum for the optimal size, and the same minimum occurs for twice the optimal
size, etc. Between the two first minimums the curve does not rise as much asit does in the beginning.
It isonly below the first minimum that the curve becomesreally far from the minimum, so that the extra
costs are high. A micro-economy does consequently have few problems with the primary schools, but
already with the secondary schoolsit becomesabit difficult to make optimal ingtitutions, and for all the
other secondary schools necessary the problems become harder.

A secondary school needs much more tracks to be optimal as it has different lines and many
choicesof subjects. It seemsthat 12 tracksare necessary for having abasisfor therelevant choices. Such
aschool - in athreeyear high school system - has about 700-800 pupils. However, only 1/3 of agenera
tion goes to high school (while perhaps another 20% needs other types of secondary schools). The
popul ation base necessary to sustain such atraditional high school is thus 80/3 times 3 times the 7-800.
Thisall adds up to about 60'000 people. The reader will seethat thisis smaller than the middle »county-
level« in the typical West European country.

The calculations for atertiary school - that is a university - is more difficult, but surely afull
university, which can educate peoplein all the fields necessary for amodern society needs a population
base of no less than 1'000'000. Here cooperation with other countries is relatively easy, though it is
expensive, and many who go abroad to study do not come back.

A similar story can be made for the health sector. Here the key figure is that a typical referral
hospital with all the usual divisions needs a popul ation base of about 150'000 peopleto be optimal. And
then most countries also wants to have a central university hospital asaback up in particularly difficult
cases. Herewe are speaking of apopul ation base of 1-2 millions. However, the service of such ahospital
can - once again - be purchased from a cooperation partner.

Many other examples can be mentioned. Think of aforeign service. Evenasmall foreign ministry
ishard to get for lessthen 15 million crowns ayear. An embassy costs something like 5 million crowns
ayear to run. And a country will probably need a minimum of five. Thisis40 millionsayear, including
the ministry. Thisis surely the bare minimum, but it is still 3/4% of the national product in a case like
the Faeroes. It is surely much cheaper to have 5 attaches attached to somebody else’ s embassies. Many
similar cases can be listed.

1.2 Economics of scale - from examples to the national curve
Note that all of these effects are considered a lot depends upon the co-operation/integration of the
country into the economy of the neighboring countries. There is two aspects of this integrattion:

0] apolitical-legal aspect and
(i)  ageographical aspect.

It is easy for Monaco to be integrated into France. In fact it matters little for a high school pupil from
Monaco if her secondary school isin Monaco or in Nice 7 kms away - even the language is the same.
It isanother matter for Greenland in almost all respects. Evenif the Greenlanderswanted full integration
into Denmark, there would still be a geographical problem.
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When all of theindividual scale curves are aggregated, a national scale curve emerges. It looks
something like figure 2. If a small country wants full independence and to limit trade to the minimum,
the costs would be extremely high - another (even poorer) Albania would emerge. However, most of
the legal problems can be reduced with sufficiently strong co-operation arrangements.

Figure 2. Aggregate national scale curve
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It is however afact that even middle-sized European countries like France and Germany feel a strong
need to formalize their co-operations arrangements and make them as binding as possible. Thisisdone
partly for political reasons - even a cursory glance in the history bookswill show why - but thereisaso
strong economic reasons to co-operate.

The extent to which a country has found some free-riding gimmick alowing it to make money
at the expense of other countriesit can allow itself to reduce the formal legal link to other countries. If
its gimmick isto free ride on the tax laws of the neighbor(s), it might even want to be independent in
the relevant ways.

1.3 The economics of transfers: Dutch disease and automatic socialism

Many small countries somehow manage to obtain transfers from abroad. Maybe, for alowing other
countries to use its area for military bases, maybe from being atax heaven, maybe as a gift from a big
partner, aswill be discussed in Section I11. It isalso possibility that a sizable part of the national income
isresource rent on exported goods.” A caseisthe export of oil or fish, where one part of the proceeds

1. The word resource rent means that the good fetches a price above what the market would produce it for - that
isit has a scarcity price. This does not apply to corn, but to fish and and oil.
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is the production costs and another is resource rent.

We henceimagine that the economy receives asizable non-labor income fromabroad - we shall
cal it the transfer. This might happen to big countriestoo (think of Nigeria), but for many reasonsit is
more common the smaller the country is? Transfers cause two mechanisms: Dutch disease and
automatic socialism. It isimportant to understand these two mechanisms, as they are commonly seen
in small countries.

The Dutch disease mechanism is that the real exchange rate reacts negatively to the transfer.
That is, given that the exchange rate is 1:1 before the transfer, the transfer will cause it to fall to (eg)
1:.0,75inreal terms. That is, the real exchange rate will revalue by 25%. Or in other words the goods
the country sells become 25% more expensive relative to the goods its foreign competitors sell - both
abroad and at home. This is surely nice for the domestic consumers - as salaries are the same in real
terms, the inhabitants feel that all foreign goods drop by 25% in price, so their standard of living rises
handsomely. In avery rea sensethey experience the »disease« asablessing. However thereisaproblem
we shall return to - the reason why the word »disease« is used. Let usfirst see how thereal revaluation
comes about.

It will happeninamixture of twoways: (w1) by anomina devaluation or (w2) by extrainflation.
If the country has a fixed exchange rate (or even a currency union) to some much larger country only
(w2) is possible. The domestic price/lwage level will rise by 25% relative to the one abroad. It is a
complicated and much variable story how the pricelevel increase comesabout. It hasbeen very different
inthe cases of Iceland and Greenland. In Iceland the transfer isthe resource rente on cod and a uminum -
the result has been the famous cod-currency inflation waves. In Greenland the transfer in the Danish
grant and the resource rente on the shrimps. The result has been less volatile, but severa studies have
shown that the Crown is worth 50% less in Greenland than in Denmark (references in Paldam, 1997).

Thered revaluation is a disease in the sense that it harms (kills) all other export business than
the ones receiving the rents. That is - in a country as the Faeroes - that receives both a transfer from
abroad and a lot of »fish-rent« all other export business find it very hard to thrive. In the standard
economic terminology the development of the competitive K-sector is seriously hampered. However,
there is also a B-sector - that is a protected part of the economy, which do not compete with foreign
goods - it suffers no such effect.

A government observing the demise of (most of ) the K-sector will seeit asaseriousemployment
problem.? In order to do something about the employment problem, the state needs taxes - in case of
foreign transfersthey tend to go directly to the domestic state, and in the case of resource rentsthey are
often heavily taxed. In fact, resource rents are the best tax-object possible.

Hence we have a need for employment and arich state. The result is automatic socialism. The
typical possibility isfor the state to build up the B-sector - the two most easily expandable parts of the
B-sector is the public sector and the housing sector (that is much affected by public policies). These

2. See Paldam (1997) for a case study explaining these mechanisms in more detail.
3. In Kuwait the amount of resource renteis so huge that the solution has been to give al Kuwaitians of impeccable
national lineage a pension and import foreigners to do the work. Thisis only possible in extreme cases.
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sectors can provide the extra employment needed. Note that no socialist ideology is needed. Even
conservative governments have followed this course. In fact the Thatcher loyalist ruling in Northern
Ireland did it (see Borooah, 1998), French colonial administratorsdid (do) itin Martinique, Guadal oupe,
etc.

There is one consequence of the commonness of this mechanism. If the transfer is nor a steady
block grant, it tendsto be highly volatile. It isthus an extrafactor makings small countriesmorevolatile.
If one considers a case of avery large grant, asis the case of Greenland (see below), the two mecha-
nismsbecome very strong and creates avery distorted, »extreme« economy, with avery high pricelevel
and avery small - amost negligible - »normal «K-sector. In the case of alarge grant as the case of the
Faeroes the economy becomes moderately distorted only. However, the effect is obvious, even here.

This means that the standard of living becomes rather high, but the dynamics of the economy
becomes weakened. So while the short run advantage is great, the long run advantage is much smaller.

1.4 Volatility isa problem

In the last decade amajor research effort (partly financed by the Inter American devel opment Bank) has
analyzed the effect of economic volatility on economic growth. The empirical results (see Gavin &
Hausemann, 1998) are very clear: The higher the economic volatility, the lower is the growth in the
longer run. This appearsto generalize to all larger data-sets examined.

A number of mechanisms explain the result, but the key oneisthat investment suffersin abang-
bang economy. A great deal of theoretica models have been developed to explore this result and it
seems to be well founded also in basic economic theory.

It tallies well with the finding (see Syrquin, 1988) that countries that specialize in commodity
exportsdo relatively badly and arerelatively volatile. It would beinteresting to make aspecialized study
of fishery-dependent countries and areas. My guess would be that they are unusually volatile and fare
unusually badly, but there are very few fisheries dependent countries and areas.

Also, it tallieswell with the observation that small countries - by the very nature of things - are
relatively volatile. It islikely that the volatility contributesto the relatively poor growth record of small
countries reported in the introduction above.

1. Politics: Issteering of small countries easier?
This section shall deal with three issues: (1) The optimal policy area theory. (2) The policy tangent
problem and (3) the big brother problems.

1.1 Optimal policy areas

A large literature deals with optimal policy areas. What is the best size of an areain which to pursue an
exchangerate policy, amonetary policy or afiscal policy? Theresultsare not clear. International econo-
mic fluctuations of many types are aways strong in both small and larger countries. In many casesthey
force countriesto act the samein their economic policies, so for any country that is heavily trade depen-
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dent (that is wants to be rich) economic policy independence is at best something marginal.¥

It seems that the optimal fiscal areaisthe smallest. It isentirely possible for small countries to
have as »independent« fiscal policies as everybody else, especidly if they are geographically isolated.
It isof course awaysdifficult to haveindependent policies, but the strongest problems occur when there
are open boarders and no transport costs, making it very difficult to have different taxes on goods, and
to control labor flows as well. The consensus appears to be that the optimal areas for a monetary and
an exchangerate policy islarger. The main point isthat thereisboth apotentia gain and apotential loss
- while the gain decreases a little by size, the loss decreases alot by size:

The potential gain. In principle countries can gain by skillfully steering interest rate differentials
and exchange rate movements. However, many examples can be listed where steering hasfailed to reap
the potential gain, and has rather caused increased risk.

The potential loss. If thereisrisk ininvesting in acountry - for onereason or the other - amazing
interest rates premiums can develop. Only a dozen years ago there was a period where Danish and
German interest rates differed by no lessthan 7 percentage points. These strong reactionsto risk seems
to be largely outside the control of National Banks.

The judgement of most researchers who have tried compare the actual gain harvested against
the actual losses countries have suffered have reached the conclusion that the latter far outweighs the
former. Governments and National Banks have to work very well together and to be very skillful in
outfoxing private dealers in order for any gain to occur and small blunders have large consequences.

So, itisfor good reasonsthat EU countriesareincreasingly giving up independencein exchange
rate and monetary policies. The prevailing opinion seemsto bethat it isincreasingly dubiousif countries
have had anet gain from having independence in these matters. In my judgement there are no signs that
the Danish economy has made net gainsfrom its exchange rate and monetary policy independenceinthe
past. From considering the record of the performance of the Governments of the Faeroes in other
matters, | do not think they would have fared better.

It isadetour from the main subject of the paper, but many studies have shown that both of the
two main economic ingtitutions of thisworld - markets and governments - have lots of faults. No third
possibility has been invented, so we have to do with these two faulty institutions. We hence haveto try
in each concrete case to assess what is the least bad of the two solutions.

[1.2  The consensus advantage and the policy tangent problem

Even in such alarge country as Denmark »everybody« knows each other. In a micro-country »every-
body« iseven in family. This has both advantages and disadvantages. The advantage is an extreme and
very fast dissemination of information - rumors rapidly kill secrets, so that everybody quickly knows
everything. Also, all decision makershave many channelsto each other. In such aclose society decisions
can be made very quickly if thereisamaority, and if there is, everybody will know.

4, About 20 years ago the school of dependency-structuralists argued that it paid for a country to isolate itself for
the international economic fluctuations, but it is a simple fact that the countries who tried became even more
volatile, see Gavin & Hausmann (1998) for a summary of calculations.
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Figure 1. lllustrating a tangentia path
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However, in such a country smart politicians will not even try to carry out »politically impossible«
decisions. Sowe get asystem that becomes both extremely effective and very stiff. Aseverybody knows
that they have to live with each other, mechanisms of consensus- and taboo-building emerge.

This causes such countriesto follow tangential policies, asillustrated on Figure 3. A consensus
protected by taboos can hinder policy changes even when the policy is obviously crazy under the
circumstances. Tangential policiesare commonin all countries- it isdifficult to create aconsensus, and
few want to break it - but the smaller the country the longer it continues.

One aspect of thisisthat the smaller the country the more difficult it becomesto have aternative
centers, with different ideas. Even in fairly small countries such alternative centersexist. In large coun-
tries there can be many - and they can even have a strong academic basis for their ideas. Such centers
act as brakes, hindering tangential policies in continuing too long.

1.3 The big brother complex
Nearly al very small countries have aspecia relation to abigger country. Thisrelation defines an extra
big-brother dimension in the national policy space.

A large literature deals with coalition theory (a recent survey isfound in Part 111 of Mueller,
1997). That it, it deals with the conditions for the formation of stable political coalitions, with power to
rule.” The results are complex, but - with some qualifications - the key result is that the fewer dimen-
sionsthe policy spacehas, theeasier it isto form stable and powerful coalitions. With several dimensions
party systems become more complex and more coalition possibilities emerges. This causes coalitionsto

5. The literature has two roots: (1) the game theoretical development of the spatial model of voting as developed
by eg Norman Schofield and the empirical study of government formation as devel oped by eg Michael Laver.
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be more unstable and consequently less able to act.

A big-brother dimension in the policy space is thus very harmful for political stability, and
consequently for the ability to rule. It ismuch like atribal or areligious factor. Each such factor makes
policy more difficult. Also, of course, there is the problem that once coalitions are formed, it cannot
easily change any policy, as such changes has the inherent risk of breaking up the codition.

In addition to making coalition building harder and policies more difficult to change thereisthe
further problem that the »big brother«isnot aplayer in the domestic policy - essentially he hasno votes.
Heistherefore a fine candidate to blame for anything going wrong.

It waslong (at least for thefirst 25 years after independence) avery strong factor in the policies
of most African countries that everything was the fault of the »imperialists«. In my opinion this a big
factor behind the many policy mistakes that have caused economic development in many African
countries to have been tragically unsuccessful.

To blame big brother might seem agreat solution in the sensethat it creates national unity. The
national unity created might even outweigh the problem of having an extradimensioninthe policy space,
but there is a serious problem: Once the domestic politicians have made a nice compromise that a
problemisdueto big brother, thisimplicitly argues against domestic reformsin thefield! The propen-
sity to keep following tangential policies even longer thus becomes stronger.

Many casesillustrating this point can be given. A clear oneisthat when Denmark joined the EU
in 1972, the politicians cameto promi se so much that the next general wage agreementsbecame so large
that the whole of the economic advantage Denmark got from joining was aready exceeded. That put
the country in a very bad economic imbalance when the Qil Crisis hit the country one year later. Had
Denmark not joined the EU, the government would probably have been ableto steer the economy much
better in the next few years.

The big-brother complex thus has two sides, both bad: (i) It gives an extra dimension in the
policy space, making decision making more difficult. (ii) It creates a facility for blame shifting that
hindersthe political systemin solving the problems. Both (i) and (ii) make the tangency-problem larger.

In addition thereisa moral hazard problem of having abig partner. A big partner might be seen
as an »insurancex against risk. Being insured makes it more likely that the small partner follows risky
policies. If the big partner isfinancially sound, it is surely easier for the small one to borrow in interna-
tional capital markets, etc. And, even if things goes badly there is always a big brother who may pay.

It is hence very important to lift the »national « problem out of everyday policies and makeit a
constitutional issueto be decided once acentury only. In the »Danish Commonwealth« this has not been
done, keeping the issue simmering as acomplex open issue, where Greenland and the Faeroes are some
sort of Danish counties with extended home rule. The result has been to keep the issue of sovereignty
permanently alive.

The trade—off between sovereignty and economic gain becomes a key political issuein palitics.
It is hence worth some efforts to contemplate how this trade-off looks.
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A mode of the sovereignty trade-off
The present section presents a simple mode! | have developed to understand two cases:

[1.
0] The relationship between the two small countries Greenland and the Faeroes on the onesideand
Denmark on the other (see Paldam, 1997), and
(i) the relationship between the small EU countries (as Denmark) and the EU (see Paldam, 1998).
The key point in both applications of the modd is that there is a very large difference in size between
the small country and its big partner. We shall thus speak of a union between two countries S-land and

B-land, where we assume that S-land has a size of 1% of B-land. We want to see how two countries

with alarge size asymmetry can form avoluntary union, and how that union might develop.
Thenext three sectionswill analyze thelogic of the possibl e contacts between the two countries.

In order for the analysis to be simple enough to keep purely graphical, we shall assume that only two
parameters enter into the deal between the two countries. An sovereignty exchange and an economic
transfer. In Subsection 111.4 we shall introduce afew complications. Finally Subsection 111.5 discusses

the dynamicsin the longer run.
[11.1  Theinterests of S-land - the small country

Economists describe peoples - and thus nations - behavior by welfare functions, who depends upon

preferences or interests. The welfare functions are often drawn as indifference curves. S-land has two

interests: (A) Sovereignty and (B) economic gain.
Figure 4. The welfare trade offs of S-land, the small country
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Inthe size asymmetry liesthat peoplein S-land feel that when they are member of the union with B-land
they get no power in B-land, while B-land gets power in their land. Thus, they loose sovereignty. They
are willing to do so only in return for an economic gain. Till Subsection 111.5 we shall assume that all
S-land’ s population care about isthe power they losein their own land, while they disregard the power
they win in B-land.

Figure 4 shows thislogic. The fat dotted line is the crucia indifference line. It shows that the
people of S-land iswilling to accept a small loss of sovereignty to get an economic gain. A small loss
isnot so important, but once the loss becomes more sizable abig economic gain is necessary. Two thin
indifference curves are also drawn, one is better than independence - it isto theleft. It isas good asfull
independence plus again. The other curveis drawn to theright - it isworse, and as the reader can see
itisas bad as full independence plus paying an annual tax.

The figure consequently shows a division of the plane of al possible contracts into two parts.
Thoseto theleft of thefat dotted line that give the contracts S-land will voluntarily accept. Thoseto the
right of the line are the contacts S-land will not accept.

The nature of the two variables is worth some discussion. The horizontal axis gives the dimen-
sion of sovereignly. It assumes that sovereignty can be measured in one dimension from zero for full
independence to one for full integration. Thisis surely farfetched to imagine that a perfect measure can
be made, but when we see what people actually measureit is not unreasonabl e to imagine that ameasure
can be made that makes sense.®’ Also, most people do agree on the direction of change, resulting from
various reforms.

The second dimension is the economic gain dimension. It has two parts. EG1 is the economic
advantage of being integrated in alarger country, in the sense of counteracting the small country disad-
vantage, as aready discussed. EG2 isthe transfer that can be somehow extracted from the big country.
It isimportant that while the first part of the economic gain is a difficult quantity to assess the second
is easy to see, especidly if it is an outright grant that appears in the budget. Till Subsection 111.4 we
assume that the whole of economic gainisof type EG2, asit isthe most easy to treat within the model
presented.

[11.2  Theinterests of B-land - the big country
Whiletheinterests of the small country S-land are easy to understand the interests of the big country B-
land are much more difficult to comprehend. The main reason isthat everything matters 100 times | ess.
Once one goes from clear well defined interests - and simple trade-offs - to a negligible interests things
becomes much less clear.

Essentially one comse to deal with vague altruism, historical ties and national feelings. The
British are happy to keep the Falklands, the Rock of Gibratar and a few islands here and there. The
French keep Martinique, Guadal oupe and Nouvelle Caedonie, the Dutch keep a couple of Carribean

6. There existsawidely used index of democracy assessed for most countriessince 1972, and asimilarly used index
of corruption assessed for 84 countries, etc. Everybody - including the organi zation making them agree that these
measures are an assessment, but they do make a lot of sense.
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isands etc. All of these bits of »old kingdoms« are now bizarrely expensive, but the population of the

old »mother country« is happy.”
| think that all Danes recognize that the day oil isfound at the Faeroes or Greenland that will be

goodbye. And, itisalso clear that if there had been a population of 50 millions at either of the two parts
of the Danish »Commonwealth« it would have been declared »free«, but in the meantime Danish
taxpayers are willing to pay ¥ of the Danish GDP for keeping the two small parts of »Kingdomk
within the Realm, even by the devise of granting them both alarge subsidy and almost full home rule.
Figure 5 is my theory for the way the indifference curves of the B-country |ooks.

Figure 5. The welfare trade offs of B-land, the big country
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Here the basic indifference curve has an upward and a leftward limit. The leftward limit is a limit of
independence. If thislimit is exceeded B-land will not want to keep the union with S-land. Where this
limit liesit ishard to guess and it probably depends upon the situation. The upward limitsis not so hard
to assess. It is probably the grant that makes the standard of living in S-land higher the one in B-land.

For the foreign reader it is interesting to note the staggering numbers involved. In the case of Greenland the
subsidy is app $ 10'000 per year per capita, while the Faeroes receive app 3'500 $ per capita per year. In the
second case the annual subsidy is more difficult to calculate as there has been some special grants last in
connection with the economic crisis a few years back, that has to be taken into account as an increase in the

annual grant.
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Imagine two S-lands - let us call them F-land and G-land (to give some associations, without
leaving the theoretical framework) - where F-land would have amuch higher standard of living than G-
land without any subsidy. Obviously B-land will be willing to give alarger grant to G-land than to F-
land. So the upper bound of the indifference curve on Figure 5 will be higher for G-land than for F-land.

111.3 Putting the two sides of the model together

Thetwo sets of graphs drawn on Figures 4 and 5 have been put together at Figure 6. It isthe economic
model termed the »Edgeworth box« of the problem. To make it easy to read we have only drawn the
bordering fat curvesfrom Figures4 & 5, but we have drawn them in two cases: Thetwo fat indifference
curves show B-landsrelation atherelatively wealthy S-land that istermed: F-land. Thetwo thinindiffe-
rence curves are for B-lands relation to the relatively poor S-land that is termed. G-land.

Figure 6. Putting together the welfare trade offs of the rich big B-land and two S-lands:
F-land that is almost as rich as B-land and G-land that is somewhat poorer

Economic Acceptable

cost for F-land  AAcceptable

for G-land

e Acceptable for B-land to G-land

Large

G-lens
Small Y Sy I Acceptable for B-land to F-land
F-lens is"

Full Sovereignty Integration

Consider each pair of curves. The areato the left of each of the two S-land curves isthe area where it
will be avoluntary member of the union. And, the areato the right of the corresponding B-land curve
isthe area where B-land is willing to offer a union. If there exists an area that fulfils both conditions -
there does on the figure - this areais termed the lens of the problem. Any »deal « within the lens makes
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both parts better off than without the union. It is hence the area where a voluntary union can be made.

In the case of the wealthy F-land and B-land there is a small lens only. It is small for two
reasons. As the F-land is reasonably wealthy the grant is not so important,® so its indifference-border
(drawn as the fat curve) startsrelatively steeply from the zero-point. Seen from B-land it appears that
the F-peopleisadifficult lot to deal with! The second reason isthat the maximum grant B-land iswilling
to offerissmall - so their indifference border (drawn asthefat broken line) liesrelatively low. When the
lensis small the deal between the two countries is fragile. It is necessary to define the contract very
carefully. A small change, due to the shocks that keep occurring in the world, may suddenly take the
existing »deal« outside the lens, and a crisis occurs between the two countries.

In the case of the poorer G-land the lens is (much) larger, as both curves shift in the direction
increasing the lens. Here the lens is drawn as the corresponding thin lines. It is much easier for the two
parts to make a deal giving both awelfare gain.

[11.4  Three complications
The reader will remember that in order to make atidy model we left out various important matters:

The first item to remember is that the small S-land has two advantages in being member of the
unionwith the B-land. Asmentioned in I11.1, thetwo advantagesis EG1 theintegration effect offsetting
the small country disadvantage, and EG2 the grant S- land obtainsfrom B-land. The above analysisonly
dealt with EG2. However, EG1 isimportant too. There are two problems with including EG1. First of
al it isintangible and hard to calculate. Also, it can be obtained by S-land from other unions than the
union with B-land.

However, we can include this economic advantage by shifting the indifference border for S-land
vertically down, so that it starts below zero. That isinstead of the thin indifference-border drawn asthe
one on Figure 6, we now draw the new fat indifference border marked as »acceptable for S-land«. This
shift makes the lens larger - it shows why small countries may be EU-members in spite of getting no
budget grants from the Union. However, to get this shift demands that the population of S-land recog-
nizes this part of the economic advantage of the union.

Another complication isthat the small countries also get power in the big country - S-land thus
gains power in B-land in exchange for the power B-land getsin S-land. In most democraciesthereisa
narrow balance of power (for reasons not to be discussed at the moment, see however Nannestad &
Paldam, 1999). S-land may come to become pivotal power-wise in B-land in a great many occasions.
Being pivotal isaposition of great power.

Consider eg the position of Luxembourginthe EU. It isamazing that acountry with about 0.1%
of the population has managed to provide the Chairman of the EU Commission in no less than 5% of
the time. Many similar examples can be given. Small countries always get much more power in the big
country than vice versa, if that power is weighted by the relative sizes of the countries.

8. Thewelfare gainis probably relative to the pre-grant income. Imagine two (otherwise similar people) where one
is poor making an income of 50 and the other isrich making 100. Now each receives agift of 10. Surely, it gives
the poor man a higher welfare gain than the rich man. The difference in welfare gain islikely to be something
like afactor two. This difference explains the steeper slope of F-lands indifference border than G-lands.
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Figure 7. Taking both gains of the union into consideration
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Hence it is somewhat irrational that the population in the small country disregards net gain of power
when assessing its loss of sovereignty. The solution to this paradox is that we are dealing with two
concepts. One is sovereignty and the other in power. A net gain in power does not offset a loss of

sovereignty.

A third complication is that the transfer from B-land to S-land typically does not come equally
to everybody. It istypically paid directly to the government of S-land. It hence make the government
rich relatively to the population and increases the mechanism termed automatic socialism in Subsection

1.2. The political leadership of S-land hence tends to like the union better than people do.
In al polls made about the EU it is a constant finding that the »€lites« of al member-countries

like the EU much more than people do. The gulf between the elite and the peopleis especially largein

the small EU-countries

[11.5 The dynamics and two examples
The model is designed to discuss the relation between any two parts of a union, where one is much

smaller than the other. We can now see what conditions that have too:

(A)  The big county pays enough to the small to offset the loss of sovereignty. This explains the
strange »mini-remainders« of the old »empires - al these mini-remaindersare al very small and
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very expensive.
(B)  Thepopulationinthesmall country recognizesthat the union givesit asufficiently large gain by
offsetting the small country disadvantage.

Obvioudy (A) would appear to imply that the small country is poorer than the big one or that the small
country finds away to free ride on the economic system of the rich one in such away that it makes a
sufficiently large gain.

Let us consider two examples: the unions between Denmark and Greenland and the union
between Denmark and the Faeroes. In both cases one part is very small, and both unions are very
expensive for the big country - being only possible as the small country is about 1% in size of the big
one. The historical process by which the union with Denmark came about is very different in the two
cases:

Greenland started asacolony with avery poor non-European population, and the present union-
situation is a part of a colonia liberalization process. However, the process has developed into atrap
for both countries as Denmark has got into paying an enormous annua subsidy, that makes the
Greenlandic state one of the richest in the world. It receives an annual subsidy of $ 10'000 per capita.
It thus has more than half the GDP in its hands even before it starts to tax. That is the subsidy is a bit
larger than the GDP would be without the subsidy. The subsidy started suddenly in the early 1950s and
it created a rapid, but very skew, growth of the Greenlandic economy in the 1950s and 60s into an
extraordinarily distorted economy, where growth ceased. By the mechanism discussed in|.2 the subsidy
came to create a state that owes everything, and a political system who has no interest in reforms. So
the grant has created a wealthy economic »monster« that is unable to develop and has no real interest
in reforming. The idea - if one asks the political parties in both Denmark and Greenland - is that the
annual gift isto help Greenland becoming a normal wealthy economy, and that the grant shall then be
gradually reduced. At the speed this process has been going for the last 15 yearsthiswill never happen.
Nobody predicted or wanted this outcome, and it isin the long-run interest of nobody, but once again
economics has proven much stronger than the individual decision-makers involved. Now everybody
prefers speaking about the short run only. Here the situation has reached a rather strange equilibrium
with no easy way out.

In the case of the Faeroes, the historical process was very different as the idands were always
a part of the Danish Kingdom, treated as any other part - that is somewhat like Bornholm, Jutland,
Norway, Holstein or I celand. Thelong distance and geographical isolation created astrong identity, and
that has gradually developed into a very real political independence, however, legally a very strange
situation persists. The mechanisms seen in an extreme version in Greenland, also work in the Faeroe
case. The aggregate public activities are relatively large, the non-resource-rent based K-sector is small
and not developing, etc. These mechanisms have caused the economy to be very dependent upon the
most volatileof al primary sectors:. thefishing sector. Itisparticularly volatile asthe sector has managed
to keep the resource rent. The Faeroe state receives the Danish grant it does not really need to extract
the resource rent, as would otherwise be demanded by economic logic. The result is a bang-bang
economy that for the last 20 years has been through larger economic fluctuations than any other rich
western economy, and that probably will for the next 20 years come to experience equally large
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fluctuations. In thelong run such fluctuations are surely very detrimental for economic growth. Herethe
situation is much more fluid, and it appears that several solutions are almost equally likely.

IV Concluding remarks
The small model drawn above in a number of versions illustrates the nature of the deal that makes a
union between two countries with very asymmetrical size possible.

The main point is that the interests of the small part is easy to understand. It gets two types of
economic advantage an integration partly offsetting the small-country disadvantage and agrant, against
avery moderate loss of sovereignty. The interests of the large country are much harder to understand.
Reactions we do not understand are hard to forecast. However, we note that a considerable number of
rich countries have been willing to pay a great deal for keeping small countries within their common-
wealth.

However, inthe interest of both partesit would appear that it is crucial that all legal aspectsare
very carefully defined, and only renegotiated with long intervals. This - especialy - would be a great
advantage for the small country as the sovereignty dimension in the policy-space is an extradimension.
Political decision making is even under the best of conditions always very difficult, but with an extra
dimension it becomes even more so.

At the end let uslook at the concrete case of the Faeroes. It isa country with an economy that
is based on fishing. A lot of experience show that fish-based economies are bound to be very volatile.
To steer such an economy is surely very difficult. Also, the Faeroes need severa large and politically
very heavy reforms. | think that no outsider can observe eg the municipal structure and thefishing policy
of theidlands and consider the policiesin areas without getting a strong impression that here are fields
needing large reforms. For an economy as the Faeroes to have an extradimension in its policy spaceis
particularly unfortunate.

On the other hand it is obvious that the most stable factor in the economy of the Faeroes has
been the grant from Denmark. Without that factor the economy would have been even more volatile.
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