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Summary findings
One of the apparent inconsistencies in the breakup of
such multinational states as the Soviet Union,
Czechoslovakia, and Yugoslavia is that while the
republics justified their decision by claiming that they
wanted to increase ("regain") their sovereignty, the new
states' strong desire to join the European Union shows
their intention to dissipate the very same newly acquired
sovereignty. How can the two desires be reconciled?
Why would someone go through the ordeal of secession
in order to quickly get rid of the very sovereignty that
justified the secession? Or was sovereignty not the real
(or sole) goal behind the secessionist drive?
Milanovic explains that full sovereignty (like the
individual's "full freedom") is neither reachable for most
countries nor desirable - because greater sovereignty is
often traded for reduced income. Economic sovereignty
is normally limited in key areas: exchange rate policy (by
rules stemming from IMF membership, for example, or
participation in regional currency systems), trade policy
(by GATT rules, for example), labor and banking
regulations, accounting practices, and so on.
There is a tradeoff curve between sovereignty and
income. Countries do not choose maximum sovereignty,
but an optimal one. They choose a combination of
income and sovereignty that allows them to maximize
welfare. But that combination ssnot the same for all
countries.
* Larger countries (measured by their GDP) have the
"luxury" of choosing more sovereignty per unit of
income, simply because for them domestic markets are
more important than for small countries.
* Countries with abundant natural resources or very
skilled labor (that is, with high per capita human and

natural wealth) tend to be more integrated
internationally. For them, economic sovereignty is less
important because they need to export their resources
and the returns to their labor increase with international
integration.
a More democratic countries also tend to be better
integrated because in democracies the power of the
political elite - who may often prefer not to be bound
by international rules - is lessened.
Testing these hypotheses on the 1993-94 data for 165
countries, Milanovic finds a statistically strong impact of
per capita wealth and democracy on international
integration. The effect of country size is weaker.
Milanovic discusses why different countries may wish
to form conglomerates, defined as looser or tighter
unions that imply shared sovereignty and redistribution
from richer to poorer members. He finds that the
willingness to join conglomerates (free trade associations)
is greater for countries that are relatively poor
(compared with the average income of the "target"
conglomerate), and for democracies. The country size
effect is U-shaped: the willingness to join conglomerates
is high for small countries (whose sovereignty might
actually increase in a conglomerate because of the
conglomerate's sovereignty-sharing features) and for very
large countries that may expect to play the role of "core"
states.
The key gain from independence for the relatively rich
republics that were former members of the Communist
conglomerates was not economic sovereignty in itself
but the ability to switch from a poor to a rich
conglomerate.

This paper - a product of the Poverty and Human Resources Division, Policy Research Department - is part of a larger
effort in the department to study transition economies. Copies of the paper are available free from the World Bank, 1818
H Street NW, Washington, DC 20433. Please contact Selina Khan, room N8-024, telephone 202-473-3651, fax 202-5221153, Internet address skhan(@worldbank.org. October 1996. (47 pages)

The Policy Research Working Paper Series disseminates the findings of work in progress to encourage the exchange of ideas about
development issues. An objective of the series is to get the findings out quickly, even if the presentations are less than fully polished. The
papers carry the names of the authors and should he used and cited accordingly. The findings, interpretations, and conclusions are the
authots ownand should nr,t beattributed to the World Bank, its Executiv'eBoard of Directors, or any of its member countries.

Produced by the Policy Research Dissemination Center

NATIONS, CONGLOMERATES AND EMPIRES:
TRADE-OFFBETWEEN INCOME AND SOVEREIGNTY
Branko Milanovic'

[Thereare three waysin which countriesgrow. First, by] "forminga league consistingof several
republics in which no one of them had preference, authority or rank above the others; and in
which, when other cities were acquired, they made them constituentmembersin the same way
as the Swiss act in our time, and as in Greece the Acheans and the Aetolians acted in olden
times....The reason why such a republic cannotexpand is that its membersare distinct...which
makes it difficultfor them to consult and to make decisions.It means that they are less keen on
acquiringdominion, for, since manycommunitiesshare in that dominion,they do not appreciate
further acquisitionin the same way as does a single republic which hopes to enjoy the whole.
Furthermore,a league is governedby a council, which must needs be slower in arriving at any
decision....The secondmethodconsists in formingalliancesin which you reserveto yourselfthe
headship,the seat in which the central authorityresides, and the right of initiative.This was the
method adopted by the Romans. The third method is to make other states subjects instead of
allies, as the Spartansand the Atheniansdid... [This method] is quite useless, as can be seen in
the caseof the two republicsjust mentioned.For they cameto disasterfor the simplereason that
they had acquired a dominion they could not hold. For to undertake the responsibility of
governingcities by force...is a difficult and tiresome business".
NiccoloMachiavelli,The Discourses..., Chapter II.4, pp. 283-6; Pinguins edition.

'I am thankfulfor commentsand suggestionsto Alberto Alesina, Ishac Diwan, Bill Easterly, Alan
Gelb, Bartek Kaminski, Phil Keefer, Ljubomir Madzar, Martha de Melo, Milic Milovanovic, Lant
Pritchett,Klaus Schmidt-Hebbel,Martin Schrenk, David Tarr, Francois Vaillancourt,Panos Varangis,
and ChristineWallich. Leslie Mohr provided valuableresearchassistance.
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1. Introduction
One of the apparent inconsistencies in the break-up of the multinational states like the
Soviet Union, Czechoslovakia, and Yugoslavia is that while secessionist republics justified their
decision by claiming that they wanted to increase ("regain") their sovereignty, the new states'
strong desire to join the European Union shows the intention to dissipate the very same newly
acquired sovereignty.2 How are the two things to be reconciled? Why would someone go
through the ordeal of secession in order to quickly get rid of the very object that justified the
secession? Or was not sovereignty the real or the sole goal behind the secessionist drive?
The objective of the paper is to explain this apparent inconsistency. In order to do so,
we start with some general observations on the relationship between income and sovereignty that
are supposed to apply to all countries.
We start by defining "income" and "sovereignty". "Income" is easy to define: it is GDP
per capita.3 "Sovereignty" requires some explanation. One can visualize sovereignty as varying
on a scale from 0 to 1. Zero would mean that the country can take no decision of its own. This
is the example, relatively rare nowadays, of colonies where all economic decisions are taken by
the metropolis. 1 represents full, unrestricted sovereignty where a country can pursue any policy
it likes. It is not held in check by any international agreements, rules, or interests of other states.
It is the state of full freedom for domestic policy makers. It is important to emphasize that full
sovereignty -not unlike the individual's "full freedom"- is neither a reachable position for
most countries, nor a desirable one (because, as will be argued below, greater sovereignty is
often traded for smaller income). In addition, the world populated by states that would enjoy
unrestricted sovereignty would not be necessarily a good place. But the point of full sovereignty
is a useful methodological device.
2 The simultaneityof

national break-up and internationalintegration has attracted the attention of
economists.Alesina, Perotti and Spolaore(1995) and Alesinaand Spolaore(1995) addressthe issue of
optimalcountrysize as the trade-offbetweenlower cost of public good provisionand loss of "preference
homogeneity."Bolton and Roland (1995)regard the decisionto secede to result from balancebetween
the gains from the abilityto select an optimal tax rate (closerto the regional, vs. federal, preferences)
and costs due to loss of free trade.
31nthe rest of

per capita."

the analysis, the term income, unless otherwisespecified, will alwaysmean "income
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Normally, however, country's sovereignty in economic decision-making is limited. This
is the case for almost all countries in the world. These constraints may take many forms. Most
common constraints are international agreements through memberships in various organizations.
Others are bilateral arrangements, like voluntary export restraints. But the important point is that
economic sovereignty is normally limited in a number of key areas: exchange rate policy, trade
policy, labor and banking regulations, accounting practices etc. To give a few examples.
Country's exchange rate policy will follow the rules stemming from the IMF membership or
participation in regional currency systems, like EMS or CFA. Some countries entirely lack
sovereignty over the exchange rate policy if they use other country's currency (Panama) or have
their own currency pegged to the DM or the dollar.4 In trade policies, rules that GATT and now
WTO members must follow are also limiting factors (agricultural subsidies, intellectual property
rights, most favored nation status etc). Memberships in various organizations further limit
national economic sovereignty: the countries are obliged to permit free trade unions, to ban child
or slave labor, to follow minimum health and safety standards, even to observe limits on
working hours.' In banking, they are constrained through (e.g.) the Basel agreement on capital
adequacy ratios, in environmental matters by international environmental convention. Another
recent example is Energy Charter Treaty signed in December 1994 by some 50 countries.
According to Ruud Lubers, "[it] lays down binding rules on the fair treatment of foreign trade,
investment and transit; and clear obligations in the field of competition and the environment. It
provides for binding international arbitration to settle disputes between governments and, on
investments matters, between governments and foreign investors. "6
Members of regional economic organization have, of course, even more stringent
restrictions on economic decision-making. Membership in the European Union imposes a number
of restrictions on its members: from limits to state subsidies to exact working hours of retail
stores and common classification of goods. As Krugman (1991, p.19) opines: "Europe's 1992

4 Europeansingle currency is

opposed (e.g. in the UK and Germany)on the grounds of loss of

sovereignty.
5 Wallace(1993, p.375),

for example, writes: "Few would have appreciated...on [the UK] entering
the [European]Communitythat the whole context of domestic legislationon women's working hours,
conditions,even ages of retirement would be progressivelytransformed by the spread of Community
jurisdiction."
6See The Economist, May 27,

1995, p.8 .
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is not so much a trade agreementas an agreementto coordinatepolicies that have historically
been regarded as domestic." By 1999, if a EU country wants to participatein a single-currency
area, it would have to meet targetson inflation,budget deficit, public debt-to-GDPratio, interest
rate and currency stability. The EuropeanUnion recentlythreatenedSpain, Portugal and Greece
with cuts in funding unless they reduce their budget deficits.7
The rest of the paper is organizedas follows. In Section2, I derive the equilibriumratio
between sovereigntyand income for a single country. The derivationproceeds by two steps.
First, I derive the trade-off curve betweensovereigntyand income. It gives all the combinations
of sovereigntyand income that a country can theoreticallychoose. Second, I derive country's
indifferencecurve showingwhat combinationsof income and sovereigntyare of equal value to
a country. Country's actual sovereigntyand income will then obtain at the point of where the
trade-off curve touches the highest indifferencecurve. In Section 3, I discuss why different
countriesmay wish to form conglomerates(i.e. looser or tighter unions), and what it would
imply for their choice of equilibrium sovereignty and income. In Section 4, I discuss the
conditionsunder which such conglomeratesmight become unstable. This point leads us thus
straightback to the initial question posed in the opening sentenceof the paper. Section 5 lists
some implicationsof the hypothesisconsideredhere. Section6 concludesthe paper.

7SeeReuters,July 10, 1995.Cutin fundingis acceptableunderthe Maastrichttreatyprovisions.
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2. Equilibriumof a single country
Deriving the trade-off between income and sovereignty
Country's per capita income (y) can be, in a standard fashion, viewed as the outcome of
its physical and human capital stock per capita (k), natural resources per capita (r), and -less
often used- openness of the economy (o).8 The idea is that a more open economy allows the
country to enjoy economies of scale, to specialize in the production of goods where it enjoys
comparative advantage, and thus, by better specialization to use more efficiently its capital and
natural resources.' In addition, and sometimes as a substitute to openness, a large domestic
market can have a similar impact on the efficiency of use of capital. Giventhe level of openness,
a country with a large domestic market (D) will have an advantage: larger D will enable it to
take advantage of economies of scale. We can thus write:

y =f (k,r,o,D) =f [k(o,D), r(o,D)]

(1)

where we show that the value of capital and natural resources depends on the openness
of the economy and the size of the domestic market.
Combining for simplicity both types of capital (physical and human) and natural resources
under a single term endowments or "capital" (k) we obtain:

8 See, however, Sachs and

Warner (1995). There may be different definitions of openness (e.g.
exports and importsdivided by GDP). FollowingSachs and Warner (1995, p.22-4), we may define as
open an economywhere the five followingconditionshold: (1) non-tariffbarriers cover less than 40
percent of trade, (2) average tariff rate is less than 40 percent, (3) black market exchangerate deviates
from the officialby less than 20 percent, (4) country is non-socialist,(5) there is no state monopolyon
exports.
9 Krugman(1991, p. 8) writes: "A...gain from regionalfree trade, whichis very importantin practice,

comesfrom the increasedsize and henceboth productiveefficiencyand competitivenessof oligopolistic
marketssubjectto economiesof scale."Pissarides(1995)arguesthat trade liberalizationraisesthe returns
to humancapital.
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y = f [k(o,D)]

where

(2)

fk >0

(positive marginal product of "capital"'),1 k> 0 (rising value of capital as
openness increases), and kD >0 (rising value of capital as the domestic market expands).'I
Let now sovereignty (s) be defined as a decreasing function of the country's openness
(equation 3), on the assumption that greater openness, i.e. integration in world economy,
requires that the country give up some of its national policy and legal prerogatives and substitute
international rules to domestic regulations. For example, if a country decides to have full
sovereignty, this means that it must opt out of all (or most of) binding international
arrangements. Its domestic economic policy will indeed be entirely free: it may subsidize
domestic produces freely; conduct any exchange or interest rate policy it likes; impose any level
of tariffs or quantitative barriers; suppress trade unions; not care about environmental regulations
etc. Every movement toward greater integration will be, generally, accompanied by some loss
of country's policy-making, regulatory or legal sovereignty (this point is discussed in more detail
below).

s = -Y(o)

(3)

y - f [k (y-y(s),D] = O

(4)

where y< O.
Substituting (3) in (2), we obtain:

By total differentiation of (4) with respect to y and s, we obtain
'°In the rest of the text, "capital" will be written without inverted commas. Unless specified
differently,terms capital and endowmentsare used interchangeably.
"However, as openness increases, the importanceof the domestic market for the value of capital
declines.ThuskD.O<
0 with kD= 0 at themaximumopenness(o= o,,,). In otherwords, if a countryis fully
open, the size of its domestic market does not matter (vide Hong Kong).
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dy

=fk

k ds

where k, <0 is the derivativeof the value of "capital" with respect to s. Then

dy =fk k < 0

(5)

We thus establish that the relationship between sovereigntyand per capita income is
negative. There is a trade-off between the two: increased sovereigntyequals less "openness"
which in turn implies lower value of "capital" and lower per capita income.
The shape of the trade-off curve will depend on the sign of (6)

d2 y

=

k

k

+ fkk)

(6)

which will depend on the signs of fk, and ks, (we know the signs of the other two
derivatives).Consider first fk,. The marginal productof capitalwill be a decreasingfunctionof
s (see Figure 1, panel a). k. is also likely to be negative. Figure 1 shows that the value of
capital (on the vertical axis) may be unaffected by some (small) increasesin s; after a certain
point, however, it begins to decline fast. The relationship is concave and k5,<0. Under this
assumptionsmall increasesin s, from the positionof full openness, may not matter much, but
later movementstoward autarky become more and more expensivein terms of loss of value of
12 Since in the absolute value fk is likely to be the largest term in (6), the
capital and income.
relation would most likely be negative.

'2Thisscenariois alsoconsistentwitha viewthatmovementsawayfroma veryhighlevelof autarky
shouldresultin relativelylargeinitialgains in output.
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Figure 1
Changes in the value of capital as functionof sovereignty

Valueof

capital
4

I

SoverCignIty

The negative sign of (6) implies a concave transformation curve of sovereigntyinto
income (curve BOB,curve in Figure 2) and thus decreasing returns to openness. As the country
moves away from the point autarky Bo in Figure 2, where y=O can be thought of as the
subsistenceincome, marginal income gains due to integrationinto the world will, at first, be
very high. The marginal gains will gradually decreaseas the country selectslower s's.
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Figure 2
Income and sovereignty:trade-off and indifferencecurves

Incom

A

A
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Sovereignly

We have derived the trade-off curve on the assumptionthat is D is given. Considernow
how the trade-off curve will be affectedby an increase in D. The equation (4) becomes

y

-

f [k (y-'(s),D)] = 0

where bars over s and k denote that they are given. Since kD > 0 and fk > 0, an increase
in D will increasey, i.e. expand the trade-off curve outwardsfor a given s. This means that, for
a givens, a country with a larger domesticmarket (e.g. the US) will be able to achievea higher
level of income per capita than a country with a smaller domesticmarket (e.g. Canada). The
outwardshift is not uniform though. SincekD, > 0 (in virtue of kDo< 0; see footnote 10) the curve
expands more for higher values of s: the trade-off curve shifts from BOB,to B2B1 as in Figure
3. This means that at low levels of opennessthe domesticmarket is more importantthan when
opennessis high. A relatively autarkiclarge economywill be better off that an equally autarkic
small economy. This is why socialismin one country made some sense for the Soviet Union,
but not for Albania. In the other polar case, of full integrationin the world system, there is no
reasonto expectthat per capita incomesof a larger and a smaller countrywill be different(given
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the same endowments).Thus both curves will intersectthe vertical axis at B, (see Figure 3).
Now, this type of outward shift impliesthat the slope of the trade-off curve for a given
yls ratio is less for a larger country (compare the slopes a and b at y*ls*).In other words,
marginal income gains from integration (or marginal income losses from greater sovereignty)
will be smaller for a larger country.

Figure 3
Trade-offcurves for large and small countries

Income(yj

Sovereignty Is]

BO

~~B2

Finally, consider changing endowmentsper person (while keeping D and s constant).
From equation(4), it directly followsthat an increase in k will raise incomeper person, and the
curve will expand outwardly(see Figure 4). But again the expansionof the trade-off curve will
not be uniform. As openness increases, the marginal product of capital not only rises,"3 but
rises faster. This can be explained by the complementaritythat exists between integrationand
endowments(in particular, between the integration, and technical progress and human capital
whichform the key componentsof k). For example, if a countryhas abundantnatural resources
or educated labor, it will be better-off than a country without natural resources or with low

'3Wesawthis before:fk< 0.
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educationlevel, even if both choosefull sovereignty.But the differencein income will increase
as they integrateinto the world economy:a country with good endowmentswill gain muchmore
from integrationthan a country with poor endowments.'4 Thus, B3-Bo will be less than B4-B,
(see Figure 4).
The implicationof the uneven expansionof the curve is that the slope of the endowmentrich country's trade-off curve will be, for a given yls ratio, greater than the slope of the
endowment-poorcountry. This means that the marginal income gains of integration (or the
marginal costs of sovereignty)are greater for a country with greater endowments.
Figure 4
Trade-off curve as endowmentsincrease
Income

B'

BO B3 Sovereignty

We have thus completed the derivation of the trade-off curve between sovereigntyand
income. It shows the combinationsof s and y that are availableto a country given its domestic
market size and endowments.But the issue is: What point on this curve will a countrychoose?
We moveto the politicalprocess that guidesthis choice, i.e. to the derivationof the indifference
curves in the s-y space.

'"Theoil-richIraqmaybe worse-offundercompulsoryautarkythan Serbia,but, oncesanctionsare
lifted,its gainfrom integrationwillbe muchgreater.
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Deriving the indifference curve
Both sovereignty and income can be thought of "goods", in the sense that citizens and
politicians desire both of more. That sovereignty and income are both "goods" can be justified
in two ways, depending on whether we take the perspective of politicians or of a representative
citizen. From the point of view of economic decision-makers or politicians, sovereignty is a
"good" because it gives them greater freedom of decision-making, that is greater influence and
power. It gives policy-makers scope for self-aggrandizement as well as for rent-seeking and
bribery."5 Increased GDP per capita is an objective for policy-makers only in so far as it
enhances their chances to remain in power. This is true for both democratic or non-democratic
regimes. Now, from an ordinary individual's point of view, the justification is different. That
his welfare would be greater if average income per capita is higher, is plausible. But the
question can be asked: Why would an individual's utility depend on his/her country's economic
sovereignty? Sovereignty may be regarded as a "good" by the population because of the value
attached to national pride."6 However, as before, we can expect that the politicians' preference
for sovereignty will be greater (at a given level of income) than the population's.
People's welfare is greater if their country is more sovereign (for a given level of
income), and they have a greater income (for a given level of sovereignty). Also, the less the
population has of either sovereignty (s) or income (y), the more will it value it at the margin.

'5 This, I think, is true regardlessof how corrupt or "honest"civil servants are. Surely, incorruptible
civil servants will not accept direct bribes. But the absence of externallybinding rules will give them
greater power than they would have otherwise. For example, if tariff rates are not set through some
international agreement, different interest groups will vie with each other over them, as they did
ferociouslyduring the inter-Waryears in Europeand the US. This will, by definition,increasethe power
of policy makers-even if we assume that they thereby gain nothingin terms of income(i.e. corruption
is excluded). Setting external rules is a way to limit the power of bureaucracy: witness the balanced
budget amendmentin the US, and monetarists' insistenceon monetary policy rules.
'6 A friend once told me what a great boost to nationalpride of the Chinesewas the nationalization
effectedby the Communistsin 1949.Many people indeedgained as foreigntechniciansdepartedand the
Chinesetook their positions. But even those who did not gain directly, felt proud that the Chinesewere
able to run the factories as well as foreigners-after a long period of national feeling of inferiority.A
similar feelingwas presentin other countries: Egypt and India in the 1950's, Cuba in the 1960's etc. In
a poll, a week before the referendum on independencein Quebec, 77 percent of pro-independence
respondentssaid that "'pride in being a Quebecker' influencedtheir decision" (The Financial Times,
October 23, 1995, p. 5).
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Thus we get a standard indifference curve (curve AA in Figure 2) showing different
combinations of sovereignty and income which yield an equal welfare.
However, the rates of substitution between income and sovereignty for policy-makers and
the population, as the above discussion makes clear, differ. Since the likelihood to benefit from
sovereignty is greater for the people who hold power than for those who have none, we posit
that, at every yls ratio along the indifference curve AA, the rate of substitution of income for
sovereignty is greater (the curve is steeper) the higher the level of political power one has. For
those with no political power and presumably with nothing to gain from greater sovereignty, the
AA curve would become a straight line: only per capita income matters.1 7 For the top level
politicians, average per capita welfare of the population is a constraint that they cannot ignore
if they want to stay in power, but the real objective is maximization of their own power and
welfare which goes hand in hand with increased economic sovereignty, that is economic policy
autonomy.
Now, if we rank all individuals according to their political importance, in the same way
that we rank them according to income in income distribution curves, and let them vote on
sovereignty, the more concentrated the political power, the more to the left will be the median
voter,"8 and the flatter the selected indifference curve.'9 But, in authoritarian and dictatorial
regimes, those will low political power will, by definition, be excluded from "voting." Thus,
despite the skewness of political power, the selected indifference curve will be- because of the
truncation of the voting population- relatively steep. That is, the median "voter" in authoritarian
regimes will want a relatively high sovereignty compared with democracies. We would therefore
expect that authoritarianism and sovereignty will be positively related.2 0

'7Obviously,under the assumptionthat the individualshares in that higheraverageper capitaincome.
'8 Sincepreference for sovereigntyincreasesuniformlywith the level of power, the preferencesare
single-peaked,and the median voter determinesthe outcome;or said differently, individualpreferences
for sovereigntycan be rankedby their political power.
'9 Obviously,the mechanism is similar to the choice of lower tax rate in more income unequal
distributionwith full franchise(see, amongothers, Alesinaand Rodrik 1991,Perssonand Tabellini1994,
Perotti 1992).
20 ThusStalin, Hitler or

Mao could afford to select high s, but not so Mitterrandor Major.

14
Full-franchisedemocratic regimes will display flatter indifferencecurve, which with a
given trade-off curve, implies that they would choose a higher equilibriumy/s ratio. However,
the distributionof politicalpower among the full-franchiseregimes is not always the same. We
can expectthat in regimes where more politicalpower belongsto different pressure groups that
vie for various policies, and where more people are involved in the political process,2 ' (i.e.
where the representativerather than direct democracyprovides a better approximationof the
actual political process), the median voter's indifferencecurve would be steeper: he/she has
more to gain from sovereigntythan an ordinary voter with no politicalpower. We can conclude
that -with a given trade-offcurve- the highestyls will be selectedby full-franchisedemocratic
regimes with little lobbying or corporatist elements; as power of different organized groups
increases,the optimaly/s ratio will decrease.Finally, authoritarianregimes or dictatorshipswill
select an even lower y/s ratio.
Formalizingthe discussionso far, we can write:
oAt a given point in time, a country does a constrainedmaximization
max

U(y,s) + X [y-fs,i,]

where U= U(y,s) is a welfare function,y=f(s,k,D) depictsthe trade-offcurve with given
k and D, and X gives the marginal welfaregain from the relaxationof the constraint(via growth
of the domesticmarket, or via technologicalprogress which increasesk).
At the equilibrium, the relation (7) will hold:
R (ys' Z' k) = Us
S
UY

(7)

i.e. the slope of the trade-off curve will be equal to the marginal rate of substitution
between sovereignty and income (and U,=bU/6s and Uy=bU/by).

2"1assumethat for a personto becomeinvolvedin the politicalprocess,he/she must becomea
memberof an organizedgroup.
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*Assuming that preferences are homothetic and taking k as given, a larger country's
equilibriumwill obtain for a lower yls ratio (see Figure 3). A larger country's equilibriumwill
alwaystake place at a greater s, but not necessarilylower y because its trade-off curve expands
outwards(comparepoints L for a large, and S for a small countryin Figure 3). In other words,
a larger country can achieve a higher income and greater sovereignty.
*As k increases (with a given D) and preferencesare homothetic,the equilibriumtakes
place for a higher yls ratio (compare points E2 and El in Figure 4). While income must
necessarilybe greater in the newequilibrium,sovereigntymay go either way, dependingon how
the trade-off curve expands.
The discussionso far can be encapsulatedin the four following propositions.
Proposition1: Negativelyslopedand concavetrade-offbetween incomeand sovereignty.
With technological and capital endowments, and the size of the domestic market given,
sovereigntyand per capita income are negativelyrelated. A countrywill experiencediminishing
income gains from integration (or increasingincome costs of sovereignty).
Proposition2: The size-effect. Larger countries (=larger domesticmarket) can reach a
higher per capita income for a given level of sovereigntyand endowment(outwardshift of the
trade-offcurve). Their marginal incomegains from integrationwill be smaller (less steeptradeoff curve). If preferencesare homothetic,larger countries' equilibriummust obtain for a higher
level of sovereignty.
Proposition 3: Increasing interdependency.As endowmentsincrease, marginal income
gains from integrationincrease.In other words, costs of sovereigntybecomegreater as countries
developtechnologically.Countries with a higherk will select, holdingeverythingelse the same,
higher y/s ratios.
Proposition 4: Democracy and sovereignty. More democratic countries will tend to
chooselower levels of sovereigntybecausethe populationgenerallyvalues sovereigntyless than
policy-makers.Conversely, if politicians are more autonomous,they would be able to choose
(impose?)higher sovereignty.

16
In order to test empirically the relationship, we can write the ratio between the
equilibriumsovereignty(se)and equilibriumincome(y*)as a decreasingfunctionof endowments
(k) and democracy(DEAM)
and an increasingfunction of country's domesticmarket (D). D and
k determinethe place and the shape of the trade-off curve; DEM, the shape of the indifference
curve.

5

Bo + B, k

+

B2 D + B3 DEM

(8)

where B, < 0, B2 > 0 and B3 < 0. We directly estimaterelation (8) on the 1993-94crosssectionof 165 countrieswhich is practicallyall the countriesin the world exceptthose that were
affected by civil wars and were not functioning as "normal" states (all the republics of the
former Yugoslavia, Lebanon, Burundi, Afghanistan, Liberia, and Somalia). The variables
(whose unweightedmeans, medians, and standarddeviationsare shownin Table 1) are defined
as follows.22 y is GDP per capita in 1990 internationalprices (the latest year for which the
Internationalcomparisonproject data are available). k is the World Bank estimate of countries'
per capitawealth in 1990 US$, taking into accountthe value of human capital, produced assets,
and natural capital. This is the first ever estimate of this kind. It attemptsto take into accounts
all forms of produced and non-producedwealth.23 To give the reader an idea of the range of
estimates, the unweighted mean per capita stock of wealth is estimated at $86,000 and is
composedof 64 percent of human capital, 16 percent of produced capital and 20 percent of
natural capital.24The richest (per capita) countriesare Australiaand Canada with respectively
$835,000 and $704,000; the poorest Ethiopia and Nepal with respectively$1400 and $1600.
DEM is an estimate of political freedom as calculatedby FreedomHouse.25Its values range
from 1 (fully observedpoliticalrights) to 7 (entireabsenceof politicalrights). Domesticmarket,
D, is obtained as total GDP expressed in 1990 international prices minus net exports of

'All data are availablefrom the author on request.
23 The results are

reported in Serageldin(1995, Annex 1).

2'The mean per capita wealth in our sample is somewhathigher: $ 103,000.
25 Reportedin Freedom House (1994).
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merchandiseand non-factor services.26
Sovereignty(s) is, of course, the most difficult variable to measure. I measure it as its
reverse: the extent to which domestic economic policy is constraineddue to membershipin
variousinternationalorganizationsand arrangements.The membershipsare mostly memberships
in trade organizations and pacts (e.g. WTO, Mercosur, CEFTA); agreements are to follow
exchangerate rules: to maintain a convertiblecurrency, or to peg it to a foreign currency etc.
If constraintsstemmingfrom membershipin an internationalorganizationor arrangement
cover a wide array of policies or are very bindingon a key economicvariable like the exchange
rate, the membershipconstraint is assignedthe value of 3. The only such organizationis the
EuropeanUnion; the only foreign exchangearrangementsare membershipsin the CFA zone and
Eastern Caribbeancentral bank. In the two latter cases, a countrydoes not have an independent
monetary policy because it lacks national currency."2If constraints are less binding or affect
a single area like trade but no other areas, the membershipis assignedthe value of 2. Examples
are membershipin WTO or Mercosur, or maintenanceof a pegged or currencyboard exchange
rate system. Finally, being part of an organizationthat either has little "bite" over members'
economicpolicies, or deals with very limitedeconomicissuesresults in constraintsbeing valued
at 1. Examples include ASEAN membership or Gulf cooperation council. Of course,
membershipof most internationalorganizationsplaces hardly any real constraint on economic
policy-making:viz. the UN, ILO etc. Membership in these organization therefore does not
matter for economic sovereignty.
Following the just explainedprocedure, the estimate of how bindingthe membershipof
each organization/arrangementis for its members was made by three internationaltrade and
exchangeexperts, and the estimates were rounded off to the nearest integer. The sum of the
membership constraints (denoted m) is then assigned to each country in the sample. For
example, the Netherlands' level of constraint is a high 9 while that of Cuba is 0. The average

2'Thesourcesfor exportsandimportsis mostlyIMF'sInternationalFinancialStatistics,Annualissue
for 1994and1995;also WorldBankAtlas 1994,1995,1996;WorldBank'sGlobalEconomicProspects
and DevelopingCountries1996;WorldBank'sWorldDevelopmentReport 1995and1996;WorldBank's
StatisticalHandbookof the FormerSoviet Unionfor 1994.
27Panama
whichuses the US dollarbelongsto the samegroup.
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level of weightedconstraint is almost 4, and the standard deviation2.3 (see Table 1). The full
list of international organizations considered, and the estimates of how "tight" are their
membershiprequirementsis given in Annex 3.
Table 1. Summarystatistics
Size of
domestic
market (D)
($b at 1990
international

Wealth per capita Political
Constraintto
economicpolicy
repression
(k)
(reverse of DEM) making (m=
($ '000)
reverse of s)

prices)

l

Mean/median

152.2 / 17.5

103 / 33

3.6 / 3

3.88 / 4

Standarddeviation

518.5

158

2.2

2.3

0.32

-0.26

Simple correlationcoefficientsa/
m/y

-0.07

0.30

Domesticmarket
(D )

_

_

_

_

_

Wealth (k)

_

-0.04
_

_

_

_

_

_

_

_

_

-0.46

a/ y, D, andk areexpressed
in naturallogs.

The bottom of Table 1 shows the simple correlation coefficientsbetweenthe variables.
First note that the correlation coefficients between the dependent variable (membership
constraintsover real per capita income;m/y) and the RHS variableshave the expectedsigns: m/y
is (mildly) negatively correlated with the size of domestic market, negatively with political
repression, and positively with wealth. As discussed earlier, this implies that countries with
larger markets and absence of political liberties will -controlled for other factors- choose a
higher sovereigntyto income ratio; countries with larger wealth will, under ceteris paribus
condition, choose a lower sovereigntyto income ratio. The simple correlation coefficients
betweenthe independentvariablesare relativelyweak, with the exceptionof negativecorrelation
between per capita wealth and political repression.
The results of estimation of (8) are shown in Table 2. The dependent variable is
constraints to economic policy-making over income per capita.28 I experiment with two

2'Note that since m is the reverse of s, the expectedsigns of the coefficientswill be the reverse of
the signs in equation(8) with the exceptionof DEM that is now also measuredas its reverse.
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formulations of the membership constraint. The first, given in equation 1 (Table 2), is a
weighted constraint where the weight attached to each organization range from 3 to 1 as
explained above. The second, in equation 2, is the unweighted sum of memberships
(1=member, 0=not) in the selected organizations that do have some binding power (like the
first definition it excludes organizations that have none). The coefficients in equation 1 have the
predicted signs. However, lack of political freedom is not statistically significant; size of the
domestic market is significant at 5 percent, and only wealth is significant at 1 percent level. The
interpretation of the coefficients is as follows: doubling of e.g. per capita wealth increases the
ratio between the weighted membership and (natural log of) per capita income by 0.056. More
concretely, if a relatively poor country with a per capita income of $3000 (at international
prices) and binding constraints of 3, suddenly discovers oil and doubles its per capita wealth,
its desired level of international integration (=constraint) will rise to 3.45 without any change
in its per capita income or political system.2 9 Now, since the ratio m/y will have to increase
by the same amount for a given increase in wealth, it implies that counties with a higher initial
per capita income will react by raising their level of m by more than the poorer countries. In
other words, a given percentage windfall increase in wealth will lead to a greater loss of
sovereignty for the Netherlands than for Zambia.
The R2 is 0.15-not

a bad result given that we are estimating an equilibrium ratio

between the cross-sectional variables. The equation is run with heteroskedasticity-corrected
standard errors, and no autocorrelation between the countries, arranged in decreasing order
according to their GDP per capita at 1990 international prices, is detected (results of the
autocorrelation tests are thus not reported). Recursive regressions run for N= 18 onwards show
that the coefficients are reasonably stable (see Figure 5), in particular C(4) and C(3), the
coefficients associated respectively with lack of freedom and wealth.
Regression 2 has a simple sum of binding memberships on the LHS (divided by per
capita income, of course). Now, wealth and lack of political freedom, with the expected sign
of the coefficients, become much stronger determinants of the m/y ratio; the size of the domestic
market becomes statistically insignificant. R2 more than doubles.

29The

initial n/In y value was 0.3747. The desired value, after doubling of wealth, will be
0.3747+0.056=0.4307. This implies m=3.45 (sincey is unchanged).
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Figure 5
Stability of coefficientsin regression 1
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Table 2. Estimationresults
Dependentvariable:
ratio of binding membershipin internationalorganizationsto GDP per capita
Regression

Constant

Size of
domestic
market

Political repression

Wealthper
capita

RI
(SE)

1

0.035
(0.202)

- 0.020
(-2.03)

-0.015
(1.40)

0.053
(3.61)

0.15
(0.25)

2

- 0.161
(-1.78)
t_

0.004
(0.80)

(-3.20)

0.048
(5.93)

0.36
(0.14)

-0.018

Note: OLS regression with White's heteroskedasticity correction. t-values in parentheses. y, D, and k in natural logs.
Cross section of 165 countries; years 1993-94.

3. Forming conglomerates
Let us introduce now a "conglomerate".

A conglomerate is defined to be a large entity

composed of a number of semi-independent members. The conglomerate can be a single country,
like the former Soviet Union, or the US, Canada, China or Spain, where well-defined regional
entities (republics, provinces, states) have some legislative or executive power; or it can be an
association of formally independent states like the European Union or the German Confederation
(Deutscher Bund from 1815 until 1866). The conglomerate
deals with foreign states or other conglomerates.
union. A conglomerate
decision-making

will act as a single entity when it

That means that it must at least be a customs

will normally be also a free trade and a single currency area. The

in the conglomerate can cover the span of a virtual veto power held by each

member (e.g. the US under the Articles of Confederation,
German Confederation,

Yugoslavia,

United Provinces of the Netherlands,

the European Union until the mid-1980's),

to different

qualified majorities as in the United States3 0 or weighted voting as currently in the European
Union 3", to unqualified majority, or some other formula which, of course, need not be formally

3 &Three-quarters
of

all states and two-thirds of the Senate must agree if the constitutionis to be
amended. Half of the senators will have to agree to pass a law.
3"Countries' voting rights range from 10 for large countriesto 2

for Luxembourg.Qualifiedmajority
is about71 percent of the voting rights. In addition, for some decisions, 10 out of 15 states must agree.
Finally, for somedecisions,unanimityis required. See Hosli (1990).Disputesover the qualifiedmajority
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specified. The Soviet Union, and the Soviet Union and the Eastern Europe that was within the
CMEA, where many economic decisions had to be reached through some formal or informal
consensus among the republican Communist party elites, are examples of the non-formalized
power-sharing. The conglomerate becomes an empire when a single member of the conglomerate
preponderantly determines the decisions of the conglomerate. Empires are discussed in the
Annex 1. 32
Two additional things define a conglomerate. Both are supposed to reduce the differences
between the members. The first is the reduction in the difference in power between the
members. More powerful members (measured by the size of their GDP) may have a somewhat
greater power in the decision-making. However, all kinds of checks are placed that limit this
power, and make it less than, if instead of a conglomerate, we dealt with a collection of
independent states. In other words, a decision to enter into a conglomerate implies that a
redistribution of sovereignty in favor of smaller members. This is present, for example, in the
European Union where the system of weighted voting is such that the more powerful members
of the conglomerate are penalized.33 The U.S. Senate was "invented" (since it was indeed a
novelty at the time) to give equal representation to each state and prevent the feared domination
of Virginia. This was also the case in the Communist conglomerates where the party elites in
lesser members states had as much or only slightly less power than the party elites of larger

votingare currentlypitting UK against Germany.
320nce

a conglomeratedoes not implya conglomerateforever. It can becomean empire, or a nationstate. For example,the GermanConfederationand later the Prussia-ledNorthern GermanConfederation
clearly fitted the description of a conglomerate. The creation of the Second Reich in 1870 could be
viewedas a formalizationof the conglomeratewhereinPrussiawas the core member. And, indeed,like
Russia and Germanywithin respectivelythe SovietUnion and the EuropeanUnion, Prussia was not the
richest (per capita) member of the conglomerate (Bremen, Hanover and Oldenburg were richer).
However,by now, the process of unificationhas probablygone far enoughthat it would be incorrectto
describethe present-dayGermanyas a conglomeratedespiteits federal structure. It would be muchmore
accurate to describe it as a nation-state.
33 For example, Germany holds

11 percent of the vote, although its populationis 22 percent, and its
GDP 26 percent of European Union's; Luxembourgholds 2 percent of the vote even if its populationis
less than 1/10 of a percent. The elasticityof power, measuredby the Shapley-Shubikindex, with respect
to populationwas 0.47 for the EU of 12 members (before the latest enlargement).The elasticitywas
expected to decrease to under 0.4 after the enlargement (see Widgren, 1994). In a different paper
(Widgren, 1994a) Widgren argues that the smaller countries have an even greater relative impact on
policy makingthan impliedby their voting rights.
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republics. After 1968, the power in Czechoslovakia was shared very equally between the Slovak
and the Czech parts, although the latter had a population and income twice as large as Slovakia.
Former Yugoslavia had a quota system for federal positions where each republic, regardless of
its population, had an equal number of the nomenklatura slots.
The outcome of this process is that sovereignty of various members is "averaged out."
The more powerful members dissipate some of their sovereignty in favor of the less powerful.34
The second thing that conglomerates try to equalize is the economic position of its
members.35 Conglomerates tend to have income-equalizing policies that transfer income from
richer to poorer members. Again this is what we observe in numerous instances. The European
Union transfers large amounts of resources to the poorer members. The Soviet Union and
Yugoslavia had similar policies. Italy which, in some aspects, particularly now with the growth
of the Lega Norde, resembles a conglomerate, has the same policy of transfers to the South. In
the U.S., the explicit policy does not exist, but similar considerations are taken into account
through the bargaining for federal funds.
Let us now look at the conglomerate's equilibrium. Suppose that a conglomerate consists
of a large core country with a level of income approximately the same as that of the
conglomerate as a whole (so that the core country does not subsidize poorer members), and of
one small rich, and one small poor members.36This parallels the situation in the Soviet Union,
Yugoslavia, or the European Union, where the small rich member can be thought of as
respectively Estonia, Slovenia or Luxembourg; a small poor member as Kyrgyzstan, Macedonia
and Greece, while the core member has an income close to the group average (Russia, Serbia
34 0ne possible reason why

they might do so is suggested by Hirschleifer's (1991) "paradox of
power". The weakerside (a state, in this case) receives a higherpay-off from engagingin conflictualor
redistributiveactivity compared to the productiveactivity than the stronger side. The weaker side will
therefore fight harder and more frequentlythan the richer side-unless the importanceof the conflictis
sufficientlyhigh for the stronger side to shift the use of its resources towards conflict. If this happens,
however, the basic cooperationon which a conglomerateis built is done away with and the conglomerate
is doomed. But, in "normal life" of conglomerates,the weak will fight harder.
35 Nowit

could well be that the two redistributions:of sovereigntyand incomemust necessarilygo
together becauseincome redistributionis not feasible withoutredistributionof political power.
36The small rich member has greater k than the small poor

member.
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and Germany).
The trade-off curves and the equilibrium positions of the members before they join the
conglomerate are shown (by broken lines) in Figure 6. The equilibria obtain at points R (for
rich), P (for poor) and C (for core) member. Note how the trade-off curves are drawn: the rich
member has a high k reflected in the fact that for s=O, it can reach the highest income."
However, because its domestic market is small, the trade-off curve drops down more quickly
than the trade-off curve of the core member.
The trade-off curve for the conglomerate as a whole is obtained as a weighted sum of the
individual trade-off curves, where, for simplicity, we suppose that the total GDP of the core
member is twice as large as the GDPs of the smaller members.38 In addition, the trade-off
curve expands because of the increased size of the "domestic" market (free trade area), and
becomes flatter (see Proposition 2).39 This expansion, which I will call "income gain from
is a
amalgamation", can be seen by comparing the two solid lines in Figure 6. The curve BOBO
simple summation of the members' trade-off curves. The curve BOB,is the expanded curve
where, in accordance with the discussion in Section II, the expansion is greater for higher levels
of s. The conglomerate's equilibrium obtains at K. Assuming for the moment that members fully
share both income and sovereignty, each member's equilibrium will be at K.
Consider first what happens to sovereignty in the new equilibrium. If sovereignty of all
members is the same (s, in Figure 6), smaller members will have gained in sovereignty and the

"The oppositeholds for the small poor member.
38Thatassumesthat
39As a

the small rich member must have lower populationthat the smallpoor member.

noted analyst of European integration(Jacquemin, 1995, p.6) observed: "The establishment
of the Europeancommunityand its implementationof commonpoliciesare a partial responseto [danger
of lackof cooperationbetweenthe states]:competitioncanbe preservedwhileat the sametime economies
of scaleare possible and externalbenefitscan be internalized.An illustrationof the impactof the Union
as a European regional grouping and of the resultant pooling of sovereigntyis that the protectionist
instrumentsof nationaltrade policies have been replacedby shared competitionrules." Anothergain of
amalgamationemphasizedby Alesina,Perotti and Spolaore(1995) is lower per capita cost of providing
public services and lower cost of insuranceagainst unforeseeableincome declines.
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core member lost."0 However, while sovereignty must be somewhat evened out, it need not be
entirely equalized. It could well be that within the conglomerate there is some further
redistribution of power that leaves the larger member with sovereignty s, whereas smaller
members' sovereignty is less. One can think of this in the following terms. While for all
members of the conglomerate international agreements that limit sovereignty to the point s, are
binding, the conglomerate might impose additional constraints on some of its members. For
instance, the conglomerate might accept some international labor legislation rules, but opt out
of compulsory minimum wage legislation. Yet some members of the conglomerate might have
a binding minimum wage legislation. In conclusion, no member of the conglomerate may have
sovereignty greater than sl, but some might have s < sl. Larger members of the conglomerate,
like Russia in the case of the USSR, might strongly influence economic policy of other members
and reduce their s. Examples include the creation of the virtual mono-cultural economies like
Uzbekistan (cotton), or "assignment" of computer-development specialization to Bulgaria within
the CMEA zone." In the extreme case, when a conglomerate "degenerates" into empire, only
the core member will have sovereignty s,, while all others' sovereignty will be close to 0 (see
Annex 1).

'"Theexact equilibriumwill dependon the slopesof the members' trade-offcurves. If rich member's
slope is very steep (as shown in Figure 5), the BOBO
curve may drop quickly. But then if the gain from
amalgamationis large, the BOB,can substantiallyexpandoutward.
4"Romania under Ceausescuselecteda very high degree of sovereigntyto the detrimentof per capita

income(goingas far as lettingthe U.S. most-favorednationstatus be revoked),and refusedto acceptthe
"assignment"of food and energyproducer withinthe CMEA.It might, however, becomejust that within
the EuropeanUnion.
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Figure 6
Equilibria of individualmembers and the conglomerate
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As for conglomerate's equilibrium income, it will also lie somewhere between the
equilibriumincomesof the individualmemberswhen they were independent(see y, Figure 6).42
Becausethe conglomerate,through redistribution, selectsthe same income for all its members,
chances are that the rich small member might lose in terms of income while the poor small
member will definitely gain. As mentionedabove, the assumptionof the same income for all
members is made only for the sake of convenience.Incomes will not be equalizedin real life.
The point, however, is that there would be some redistributionfrom the richer to the poorer
members. In theory, even the rich member might gain in terms of income, if the outward shift
of the curve more than offsets the redistribution,or, alternatively,if redistributionis relatively
small (i.e. incomes between the members are not fully equalized).

"2The conglomerate'sequilibriumincomemay,theoretically,be higherthan the initialequilibrium
expandsa lot.
incomeof eachmemberif the trade-offcurve,thanksto the gainsfromamalgamation,
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What is then the outcome for the individual members? Sovereignty will expand for the
smaller (both rich and poor) members who, on account of their small size, had low sovereignty
before they joined the conglomerate. Income will increase for the poor small member who
benefits both from larger market and redistribution; it might go either way for the core member;
and will most likely decrease for the rich small member.
Why would then states decide to join (or to stay) in a conglomerate? The answer for a
small poor member is obvious: it gains on both fronts, income and sovereignty.4 3
The core member's position is unclear because the new equilibrium might in tenns of
both income and sovereignty go either way. However, to offset possible losses, the core member
might "collect" some "psychic or political" income since it is the leader of a collection of states.
This can be called "the core member effect".' Core member's international importance
increases. For example, if the West is viewed as a conglomerate, then the US can be considered
the core member. Clearly, the US has, since 1941, collected some "psychic" income from being
"the leader of the free world" and was willing to sacrifice pure economic gains to achieve this
status (by, inter alia, providing an almost free defense umbrella for Western Europe and Japan).
The real difficult choice belongs to the small rich member. It would stay in the
conglomerate only if the gain in sovereignty more than offsets an almost certain decline in
income. The rich member is, therefore, the least stable member of the conglomerate. It will have
a strong incentive to limit redistribution.4 5 Other members will then have an incentive to accede
to its demand if they wish to preserve the conglomerate intact. They might prefer to limit
redistribution to the point where the rich member's income remains sufficiently large to let it

43 Vaubel (1994)

finds that the popularity of European integration (the share of the country's
population that favors tighter integration)rises with country's received net per capita transfers and
declineswith the increase in its GDP per capita. Both variablesare highly significant."Popularityof the
union" is measuredat discrete time intervals covering the period between 1962 and 1992.
44Vaubel(1994, p. 1777)finds that larger countries, measuredby the population,tend to be more in
favor of Europeanintegrationand centralization.
4 5Tullock(1993, p.21)

makesthe samepoint with respectto nation-statethat I make with respect to
say that the definitionof the nation-stateis the area withinwhich there is
"You
might
the conglomerate:
redistribution.And the strongest argument [from the US perspective]I know for not having a world
governmentis what would happen to our incomes if we had a world government".
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reach a higher indifference curve (than if independent). Smaller redistribution will not be in the
interest of the poor member, but it has nowhere to go: even small redistribution combined with
greater sovereignty makes it better-off in the conglomerate than independent. Figure 7 shows
such a stable equilibrium. The trade-off curve is the same as in Figure 6. The equilibrium s1 is
(for simplicity) equal for all members. But income is not equalized. Yet each member's new
equilibrium at respectively Pk, Rk and Ck is preferable to its pre-conglomerate equilibrium at
respectively P, R and C. Even the rich member touches now a higher indifference curve than
before when it was independent.46 The core member must gain some income since it loses in
sovereignty." The core member will be more easily satisfied with the new equilibrium if it is
democratic because its income gain will then more easily compensate for the loss of sovereignty
(its indifference curves would be fairly flat). Finally, the small poor member in Figure 7 has still
moved in the NE direction, gaining both in terms of y and s.
Figure 7
Conglomerate's stable equilibrium
ihcome
R

~Rk
'k

Pk

C

'Obviously the weightedsum of new equilibriumincomesassociatedwith Rk,Ck and Pk, cannotbe
greater than the sum of incomes from Figure 5 (since Figure 6 shows only a redistributionof the
conglomerate'stotal income). A more formal discussion of the conglomerate's equilibrium is in the
Annex2.
47 Unless,of course, the

"core member effect" compensatesfor all the losses in s and y.
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Both income and sovereignty are "traded" within the conglomerate. We have already
noted that the core member may command somewhat greater sovereignty than the rest. But a
small rich member may also be "granted" greater sovereignty (than the average sovereignty of
the conglomerate) in order to keep it in the union. Lessening redistribution and/or giving greater
sovereignty consequently appear as the two instruments for keeping the potentially least stable
member of the conglomerate (the small rich member) in. This is why we may expect that natural
resource-rich provinces in various countries (e.g. Russia, Indonesia, China48 , the Philippines)
will try to strike bilateral deals with the rest of the conglomerate setting both the limits to the
extent of redistribution and obtaining greater sovereignty.
We can summarize our discussion of the conglomerate in two propositions.
Proposition 5. Poor members will stay in or try to join. Poor small members of a
conglomerate will not have an incentive to break away from the conglomerate.
Proposition 6. Rich members might want to leave or may not care to join. Rich small
members might have an incentive to break away if, through redistribution between the members,
they lose sufficient amount of income.

Formalizing willingness to join.
Equation (8) has defined the equilibrium ratio of sovereignty to income. Low sly ratio,
however, can be achieved in two different ways: a country may be heavily integrated in the
world trade system without being a member of a conglomerate (e.g. Switzerland) or it may join
a conglomerate (e.g. the Netherlands).
Thus, knowing that a country has selected a given sly ratio does not tell us whether it is
likely to have joined or not a conglomerate. We need to complement equation (8) with that
48RichChineseprovinces are loath to remit their portion of tax paymentsto the center. A prominent

Chinese economisthas recently (see "China 'risking collapse' from fiscal weaknesses",The Financial
Times,June 16, 1995)comparedthis attitudeto the situationin the former Yugoslaviabeforethe breakup. And indeed throughout its existence Yugoslav federal authorities never succeeded in receiving
corporateand wage incometax, the two largesttax sources, whichremainedwith the republics.The same
breakdownin paymentsoccurredin the SovietUnionjust beforethecollapse(see Bird, Ebel and Wallich,
1995,p.324).
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expressingwillingnessto join a conglomerate.Willingnessto join will be a positivefunction of
relative poverty, i.e. poverty relative to the potential conglomerate a country seeks to join. For

example, if the Eastern Europeancountrieshad only a choice of joining Asian conglomerates,
where they would not be "poor", they would most likely decline. But since the conglomerate
they wish to join (the EU) is richer than they, they are eager to join.
Democraticcountries will also be more likely to join because they tend (in contrast to
non-democracies)to emphasizeeconomicgains (see Proposition4), and the economicgains from
amalgamationare always positive.
Countrysize is ambiguous.Willingnessto join may be high both for very small and very
large countries. Small countries will have low equilibrium s when independent. Joining a
conglomerateis likely to increase it due to conglomerate's sovereignty-sharingfeatures. But as
GDP increases and country's trade-off curve expands outwards, its equilibrium s when
independentwill increase, and it might then lose some s when it joins a conglomerate.The
4 9 However, for a very large country, becoming a core
willingness to join will decrease.
member-to which it will normallyaspire-will bring some "psychic"gain of leadership.Thus,
very large countries may wish to join conglomerates-indeed as core rather than as ordinary
members.
Willingnessto join a conglomerate(W) for a country i can then be written:

W1= Bo + B, _ + B2 DEMi +'

(GDP,)

(9)

where B1 < 0, B2 > 0, yi/y is i-th country's income levelrelativeto the "target"group, and
,(GDP) a quadratic (U-shaped) function (willingnessto join is high for both small and large
GDP countries).
The most eager to join conglomerates would be poor, small, and democratic countries

"We take economic gain or loss from joining a conglomerateas given since it does not depend on
total GDP but on GDP per capita.
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(e.g. Eastern Europe, Sri Lanka) where all three elements combine to make membership in
conglomeratesa desirable option. Large, rich and democraticcountries (e.g. the US) will join
conglomeratesas core members. The least likely to join conglomerateswould be rich nondemocraticcountrieswith intermediatesize of GDP (e.g. SaudiArabia). When independentthey
can maintain a relatively high s, while-if they were to join a conglomerate-they would be
unable to claim the core function that normally goes to large countriesonly. Moreover, since
they are rich, they are likely to lose income through redistribution.Large, and non-democratic
countriesare most likelyto try to transform conglomeratesinto empires."5This is becausetheir
rulers value sovereigntyhighly. Joininga conglomeratefor economicgain does not matter much
to them. Joining a conglomerateeven as a core member may entail some loss of sovereignty.
The only interestingpropositionfor them is thus a conglomeratewhich is transformedinto an
empire. Otherwise,they might prefer to remain aloof from any kind of integration.
We estimate equation (9) on the same sample of 165 countries. First each country is
"assigned"to its geographicalgroup. There are eight such groups: Europe, Central Asia, South
East Asia and the Pacific, Africa, Middle East, North America, Central America, and South
America. The country's relative's income is expressedas the ratio of country's GDP per capita
and average(unweighted)GDP per capitaof the group (both at internationalprices). Willingness
to join is a binary variable where countriesthat are membersof the European Union5", Nafta,
ASEAN, CARICOM,Mercosur, or CIS customsunion are assigneda value of 1; if a country
is not a member of any of the above organizationsit is assigneda value of zero (there are 112
such zeros). This implicitly supposesthat "willingness"to join is indeed satisfied: if a country
wants to join an organization, it will (or at least it would have applied). The results of the logit
regressionare shown in Table 3. The signs of all the coefficientsare as predicted.All but one
are significant at least at 5 percent level. Democracy is particularly strongly significant: the
increase in political repressionof 1 Freedom House point2 reduces the ratio of odds of joining
vs. not joining a conglomerateby 65 percent. The average level of political repressionamong
member countries is 2.3; among non-members,it is 4.3 (see Table 3). Also, as expected, the
willingness to join is U shaped: it is the highest for countries with small and large GDPs.

50Thisapplieswhetherthey are rich or poor.
5"0r

haveofficiallyappliedto jointheEuropeanUnion:Malta,Cyprus,Turkey,HungaryandPoland.

52Remember
thatDEM

is measuredas its reverse:1 is full politicalrights,7 none.
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However, the relativeincomedoes not matter. It is, in effect, slightlyhigher for members(1.15)
than for non-members(0.94). This may be due to the fact that none of the conglomerates(free
trade areas) includedhere except the European Union does have redistribution.

Table 3. Estimationresults
Dependentvariable:membershipin a free trade associationa/
Constant

Relative

Political

income

repression

5.04

- 0.036

- 0.465

- 1.222

0.076

(1.76)

(-0.13)

(-4.32)

(-1.99)

(2.38)

GDP b/

Squared

Log

GDP b/

likelihood

-80.38

Average values of independent variables
Amongmembers

1.15

2.30

$37.4b

Among nonmembers

0.94

4.28

$12.5b

l

_l

Note: Logit regression; t-values in parentheses. Cross section of 165 countries; years 1993-94. GDP and
squared GDP in natural logs.
a/ One of the following organizations: European Union, Nafta, ASEAN, CARICOM, Mercosur, or CIS customs
union.

b/ At 1990 international prices.

4. When will conglomeratesbecomeunstable?
The equilibriumanalysis of the conglomerateleads us naturally to the next question:
when might conglomeratesbecome unstable?The answersare straightforward.
(1) When there is too much redistribution. This might prompt the richer membersto
leave.
(2) When the core member is richer than the average, so that it too begins to subsidize
the poorer members. This will be particularly destabilizingbecause the conglomeratemight
survive if it loses a small rich member but is unlikelyto survive the loss of its core member.
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(3) A conglomerate will become particularly unstable if its small richer members can
envisage shifting from the current conglomerate to a different one where they would be small
poor members, i.e. where they would gain from redistribution instead of losing.
Indeed, each of these three scenarios is what we have been witnessing in the recent events
in Europe. Consider the following facts. First, the most committed members to the preservation
of the conglomerates that have broken up (the Soviet Union and former Yugoslavia) were the
poorer members: the Central Asian republics in the USSR,53 Macedonia, Bosnia, and
Montenegro in Yugoslavia. Second, the rich members often expressed annoyance with the
amount of transfers that they had to make to the poorer members (e.g. Slovenia, the Czech
republic). Slovenia's parties explicitly campaigned for independence because of (what they
perceived to be) high transfers. The same issue is the driving force of the Italian Lega Norde
which had become the largest political party in Northern Italy. Lega furthermore argues for the
federalization of Italy, which could ultimately pave the way for the break-up of the country.
Third, the core members gradually became disenchanted with the conglomerates and effectively
destroyed them (together with the small rich members). Russia became a heavy loser in terms
of income, as it subsidized most of other republics.5" Expressing this "core member
disenchantment", now projected back to the 19th century, Solzhenitsyn (1995, p.38) writes about
Alexander I empire-building: "[Alexander I] hopelessly infected with "beautiful ideas", and not
seeing, if only through Austria's example, how harmful it is for the dominant nation in a state
to create a multiethnic empire... demanded that Russia receive the central region of a further
rapartitioned Poland."
Finally, and probably most importantly, the whole process of disintegration was speeded
up by the geographic proximity of a richer conglomerate (the European Union) to whose
membership the small rich states of the Eastern conglomerates aspired. In the European Union
they would become small poor states, and would receive subsidies. Moreover, they -probably
correctly-assumed that their chances of joining the EU were greater as individual states than
together with the rest of the old conglomerate. It is obviously easier for the rich conglomerate

53 Witnessthe

insistence with which Kazakhstan's presidentNuzerbaev still championsthe idea of
Eurasianeconomicunion. Kazakhstan,Belarus and Kyrghyzstanhavejoined in a customnsunion with
Russia. In November 1995, Uzbekistanand Tajikistanalso formally agreed to join.
54SeeTarr

(1994), Orlowski(1995).
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like the EU to accept the three Baltic countries (with a combinedpopulationless than Paris's)
than the whole of the Soviet Union.
The rich conglomeratestend to attract, like a force of gravity, poorer memberswhether
these are independentstates or membersof anotherconglomerate.In the latter case, centrifugal
forces in the poorer conglomerateare set in force. For example, the Common Market in Latin
Americamay be doomedsimply becausericher Latin countriesmay not wish to join, preferring
insteadto become NAFTA members. Chile is reported to be much more interested in NAFTA
5 5 It is very difficult to organize any type of economic comembership than in Mercosur.
operation among East European states: the lure of the EU is too strong. The same is true for
Arab Mediterraneancountries. Finally, in Asia, ASEAN had become attractive to Vietnam
(whichjust joined), Laos and Burma.
But the rich conglomerateswill have much more trouble attracting countries that are
richer than the conglomerateaverage. Switzerlandand Norwayrefused to join the Union (or the
EuropeanEconomicArea). Althoughthey would gain from being in the Union as their trade-off
curves would shift out, they could lose more from paying net subsidiesto the poor members.
Popularity of the Union in another two rich countries, Sweden and Denmark, is low: the
electorate is evenly split between membershipand non-membership.
The difference in the position of the rich and poor small membersof the conglomerate
leadsus to answerour original question, namely the apparentinconsistencybetween the clamor
for greater sovereignty with which some states justified their secession and their desire to
dissipate that sovereigntyby joining the European Union. The contradictionbetween the two
stances is obvious from the two popular slogans at the time: "return to Europe" and "national
sovereignty."The former excludedthe latter.
As the analysisshows,the equilibriumsovereigntylevel of thesestates, particularlywhen
they become democratic and the population strongly prefers high income compared to
sovereignty, is bound to be small whether they are independent countries or members of a
conglomerate.The key gain from independenceis not sovereignty,but the ability to switchfrom

"See NancyDunne,"Chile'spatiencewearingthin overNafta"in FinancialTimes,June 13, 1995,
p. 7.
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a poor to a rich conglomerate.
In the meantime, some countries are in a peculiar limbo state. For the countries that were
part of the FSU in particular, the break-up of the Soviet conglomerate meant a dramatic
downward shift in the trade-off curve as their markets shrank.56 Their sovereignty, by default,
became high since they were parties to very few international agreements. (The situation was
different for Russia, not solely because of its size, but because it officially became the successor
of the Soviet Union.) The shift which occurred for the smaller republics after the dissolution of
the Soviet Union can be represented by a movement from point A to point B in Figure 8, where
the shrinking of the trade-off curve is shown by comparing EAE
0 (the republic's trade-off curve
when it was part of the conglomerate) and EoE, (when independent). Their sovereignty increased
by default as income went down. However, as these countries become better integrated into the
world economy, and eventually join the EU, their equilibrium y and s will move in the NorthWesterly direction, indicated by the arrow, towards the position of low sovereignty and high
income.

56The reverse of the

gain of amalgamation.
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Figure 8
The effect of conglomerate'sbreak-up on
smaller member's equilibrium
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5. Some other issues.
The most stable conglomerateswill be those where income levels of the members are
similar and members are approximatelyof the same size (in terms of GDP). In that case, all
membersgain in income(becauseredistributionis small, and they gain from amalgamation),and
may gain even in terms of sovereigntybecause, being small, they would, as independentstates,
have to choose equilibria with a low s. These facts might explain the stability of the U.S.
conglomerate.For example, Arkansascertainly economicallygains from being a memberof the
Union. Althoughits sovereigntyis very limited, it would not be much differentif Arkansaswere
independentbecause, as a small country, it would probably have to choose a low level of
sovereigntyin order to reach high income. Also, the size of the U.S. member states is such that
the core state is much smaller than in most other conglomerates.For example, the largest state
(in terms of GDP), California, contributesonly 13 percent of the US GDP. But Russia in the
former Soviet Union accountedfor more than 60 percent of GDP, and within the CMEA for
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more than 40 percent. Serbia accounted for 40 percent of Yugoslavia's GDP. Germany accounts
for 26 percent of the European Union GDP. Also, the US states are fairly homogeneous in terms
of per capita income. In the US, less than 1/5 of the overall income inequality (measured by the
Gini coefficient) is due to the differences in the average per capita incomes between the states;
the corresponding percentages are more than a third in Mexico, Brazil and the former Soviet
Union. In addition, inter-state income inequality, already low, decreased by half between 1950
and 1989.58

An interesting and revealing case is that of Quebec and the rest of Canada. The emphasis
that the Quebecois leaders put on the fact (hope?) that Quebec, even if independent, would
remain a party to all international economic agreements signed by Canada, including the use of
the Canadian dollar, shows that they are quite aware of the trade-off between sovereignty and
income. They fear that independence might bring about a decline of income during the period
until Quebec becomes fully reintegrated into the world economy (akin to what happened to the
former Soviet republics depicted in Figure 8). But this point also highlights the apparent
inconsistency of their position: Quebec's sovereignty as independent state would be no greater
than is its current sovereignty as a province of Canada." Even in terms of income, the best it
can expect is simply to be where it is now. It is then unclear what the point of independence
is.60

The analysis also throws light on the European Union and its process of enlargement.
While the poor countries outside the EU wish to join, the poor countries inside the EU wish to
keep the outsiders out. Thus, Mr. Westendorp, Spain's minister for European affairs, warned

58 Measuredby

using per capita personalincome for 51 states (inclusive of D.C.). See Ram (1992,
p.41). The results are very similar if one uses the break-downof the Gini coefficient.Writing the overall
US size incomeinequalityas 100 percent, differencesis the averageper capitaincomebetweenthe states
explained27 percent of inequalityin 1950 and 1960, 21 percent in 1970, and 19 percent in 1980.
5Bihr (1995, p. 6) in a very careful study of Quebec independencemovementswrites: "To believe
that Quebecwill manageto dealmore successfullywith thebig Southernneighbor[theUnitedStates]than
with the rest of Canada is an illusion stemmingfrom the depth of historicalmisunderstandingsbetween
Canadaand Quebec.This also meansto forgeta consistentUS attitude,derivedfrom its power, to subject
any politicalor economicagreementto its own nationalinterests. If, in contrastto the US "lion", Canada
and Mexico are but "sheep", an independentQuebecwould not be but a "lamb." [my translation].
60This is

not to deny the importanceof an obviousgratificationthat manypeople feel in havingtheir
own flag, anthem, nationalsoccer team etc.
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that "many EU countries would be unlikely to ratify the Union treaty changes if they were to
lose their EU subsidies to the East".61
The core state plays a key role in a conglomerate. As long as the core state sticks with
the conglomerate, the conglomerate has a chance to survive. Even if the richest countries in
Europe were not to join the Union (or to leave it), so long as Germany and (to some extent)
France remain in the Union, it will continue. Similarly, had Russia willed to continue the Union,
the departure of the Baltics would not have destroyed it. There was certainly a sufficiently strong
support for the Union in the Central Asia, Azerbaijan and Belarus, while Ukraine was, at most,
divided.6 2 Similarly, had not Serbia, together with Slovenia, started to destroy the Yugoslav
federation, it could have survived.
For the European Union this underscores the key role played by Germany. As the core
country, it is a net loser in terms of sovereignty.63 But if Germany's economic gains from
integration become eroded through redistribution (because Germany like Russia is in the position
of a core net-contributor'M ), it might gradually become disenchanted with the Union. Germany's
drive to "broaden" the European Union relatively fast by bringing in East European states is
therefore an ambivalent move. On the one hand, Germany would lose since it is the largest
subsidy-giver, and all of these countries will be net recipients of subsidies.6 5 On the other hand,
Germany hopes that its political clout within the Union would increase because these countries
can be expected to vote with Germany as a bloc. Its political stature would increase and it could

6"Quoted from "For Spain, the EU is

all aboutmoney", InternationalHeraldTribune,July 10, 1995,

p.13.
62 The referendum for

the preservation of the Union held in March 1991 returned an almost 100
percent vote in favor in Central Asia and Azarbaijan,83 percent in Belarus,74 percent in Ukraine, and
71 percent in Russia. The referendum was boycotted in the Baltic republics, Armenia, Georgia and
Moldova.
63It was not the case in the past when Germany, because

of the lost war, had anywayits sovereignty
severelycurtailed. But that sovereigntyloss was due to elementsexogenousto our analysis.
64
'n

1992, Germany's net budget contributionto the EU was 9 billion ECU. France was a distant

second with a net contribution of 1 1/2ECU.
65 But,note also that Germany's trade-offcurve

might expandquite a lot (muchmore than that of its
other EU partners)becauseof East Europeans'high demandfor Germanexports. This is the case of the
different gains from amalgamationfor different members(see Annex 2).
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collect the "psychic" income associated with the leader, but at economic cost to its population.

Finally, the analysisalso highlightsthe extremelysensitiverole of incomeredistribution.
For a conglomerateto be stable, income differencesbetween membersneed to be minimized.
This explains why all conglomeratesengage in redistributivepolicies. But, on the other hand,
too much redistributionmay drive away the rich membersof the conglomerate,and endanger
conglomerate'sexistence. Thus, redistributionis, on one hand, needed for the conglomerate's
long-term survival; on the other hand, it might make the conglomerateless stable in the shortterm.

6. A summaryof hvvotheses. resultsand agenda for further research
In this paper, we have been able to generate a set of relatively clear and testable
hypotheses.Most of them were tested in the paper. This is their summnary.
(1) Controlling for endowments,we expect to find larger countries (in terms of their
domesticmarket) selectinghigher levels of sovereignty(s). The empiricalanalysis,based on 165
countries in 1993-94, confirms this.
(2) As endowmentsincrease, we would expect costs of sovereigntyto go up because
endowmentscannot be "valorized" in isolation. Thus we expect lower s, i.e. an increase in
binding internationalagreements, with time (as the countriesof the world get richer). Crosssectionally, we expect lower s as endowmentsincrease. This is indeedthe case: greater wealth
per capita is stronglyassociatedwith countries' acceptanceof binding internationalagreements.
(3) More democraticcountrieswill, under ceterisparibus conditions(i.e. given domestic
market, endowments),select lower s. We find some evidence for this too.
(4) Conglomerates will be particularly attractive for small and poor members.
Conglomerateswill have trouble attracting or holding small rich members. We can expect that
the richest countrieseither leave the conglomeratesor fail to join them. We find strong evidence
that small countries tend to join the conglomerates. However, no evidence is detected that
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relative income (i.e. country's income relative to the average incomeof the "aspiration"group)
matters for the decision to join a conglomerate.
(5) Democracieswill be more likelyto form and join conglomerates.The evidence for
this is very strong. A one "Freedom House point" increase in political repression reducesthe
odds of joining vs. not joining by almost 2/3.
(6) Large non-democracieswill tend to transform conglomeratesinto empires (in order
to increaserulers' sovereignty)or to stay out. Rich, middle-sizedand non-democraticcountries
will stay out. We did not test the first statement. As for the second, we find support for the
tendencyof middle-sizedand non-democraticcountriesto stay out; not so for the rich.
The following two hypotheseswere not tested. They might provide topics for further
research, in which the issue of conglomeratestability may be at the center stage.
(7) Conglomerateswill be stable if composed of countries at about the same level of
income (thus limiting the redistribution),and of similar sizes (thus all gaining from a larger s
that comes with the conglomerate).For stability to obtain, richer and/or larger memberswill
have to have somewhat greater sovereignty (to be "more equal") than poorer and smaller
members. Giving them greater sovereignty is a "bribe" to make richer members accept
redistribution,and larger membersnot to strike it out by themselves.
(8) Rich conglomerateswill particularlystronglyattract small rich membersof the poor
conglomerates,who can thus move from being net-subsidydonors to net recipients.
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ANNEX 1

Why conglomeratesare not empires?
One of the obvious questions is what distinguished conglomerates from empires. First,
empires are run predominantly or entirely by a single member state. Although its domination
is seldom complete over all spheres of decision-making, there is never doubt of who is the
master nation of the empire. Sovereignty of that member is much greater than sovereignty of any
other member. ' This is different from the conglomerates where, as we have argued,
sovereignty is shared, and moreover where the dominant (core) member almost invariably "gives
up" more of its sovereignty than the other members. Secondly, and related to the previous point,
empires do not have redistribution policies in favor of weaker members. They are run by the
dominant member and primarily in the interest of the dominant member.
An important difference emerges in the shape of the sovereignty-income relationship.
Empires, unlike conglomerates or single nation-states, do not face a trade-off between
sovereignty and income. Rather the reverse. Control over the others is often the condition for
the rising income. As shown in Figure LA, for empires both sovereignty and income increase
for a while. For the population of the dominant state, this is an ideal situation because it can
quickly move up the indifference curve: it can avail both of greater sovereignty (mastery over
the others) and greater income. However, a point is reached when the maintenance of a given
level of sovereignty or its increase requires military or police expenses of a magnitude such that
any income gain from the acquisition of new territories and population is more than offset by
increased expenses. At that point (see point A in Figure 1A), empires do begin to face the tradeoff between sovereignty and income.

66Doyle(1986, p. 12)definesan enpire as "a system of interactionbetweentwo politicalentities,one
of which, the dominant metropole, exerts political control over the internal and external policy-the
effectivesovereignty-of the other, the subordinateperiphery."
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Figure IA
Trade-off curve for empires
Income

Soverelgnty

ANNEX 2

Conglomerate'sequilibrium
The conglomerate's equilibrium per capita income Yk* is likely to be greater67 than the
weighted average income of the members before they joined the conglomerate y1* (equation Al).
a (21) is the income gain from amalgamation.

T* = (xEpi Y

(Al)

where pi=the share in total population.
The conglomerate's average income Yk* is, by definition, equal to the weighted mean of

67We cannot be sure

that it will be greater despite the expansionof the trade-offcurve becausethe
conglomerate'slevel of sovereignty changes compared to what was individualmembers' sovereignty
before.
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members' incomes, yikfor all i (see equationA2). If there is full redistributionso that members'
incomes are equalized: yk =yik. In a more general case when there is some redistribution but not

full equality of incomes, a member's equilibrium income will be yk*=ctdiyi. di's are the
distributionparameters. di's are greater for poorer members. If d,>0, a member gains from
redistribution.In order for the conglomerateto be stable, di for the rich member must be so
calibratedto allow it to reach a higher indifferencecurve than if it were independent.

yYk

P, -Yi =

SP.iy7di Yi(A2)

6 8 But
As can be seen from (9), in principle, each member gains from amalgamation.
dependingon the redistributionparameterd, a member's incomemay be additionallyincreased
or reduced. There are thus two key parameters: the gain from integration, et, and the
redistribution of income within the conglomerate(d.). Obviously, the greater the gain from
integration (the "freebie"), the easier is to negotiatethe distributionparameters such that the
members,includingthe rich one (whosed < 0), would have an incomesufficientlyhigh to reach
a higher indifferencecurve when within the conglomeratethan independent.

'In the generalcasea may be member-specific:aci

aj •a.
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ANNEX 3
International organizations and agreements used in calculation of
constrained economic policy sovereignty
Estimate of strength of
rconstraint(3=maximum;
I=rminimum)

Number of
member
countries (1993)

Free trade zone; free mobility of factors of
production; supranational legislation (labor,
environment, human rights).

3

14

World Trade Organization

Multilateral tariff reductions

2

115

Mercosur

Free trade in selected (industrial) products

2

4

Nafta

Free trade zone

2

3

EFTA

Free trade zone; makes European Economic Space
with the EU

1

3

ASEAN

Movements toward free trade (common preferential

1

7

1

6

Name of organization

Description of constraints to sovereignty

European Union

Trade organization

tarift)
Cooperation council of Arab Gulf
states
CIS custom union

Free trade zone

1

4

CEFTA

Free trade in selected (industrial) products

1

4

CARICOM

Movement toward free trade

1

4
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Exchange rate agreements

CFA Franc a/

No independentmonetary policy

3

14

Eastern Caribbeandollar a/

No independentmonetary policy

3

6

IMF Article VIII b/

Full currency convertibilityto be observed: limits a

2

85

._______________________range of macro policies

Formallypegged to a single
currency or a currency board c/

Limits independentmonetary policy

2

21

Formally peggedto a composite
currency or a group of currencies dl

Limits independentmonetary policy

1

19

Determinescountries' oil export quotas

2

12

Cartels
OPEC e/

may not be included in our sample (e.g.
Note: The actual number of member countries can slightly vary from the number given here since some member countries
sample).
the
in
Luxembourg and Slovenia are member of respectively EU and CEFTA but are not included
1994published by Union of Inernational
Data sources: Descriptions of various organizations obtained from IMF World wide web, Yearbook of Intemational Organizations
Associations, web sites of different organizations (e.g. Mercosur, WTO), and experts' opinions.
a/ Intemational monetary fund, 1994 Annual Report, Appendix 2, Table 1.16.
b/ International monetary fund, 1994 Annual Report, Appendix 2, Table 11.15.
(including those pegged to SDR).
c/ International monetary fund, 1994 Annual Report, Appendix 2, Table 11.16. All countries with single currency pegs
currency with respect to another single currency
the
of
flexibility
limited
with
countries
All
11.16.
Table
2,
Appendix
Report,
Annual
d/ International monetary fund, 1994
rate mechanism not included because their
exchange
or a group of currencies; and countries with a fixed peg against a currency composite. Countries belonging to the European
interdependtncy is already reflected in the EU membership.
irrelevant (coffee and rubber).
t/ No other cartel was included since by 1993-94 most have either dissolved (cocoa, sugar, and tin) or become
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