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1 Introduction

The recent rounds of enlargement of the European Union have highlighted
the tension that may exist between the size and the scope of an international
union. This topic has featured prominently in the European public debate
for many years, and the common perception seems to be that of a trade-off
between widening and deepening the union. Some observers are skeptical of
further enlargement because they fear that it will hinder deeper integration,
or even endanger the level of cooperation already achieved. Others favor
enlargement precisely because it is perceived as rendering further political
centralization more difficult.

In a seminal paper Alesina et al. (2005) analyze the relationship between
size and scope of unions and identify a trade-off based on the increase in
heterogeneity between member countries as the union grows. This clearly
plays an important role in the European context, as recent new members
in the East tend to be poorer than and structurally different from existing
member states. However, the public debate also stresses the sheer increase in
the number of member states—even without causing more heterogeneity—as
potentially aggravating problems of political decision making. In this paper,
we analyze this second aspect focusing on the role of strategic delegation.

In our model legislators bargain about which policies to centralize and
about side-payments between member states. Voters have an incentive to
delegate representation to citizens who benefit less from policy centralization
in order to improve the bargaining position of their own country and to
produce side-payments from other member states. In this framework we
derive the effects of changing the number of member states in the union.
This exercise enables us to analyze the relationship between the size of an
economic union and its depth in terms of political integration.

We identify two countervailing effects which influence the degree of policy
centralization: On the one hand, for given identities of the representatives,
the surplus from policy centralization increases with the number of coun-
tries, since more countries benefit from internalized policy spill-overs. Ab-
stracting from strategic delegation, we should therefore observe more policy
centralization as the economic union becomes larger. On the other hand,
the size of the union also affects the incentives for strategic delegation: as
a union incorporates more member states, voters tend to elect politicians
who are less prone to centralization. If the second effect dominates, we have
a trade-off between the size of an economic union and the extent of policy
centralization within the union. Using numerical methods, we show that the
relationship between size and depth of a union may be non-monotonic: For
a large range of parameter values we obtain a hump-shaped pattern: As long
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as the number of member states is small, an enlarged union also becomes
more deeply integrated in terms of policy centralization. Beyond a certain
number of countries, however, the opposite happens and political centraliza-
tion becomes weaker as the union grows. Robustness checks show how the
extent of centralization costs and the relative ease of side-payments affect the
relationship between the number of countries and the degree of cooperation.

Our results have politically relevant normative and positive implications.
From a normative viewpoint, the question concerning the optimal size of an
economic union arises. Our model simulations show how welfare changes with
an increase in the number of countries—in the political economy equilibrium
and in our normative benchmark, the utilitarian optimum. We show that the
welfare gap between these two allocations widens if the union becomes larger.
The benefits of enlarging an economic union are lower and, consequently, the
optimal size of the union is smaller than in the absence of the strategic
delegation effect.

On the positive side, existing member states of an economic union may try
to find some institutional arrangements to fend off potentially detrimental
effects of enlargement on the degree of centralization. For example, they
may invest sunk institutional costs into the extent of integration before they
accept new members, or they may try to fix the existing extent of cooperation
constitutionally to prevent a roll-back after an enlargement. There is also
the possibility of different degrees of integration:1 For example, new members
may not be integrated into the union as full members but only as associated
countries that do not participate in policy centralization.

Our paper builds on earlier work on strategic delegation in economic
unions.2 Persson and Tabellini (1992) analyze tax competition between two
member states of an economic union. In their model voters can reduce the
intensity of tax competition by delegating decisions on tax rates to rep-
resentatives with a stronger preference for public spending.3 Besley and
Coate (2003) find an incentive for strategic delegation arising from a com-
mon pool effect: Citizens elect representatives with a strong preference for
public goods, in order to increase the local provision of the public public good,
which is assumed to be financed from general taxation, Centralized policy
making may then result in an overprovision of local public goods compared
to the preferences of the median voter.4

1See Schneider (2007) on a “discriminatory membership” and also Alesina et al. (2005).
2For recent surveys on the political economy of economic unions see Ruta (2005) and

Lockwood (2006).
3Janeba and Wilson (2005) endogenize the degree of centralization in a tax-competition

model without strategic delegation.
4On strategic delegation with respect to local public good provision see also Chari et al.
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Redoano and Scharf (2004) and Lorz and Willmann (2005) analyze the
influence of strategic delegation on the centralization decision itself. In Re-
doano and Scharf (2004) two heterogeneous regions decide on the common
supply of a public good. The preference for the public good may either be
weak or strong. Voters in the region with the strong preference can facilitate
consensus with the weak-preference region on centralizing the public good
by electing a weak-preference representative. Lorz and Willmann (2005)
consider a continuum of public goods. Elected representatives bargain over
policy centralization and the regional contributions necessary to finance the
costs of public goods. Strategic delegation then results in too few policies
being centralized.5 Both Redoano and Scharf (2004) and Lorz and Willmann
(2005) deal with the case of only two regions. This paper extends the analysis
to a multi-region framework, thereby allowing us to analyze the relationship
between the number of member states and the degree of centralization in an
economic union.

The remainder of the paper is organized as follows: Section 2 presents
the model of policy centralization. In Section 3 we derive the political equi-
librium. Section 4 provides the numerical simulations on the relationship
between the size of the economic union and the degree of policy centraliza-
tion, section 5 examines possible institutional implications of our model for
alternative modes of enlargement, and section 6 finally concludes.

2 The Model

In this section we develop a political economy model that builds on Lorz and
Willmann (2005). In contrast to our earlier work with 2-country unions, this
paper considers economic unions that can consist of an arbitrary number n of
symmetric countries. This generalization allows us to address the interaction
between the number of member countries and the degree of policy centraliza-
tion. As in our earlier paper, we assume a continuum of local public goods
differing in the extent of positive spill-overs to other countries, measured by
the term β. In particular, β is assumed to be distributed uniformly over the

(1997), Cheikbossian (2000), Ferretti and Perotti (2002), and Dur and Roelfsema (2005).
Lockwood (2002) shows in a legislative bargaining model without strategic delegation
that centralized policies may be insensitive to heterogeneous local policy preferences and
thereby finds another potentially welfare-reducing effect of centralized policy-making.

5Related papers dealing with strategic delegation in a bargaining context are Segen-
dorff (1998), Buchholz et al. (2005), Facchini et al. (2006), Rota Graziosi (2006), and
Harstad (2007, 2008a, and 2008b). Another related strand of literature is that of strategic
information transmission (see e.g. Olofsgard 2005). None of these papers, however, deals
with the issue of policy centralization.
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unit interval.
Each country is inhabited by a continuum of citizens who differ in their

individual preference for local public goods. The preference intensity is cap-
tured by the parameter α ∈ [αmin, αmax]. The utility of individual α in
country i takes the form:

Uα = ci + α

∫ 1

0

ln gi(β) +
n∑
j=1
j 6=i

β ln gj(β)

 dβ , (1)

where c is the consumption of a private good, g(β) is a local public good with
spill-over β, and j is the index for the other member states of the economic
union. As Alesina et al. (2005) we assume that only member countries of
the union send and receive spill-overs. Individual income y is assumed to
be exogenously given, unit costs of transforming private income into public
goods are normalized to one, and governments can raise non-distortionary
taxes to finance public goods. For expositional convenience, we also assume
the average preference ᾱ to be equal to the preference α of the median citizen.
Under this weak symmetry assumption, the utilitarian optimum and the first-
best solution from the perspective of the median voter coincide.

Each public good can be decided on either by a central government or
decentrally. Under decentralized decision-making national governments set
the quantity of public goods non-cooperatively. They ignore the spill-over to
the other member states of the union. Assuming that national governments
maximize aggregate welfare of their jurisdiction, we can derive the quantity
of a local public good in a decentralized setting as:

gdi (β) = ᾱ ∀ β ∈ [0, 1] and i = 1 . . . n . (2)

Under centralized decision making, a common government sets the level of
the public good in each country to maximize aggregate welfare of the whole
union. Note that centralized decision-making does not imply a uniform provi-
sion level, only that the (potentially different) provision levels in each country
are decided centrally. These public good levels are then given by:

gci (β) = ᾱ [1 + (n− 1) β] ∀ β ∈ [0, 1] and i = 1 . . . n . (3)

Comparing (2) with (3) shows that a central government supplies a larger
quantity of the public good than a national government. The reason is
that only the central government internalizes the positive spill-overs between
member states. The higher the spill-over β the higher is the supplied level
of the public good under centralization.
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Because of the internalization of spill-overs, the member states of the
union can benefit from centralizing the decision on public good supply. At
the same time, however, policy centralization also entails costs: The dis-
advantages of policy centralization discussed in the literature include infor-
mation assymmetries with regard to local conditions, lack of jurisdictional
competition, the distance between subjects and decision-makers resulting in
less democratic accountability, and finally the additional administrative costs
at the center, because centralization of policies — at least in the European
context — hardly ever leads to the down-sizing of local administrations. We
model these costs of centralization in a reduced-form, straightforward way,
by assuming additional fixed costs f > 0 for each public good that has its
provision decision taken by the central decision-maker, and an over-head cost
h(n) for the operation of the union as a whole. Note that the latter does
not influence the centralization decision, it only guarantees a finite welfare
optimum later on in the paper.6

Given these benefits and costs of centralization, we define a “centraliza-
tion surplus” for public good β as the difference in utility between the cen-
trally decided provision level and the nationally decided level net of the fixed
centralization cost. The preceding equations yield a centralization surplus
for citizen α of:

s(α, β) ≡ α [1 + (n− 1) β] ln (1 + (n− 1) β)− ᾱ (n− 1) β − f . (4)

According to equation (4), the centralization surplus increases not only in
the spill-over parameter β, but also in the preference for public spending,
α. A citizen with a high preference for public goods benefits more from
centralization than a citizen with a lower preference for public goods.

From a normative, utilitarian viewpoint, the optimal allocation of decision
powers centralizes all public goods with a positive surplus for the average
citizen. As the surplus increases in the spill-over β, we can determine a
critical threshold β̃∗, which is given by s(ᾱ, β̃∗) = 0. The provision levels
of all public goods with higher spill-overs than β̃∗ should be decided at the
center by a central government whereas all public goods with a spill-over
below β̃∗ should remain under the authority of national governments. With
β being distributed uniformly, the difference 1− β̃∗ can be interpreted as the
optimal degree of centralization.

Implicit differentiation of s(ᾱ, β̃∗) = 0 gives the influence of the number
of member states on β̃∗:

dβ̃∗

dn
= − β̃∗

n− 1
< 0 . (5)

6We assume these over-head cost to take the form h(n) = δnε.
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The optimal cut-off β̃∗ declines, or in other words the optimal degree of
centralization increases in n. The more member states participate in the
economic union, the more countries can benefit from the public good spill-
overs and therefore, the more attractive policy centralization becomes.7

To conclude this section, let us point out that we regard the normative
solution only as a reference point. We now proceed to develop a political
economy model that will offer a positive explanation of the equilibrium degree
of centralization.

3 Equilibrium Degree of Centralization

This section analyzes the centralization decision employing a political econ-
omy framework with the following three-stage structure: In the first stage,
citizens in each country elect their national representative by majority vote.
All elected representatives then bargain over centralization in the second
stage of the model. The representatives jointly determine the extent of po-
litical cooperation and decide on how to share the cost of centrally decided
policies. In the third stage, the quantities of the local public goods are set—
at the center or at the national level—depending on the allocation of decision
powers.

We solve the model by backward induction: In the last stage policy-
makers decide public good levels by allocating national funds to maximize
the aggregate welfare of their respective jurisdictions. No delegation effects,
agency problems, or other reasons for policy deviations from the welfare max-
imizing benchmark are considered at this stage, and the equilibrium public
good levels are given by equations (2) and (3), respectively. We maintain
this—admittedly somewhat optimistic—assumption in order to focus on the
centralization decision taken in the two previous stages of the game.

In the second stage the allocation of decision powers is decided, taking as
given the identities of the national representatives αrepi . The elected repre-
sentatives jointly decide on the spill-over threshold β̃; furthermore, they de-
termine redistributive side-payments between member states Zi (i = 1 . . . n).
Including side-payments allows for the possibility that the cost of centralized
policies is not shared uniformly. Instead, by negotiating side-payments, the
representatives effectively bargain over how to share these costs. In order to
solve for the bargaining outcome at this stage, we use the n-player extension

7Note that we are abstracting from country differences and in particular from core-
periphery considerations. Otherwise, the spill-over term β would also depend on the size
of the union, for example, if the union grows from the core to the periphery.
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of the Nash-Product:

n∏
i=1

(∫ 1

β̃

s(β;αrepi ) dβ + Zi

)
, (6)

where s(β;αrepi ) is the surplus of the representative αrepi from centralizing
public good β.

With respect to the side payments, governments have to satisfy the fol-
lowing budget constraint:

n∑
i=1

(
Zi +

γ (Zi)
2

2

)
= 0 . (7)

The quadratic term in the budget constraint is meant to capture efficiency
costs of inter-regional transfer payments. The term γ ≥ 0 determines the
extent of these additional costs. For γ = 0 all transfers occur lump-sum;
a strictly positive γ represents potential distortionary costs of international
transfers, which increase in γ. By changing γ, we can analyze in a continuous
fashion how the availability of interregional transfers influences our results.8

The quadratic specification is chosen for tractability.
The equilibrium policy maximizes the Nash-product in (6) subject to the

constraint from (7). The resulting first order condition for the equilibrium
side-payments Ze

i is given by:

n∏
j=1
j 6=i

(∫ 1

β̃e

s(β;αrepj )dβ + Ze
j

)
+ λ (1 + γZe

i ) = 0 ∀i , (8)

and the first order condition for the equilibrium cut-off β̃e takes the form:

−
n∑
i=1

s(β̃e;αrepi )
n∏
j=1
j 6=i

(∫ 1

β̃e

s(β;αrepj )dβ + Ze
j

) = 0 , (9)

where λ is the Lagrangean multiplier and the superscript e stands for the
equilibrium. Including the budget constraint, we thus have n + 2 equations
that determine the n+ 2 unknowns {Ze

1 , Z
e
2 , . . . , Z

e
n}, β̃e, and λ.

In what follows, we consider only symmetric equilibria in which the iden-
tity of the representative αrepi is identical for all countries; that is, we can

8Facchini et al. (2006) and Harstad (2007 and 2008a) compare the limit cases of free
transfers versus prohibitive transfer costs.
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drop the index i and simply write αrep. Furthermore, in any symmetric equi-
librium all Ze

i must clearly be zero. As the surplus from centralization is the
same for all representatives, no side-payments are necessary to redistribute
between member states. The cut-off level in the symmetric equilibrium β̃e is
given by s(β̃e;αrep) = 0; that is:

αrep
[
1 + (n− 1) β̃e

]
ln
(

1 + (n− 1) β̃e
)
− ᾱ (n− 1) β̃e − f = 0 . (10)

The identity of the elected representatives thus determines the degree of
centralization. The stronger the preference for public spending among the
symmetric representatives, the more public goods are centralized. This fol-
lows from:9

dβ̃e

dαrep
= −

[
1 + (n− 1) β̃e

]
ln
(

1 + (n− 1) β̃e
)

αrep (n− 1)
[
1 + ln

(
1 + (n− 1) β̃e

)]
− ᾱ (n− 1)

< 0 . (11)

Given the solution of the second stage, we can now analyze the first stage
of our model, the election of national representatives. We do this by looking
at the voting-decision of the decisive median voter. The median citizen in
country i with preference for public spending ᾱ chooses αrepi to maximize her
indirect utility, taking into account the second and third stage consequences
we derived above:

Vi(ᾱ, ·) = y + Ze
i + ᾱ

∫ 1

0

[1 + (n− 1) β] ln ᾱdβ − ᾱ +

∫ 1

β̃e

si(ᾱ, β) dβ ,

where β̃e and Ze are determined by equations (8) and (9). The first order
condition of this optimization problem is given by dVi/dα

rep
i = 0, that is:

dZe
i

dαrepi
− si(ᾱ, β̃e)

dβ̃e

dαrepi
= 0 . (12)

From (8) and (9) the marginal effects of choosing a higher αrepi on the equi-
librium degree of centralization and on the equilibrium side-payments can be

9The second order condition implies that the denominator of (11) is positive.
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written as follows (see appendix):

dβ̃e

dαrepi
= −

∂si(α
rep
i , β̃e)

∂αrepi

n ·
∂si(α

rep
i , β̃e))

∂β̃e

< 0 , (13)

dZe
i

dαrepi
= −n− 1

n
·

∫ 1

β̃e

∂si(α
rep
i , β)

∂αrepi
dβ

1 + γ
∫ 1

β̃e s(α
rep
i , β)dβ

< 0 . (14)

Noting the signs in (13) and (14), equation (12) can only be satisfied if
s(ᾱ, β̃e) > 0. The fact that the centralization surplus of the average citizen is
positive at β̃e implies that β̃e > β̃∗. Hence the degree of centralization is inef-
ficiently low in the political economy equilibrium. This generalizes our earlier
findings in Lorz and Willmann (2005) to the case of more than two countries.
The reason for this inefficiency result is a strategic delegation effect: Voters
are aware that the identity of the elected national representative influences
the bargaining outcome. Specifically, as the equilibrium side-payment Zi de-
creases in αrepi , the median voter of country i has an incentive to choose a
representative with a weaker preference for public spending than herself in
order to receive a positive side-payment from the other countries. In the
symmetric equilibrium, all elected representatives have a weaker preference
for public goods than the median or average citizen, and the resulting degree
of centralization is too low. Commemorating the British rebate and how it
was obtained, one might call this the “Thatcher” effect.

4 Enlargement vs. Deepening

This section analyzes how strategic delegation and the degree of centraliza-
tion change with the number of member states in the union. The point
of departure is the equilibrium condition (12). From (10) we can deter-
mine αrep as a function of β̃e. Differentiating (10) yields ∂si(·)/∂αrepi and
∂si(·)/∂β̃e. Inserting into (12), solving for the integral and employing the
symmetry property of the equilibrium, we can determine the equilibrium de-
gree of centralization β̃e as a function of n. As this expression is not suited
for a straightforward comparative-static exercise, we resort to numerical sim-
ulations in the following.

In our benchmark simulations we set ᾱ = 3 , f = 0.5 and γ = 0.5. Figure
1 shows how the size of the union affects strategic delegation. It plots αrep
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Figure 1: Strategic Delegation and the Number of Member States

relative to ᾱ in the range n ∈ [2, 20]. As figure 1 shows, strategic delegation
increases in the number of countries, and the representative’s identity αrep

deviates further and further away from the median’s identity ᾱ as the size of
the union increases. The more countries bargain over centralization, the lower
is the influence of a single representative on the equilibrium β̃e. The marginal
costs of strategic delegation—in terms of sub-optimal centralization—decline
from the view of a single country, and this effect gives voters a stronger
incentive to deviate from their own public good preferences when choosing a
representative.

With respect to the equilibrium degree of centralization 1− β̃e, we there-
fore have two effects working in opposite directions: On the one hand, the
centralization surplus increases for a given αrepi as more countries can benefit
from the public good spill-over if n increases. On the other hand, αrepi declines
in n. Figure 2 depicts the resulting degree of centralization in the political
economy equilibrium and compares it to the normative benchmark. We see
that the gap between the optimum and the equilibrium policy widens as the
number of member states increases. Given our numerical specification, we
obtain a hump-shaped pattern for the equilibrium degree of centralization.
The union first becomes more deeply integrated as the number of member
states rises and then—in our example for n ≥ 5—the equilibrium central-
ization level declines in n. Eventually, strategic motives cause a trade-off
between an enlargement and a deepening of the union.
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Figure 2: Centralization and the Number of Member States

To see how the the additional costs of interregional transfers influence
our results, figure 3 varies γ from 0.0 to 1.0. A high γ weakens the incentives
for strategic delegation as interregional transfers become more costly. The
decline in αrep is less pronounced if γ increases. As figure 3 shows, the
equilibrium degree of centralization then follows more closely the optimum.
In fact, for γ = 1.0 the level of centralization monotonically increases over
the whole range between n = 2 and n = 20 such that the trade-off between
depth and size of a union vanishes.

Figure 4 shows the influence of the centralization costs on the model’s
predictions. In this figure, we assume a lower f than in the benchmark
(f = 0.1). Not surprisingly, the optimal degree of centralization is already
very high for a low number of member countries. As a result, the curve
representing the optimum is flatter than in the benchmark case. Adding
strategic delegation to the picture then results in a maximum for the degree
of centralization already at n = 2. For a higher f than in the benchmark
case, the maximum level of centralization shifts to the right.

Table 1 combines the influence of f and of γ on the equilibrium, reporting
the number of member states which maximizes the degree of centralization
for different values of fand γ.
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γ = 0.0 γ = 0.5 γ = 0.8
f=0.3 3 4 4
f=0.5 4 5 6
f=0.7 5 6 8

Table 1: Number of Member States for Maximum Centralization

From this table we see that a trade-off emerges for a comparatively small
number of member states if either the fixed costs f or the redistribution
costs γ are low.

Figure 5 depicts the welfare effects of strategic delegation.10 In the figure
we compare the welfare of the average voter in the political economy equilib-
rium with the welfare in the utilitarian optimum—for the moment disregard
the middle curve that we return to discuss in the next section. We see that
as the number of member countries n rises, the welfare level in the politi-
cal equilibrium increasingly falls short of the optimal level. In other words,
the larger the political union becomes, the higher is the welfare loss due to
strategic delegation. We also see from the diagram that there is an optimal
size of the union that maximizes aggregate welfare of each member state.
Strategic delegation influences this optimal union size. Whereas welfare of
each member is maximized at 32 member countries in our numerical example
if the optimal degree of centralization is chosen, the welfare maximizing size
of the union declines to 24 countries in the political economy equilibrium.
The detrimental political effects due to strategic delegation thus reduce the
optimal size of an economic union.

5 Alternative Modes of Enlargement

The negative welfare effect of enlarging the union beyond a certain size is
brought about by ever more conservative representatives coming to power
because of strategic delegation. This raises the question whether there exist
safeguards or alternative forms of enlargement that avoid this drawback in
the political arena. Clearly, this question of constitutional design takes one
step further than the positive theory developed so far.

Consider an economic union of a certain size which decides about the
entry of new members. In order to prevent a roll-back of centralization, the
existing members may try to preserve the status-quo degree of centralization
before they take in new member states. This can be achieved, for example,

10We again use the numerical values assumed so far, as well as δ = 0.002 and ε = 3 for
the overhead cost.
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by means of constitutional treaties—the treaties of Rome, Maastricht, and
Lisbon are cases in point. The effects of such an institutional “ratchet”
mechanism are depicted in Figure 5. In constructing this figure we assume
that the centralization level first grows gradually with the size of the union,
but once it reaches the maximum it stays at that level as the union grows
further. As Figure 5 shows, such a rule raises the optimal size of the union
compared to the benchmark case. The reason for this is that beyond the
maximum level of centralization (which occurs at n = 5 in the numerical
example at hand) the institutional “ratchet” effect prevents the welfare loss
associated with the decline in centralization that would otherwise take effect.

Another possible strategy to prevent a decline in centralization is to admit
additional countries only as associated members of the union. An associated
country receives and provides spill-overs just like a full member state, but
it does not participate in policy centralization. Compared to granting full
membership, an associated membership keeps the degree of centralization of
the newly enlarged union unchanged. Another additional advantage of an
associated membership is that the membership costs are presumably lower
for an associated country than for a full member. These potential benefits of
an associated membership have to be compared to the disadvantage of not
internalizing the spill-overs.

Figure 6 depicts the welfare gain from admitting a new member state as an
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Figure 6: Enlargement and Associated Membership

associated member, given that the union has n full members.11 With regard
to the membership cost, we consider the specification g(n+s) = 0.002(n+s)3,
where s ∈ [0, 1] measures the contribution of an associated member to the
membership cost. If s equals zero the associated member does not cause
additional costs, whereas s = 1 describes the (somewhat unrealistic) case
that membership costs for an associated member are as high as for a full
member. We see from Figure 6 that the additional welfare from admitting
an associated member may be higher than from admitting an additional full
member if the number of member states is sufficiently high (to the right of
the intersection point). This is only the case, however, if we assume that
membership costs are sufficiently lower for an associated member than for a
full member. In Figure 6 we have used s = 0.3, whereas the case s = 1.0 is
represented by the dotted line.

Notice one interesting alternative interpretation of the result just derived:
Instead of viewing s < 1 (solely) as the result of the lower cost of an associated
membership, we can also interpret (part of) the difference as a membership
fee the associated country has to pay to the existing full members. This
does not reduce the actual cost, but it does reduce its effect on the welfare
of existing members, as part of it is recovered in form of the dues paid by
the associated member. In practise, countries associated to the EU pay

11Note that we could provide similar graphs for admitting more than one associated
member.
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membership fees and this renders associated membership more attractive as
an alternative form of enlargement.

6 Concluding Remarks

The nexus between the size of an international union and the extent of coop-
eration between its members is an important aspect of international policy
coordination. In this paper, we set up a political economy model that al-
lows us to analyze this relationship. Our model features symmetric countries
with heterogeneous agents who strategically select national representatives.
These representatives then bargain over the extent of policy centralization,
and how much each member state should pay for centralized policies.

We show that strategic delegation gives rise to representatives with a
low preference for public spending, and how this adverse political effect be-
comes worse as the number of member countries increases. The strategic
delegation effect of union enlargement counteracts and eventually dominates
the increasing potential for the internalization of spill-overs. As a result, a
hump-shaped pattern between the size of the union and the degree of policy
centralization may emerge; that is, beyond a certain size we face a trade-off
between further enlargement and deeper integration.

Our results complement nicely the earlier work by Alesina et al. (2005)
who analyze the role of an increase in heterogeneity between asymmetric
member states if the union grows larger. We consider symmetric countries
but propose a model of the political process in which an increase in union size
aggravates inefficiencies in political decision making. Both hypotheses feature
prominently in the public debate on further EU enlargement. Understand-
ing and addressing them seems to be of utmost importance for European
integration to continue.

We also discuss two extensions of our model: First, we let existing mem-
bers of the union fix the degree of centralization at the status-quo level before
they let in new members. With such a “ratchet” mechanism in place, the
existing members of the union avoid a decline in the degree of centralization
which would otherwise result from an enlargement. Second, we analyze an as-
sociated membership as an alternative to admitting additional full members.
An associated member country sends and receives spill-overs just as a full
member, but does not participate in the centralization of public goods. Both
possibilities can mitigate the trade-off between enlargement and deepening
of an economic union, however, in the case of an associated membership at
the cost of not internalizing spill-overs by these countries.

With respect to future work, we can extend our model to include asym-
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metric countries in order to analyze the interplay between the size of a union,
the heterogeneity of its member countries and the incentives for strategic
delegation in one unified framework. For example, spill-overs could decline
with distance so that countries located at the core send and receive more
spill-overs than countries at the periphery. A growing union then becomes
increasingly heterogeneous with respect to the preferred level of centraliza-
tion. A second, promising avenue is to develop a genuinely dynamic model
of centralization and union expansion which treats enlargement as a sequen-
tial process. Such a sequential model will allow us to analyze the strategic
interaction between decisions taken at different points in time. Furthermore,
old member countries and new entrants then differ with respect to their fall
back option when it comes to enlargement. Both extensions of our model
appear far from trivial, and we leave them for future research.

Appendix

This appendix derives the marginal effects of αrepi on Ze
i and β̃e holding all

αrepj (j 6= i) constant. As we depart from the symmetric equilibrium, we can
summarize all countries j 6= i by a representative country −i.

With si = s (αrepi , β) and s−i = s
(
αrep−i , β

)
the first order conditions for

Zi and Z−i can be written as:(∫ 1

β̃e

s−idβ + Ze
−i

)n−1

+ λ · (1 + γZe
i ) = 0 ,(∫ 1

β̃e

sidβ + Ze
i

)
·
(∫ 1

β̃e

s−idβ + Ze
−i

)n−2

+ λ ·
(
1 + γZe

−i
)

= 0 .

From these two equations we can eliminate λ:

(1 + γZe
i ) ·
(∫ 1

β̃e

sidβ + Ze
i

)
=
(
1 + γZe

−i
)
·
(∫ 1

β̃e

s−idβ + Ze
−i

)
. (A.1)

Defining s̃ei = s
(
αrepi , β̃e

)
and s̃e−i = s

(
αrep−i , β̃

e
)

we can write the first order

condition for β̃e as:

− s̃ei ·
(∫ 1

β̃e

s−idβ + Ze
−i

)n−1

−

(n− 1) s̃e−i ·
(∫ 1

β̃e

sidβ + Ze
i

)
·
(∫ 1

β̃e

s−idβ + Ze
−i

)n−2

= 0 .
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This yields:

−s̃ei ·
(∫ 1

β̃e

s−idβ + Ze
−i

)
= (n− 1) s̃e−i ·

(∫ 1

β̃e

sidβ + Ze
i

)
. (A.2)

Combining (A.1) with (A.2) leads to:

(1 + γZe
i ) · s̃ei + (n− 1) ·

(
1 + γZe

−i
)
· s̃e−i = 0 . (A.3)

In addition, the budget constraint has to be satisfied:

Ze
i + (n− 1)Ze

−i = −γ
2

(Ze
i )

2 − γ (n− 1)

2

(
Ze
−i
)2

. (A.4)

Equations (A.1), (A.3) and (A.4) determine the three unknowns, Ze
i , Z

e
−i

and β̃e. Totally differentiating these three equations, setting dαrep−i = 0, and
employing the symmetry properties Ze

i = Ze
−i = 0, αrepi = αrep−i , and s̃ei = s̃e−i

yields:

(
dZe

i − dZe
−i
)
·
(

1 + γ ·
∫ 1

β̃e

sidβ

)
+

(∫ 1

β̃e

∂si
∂αrepi

dβ

)
dαrepi = 0 , (A.5)

n · ∂s̃
e
i

∂β̃e
dβ̃e +

∂s̃ei
∂αrepi

dαrepi = 0 , (A.6)

dZe
i + (n− 1) dZe

−i = 0 . (A.7)

From (A.6)–(A.7) we can derive equations (13) and (14) of the text.

References

Alesina, A., I. Angeloni, and F. Etro (2005). International unions. Ameri-
can Economic Review 95, 602–15.

Besley, T. and S. Coate (2003). Centralized versus decentralized provision
of local public goods: a political economy approach. Journal of Public
Economics 87, 2611–37.

Buchholz, W., A. Haupt, and W. Peters (2005). International environ-
mental agreements and strategic voting. Scandinavian Journal of Eco-
nomics 107, 175–195.

Chari, V., L. E. Jones, and R. Marimon (1997). The economics of split-
ticket voting in representative democracies. American Economic Re-
view 87, 957–976.

18



Cheikbossian, G. (2000). Federalism, distributive politics and representa-
tive democracy. Economics of Governance 1, 105–22.

Dur, R. A. and H. J. Roelfsema (2005). Why does centralisation fail to
internalise policy externalities? Public Choice 122, 395–416.

Facchini, G., O. Lorz, and G. Willmann (2006). Asylum seekers in Europe:
The warm glow of a hot potato. Journal of Population Economics 19,
411–30.

Ferretti, G. M. M. and R. Perotti (2002). Electoral systems and public
spending. Quarterly Journal of Economics 117 (2), 609–657.

Harstad, B. (2007). Harmonization and side-payments in political cooper-
ation. American Rconomic Review 97 (3), 871–889.

Harstad, B. (2008a). Electoral systems and public spending. Journal of the
European Economic Association 6 (2/3), 468–477.

Harstad, B. (2008b). Strategic delegation and voting rules. Mimeo.

Janeba, E. and J. D. Wilson (2005). Decentralization and international
tax competition. Journal of Public Economics 89, 1211–229.

Lockwood, B. (2002). Distributive policies and the costs of centralization.
Review of Economic Studies 69, 313–37.

Lockwood, B. (2006). Fiscal decentralization: A political economy perspec-
tive. In E. Ahmad and G. Brosio (Eds.), Handbook of Fiscal Federalism.

Lorz, O. and G. Willmann (2005). On the endogenous allocation of decision
powers in federal structures. Journal of Urban Economics 57, 242–57.

Olofsgard, A. (2005). Secessions and political extremism: Why regional
referenda do not solve the problem. Journal of the European Economic
Association 2, 805–32.

Persson, T. and G. Tabellini (1992). The politics of 1992: fiscal policy and
European integration. Review of Economic Studies 59, 689–701.

Redoano, M. and K. A. Scharf (2004). The political economy of policy cen-
tralization: direct versus representative democracy. Journal of Public
Economics 88, 799–817.

Rota Graziosi, G. (2006). On the strategic use of strategic delegation in
political integration. Mimeo.

Ruta, M. (2005). Economic theories of political (dis)integration. Journal
of Economic Surveys 19, 1–21.

19



Schneider, C. J. (2007). Enlargement processes and distributional conflicts:
The politics of discriminatory membership in the European Union.
Public Choice 132, 85–102.

Segendorff, B. (1998). Delegation and threat in bargaining. Games and
Economic Behavior 23, 266–83.

20



CESifo Working Paper Series 
for full list see Twww.cesifo-group.org/wp T 
(address: Poschingerstr. 5, 81679 Munich, Germany, office@cesifo.de) 

___________________________________________________________________________ 
 
2393 António Afonso and Christophe Rault, 3-Step Analysis of Public Finances 

Sustainability: the Case of the European Union, September 2008 
 
2394 Betsey Stevenson and Justin Wolfers, Economic Growth and Subjective Well-Being: 

Reassessing the Easterlin Paradox, September 2008 
 
2395 Bernhard Eckwert and Itzhak Zilcha, Private Investment in Higher Education: 

Comparing Alternative Funding Schemes, September 2008 
 
2396 Øystein Foros, Hans Jarle Kind and Jan Yngve Sand, Slotting Allowances and 

Manufacturers’ Retail Sales Effort, September 2008 
 
2397 Mohammad Reza Farzanegan, Illegal Trade in the Iranian Economy: Evidence from a 

Structural Model, September 2008 
 
2398 Olivier Bos, Charity Auctions for the Happy Few, September 2008 
 
2399 Robert S. Chirinko and Debdulal Mallick, The Marginal Product of Capital: A 

Persistent International Puzzle, September 2008 
 
2400 Ben D’Exelle and Arno Riedl, Elite Capture, Political Voice and Exclusion from Aid: 

An Experimental Study, September 2008 
 
2401 Torben M. Andersen and Joydeep Bhattacharya, On Myopia as Rationale for Social 

Security, September 2008 
 
2402 Fabienne Llense, French CEO Compensations: What is the Cost of a Mandatory Upper 

Limit?, September 2008 
 
2403 Valentina Bosetti, Carlo Carraro, Alessandra Sgobbi and Massimo Tavoni, Delayed 

Action and Uncertain Targets. How Much Will Climate Policy Cost?, September 2008 
 
2404 Robert G. Chambers, Rolf Färe, Shawna Grosskopf and Michael Vardanyan, 

Generalized Quadratic Revenue Functions, September 2008 
 
2405 Leonidas Enrique de la Rosa, Overconfidence in a Career-Concerns Setting, September 

2008 
 
2406 Marcus Drometer and Johannes Rincke, The Design of Political Institutions: Electoral 

Competition and the Choice of Ballot Access Restrictions in the United States, 
September 2008 

 
2407 Markku Lanne and Helmut Lütkepohl, Stock Prices and Economic Fluctuations: A 

Markov Switching Structural Vector Autoregressive Analysis, September 2008 
 



 
2408 Thomas L. Brewer, International Energy Technology Transfers for Climate Change 

Mitigations, September 2008 
 
2409 Alexander Kemnitz, Native Welfare Losses from High Skilled Immigration, September 

2008 
 
2410 Xavier Vives, Strategic Supply Function Competition with Private Information, 

September 2008 
 
2411 Fabio Padovano and Roberto Ricciuti, The Political Competition-Economic 

Performance Puzzle: Evidence from the OECD Countries and the Italian Regions, 
September 2008 

 
2412 Joan Costa-Font and Mireia Jofre-Bonet, Body Image and Food Disorders: Evidence 

from a Sample of European Women, September 2008 
 
2413 Thorsten Upmann, Labour Unions – To Unite or to Separate?, October 2008 
 
2414 Sascha O. Becker and Ludger Woessmann, Luther and the Girls: Religious 

Denomination and the Female Education Gap in 19th Century Prussia, October 2008 
 
2415 Florian Englmaier and Stephen Leider, Contractual and Organizational Structure with 

Reciprocal Agents, October 2008 
 
2416 Vittorio Daniele and Ugo Marani, Organized Crime and Foreign Direct Investment: The 

Italian Case, October 2008 
 
2417 Valentina Bosetti, Carlo Carraro, Alessandra Sgobbi and Massimo Tavoni, Modelling 

Economic Impacts of Alternative International Climate Policy Architectures. A 
Quantitative and Comparative Assessment of Architectures for Agreement, October 
2008 

 
2418 Paul De Grauwe, Animal Spirits and Monetary Policy, October 2008 
 
2419 Guglielmo Maria Caporale, Christophe Rault, Robert Sova and Anamaria Sova, On the 

Bilateral Trade Effects of Free Trade Agreements between the EU-15 and the CEEC-4 
Countries, October 2008 

 
2420 Yin-Wong Cheung and Daniel Friedman, Speculative Attacks: A Laboratory Study in 

Continuous Time, October 2008 
 
2421 Kamila Fialová and Ondřej Schneider, Labour Market Institutions and their Effect on 

Labour Market Performance in the New EU Member Countries, October 2008 
 
2422 Alexander Ludwig and Michael Reiter, Sharing Demographic Risk – Who is Afraid of 

the Baby Bust?, October 2008 
 
2423 Doina Maria Radulescu and Michael Stimmelmayr, The Welfare Loss from Differential 

Taxation of Sectors in Germany, October 2008 
 



 
2424 Nikolaus Wolf, Was Germany ever United? Evidence from Intra- and International 

Trade 1885 – 1933, October 2008 
 
2425 Bruno S. Frey, David A. Savage and Benno Torgler, Noblesse Oblige? Determinants of 

Survival in a Life and Death Situation, October 2008 
 
2426 Giovanni Facchini, Peri Silva and Gerald Willmann, The Customs Union Issue: Why do 

we Observe so few of them?, October 2008 
 
2427 Wido Geis, Silke Uebelmesser and Martin Werding, Why go to France or Germany, if 

you could as well go to the UK or the US? Selective Features of Immigration to four 
major OECD Countries, October 2008 

 
2428 Geeta Kingdon and Francis Teal, Teacher Unions, Teacher Pay and Student 

Performance in India: A Pupil Fixed Effects Approach, October 2008 
 
2429 Andreas Haufler and Marco Runkel, Firms’ Financial Choices and Thin Capitalization 

Rules under Corporate Tax Competition, October 2008 
 
2430 Matz Dahlberg, Heléne Lundqvist and Eva Mörk, Intergovernmental Grants and 

Bureaucratic Power, October 2008 
 
2431 Alfons J. Weichenrieder and Tina Klautke, Taxes and the Efficiency Costs of Capital 

Distortions, October 2008 
 
2432 Andreas Knabe and Ronnie Schöb, Minimum Wage Incidence: The Case for Germany, 

October 2008 
 
2433 Kurt R. Brekke and Odd Rune Straume, Pharmaceutical Patents: Incentives for R&D or 

Marketing?, October 2008 
 
2434 Scott Alan Carson, Geography, Insolation, and Institutional Change in 19th Century 

African-American and White Stature in Southern States, October 2008 
 
2435 Emilia Del Bono and Daniela Vuri, Job Mobility and the Gender Wage Gap in Italy, 

October 2008 
 
2436 Marco Angrisani, Antonio Guarino, Steffen Huck and Nathan Larson, No-Trade in the 

Laboratory, October 2008 
 
2437 Josse Delfgaauw and Robert Dur, Managerial Talent, Motivation, and Self-Selection 

into Public Management, October 2008 
 
2438 Christian Bauer and Wolfgang Buchholz, How Changing Prudence and Risk Aversion 

Affect Optimal Saving, October 2008 
 
2439 Erich Battistin, Clara Graziano and Bruno Parigi, Connections and Performance in 

Bankers’ Turnover: Better Wed over the Mixen than over the Moor, October 2008 
 
 



 
2440 Erkki Koskela and Panu Poutvaara, Flexible Outsourcing and the Impacts of Labour 

Taxation in European Welfare States, October 2008 
 
2441 Marcelo Resende, Concentration and Market Size: Lower Bound Estimates for the 

Brazilian Industry, October 2008 
 
2442 Giandomenico Piluso and Roberto Ricciuti, Fiscal Policy and the Banking System in 

Italy. Have Taxes, Public Spending and Banks been Procyclical in the Long-Run? 
October 2008 

 
2443 Bruno S. Frey and Katja Rost, Do Rankings Reflect Research Quality?, October 2008 
 
2444 Guglielmo Maria Caporale, Antoaneta Serguieva and Hao Wu, Financial Contagion: 

Evolutionary Optimisation of a Multinational Agent-Based Model, October 2008 
 
2445 Valentina Bosetti, Carlo Carraro and Massimo Tavoni, Delayed Participation of 

Developing Countries to Climate Agreements: Should Action in the EU and US be 
Postponed?, October 2008 

 
2446 Alexander Kovalenkov and Xavier Vives, Competitive Rational Expectations Equilibria 

without Apology, November 2008 
 
2447 Thiess Buettner and Fédéric Holm-Hadulla, Cities in Fiscal Equalization, November 

2008 
 
2448 Harry H. Kelejian and Ingmar R. Prucha, Specification and Estimation of Spatial 

Autoregressive Models with Autoregressive and Heteroskedastic Disturbances, 
November 2008 

 
2449 Jan Bouckaert, Hans Degryse and Thomas Provoost, Enhancing Market Power by 

Reducing Switching Costs, November 2008 
 
2450 Frank Heinemann, Escaping from a Combination of Liquidity Trap and Credit Crunch, 

November 2008 
 
2451 Dan Anderberg, Optimal Policy and the Risk Properties of Human Capital 

Reconsidered, November 2008 
 
2452 Christian Keuschnigg and Evelyn Ribi, Outsourcing, Unemployment and Welfare 

Policy, November 2008 
 
2453 Bernd Theilen, Market Competition and Lower Tier Incentives, November 2008 
 
2454 Ondřej Schneider, Voting in the European Union – Central Europe’s Lost Voice, 

November 2008 
 
2455 Oliver Lorz and Gerald Willmann, Enlargement versus Deepening: The Trade-off 

Facing Economic Unions, November 2008 




