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ABSTRACT

The Great Lockdown has caused severe economic dis-
tractions to the majority of world countries, and de-glo-
balization trends have started to increase. Globalization
was to an extent beneficial for smaller economies, and
it was one of the factors contributing to the rise in the
number of countries around the world during the last
few decades. According to the perceived larger open-
ness and vulnerability of smaller states, it is thus ex-
pected that those countries are hit much harder by the
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economic contraction, as their outputs are much more
volatile in relation to the economic cycles. In this con-
text, the paper intends to investigate the exposure of
European states to the current lockdown, where the
focus is particularly on assessing the fiscal impacts of
the lockdown. The main research question is whether
there are any differences regarding the fiscal functions
of government between smaller and larger states. This is
addressed through the cross-national comparative inves-

tigation based on data for 44 European countries; and
we specifically assess how fiscal activities of govern-
ment differentiate among smaller and larger states. The
results of the study suggest that the effect of the size of
the state does not affect the consumption spending of
government, but the size variable matters for the transfer
expenditures. This piece of research would like to add
to the development of the discipline of small state stud-
ies, in particular to the issue of their vulnerability and
changing global economic environment.
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1. INTRODUCTION

The current coronavirus (COVID-19) pandemic has caused one of the largest
global health crises, and the situation of the Great Lockdown, the term describ-
ing the current crisis, as coined by the IMF. From the global perspective, a sig-
nificant contraction in the foreign direct investments and international trade has
occurred, to some extent accompanied by the rising pressures for economic na-
tionalism. This actually contributes to the de-globalization trends. Besides major
global economic disruptions leading to the expected recession, almost all states
have introduced, or are planning to introduce, some measures to soften the nega-
tive economic impacts of the lockdown, also including induced fiscal spending
to counteract the sharp drop-off in economic activity. This spending can be in the
range up to 20% of GDP for some states (see IMF, 2020).

In the context of small state studies, it can be argued that they are the ones that
should be hit harder. Namely, the current lockdown has caused also an enor-
mous reduction in the foreign direct investments in the range up to 40 percent
(UNIDOQO, 2020), and the reduction in global exports, where EU is particularly
under attack (UNCTAD, 2020). Namely, small states tend to be relatively much
more open and integrated into the global trade, thus the economic consequences
of lockdown and associated return of (economic) nationalism are particularly
evident for them. The data provided by the World Economic Outlook (2020) pro-
ject a very harsh fall of GDP for some smaller European countries (e.g. Iceland,
Latvia, Estonia, Lithuania, Slovenia, Croatia, San Marino, etc.), particularly if
we compare those projections with other larger countries. This should be evident
also in the rising social security and transfer spending, in order to provide the
necessary safety net for the residents.

Moreover, as Rachman (2020) argued this extraordinary crisis is not expected to
lead to the full restoration of the globalized world after it ends, as evidence indi-
cates the return of the nation states. They have more financial and organizational
strengths than global institutions, global supply chains have shown their fragil-
ity, and political pressures for localization of production and protectionism have
reinforced. Furthermore, the era of small government will be highly challenged
per se after the current crisis (Traub, 2020).

Oxford Analytica (2020) provided the assessments on the preparedness and ex-
port exposure to COVID-19 pandemic for specific countries. It is evident that
for the majority of small European countries relatively high export exposure
is assessed. This exposure tends to be, on average, larger for smaller states, in
comparison to larger ones. The effect is perceived to be stronger because supply
chains will be slower to recover. Supply chains are more likely to encounter bot-
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tlenecks as different countries remove travel and business restrictions at different
rates. Thus, countries reliant on trade are particularly vulnerable to disruption
also after the virus passes, and those countries include numerous small states.

Namely, small states’ characteristics is that their economy is driven by only few
sectors, a notion sometimes described with characteristics of “plantation econo-
mies”, although this notion should not be taken literally. Thus, these economies
are dependent, and include the history of key industry ownerships by multina-
tional corporations, the repatriation of profits, and the limited to non-existent
domestic linkages. Trade balance is mostly in favor of larger and more devel-
oped countries, resulting in features of income distribution that effectively dis-
criminate against economic transformation. In essence, this indicates that small
economies tend to be rather disproportionately affected by the shifts in global
economic patterns due to demand- and supply-side shocks; they are at higher risk
to be deprioritized in global supply chains, and they are at a major risk of dis-
ruption if they tide towards achieving truly globalized economy changes (Hack-
shaw, 2020). Similar findings were already observed during the Great Recession
period, roughly a decade ago.

Yet, when the lockdown ends, it is expected that international economic environ-
ment will change, and this will be challenging for small states in particular, as
larger states are bound to become economically inward oriented. Moreover, all
states will become more protectionist, and competition for attracting new busi-
nesses will increase (Shimmin, 2020). Thus, the trade transmission mechanism
of external shocks is amplified within small states because of limited domes-
tic markets, which increase the importance of international trade as a driver of
growth. Furthermore, economic vulnerability is high in view of limited export
diversification, and relative importance of tourism in production structure of the
majority of small states. These factors suggest the arrival of challenging eco-
nomic times in particular for small states, and this will reflect in the increasing
fiscal stress (Keane, 2020; Coke-Hamilton, 2020).

In this context, this paper intends to investigate the exposure of European states
to the current lockdown, where the focus is particularly on assessing the fiscal
impacts of the lockdown. The main research question is whether there are any
differences regarding the fiscal functions of government between smaller and
larger states, measured by the share of government consumption and transfer
expenditures in GDP. Specifically, since the crisis situation is perceived to have
impact, we select two time periods, the crisis period of 2009-10 and the period of
economic prosperity of 2017-18, in order to investigate any potential differences
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in the aggregate fiscal activities of governments, in order to portray expectations
for the ongoing Great Lockdown crisis.

2. MATERIALS AND METHODS

When addressing the subject related to small state studies, we should bear in
mind that state size, which is either micro, small, medium or large, is actually
an endogenous variable as states are formed and able to survive given the ap-
propriate economic, political and social conditions. Alesina (2003) promoted the
elaboration on the state size as an endogenous variable, since the evidence indi-
cates that the size of the countries is very diverse, that their numbers varied very
much throughout the history as well as the meaning, functioning and role of the
state. In this context, what we can observe is that after the World War II, in par-
ticular, the number of states has increased substantially. In fact, this number has
tripled. It can be argued that we are currently living in the era of small states, as
more than one third of the existing 215 states around the globe are actually small
(see, e.g., Brito, 2015), if we assess the multiple criteria combination. It might be
argued that we are experiencing the area of small states.

Consequently, small state studies have emerged as a discipline, and this dis-
cipline has been initially dominated mainly by the issues of vulnerability and
a lack of capacities of small states, although these issues have been gradually
replaced by the discussions on the potential opportunities of small states, not just
their challenges (Thorhallson, 2019). The current theorizing thus focuses also
on the specifics of the small economy modeling that has been viable due to the
globalization trends (Skilling, 2018; Farrell, 2020), but these trends have been
reinforced additionally with the onset of the COVID-19 pandemic, or alterna-
tively labeled the Great Lockdown crisis.

Small versus large states classification uses the size of the country as the main
criterion, although this criterion can have several inputs, e.g. number of popula-
tion, surface, GDP, etc., which can be applied also simultaneously. In practice,
the number of population usually serves as the main input for classification of
states. If the number of population is taken as the main criterion for categorizing
states according to the size, the World Bank stipulates that 1.5 million residents
is officially threshold for small states, but this threshold is heavily challenged
due to the population and globalization shifts, where 10 million threshold is tak-
en as more appropriate.

The economics of the state size thus treats it basically as the trade-off between
the benefits of the size versus the costs of heterogeneity of population prefer-
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ences (Alesina et.al., 2005). Namely, the clear benefits of the larger state size are
related to larger available domestic market size and thus implicitly less reliance
on foreign trade, more diverse industry structure, larger availability of human
potential, both in numbers and in their diverse capabilities, also, very impor-
tantly, per capita costs of several public goods and services are lower, either be-
cause more taxpayers can pay for them, or they have important scale economies
or simply because the indivisibility is not implicitly increasing them. Notwith-
standing, the aforementioned benefits are mostly economic in their nature, but
there are also political and social benefits to the size, like larger military security,
larger bargaining power in comparison to other states, larger international role
of the state, larger possibility for internal redistribution etc. Since the focus of
the paper stands on economic issues, only those are addressed. In contrast, larger
countries might experience also some costs that come from the heterogeneity of
population, which means that different preferences should be followed, and this
increases costs, like distributional ones, and also ties that connect people might
be looser, which generates difficulties in creating uniform and sustainable poli-
cies. Consequently, there is a trade off, and like in any organization, you might
also have in the context of the state size the diseconomies of scale, arising mostly
through administrative and congestion costs. We might argue that there is also
some ground for the theory on the optimal size of state. Nonetheless, we will
focus only on the economics of small states.

Economic literature has stressed the relations among the size of the country
and governmental interventionism. For example, Alesina and Warcziarg (1998)
argue that the size of government correlates negatively with country size and
positively with trade openness. They have shown that smaller countries have a
larger share of government consumption in GDP, and are more open to trade.
Moreover, they argue that these empirical observations are consistent with recent
theoretical models explaining country formation and break up. Namely, larger
countries can afford to be closed, while small countries face stronger incentives
to remain open; conversely, as trade liberalizes, regional and cultural minorities
can afford to split because political borders do not identify the size of the market.

Similarly, Rodrik (1998) found a strong positive association between openness
and government size. He explains this paradox by arguing that government ex-
penditures are used to provide social insurance against the risk of terms of trade
shocks that open economies face. This indicates that government consumption
and expenditures play a risk-reducing role in economies exposed to a significant
amount of external risk. Goldsmith (1999) justified the observation on the activ-
ist government in small states as being a buffer to vulnerability. Some recent
studies have tried to put additional evidence on the relations between state size
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and government size. For instance, Jetter and Parmeter (2015) pointed out that
economies that are more open do not necessarily have bigger governments, but
country size may be related to government size, as smaller states should have
bigger government, although they admit using different datasets, timeframes,
and sample country changes conclusions.

This theoretical insight suggest that relationship between state size and govern-
mental interventionism is rather complex issue, and empirical investigations are
warranted. If we followed assumptions stated above, smaller states should have
larger governmental spending, on average at least, in comparison to larger states.
Given the context, this study would like add to the existing research by providing
some additional data-based experimental evidence on the relations among state
size and government size. The cross-national comparative investigation based on
the data for 44 European countries is utilized to assess the relationships among
state size and government size. Specifically, we focus on the two categories of
governmental spending, i.e. consumption spending and spending on transfers
and subsidies, which are the two main categories of governmental spending.

Since this is explorative study, 44 European countries are split into two main
clusters. The first cluster consists of smaller states, which are those that have
less than 10 million residents; the second cluster consists of states that have more
than 10 million residents, and we consider them larger states. Thus, we avoid
speaking directly of small states due to the issues related to the problematic spec-
trum of medium-sized states, but rather split, given the European context, states
into two clusters, those below and those above 10 million residents.

Given the focus of the paper, we analyze the available data for 2009-10 and
2017-18 time periods, in order to inspect the potential variations related to the
different global economic conditions, as the first period corresponds to the pe-
riod of the Great Recession, and the second for the period of the global economic
prosperity. Since data on the fiscal records for the Great Lockdown period are
still not available, we test the assumptions taken from data for the last global
economic downturn in order to enable projections on the fiscal impacts of the
current crisis in smaller and larger states.

3. RESULTS

The main research question addressed is whether there are any differences re-
garding the fiscal functions of government between smaller and larger states.
Table 1 presents the outputs for the groups of states of two size clusters. Al-
though the states analyzed are all very diverse, it is evident that the size vari-
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able obviously does not play a role in influencing the extent of governmental
expenditures, which is not in line with theoretical predictions, in particular for
the governmental consumption spending

Table 1. Evidence on the extent of budgetary part of government for selected European

countries
2017-18 2009-10 2017-18 2009-10
S s £ S £ E S
S S 8x = IS SR N
State/ £ =~ g <~ State/ £ = BT =
Indicator £2 5@ £2 5& Indicator g2 52 g2 5
SEo %S4 250 B8 25 o %84 250 B84
£E5R 558 558 54 £5R 5538 558 £54
O g0 £ 20 020 & 50 020 £ 20 0 %0 & 50
Iceland 32.02 7.99 33.60 9.95 Switzerland 18.24 14.07 17.72 1547
Malta 2597 13.19 2545 1547 Austria 2727 25.82 26.16 29.78
Luxembourg 35.56 22.99 3450 24.39 Sweden 37.14 20.17 35.69 20.32
Montenegro  20.35 18.70 22.20 n.a. Serbia 18.09 23.66 20.50 2296
Cyprus 17.83 1432 2239 14.71 Hungary 28.88 17.78 29.07 20.52
. Average —
Estonia 28.19 1495 28.09 12.45 smaller 2482 16.61 25.16 17.65
; Czech
Slovenia 2599 18.90 27.06 23.08 . 29.03 24.89 30.04 18.80
Republic
Macedonia 19.40 2049 19.49 19.74 Belarus 22.71  20.83 n.a. n.a.
Latvia 22.68 11.44 2240 16.66 Belgium 31.53 29.82 3139 2829
Armenia 15.30 8.76  13.75 7.67 Portugal 21.57 19.88 24.62 2291
Albania 12.01 9.64 12.50 10.09 Greece 2245 23.05 23.60 2233
Lithuania 21.07 13.84 23.57 17.58 Netherlands 35.86 24.30 38.56 26.12
Ireland 2730 1146 2840 17.87 Romania 18.55 11.42 20.03 15.33
Moldova 17.99 1326 19.10 1491 Poland 2338 16.61 23.53 18.67
Croatia 2491 2143 2530 19.63 Spain 24.64 2046 2624 20.46
ﬁosnia' . 2102 1756 20.82 15.19 Ukraine 23.09 1933 2331 2148
erzegovina
Norway 3481 19.02 33.83 1930 Italy 23.56 2452 25.10 24.15
Georgia 2214 1194 2146 1185 %‘ited 2228 1721 2457 16.10
ingdom
Finland 30.28 25.29 30.77 23.54 France 29.93 28.32 29.92 2741
Slovakia 26.23 19.55 2511 21.46 Turkey 19.87 13.77 19.19 14.59
Denmark 3488 20.57 36.50 24.76 Germany 26.88 2595 2557 27.71
Israel 28.86 1249 28.40 10.55 Russia 25.99 18.01 26.30 18.61
Bulgaria 2046 1574 2053 16.63 ﬁg?ge- 25.08 21.15 26.13 2153

Sources: EFW (2010 and 2018), author’s calculations.

http://www.ae.ef.unibl.org/

15


http://www.ae.ef.unibl.org/

Primoz Pevcin AN INSIGHT INTO POTENTIAL FISCAL IMPLICATIONS...

Moreover, it is also evident that actually smaller states have, on average, lower
share of governmental transfer spending in GDP, and this holds irrespectively of
the time-periods under consideration. This is further reinforced, if the statistical
analysis is performed, i.e., two-sample t-test assuming unequal variances, where
the later empirical finding has been supported further (see Table 2 below).

Table 2. Testing the sample means of budgetary categories for smaller and larger states

2017-18 2009-10
Cosr;)ilggg[ éon Transfer spending Cz;zggg[ éon Transfer spending

Smaller Larger Smaller Larger Smaller Larger Smaller Larger

states states states states states states states states

N=28 N=16 N=28 N=16 N=28 N=15 N=27 N=15
Mean 24817 25.082 16.608 21.148 25.156 26.131 17.649  21.530
Variance 42.898  20.856 24.663 25942 39.671 23.174 28.345  20.740
t Stat -0.1578 -2.87026 -0.5669 -2.48889
P(T<=) 0.437706 0.003663 0.287151 0.009017
one-tail
t Critical 1.683851 1.695519 1.688298 1.69236
one-tail
P(T<=t) 0.875411 0.007326 0.574302 0.018033
two-tail
t Critical 2.021075 2.039513 2.028094 2.034515
two-tail
Sources: author’s calculations based on data from Table 1.

4. DISCUSSIONS

This piece of research intended to investigate the exposure of European states to
the current lockdown, where the focus is particularly on assessing the potential
fiscal impacts of the lockdown, and where the observation differentiates between
smaller and larger states. We can argue that the size of the state does not affect
the consumption spending of government, but size variable matters for the trans-
fer expenditures. It is evident that during the economic downturn period, gov-
ernmental spending relatively increases, which is something that is expected due
to the role of the so-called automatic fiscal stabilizers that majority of countries
tend to have built into their fiscal policies. However, we cannot make statement
that economic conditions change the structure of spending when smaller and
larger states are compared, although variability of transfer expenditures is a little
bit more explicit in smaller states, which partially corresponds to the assump-
tions derived from the existing literature. Namely, this tends to suggest that dur-
ing the economic boom, smaller states are better off, and they consequently have
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fewer social problems on average, but this problem relatively enlarges during the
economic downturn.

The results of the study suggest that the effect of the size of the country does
not necessary favor larger countries in respect to the smaller size of government
due to the potential scale economies, but variations in transfer spending suggest
a little larger vulnerability and exposure of smaller states to external economic
shocks. In this context, it becomes of interest to study further the role of inno-
vations in public services that enable the reductions in costs. Furthermore, it is
evident that vulnerability does not play a major role, but diversity in preferences
might be more important for the volume of transfer spending, and this might
justify relatively larger transfer spending observed in larger states, if we seek the
explanations in the existing literature.

5. CONCLUSIONS

The Great Lockdown, caused by the recent declaration of COVID-19 pandemic,
has caused severe economic distractions to the majority of world countries. From
the global perspective, a significant contraction in the foreign direct investments
and international trade has occurred, to some extent accompanied by the rising
pressures for economic nationalism. According to the perceived larger openness
and vulnerability of smaller states, it is thus expected that those countries ought
to be hit much harder by the economic contraction, as their outputs are much
more volatile in relation to the economic cycles. In this context, this paper in-
tends to investigate the exposure of European states to the current lockdown,
where the focus is particularly on assessing the potential fiscal impacts of the
lockdown, deriving from the existing evidence that stems from similar situations
in the past.

The results of the study suggest that the effect of the size of the state does not
affect the consumption spending of government, as the diseconomies of scale
might be offset by larger innovations in public services that increase the efficien-
cy of their delivery. In contrast, size variable matters for the transfer expenditure,
but the major impact does not stem from the external exposure and shocks, but
from the advantage of smaller states, that, at least on average, originates from
the ability to utilize the benefits of more uniform population preferences. This is
reflected in relatively lower levels of transfer spending of government in GDP,
but the effect of volatility related to economic conditions can still be observed.
Consequently, this research adds to the development of the discipline of small
state studies, in particular to the issue of their vulnerability and changing global
economic environment.
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YBUJA Y HOTEHIHUJAJIHE ®UCKAJIHE UMIIVINKALIUJE
BEJIMKOI 3ATBAPAIbA U3 IIEPCIIEKTUBE MAJIUX 3EMAJBbA

1 [Ipumox IeBunn, YauBepsuret y JbyOsbanu

CAKETAK

Benmko 3aTBapame n3a3Baiio je 030MbHE EKOHOMCKE CMETH¢ BehnHH CBjeTCKUX
3eMajba, a TPEHA0BH Jerodanu3alnje moyenu cy aa ce nosehanajy. [modanmsa-
uja je y onpelheHoj Mjepu Ouiia KOprUcHa 3a Mamke €KOHOMHE]jE U OWJIa je jeJaH o]
(axTopa Koju je JONPUHHO pacTy Opoja 3eMajba HIMPOM CBHjeTa TOKOM HOCIbEI-
BUX HEKONHUKO Jenenuja. [Ipema youeHoj Behoj 0OTBOpeHOCTH U pambUBOCTH Ma-
BUX JpKaBa, O4eKyje ce Ja Cy Te 3eMJbe MHOTO TEXe MOrojeHe eKOHOMCKOM
pelecujoM, jep cy HBHXOBH NPOM3BOANM MHOTO HECTAOMIHHU]H Y OJHOCY Ha €KO-
HOMCKE LIUKITyce. Y TOM KOHTEKCTY, OBaj paj HamjepaBa Jia UCTPaKU H3II0KE-
HOCT €BPOIICKUX JpKaBa TPEHYTHOM 3aTBapamy, pu 4yemy je GoKyc moceOHo Ha
MpoIjeHn PUCKATHUX yTUIlaja 3aTBapama. [TaBHO HCTPaKMBAYKO MUTAE jeCcTe
Jla JIF TIOCTOj€ pasiHKe y nmorieny puckaiHuxX GyHKIHja Biajae u3Melhy Mambux u
Behux npxasa. OBoO ce pjemiaBa Kpo3 MeljyHapoIHO KOMIIapaTUBHO UCTPaKUBA-
€, 3aCHOBAHO Ha rojanuma 3a 44 eBpoICKe 3eMJbe; U MOCEOHO MPOI]jeHhYjeMO
Kako ce (uCKalHe aKTUBHOCTH BIIAJIC PA3NHKYjy n3Mehy Mambux u Behux apxa-
Ba. Pegynraru ctyauje cyrepuiny Ha TO Aa edekaTr BeITUUMHE ApKaBe HE yTHUE
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Ha MOTPOIIY BIIAJIC, ajli je BaKaH 3a BapujaOWIIHYy BEJTMYMHY pacxoia TpaH-
chepa. OBo HcTpakuBame Tpeda J1a JONPUHECE Pa3BOjy TUCIMILIHHE MaJIUX Ap-
JKaBHHX CTY/IM]ja, TOCEOHO MHUTAkY HUXOBE PAUBOCTH U MIPOMjeHa TII00ATHOT
EKOHOMCKOT OKpPYXKeHba.

Kiby4He peun:
mane oporcase, 61a0UHU U30AYU, 2I0OATUIAYU]A, GENUKO 3AMBAPAIbLE, eKOHOMCKA
parousocm.
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