The Domestic Politics of International Cooperation in the
Eurocrisis

Christina J. Schneider
Department of Political Science, University of Califorricggan Diego

Branislav L. Slantchev
Department of Political Science, University of Califorrigsan Diegd

June 13, 2014

Abstract How does the interaction between domestic politics andnatenal negotia-
tions in a highly institutionalized environment affect Bmone governments’ decisions to
agree to coordinated financial bailouts? We use a gamedti®onodel to analyze the
conditions under which EU governments are likely to providdlouts, delay bailouts, or
shift the burden of the bailout to other Eurozone countrigg. find that EU governments
that stand to receive the greatest benefits from financiatiessof crises face the greatest
obstacles to implementing coordinated financial bailoutenever these actions must take
place prior to domestic elections. We establish conditiamder which greater preference
heterogeneity of Eurozone members can increase coopetifinancial bailouts instead
of decreasing it.
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1 Introduction

International organizations increase the likelihood ttmintries cooperate towards a com-
mon goal despite domestic political obstacles. The Eumopgaon (EU) is an organization
that has induced its members to adjust domestic policieggteat extent. During the Eu-
ropean debt crisis, EU members faced serious economic ditidgdqoressure to provide
financial bailout packages to Greece, Ireland, Spain, antiffad. However, not only did
some Eurozone member states fail to contribute to the firseksbailout, but Germany’s
initial refusal to participate allowed the debt crisis taat@rate drastically, making the
subsequent rescue much costlier. The repeated refuséls German government to agree
to this bailout are particularly puzzling because the Gerg@vernment is among the most
pro-EU governments in the Union, and should have had strurentives to prevent a deep-
ening of the Eurozone crisis with its potential negativeeti on EU’s integration effort in
general. Given the clear and present danger that the dslst béd presented the Eurozone
members with, it is puzzling that even in the dense instihgl context of the Union inter-
national cooperation proved so difficult to achieve andtiaimain source of that difficulty
lay in the country that was (and still is) among the most keethe Union.

We develop a game-theoretic model to study how the intenadtetween domestic poli-
tics and international negotiations in a highly institu@tized environment affects govern-
ment decisions to agree to coordinated financial bailoutgmges. We assume that whereas
bailouts are costly to tax payers, voters would supporbhéslif the crisis is serious and the
bailout prevents its spillover to other countries. We alssume that citizens know whether
their government is more predisposed to act in a crisis thamtedian voter (we call such
governments “pro-EU”) or not (we call these “nationalist”Even though voters know if
their government has incentives to act because of its caomanits to the EU, they do not
know precisely what the extent of the crisis is. Since theegoment is better informed
about that, voters might suspect that it might act when toagat wish it to. Thisdlomestic
conflict over the desirability of a bailout interacts with arternational conflictover the
distribution of bailout costs among the member governments

We show that even though voters will generally find it quitBiclilt to discipline their
governments through the electoral mechanism, domestiticgotan have decisive influ-
ence on bailout negotiations. On one hand, if voters arecgritly convinced that the
crisis is serious and a bailout desirable, they will be uaablprevent pro-EU governments
from acting even in a mild crisis. In other words, even thotiggd government is known
to have incentives to act in circumstances where its votensldvwant it to do nothing,
the electoral mechanism will fail to restrain it. Suclinygperactiveequilibrium is a clear
instance of a “democratic deficit” in the EU.

On the other hand, if voters are sufficiently convinced thatdrisis is mild and a bailout
not merited, they will be unable to get pro-EU governmentadibeven in a serious crisis.
In other words, precisely because the government is knowrate incentives to act in

1. Itis important to note that these labels merely reflectthée all else equal, a particular government has
stronger incentives to act in a crisis than its median aitiZEhey are not meant as general characterizations
although a nationalist government would by definition bes lexlined to support policies that deepen EU
integration, and as a result would be less keen on partiogat a bailout than a government that is generally
more supportive of the EU.



circumstances where its voters would want it to do nothihgannot credibly reveal that
the circumstances are, in fact, such that the voters would ivto act. As a result, in such
ahypoactiveequilibrium, the electoral mechanism forces pro-EU gowents to allow the
crisis to deepen, saddling the voters with much higher esosts. Ironically, a coalition of
governments known to be supportive of the EU willlbsslikely to provide the bailout than
a more heterogeneous coalition that also includes somanadit governments. Thus, the
presence of governments that are less well-disposed taarBU in the coalition could
actually improve the prospects for European stabilizasind integration.

We also show that pro-EU governments may not only find themasedondemned to in-
action by domestic politics, but forced to bear the lion'srghof the bailout costs when
they do act. In such hurden-shiftingequilibrium, a pro-EU government cannot commit
not to act (even in a mild crisis), and the other members ottadition could use that to
evade the provision of their share of the bailout packagenkn the highly institutional-
ized EU context, where the shares are fixed by prior agreebes®d on the relative sizes
of the economies, this burden-shifting can occur when ttoalmembers either refuse to
participate outright or cooperate intermittently.

To illustrate the underlying mechanism and some of the ttaal findings, we provide
analytic narratives of two episodes from the Eurozone grisoth involving international
negotiations over Greek bailouts and domestic politics ern@ny. We show how the
parameter configurations in 2010 and 2013 map onto the htipeand hyperactive equi-
libria, respectively. The first equilibrium rationalizéwetotherwise puzzling behavior of the
German government when it allowed the debt crisis to deepeddmestic electoral rea-
sons, but then agreed to a (much costlier) bailout even thdoing so cost it the elections
in question. The second equilibrium counters a widespreatheation for a seemingly
analogous delay in the provision of the third bailout, whiem agreement to act actually
helped the government’s electoral prospects by decreasimgport for the oppositiof.

The analysis offers several insights about governmentaiatens during the European
debt crisis, but also implications for international co@ti®n more generally. First, the
model can illuminate the supply-side dynamics of inteoral financial bailouts. Most of
the studies of financial rescues look at bailouts throughiriternational Monetary Fund
(IMF) or analyze the political-economic strategies andcomtes in crisis countries. In
contrast, we focus on the interaction between governmaatsprovide the bailout. Even
though the events of the Eurozone crisis show just how inapbithis aspect of financial
rescues can be, the scholarly literature has paid scantiatieo it*

Second, even though the electoral mechanism might be tok feeaitizens to incen-
tivize their government to act in accordance with their wsh— which might suggest an
extensive democratic deficit in the EU — it is not the case gfmernments do not take
elections seriously. In fact, the prospect of being puridshiethe polls might induce oth-

2. We also present an analytic narrative involving the bastafting equilibrium in Appendix C, where we
analyze the Slovak government’s refusal to participatdénfirst Greek bailout.

3. Thacker (1999); Dreher (2003); Dreher and Vaubel (208#%)ne (2004, 2008, 2011); Dreher and Jensen
(2007); Dreher, Sturm, and Vreeland (2009); Copelovitdil@, 2010a); Dreher and Walter (2010); Walter
(2013).

4. Bordo and Schwartz (1999); Frankel and Roubini (2001psty (2003); Broz (2005, 2012); Schneider
(2013).



erwise pro-EU governments to fail to cooperate with eackrodespite serious pressure to
do so.

Third, we find that heterogeneity in the composition of thembership of international
institutions can have a positive effect on the prospectmfernational cooperation because
the presence of diverse governments can enable credilamaftion transmission to the
voters. It is commonly accepted in the 10 literature thakedsity of preferences among
members of an 10 makes for “shallower” cooperattoliVhen scholars argue to the con-
trary, they point to heterogeneity increasing the oppdatigmfor issue linkages and coali-
tion formation® In contrast, we point to reasoning firmly rooted in domestiitigs and
suggest that in an environment plagued by informationanasgtries credible signaling by
governments can be crucial in securing their cooperatiomt@nnational issues by helping
them avoid adverse domestic reactions to such behavior.

2 The Model

Two countries,i € {1,2}, are involved in an economic crisis that potentially regsia
financial bailout to stop. The timing of the game is as folloW® governmentsj;;, observe
the severity of the crisis they are dealing with and sim@tarsly decide whether to provide
a bailout or not. If both act, the rescue packagensutilateral bailoutand if only one acts,
it is anunilateral bailout The median voter in each country observes these publiorecti
and the voters simultaneously decide whether to retainrtiegnibent. Voting is costless.
After the elections, the (possibly new) governments agaiid# whether to implement a
bailout, after which the game ends and payoffs are realized.

2.1 Economic environment

Without a bailout to stop it, a crisis can be eittmeild, in which case it inflicts on country
i economic damages worth > 0, or serious in which case it inflicts damages; 6; with
w; > 1. Citizens and governments are equally sensitive to ecandarhages. The gov-
ernments know the type of crisis they are dealing with butcitieens in both countries do
not: they believe that it is serious with probabilitye (0, 1) and mild with complementary
probability. This prior is common knowledde.

Whereas a mild crisis fizzles out even without a bailout, @ssrcrisis continues to
inflict cumulative damages until a bailout is provided. Ihatwords, If at least one of
the governments acts prior to the elections, then the axidlibe resolved regardless of its

5. Libecap (1989); Kanbur (1991); Moravcsik (1991); Hatk&992); Kahler (1992); Miles, Redmond, and
Schwok (1995); Cornes and Sandler (1996); Miles and Redr{ik®b6); Schulz and Kénig (2000); Koremenos,
Lipson, and Snidal (2001); Tsebelis and Yataganas (200@)jd(2007); Kénig and Junge (2009); Hertz and
Leuffen (2011); Schneider and Urpelainen (2014). Howesee, also special issue on “The European Union:
wider and deeper?” (Keleman, Menon, and Slapin 2014).

6. Martin (1994) and Golub (2007).

7. The common knowledge prior can be motivated by the fadtithaur globalized world information
travels quickly, so whatever information is publicly a@dile to the citizens in one democratic country cannot be
assumed not to be available to the citizens in another dextiocountry. A government’s private information,
on the other hand, is a different matter entirely, as it isegpossible for two governments to share information
that neither population is aware of.



type. If neither acts, then the mild crisis will resolve Ifsdter the elections but the serious
crisis will deepen. In this case, the post-electoral ecaoaituation will fully reveal the
type of crisis: if it continues, it must be serious. As we kbak, since the preferences of
governments and voters are aligned in this case, a resckagemwill be provided at that
point.

The total financial cost of a bailout 8§ > 0. If the governments provide it together it
is shared according to the fixed rule under which each coyatygw; € (0, 1) of the total
cost, with) " o; = 1.8 If G; acts on its own, the country bears the costs of the entireutail
a; = 1. Whereas the citizens of countiypay bailout costs in fully; C, its government
could either be as sensitive to these costs as they are ades®ttings; € {1,§} denote
the type ofG; so that the government pays; C when it participates in a bailout, we call a
governmennationalistwhent; = 1 andpro-EU whent; = § € (0, 1). The government’s
type is common knowledge.

When it comes to the crisis and the bailout, the differensimity to the financial cost
of the bailout policy is the sole source of preference digaog between the government
and its citizens, and it is the source of th@mestic distributional confliaihose effects we
are going to examine. We now make this difference more pgecis

AssuMPTION1. Citizens in each country want the governments to intexvgrand only
if, the crisis is severe even when there is an agreement te i fiscal costs of a bailout
package®; < o;C < C < w;0;.

This assumption also implies that irrespective of the govemt’s type, both the govern-
ment and its citizens prefer to have an international clatisg agreement in place if that
government is going to implement a bailout. If they expeetdther government to imple-
ment the policy, then they have an incentive to shift thererturden to the other country
and reap only the benefits. This raises the specter of fda#ggrand creates dnternational
distributional conflictbetween the two governments, each of whom would like therdthe
implement for the bailout alone.

2.2 Political environment

Governments value being in power, which we represent byngdtlio their payoffs if they

are reelected and 0 if they are not. Citizens value that gwiernment behaves according
to their preferences. Since they are not informed aboutdhe® of the crisis, they can only
use the observable behavior of the governments to makeeivdes about the desirability
of that behavior. In particular, they can form posteriondfsl about the type of crisis, and
then ask whether their government’s action was appropoat®t. They can then reward
or punish the incumbent depending on this inferred behavibey use this retrospective
estimate to form expectations about possible future behaand then prospectively com-
pare these with expectations about what an untested alterggvernment will do if they

elect it instead. In other words, citizens use retrospediticengage in prospective votifg.

8. The fixed sharing rule is consistent with the EU framewarkere contributions are usually pegged by
formula to the relative sizes of the member economies.

9. Under our assumptions, the post-electoral behavior @B and nationalist governments will be the
same because everyone — citizens and all types of goverarake — wish to act in a serious crisis, and no
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There are four contingencies in which citizens of the twontdas can find themselves
when they vote (recall that since they have a common prioragaychew information that
might be revealed from the governmental actions is symmeétre posteriors would have
to be the same; this is why we only need specify four stateGefatorld)® Let s;; be
the citizens’ common belief that the crisis is severe whey thbserve an agreement for a
multilateral bailout; lets;o be the analogous belief when they observe a unilaterallailo
by G1; let sg; be the analogous belief when they observe a unilaterallidipG,; and let
soo be the analogous belief when they observe that the govetsragree not to take any
action.

If there is a multilateral agreement, then the actions oh lgaivernments would have
been appropriate from the citizens’ perspective if theixngas severe. Citizens credit
their governments in proportion with their belief that thesis was, in fact, severe. Since
s11 represents this belief, it is the value of that credit if thieglect them. If there is a
unilateral action by, then this action would have been appropriate if the crisis severe;
otherwise,G,’s lack of action would have been appropriate. Citizens inntry 1 credit
G with 519 if they reelect that government, whereas citizens in cguaticredit” G, with
1 — s19 if they reelect that government. Analogously, if there idateral action byG,,
then citizens crediG; with 1 — 591, and G, with so;. Finally, if there is no action, then
citizens in each country credit their government with sq0, their belief that the crisis was
mild, and so the lack of action was appropriate.

When citizens apportion credit (and blame), they compagi fosterior beliefs to what
they expect to get from the alternative government theydagelect,e; € (0,1). This
baseline expectation captures how contested the eledtiaruntryi are expected to be.
Very low values represent cases where the incumbent isddvorwin the elections whereas
very high values represent cases where the incumbent isroomged and unlikely to win.
Intermediate values represent competitive elections evheither has a clear advantage. As
we shall see, many interesting interactions occur when goternments are threatened at
the polls:

DEeFINITION 1. Governments aneintly vulnerableif, and only if,e; + e, > 1.

Occasionally, we shall refer 16; asvulnerablewheneveg; is high or, alternatively, when-
everl —e; is low.

2.3 Payoffs

Payoffs are realized at the end of the game, and are as follows

MULTILATERAL BAILOUT . The crisis is resolved regardless of type, no economicscost
are incurred, the fiscal costs are shared, and no furthemaistitaken after the elections.
The citizens in obtain a payoff ofsy; — «; C if they keep the incumbent anrgl — «; C if

action will be necessary if the crisis has been resolveds Time type of the candidate government is irrelevant
for the electoral decision.

10. Empirically, Keyser and Peress (2013) show that votiesgunish incumbent governments when the
economy only in their country contracts but are much lessdyliko do so when many economies contract. This
suggests that voters pay attention to international coltiect that their assessments of economic performance
are consistent across countries.



they replace it. The government in countrgetsl —¢;«; C if it is reelected, and-t; «; C if
not.

UNILATERAL BAILOUT BY Gy. The crisis is resolved regardless of type, ho economic
costs are incurred, the fiscal costs are borne entirely bgtopd, and no further action is
taken after the elections. The citizens in 1 get a payadfi gf C if they keep the incumbent
ande; — C if they replace it, whereas the citizens in 2 get a payoff ef sy if they keep
the incumbent and; if they replace it. The government in country 1 géts ¢, C ifitis
reelected, and-#; C if it is not. The government in country 2 getsf reelected, and if it
is not.

UNILATERAL BAILOUT BY G,. The crisis is resolved regardless of type, no economic
costs are incurred, the fiscal costs are borne entirely bytop@, and no further action is
taken after the elections. The citizens in 1 get a payoff-efg; if they keep the incumbent
ande; if they replace it, whereas the citizens in 2 get a payoff@ef— C if they keep the
incumbent and; — C if they replace it. The government in country 1 getsit is reelected,
ando if it is not. The government in country 2 gets- 7, C if reelected, and-#, C if it is
not.

No AcCTION. If the crisis is mild, it is resolvedd; economic costs are incurred, and no
fiscal costs are incurred. The citizens iabtain a payoff ofl — sg9 — 6;. The government
obtainsl — 0; if reelected and-¢; if it is not.

If the crisis is serious, it deepens, ang6f; economic costs are incurred. Since the
severity is now revealed and citizens always want suchsased upon, we assume that
whatever governments are in place an agreement on mutildieilout will be reached,
and the costs of such program will be distributed accordintpé existing fixed rule. The
citizens in countryi get a payoff ofl — sg9 — w;6; — o; C. The government in country
gets a payoff ofl — w;6; — t;a; C if reelected and-w; 0; — o; C otherwiset!

2.4 Preference constraints

We can now define the preferences of the governments moreglseso that elections
become meaningful in the model. Consider first the prefegnt a nationalist government
when the other is expected to act to solve the crisis. We wislssume that even nationalist
governments are not so extreme in their preferences thattbeld refuse to cooperate in
a cost-sharing multilateral bailout irrespective of ebeat consequences. In particular, if
they expect to stay in office after a multilateral bailout mgte office if they do nothing
while the other government acts, even a nationalist goventiwould prefer to cooperate
in a multilateral bailout.

ASSUMPTIONZ2. A nationalist government strictly prefers to cooperateaimultilateral
bailout if doing so ensures its reelection and if it expeot$ose office after a unilateral
bailout by the other government; C < 1.

Note that (A1) and (A2) together imply thét < 1 as well.

11. If reelected, the government will have to implement thiddoit once it is revealed that the crisis is severe.
If replaced, the government only incurs the economic costs the delay in acting on the crisis but since it is
out of office, it pays the same fiscal costs as the regulaecitiz



Turning now to pro-EU governments, we wish to assume thgtdhmore interventionist
than nationalist ones but that they still have electorakeoms. Thus, we assume that they
prefer to act unilaterally even in a mild crisis providedttdaing so does not affect their
electoral prospects. (By (Al), a nationalist governmerittyt prefers to allow the mild
crisis to continue rather than to intervene unilateraliggwever, they would not do so if
acting unilaterally would cost them the elections whileaihg the crisis to continue would
ensure their stay in office.

AssuMPTION3. All else equal, a pro-EU government strictly prefers tetimene unilat-
erally in a mild crisis rather than to allow it to continue,tlstrictly prefers to allow it to
continue if doing so ensures its reelection and if actindatially results in its removal
from office: 6C < 0; <1+ 6C.

Without loss of generality, we shall restrict attention lioele possible government con-
figurations: both pro-EU, both nationalist, a6d nationalist withG, pro-EU.

2.5 Equilibrium refinements

The solution concept is weak perfect Bayesian equilibriwmich only requires that strate-

gies are sequentially rational given beliefs and that fselee consistent with the strategies
and derived by Bayes rule whenever possible. These reqeiirsmo not put any mean-

ingful restrictions on admissible beliefs after eventd 8@ not supposed to occur when
equilibrium strategies are followed, which essentiallynpés any subsequent behavior to
be rationalized. Since expectations about actions afterbability events can be crucial

in supporting equilibrium behavior, we would like to enstinat these beliefs are at least
plausible. To this end, we shall require that the assesssa¢infies something analogous to
the Intuitive Criterion (Cho and Kreps 1987):

DEFINITION 2. An equilibrium isintuitive if (a) there exists no deviation that can profit
only the deviating player only when the crisis is of a pattcuype given that the citizens

infer that the crisis is of that type, and (b) for any deviattbat can unilaterally induce an

outcome with positive probability only when the crisis isabparticular type, the citizens

infer that the crisis is of that type.

To understand the first requirement, consider what assessht&ould eliminate. Sup-
pose we found an equilibrium where governments get re@ldotenot acting regardless of
the nature of the crisis because citizens treat any uraldbailout as evidence that the crisis
is mild, and so remove any government that acts unilater@ilyce unilateral bailouts occur
off the path of play, they are zero-probability events angd®arule cannot evaluate whether
the citizens’ beliefs make sense. But what if it was the chaeit (a) G; acted unilaterally
and citizens instead inferred that the crisis is serioussangtaineds,, and (b)G; could
only profit from such inference when the crisis is, in factj@mgs? (This would be the case
with a nationalist government.) It makes sense that in thgeaitizens should conclude
that the crisis is serious upon observing a unilateral baiby G: given the equilibrium
strategies of not acting, this outcome can only be induced fyyand the revised citizen
beliefs can only profiGG, if the crisis is serious. The original beliefs should be ideed
implausible, and so the equilibrium fails to be intuitive.
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To understand the second requirement, imagine first a oenarhich G, always acts
andG, never does irrespective of the nature of the crisis. Theooués, is off-the-path,
and neither player can induce it unilaterally. In this céise second requirement has no bite.
Consider now the same strategies except@hanixes when the crisis is mild. Nowg; can
be induced unilaterally with positive probability only 6 by deviating to acting when the
crisis is mild. The second requirement then imposes thedgnt®sy; = 0. Finally, suppose
that G; also mixes when the crisis is serious. Ngyy can be induced unilaterally b,
regardless of the nature of the crisis, and as a result tlomdeequirement has no bite.

Weak perfect Bayesian equilibria are merely a subset of Nagiiibria, and as such
define rationality in strictly individualist manner: theuwliprium requirements eliminate
strategy profiles vulnerable to unilateral deviations.haligh this definition of rationality
might be appropriate when it comes to the citizens in the tagntries who cannot be
expected to coordinate in order to deviate together, isis prsuasive when it comes to the
two governments. Since governments can meet in private chield conceivably conspire
to hide information from their citizens. In the model, oftis only have the actions they
can observe to go on when making inferences. But what if gouents collude to take
advantage of this? We shall require that the equilibriummtb@iine to such collusion:

DerINITION 3. An equilibrium iscollusion-proofif there exists no group deviation by the
governments such that (a) the payoffs from the deviatioetBadominate the equilibrium
payoffs, and (b) no government can benefit from deviatingftbe collusive agreement.

To understand this collective definition of rationalityppose we found an equilibrium
where citizens retain both pro-EU governments after a tatdtial bailout or after inaction,
and remove them after a unilateral bailout. Given thesemstineither pro-EU government
will be tempted by a unilateral bailout in a mild crisis, whiis the only possible individual
deviation in that case. But what if the two governments ctadllito deviate together? If
they do so, their observable behavior will produce a mudit bailout, in which case both
will be reelected as well. But then the payoffs from the groepiation Pareto-dominate
the equilibrium payoffs:1 — §o;C > 1 — 0; & Sa; C < 6;, which obtains because
sa;C < 6C < 0;, where the second inequality holds by (A3). Moreover, théusive
agreement itself is credible because neither governmenahancentive to deviate from
that: doing so would result in a unilateral bailout by theestovernment, in which case
both governments will be removed from office. Thus, pro-EWegoments have a strict
credible incentive to deviate as a group, so the equilibrivoald not be collusion-proof.

3 The Citizen-preferred Equilibrium

Let o; be the probability with whichG; acts when the crisis is serious, apg be the
probability with whichG; acts when the crisis is mild. Lef; (s4,4,) be the probability of
retainingG; when the game has reached informationsget, , wherea; € {0, 1} denoting
whetherG; has acted or not.

The payoff structure of the model allows us to reduce elattexpectations to direct
comparisons of retrospective beliefs and candidate potspéemma A in Appendix A
shows that the equilibrium probability of reelection is mple function of these beliefs.



We now exhibit an equilibrium in which governments agree toudtilateral bailout only
when the crisis is serious and do nothing if it is mild. Thighie behavior citizens want, so
we shall call this thecitizen-preferred equilibriunfCPE). We shall go through part of the
proof of this equilibrium here because it highlights all theues caused by the two types of
conflict we embedded in the model and because they ariseothalt equilibria as well.

PropPosITION1. The following constitute the essentially uniquigizen-preferred equilib-
D12
rium:

e Each government acts when the crisis is serious and doeschetlen the crisis is
mild;

e When citizens in each country observe a multilateral bajlthey infer that the crisis
is serious and retain both governments. When they obseaatiom, they infer that
the crisis is mild and retain both governments as well.

e When citizens in each country observe a unilateral bailout,

— if the dyad is nationalist, citizens infer that the crisisirious, retain the gov-
ernment that acts and remove the one that does not;

— if the dyad is pro-EU or mixed, citizens remain uncertain @bthve nature of
the crisis with some;y € [1 — e, e1] and someg; € [1 — e1, e2], and remove
both governments.

This equilibrium can always be supported in a nationalisadlybut can be supported in
pro-EU or mixed dyads only when governments are jointly endble electorally. It is
intuitive in all dyads but collusion-proof only in nationstl and mixed dyads. 0

The proof in Appendix A establishes the claims for naticstadind mixed dyads. Here,
we shall walk through the result for a pro-EU dyad. Even thopgo-EU governments
have stronger incentives to act than nationalist onesntieenational distributional conflict
among them will prevent them from engaging in a multilatér@lout without some addi-
tional electoral incentives. We shall use the strongest@ilal threat for failing to act when
the other doesp1(so1) = p2(s10) = 0, even though somewhat weaker threats can work as
well. As we shall see shortly, citizens cannot safely intfert the crisis is serious when they
observe a unilateral bailout. This means that they would h@eemove the incumbent that
fails to act despite being uncertain about the extent of tiséssc They would do so here as
long assg; > 1 — e; andsyg > 1 — e,, or whenG,, is vulnerable electorally.

Pro-EU governments must also be prevented from being to@giree. Since neither
government is supposed to act when the crisis is mild, eaotv&ithat inaction means that
the crisis will continue if it does not act. Since they getleeted for doing nothing in this
case, (A3) implies that if they were to also get reelectedhfing unilaterally, they would
strictly prefer to act. This can be seen easily be rewritheymild crisis condition foiG,
from (1) asl +38C > pj(s10)+ 61 and noting that it must fail ip (s10) is too high because
8C < #;. The strongest disincentive is provided by a threat to rexamy government that

12. Because of the latitude in specifying off-the-pathdfslithere is a continuum of equilibria of this type,
but they are all substantively the same and they induce the gaobability distribution over outcomes.
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acts unilaterally with certaintyp,(s19) = p2(so1) = 0. This strategy will be optimal as
long ass1g < e1 andsg; < e;; thatis,G; must be vulnerable electorally as well.

Although it sounds straightforward, the requirement thgbaernment that acts unilat-
erally is removed can be tricky to satisfy simultaneouslthwihe requirement that a gov-
ernment that does not act when the other does is removed hsT is because when
they observe an (unexpected) unilateral bailout, citiz‘m$ ot know which government
did what it was not supposed to do and so cannot infer whatdahee of the crisis might
be. For example, a unilateral bailout By can happen either because the crisis is serious
but G, failed to cooperate, or because the crisis is mild®@utcted anyway. If they knew
which government deviated, citizens could tailor theiriphment accordingly. In the first
instance, citizens would infer that the crisis is serious$ pumishG,. In the second instance,
they would infer that the crisis is mild and puniéh. To provide appropriate disincentives
to pro-EU governments, citizens must remove both of theer aftunilateral bailout. But
in our example G is removed under the presumption that the crisis is mild e&®s6,
is removed under the presumption that the crisis is seridhss, the citizens in country 1
must believe that the crisis is serious with sufficientlyrhpgobability simultaneously with
the citizens in country 2 who must believe that it is mild wéilfficiently high probability.
Since their posterior beliefs about the crisis are the saitizens in both countries must
remain at least somewhat uncertain about the nature of ibis.cPutting the two belief
requirements together establishes the necessary dedreesentainty:sg; € [1 — e, €3]
andsio € [1 — ez, e1]. Clearly, no such beliefs can exist unless governmentsoangyj
vulnerable.

To understand the necessity of joint vulnerability, coasithe citizens problem of simul-
taneously having to think that the crisis could be mild arat ihcould be serious. They
can act appropriately only when there is sufficient unresbluncertainty. How uncertain
they must be to have the required incentive to remove thenibemt depends, of course, on
how serious the other candidate for office is. The more difwathat candidate (the more
vulnerable the incumbent), the more certain citizens cahdtethe incumbent did the right
thing and yet be willing to remove it. Thus the electoral \anbbility of the incumbent
enlarges the region of uncertainty that can sustain theecitstrategy, making it possible
to maintain the citizen-preferred equilibrium. Conveysehen the domestic alternative is
unpalatable, citizens would need to be quite certain of grooing before they remove the
incumbent. But the more certain they are of the wrong-dofrane of the governments, the
more certain they have to be of the right-doing of the othdrictv decreases the incentive
to punish the other government. Thus, lower electoral vralpitity of the incumbent makes
it harder (or impossible) to sustain the citizen-preferegdilibrium.

Are beliefs that make the two governments jointly vulnegadliso intuitive? As before,
the second requirement has no bite, so we only analyze the@ohsider an unexpected
unilateral bailout by, sayG,. This outcome can be induced either Gy deviating in a
mild crisis orG, deviating in a serious one. Observe now that in either chsajdviating
government can only profit if citizens infer that the othee @responsible for the deviation.
That is, whenG; acts in a mild crisis, it can only profit from doing so if it getelected
after its unilateral bailout, which requires that voterfeirthat the crisis is serious (and so
G, has deviated). Conversely, whén fails to act in a serious crisis, it can only profit from
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doing so if it gets reelected with sufficiently high probélikfter G,’s unilateral bailout,
which can only happen if the voters infer that the crisis itdnfénd soG, has deviated).
Not surprisingly, these requirements cannot be satisfiedus® whenever a government
induces a deviation it can only profit if citizens infer thiahas not done so. For example,
for G¢’s deviation to be profitables; o > e; is required so that it gets reelected. But since
the beliefs make the governments jointly vulnerable, timiplies thats;o > 1 — e,, S0G»

has to be removed. But th&, has no incentive to deviate in a serious crisis, which means
that the only plausible inference after a unilateral bdiloy G, is that the crisis is mild,
which cannot make the deviation profitable. A similar argoimestablishes the case for
G»'s deviation, so the equilibrium is intuitive in a pro-EU dka

Finally, we need to ask whether the equilibrium is vulnegatol collusion. The obvious
possible candidate is an agreement to deviate jointly toltlataral bailout when the crisis
is serious. Since going so would result in reelection of lgmernments, the payoffs from
the group deviation Pareto-dominate the equilibrium pydf — 6o; C > 1 — 6;, which
obtains by (A3). Moreover, since deviating from the colasagreement results in the
removal of both governments, the agreement is credible’da; C > 0, which obtains by
(A3) as well. The equilibrium is not collusion-proof.

Thus, if the dyad is pro-EU, the equilibrium exists only ietgovernments are jointly
vulnerable and while it is intuitive, it is not collusiongmf.

We conclude that Proposition 1 establishes somewhat disppuots for disciplining gov-
ernments through electoral sanctions. Pro-EU governneamisot be prevented from col-
luding to provide bailouts even in mild crises. Governmaevite heterogeneous preferences
can be induced to act in accordance with citizen preferebigesnly if they are jointly vul-
nerable electorally. It is only nationalist governmentst ttan be relied upon to do what the
citizens want them to irrespective of the electoral vulbéitg and despite the possibility
for collusive agreements.

4 Analysis: Three Generic Possibilities

This game has many equilibria where governments do not lkeehawvay voters want them
to. It turns out, however, that, generally speaking, thesetake one of four forms, and
two of these are similar enough to be grouped together. Rgutite equilibrium could
involve (i) governments providing bilateral bailouts redjass of the nature of the crisis;
(ii) governments failing to act regardless of the naturehefdrisis; one government always
acting regardless of the nature of the crisis, and the otbeergment either (iii) never
acting, or (iv) acting only some of the time.

4.1 Bailouts even in mild crises

We first investigate the possibility that governments do timach; namely, that they act
not only when the crisis is serious — as their citizens wighnthto — but also when the
crisis is mild. The central result here is that electoragintézes could drive even nationalist
governments to such hyperactive engagement but that the ebectorally vulnerable the
incumbent gets, the smaller the chances of such policyré&dre.
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LeEmMA 1. If both governments act when the crisis is serious, then W eguilibrium
either (1) neither government acts when the crisis is mild2)rboth do, in which case
s > 5 = max(ey, ez) Is required. 0

This lemma implies that we should restrict our attentionato types of equilibria when
both governments act in a serious crisis. We have alreadytheeone where they do not
act when the crisis is mild — the citizen-preferred equilibr from Proposition 1. The
other involves policy failure because governments alwaysegardless of the nature of the
crisis.

PrRoOPOSITIONZ2. The following assessments constitutbygeractive equilibriurronly if
s>

e Each government acts regardless of the nature of the crisis.

e The citizens in each country reelect the incumbent whendhsgrve a multilateral
bailout. When they observe any other outcome, they infertkteacrisis is serious,
reelect any government that acts, and replace any governthandoes not.

This equilibrium is collusion-proof and intuitive. o

Not surprisingly, when citizens are quite certain that thisi€ is serious, they are going
to reward action and punish inaction even if they are stilure about the precise nature of
the crisis. Pro-EU governments obviously benefit from tldsduse they get to have their
cake (the bailout) and eat it too (get reelected) even thélugy are, in fact, acting against
the wishes of the citizens when the crisis is mild. The eletthreat forces even nationalist
governments to fall in line and participate in bailouts theither they nor, ironically, their
citizens actually want.

Citizens are, of course, quite aware that they might be pitating the very behavior they
are trying to prevent and they are only willing to do so if tHmfieve that the probability
of such a mistake is low. This is why a necessary conditiontfite equilibrium is for
them to think that it is very likely that the crisis is serioaisd requires actions (is high
enough). With such a belief they are willing to reelect tlggvernment even though there
is a chance that it has acted contrary to their wishes. Whemtlumbent is more vulnerable
electorally, their tolerance for such a mistake becomegtdbecause the replacement they
can elect is more attractive), which pushes the requirdthlimieliefs further up. In other
words, electoral vulnerability shrinks the range of pritirat can support this equilibrium
and reduce the chances of policy failure.

4.2 No bailouts even in serious crises

We now investigate the possibility that governments do tile;l namely, that they fail to
act not only when the crisis is mild — as their citizens wamnthto — but also when the
crisis is serious. This is a particularly egregious typeaifqy failure because it saddles the
citizens with a deepening crisis that they will eventualyé to pay to resolve. The central
result for inactivity here parallels the case of hyperdistivelectoral concerns could keep
even pro-EU governments from acting when the crisis is aerfmt the more vulnerable
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the incumbent, the less likely such policy failure becomas.before, looming elections
are a double-edged sword: their presence alters the imesrdf the governments, but their
particular circumstances can alleviate some of the patyafkthese incentives.

LEMMA 2. If both governments do not act when the crisis is mild, theamy equilibrium
either (1) they both act when the crisis is serious or (2)maitdoes, in which case

- 1+4(1—a;)C
= o

are required. 0

s<s=min(l —e;,1 —ep;) and w;

= W;.

This lemma implies that we should restrict attention to tymes of equilibria when both
governments do not act in a mild crisis. We have already dezorie where they act when
the crisis is serious — the citizen-preferred equilibriurani Proposition 1. The other
involves massive policy failure because the governmentsotl@ct even in a serious crisis.

ProrPosITION3. The following assessments constitutéygoactive equilibriumonly if
s <sandw; <wj:

e Each government does not act regardless of the nature ofribis.c

e The citizens in each country reelect the incumbent whendabsgrve inaction. When
they observe any other outcome, they infer that the crisislis, reelect any govern-
ment that does not act, and replace any government that does.

The equilibrium is collusion-proof, but it is intuitive gnfor pro-EU dyads. 0

This result should be jarring for it states that while pro-B{hds can experience this
type of policy failure, dyads where at least one of the govemnts is nationalist cannot. To
put it differently, it is only when both governments are [ifo-— and thus very interested
in providing a bailout regardless of the nature of the crisighat a serious crisis might
remain unattended with both governments remaining passivelectoral reasons. Ironi-
cally, this sort of massive policy failure that will saddhlethapless voters with the costs of
a rescue from a wider and deeper crisis cannot occur wheasttdee of the governments
is nationalist.

How do we explain this puzzling behavior? The answer lieh@gunderlying incentives
of pro-EU and nationalist governments. As long as it is rel@édrfor inaction, a nationalist
government does not have an incentive to act when the isnld even if doing so would
also result in reelection. When voters observe such a gmeamrhacting unexpectedly, they
can safely infer that the crisis is serious, in which casg tam also reelect it for doing the
right thing, which, in turn, rationalizes its unexpectedidgéon. Unlike the nationalist gov-
ernment, a pro-EU government cannot credibly signal thettlsis is serious in this way.
If it expects to be rewarded for deviating, it will have intiga to do so even if the crisis is
mild, which means that when voters observe such a governanting unexpectedly, they
cannot safely infer that the crisis is serious, so they vatlnreelect the government. This, in
turn, prevents the pro-EU government from acting even irri@s crisis. In other words,
since the pro-EU government cannot credibly signal whahavwks, the citizens cannot be
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induced to remove the electoral threat that is preventieggtivernment from acting. Pro-
EU governments are prisoners of voter expectations: bedhey are known to want to do
too much, they are condemned to do too little.

Let us now consider the two necessary conditions for thidiegum. First, and analo-
gous to the case of hyperactivity, hypoactivity is the copeace of electoral rewards and
expected punishments. Citizens must be willing to reeleeiicumbent for doing nothing
even though there is a positive probability that this mightabmistake and they know it.
This probability must be sufficiently low (i.e., the citizemust be relatively sure that the
crisis is mild). The more vulnerable the incumbent govemnisie— the lowes — the more
certain citizens have to be before they dole out a rewarchfmtion.

Second, observe that this equilibrium requires that the@wic costs of a serious crisis
not be too severe. Even though inactivity is rewarded andlataral bailout is punished,
a pro-EU government would still act when the crisis is sesiduhe economic costs of
the crisis are too high. Since it does not fully internalize financial costs of the bailout,
such a government will find that the overall losses from daiathing are so high that
they outweigh the electoral costs from preventing the wuorggof the crisis. If a pro-EU
government is confronted with a very costly crisis, thentigoactive equilibrium will fall
apart: this government will act unilaterally knowing fulkelthat doing so is going to cost
it the elections while refraining from action will keep it power.

Finally, it is worth asking why this equilibrium is not sugtile to pro-EU governments
colluding to provide a bailout even when they know that thgigis serious. It is not really
the threat to punish them both if they engage in a multilhteagout that is preventing
collusion. (The proof of Proposition 3 shows that even whg(sgo) = 0 there exist
intermediate costs of a serious crisis that would make thesitee agreement profitable.) It
is the lack of incentives to abide by the collusive agreentiesitis destroying its viability.
In this equilibrium voters always reward the inaction ofittmevn government regardless of
what the other government does. This means that if govertmagmee to act in a serious
crisis, each of them can do better by breaking their promigedning nothing: whoever
does this will both get reelected and saddle its erstwhieartspirator with the full cost of
a bailout. The collusive agreement cannot be sustainedpiamBU governments will end
up doing nothing.

4.3 Burden-Shifting

We now consider the possibility that one government act$evthe other either acts some
of the time or never does. We shall establish the equilibrianthe case when only one
of the governments acts in a serious crisis. The charaatimiv of the equilibrium when
the other government sometimes joins it in a bilateral lodils involved and we relegate
it to Appendix B (it adds nothing of substantive importanoe the cases we are going to
discuss).

Consider, then, a situation in which one of the governmeaoé&s ahot act when the crisis
is serious. Lemma E tells us that when this happens, the giihearnment must either
fail to act as well — which we have already analyzed in Prajmsi3 — or must act with
certainty, which is the case we now turn to. The following fieanestablishes, roughly, that
if one of the governments carries the entire bailout burdea $erious crisis, then it must
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also carry the entire bailout burden in a mild crisis. Mot shows that such complete
shifting of the burden to one of the governments is only gamdssivhen that government is
pro-EU.

LEMMA 3. If o; = 1 ando_; = 0, any intuitive and collusion-proof equilibrium requires
thatu; = 1 andu—; = 0, and it can exist only if;; is pro-EU, and ifw; < w; whenever
s <e;. m|

This immediately suggests, perhaps not surprisingly, phetEU governments can be
saddled with the entire burden of a bailout irrespectivehef ¢risis type. The following
proposition establishes the expectations that are rafjtoresuch an equilibrium.

PrRoPOSITION4. The following assessments constitute a generically urggliesion-proof
burden-shifting equilibriunonly whenG; is pro-EU: G; acts regardless of the nature of the
crisis, G_; never does, and

e 5 < min(e;, 1 — e—_;): on the path, onhG; is removed; off the pathj; is removed
when neither acts;

e ¢; <5 < l—e_; (nojoint vulnerability): on the path, both governments sained;

e 1 —e_; < s < ¢ (joint vulnerability): on the path, both governments aren@ved,
off the pathG; is removed when neither acts a6d ; is removed whenever it acts;

e s > max(e;, 1 — e_;): on the path, onlyG; is retained; off the pathG_; is re-
moved after a bilateral bailout, and at least one of the gaveents is removed after
a unilateral bailout byG_;.

The equilibrium is intuitive whern > ¢;, and intuitive when < ¢; only if w; < w;. O

Proposition 4 shows that the bailout burden can be shiftécegnon one of the govern-
ments, but only if it is pro-EU. The important implicationttsat a nationalist government
cannot be induced to carry a disproportionate share of theubaegardless of what type
the other government is; not even in a serious crisis.

In the following sections, we use the two of forms the equilliln can take (i.e. the hy-
peractive and hypoactive equilibrium) to provide an analgarrative of two key episodes
from the Eurozone financial crisis. Because of space canttrave focus on these two
equilibria. Appendix C presents an additional analyticatrative of the burden-shifting
equilibrium.

5 Merkel's Volte-face, Spring 2010

The problems with Greece began in earnest shortly aftemtaye slections, which brought
to power a new Socialist government in 2009. The prime neni§&eorge Papandreou
revealed that the previous governments had seriously miageal the economy saddling
the country with a crushing debt of 129.7% of GDP and a mask¥ieit of 12.7% of GDP

(later revised to 15.6%, up from the 3.7% originally claimedhe debt was more than
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twice the size Eurozone members were allowed to incur, amdbticiget deficit was more
than four times the agreed limits.

The markets reacted immediately. Rating agencies begangitading the Greek debt,
and by the early spring of 2010, the government was being @hiuof the international
financial markets. Papandreou implemented a series ofraysteeasures, but these pro-
voked civil unrest without stemming the economic slide.dgjan to look like Greece would
not be able to manage by itself. Rumors about a potentiabaggat on a bailout for Greece
spread through the Eurozone despite the clear “no bailausel’ in Article 125 of the EU
Treaties® Any impetus for a concerted international action, howef@mdered on Ger-
many'’s stiff, if unexpected, opposition. Starting with thebruary 11 EU special summit
and continuing to late April, the German chancellor, Angerkgl, insisted that the Greeks
must solve their own problems. In a characteristic staténsée denied the possibility of a
default:

[T]here is no looming insolvency. (...) | don't believe tHateece has acute
financial needs from the European Community and that’s wiseGtreek prime
minister keeps telling m&

Amid mounting evidence of a deepening crisis that was tereag) to spread to the Eu-
rozone and despite the chorus of governments clamoringrfiorddiate action with Greeks
themselves asking for assistance, Merkel not only pedsiateer opposition to a bailout for
Greece, but even hinted that countries in continuing \imtaof the Stability and Growth
Pact (read: Greece) could be expelled from the EuroZeihevas only after the sudden
downgrading of Greek bonds to junk status on April 27 thatkdeagreed to act but only
if the meeting was set for May 10. The downgrading of Spanisht @n the following
day forced an earlier decision: the Eurozone members andfheeached a&€110 billion
bailout agreement on May*.

How are we to understand the behavior of the German goverrmiterkel’s actions
are particularly puzzling because she had been, and cextittube, strongly pro-EU and
because from such a perspective it must have been clear phNtat the crisis was likely
to be very serious and that Germany would be the linchpin fgr @ncerted action to
resolve it. The delay not only made the crisis appreciablyse/obut drastically increased
the funds that had to be committed to its resolution. If héaylevas motivated by domestic
political considerations, why did she reverse course wihendsd, and why did she fail to
persuade voters that this had been the right decision? &r etbrds, how can we explain
the behavior that, in the words of former foreign ministesclika Fischer, made such a
“complete mess” of the crisis that he could “not think of aation since 1949 that [had]
been handled so badly*?

13. The Guardian February 10, 2010. “The euro’s darkest hour. Europearelsaghther in Brussels amid
rumors that struggling Greece will be bailed out.”

14. The GuardianMarch 21, 2014. “Angela Merkel: EU summit should not dischailout for Greece.”

15. Reuters April 30, 2010. “Greece bailout will prevent spillover: B Barroso.”

16. BBC News May 2, 2010. “Huge Greece bail-out deal agreed.” The Eureaznembers would provide
€80 at 5% interest, and the IMF the remaini&g0 billion at 3%.

17. The IndependentMay 23, 2010. “Euro crisis is melting support for ‘Iron’ Meal.”
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5.1 Selection of the Hypoactive Equilibrium

The first step in applying the model is to select among itsreg¢egjuilibria on the basis of
the parameters necessary for their existence. From thagapbint of the German govern-
ment, the situation between January 11 (when Eurostataiffiqjuestioned the Greek debt
and deficit figures) and April 27 (when S&P downgraded GreakRortuguese bonds) is
consistent with parameter values that map onto the hypeaetjuilibrium. Recall that this
equilibrium requires (1) a pro-EU dyad, (2) citizens balepthat the crisis does not require
a bailout, and (3) costs of a serious crisis not being exoessi

First, both the CDU and Angela Merkel were regarded as proi&fact, in party mani-
festos and expert evaluations, German governments terairte out as more pro-EU than
other EU governments in general Warntjen, Hix, and CromBégg). Merkel in particu-
lar had earned the nickname “Mrs. Europe” for her exceptibaadling of the previously
gridlocked negotiations for the 2007-13 financial framdw@chneider 2013, 2014). She
was able to persuade the UK to accept a reduction of its budbate, and was considered
vital to the success of EU negotiations on a number of isdt¥h. respect to their attitudes
toward the EU, German governments hew very closely to the-fiendly elite opinion,
but even among the general populace, attitudes toward thar&lduite positive. Finally,
given the express concerns of the other Eurozone membertheindeady willingness to
participate in a common bailout early on, we can regard thepre-EU.

Second, German voters did not believe that the Greek criagsserious enough to af-
fect their own well-being. Two-third of Germans opposed@reek bailout, particularly in
light of domestic austerity measures that were necessamg&b fiscal consolidation targets
in Germany.In Nordrhein-Westfalen (NRW), which had became of the most indebted
states in Germany, public opposition to the Greek bailmgdred at even 90 percelft.
The negative public opinion was further fueled by the Germaalia, which portrayed the
Greeks as tax dodging individuals who pursued early reer@mGermans who had long
accepted stagnant wages and shrinking pensions in ordeake the German economy
more competitive globally were very reluctant to providgpayer money to bail out the
Greek economy which was rampant with corruption, and overpiil servants® Most
Germans also did not see the Greek crisis as a very impontabliepn for Germany during
this time. They were much more concerned about unemployraedtabout equally con-
cerned about education and retirement, compared to thecfalamisis (Forschungsgruppe
Wahlen: Politbarometer). By the end of 2009, only 14% of Garsbelieved that the eco-
nomic situation in the EU would worsen over the next twelventhe (30% expected that
the national economy would get worse over the next twelvethg)n In both cases, this
was a significant decrease from surveys in the spring of 288t (from Eurobarometers
71&72).

Third, the costs of continuing a serious crisis were not ssiwe. By March, the other
Eurozone members and the IMF had essentially reached arsusséhat the crisis was
serious, but within their initial bailout agreement fromrA@d.1 they estimated that only
about€45 billion in loans would be sufficient to rescue Greece. £1i8é billion IMF share

18. The Observer”May 9. 2009. “Disgruntled Germans go to polls with Merkekmfition under threat.”
19. New York TimesMay 4, 2010. “Merkel tries to sell Germans to Greece bailpdthe Guardian April
29, 2010. “Merkel's dilemma: Germans rage at picking upfoill‘pampered’ Greeks.”
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was comparable to its loans to Brazil 1999 and Mexico in 1894 the overall package
was akin to the bailout for Argentina in 2001. The expecteshemic costs were also not
expected to be grievous — the Greeks did not even requesttirateon of the emergency
loans under this agreement until April 23, and the credihgst on government bonds in
Greece itself but also in Portugal, Ireland, Italy, and Sjtie other PIIGS countries where
the crisis was most likely to spill into) remained at investiigrade levels until April 27-8.

Thus, with Eurozone governments pro-EU in general, but thetan government known
to be such in particular, with German voters believing that@reek crisis did not concern
them, and with the expectation that even a serious crisiddalmel contained and its costs
unlikely to be excessive, we should expect the hypoactivdlibfum to obtain.

5.2 Inaction even in a Serious Crisis

In the hypoactive equilibrium, the governments take nooacéven when the crisis is se-
rious. One possible explanation for Merkel's stubborn safuo act until May is that she
simply did not believe that the crisis was serious enougherdiis no equilibrium where
this can happen — the citizen-preferred one cannot be sestan pro-EU dyads — and
the evidence makes it difficult to believe that she could Hasen so singularly deluded
when other governments, the EU commission, and the IMF wieleaadly in agreement
that the Greeks would need a bailout. European leaders Wigekkel not to prolong the
bailout to Greece, but to act in solidarity with other mensbafrthe Eurozone. Italian For-
eign Minister, Franco Frattini, pointedly stated that theras a “moral duty to intervene as
soon as possible,” and Spanish Foreign Minister, Miguelehipratinos, argued that the
austerity measures that had already been implemented gc&should be met with trust
and solidarity by the Eurozone membé?s.

A more plausible interpretation is that Merkel was convihdeat the crisis was serious,
and getting worse, but that there was still plenty of timedb &he April 11 agreement to
set up the€45 billion fund for emergency loans should the Greeks refgoelp points to
such an interpretatioft:

The reason for inaction in this equilibrium is fear of elealopunishment should the
government engage in a bailout. When voters think that tisgsds not serious, they are
inclined to reward the incumbent if it fails to act despite thositive probability that this
might allow a serious crisis to fester: the risk is suffickgistmall to justify accepting it. By
the same token, however, voters are inclined to view anylipesiction as inappropriate and
remove the incumbent for engaging in it. Merkel's CDU facedional elections against
a strong opponent in the country’s most populous state, tRend-Westfalen, on May 9,
2010. These elections were very important to Merkel's gaivey coalition because a defeat
for the CDU in NRW would lead to loss of control in tiBaindesratwhich would produce a
divided government. This, in turn, would jeopardize thedmrernment'’s plans for a radical
overhaul of the tax and health systems, and an extensioreafiublear power program.
These plans were opposed by the Social Democratic Party)(S#ich was the major

20. Agence France PresseMarch 22, 2010. “EU ups pressure on Merkel to aid Greeégjence France
Presse March 22, 2010. “EU ups pressure on Merkel to aid Greece.”

21. Even after the rescue package loans were activated ari28pthe German foreign minister insisted that
these were not a “blank cheque” for Greece.
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opposition party in NRW at that poid€. Public opinion polls in NRW indicated a close
race between the SPD and the CDU, with a small advantage dagdterning CDU, but
opinion poll experts predicted that the bailout debateddalve a strong impact on voters’
choice?®

Given the economic indicators in Greece and other Southgiropdgan countries, Merkel
might have wanted to act earlier had it not been for the @estin NRW?* Instead, she
talked tough on Greek debt in an attempt to reassure Gerntarsvbat their own beliefs
about the crisis were correct and she agreed with them. dfarei thought that Merkel's
refusal to act was a transparent political ploy and that slemerely “hoping to stave off a
bailout decision that many believe is inevitable until afteters in NRW go to the polls?®
The leader of the Eurogroup, Jean-Claude Juncker, acchis€german government of

being excessively hesitant when it comes to Europe (... )ngiak domestic
political look at European issues first, instead of lookingl@amestic issues
with a European eye, definitely worries rffe.

German voters, however, begged to differ. In line with theildzyium predictions,
Merkel’s tough talk on Greece brought her political gainsnéstically. Figure 1(a) shows
that initial rumors of a bailout at the end of 2009 led to ddialj support for Merkel. How-
ever, after her staunch opposition to the Greek bailoutpetpncreased and stabilized in
March and April of 2010. Figure 1(b) reveals the same, evightyy stronger, pattern in
support for the CDU. This period also saw a stabilizatiorhaghare of voters that believed
that the CDU government had competently handled the ecoribigyre 1(c)).

Whatever Merkel happens to have believed about the sessasof the Greek crisis,
her opposition to a bailout was in tune with the wishes of tleen@n voters and this was
reflected in the opinion polls. If one agrees with our intetation of the evidence that
suggests that Merkel must have thought the crisis was sgrtbe conclusion is that the
charges of politically-motivated temporizing were on &rgShe was prepared to allow
the situation to deteriorate until after the elections inVMigave her the freedom to join
the other Eurozone members in the inevitable bailout. Hengit to postpone the bailout
discussion to May 10 (one day after the elections) even #itedrastic worsening of the
crisis with the April 27 downgrade of Greek bonds to junkissegtrongly suggests that her
delay was politically motivated.

The hypoactive equilibrium can rationalize Merkel's opifios to a bailout despite her
knowledge that the crisis was serious. However, accordirtge equilibrium, she should
have waited until after the elections to act. We are thusatidht a puzzle: if Merkel's strat-
egy was motivated by her expectation that acting would téswn electoral punishment,
then why did she agree to a bailout on May 2, barely a week bdf@ NRW elections?
Related to this, if her hand was forced by the seriousnedseafrisis, why was she unable
to persuade the voters that such action was necessary?envabhds, if Merkel was act-

22. The TimesMay 8, 2010. “Greece it like a rat's tail. It will come rounal hit us’’

23. RP Online, May 2010, “Griechenland entscheided die Wahl

24. New York TimesApril 28, 2010. “Merkel Tested as Escalating Greek Crisists Europe.”
25. Ibid.

26. Agence France PressApril 15, 2010. “Euro chief Juncker hits out at ‘hesitant’ @any.”
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Figure 1: Public opinion in Germany during the EurozoneisriDashed line indicates the
timing of the agreement on Greek bailo&ource:Forschungsgruppe Wahlen: Politbarom-
eter.

ing according to the optimal strategy in the hypoactive dapiliim, why did she suddenly
deviate to a bailout inducing, in effect, an out-of-equiliim outcome?

5.3 Triggering an Out-of-Equilibrium Outcome

To understand the abrupblte-faceof May 2 — when the Eurozone and the IMF agreed to
the €110 billion bailout — we need to recall that one of the necgssanditions for this
equilibrium is that the expected costs of a serious crisas ithallowed to deepen are not
excessive. When this condition is not met, then the govemimé@l have an incentive to
deviate in a serious crisis and agree to a bailout even ifgdeinwould cost it the elections
(i.e., the equilibrium would not exist). We argue that S&irexpected downgrading of the
Greek (and Portuguese) debt on April 27 and the downgraditigeaSpanish debt on the
following day, with their devastating implications for tlgirozone, were catalytic. They
revealed not only that the costs of the crisis would be sicgnifily worse than expected but
that the situation was deteriorating much more rapidly tuaticipated. The events of April
27-8 accelerated the crisis and made further delay tantatnioypermitting the Eurozone
go to ruin; i.e., to violating the “no excessive costs” cdiuai of the equilibrium.

By the end of April, the economic and financial situation ire€e had worsened so
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much that experts no longer thought that the bailout packageen if were to come —
would suffice to stem the crisis. Greece’s debt had reachedsa€300 billion, and its
borrowing costs were about 4% higher than they had been iruBgb2010%’ With such
prohibitive borrowing costs, it was unlikely that Greeceultbbe able to service th€8.2
billion that were about to mature on May #3.With the country headed toward almost
certain default and financial markets in turmoil, expertsdizted that a restructuring of
Greek sovereign debt was unavoida®lélhe yields on two-year Greek government bonds
had increased to over 13%: it was now safer to lend money tpdra/enezuela than to
Greece® In this heated atmosphere, S&P’s downgrade of Greek gowvarhdebt to junk
(BB + for long-term andB for short-term bonds) and Portugal’s to low investment grad
(A—, closing on the territory previously occupied by the Greehds) unleashed a veritable
panic3!

The borrowing costs for Ireland and Portugal climbed as eggd@ecame increasingly
convinced that a Greek default would trigger an avalanchéetdults in the other PIIGS
countries’® The Portuguese ten-year government bonds was now 2.2% #im@erman
benchmark and the Lisbon stock market shrank by 5.36%&P downgraded the Span-
ish long-term debt tod A on the 28th, and an Italian bond issue failed to garner egdect
support3

The crisis also threatened to engulf the entire Eurozonejusbits weakest members.
Sales of the euro accelerated, leading the common currenglunge to its lowest value
against the dollar in over a year and, since the yuan wasitigid¢ke dollar, against the
Chinese currency as weft. European stock markets plummeted as investors voiced fears
over the crisis and the risk of contagi®hThe Sunday Heralduccinctly summarized the
panic that the crisis will likely go global:

Greece’s economic problems are on the point of triggeringcamomic avalanche
that will engulf other eurozone countries with high borrogilevels (Spain,
Portugal, Italy and Ireland), roll relentlessly on throutjle eurozone and its
trading partners (notably Britain) and push the struggtitabal economy into
the second dip of the recession triggered by the collapseebiman Brothers

in 200837

27. The Guardian April 27, 2010. “Markets tremble while Merkel plays for taover Greek rescue deal.”;
The Sunday Time&/ay 2, 2010. “The fall of Greece may topple us all.”

28. Agence France Pressépril 25, 2010. “Pressure mounts for swift Greek bailout.”

29. The Guardian April 9, 2010. “EU can't afford to let Greece failBBC NewsApril 27, 2010. “The bitter
taste of a Greek bail-out.”

30. BBC. April 27, 2010. “The bitter taste of a Greek bail-out.”

31. New York TimesMay 4, 2010. “Germany approves bailout for GreecAgence France Pressé\pril
27, 2010. “Desperate Greece presses EU for quick debt réscue

32.BBC News May 2, 2010. “Huge Greece bail-out deal agree@lie Guardian May 8, 2010. “Debt
crisis: EU leaders announé&70bn plan to protect euro.Agence France Pressé\pril 25, 2010. “Pressure
mounts for swift Greek bailout.”

33. Agence France Pressépril 26, 2010. “Greece warns speculators as it races fiboudd’

34. Agence France Pressépril 27, 2010. “Desperate Greece presses EU for quick duiue.”

35. Reuters April 30, 2010. “Greece bailout will block spillover — EUBarroso.”

36. Agence France Pressépril 27, 2010. “Desperate Greece presses EU for quick deiue.”

37. The Sunday HeraldApril 30, 2010. “Debt crisis in Greece is a warning to us’all.
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The extent of this panic can be seen in the April 28 statemgii® President Barroso,
in which he not only reassured markets that “Greece’s nedtlbevmet in time” without
any debt restructuring, but also fired a broadside at the et culprit that had triggered
the panic when he reminded everyone that the Commissionaiaghtly taken action to put
in place a regulatory framework on credit-rating agentiés.

As this official annoyance at S&P’s actions shows, the doatgrhad not been antic-
ipated by policy-makers, which explains why we should ngieet it to occur as part of
an equilibrium3® Moreover, the fallout from these downgrades was immediatesavere.
Not only did the expected costs of the bailout package neéaple to<110 billion, but the
potential costs of letting it fester had become incalc@abIWith Germany’s contribution
to a bailout also up threefold ©25 billion, Merkel confronted a painful choice. She could
stay the hardline course, delaying the now-inevitableobéilintil after May 9th, convincing
German taxpayers that she had their preferences at heduesming the CDU win the re-
gional elections in NRW. The cost would be continued and edigtable market volatility,
rising borrowing costs spreading to the Eurozone and plgsisiggering debt crises in the
PIIGS, a potential collapse of the euro, with whatever glabasequences that might have.
Or, she could bite the bullet and bring Germany into a baégueement. Doing so would at
least give the Eurozone members a fighting chance to seltlezcrisis. The cost would be
the displeasure of German taxpayers that would likely neshitself through CDU losses
in the crucial NRW elections. To her credit, Merkel sacrifi¢eer and her party’s domestic
position for the sake of Eurozone and international stgbili

The hypoactive equilibrium cannot be supported when thé @oa continuing serious
crisis is very high: in these cases the government wouldagie¥iom inaction in order to
stop the crisis even if doing so would certainly cause it &elthe elections while doing
nothing would have ensured reelection. The unexpected giasle caused the expected
costs to escalate too much and too fast, making preciselyadeviation preferable to the
hardline equilibrium strategy. In other words, by May 1k& equilibrium fell apart.

5.4 The Counter-factual Becomes Fact

The unexpected events of late April provide us with an irgigng glimpse into the work-
ings of our explanatory mechanism. By forcing Merkel “oféthath of play”, they made
observable what normally would have been a counter-factbalelections following a de-
viation. While we do have evidence that Merkel had reasomstoy about CDU'’s position
in NRW and that the vote was likely to be affected by her astion the Greek bailout, we
would not have had the evidence provided by actual electiotise wake of an unexpected
volte-faceto a bailout agreement.

In the hypoactive equilibrium, deviations from holding tiree lead to electoral defeat
as citizens punish the incumbent for what they consider apgropriate bailout. After
the bailout agreement became public on May 2, support fo€ibe government in NRW
declined from 39% to 37%, pointing to an electoral defeatttier governing coalition. In
early 2010, the coalition had consistently polled threenfzoahead of the opposition, and

38. European Commission Press Relea&pril 28, 2010. “Statement by President Barroso on Gréece.
39. New York TimesApril 28, 2010. “Merkel tested as escalating Greek crisighEuro.”
40. New York TimesApril 30, 2010. “Greece said to be close to deal on rescug’pla
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now it was trailing by two. Discontent was so deep that whenddleappeared at a rally near
Wuppertal, the police had to step in to contain protestswieaé about to turn into a ridt
The elections proved an unmitigated disaster for the CDUghvlost by 10 percentage
points, making this its worst electoral defeat in NRW eves.aresult, the government was
replaced with a coalition of SPD and Greens, first as a mygoternment, and then (after
additional gains), as majority in 2012. Moreover, after D won the post of Minister-
President in NRW in July, Merkel lost the majority in tBeindesratas well*?This made
it very difficult to pursue the domestic agenda intended bykdleand her CDU, and even
though they still could push some legislation with compressi after long negotiations, by
early 2013 the Greens and the Left had acquired 36 of the &% yvenough to block or
renegotiate any government bill without exceptfdiihus, the political ramification of the
NRW loss were not merely temporary setbacks; they provedstyyand persistent as the
gloomy forecasts had predicted. As Figure 1 shows, suppoilérkel would not recover
to the (uncharacteristically low) levels of the immediate-prisis months for two years,
and support for the CDU would take even longer.

One might be tempted to argue that the German voters punibee@DU for Merkel’s
dithering; that she was inconsistent — first opposing théobgibut then flip-flopping —
and that her Machiavellian tactics had worsened the cisiddling Germany with three
times the costs. For example, Jirgen Rutters, the Premiaistdi of NRW, blamed the
national government for its handling of the financial ctf$isSenior figures in the CDU
openly said that they had lost confidence in Merkel's abiiityead and called on her to
quit*® This, however, was not how the Germans voting in NRW inteégaté@. The evidence
shows that they had remained unconvinced about the seéssigii the crisis. Since they
did not consider a Greek bailout necessaryublée-faceof the ruling coalition formalized
in the May 7Bundestagote, which approved Germany&22.4 billion share, was seen as
wasting taxpayer money on foreigners when it was neededmehd\s Ingrid Lange, a
shop assistant from NRW, put it in a statement that desctiimegeneral interpretation,

First the state had to rescue the banks and now they havecter€seece when
our own economy is suffering. It's hard to make a decent gvaven with a
job. The government should spend our taxes where they'réetkee

5.5 The Inability to Signal Credibly

The electoral outcome, however, raises another questamntltie equilibrium reasoning
helps answer. When Merkel's hand was forced at the end ofl,Aphy could she not

persuade the German voters that the Greek crisis was semnousgh to warrant immediate
action? The hypoactive equilibrium is intuitive only in piEdJ dyads. Although the equi-
librium does exist when one or both of the governments anemeltst, such a government

41. The Sunday Time#May 9, 2010. “Merkel faces voter revolt over bailout.”

42. N-tv, May 2010, “Quittung flr die Bundesregierung. R@ts brutal zuriickgestutzt./Agence France
Presse.May 9, 2010. “Merkel loses state poll, upper house majdrity

43. Deutsche WelleFebruary 28, 2013. “Opposition to set up hew hurdles forkdir

44, The TimesMay 10, 2010. “Poll blow for Merkel amid anger over Greek batl”

45. Daily Telegraph May 11, 2010. “Calls for Merkel to quit over Greek bailoyThe TimesMay 12, 2010.
“Wounded Merkel's star fades amid acrimony and intrigue.”
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can credibly reveal the type of crisis and break out of thaigiitjacket that voters are sup-
posed to impose. Since governments are compelled not teecirea serious crisis by the
threat of removal if they do, citizens must infer that thesisris likely mild whenever they
observe someone acting. A nationalist government thatotxpe be reelected for inaction
has no incentive whatsoever to act in a mild crisis even wiwémgdso would keep it in of-
fice. Thus, when voters observe such a government suddardyuf@expectedly) springing
into action, they can only reasonably infer that the crisistibe serious. Since the voters
must then reelect the government for acting, a nationatigegment cannot be compelled
to do nothing in a serious crisis. Unfortunately, since Btd-governments do have a strong
incentive to act even in a mild crisis if doing so would getrtheeelected, citizens cannot
reasonably make the inferences necessary to reward theamtiog unexpectedly. In other
words, the equilibrium works because a pro-EU governmenhapersuade the citizens
that its actions are warranted by the seriousness of this.cfisus, the equilibrium predicts
that if the German government attempted to convince vokeisits suddervolte-facewas
required because the crisis was serious, we should exaftbrt to fail.

Merkel, in fact, tried very hard to persuade German voteaasttie bailout was absolutely
necessary to ensure the stability of the single Europeaermey and therefore of the Ger-
man econom§® After the Greek bailout became the most important topic edlectoral
campaign in NRW// Merkel went on a veritable media blitz with news conferenaed
interviews on the day the Eurozone members approved theubgibckage. Merkel made
15 personal appearances in NRW alone and spent the weele tibéoelection giving nu-
merous interviews on T¥8 She argued not only that helping the Greeks was essential to
secure the German economy but that the bailout was unliketpst the taxpayers much.
She went so far as to claim that Germany might actually makeeyon the bailout?
Jirgen Ratter put up a brave face by trying to sound confidkeritvoters would realize that
the Greek bailout was in their own best interest and wouldonoish the government for
agreeing to it° In the event, however, we would not have expected the Germtnsvto
buy the abrupt change of course, especially after havitenksl to Merkel repeatedly deny
the seriousness of the crisis for months prior to that. Antheg did not.

5.6 What was the alternative?

At the beginning of this section, we cited Joschka Fischém welivered the blunt and
unflattering verdict that Merkel had made a “complete mes#iecrisis. Itis worth asking,
however, what the alternative could have been. Since dejagfiter the credit downgrades

46. New York TimesMay 4, 2010. “Germany Approves Assistance for Greedaeitsche Presse Agentur
April 26, 2010. “Merkel faces voter backlash over Greece.”

47.Der Spiegel May 8, 2010. “Ruttgers kampft gegen Griechenland-Effel®P Online May 8, 2010.
“Griechenland entscheidet die Wahl.”

48. Agence France Press#lay 9, 2010. “German voters poised to punish Merkel pargr @reece.”

49. Agence France Presstlay 2, 2010. “Germany warns Greece to deliver on culéeiv York TimesMay
4, 2010. “Merkel tries to sell Germans to Greece bailout.

50. Bild. May 5, 2010. “Verhagelt Ihnen Griechenland die Wahl, Heiitt&s?” This bravado probably
would not have worked anyway since Premier Minister's oweddility was already in tatters over the “Rent-
a-Ritters” scandal and the allegations that his staff had befficking in private conversations with him for
donations 0f£6,000.Agence France Press¥lay 8, 2010. “Merkel party fears voter lashing over Gredde a
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seems to have been out of the question, the only plausibtenoataken must have been
acting sooner. With the priors of German voters stronglydizgainst the seriousness of
the crisis, this would have resulted in an electoral puneghinat least as bad as the one that
actually happened. In fact, without Merkel holding the linghe face of serious criticism
by other Eurozone members, the slide in public opinion petsid have continued. Itis
also arguable that had Merkel jumped on the bailout bandwagaly on, it would have
been even maore difficult for voters to believe that the actiad been warranted. The delay
deepened the crisis so much that even the massive bailoggiasufficient to stabilize the
Eurozone. Ironically, by allowing the consequences toaktreemselves, Merkel probably
made it possible for Germany to participate fully in the sdagent two bailouts. Thus, the
unfortunate downgrades and the panic they caused triggeeedrastic reversal that made
a mockery of the otherwise solid strategy Merkel had beeyinda To her credit, however,
when it became clear that further inaction would cause gnaven to the German economy,
Merkel abandoned the electorally-motivated strategy tthéaight thing despite knowing
full well that the voters would not see it that way.

6 Merkel's “Electoral Delay”, Summer 2013

The first bailout did not solve the financial crisis. A secomildut was provided to Greece
in July 2011, and after some up and downs, rumors about alihitdut surfaced in 2013.
In August, barely a month before the federal elections, firaninister Wolfgang Schauble
announced that a third package for Greece might be in thegoffinwhy had the German
government not been more forthcoming about a third bailadiez in 2013? Why had it
been silent until the German Central Bank’s statement &bitehand® And why did it
then agree to the bailout before the elections?

Some observers — the political opposition in particular pl@xed that this was merely
a repeat of the failed 2010 strategy; that Merkel was detpyfire bailout decision until
after the elections. Gerhard Schroder, former chancefidrmmember of the SPD, claimed
at rallies that Merkel had lied to the electorate earlier svebe had claimed that she had
not expected any more aid for Greede‘You cannot win the trust of the population if you
conceal and disguise the truth. You can only win the trushefdopulation if you speak out
clearly, and truthful.” Peer Steinbrick, front-runner fbe SPD opposition party, warned
Merkel not to present the German population with the bikathe election: “It is time that
Mrs. Merkel speaks the truth about the costs of the Greekna#*

Some media outlets also perceived differences in sengitviGerman domestic politics
in the other Eurozone members and the European Commissidreréas in 2010 these
other actors had made it impossible to conceal the baildwdtdeeven temporarily — in fact,

51. Der Spiegel August 20, 2013. “Schable hélt neues Griechenland-Pnugréir nétig.”; Agence France
Presse August 20, 2013. “Germany’s Schable says Greece will nem@ mid.”; The TimesAugust 21, 2013.
“The Greek cat’s out of the bag.”

52. Der Spiegel August 11, 2013. “Schuldenkrise in Europa: Bundesbanéme2014 mit neuem Hilfspaket
fur Griechen.”

53. Der Spiegel August 20, 2013. “Schroder macht Griechenland zum Wahtiftmama.”; The Times
August 14, 2013. “Merkel accused of lying over Greek bailout

54. Der Spiegel August 20, 2013. “Schroder wetter gegen “Ligen” bei deeGren-Rettung.”

26



they had even publicly tried to shame Merkel for delaying iadout until after the NRW

elections — they were now suspiciously quiescent even tifteneed for further action on
Greece and Portugal had become fairly obvious in July. “@oasy of silence” theories
alleged that the other EU members had learnt not to force #ven@n government into
action before important elections, and were now collalmgatvith it in delaying bailout

discussions until after the federal elections in Septerfiber

This sort of reasoning seems to suggest that the hypoacjiigbgium is in play again.
However, the parameter configuration in 2013 does not mapthetrequirements for this
equilibrium because (i) German voters were quite confideattthe crisis was very serious,
and (ii) the opposition was quite weak.

Ironically, it might haven been the first bailout debacle #mel subsequent inability to
end the crisis that had shifted the beliefs of the GermanrsoRy 2013, the German public
was firm in its conviction that the crisis was indeed extrgnsefrious for the country. Public
opinion polls conducted biyorschungsgruppe Wahleavealed that the Eurocrisis was seen
as the second most important problem in Germany, just belunmkstic unemployment and
ahead of the economic situation, education, and retirelmamefits.

Strong economic growth and very low unemployment had doutied to the high support
for the incumbent government. The boost came just as theoedcampaign began: GDP
grew by 0.7% in the second quarter of 2013, following a stagfiest quarter and con-
traction in the last quarter of 2012. German growth helpeaktieve a Eurozone average
growth of 0.3%26 Unemployment at 6.8% was also only slightly above the natata of
unemployment and near the lowest levels since reunificatid®90. The CDU expected
up to 42% of the vote, whereas the SPD trailed far behind willp 84%°27 Merkel had
also recovered her standing and “gained a reputation a® gagfof hands, a cautious and
skilled operator throughout the eurozone crisfsPer approval ratings were at 70%.

These data suggest that the conditions in late summer 2€&Bexhthe parameter config-
uration for the hyperactive equilibrium,> max(ey, ¢»). In this equilibrium, voters reelect
governments that participate in a bilateral bailout eveemtney know a government to be
pro-EU. From the electoral perspective, there is no sweghat the German government
would announce the bailout before the election. In the evaamd unlike the 2010 fiasco,
there was no punishment: support for the CDU/CSU remained %t, the SPD at 25%,
and the FDP at 69%° During the elections, the CDU received 41.5% of the vote 8R®
got 25.7%) and remained in powRSr.

The hyperactive equilibrium logic suggest that there sthbialve been no electoral reason
to delay decision on a bailout given the importance the Gemogers already attached to
the crisis. Such strong priors could have allowed Merkeldorpnore money into Greece
even if the crisis had, in fact, abated, and do so withoutdédomestic punishment. Schau-

55. The Financial TimesJuly 10, 2013. “Code of silence seeks to avert bailout teaaberman poll.”

56. The Business TimeAugust 16, 2013. “Merkel approaches poll on rocky eurozowe.”

57. The Financial TimesAugust 23, 2013. “German growth figures set to offer eleckoost to Merkel.”

58. Daily Mail. August 26, 2013. “German election could be a ‘game-changer

59. The Financial TimesAugust 23, 2013. “German growth figures set to offer eleckoost to Merkel.”

60. Greece received its third bailout package w3 billion in April of 2014. A week later, Greece
returned to the financial markets ‘triumphantly’ withe8bn bond saleRinancial Times April 1, 2014. “Eu-
rozone signs off on delayeg8.3bn bailout for Greece.”).
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ble made a point of presenting his revelation as “old news" &y much in line with ex-
pectations: “the public was always told $8."Merkel was surprised by Schréder’s attack:
“Everyone knew what Schauble said about Gre&éeSchauble, in fact, had already said
in February 2012 that a third bailout could not be ruled%Suthis was also when a report
by the EU and the IMF had indicated that a bailout might be ed&t Thus, whatever had
caused the delay in announcing the third bailout, it couldhawve been concern about a
possible fallout during the September federal electfons.

7 Conclusion

This paper analyzes European cooperation during the Eneoepsis. Starting from the
puzzle of why European cooperation on the Eurozone bailwagsproven so difficult de-
spite strong pressure to act, we develop a formal model tldyzes governmental incen-
tives to provide coordinated bailouts, taking into accotlme domestic conflict over the
desirability of the bailout as well as the international ftichover the distribution of bailout
costs. Our model explains why Germany was so reluctant teigeaa bailout to Greece
even though it had economic incentives, and European peegswo so. Above and be-
yond this finding, the model shows that EU governments’ itices to provide coordinated
bilateral bailouts can both strengthen and weaken as a goasee of European cooper-
ation and domestic politics. We find that electoral constgiinternational cooperation,
and international collective action problems can explahy i) sometimes governments
provide bailouts even if the financial crisis is not serionswgh to warrant coordinated
action, (ii) sometimes governments do not provide bailewen though the financial crisis
is serious enough to warrant coordinated action, and metimes governments shift the
burden of the rescue onto other governments even when cooMitlp a bailout without
getting punished domestically.

These results are not only interesting for European cotiparduring the Eurozone cri-
sis, but to international cooperation during financialesisnore general. Historically, most
bilateral bailouts to countries experiencing financialiclfities have been coordinated with
other bilateral or multilateral donors. As long as theséolbids are salient on the domestic
level in the donor country we would therefore expect veryilsinprocesses in coordinated
bilateral bailouts more generally.

Our model is just a first step towards a more general theoryoofdinated bilateral
bailouts. The model helped interpret three episodes ofdboated bailouts during the Eu-
rozone crisis. However, we have abstracted away from mapyritant aspects of bilateral

61. Der Spiegel August 21, 2013. “Schambles Grichenland-Beichte. Ehddhbrlich.”; Agence France
Presse August 20, 2013. “Germany’s Schéable says Greece will neme mid.”

62. Associated Press ArchivAugust 22, 2013. “Greek bailout talk ruffles German elattio

63. Irish Times February 25, 2012. “Schéauble concedes third Greek bailotie cards.”

64. New York TimesFebruary 20, 2012. “Europe agrees on new bailout to help¢gravoid default.”

65. Schroder’s claims were so out of step with the voterst@&iCDU went on the offensive and blamed
the need for a bailout on the SPD. They attacked Schrdder whs capacity as chancellor at the time, had
been instrumental in letting Greece join the Eurozone ekiengh it had not been ready. It had also been his
economic policies that had led to Germany’s violation of 8tability and Growth Pactier Spiegel August
21, 2013. “Union contort Schpers Griechenland-Attacke.”). Merkel simply asserted @reece should never
have been allowed to join the EurcCIN Wire August 28, 2013. “Greece joining euro was a mistake.”).
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bailouts that are highly relevant to some of the outcomes baeiwve. For example, our
model can help us understand why the German government beterk the elections in

2013, but it is of no help when it comes to explaining the dekat preceded that action
(except to say that it was not due to electoral concerns). elidence points to the fact
that the Eurozone members had agreed not to discuss a tliiodtba order to pressure

the Greek government into implementing the required reforfilme Greek government had
been relatively slow in implementing the conditions impbgath the second bailout, and
there were widespread fears that a clear commitment tochlthaitout would further erode

the incentives of the Greek government to pursue painforne$® Seen in this light, the

“conspiracy of silence” was not designed to allow the Gergavernment to win the fed-

eral elections but to keep the reform pressure on the Greebrigment. Given the logic

of the hyperactive equilibrium, one is hard pressed not teeawith this reasoning. Since
we have a wealth of models that deal with contingent disloesgs, we saw no need to
introduce these considerations in our model, which is fedusn the interaction between
donors and their domestic audiences. However, an extetsiomwr model could introduce

the assumption that financial aid is conditional on econanit fiscal reforms in recipient
countries, and therefore more closely model some of the mamglex interactions that

took place during the Eurozone crisis.
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A Proofs
LEMMA A. By subgame perfection,

1 1 if Soo < 1-— (]
pi(s11) = 10 if s11 <e; Pi(s00) = 10 if s00 > 1—e;
[0,1] otherwise [0,1] otherwise

if S11 > €;

1 ifs10>e1 1 ifS10<1—82
P1(s10) = 10 if s10 < eq p2(s10) = 10 if 510 >1—e2
[ [0

0,1] otherwise ,1] otherwise

1 ifs01<1—el 1 ifS01>82
P1(so1) = 10 if s01 > 1—eg p2(so1) = 10 if s01 < ez O

[0,1] otherwise [0,1] otherwise
Proof. Follows immediately from sequential rationality. n
Proof of Proposition 1If this is an equilibrium, Bayes rule tells us that; = 1 and

soo = 0, and sincez; € (0, 1), by Lemma A the citizens will retain the governments in
both countries along the path of play. Unilateral deviaiavill be unprofitable when the
following four conditions are satisfied:

Serious crisis: mild crisis:
1 —t101C > pi(so1) 1—61 > pi(si0) —1C (1)
1 —ta2C > pa(sio) 1 =6, > pa(so1) —12C.  (2)

NATIONALIST DYAD . SinceG; would stick to inaction in a mild crisis whenever 6, >
p1(s10) — C, (Al) implies that it will do so for anyp;(s19). The situation withG, is
analogous. Nationalist governments need no addition&ninges to remain inactive in a
mild crisis when they are reelected for doing so.

In a serious crisis(G; would stick to the multilateral bailout as long &s— «;C >
p1(so1), and sincel — a1 C > 0 by (A2), p1(so1) = 0 is sufficient to guarantee that this
condition is satisfied. By the same tokem,(s19) = 0 is sufficient forG,. When one of
the governments is expected to take action in a serious ctii@ other needs an additional
incentive to stick with the cooperative strategy and nagrafit to shift the entire bailout
burden on its counterpart. This incentive is provided by dlextoral threat to remove
any government that fails to act when the other does. Theea$i electoral strategies
after unilateral bailouts can be rationalized by them be&lig that the crisis is serious,
s10 = so1 = 1, in which case they remove any government that fails to adtkaep any
government that does. We now check whether these beliefataréve.

A unilateral bailout byG; can be observed either whéh_; fails to act when the crisis
is serious or wheilr; acts when the crisis is mild. This means that the secondnegent
for an intuitive equilibrium imposes no restrictions ondbéeeliefs. Consider now an un-
expected unilateral bailout by, say;. The required off-the-path beliefs apg (s19) = 1

33



and p>(s10) = 0. The outcomeo can be induced by, by deviating to action when the
crisis is mild, but since it gets reelectedsgg, a nationalist government cannot profit by
such a deviation. The outcomg, can also be induced ly, by deviating to inaction when
the crisis is serious. But for this to be profitab{e, would have to be reelected with pos-
itive probability, which would require the inference thhetcrisis is mild, a contradiction
to the assumption that the outcome was inducedsby The equilibrium is intuitive in a
nationalist dyad.

Finally, the equilibrium is also collusion-proof becausgionalist governments have no
incentive to provide a multilateral bailout in a mild crigis— «o; C < 1 — 6;) or do nothing
in a serious onel(— w; 0; —a;C <1 —¢;C).

Thus, if the dyad is nationalist, the assessments corestintequilibrium that is both
intuitive and collusion-proof.

MIXED DYAD. Consider a dyad wher€ is nationalist and5, is pro-EU. As before,
since a nationalist government requires no additionalntree to remain inactive when the
crisis is mild, only the pro-EU one is a concern in this caéeitizens were to infer that the
crisis is mild when they observe unilateral action@®y, so; = 0, then they would remove
G, (and retainG;), which would be sufficient to ensure that inaction in a miliis is
optimal for both. However, citizens cannot make this infiere because their subsequent
strategy would destroy the incentives for the nationalistegnment to participate in a mul-
tilateral bailout when the crisis is serious. To see thisalidhat both types of governments
must have an extra incentive to overcome internationatibigional conflict. If citizens
were to retainG, after unilateral action byr, on the presumption that the crisis is mild,
thenG{ would fail to act when the crisis is serious as well. This irplthat citizens must
remove both governments after unilateral action by eitimex. ¢n this sense, a mixed dyad
is strategically equivalent to a pro-EU one, so the sameitiond apply: the governments
have to be jointly vulnerable.

Are these beliefs intuitive in a mixed dyad? Consider an paeted unilateral bailout
by G, the nationalist government. The only w&y can induces; is by acting when the
crisis is mild but since it is reelected for not acting, thevi@tion is equilibrium-dominated.
Thus, citizens cannot put positive probability on the oatedeing induced in a mild crisis.
The only other possibility is that, has failed to act when the crisis is serious, but then the
citizens would have to infer that the crisis is serious amdaee G, for not acting, making
such a deviation unprofitable. Consider now an unexpectédteral bailout byG,, the
pro-EU government. The only way, can inducesg; is by acting when the crisis is mild.
Since itis reelected for not acting, the deviation can oelpiofitable ifG, is also reelected
for acting unilaterally, sag; > e, which further implies thatg; > 1 — e, and so it must
be the case thdi; is removed after unilateral action I6§». But thenG has no incentive to
induce the unilateral bailout b, by failing to act when the crisis is serious, which means
that citizens must assign zero probability to this eventuslftthe only way a unilateral
bailout by G, could be profitable is when it is induced 6} itself in a mild crisis, which
means that citizens cannot believe that it is serious witigla @hough probability to retain
G, for acting unilaterally. In other words, the equilibriumalso intuitive in mixed dyads.

Finally, observe that no collusive agreement can be hadsrdyad. Either government
would refuse a group deviation to inaction in a serious rist- w; 0; —t;; C < 1—t;; C,
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and the nationalist government would refuse to collude inld amisis: 1 — «; C < 1 — 6;,
which holds by (Al).
PrRo-EU DYAD. Proof is in the body of the article. -

Proof of Lemma 1Assume that both governments act when the crisis is serigus: 1.

Supposeu; € (0, 1). Bayes rule then pins dowige = s190 = so1 = 0, which means that
governments are removed for acting unilaterafly(s19) = p2(so1) = 0, retained when
the other government acts unilateralpy, (so1) = p2(s10) = 1, and retained if they do not
act at allp; (sgo) = 1. But since

Ui(~a,pu2) = Ui(a,u2) =14+ t,C — 01 — pa [p1(s11) + t1C — 01 — 1101 C]
>1 +I1C—91—M2[1 +6C —6; —Il()th]
=1 —=p)[1+1C —01] + pationC
>0,

where the last inequality follows from (A3J;; has a strict incentive not to act, contradict-
ing the assumption that it mixes. Thus, if one governmenesyixhe other must be doing
nothing when the crisis is mild.

Suppose thatt; = 0 andu, € (0,1). Bayes rule pins down;; = 1 andsg; =
soo = 0, which means that both governments are retained after alaedéal bailout and
after inaction,p; (s11) = pi(so0) = 1, and onlyG is retained after a unilateral bailout by
Gs: pl(S()l) =1 andpz(S()l) = 0. But in this C&SGUz(Ml,Na) =1—-06, > —1,C =
Us(u1,a), SOG, strictly prefers not to act as well. The case with € (0,1) andu, =0
is equivalentmutatis mutandis

Suppose that; = 0. We have already analyzed this in Proposition 1.

Suppose finally thayt; = 1. Bayes rule pins down only;; = s. If s < ¢;, then
pi(s11) = 0, but thenG; expects—t;o; C if it acts and at least O if it does not act, so it
strictly prefers notto act. Thug; = 1 can only be supported in equilibriumpf (s11) = 1,

S0 a necessary condition is that s. -

Proof of Proposition 2By Lemma 1, we know that this equilibrium can only exist when
s > 5. Since both governments act, neither government should aavncentive to shift
the burden onto the other. F6t, this means that/1(a,a) = 1 — t1a1C > p1(so1) =
Ui(~a,a), which certainly obtains fop;(so1) = 0. Thus, the equilibrium requires that
both governments are removed with sufficiently high prolitgbivhen their counterpart
acts unilaterally:pi (so1) = p2(s10) = 0.

Consider now collusion-proofness. Since a multilaterdbliresults in reelection, act-
ing in a serious crisis is strictly preferable than collgdion inaction regardless of the
probability of reelection after inaction; (a,als) = 1 — tja;C > 1 — w;0; — tja;C >
U;(~a, ~als). The only possibly profitable collusion would be to not acaimild crisis.
However, not even a nationalist government would be intedem inaction if it expects to
lose the electionsl; (a,a|lm) = 1 — t;a; C > —6;, SO p; (sg0) = 0 is sufficient to ensure
that the equilibrium is collusion-proof.

Since both governments always act, unilateral bailoutsbesinduced by either govern-
ment failing to act regardless of the nature of the crisise $acond requirement for an
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intuitive equilibrium has no bite. Is there a deviation thah profit a government only in
one type of crisis so that citizens could infer the type o$isrfrom that deviation? I;
deviated and failed to act but the citizens inferred thatdti&s is mild and retaineds;,
then the deviation would be profitablé:> 1 — #;«; C. However, if voters reacted in this
way to a unilateral bailout bys_;, thenG; would also have an incentive not to act even
when the crisis is serious. Thus, citizens cannot make suahference, which means that
the assessments forming the equilibrium are intuitive. n

Proof of Lemma 2Consider a dyad that never acts when the crisis is mijc= 0.

Suppose first that; € (0,1). Bayes rule pins dowsy; = s19 = so1 = 1, So both are
retained after a multilateral bailoup; (s11) = 1, and only the one that acts unilaterally is
retained,pi (s10) = p2(so1) = 1 andpi(so1) = p2(s10) = 0. But now

Ui(a,02) = 02(1 —t11C) + (1 —02)(1 — 11 C)
>1-1nC
>1—w160; — a1 C
> 02(0) + (1 = 02)(p1(s00) — w101 — 111 C) = Uy(~a,02),

where the second inequality follows from (Al). Thids, strictly prefers to act in a serious
crisis, a contradiction.

Suppose that; = 1 while o, € (0,1). Bayes rule pins down;; = s19 = 1, SO
pi(s11) = 1 but pi(s10) = 1 and pa(s19) = 0; that is, both governments are retained
after a multilateral bailout but onlg is when it acts unilaterally. But this implies th@t
will be unwilling to mix because it strictly prefers to actasll: Us(a,a) = 1 — t,a,C >
1 —arC > 0 = Ujy(a, ~a), where the second inequality follows from (A2). The caséwit
o1 € (0,1) ando, = 1 is the samemutatis mutandis

Suppose thad; = 0 while o, € (0, 1). Bayes rule pins dowsy; = 1, SO pi1(sg1) = 0
andp,(so1) = 1; that is, onlyG, is retained after it acts unilaterally. But théh's payoff
from acting when the crisis is seriouslis(~a,a) = 1 —t,C > 1 — w30, — thaC >
U, (~a, ~a), where the inequality follows from (Al). Thué&;,; would strictly prefer to act.
The case witlo; € (0, 1) ando, = 0 is the samermutatis mutandis

Suppose that; = 1. We have already analyzed this in Proposition 1.

Suppose finally that; = 0. Bayes rule pins downgy = s. If s > 1 — ¢;, then
pi(so0) = 0, so G;’s payoff from inaction is—w;0; — t;a; C, which is strictly worse
than the minimum payoff from unilateral action; C (where the inequality follows from
(A1)), soG; strictly prefers to act. Thug; = 0 can only be supported in equilibrium when
pi(so0) = 1, SO a necessary condition is thakt s.

Finally, it must be the case that reelection for inactionufficient to prevent unilateral
action: 1 — w107 — 11 C > p1(s10) — 11C, which requires thap;(s19) be sufficiently
low (the inequality is violated gp (s19) = 1 by (Al)). Since we can write this as

1 —p1(s10) + 11 (1 —ap)C
wy = 0 ,
1

another necessary condition is that it is satisfiegdk;9) = 0, or thatw; < w;. Since
this applies taG, as well, we obtain the requirement stated in the lemma. n
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Proof of Proposition 3We know from Lemma 2 that the probability of reelection aftai-
lateral action should be sufficiently low, so if the equilibtn does not exist wittp; (s19) =
p2(so1) = 0, it will not exist with any other beliefs. With these beliefad the conditions
in the proposition, no government has an incentive to acroigss of the crisis.

Consider now collusion-proofness. Since inaction has evomsequences when the
crisis is serious, it will be sufficient to show that govermtgehave no incentives to collude
on acting in such a crisis. Suppose that collusion is prdétaba serious crisisp; (s11) —
tia;C > 1 —w;0; —t;a; C (this would be true even ip; (s;1) = 0aslongad/6; < w; <
w;). Such a collusive agreement cannot be sustained becadsege@ernment has an
incentive to renege from it given that the other will provitie bailout. For instance, under
our assessmenty,’s payoff from reneging on the collusive agreemenpigsg;) = 1.
Since the collusive agreement is not credible, the equiliblis always collusion-proof.

Since neither government is supposed to act, unilaterkduiaican be induced by either
government acting regardless of the nature of the crisithessecond intuitive requirement
has no bite.

The only deviation is for a government to act, which might befipable if voters were
to infer that the crisis is serious and retained the actingegonent. IfG; were to act in
a serious crisis in the expectation that the voters retaihet payoff would b — #;C >
1 —w;6; — éa; C, where the inequality follows from (Al).

Would this provide an incentive t6; to deviate in a mild crisis? I&; is pro-EU, the
answer isyesi —§C > 1—6;, where the inequality follows from (A3). Thus, a government
in a pro-EU dyad cannot credibly induce the profitable bsltef deviating, which means
that the equilibrium is intuitive.

If G; is nationalist, however, the answer is nb— C < 1 — 6;, where the inequality
follows from (Al). Thus, the nationalist government in a gdxdyad can credibly induce
the profitable beliefs because it would only engage in a taréhbailout when the crisis is
serious. Thus, the equilibrium is not intuitive for mixecedlgs. n

We now establish some helpful general results without esfes to the type of govern-
ments in the dyad.

LEMMA B. Citizens cannot generically act probabilistically in batbuntries for any given
contingency. 0

Proof.  Pick any contingency, say 1, and recall that citizens inwill only act probabilis-
tically if s11 = ¢;. If citizens in both countries were to act probabilistigathe necessary
condition iss;; = e; = e3, bute; = e; is not generic. n

This result implies that in any generic equilibrium, if gi&éns ini act probabilistically in
any given contingency, the citizens-+ must either retain their government or remove it
with certainty. We now eliminate a collection of profiles amdidates for equilibria.

LEMMA C. There exists no equilibrium where both players mix in one tyfcrisis but do
not both mix in the other type of crisis; € (0,1) Vi < u; € (0,1) Vi. 0

Proof.  We first show that if both players mix when the crisis is sesiahen they must
both mix when the crisis is mild. Consider the general caseraty < (0, 1), so both
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mix when the crisis is serious, not necessarily with the sprobabilities. Consider the
strategies when the crisis is mild:

Case l;u; = 0: by Lemma 2, eithes; = 1 oro; = 0, S0 no equilibrium where they mix
when the crisis is serious.

CasEe ll: u; = 1: since inaction occurs with positive probability only whigre crisis
is serious,so9 = 1, both governments must be removed in that casésgg) = 0. Since
governments prefer to act when the crisis is mild(a, a|m) > Uy (~a, a|m), or

P1(s11) —t11C > p1(so1).

But sinceG; must also be indifferent when the crisis is serioug(a, 02) = Uy (~a, 03),
or:

02(p1(s11) —t101C) + (1 = 02)(p1(s10) — 11C)
= 02p1(s01) + (1 —02)(—w10; — 1121 C).

This equality cannot be satisfied given the inequality abdesee this, it is sufficient to
establish thap; (s19) — 11C > —w1 61 — 111 C. This inequality will certainly hold if it is
satisfied aip; (s10) = 0. But then we can re-write it as;0; > #1(1 — «@1)C, which holds
by (A3) becausev16, > C > t1(1 —ay)C. It then follows thatU; (a, 02) > U;(~a, 02),
so G4 will not mix when the crisis is serious.

Casek IlI: only one of the players mixes when the crisis is mild. W&QOetu, € (0, 1).
There are two possibilities. Suppose first that= 1, in which case Bayes rule pins down
so0 = So1 = 1, which imply thatp;(sg0) = p1(so1) = 0, S0G; is always removed for
failing to act. But then acting in a serious crisis is styidiktter than not acting:

Ui(a,02) = 02(p1(s11) — t1a1C) + (1 — 02)(p1(s10) —11C)
>—1C > —-w101 — o1 C = Ul(’va,dz),

a contradiction of the supposition th@j is willing to mix in a serious crisis.

Suppose now that; = 0, in which case Bayes rule pins dowfy = s19 = 1, which
imply that p>(s11) = 1 and p2(s10) = 0. SinceG; does not act when the crisis is mild
but G, is willing to mix, it follows thatU,(~a,a|m) = Uz(~a, ~a|m) must obtain, so
P2(s01) — 2C = pa(seo) — 62. But now

Uz(o1,a) = 01(1 — ta2C) + (1 — 01)(p2(s01) — 12C)
= 01(1 = 12a2C) + (1 — 01)(p2(s00) — 02)
> 01(0) + (1 —01)(p2(s00) — w202 — 202C) = Uz (01, ~a),

which contradicts the supposition tha@ mixes in a serious crisis.

This exhausts the possibilities, so it cannot be the cadeotiia one player mixes in a
mild crisis when both mix in a serious one. The sole remaipoggsibility, of course, is that
they both mix when the crisis is mild.

We now show that if both players mix when the crisis is mil&rththey must both mix
when the crisis is serious. Suppgse € (0, 1), and consider the three possibilities for a
serious crisis.
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Case I: g; = 1, in which case Lemma 1 implies that eithey = Ooru; = 1, a
contradiction.

CasEll: g; = 0, in which case Bayes rule pins dowpy = s19 = so1 = 0. This means
thatpl(su) = pl(SIO) = 0 and thatpl(sm) = 1. SinceG; is WI”Ing to mix when the
crisis is mild,

Ui(a, u2) = pa(=t121C) + (1 — p2)(=11C) = p2 + (1 — p2)(p1(soo) — 01).

S0 a necessary condition for this to be satisfied4sC > p1(sop) — 61. But sinceG;
prefers not to act in a serious crisis wh@g does not act either, it follows that

Ui(a,~als) = —11C < Uy(~a,~als) = p1(soo) — w101 — 1121C < p1(seo) — 01,

a contradiction with the necessary requirement we deribege

CAsE IlI: only one of the players mixes when the crisis is serioMgLOG, leto, €
(0, 1), so we have two possibilities to consider. Suppose firstd¢hat 1, in which case
Bayes rule pins dowsyy = so1 = 0, which imply thatp, (sg0) = 1 and thatp,(s¢1) = 0.
SinceG, mixes in a serious crisis whe, acts, it follows thail/, (a, a|s) = Uz (a, ~als),
and SOpz(Sll) —bhoyC = pz(sl()). But now

Ux(py,alm) = p1(p2(s11) — 2o2C) + (1 — 1) (=12C)
< pu1p2(s10) + (1 — 1) (1 = 62) = Uz(p1, ~alm),

where the inequality follows from the implication above &ahé fact that—,C < 0 <

1 — 6,. This contradicts the supposition th@ is willing to mix in a mild crisis.
Suppose now that; = 0, in which case Bayes rule pins dowp; = si9o = 0, SO

p2(s11) = 0andpa(si0) = 1. SinceG, is willing to mix in a mild crisis, it must be that

Us(p1,alm) = pi(—t202C)+(1—p1)(p2(so1)—12C) = p1(1)+(1—p1)(p2(so0)—62),

and a necessary condition for this to hold is thatsgo) — 62 < pa2(so1) — 12C . But since
G does not act in a serious crisis,

Uz(~a,~als) = p2(so0)—w2b2—1202C < pa(s00)—02 < p2(s01)—12C = Uz(~a,als),

contradicting the supposition thab mixes when the crisis is serious.

This exhausts the possibilities, so it cannot be the cadeotiia one player mixes in a
serious crisis when both mix in a mild one. The sole remaipiogsibility, of course, is that
they both mix when the crisis is serious. n

LEMMA D. If neither government acts when the crisis is serious, thether government
acts when the crisis is mild eithes; = 0 Vi = u; = 0 Vi. 0

Proof. Suppose neither player acts when the crisis is seriguss 0, but one of them,
sayG1, acts with positive probability when the crisis is mild;, € (0, 1]. Suppose first that
w2 = 0, in which case Bayes rule pins dowyy = 0, SOp1(s10) = 0. SinceG, prefers not
to actin a serious crisig/ (~a, ~a|s) > Uy (a, ~al|s), or p1(sp0)—w1601—t101C > —1,C.
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But sinceG; cannot fail to act with positive probability in a mild crisighile G, does not
act,Uy(a, ~a|lm) > Uy(~a,~a|m), or —t;C > pi(so0) — 61 > p1(so0) — w101 —t101C,
a contradiction.

Suppose now that, = 1, so Bayes rule pins down; = 0, so p1(s11) = 0. But then
Ui(~a,alm) = p1(so1) = 0 > —t1a1C = Uy(a,a|m), so Gy would not mix when the
crisis is mild, a contradiction.

Suppose now that, € (0, 1). But then Lemma C implies that < (0, 1), a contradic-
tion. -

LEMMA E. If one government does not act in a serious crisis, then theratannot mix:
0 =0=0_; €{0,1}. O

Proof. Assumes; = 0 ando; € (0, 1). SinceG, is willing to mix in a serious crisis,

Uz(~a,al|’) = pa(so1) —12C = pa(so0) — wath — ra2C = Uz(~a, ~als)
> pa(soo0) — b2 = Uz(~a, ~a|m),

soup = 1in any equilibrium. Bayes rule then pins dowgy = 1, SO p2(sg0) = 0. But
thenG, will not be willing to mix becaus@s(sg1) —1C > 1,C > —w20, — a2 C. Thus,
there exists not equilibrium of this type. n

Proof of Lemma 3Assume that; = 1 ando, = 0. We have three cases to consider.
Casel: u; = 1. Suppose that, € (0, 1], in which case;; = 0, SO p2(s11) = 0. But
thenUs(a,a|lm) = —t,aC < 0 < pa(s19) = Usz(a, ~a|m), soG, strictly prefers not to

act in mild crisis, a contradiction.

Suppose now that, = 0, sos1p = 5. SinceG, can induces;; andG; can inducesgg
regardless of the crisis type, the second intuitive requéngt has no bite for these off-the-
path beliefs. Sincé& prefers to act in a mild crisisp; (s10) — t11C > p1(sg0) — 01. We
now have two cases to consider.

First, if s10 = 5 < e, thenpy(s19) = 0, so the condition i1 (sgo) < 01 — 1, C. If
G is nationalist,§; — C < 0, so the condition cannot be satisfied.df is pro-EU, then
P1(s00) < 01 —8C < 1. If this belief intuitive? Supposé&; were to deviate to inaction
when the crisis is mild. If doing so convinced citizens toleetit, the deviation would be
strictly profitable. This inference would be valid (and tlgidgibrium belief non-intuitive)
if G; does not have an incentive to deviate if the crisis is sereuen though doing so
would get it reelected. For thid,— w8, — §a1C < —8C, or wy > w; is required. In
other words, the equilibrium is intuitive when< e; only if G, is pro-EU andw; < w;.

If s970 = s > e, thenpi(s19) = 1, and the requirement is— 11 C > p1(sgo) — 1.
This is always satisfied €71 is pro-EU. If G is nationalist, however, the requirement is
that p1(sp0) < 1 — (C — 61) < 1. Is this belief intuitive? If{G, were to deviate to inaction
in a mild crisis and if doing so got it reelected, then such\dat®n would be profitable.
But sincel — C > 1 — w1607 — a1 C, such a deviation would not be profitable if the crisis
is serious even if it resulted in reelection. This means thiegens can safely infer that the
deviation had taken place in a mild crisis, so the belief isintitive. In other words, the
equilibrium is intuitive whery > e; only if G; is pro-EU.
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CasEll: uy = 0. Suppose that, € (0, 1), in which casegg = s91 = 0, SO p2(s00) =
1 and ps(so1) = 0. But thenUsz(~a,~a|lm) =1 -6, > 0 > —t,C = Uz(~a,a|m), SO
G, strictly prefers to not act, a contradiction.

Suppose now that, = 1, in which cases;p = 1 andsg; = 0 so thatp,(s19) =
p2(so1) = 0. SinceG, must prefer to act in a mild crisid/z(~a,alm) = —t,C >
p2(so0) — 62 = Uz (~a, ~a|m) must obtain. Thusp,(seg) < 0> — t2C is required. IfG,
is nationalistg, — C < 0 by (Al), so this requirement cannot be satisfied74fis pro-EU,
thenpz(S()()) S (0, l), SO0sg0 = 1 —e5.

This belief, however, is not intuitive. To see this, suppGsewere to deviate to inaction
when the crisis is mild and the citizens correctly inferrédgg that the crisis is mild so
that p>(so0) = 1. Given then strategies, the only other way this outcome eaimduced
if by G not acting when the crisis is serious, but thefis best possible payoff from this
deviation would bd/; (~a, ~a|s) = 1 —w101 —t10:C < 1—1t;C = Uj(a, ~als), making
it unprofitable. Thus, citizens can safely infgg = 0, making the inferenceyo = 1 —e3
nonintuitive.

Suppose finally thatt, = 0, in which cases;p = 1 andsgg = 0, so thatp;(s19) = 1,
p2(s10) = 0, and p;(sgo) = 1. SinceG; prefers not to act in a mild crisid/; (~a, ~
alm)=1—0; > 1—1t;C = Ujy(a,~a|lm) must obtain, se;C > 60; is required. By (Al)
and (A3), this inequality is only satisfieddf; is nationalist. We now show, however, that in
this case the equilibrium is not intuitive. SinGg is supposed not to act in a serious crisis,
it must be thatU, (a, ~als) = 0 > pa(s11) — traaC = Ujs(a,als), which requires that
p2(s11) < 1. But sinceGs;, is the only one who can inducg; with a unilateral deviation
and can do so only when the crisis is serious, the intuitigeirement is that;; = 1 so
p2(s11) = 1, a contradiction.

Case lll: w1 € (0,1). Suppose that, € (0,1). But then Lemma C tells us that
o; € (0, 1) for both players, a contradiction.

Suppose now that, = 1, inwhich case; = so; = 0ands;o = 1sothatp;(s;1) =0,
P1(s10) = p1(so1) = 1, andpa(s10) = p2(so1) = 0. But nowUy (a,a|m) = p1(s11) —
t1o1C = —t11C < 1 = p1(so1) = Ui(~a,alm), which means thafr; strictly prefers
not to act in a mild crisis, a contradiction.

Finally, suppose that, = 0, in which casegy = 0 andsio = s/[s + u1(1 —s)], SO
pi(so0) = 1. Observe thaty; can only be induced with positive probability 6§ acting
when the crisis is mild, so the intuitive requirement pinsvday; = 0, so thatp; (so1) = 1
and p,(so1) = 0. (In contrasts;; could be induced by, irrespective of the nature of the
crisis, so this requirement places no restrictions there.)

Since G is willing to mix in a mild crisis,Uy(a, ~a|lm) = pi(s10) — H1C = 1 —
61 = U1(~a,~a|m), SOpl(Sl()) =1+4+1C — 6. By (Al), 1+ C —6; > 1, so this
requirement cannot be satisfiedGf, is nationalist. If, on the other hands; is pro-EU,
thenl + 6C — 6; € (0,1) becausd + 6C > 6, > §C by (A3). Sincepi(s10) € (0,1)
requiressyg = e1, we obtainu; = (1 —eq)s/[e1 (1 — 5)], which is only valid ifs < e;.

We now show that this supposed equilibrium is not collugiooef. SinceG, prefers not
to act in a serious crisi€/, (a, ~als) = Uz (a, als), or

p2(s10) = pa(s11) — 22 C. )
Recall thatG,'s expected payoff when the crisis is mildus p2(s10) + (1 — 1) (1 — 65).
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Sincesip = e1, we have only two generic possibilities to consider.sif < 1 — e;
(i.e., governments are not jointly vulnerable), thei(s19) = 1. But thenG, can strictly
benefit if G; were to provide a unilateral bailout with certainty whg will continue to
be indifferent. This agreement is Pareto-improving andllvélcredible as long a8, does
not want to break it. Wheir; acts with certaintyl,(a, ~a|m) = pa(s10) > p2(s11) —
traoC = Ujy(a,a|m), where the inequality holds by (3), €8, will not be willing to
break it. Thus, the equilibrium is not collusion-proof whgovernments are not jointly
vulnerable.

If s10 > 1 — e (i.e., governments are jointly vulnerable), thgp(si9) = 0. Since
1 — 6, > 0, G, can strictly benefit ifG; were not to act at all, and sin&g; will continue
to be indifferent, this agreement is Pareto-improving. ¢wwd also be credible 675 is
unwilling to break it by deviating to a unilateral bailout.U; (~a, a|m) = pa(so1)—12C <
1 — 6, then the agreement would be credible, and the equilibriunnat be collusion-
proof. Suppose, then, thab(sg1) — 12C > 1 — 0, or pa(so1) > 1 + t,C — 6,. This
inequality can only be satisfied @&, is pro-EU because otherwide+ C — 6, > 1 by
(Al). WhenG; is pro-EU, pa2(so1) € (0,1) by (A3), which contradicts the requirement
that the only intuitive belief isg; = 0, which means thap,(s91) = 0. Thus, even a
pro-EU government will not want to break the collusive agneat, which means that the
equilibrium is not collusion-proof when governments aretly vulnerable either. n

Proof of Proposition 4Assume thats; is pro-EU ands; = p; = 1 whileop = uy = 0.
Sinces1p = s, we need to consider two generic case.

CAsel: s > e1, SO p1(s10) = 1. This implies thatG;'s strategy is optimal regardless
of the off-the-path beliefsUy(a, ~al|-) = 1 —6C > 1 — 6y = maxU;(~a,~alm) >
1 — w67 — S C = maxUy (~a, ~als).

Consider nowG,’s strategy. Again, there are two generic possibilitiess Kk 1 — e3,
thenpa(s10) = 1, S0G»'s strategy yields the highest possible payoff in both caygincies
(reelection after a bailout by the other player). This mehasG, would have no incentive
to participate in any collusive agreement. Moreover, sifigls strategy is optimal regard-
less of the off-the-path beliefs, this further implies tkiad equilibrium is intuitive. This
equilibrium requires that; < s < 1 —e5.

The other possibility is that > 1 — e5, SOp2(s10) = 0; that is,G, is always removed in
equilibrium. To refrain from acting in this case, it must battthere is not sufficient benefit
from a bilateral bailout/, (a, ~a|-) = 0 > pa(s11) — t2020C = Us(a,al-), which means
that pa(s11) < taaC < 1, S0s11 < ey is required. This belief is intuitive becauseGh
were to get reelected af;, then it would have an incentive to deviate irrespectivehef t
nature of the crisis.

The only potentially beneficial collusive agreement is taodateral bailout byG,. This
collusion can be prevented as long as eithgfsg;) < 1 —38C or pa(so1) — §C < 0; that
is, as long as at least one of the governments does not gettegiwith high probability
after a unilateral bailout bgr,. Thus, eithesg; > 1 — e 0rsg; < e, would work.

To summarize, whem > e, then the equilibrium requires nothing further when gov-
ernments are not jointly vulnerable, and requires that< e, and eithersg; > 1 — ey or
so1 < e> whens > max(e1, 1-— 62).

Casell: s < e, S0p1(s10) = 0, S0G is always removed in equilibrium. This requires
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that G, act when the crisis is mild, se6C > p1(sgo) — 01, Or p1(sg0) < 61 —6C < 1;
that is, it cannot be reelected with high probability aftemdtion, orsgg > 1 — e1. (This
also ensures the optimality of acting in a serious crisis.)

Consider nowG,’s strategy. Again, there are two generic possibilities.s 1 1 —
e2, SO pa(s10) = 0; that is, G, is also always removed in equilibrium. As before, this
means that there is not enough benefit from a bilateral Haikmp,(s11) < SaxC, so
s11 < es is required. The only potentially beneficial collusive agrent is to deviate to a
unilateral bailout byG,. AlthoughG; always wants to collude regardless of the probability
of reelection in that contingenc{, would not agree to collude as long as(sg1) —6C <
0, which requiressg; < e,. This equilibrium will be intuitive as long as no player can
induce citizens to reelect it. Consid@y : if it deviated to inaction in a mild crisis and doing
so persuaded the citizens to reelect it, this deviation @bel profitable in a serious crisis
as well as long as); < w;. Analogously, reelection would giv@, the same incentive to
deviate to a bilateral bailout in both contingencies. Thihs,equilibrium is also intuitive.
This equilibrium requires that — e, < s < e1.

If s < 1—e3, thenpsy(sig) = 1, SOGy’s strategy yields the highest possible payoff
in both contingencies (reelection after a bailout by theepfhlayer). This means th&t,
would have no incentive to participate in any collusive agnent. The equilibrium will also
be intuitive if there is no way fo€, to persuade citizens to retain it after inaction. Suppose
G, deviated in a mild crisis and got reelected. Citizens wowdhds only if G; has no
incentive to deviate in a serious crisis as well. This regpithatl — w{6; —da;C < —6C,
orw; > wi. In other words, this equilibrium is also intuitive provitle); < w;. This
equilibrium requires that < min(ey, 1 — e3).

The necessary conditions erpartition the possibilities into the four cases listed ia th
proposition. n

B Limited Burden-Sharing

We now ask under what conditions some limited burden-spasipossible. We first show
that when some such limited cooperation occurs, one of thergments must carry most
of the burden regardless of the nature of the crisis (in tlesésult is equivalent to burden-
shifting), and that the other must also be cooperatingpeetive of the crisis.

LEMMA F. If ; = 1l ando_; € (0,1), thenu; = 1 andu—; € (0, 1) in any intuitive
collusion-proof equilibrium. o

Proof. Assumes; = 1 ando, € (0, 1). There are three cases to consider.

CASE |: Suppose thatt; = 0, in which cases1; = 1 andsyo = 1, sop;(s11) = 1 and
p2(s10) = 0. But thenUj(a,als) = 1 —t,a2C > 0 = pa(s10) = Uz(a, ~als), S0G,
strictly prefers to act when the crisis is serious, a coiittamh.

CASE II: Suppose thajt; € (0,1). By Lemma C, we need only considgp = 1 or
w2 = 0 (because ifu, € (0, 1), then both must mix in a serious crisis).

Consider firstu, = 0, in which cases;; = 1 andsgg = 0, SO p;i(s11) = pi(soo) = 1.
The indifference condition fo6, in a mild crisis then becomdg, (a, ~a|m) = p1(s10) —
HnC =1—-60; = Ui(~a,~a|m). If Gy is nationalist, this condition cannot be satisfied
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becausepi(si9) —C <1 —-C < 1—6; by (Al). If G, is pro-EU, the condition is
p1(s10) =1 4+8C — 6, € (0,1), becauséC < 6; < 1 + 5C by (A3). This requires that
s10 = e1. The indifference condition fof, in a serious crisis i$ —t,a,C = pa(si9). By
(A2), this implies thatp, (s19) € (0, 1), s0s19 = 1 —e,. By Lemma B, this is not a generic
solution, so no such equilibrium exists.

Consider NoOWu, = 1, in which cases;g = 1, andsg; = 0, SOpl(Sl()) = pl(SOI) = 1.
But thenUj(a,a|lm) = pi1(s11) —t11C < 1 = pi(so1) = Ui(~a,a|lm), soGy strictly
prefers not to act in a mild crisis, a contradiction.

Casek IlI: Suppose thajt; = 1. We have three subcases to consider.

Consider firstu, = 1, in which caseig = 1, SOpi(s19) = 1 and pa(s19) = 0. Since
G, mixesin aserious crisigfs (a, als) = pa(s11)—t2a2C = 0 = pa(s10) = Ua(a, ~als).
Thus, p2(s11) € (0,1), sos;; = ey is required. Sincér, prefers to act in a mild crisis,
Ui(a,alm) = p1(s11) — 11 C > pi(so1) = Ui(~a,a|lm). Sincepi(so1) > 0, this
implies thatp;(s11) > 0, which requiressy; > e;. Sinces;; = ep, only s;; > e is
generic, sopi(s11) = 1. But then the equilibrium cannot be collusion-proof. Cdesi
an agreement to always act in a serious crisis. This is Igtteneficial toG, because
1 —to1C > o(1 —t11C) + (1 — 02)(1 — 11C). SinceG, is indifferent whenevet;
acts, this agreement is Pareto-superior. It will be crediblG; does not want to break it;
if G, fails to act whenG, does, then its payoff will be;(sg1) < 1 — t101C, where the
inequality follows from the requirement for the optimali§ G’s strategy in a mild crisis.
Thus,G; has no incentive to break the agreement, which means tisagdhilibrium is not
collusion-proof.

Consider nowu, = 0, in which cases;; = 1, sop;(s11) = 1. Given the strategies,
only G can inducesg; and it can only do so in a serious crisis. This means that the on
intuitive off-the-path belief must b&; = 1, sopi(so1) = 0. Consider now an agreement
to always act in a serious crisis. SinGe is indifferent wheneve6; acts, we only need to
show thatG strictly benefits from this agreement and that it would nobitea break it. But
thenUi(a,als) = 1 —t1a1C > 02(1 —=t11C) + (1 —02)(p1(s10) —11C) = Ui (a,02|s)
becausd —t10;1C > 1—11C > p1(s10)—11C, which implies that the agreement is Pareto-
superior. IfG; were to break itl/; (~a, als) = p1(so1) = 0 < 1 —t1a1C = U;(a,als),
s0 G would not want to do so. This means that this equilibrium isaadlusion-proof.

This leavesn, € (0, 1) as the sole remaining possibility. n

We shall state the following result for the case whérecarries the larger share of the
burden but the analogous result can be derived for the caseevih does it.

PROPOSITIONA. If e; < min(ez, 1 — e3) < s and Gy is pro-EU, then there exists an
intuitive collusion-prooflimited burden-sharingquilibrium in whichG, always actsg, =
u1 = 1, and G, sometimes does, with probabilities specified below. Define:

6’2 _ w101 —(1 —Otl)SC ﬁz _ 91 —5C
w191 —(1 —20[1)5C 91 —(1 —Ol1)5C
,5_,226_2.5—(1—62) ﬁzzl—ez.s—(l—ez)
s 2e, — 1 1—s 2e, — 1

_ ex(l —s) (1—e2)(1—5)
05(12) = 2 e

: m 02(p2) =1—=(1—p2)- ”
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(1—-e3)s — S5 —ey +5€207
ex(1 =) (1—e2)(1—5)

e 5 > max(ez, 1 — e3): the strategies and retention probabilities are:

1 (02) = 0 2(02) = -

(52([12), ﬂz; 1,1 — I20[2C) if 62 > 52([12)
(62, 1, (02): 1202 C, 0) if 62 < 0,(2)
(05(f12), fla; t202C, 0) ifs < % or 6, < 02(0)
(62, 1,(62); 1,1 —trapC)  otherwise

(05, 15: p2(s11), p2(s10)) =

(4)

e ¢ <s < 1—ey: if 6 >0, and i, > 1z, then the strategies are given £4);
otherwise the equilibrium does not exist.

o 1l —ex <5 <ey if 62 >0, andfi, > 112, then the strategies arer,, 11,), with
any probabilities that satisfy,(s11) — tra2C = pa(s10); otherwise they are given
by (4).

In this equilibrium,G1 is retained in all contingencies, where@s is retained with higher
probability for cooperating in a bilateral bailout (and s@times removed altogether for
failing to act whenG; does). 0

Proof. Assumethat; = u; = 1,0, € (0,1), andu, € (0, 1). The off-the-path beliefs
soo andsg; can be induced unilaterally by, regardless of the nature of the crisis, so the
second intuitive requirement has no bite. The on-the-paliefs are:

(1—o02)s
(1—02)s + (1 —p2)(l—s)’

SinceG, miXES,pz(Sll)—lzolzC = pz(sl()). This Implles thaIUz(Su) >0 andpz(slo) <
1, so

028

025 + pa(1—s) 10

S11

s11>ex and sipp>1—e (5)

are required. Moreover, it also implies thatpf(s11) = 1, thenp,(s19) > 0, which then
means thapz(slo) S (0, 1), SO0s19 = 1 —es. Finally, if pZ(SIO) =0, thenpz(su) < 1,
which then means that;(s11) € (0, 1), sos;; = e; must hold. Collectively, these imply
that at the voters iz, must be indifferent at least one, and possibly both, of th¢hen
path information sets. Thus, the three possible configamatare(s;; > e2,510 = 1 —e3),
(s11 = e2,510 > 1 —e3), and(sy1 = e, 510 = 1 — €2).%7
From (5), we can infer that
05(u2) = pa - el = 5) <o <1—-(1-p2)- (d-e)l=5) 02(u2).
(1—-ep)s ers

Observe now that since,(0) = 0 ando,(1) = 1, and because both,(-) ando,(:)
are linear and strictly increasing, d,(0) < 0 andg,(1) > 1, it will be the case that

67. This is becausei(s11) = 1 = pi1(s10) € (0,1), p1(s11) = 0 is not admissible, angh;(s11) €
(0,1) = {p2(s10) = 00r pa(s10) € (0, 1)} because,(s19) = 1 is not admissible.

45



0,(p2) > o2(u2) for all uo; i.e., there will be no mixing probabilities that can satigtie
necessary conditions. Sineg(l) > 1 & s < ez ando2(0) < 0 & s < 1 — ey, this
equilibrium can only exist when > min(e;, 1 — e5).
Observe now that, (112) = 02(u2) yields, when it existsg, andji, as specified in the
proposition. These are obviously the mixing probabilitieat result in(s;; = e2,s10 =
1 — e3). Note further that from our inferences about the admissiblgigurations, we can
conclude that any equilibrium requires that the mixing pialities lie along either, ()
only, > (-) only, or both (i.e., be at the intersection as the probaslitve just derived).
There are three possible configurations then:

o 5 > max(ez, 1-— 82), in which CaS&iz(pLz) < EZ(//LZ) for all n2;
e ¢y <5 <1—ep, inwhich caser,(i2) < oa(u2) only if py > 1a;
e 1 —ep <5 < ey, inwhich caser,(i2) < o2(u2) only if o < 1.

SinceGy must prefer to actl/; (a, 03) > Uy(~a,o03) andUj(a, uz) > Ui (~a, uz), Or:

02(p1(s11) — 111 C) + (1 — 02)(p1(s10) —11C) (6)
> 02p1(s01) + (1 —02)(p1(se0) — w16y — 1121 C)
p2(p1(si1) — 11 C) + (1 — w2)(pi(sio) — 11 C) (7)

> pu2p1(sor) + (1 — pu2)(p1(soo) — 1)

CASE I Suppose thap;(s11) — t101C < p1(s10) — t1C, which can only be satisfied
if p1(s10) > 0 and p1(s11) < 1. This makes colluding to a unilateral bailout 6}
Pareto-dominant. We now show that if this equilibrium islasibn-proof, then it must be
non-generic.

Observe that the equilibrium will be collusion-proof onljh@n the agreement is not
credible in a serious crisis. Sin€g is indifferent whenG acts, we only need to consider a
deviation byG to inaction whenG, is not acting with certainty. The agreement will not be
credible only ifUy (~a, ~al|s) = p1(sg0)—w101—t11C > p1(s10)—11C = Ujy(a, ~als),
which can only be satisfied i (s19) < 1. Recalling thatp; (s19) > 0, this implies that
p1(s10) € (0, 1), s0s19 = ey IS required.

Observe further that ip1 (so1) > p1(s11) — t121C, then the other conditiong,; (sp0) —
w107 — a1 C > pl(sl()) —1nC > pl(sll) — t11C, would |mply that (6) cannot be
satisfied. It must be the case, then, thats11) — 11 C > p1(so1) > 0. Recalling that
p1(s11) < 1, we conclude thap{(s11) € (0, 1), SOs1; = e; is also required.

But if s50 = s11 = e1, thenoy = pu», which in turn implies thako = 511 = 5. But
then the collusion-proof equilibrium can only existit= ¢1, which is non-generic.

CASE Il: Consider py(s11) — t11C > p1(s10) — t1C. This means that strictly
prefers a bilateral bailout to a unilateral one, so it pregiéhcentives for collusion to such
a bailout (becausé, is indifferent wheneveé; acts). For the equilibrium to be collusion-
proof, this agreement must not be credible. SiGgeis indifferent, it must beG; that
would not want to abide by it. Thus, the equilibrium requitestU, (~a,a) = pi(so1) >
p1(s11) —t101C = Uj(a, a). This now requires that; (sgo) — 61 < p1(s10) —11C or else

46



(7) cannot be satisfied. We conclude that the preferenceingdier G, in this equilibrium
must be

P1(so1) > p1(s11) — 111 C > p1(s10) —11C > p1(soo0) — 01 (8)

Although there is an infinite number of ways that (8) can bésadl, it does place some
limits on the admissible probabilities. Observe now that trdering ensures thatag =
w2 = 0 both (6) and (7) are satisfied with strict inequality, wheratr, = p, = 1 neither
one is satisfied. Since the expected utilities are lineahénprobabilities, it follows that
there exist unique values that satisfy the conditions wdjilnedity:

Gy = P1(s10) —11C — [p1(s00) — w161 — 111 C]
P1(510) —11C — [p1(so0) — w161 — t11 C] + pi(so1) — [p1(s11) — t11 C]
fiz = P1(s10) —11C — [p1(s00) — 01]

p1(s10) —11C — [p1(so0) — 01] + p1(so1) — [p1(s11) — 11 C]

such that (6) is satisfied if, and only if; < 6, and (7) is satisfied if, and only ifi» < f[i,.
These establish upper bounds on the equilibrium probsilfor G,’s strategy.

SinceG’s expected payoffs are strictly increasingGa’s mixing probabilities and be-
causeG, is indifferent among mixtures, any equilibrium of this tyjgePareto-inferior to
any other equilibrium of this type with higher mixing proligkes. Since there is no reason
to expect that governments not to coordinate on a Paretergquilibrium in this set, we
shall now derive the appropriate mixtures.

To understand the following, note that the definitions inpihgpositions are such that

1, (02) =05 (02) and Tiy(02) =35 ' (02).

In other words, just likeo,(12) andoz(u2) return the values of, such that(oz, 2)
satisfiess;; = e, andsy9 = 1 — ez, respectively for any given value pf,, so doﬁz(@)
andy, (o,) for any given value ob.

Recalling the three possible configurations that resttiet dets of admissible mixing
probabilities, we observe that there are six cases to censidpending on wher@,, (i)
is located with respect to these sets. The first three casesamar under each of the
configurations:

() 62 € [0,(ft2),02(ft2)]. Since this means that, (f12) < 62 < 02([12), it follows that
s11 > e andsyo > 1—ey, but we know that this cannot occur in this equilibrium. One
possible reduction is to the admissible probabilitiés, 1z,(52)), which makes the
smallest admissible decreaseuis, and so dominates all other pairs that invais-)
since they require not only further reductionsiin but also lowerings,. The other
possible reduction is t@o,(fi2), fi2), which dominates all other pairs that involve
a,().

Which of these would be Pareto-superior? Obviously, coomtid on knowing that
the crisis is seriousy; would have a strict preference to the equilibrium with but
on knowing that the crisis is mild, it will strictly prefer ¢hequilibrium withfi,. In
expectation, therefore, his preference depends on hisspribs > 1/, the former
equilibrium is superior, otherwise, the latter is. We code that the Pareto-dominant
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equilibrium in this case must involve the strategiés, 1t,(62)) if s > 1/, and the
strategiego, (f12), f12) otherwise.

We should note that whem»(0) > 6, > 0, then,(f12) does not exist. Since
(62,0) cannot occur in equilibrium by Lemma F and sineg(0) = 0, so(0,0) is
the other candidate profile, which is an altogether diffeferm of equilibrium (that
we studied in Proposition 4), it follows that the only edwilum of this type must be

(@3 (f12). f12)-

(i) 62 > 02(fl2) > 0,(ft2). In this caseg, is not admissible, and the smallest reduction
that admits an equilibrium is t6,(fi,). This is becaus&,(-) is increasing, which
means that any other reduction to an admissible pair woujdire botho, and u,
to decrease. This means th@s'’s strategy in the Pareto-dominant equilibrium is

(02(f12), fi2).

(i) 02 < 0,(fl2) < T2(fi2). Inthis casefi, is not admissible, and the smallest reduction
that admits an equilibrium is tp, that solveso,(12) = 62, which we can write
compactly ag6», u ) (62)).

If e < s < 1—e5,then any solution requires > 6, andu, > 1,. By definition of
this casefi, > 1, (because otherwise, (i) < o2(ft2) would not be satisfied). If
G2 < 02, then there can be no equilibrium: sineg(-) is decreasing, any reduction of
fi» to the requiredu, would result ino,(12) < 02, which violates the requirement
thato, > 0,. Thus, ife; < s < 1 — e, this equilibrium can only exist if, > 0,. It

is readily verified that the other two configurations do nadadditional restrictions.

The last three cases can only occuioi, j1») exists; i.e., ifo, (-) ando, () intersect, which
means that either, <s <1 —e;0rl —ey; < s < e, Obtains:

(iv) Whene, < s < 1 — ez, and eitherg, < 0, or i, < ji obtains. In this case, the
equilibrium does not exist becaué®, j1,) are the smallest mixing probabilities that
admit existence, and these exceed the limits that ratmmél|'s strategy. (This case
overlaps with the exception in (iii) above.)

(V) Whenl—e; < s < ep and boths, > 5, andji, > 11, obtain. The smallest reduction
that admits an equilibrium is to the Pareto-dominant qae; ii).

(vi) Whenl—e; < s < ep and boths, <5, andji, > 71, obtain. The smallest reduction
is to the equilibrium wheré&s,’s strategy is(&z,ﬁz(éz)). (This is analogous to the
solution we derived in (ii) above.)

This exhausts the possibilities and completes the desmripf the Pareto-dominant equi-
librium. It is important to realize that these solutions atisure that the pair of mixing
probabilities will satisfy at least one, and possibly baththe constraints in (5) with equal-
ity, as required.

Moreover, since the equilibrium mixing probabilities ajdie on eithero,(-) or o2 ()
with the precise location dependent all exogenous parameteepe;, any solution where
the resulting posterior beliefg; ands;o happen to equal some precise valueptannot
be generic. In other words;; # e; andsyg # e1 in any generic equilibrium.
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Selecting the Pareto-dominant equilibrium is not partidyl constraining because the
preference ordering in (8) can be satisfied in infinite wag<ém the indifference condition
for G,), and they determine the crucial limiting probabilit@&sandi,. Consider first the
off-the-path beliefsg; andsgg. SinceG, is mixing, a deviation byG, is going to result in
inaction with positive probability. Unles§,’s probability of inaction in a serious crisis is
significantly smaller than its probability of inaction in aldncrisis, this deviation would be
worse forG; when the crisis is serious. If s@;; should be less likely to deviate when the
crisis is seriouso; > u1. Since

o1 > W1 = lim So1 = lim soo = 0,
o1—~>1,u1—>1 o1—>1,u;—>1
we can considep; (so0) = p1(so1) = 1 and p»(so1) = 0 as reasonable off-the-path ex-
pectations regardless of the valuegofin that case, (8) cannot be satisfied for a nationalist
G1: p1(s10)—C < 1-C < 1-601 = p1(so0)—01. Thus, with these reasonable off-the-path
expectations, the equilibrium can only existGf is pro-EU.

For the rest of the proof, assume tha{ is pro-EU. Sincel — 8; > 0, it must be that
p1(s11) > pi1(s10) > 0 as well, sos;p > e; ands;; > e are both necessary. Since no
equilibrium withs;; = ey or s;9 = e is generic (by the argument above), we conclude
that in any equilibrium it must be thai; > ¢y andsy9 > e1, SOp1(s11) = p1(s10) = 1.

In other words, this equilibrium requires not only th@t is pro-EU but also that it gets
reelected regardless of the contingency.

Consider now the three admissible configurations of mixingbgbilities for G,. If
(s11 > e2,510 = 1 — e3), then a necessary condition fof; > e; andsig > ep is
e1 < 1 — ey, that is, non-competitive elections. The three orderirigg tdmit possi-
ble values for the posterior beliefs to solve them while gréisg necessary inequalities
are: ()1 —ey > e1 > ey: 511 > ep IS not guaranteed; (iiy, > 1 — ey > e;: suffi-
cient to guarantee botly; > e; andsig > eg; (iii) 1 — ey > ey > eq: sufficient. If
(s11 = e2,510 > 1 —e2), then a necessary condition fgr, > e; ands;g > e; iSex > e;.

If 1 —ey > e, then this condition is also sufficient. If — es < e, thene; < ey is
sufficient. The three orderings that admit possible valoeshie posterior beliefs to solve
them while preserving necessary inequalities aree (i} e; > 1 — ea: 519 > €1 iS not
guaranteed; (i > 1 — ey > eq: sufficient; (i) 1 — ey > ey > eq: sufficient. If
(s11 = e2,510 = 1 — e2), then the necessary conditions ase> ¢; andl — e; > eq. The
two orderings that admit possible values for the postergdiets are: (i)e; > 1 — ez > ey
sufficient; (i) 1—e, > e> > e;: sufficient. To summarize these resuits,< min(e,, 1—e5)
is sufficient to guarantee that on-the-path posterior felidl satisfy the requirements that
ensure thatG; is reelected with certainty and the probabilities of regbecfor G, are
sequentially rational. n

C Slovakia’s Burden-Shifting, Summer 2010

After the Eurozone members officially agreed to the bailouMay 2, the Slovakian gov-
ernment — the newest member in the Eurozone — proved ungvitimatify the agreement
domestically, thereby scuttling its promise to providesitsire of 1.02%€150 per Slovak

citizen) to the Greek bailout package. The domestic ratifinavas delayed until after the
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elections. The government was ousted and the new govermefeised to sign the deal.

Slovakia never paid its share of the bailout. Why did the 8kian government agree to the
bailout before the elections, but then decided to delaytit after the elections? And why

did the new government not sign the deal after the elections?

From the vantage point of the Slovakian government, thastta maps onto the burden-
shifting equilibrium (see Proposition 43. Recall that the burden-shifting equilibrium re-
quires (1) that the governments who provide the bailout aoseGl (with no restriction
on the government who decides to shift the burden), and &)ttie citizens are relatively
certain that the crisis is serious. Both requirements watisfeed after May 2. First, it had
become obvious that governments were expecting for thezbneoto fall apart without a
serious intervention by the IMF and the Eurozone membersor&k all other Eurozone
governments had committed to the bailout package (i.ey, #ne pro-EU). Initially, the
Slovak government expected to win the elections hands dbwn's Smer party was at the
top of the polls and had pledged to boost social spending eliéetions3® Since the citi-
zens were more or less convinced that the crisis was seritmspi(e lingering skepticism
about whether the Greeks deserved help), providing theuiashould not have hurt the
government’s electoral prospects. With; relatively low buts high, the situation resem-
bles the second parameter configuration of the equilibriggms s < 1 — ¢;, where both
governments expect to be retained for acting.

Before the Slovak government could act, however, its dampsbspects worsened con-
siderably. The opposition parties had opposed the Gredbubaand now they managed to
make it a key electoral problem. The largest oppositionypdre liberal SDKY, announced
that it would try to block the loan. Even Smer’s coalition toar, the nationalist SNS, de-
clared itself against the loa.In addition to the public’'s unhappiness about helping peopl
they perceived as having lived beyond their means, the Klggaernment would have to
borrow to pay their share of the loan. Experts were worriedl 8lovakia would not receive
that money back! The Greek bailout became increasingly important as a caynpai
sue. In mid May, opposition parties attempted to hold a parintary debate on Slovakia’'s
participation in the Greek bailout and the government usetbus tactics to block that ini-
tiative. The debate was eventually cancelled after founcesssful attempts to reach the
quorum necessary to open it (when members of the governnaetyt gid not show up).
Fico was criticized for not allowing a debate and for nedut@ga deal that was highly dis-
advantageous for the Slovak population. The oppositioneatghat the only reason why
the government had agreed to the loan was because it wasde@ldivakia down the same
path and that it expected Slovakia itself to need Europeandial support sooft

The coalescence of the oppaosition on the Greek bailout ledvBmer’s electoral chances
(increasecde_;). Since it is unlikely that in the interim the voters had alewered their
estimate about the seriousness of the crisis, the resugtingtion resembles the fourth
parameter configuration of the equilibrium; max(e;, 1 —e; ), where the government that
fails to act is removed. In other words, whereas the goveminndially thought it would

68. Slovakia isG_; and the other Eurozone members &ge

69. Agence France Press#lay 8, 2010. “Greek aid riles eurozone newcomer Slovakia.”
70. Agence France Press#lay 3, 2010. “Slovak PM wants Greece to act before borrowing
71. The Slovak Spectatodune 28, 2010. “Slovakia stalls on euro bailout.”

72. The Slovak SpectatoMay 17, 2010. “Slovakia’s new election issue: Greece.”
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win the election because the opposition was not very aiteaahd voters thought the crisis
was serious enough to reward the government for acting,nitreasing support for the
opposition resulted in a situation where the uncertaintyualthe seriousness of the crisis
was no longer sufficient to make voters reward the governifeentroviding the bailout.
In such unpleasant circumstances, the government coudsit $ave itself the cost of the
action by shifting the entire burden on the other membere@Burozone.

Interestingly, the equilibrium indicates that at this gdamer was doomed: it would be
removed both on and off the path of play (i.e., irrespectivitgscactions with respect to the
bailout). This does not mean, of course, that the governitoait it lying down. In fact,
Smer attempted to deflect some of the criticism by... aggeeiith it. As the elections
approached, Fico grew increasingly hostile to a bailoukage. Although he said that
the Slovak government would not block the package itselinbisted that any loan would
have to be approved by whichever government won from theietesc No money would be
transferred before that. The last-ditch effort did not work: the government was odste
June, and replaced by a different coalition controllingim shajority (79 out of 150 seats).
In fulfillment of campaign promises, the new government cletgg the burden-shifting
by refusing to ratify the Greek bailout packaffelvan Kuhn, member of the Conservative
Institute think tank, justified the decision by the govermie

The European Financial and Stabilisation mechanism cak mwderms of [its]
legal and economic aspects without Slovakia. Slovakiargrdmtion is only
a small fragment of the financial package. Yet the rescuegmecivas created
de facto beyond the legislative framework of the EU, so tles@nce of all the
EU members is not necessary.

In other words, the Slovak government had successfullyezhthe burden onto its Euro-
zone colleagues.

One might wonder whether the Eurozone members could puiistl@a for this blatant
instance of free-riding. Since ours is a simple two-periaitisl that does not allow for con-
ditional strategies that could, in principle, admit sames designed to deter such behavior,
we cannot speak to that except to say that if, for some reasmi, punishment were not
credible, the behavior should emerge even in a repeatedgsdtt fact, the Slovak govern-
ment wasnot at all concerned about possible sanctions from the Europeéon and its
refusal to participate came despite fierce pressure frorottiexr Eurozone members. With
startling, but refreshing, frankness, Kuhn summarizegtbblem with potential sanctions:

But in no way do | agree that Slovakia in such a case would faeffitejected
by the rest of the EU and that we would be punished. This is #ungethat the
EU and its member countries cannot afford to do to another lmeewountry.

73. The delay could not be attributed to the length of theslagive process; Fico’s government had repeatedly
used a shortened legislative procedure to approve difféits

74. The new coalition comprised the liberal SDKU-DS, Freadind Solidarity, the Christian Democrat
KDH, and the ethnic Hungarian party Most-Hid) under prosigecprime minister, Iveta RadicovaAgence
France PresseJune 13, 2010. “Slovakia's emerging coalition plans aitgtdrive.”; The Slovak Spectator
June 28, 2010. “Slovakia stalls on euro bailout.”

75. The Slovak Spectatodune 28, 2010. “Slovakia stalls on the euro bailout.”
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Thus, whereas it was electoral problems that prompted thaailgovernment to backtrack
on its initial agreement to participate in the bailout, #$usal to participate was not an
attempt to win the elections: it was a simple matter of satfregfinancing costs once it was
clear that others will pick up the tab.
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