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Abstract International cooperation can fail even though governsidiatve no distribu-
tional conflicts or incentives to free-ride, face no infotimaal or credibility problems, and
even agree on the policies that need to be implemented. Ggisna&fusal to cooperate
with the Eurogroup members on the Greek bailout in 2010 thmilcrisis threatened to de-
rail the entire Eurozone is puzzling in that regard esplyciEcause Germany is the main
beneficiary of the euro. It was alleged at the time that this avdilatory tactic designed to
postpone a domestically unpopular decision until afteciatuegional elections. But why
would voters allow themselves to be misled like that? And wlfd/Merkel agree to the
bailout before the elections took place? To analyze howentipreferences affect interna-
tional cooperation, we develop a game-theoretic modelefdhr-way interaction between
two governments that must coordinate a response to a difistsiag both countries but who
also must face the polls domestically with an electoraté riight be uncertain whether a
response is necessary. We find that, paradoxically, govamtsrthat stand to receive the
greatest benefits from international cooperation face thatgst obstacles to implement-
ing the required policies even when voters would want themiWe show how the model
can rationalize Merkel’s electoral strategy and why hetypsuffered at the polls when the
strategy went off the rails.
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On January 11, 2010 the lie became official: Eurostat — the@ge=sponsible for statisti-
cal information in the European Union (EU) — published a refiat questioned the figures
about national debt and budget deficits that the Greeks taalisd. The subsequent dras-
tic austerity measures the Greek government implementaebked determined popular
resistance and in less than two months the country was euginfoften violent protests
against higher taxes and deep cuts in the public sector. &duets of the EU scrambled
to stem the crisis in cooperation with the International Eany Fund (IMF) but could
only agree on a relatively modest emergency loan. In latél &pr credit rating agencies
downgraded Greek government bonds to junk, and the fingpamt began to infect other
Eurozone members. The crisis was threatening to turn inttestrophe that could unravel
the entire Eurozone, and an increasingly vocal chorus dfigiahs, leaders in the banking
and financial industry, and economists pressed for an imatedand very large) bailout
package.

Stunningly, the lone holdout that fiddled while Rome burnexswone other than Ger-
many — the country that was the primary beneficiary of a st&iezone and that cor-
respondingly stood to lose the most from its collapse. Asaswserman banks that had
invested heavily in the debt the Greek government was #meaj to repudiate, the drag-
ging of feet by the German government was indeed puzzlingthBytime it finally came
around in early May, the crisis had deepened and spread:viralbcost of the package
had ballooned to more than twice the original estimate; Gexis share alone was nearly
as high as the total original amount the EU had been set tadaov

Why was international cooperation on the financial baileautsficult to achieve even
in the usually cooperative context of the EU? Why was it tihat tnain obstacle to this
cooperation was the country that was (and still is) amongrtbst keen on the Eurozone?
Our existing explanations of international cooperationrd answer these questions. As
we document below, the evidence is not consistent with teedhat explain the failure to
cooperate as arising from (1) incentives to free-ride inafeision of public goods, (2) the
absence of institutions that provide information and esbkaroordination or the credibility
of commitments, (3) attempts to coerce others into grantiage favorable terms, or (4)
constraints imposed by more hawkish legislatures.

An alternative explanation, popular in the press and amofitigians at the time, centers
on Merkel’s fears about crucial elections that could deteemvhether her coalition was to
keep its federal dominance. It is, however, quite uncleay wiers would fail to see
through a delaying tactic, and how a domestic conflict overdhsirability of a policy
affects cooperation at the international level. Somewktrashingly, we have no theories
of how this mechanism is supposed to work in such a contexn #vough cooperation
failures regularly happen even without serious distrimai conflict.

We develop a game-theoretic model of the four-way intesacbetween two govern-
ments that must coordinate a response to a crisis affectittydountries but that also must
face the polls domestically with an electorate that mighiitheertain about what response is
necessary. We analyze how the potential domestic conflattie desirability of a partic-
ular policy interacts with the desire to cooperate amongythe@rnments under asymmetric
information. We show that the data are consistent with thaliegum that can rationalize
delay for electoral reasons, and that it was precibelgausehe Eurogroup governments
were widely known to be quitsupportiveof the Eurozone system that they could not have
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acted fast enough and aggressively enough to contain tie arid instead opted for poli-
cies that ended up endangering the very system they beddfitte. Paradoxically, had
Germany been less enthusiastic about the Euro, Merkel cmiltiave employed dilatory
tactics, and would have been able to persuade the skeptarahd® voters that a bailout
was necessary by the end of April. The model can account éodditely, the sudden change
of course, and the subsequent clobbering at the polls.

The model helps illuminate the supply-side dynamics oftéik financial bailouts. Most
studies of financial rescues focus on bailouts through therdational Monetary Fund
(IMF) or analyze strategies and outcomes in recipient a@slt We focus on the in-
teractions between the governments that provide the liadma between them and their
domestic constituencies. The Eurozone crisis shows howerii@ipt these two aspects of
financial rescues can be even though existing studies hastyngnored thent.

Our argument has broader implications for internationédtiens theory as well. In-
corporating domestic-political elements in a model ofinétional cooperation shows that
while citizens cannot exercise a lot of control over theiveyjpments through electoral in-
centives, their choices at the polls can exert influence midno policy. Moreover, and con-
trary to much thinking on this, such influence is not necélyssuboptimal. For example,
on one hand domestic electoral politics can distort ingestand push governments into
doing more than the citizens want or fail to do enough. On therchand, the normatively
desirable outcome of governments acting exclusively inutirstances their constituents
want them to can be generally supported only when goverrsremet jointly vulnerable
electorally. In other words, this outcome would be unatthia without domestic politics.

1 Domestic Politics and International Cooperation

The foundational work on international cooperation is & fiighest level of abstraction,
conceiving of it as an interaction between unitary actomsrating in an anarchic context
(Oye 1985) In this world, states would like to cooperate to achieve ralljubeneficial
outcomes but face a variety of obstacles that range fromioheil incentives to free ride in
the provision of public goods (Taylor 1987), high transatcosts (Keohane 1984), to the
inability to coordinate effectively or to commit crediblg following through on promises
(Schelling 1960). Cooperation in these settings can baisest coercively through threats
to punish non-cooperators when the interactions are repgaixelord and Keohane 1985)
or through centralized enforcement (and, occasionallilatemal provision of the goods)
by a hegemon (Kindleberger 1973; Gilpin 1981; Pahre 1998n&tSlantchev, and Lon-
don 2008), or with the help of international institutionsitiprovide information, facilitate
bargaining through issue-linkage, and diffuse norms armviedge (Keohane 1984). A
related theory explains cooperative failures as arisiognfattempts to shift the burden of
the policy on other actors (Alesina and Drazen 1991).

None of these theories are useful in explaining Germanyfaréato cooperate in the
bailout until it was almost too late. The Eurozone membenkeain the dense institutional

1. See, for instance, Dreher and Vaubel (2004), Stone (2@®pelovitch (2010), and Walter (2013).

2. Bordo and Schwartz (1999), Frankel and Roubini (200Bsty (2003), Broz (2005, 2012), and Bechtel,
Hainmueller, and Margalit (2014).

3. Gilligan and Johns (2012) review the literature on irégiomal cooperation.



environment of the EU, had ongoing frequent interactiorsd thvolved multiple issues,
faced low transaction costs, and shared information alcwspulsively. There was no hint
of coercive tactics and no evidence of attempts to freeatdihe efforts of others. Although
there was no clear-cut hegemon in the traditional sensem&w®r clearly occupied the
preeminent position in the Eurozone, was its largest betmfaand would also be the
largest contributor to its rescue. From that perspectiven ¢he “hegemon” failed to lead.

Perhaps the answer could be provided by the extension ofritjeal theories of coop-
eration that follow the work by Putnam (1988)? The idea her®ianalyze how domes-
tic politics could affect international behavior; that is, dispense with the unitary actor
assumption (Keohane and Milner 1996). These studies, h@mwalso do away with the
simple idea of cooperating under some given terms and mdtaus on endogenizing
them (Fearon 1998a). In other words, these theories assdisgibutional conflict among
governments and seek to explain how they jockey for bettendef agreements. Insofar
as domestic politics enter these theories, it is invariasiyconstraints, almost exclusively
through legislative ratification procedures, on the termggnments can accept (lida 1993;
Mo 1994; Milner 1997; Milner and Rosendorff 1997; Tarar 2001

These theories are appropriate when one wants to explaimeti@iation of agreements,
but turn out to be of little use when one is interested in @rpig cooperation under terms
that have been established alre&dy.the Eurozone crisis, the contributions to the bailout,
as most other financial matters, were tied to the size of tbaauy of individual mem-
bers, and there was little room to negotiate deviations feaisting European Central Bank
(ECB) formulas. The disagreements among the Eurozone mmemb@atrticipation of the
IMF, austerity measures in Greece, and loans on non-cdnpesg terms — were resolved
in principle as early as March and in practice by mid Aprilf @ermany still refused to co-
operate for several crucial weeks. It was also fairly clbat tlespite parliamentary debates
in the two largest contributors, Germany and France, thisligres were not a constraint
(in fact, for reasons we explain, the opposition in Germaayg pushing the government to
introduce the appropriate legislation).

As we noted in the introduction, an alternative explanataoks to the citizens rather
than legislators and to elections rather than ratificat®tha relevant constraint or motiva-
tor for governments. Slantchev (2006), for example, shbzasd government could persist
with a policy it knows to be bad out of fear that trying to altewould reveal its incom-
petence and result in electoral defeat. There is, of coafse,a well-developed literature
on political business cycles that seeks to explain how anatigovernment could imple-
ment an economically suboptimal policy in the shadow oftedes (Drazen 2001). These
approaches, however, lack an international dimensiomé@ese 2002). There is no foreign
government whose behavior has to be taken into account camaloblem of international
cooperation to solve.

One might wonder whether connecting the internationall lewth citizen preferences
and elections is a bridge too far. It could be that voters Bindp not care enough about
foreign policies to consider them during elections (AldriSullivan, and Borgida 1989).

4, Fearon’s (1998) is a rare study that does both: in the fiegfesthe actors negotiate the terms of the
agreement, and then decide whether to cooperate or not tiiese terms. The latter part, however, is the
coercive cooperation sustained in a repeated game, whiahgiecannot help us here.



Or, it could be that much of international behavior takex@ltar from the public realm.
If governments cooperate behind closed doors, foreigrcypadi not politicized at home
and cannot affect votes. This is why the EU — where many ingponpolicies have been
delegated to the often opaque international level — is feetjy referred to as the “sleeping
giant” (Hobolt and Vries 2016).

We have several answers to this. First, there ispifima facieevidence that many po-
litical leaders, both in Germany and abroad, journalist&l scholars thought the linkage
plausible. This suggests that there isanpriori reason to exclude it from consideration.
Second, the bailout discussion was very prominent in thaamedhere potential and actual
policies were constantly discussed, often in great detaivould be difficult to suggest
that voters did not know the basic outlines of the policiehird, we have direct survey
evidence that German citizens did care about the bailouttetdnany explicitly said that
the government’s actions in the crisis were going to affieeirtvote. Fourth, recent studies
demonstrate that public opinion can constrain internationoperation during electoral pe-
riods on other issues as well, especially when the issuesadiemt (Schneider 2013). The
appropriate response to the inability of existing theoteaccount for the puzzle and to
the presence of an alternative without a clear causal méewghaa to specify a theoretical
mechanism and see if it does a better job of accounting fogtfdence.

2 The Model

Two countriesj € {1, 2}, are faced with a crisis that can potentially require casi®asures

to resolve. The timing of the game is as follows: the govemis\&;;, observe the severity
of the crisis they are dealing with and simultaneously deeithether to act or not. The
median voter in each country observes these public actiotighee voters simultaneously
decide whether to retain the incumbent. Voting is costla$®r the elections, the (possibly
new) governments again decide whether to implement cridisyp after which the game

ends and payoffs are realized.

2.1 Economic environment

Without a policy to stop it, a crisis can be eithmild, 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 ecandarmages. The govern-
ments know the type of crisis they are dealing with but thieeits in both countries do not:
they believe that it is serious with probabilitye (0, 1) and mild with complementary prob-
ability. This prior is common knowledge. The results do nepehd on the governments
being fully informed, just that they have better informatithan the citizens. Whereas a
mild crisis fizzles out without a government action, a sesiotisis continues to inflict cu-
mulative damages until someone acts to stop it. If at leastobthe governments acts prior
to the elections, then the crisis will be resolved regaslidsts type. If neither acts, then
the mild crisis will resolve itself after the elections bhetserious crisis will deepen.

The total financial cost of a crisis policy & > 0. Consistent with our desire to model
cooperation under existing distributional rules, if thegmments act together, each country
payse; € (0, 1) of the total cost, with) ~«; = 1. If G; acts on its own, the country bears the



entire costy; = 1. Whereas the citizens of countiyay costs in full; C, its government
could either be as sensitive to these costs as they are sdessttings; € {1,4} denote
the type ofG; so that the government pags; C when it participates in a bailout, we call
a governmennationalistwhens; = 1 andinternationalistwhens; = § € (0,1). The
government’s type is common knowledge.

When it comes to the crisis and the reaction, the differemsisigity to the financial cost
of the policy is the sole source of preference divergencevdxmt the government and its
citizens, and it is the source of the domestic distributi@moaflict;

AssuMpPTION1. Citizens in each country want the governments to interverand only
if, the crisis is severe even when there is an agreement te sha financial costs; <
OliC <C< w,ﬂi.

This assumption also implies that irrespective of the govemt’s type, both the gov-
ernment and its citizens prefer to have an internationat-slearing agreement in place if
that government is going to implement a crisis policy. Ifytiexpect the other government
to implement the policy, then they have an incentive to ghiftentire burden to the other
country and reap only the benefits, raising the specter efriting.

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.

There are four contingencies in which citizens of the twontdas can find themselves
when they vote (since they have a common prior and any newnnaftion that might be
revealed from the governmental actions is symmetric, ttstgpimrs would have to be the
same)’ Lets,, 4, be the citizens’ common belief that the crisis is severe whey observe
government taking actioru; € {0, 1}. For exampleso; denotes their belief after a unilat-
eral action byG,. Citizens credit the government that acts in proportiorh&rtbelief that
the crisis is serious, and the government that does not grbjportion to their belief that
the crisis is mild. In our examplé&y, will be credited withsg; whereass; will be credited
with 1 — S01-

5. These labels merely reflect whether, all else equal, &pbat government has stronger incentives to act
in a crisis than its median citizen.

6. Empirically, Keyser and Peress (2013) show that voteeengfunish 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.



When citizens apportion credit, they compare their postdaeliefs to what they expect
to get from the alternative government they could selecte (0, 1). This baseline ex-
pectation captures how contested the elections in courding expected to be. Very low
values represent cases where the incumbent is favored ttheiglections whereas very
high values represent cases where the incumbent is comgedrand unlikely to win. In-
termediate values represent competitive elections wheithar has a clear advantage. If
both governments are threatened at the polls, we have:

DEFINITION 1. Governments afeintly vulnerableif, and only if,e; + e > 1.

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

2.3 Payoffs

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

MULTILATERAL ACTION. The crisis is resolved regardless of type, no economicscost
are incurred, the financial costs are shared, and no furthienas taken after the elections.
The citizens iri obtain a payoff of{; — «; C if they keep the incumbent argl — «; C if
they replace it. The government in countrgetsl —¢;«; C if it is reelected, and-t; «; C if
not.

UNILATERAL ACTION BY Gj. The crisis is resolved regardless of type, no economic
costs are incurred, the financial costs are borne entiregobmtry 1, and no further action
is taken after the elections. The citizens in 1 get a payoff;9f— C if they keep the
incumbent an@; — C if they replace it, whereas the citizens in 2 get a payoff efs; if
they keep the incumbent amgdif they replace it. The government in country 1 getss; C
if it is reelected, and-¢; C if it is not. The government in country 2 getsf reelected, and
0 if it is not.

UNILATERAL ACTION BY G,. The crisis is resolved regardless of type, no economic
costs are incurred, the financial costs are borne entiretyolbmtry 2, and no further action
is taken after the elections. The citizens in 1 get a payoft ef s¢; if they keep the
incumbent and; if they replace it, whereas the citizens in 2 get a payoffyef— C if they
keep the incumbent ang — C if they replace it. The government in country 1 géts it
is reelected, and if it is not. The government in country 2 gets- 1, C if reelected, and
—1,C ifitis not.

No AcCTION. If the crisis is mild, it is resolvedd; economic costs are incurred, and no
financial costs are incurred. The citizeng iobtain a payoff ofl —s¢o—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 mutlilegetion 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;8; — o; C. The government in country
gets a payoff ofl — w;0; — t;; C if reelected and-w; 6; — t;«; C otherwise.



2.4 Preference constraints

We can now define the preferences of the governments morésgseso that elections
become meaningful in the model. Consider first the prefa®nt a nationalist government
when the other is expected to act to solve the crisis. We wisissume that even nationalist
governments are not so extreme in their preferences thaitbeld refuse to cooperate in
a cost-sharing multilateral policy irrespective of eleat@wonsequences.

ASSUMPTIONZ2. A nationalist government strictly prefers to cooperateaimultilateral
policy if doing so ensures its reelection and if it expectbse office after unilateral action
by the other government; C < 1.

Note that (A1) and (A2) together imply thét < 1 as well.
Turning now to internationalist governments, we wish tauass that they are more in-
terventionist than nationalist ones but that they stillhalectoral concerns.

AssuMPTION3. All else equal, an internationalist government strigtlgfers to intervene
unilaterally in a mild crisis rather than to allow it to camtie, but strictly prefers to allow it
to continue if doing so ensures its reelection and if actindaterally results in its removal
from office: 6C < 0; <1+ 6C.

Without loss of generality, we shall restrict attentionticee possible government config-
urations: both internationalist, both nationalist, @hdnationalist withG, internationalist.

2.5 Equilibrium refinements

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

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

ingful restrictions on admissible beliefs after eventd #n@& not supposed to occur when
equilibrium strategies are followed, which essentiallynpés any subsequent behavior to
be rationalized. Since expectations about actions aftermebability 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 patacuype 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 isaparticular type, the citizens

infer that the crisis is of that type.

Weak perfect Bayesian equilibria are merely a subset of Nagiiibria, and as such
define rationality in a strictly individualist manner: theudlibrium requirements eliminate
strategy profiles vulnerable to unilateral deviations.hailigh this definition of rationality
might be appropriate when it comes to the citizens in the taantries who cannot be
expected to coordinate in order to deviate together, isis feersuasive when it comes to the
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two governments. Since governments can meet in private cahigld conceivably conspire

to hide information from their citizens. In the model, ofis 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 deviatinghftbe collusive agreement.

3 Analysis

We begin by establishing our benchmark case: an equilibianvhich governments agree
to a multilateral action only when the crisis is serious andndthing if it is mild. This

is the behavior citizens want, so we shall call this thizen-preferred equilibriun{CPE).

In it, the governments are always rewarded with reelect@mlowing multilateral action
because the citizens believe that the action was appreptiatfortunately, as the following
proposition shows, this happy state of affairs is unlikelypbtain unless both governments
are nationalist.

ProPoOSITION1. Thecitizen-preferred equilibriuncan always be supported in a nation-
alist dyad, but can be supported in internationalist or ndixtyads only when governments
are jointly vulnerable electorally. It is intuitive in allyéds but collusion-proof only in
nationalist and mixed dyads. o

This result, formally stated as Proposition A, establisb@siewhat dim prospects for
disciplining governments through electoral sanctibmsternationalist governments cannot
be prevented from colluding to act even in mild crises. Gorernts with heterogeneous
preferences can be induced to act in accordance with citiiefierences but only if they are
jointly vulnerable electorally. It is only nationalist gernments that can be relied upon to
do what the citizens want them to irrespective of the elattaninerability and despite the
possibility for collusive agreements.

When the CPE does not exist, any equilibrium must involveestype of policy failure:
either a false positive (type 1), where governments inteeverhen they are not supposed
to, or a false negative (type Il), where governments do nigfrene even when they are
supposed to.

In the context of the EU, the “democratic deficit” is ofteregiéd to arise from the Union
being a “distant technocratic superstate run by powerfigiafs who collude with national
governments to circumvent national political processpsgsumably with the end result
being policies that the citizens do not w&nErom this perspective, the most interesting
type | failure is the one where the two governments agreettio aomild crisis and share the
policy burden. As the following proposition shows, one donesneed the EU “superstate”
to explain such outcomes: electorally-minded nationalegoments are perfectly capable
of going against the will of their citizens without any fuethinstitutional obfuscation. The

7. All formal statements of propositions and their proofs iarAppendix A.
8. Moravcsik (2008) encapsulates this notion while offgr@potent critique of its empirical foundations.



central result here is that electoral incentives couldedéven nationalist governments to
such hyperactive engagement but that the more electoralherable the incumbent gets,
the smaller the chances of such policy failure are.

PrRoPOSITIONZ2. The following assessments constitutalae-positive burden-sharing equi-
librium only if s > s = max(ey, ¢2):

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

e The citizens in each country reelect the incumbent when dabegrve multilateral
action. When they observe any other outcome, they inferttigatrisis is serious,
reelect any government that acts, and replace any governthandoes not.

This equilibrium is collusion-proof and intuitive. o

When citizens are quite certain that the crisis is sericdwesy aire going to reward action
and punish inaction even if they are still unsure about tleeipe nature of the crisis. In-
ternationalist governments obviously benefit from thisduse they get to have their cake
(they act) and eat it too (they get reelected) even thoughahe in fact, acting against the
wishes of the citizens when the crisis is mild. The electtregat forces even nationalist
governments to fall in line and participate when neithegther, ironically, their citizens
actually want to.

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 thmflieve that the probability
of such a mistake is low. This is why a necessary conditiontlice 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. Wheimtlumbent is more vulnerable
electorally, their tolerance for such a mistake becomegitdbecause the replacement they
can elect is more attractive), which pushes the requiraalimieliefs further up.

Type | failures are not restricted to burden-sharing areamgnts. As the somewhat te-
dious analysis in Appendix A shows, when at least one of tiveigonents is international-
ist, equilibria exist in which a internationalist governmbends up paying the entire cost on
its own (the burden-shifting equilibrium in Proposition, By is at least forced to assume
that burden disproportionately often (the limited burdd@ring equilibrium in Proposi-
tion C). Aside from showing that nationalist governmentsrea be induced to carry more
than their share, these cases do not add much of substaigivéicance to our present
analysis although the extreme burden-shifting scenanddcbe useful in understanding
Slovakia’s behavior (Appendix D).

It is the type Il failure, however, that is of special relegario the puzzle we set out to
resolve, which is why we shall focus on it for the rest of thiéck. We now investigate
the possibility that governments do too little; namely,tttieey fail to act not only when
the crisis is mild — as their citizens want them to — but alscewlthe crisis is serious.
This is a particularly egregious type of policy failure besa it saddles the citizens with
a deepening crisis that they will eventually have to pay sphkee. The central result is
that electoral concerns could keep even internationatigeignments from acting when the

10



crisis is serious but the more vulnerable the incumbent|ase likely such policy failure
becomes.

PrRopPOSITION3. The following assessments constitufalae-negative equilibriuronly if
s<s=min(l —e;,1 —ex)andw; <w; =1+ —«;)C]/6;:

¢ No government acts regardless of the nature of the crisis.

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

The equilibrium is collusion-proof, but it is intuitive gror internationalist dyads. o

This result should be jarring for it states that while intionalist dyads can experience
this type of policy failure, dyads where at least one of theegoments is nationalist can-
not. To put it differently, it is only when both governmentg énternationalist — and thus
very interested in acting regardless of the nature of thescr- that a serious crisis might
remain unattended with both governments remaining pa$givelectoral reasons. Ironi-
cally, this sort of massive policy failure that will saddiethapless voters with the costs of
a rescue from a wider and deeper crisis cannot occur wheasitdee of the governments
is nationalist.

How do we explain this puzzling behavior? The answer liesiinunderlying incentives
of internationalist and nationalist governments. As losgtas rewarded for inaction, a
nationalist government does not have an incentive to achvihe crisis is mild even if
doing so would also result in reelection. When voters olessnch a government acting
unexpectedly, they can safely infer that the crisis is serion which case they can also
reelect it for doing the right thing, which, in turn, ratidizas its unexpected deviation.
Unlike the nationalist government, a internationalistgovnent cannot credibly signal that
the crisis is serious in this way. If it expects to be rewarftaddeviating, it will have
incentive to do so even if the crisis is mild, which means thién voters observe such a
government acting unexpectedly, they cannot safely irifar the crisis is serious, so they
will not reelect the government. This, in turn, preventsittiernationalist government from
acting even in a serious crisis. In other words, since thermattionalist government cannot
credibly signal what it knows, the citizens cannot be induiteremove the electoral threat
that is preventing the government from acting. Internatiish governments are prisoners
of voter expectations: because they are known to want toamtach, they are condemned
to do too little.

It is worth asking why this equilibrium is not susceptiblenternationalist governments
colluding to act even when they know that the crisis is sexiol is not really the threat
to punish them both if they engage in multilateral actiort thgreventing collusion. It is
the lack of incentives to abide by the collusive agreemaeaitithdestroying its viability. In
this equilibrium voters always reward the inaction of thaiwn 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 promigkedning nothing: whoever
does this will both get reelected and saddle its erstwhieartspirator with the full cost of
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the action. The collusive agreement cannot be sustainednternationalist governments
end up doing nothing.

We now show how the model can rationalize Merkel's dithestrgtegy and explain both
its sudden collapse and the electoral disaster that fodlowe

4 The German Politics of the Greek Bailout

The problems with Greece began in earnest shortly aftemtp slections, which brought
to power a new Socialist government in 2009. The Greek prinmesier George Papan-
dreou revealed that the previous governments had serimisipanaged the economy sad-
dling the country with a crushing debt of 129.7% of GDP and asiva deficit of 12.7% of
GDP. The debt was more than twice the size Eurozone membeesalt@ved to incur, and
the budget deficit was more than four times the agreed limits.

The markets reacted immediately. Rating agencies begangtading the Greek debt,
and by the early spring of 2010, the government was effdgtishut out of the inter-
national financial markets. Rumors about a potential agee¢mn 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@undered on Ger-
many’s stiff, if unexpected, opposition.

How are we to understand the behavior of the German govertdriiree explanations
for Merkel's dithering have been advanced by scholarstipialns, and the media. The first
was a policy blunder: Merkel had made a huge mistake in batjethat the crisis would
not affect the Eurozone, and by the time markets proved hengyrthe crisis had nearly
gotten out of hand. The second, argued by the Chancelloglhéatbeit only in retrospect),
was that the delay had been a strategy designed to coeraegotl@nments to implement
the right policies. As we detail in Appendix C, these exptares are not consistent with
the evidence during the critical months of March and April.

The third explanation turns on electoral motivations: Mgikied to postpone what she
knew would be a highly unpopular, but necessary, decisidih after the elections in the
country’s most populous state, Nordrhein-Westfalen (NR@) May 9. These elections
were critical to Merkel's governing coalition because ae@¢ffor the CDU in NRW would
lead to loss of control in thBundesrat This would jeopardize her government’s plans for
a radical overhaul of the tax and health systems, and ansateonf the nuclear power
program. These plans were opposed by the Social Democwatig (SPD). Public opinion
polls in NRW indicated a close race between the SPD and the,@BdlJopinion poll experts
predicted that the bailout debate could have a strong impasbters'® These elections
were so important that some analysts argued that all fepeliéics had come to a standstill
because decisions had been either made or postponed betdaem. Not only that, but
NRW was “historically speaking, a seismograph for natiquaitics.”*

9. The Guardian.2010. “The euro’s darkest hour. European leaders gatheruas@ls amid rumors that
struggling Greece will be bailed out.” February 10.
10. RP Online.2010. “Griechenland entscheidet die Wahl: Umfragen zeligpf-an-Kopf-Rennen.” May 8.
11. Der Spiegel Online2010. “The World from Berlin: 'Merkel's Coalition Remaina Stand-By Mode'.”
March 18;AFP.2010. “German voters poised to punish Merkel party over Geéeviay 8.
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There was no shortage of speculation about an electoravatioth behind Merkel's de-
lay, both in Germany and abrodfiThe opposition was especially vocal in its allegations
that a bailout was a foregone conclusidrBut it is one thing to assert that a political leader
postponed the implementation of an unpopular decisiotaifitgir an election, and it is quite
another to explain why this strategy should work. How coulizens not see through this
such a transparent ploy? If a bailout was inevitable, pgtitioff would be, in the prescient
words of the EU Green Party Leader Cohn-Bendit, “incompnsle and politically very
stupid.”** Our model can help explain why Merkel’'s electoral strategadmsense.

4.1 Equilibrium Selection

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 ontdfalse-negative equilibriumRecall that
this equilibrium requires (1) an internationalist dyad) ¢Rizens believing that the crisis
does not require a bailout, and (3) costs of a serious crigib&ing excessive.

First, given the express concerns of the other importanoXure members and their
ready willingness to participate in a common bailout early we can regard them as in-
ternationalist. Moreover, both the CDU and Angela Merketevalso regarded as interna-
tionalist. In fact, in party manifestos and expert evaluadi German governments tend to
come out as more internationalist than other EU governmiengeneral (Warntjen, Hix,
and Crombez 2008). Merkel in particular had earned the aiclan“Mrs. Europe” for her
exceptional handling of the previously gridlocked nedaiias for the 2007-13 financial
framework.

Second, German voters did not believe that the Greek criessserious enough to affect
their own well-being, and were consequently opposed toladtaiMost of them believed
that bailing out the Greeks was both unfair and unneces$@hjle their Chancellor was
telling them that Greece would solve its own problems, thdimeras regaling them with
stories of astounding Greek government largesse and eadmmuption (Mylonas 2012;
Tzogopoulos 2013). The examples of this are too humerougtdp lmut one egregious
example provides a useful encapsulation of the issues afithpsg at the tenor. On the
day of Papandreou’s March 5 visit to BerliBild published an inflammatory “Dear prime
minister” open letter full of assorted accusations:

If you're reading this, you've entered a country differematrh yours. You're in Germany.
Here, people work until they are 67 and there is no 14th-mealdry for civil servants.
Here, nobody needs to payd.,000 bribe to get a hospital bed in time. Our petrol stations
have cash registers, taxi drivers give receipts and fardwar$ swindle EU subsidies with

12. Badische Zeitung2010. “Die Bundeskanzlerin versucht, Zeit zu gewinnen.’riAp6; The New York
Times.2010. “Merkel Tested as Escalating Greek Crisis Hurts Euxpril 28; EUbusiness2010. “Germany
has ’right’ to block Greek loans: EU.” April 25.

13. Frankfurter Allgemeine Zeitung2010. “Steinmeier kritisiert Merkels Griechenland-R&lft April 22;
The Guardian.2010. “Greek debt crisis: IMF chief to woo Germany over baiildeal.” April 28; Reuters.
2010. “Merkel tries to sell Greek bailout to Germans.” May 3.

14. AFP.2010. “Germany policy toward Greece 'very stupid’: CohmBit.” April 26.
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millions of non-existent olive trees. Germany also has hights but we can settle them.
That's because we get up early and work all day. We want toieeds with the Greeks.
That's why since joining the euro, Germany has given yountgt50bn®

One might be tempted to dismiss these as typical tabloidrbgtes butBild is one of the
few national newspapers and it far outstrips the rest irutit®on (with over 2.5 million
daily readers it has the highest circulation of any puhlicatn Europe). Its editorials are
also often in line with the less shocking weeklies (Oltermaa12).

Given these sentiments, most Germans instinctively ajgporo¥ theschwéabische Haus-
frau strategy that Merkel had debuted in 2008 when she warnedithiaig out credit to
rescue the American finance sector would exacerbate thelomgltcaused by the bursting
of the real estate bubble. For wide swaths of the populafear, of inflation and aversion
to debt had become part of a culture that emphasized frygadil solvency (Lynn 2011
Many Germans believed that a bailout would endanger thdistadf the Euro rather than
support it!’

It should, therefore, come as no surprise that the Germaresdead set against a bailout,
in part because of austerity measures that had been ngcéssaeet fiscal consolidation
targets in Germany (Bechtel, Hainmueller, and Margalitd0Polls consistently showed
that only 20-25% supported helping Greece, and Germanedetalbe distant outliers
compared to other Europeans on the causes and consequéribescosis!® In March,
an IFOP survey reported that 78% of Germans believed thaGteek government was
responsible for the crisis rather that it being part of a glatsisis or a result of financial
speculation. The average of those who shared that sentiamohg those surveyed in
Spain, France, Italy, and the UK was only 54%. The majorit¢gefmans also did not think
that the crisis was significant either personally or to thasmind them: 55% compared
to an average of 36% among the other Europeans. Germans serfamamore confident
that their country could not suffer the same fate as Gree6& €ompared to an average
of only 41% for the others. Since they blamed the Greeks foctisis and did not believe
it would affect them, 76% did not want to help Greece. Maiesitin Italy (67%), Spain
(55%), and France (53%) thought that their governmentsldhmlp Greece in the interests
of European solidarity. The only citizens the Germans rddedin their hawkishness on
the bailout were the British (78% opposed), but the U.K. watsaimember of the Eurozone
(IFOP 2010). In fact, about a third of the Germans would nasiee Greece expelled from
the Eurozone than pay to bail out its government, and in grisiment they again exceeded
everyone elsé®

15. Translated iThe Guardian2010. “Get up earlier, Germans tell Greeks.” March 5.

16. The New York Time2010. “In Greek Debt Crisis, a Window to the German Psycheay M.

17. In light of the enormous exposure of German banks in @deis possible to argue that the bailout was
about saving these banks rather than helping the Greeksewowthe German voters were even less disposed
to bail out their banks because of the billions already sperte 2008 on doing just that and because of the
widespread perception of corruption in the banking sectdris might also help explain why Merkel never
mentioned the German banks when discussing the bailoutrestelaid focused entirely on GreecEhe New
York Times2013. “In Germany, Little Appetite to Change Troubled BahKksigust 9.

18. Die Welt. 2010. “Mehrheit der Deutschen lehnt Griechen-Hilfe ab.’rinp7; AFP.2010. “Poll finds
57% of Germans oppose Greek aid.” April Z¥ip Zeit.2010. “Deutsche sehen Banken in der Verantwortung.”
April 30.

19. Financial Times2010. “Athens crisis highlights pressure on Merkel.” Ma2dh
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Third, the costs of continuing a serious crisis were not seeexcessive by political
elites and publics alike. By March, the other Eurozone mesaed the IMF had reached a
consensus that the crisis was serious, but in their iniiddbt agreement from April 11 they
estimated that only abo&45 billion in loans would be sufficient to rescue Greece. The
€15 billion IMF share was comparable to its loans to Brazil9.88d Mexico in 1994, and
the overall package was akin to the bailout for Argentinad@2 In other words, while the
crisis was clearly serious from a Eurozone perspectiveas perceived as manageable. The
economic costs were also not expected to be grievous — threk&did not even request the
activation of the emergency loans under this agreemeritAmti 23, and the credit ratings
on government bonds in Greece itself but also in Portugalamd, Italy, and Spain (the
PIIGS countries where the crisis was most likely to spilb)remained at investment-grade
levels until April 27-8.

4.2 TheSchwabische HausfradPolicy

In line with the equilibrium logic, Merkel adopted anassez-fairepolicy. This position
was not difficult to sustain in the early months while theisriseemed localized and within
Athens’ ability to stem. Members of the government, the itioal parties, and leading
newspapers all insisted that Greece should cope alone $/2045, 18). The EU Council
meeting on February 11 limited itself to assurances of ipalisupport for Greek reforms
while emphasizing the need to abide by the rules. As MerkeltptiThe rules must be
obeyed — but Greece is one of us” (Bundeskanzlerin 2010bg¢nEvhen the situation in
Greece took a turn to the worse amid nationwide protestsitiie austerity program of
March 5, the Eurogroup refused to commit to any financial taglg instead pressed for
further austerity measures.

In exasperation, Papandreou warned that Greece might lmaebaice but turn to the
IMF for help if the Eurogroup did not put together a rescuekpge at the EU summit
scheduled for March 25. His particular concern was that théfliwg EU response had
fanned the flames of speculation, causing Greek bond yielttgt6%. At such an exorbi-
tant rate, Athens had no hope of financing itself via the ntar&at of the crisis. The only
way to stop the betting against Greek debt was through a fimmdtment to a bailout by
the Eurogroup or, failing that, assurances of loans fromtie2® Everyone — markets,
Eurogroup finance ministers, the head of the OECD, and theider@ of the European
Commission — agreed with him. Everyone, that is, except ther@ns:!

Reflecting both the moral hazard perspective and the widadppopular opposition to
a bailout, Merkel told théBundestagon March 17 that rushing aid to Greece in “a quick
act of solidarity” was wrong, and that a fundamental solutias to be devised; a solution
that would allow for the expulsion from the eurozone of costthat persistently break
its financial rule$?2 When the inevitable hue and cry arose over breeching thels&pu
taboo, Merkel reminded everyone that Greece had yet to adlnfocial aid, insisted that
she did not believe the country was facing imminent insatyeand flatly stated that any

20. The Guardian2010. “Greek PM gives European leaders a week to producee¢san.” March 18.

21. Der Spiegel Online.2010. “Barroso Demands Solidarity: Europe Increases Bressn Chancellor
Merkel.” March 22.

22. EurActiv.2010. “Merkel wants scope to expel eurozone troublemakitarch 18.
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discussion of a bailout was off the table for the upcoming Ebhit23

Consequently, the statement released at the March 25 sunamged, much like its
February 11 predecessor, on the need to follow the rulesybnt further by promising “a
package involving substantial IMF financing and a majoritfaropean financing.” This
seemed to have committed the Eurogroup to a bailout andiedtiSermany’s demand to
get the IMF involved. On the other hand, the statement aksisted that since Greece had
not requested any financial help, the rescue mechanism wadsemyg activated. It also
emphasized that the loans would be at non-concessionary, thiat they would only be
provided as an absolutely last resort, and that their pimvisould require the unanimous
consent of the euro area members after assessments by thmisxom and the Central
Bank (European Union 2010).

Unsurprisingly, interpretations of what, exactly, the &ynoup had committed to imme-
diately diverged. Most officials signaled satisfactionhittie outcome and either explicitly
or implicitly indicated that a bailout was comir).The official statement from the Chan-
cellor's Office, however, chose to emphasize just how hedgatipromise was. In only
thirteen sentences of text, it managed to say that the packag a ‘last resort”, “very
last resort,” and “absolutely last resort”. After profegsia commitment to the common
currency, it clarified that any disbursements would invdiseict criteria” and had to be
“authorized unanimously”, and that the loans would be pkitia line with the de facto
risks” (Bundeskanzlerin 2010a).

Merkel’s tough talk on Greece brought her political gainsnéstically. Figure 1 shows
that initial rumors of a bailout at the end of 2009 led to ddolj support for Merkel.
However, after her staunch opposition to the Greek baikupport increased and stabilized
in March and April of 2010. We can see the same, even slightbnger, pattern in support
for the CDU. This period also saw a stabilization in the shareoters that believed that
the CDU government had competently handled the economyké¥erctions were largely
supported by the German mediBild gloated, “By taking on our chancellor, Europe has
bit off more than it can chew,” and “Our Chancellor is forcithg rest of Europe to bite its
teeth out!2>

4.3 Fiddling While Rome Burns

The financial support mechanism that the Eurozone headsisf kad committed to on
March 25 became fully operational on April 11 when the finandaisters provided the
details along with the requirement that Greece implemerthén austerity measures and
report frequently on the status of their implementatiorhekts immediately began negotia-
tions on the extent and severity of these additional meas@e April 22, Eurostat revised
Greece’s estimated deficit to 13.6% of GDP (up from 12.796Jhis caused the rating

23. The Guardian.2010. “Angela Merkel: EU summit should not discuss bailart Greece.” March 21;
Financial Times2010. “Merkel damps bail-out expectations.” March 21.

24. The Guardian.2010. “Angela Merkel agrees on Greece rescue package — lmis waw euro rules.”
March 26;EurActiv.2010. “Eurozone leaders hammer out Greece rescue plan¢h\24.

25. Der Spiegel Online2010. “The Greek Bailout Plan: Merkel's Risky Hand of Brusdeoker.” April 26;
Independent2010. “The iron Frau: Angela Merkel.” April 12.

26. The Wall Street Journak010. “EU Sees Wider Greek Deficit, Roiling Markets.” Apr8.2
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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.

agency Moody'’s to cut Greek bond rating to A3, citing “sigrdnt risk” and warning that
the rating would slide further “unless the government'scarst can restore confidence in the
markets and counteract the prevailing headwinds of higirast rates and low growtR?”
The 10-year bond vyield surged to an astonishing 8.8%, andphead from Germany'’s
bond widened by 5.75%. Schauble still clung to the estabtistarrative, claiming in an
interview in Deutschlandfunkhe very same day, that the Greeks would not ask for help
for weeks, perhaps until mid M&. The Greek government formally requested financial
assistance under the new mechanism on the following day.

By the end of April, the economic and financial situation ire€re had worsened so
much that experts no longer thought that the bailout packayen if were to come —would
suffice to stem the crisis. Greece’s debt had reached alg8 billion, and after the 4%
interest rate hike, its borrowing costs were 67% higher ttheay had been in February
20102° It was unlikely that Greece would be able to service €&2 billion that were

27. CNN Money2010. “Another bad day for Greece.” April 22.

28. Deutschlandfunk2010. “Griechenland muss zu “soliden finanzpolitischerh¥#nissen zurtickkehren.”
April 24.

29. The Guardian2010. “Markets tremble while Merkel plays for time over Gte@escue deal.” April 27.
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about to mature on May 19 at such prohibitive raesVith the country headed toward
almost certain default and financial markets in turmoil @xkppredicted that a restructuring
of Greek sovereign debt was unavoidable although Schéebied it3! The yields on two-
year Greek government bonds had increased to over 13%: ih@asafer to lend money
to Iraq or Venezuela than to Greete.

4.4 Onthe Road to Damascus

In this heated atmosphere, S&P’s April 27th downgrade oke&government debt 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
panic. As the downgrade was accompanied by a warning thaptecy expected investors
to lose between 50% and 75% if Greece defaulted, the fallastimmediate and sevet.
European stock markets plummeted as investors voiced é@arsthe crisis and the risk
of contagior?* On April 28, S&P downgraded the Spanish long-term debt ty and an
Italian bond issue failed to garner expected support. Thetwing costs for Ireland, Italy
and Portugal climbed as experts became increasingly coewithat a Greek default would
unleash a series of defaults in the other PIIGS countfi@he crisis threatened to engulf
the entire Eurozone, not just its weakest members. Saldsedafuro accelerated, leading
the common currency to plunge to its lowest value againsttir in over a year and,
since the yuan was tracking the dollar, against the Chineserwy as welf®

The Heraldsuccinctly summarized the panic that the crisis will likgly global:

Greece’s economic problems are on the point of triggeringa@momic avalanche that
will engulf other eurozone countries with high borrowingéés (Spain, Portugal, Italy
and Ireland), roll relentlessly on through the eurozoneitnttading partners (notably
Britain) and push the struggling global economy into theoselcdip of the recession
triggered by the collapse of Lehman Brothers in 2608.

The heads of the IMF and the ECB turned the screws on Germaagtiemphasizing
the “absolute necessity to decide very rapidly” and “to adfts/ and strongly.28 Aston-

ishingly, even now Merkel insisted that Greece had to imgletan “ambitious” austerity
program, and while she believed that the negotiations hbd taccelerated”, it would only
after they had concluded that Germany would “make its dewssi on whether to grant
aid3° A source close to the EU Spanish presidency indicated tieastimmit to discuss
aid would be held on May 10, a day after the NRW viit@.he peculiar scheduling would

30. AFP.2010. “Pressure mounts for swift Greek bailout.” April 25.

31. The Guardian2010. “EU can't afford to let Greece fail.” April AFP.2010. “Greece warns speculators
as it races for bailout.” April 26.

32. BBC News2010. “The bitter taste of a Greek bail-out.” April 27.

33. The New York Time2010. “Cuts to Debt Rating Stir Anxiety in Europe.” April 27.

34. AFP.2010. “Desperate Greece presses EU for quick debt rescpeil’2Y.

35. BBC News2010. “Greece crisis: Fears grow that it could spread.” IK38i

36. Reuters2010. “Greece bailout will block spillover — EU’s Barrosapril 30.

37. The Herald.2010. “Debt crisis in Greece is a warning to us all.” April 30.

38. AFP.2010. “IMF, ECB pressure Germany to help Greece.” April 28.

39. AFP.2010. “Merkel says Greek rescue talks must be 'accelerategril 28.

40. The New York Time010. “Cuts to Debt Rating Stir Anxiety in Europe.” April 2EUbusiness2010.
“Euro leaders to debate Greek aid on May 10.” April 27.
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not be surprising to anyone who was aware that the latest pmlind 57% of Germans
adamantly opposed to a bailout (and only 33% in fadbiy fact, the level of support for
the bailout could have been as low as 16%.

With the ship rapidly sinking, however, political action svanavoidable. On May 3,
the German government introduced the “Act on Financial ialvithin the Monetary
Union” that would clear the way for Germany’s contributianthe bailout. The act passed
on May 7 after heated debate, and became effective on tlenfaly day. On May 9, the
EU finance ministers assembled for an emergency meetinggabpthe rescue package
totaling€500bn, of which Germany’s guarantees w&€¥23bn (with a possible additional
€24.6bn). The IMF also approved Greece’s request for a Stgptirrangement o£30bn,
with an immediate release of its first tranche&$.5bn to refinance the Greek bonds ma-
turing in ten days.

4.5 The Equilibrium Cost Condition Violated

Thefalse-negative equilibriungan rationalize Merkel's opposition to a bailout despite he
knowledge that the crisis was serious. However, the syateguired her to delay all the
way until after the elections and she did not. The Germarobahgreement passed in
the Bundestagwo days before the elections in NRW. These elections weraaritigated
disaster for the CDU, which lost by 10.2% relative to its 2@@sformance, making this
its worst electoral defeat in NRW ev&.The government was replaced with a coalition
of SPD and Greens, and Merkel lost the majority in BExndesrat* On May 10, Merkel
announced that the long-promised tax cuts were off the fablat least two years, and on
the following day the German cabinet approveti23bn for the rescue fund. The media
erupted with outrageBild screamed, “Yet again, we are the idiots of Europe” for paying
so much for “bankrupt neighbors” without money for tax cutshame®® The political
ramification of the NRW loss were not merely temporary setbathey proved as costly
and persistent as the gloomy forecasts had predicted. Asd-igillustrates, public support
for Merkel fell by more than 18% to an all-time low, and sugdor the CDU fell to a low
of 31%. Support for Merkel would not recover to the (uncheeastically low) levels of
the immediate pre-crisis months for two years, and supporthie CDU would take even
longer. TheTagesspiegetditorialized,

Never before has a federal government's fear of a statd@bdtad such a disastrous im-

pact on the EU and the stability of the euro. Merkel playedi¢atgames for weeks

before having to make promises after all, and what is the esdlt? Black-yellow
bankruptcy in North Rhine-Westphalia and a crisis for Eep

But if Merkel’s dilatory tactics were motivated by domesticlitical considerations, why
did she reverse course when she did, and why did she fail supde voters that this had
been the right decision?

41. AFP.2010. “Poll finds 57% of Germans oppose Greek aid.” April 27.

42. BBC News2010. “Germany finds bailing out is hard to do.” April 28.

43. Der Spiegel Online2010. “Elections in North Rhine-Westphalia: Key State \Hi@ndicaps Merkel.”
May 10.

44. AFP.2010. “Merkel government sees 'double debacle’ in pivotdl.pMay 10.

45. AFP.2010. “German cabinet approves euro crisis fund.” May 11.

46. Translated iAFP.2010. “Merkel under fire after 'double debacle’ electionaddf’ May 10.
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To understand the abrupblte-faceof May 2, we need to recall that one of the necessary
conditions for this equilibrium is that the expected cos$ta serious crisis that is allowed to
deepen are not excessive. When this condition is not met ttieegovernment will have an
incentive to deviate in a serious crisis and agree to a kaghen if doing so would cost it the
elections. The unexpected downgrades on April 27—-28, \Witlr devastating implications
for the Eurozone, were catalytic. They convinced Merkelardy that the costs of the crisis
would be significantly worse than expected but that the Btinavas deteriorating much
more rapidly than she had anticipated. This made furthexydielntamount to permitting
the Eurozone go to ruin. Merkel’s original dilatory strategas thus no longer optimal.

It is crucial to realize that Merkel's tactic was predicated there being no drastic
changes in Greece’s positiéhHad the downgrade been anticipated, it would have been
incorporated into the expectations, and the false-negatjwilibrium would have been un-
sustainable, implying no delay for the bailout. The S&Pa@td| however, caught everyone
by surprise. The IMF chief went so far as to say that the raiggncies should not be “be-
lieved too much# The French Minister of Finance, Christine Lagarde, demaridmser
supervision of credit rating agencies to ensure that thepeeted the rule$®. EC Presi-
dent Barroso said that the Commission had “already takeéoretct put in place a regulatory
framework on credit-rating agencies” (European Commis&i010). Merkel promised to
“press for the creation of a ratings agency in Europe so thiabiean financial markets
become more stable and reactive.” As this official annoyance at S&P’s actions shows,
the downgrade had not been anticipated by policy-makers.

The unexpected downgrade put the Chancellor in a quandaeyh&d spent the last few
months telling the Germans that the Greek crisis was nat pineblem, that the Greeks had
to get their act together, and that German taxpayers wouldenbeld liable for the excesses
of the Greek government. By all accounts, she had succeedeceiously. The problem
Merkel now confronted was that whikkhewas convinced that the crisis was serious for
Germany, thevotersclung to their original belief8? With these beliefs, they would treat
a bailout as a deviation and punish it accordingly. The ordy wo avoid this would be
persuade them to revise their beliefs. Given the parameteiiguration (all else equal
except much higher costs; ), if voters were to believe that the crisis is serious witligdnlbr
probability, s, the equilibrium would be the burden-sharing one, in whie governments
act and get reelected.

4.6 The Unsuccessful Attempt to Coordinate on a New Equilidum

With everything that was at stake domestically, Merkeldniery hard to persuade German
voters that the bailout was crucial for the German econdhijhe German government

47. Der Spiegel Online2010. “Streit Gber Griechen-Hilfen: Merkel firchtet diedRa der Stammtische.”
April 26.

48. AFP.2010. “IMF warns against rating agencies after Spain doache’ April 28.

49. AFP.2010. “Merkel says European rating agency 'could be uséfvlay 4.

50. AFP.2010. “Merkel backs Greece but demands change.” May 3.

51. The New York Time2010. “E.U. Officials Irked by Greek Downgrade.” April 28.

52. BBC News.2010. “Germany finds bailing out is hard to do.” April 28dependent2010. “As size of
Greek bailout soars, supply of German sympathy runs shigptil 30.

53. The New York Time2010. “Germany Approves Assistance for Greece.” May 4.
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switched to damage-control mode almost immediately dfiesecond downgrade. Schau-
ble now insisted that loans for Greece were good for Gerrfattywas, he argued, about
the Eurozone: “It is our mission to defend the stability af #uro zone in its entirety. The
better we do that, the better it is for all Europeans and fom@@s.®> Merkel doubled
down, “It does not just mean we are helping Greece but alsawthare stabilising the euro

as a whole, thereby helping people in Germany, for whom dest@@bropean currency is

of extraordinary value®® She even managed to defend the delay in her policy statement,
when she insisted that

It is about nothing more and nothing less than the future abpe, and therefore the
future of Germany in Europe. [...] A good European is not sea&dly the one who

helps quickly. A good European is the one who respects thefean treaties and the
relevant national law, and helps accordingly to ensuretdglgy of the Eurozoné!

Merkel also contrived to present the bailout as a potegtiabfitable enterprise because
the loans would be provided through a state-owned bank, hwmhiguld make money if
the Greeks paid baci. As one economist put it, in the long-term the bailout showddeh
no impact on the taxpayers because Germany would lend theyrairb% interest while
only paying for it 3%2° Merkel went on a veritable media blitz with news conferermes
interviews on the day the Eurozone members approved theubaihckag&® She made 15
personal appearances in NRW alone and spent the week bedcgkettion giving numerous
interviews on T\E! The head of the CDU-FDP government in NRW, Jiirgen Riittgers al
tried to sound confident that voters would realize that thee®bailout was in their own
best interest and would not punish the government for aggetei it 52

The voters were not buying it. Since June 2009, the fracti@esmans who thought that
the current economic situation was good or very good had bedily increasing. The
same trend obtained for the expectations about the fGfu@ompared to January 2010,
when 64% of Germans thought that the worst of the crisis whdstome, by May only
56% thought s8* In mid April, 78% of Germans believed that their own econosita-
ation would either not be affected by the crisis or improverahe next few years; 59%
believed that the unemployment would either remain stabldecline; and 71% believed

54. DW.2010. “Aid for Greece won't put squeeze on Germany, sayse&iia.” April 29.

55. Der Spiegel Online2010. “110 Billion Euro Package: EU Agrees to Prop Up Gréeday 3.

56. AFP.2010. “Merkel backs Greece but demands change.” May 3.

57. Bundesregierung. 2010. “Regierungserklarung von Bskahzlerin Merkel zu den Hilfen fir Griechen-
land.” May 5. Accessed May 23, 2016t t ps: / / ww. bundesr egi er ung. de/ Cont ent Ar chi v/
DE/ Archiv17/ Regi erungserkl aerung/ 2010/ 2010- 05- 05- nerkel - erkl aerung-
griechenl and. htm .

58. Reuters2010. “Merkel tries to sell Greek bailout to Germans.” May 3.

59. AFP.2010. “Merkel stumps up for Greece, but demands change.” May

60. Der Spiegel Online2010. “Wahlkampf in letzter Minute: Rlttgers kAmpft gegeme@Ghenland-Effekt.”
May 8; RP Online. 2010. “Griechenland entscheidet die Wahl: Umfragen zeig§epf-an-Kopf-Rennen.”
May 8.

61. AFP.2010. “German voters poised to punish Merkel party over Gréeviay 8.

62. Bild. 2010. “Nordrhein-Westfalen: Verhagelt Innen Griechedldie Wahl, Herr Riittgers?” May 5.

63. See the figures “Gegenwartige wirtschaftliche Lagetv@diauf”’ and “Zukinftige wirtschaftliche Lage:
Zaitverlauf” in Infratest Dimap (2010).

64. See the figure “Aussagen zur Krise: Der schlimmste Teilkdese steht uns noch bevor” in Infratest
Dimap (2011).
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that the economy would either remain as is or impr®vEven after the rating downgrade,
the majority (59%) considered the Greeks responsible focilsis, as opposed to the banks
(13%), politicians (11%), or speculators (9%). Moreovee, ¥ast majority (76%) were con-
vinced that the Greeks would not repay their débtdlith 61% now fearing that helping the
Greeks would only be the first step in a never-ending seribsitifuts for other heavily in-
debted Eurozone members, 65% opposed a bailout (only 16%iwéavor). In fact, while
42% believed the government claim that the delay was negessaxtract more austerity
measures, 23% suspected that it had always planned to prihadaid. More worryingly,
only 20% thought that membership in the EU was economicadlyeficial to the country
(28% thought it disadvantageous), which further underdhicels to stabilize the euro in
the name of that membersHipEven after the bailout 56% of Germans continued to believe
that aid to Greece was wrong (only 39% were in favor), anddeapite 67% thinking that
the euro would destabilize over the next y&r.

Recognizing the inherent weakness of the Chancellor’s rasitipn, the opposition now
pounced on it, making it the most important topic in the elgaitcampaign in NRVE? As
Klaus-Peter Schdpener, head of the polling institute Efrsad!, “The issue has electrified
people as seldom before and is going to play a determinimj mokhe electior’’ The last
poll published byBild on the eve of the elections showed that 20% of NRW voters said
that the bailout would affect their decisidh.Discontent was so deep that when Merkel
appeared at a rally near Wuppertal, the police had to step @ortain protests that were
about to turn into a riof?

At the end of the day, German voters had no reason — in evidanogic — to believe
Merkel's sudden conversion. And so they did not, treatirgghihilout as a deviation in the
false-negative equilibrium that required a punishmenhaigolls.

5 Conclusion

Our model was motivated by the puzzle of Merkel’s behaviairduthe Greek debt crisis
in early 2010, but it has broader implications for interoaél relations theory. Consider
the interaction between governments and their citizensbriByging in the electoral moti-
vation, we immediately raise the familiar principal-agenbblem of how citizens can get
governments with divergent preferences to beHava@he context we study, however, is
novel because we incorporate a crucial feature of inteynatipolitics: the presence of

65. Presseportal2010. “N24-EMNID-UMFRAGE: Deutsche vorsichtig optimisth — Wirtschaftliche Lage
wird weitgehend stabil eingeschétzt.” April 15.

66. Presseportal.2010. “N24-EMNID-UMFRAGE Deutsche bewerten Griechenkanigk als hausgemacht
— Mehrheit glaubt nicht an Kreditriickzahlung.” April 29.

67. Frankfurter Allgemeine Zeitun@010. “Allensbach-Analyse Vertrauensverlust fiir den Eutqril 28.

68. Bild. 2010. “Der Schicksalstag des Euro.” May 25.

69. Handelsblatt2010. “SPD nutzt die Griechenland-Krise.” MayiBer Spiegel Online2010. “Wahlkampf
in letzter Minute: Ruttgers kdmpft gegen GriechenlanceEff May 8; RP Online. 2010. “Griechenland
entscheidet die Wahl: Umfragen zeigen Kopf-an-Kopf-Rerinslay 8.

70. AFP.2010. “German voters poised to punish Merkel party over Gréeviay 8.

71. AFP.2010. “Merkel’s party braces for electoral backlash ovesdge.” May 9.

72. The Sunday Time&010. “Angela Merkel faces voter revolt over generous Gedsglout.” May 9.

73. Ferejohn (1986), Austen-Smith and Banks (1989), anevrizski (1999).
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other governments who are agents of different principatsMose actions are observable
and therefore potentially informative as well.

Although this setting will be familiar to anyone who studie®-level games, our empha-
sis on signaling (as opposed to distributive conflict) is.n@ansider the difference between
a mixed and a internationalist dyad. Whereas the presentteeafationalist government
ensures that signaling will be credible and as a resultnat@nal action will not occur in
a mild crisis, a combination of internationalist preferem@nsures that signaling will be
unreliable: these governments would collude and as a rdsuICPE cannot be sustained
(Proposition A). The “democratic deficit” can occur becattse lack of transparency in
international negotiations provides governments withaopmities to collude in pursuit of
their preferences to the disadvantage of the voters. Irctmitext, international cooperation
can become domestically abusive.

The electoral control mechanism can be further weakenetidypeliefs of the citizens
themselves: whenever they hold strong priors about thealekily of some particular for-
eign policy, governments might not be able to signal the rfeea different policy even
when this need might be real and the citizens would want tevkhoAs shown in Proposi-
tions 2 and 3, such circumstances can produce various atkenal cooperative behaviors
that fail the domestic normative test. Government effatstiuence citizen beliefs can be-
come self-fulfilling prophecies and, as the German examgteahstrates, turn into serious
obstacles to implementing policies the voters would attyakfer.

Consider now the interaction between governments. It istgonty accepted that diver-
sity of preferences among members of an international azgon makes for “shallower”
cooperation’* We find that heterogeneity in the composition of membersaiprave a pos-
itive effect on the prospects for international cooperati@cause the presence of diverse
governments can enable credible information transmidsidime voters. In an environment
plagued by informational asymmetries credible signalipgivernments can be crucial in
securing their cooperation on international issues byihglfhem avoid adverse domestic
reactions to such behavior. When it comes to working agre&sné¢he breadth and the
depth might be mutually reinforcing.

That domestic politics matter for foreign policy is uncamviersial and perhaps uninterest-
ing. Far more important isowdomestic politics matter, and here there has been a distinct
tendency to use domestic-political arguments to explain sthtes choose foreign policies
that are suboptimal from some normative perspective (fFebd®98b, 291). Our approach
explicitly rejects the notion of a normative standard tlsadéfined without reference to the
preferences of the citizens: the benchmark we use is tzecipreferred equilibrium. That
is, “international cooperation” must be understood notems of whether governments
abide by their agreements or agree to bear costs when bedifffise to other govern-
ments, but also in relation to the domestic preferencestgesernments are supposed to
represent. What matters is not merely that governmentsecatgpwith one another, but
that this cooperation produces outcomes that are closedbotivair citizens want.

This normative perspective allows us to go beyond treatiomgestic politics as a foil
for foreign policy or a last-resort explanation of some $tmming it is supposed to have,

74. See Gilligan (2004) for a summary and a critique thatersmn the ability of countries to cooperate at
different levels.
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and explore how foreign policy actions — cooperative or notan inform citizens and
perhaps enable them to implement electoral strategieptbwide incentives to their gov-
ernment to choose policies in line with their preferencesthis light, our finding that the
CPE can be supported in mixed or internationalist dyads wign the governments are
jointly vulnerable electorally is illustrative as an inst& of international cooperation that
produces outcomes to the citizens’ liking that would not tlgsievable by governments that
are unconstrained domestically. “Domestic politics” neetlbe dirty words when it comes
to foreign policy.
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A Proofs

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

A.1 Preliminaries

The payoff structure of the model allows us to reduce elattxpectations to direct com-
parisons of retrospective beliefs and candidate prosp&bis makes the equilibrium prob-
ability of reelection a simple function of these beliefs:

LEMMA A. By subgame perfection,

1 ifs11>ei 1 ifS00<1—ei
pi(s11) = 10 if s11 <e; Pi(s00) = 10 if so0 > 1 —e;
[ [0

0,1] otherwise ,1] otherwise

1 ifs10>el 1 ifS10<1—62
P1(s10) = 10 if s10 < eq p2(s10) = 10 if s10 > 1—e2
[ [0

0,1] otherwise ,1] otherwise

1 ifs01<1—el 1 ifS01>62
P1(so1) = {0 if s01 > 1 —e1 p2(so1) = {0 if 501 < ez O
[0,1] otherwise [0,1] otherwise
Proof. Follows immediately from sequential rationality. n

We now establish some general results without referendeetdype of governments in
the dyad. These help limit the type of strategy profiles tlaat lze supported as equilibria.
In any generic equilibrium, if citizens ih act probabilistically in any given contingency,
the citizens in—i must either retain their government or remove it with cetiai

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

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

If both players are mixing in one type of crisis, they musthbloé mixing in the other:

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
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 F, eithet; = 1 org; = 0, so 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) —t1e1C > 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)
= 02 p1(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 — «a1)C, which holds
by (A3) becausev,0; > C > t1(1 — a;p)C. It then follows thatl/; (a, 03) > U;i(~a, 03),
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;(se0) = 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,o02) = 02(p1(s11) — t1a1C) + (1 — 02)(p1(s10) — 11C)
> —1C > —-w101 — o1 C = Ul(’va,dz),

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

Suppose now that; = 0, in which case Bayes rule pins dowp, = 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) = Us(~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 = 2a2C) + (1 — 01)(p2(s00) — 62)
> 01(0) + (1 —01)(p2(s00) — w202 — 1202C) = Uz (01, ~a),

which contradicts the supposition th@g mixes in a serious crisis.

This exhausts the possibilities, so it cannot be the cageotiia one player mixes in a
mild crisis when both mix in a serious one. The sole remaipioggsibility, 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&rthhey must both mix
when the crisis is serious. Suppagse € (0, 1), and consider the three possibilities for a
serious crisis.

Case I: g; = 1, in which case Lemma E implies that eithey = Ooru; = 1, a
contradiction.

CasEell: g; = 0, in which case Bayes rule pins down = s19 = 591 = 0. This means
that p1(s11) = p1(s10) = 0 and thatp(so1) = 1. SinceG; is willing to mix when the
crisis is mild,

Ur(a, 2) = pa(=t11C) + (1 — u2)(=11C) = p2 + (1 — p2)(p1(soo0) — 01),

SO a necessary condition for this to be satisfied4sC > p1(soo) — 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 — 11a1C < p1(se0) — 01,

a contradiction with the necessary requirement we deribede

Casek IlI: only one of the players mixes when the crisis is serioM¢LOG, leto, €
(0,1), so we have two possibilities to consider. Suppose firstdhat 1, in which case
Bayes rule pins dowsyy = s¢91 = 0, which imply thatp, (sgp) = 1 and thatp,(so1) = 0.
SinceG, mixes in a serious crisis whe®; acts, it follows that/, (a, a|s) = Uz (a, ~als),
and SOpz(Sll) — oy C = pz(sl()). But now

Uz(pr,alm) = p1(pa(s11) — 202C) + (1 — n1)(=12C)
< p1pa(sio) + (1 — p1)(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 dowfp; = sij9o = 0, SO
p2(s11) = 0andpa(s10) = 1. SinceG, is willing to mix in a mild crisis, it must be that

Uz(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 < p2(so1) — £2C. But since
G1 does not act in a serious crisis,

Uz(~a,~als) = p2(so0)—w202—1202C < pa(s00)—02 < p2(s01)—12C = Uz(~a,als),

contradicting the supposition th&b 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 remaipioggibility, of course, is that
they both mix when the crisis is serious. n

There can be no equilibrium, in which both governments ddingtin a serious crisis
but one or both of them do something in a mild crisis:

LeEmMMA D. If neither government acts when the crisis is serious, thather government
acts when the crisis is mild eithes; = 0 Vi = u; =0 Vi. O

3



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
u2 = 0, in which case Bayes rule pins dowjy = 0, sop1(s10) = 0. SinceGq prefers not
to actin a serious crisig/; (~a, ~a|s) > Uy (a, ~a|s), or p1(soo)—w161—t101C > —11C.
But sinceG; cannot fail to act with positive probability in a mild crisighile G, does not
act,Ui (a, ~a|m) > Uj(~a, ~a|m), or—C > pl(S()()) — 61 > pl(S()()) — w161 — o1 C,
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), soGy 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. n

The following two lemmata establish that if governments Ipmo action in a serious
crisis, they must pool on a pure strategy in a mild one; antiftiiaey pool on inaction in a
mild crisis, they must pool on a pure strategy in a serious one

LEMMA E. If both governments act when the crisis is serious, then i eguilibrium
either (1) neither government acts when the crisis is mild2)rboth do, in which case
s > 5 = maxeq, e2) is required. 0

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

Supposeu; € (0, 1). Bayes rule then pins dowige = s10 = 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+ 1,C — 01 — pa [p1(s11) + t1C — 01 — 1101 C]
>14+46C -0 —u2[l +6C —601 —ta1C]
=1 —=p2)[1 +41C —01] + patia C
> 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 governmentesyixhe 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
Gy pl(S()l) =1 andpz(S()l) = 0. But in this C&SGUz(Ml,Na) =1—-06, > —1,C =
U,(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 tha; = 1. Bayes rule pins down only;; = s. If s < ¢;, then
pi(s11) = 0, but thenG; expects—t;«; 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 (s;1) = 1,

S0 a necessary condition is that . -



LeEmMMA F. If both governments do not act when the crisis is mild, theamiy equilibrium
either (1) they both act when the crisis is serious or (2)heitdoes, in which case
1+4(0—-o;)C

0;

s<s=min(l —e;,1—¢e;) and w; < w;.

are required. 0

Proof. Consider a dyad that never acts when the crisis is mijd= 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,p; (s10) = p2(so1) = 1 andpi(so1) = p2(s10) = 0. But now

Ui(a,02) = 02(1 —1101C) + (1 —02)(1 — £, 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). This, strictly prefers to act in a serious
crisis, a contradiction.

Suppose that; = 1 while 0, € (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@b
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, SOpi1(so1) = 0
and p»(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 thakx s.

Finally, it must be the case that reelection for inactionufficient to prevent unilateral
action: 1 — w161 — a1 C > p1(s10) — t1C, which requires thap; (s10) be sufficiently
low (the inequality is violated gp (s19) = 1 by (Al)). Since we can write this as

1 — p1(s10) + t1(1 —o1)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



A.2 The Citizen-Preferred Equilibrium

PrRoPOSITIONA. The following constitute the essentially uniquiézen-preferred equilib-
© 75
rium:

e Each government acts when the crisis is serious and doeschetteen 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 crisisixious, retain the gov-
ernment that acts and remove the one that does not;

— if the dyad is internationalist or mixed, citizens remaincertain about the
nature of the crisis with somgg € [1 — e5,e1] and someg; € [1 — ey, e2],
and remove both governments.

This equilibrium can always be supported in a nationalisadlybut can be supported in
internationalist or mixed dyads only when governments aimtly vulnerable electorally.
It is intuitive in all dyads but collusion-proof only in natialist and mixed dyads. 0

Proof. If this is an equilibrium, Bayes rule tells us thg = 1 andsgg = 0, and since
¢; € (0, 1), by Lemma A the citizens will retain the governments in baibrdries along the
path of play. Unilateral deviations will be unprofitable whi@e following four conditions
are satisfied:

Serious crisis: mild crisis:
I —t11C > p1(so1) 1—61 > pi(s10) —1C (1)
1 —ta2C > pa(sio0) 1 —62 > palso1) —2C.  (2)

NATIONALIST DYAD . SinceG; would stick to inaction in a mild crisis whenevér 6; >
p1(s10) — C, (A1) implies that it will do so for anyp;(s10). The situation withG, is
analogous. Nationalist governments need no additionaninges 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 ds— a;C >
p1(s01), 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 ctie@ other needs an additional
incentive to stick with the cooperative strategy and narafit to shift the entire bailout
burden on its counterpart. This incentive is provided by elextoral threat to remove
any government that fails to act when the other does. Theeadii electoral strategies

75. Because of the latitude in specifying off-the-pathédfslithere is a continuum of equilibria of this type,
but they are all substantively the same and they induce the gaobability distribution over outcomes.



after unilateral bailouts can be rationalized by them balig 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 wheils; acts when the crisis is mild. This means that the second nergent
for an intuitive equilibrium imposes no restrictions ondbéeliefs. Consider now an un-
expected unilateral bailout by, say;. The required off-the-path beliefs apg (s19) = 1
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— «; C < 1 — 6;) or do nothing
in a serious onel(— w; 0; —a;C <1 —a;C).

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

MIXED DYAD. Consider a dyad wher@, is nationalist and, is internationalist. As
before, since a nationalist government requires no additioncentive to remain inactive
when the crisis is mild, only the internationalist one is aaarn in this case. If citizens
were to infer that the crisis is mild when they observe uaitgtaction byG,, so;1 = 0, then
they would removes, (and retainG;), which would be sufficient to ensure that inaction
in a mild crisis is optimal for both. However, citizens cahnmake this inference because
their subsequent strategy would destroy the incentivesh®mationalist government to
participate in a multilateral bailout when the crisis isises. To see this, recall that both
types of governments must have an extra incentive to overdotarnational distributional
conflict. If citizens were to retairz; after unilateral action bys, on the presumption
that the crisis is mild, theitr; would fail to act when the crisis is serious as well. This
implies that citizens must remove both governments aftdat@nal action by either one.
In this sense, a mixed dyad is strategically equivalent ttermationalist one, so the same
conditions apply: the governments have to be jointly vidbés.

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 ontedeing induced in a mild crisis.
The only other possibility is thaf, 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
internationalist government. The only wéls can inducesy; is by acting when the crisis
is mild. Since it is reelected for not acting, the deviatiam only be profitable it7, is also
reelected for acting unilaterally, 8g; > e», which further implies thaty; > 1 — ¢1, and
S0 it must be the case th@f is removed after unilateral action Iy . But thenG, has no
incentive to induce the unilateral bailout 6§ by failing to act when the crisis is serious,



which means that citizens must assign zero probability idwent. Thus, the only way a
unilateral bailout byG, could be profitable is when itis induced By itself in a mild crisis,
which means that citizens cannot believe that it is seriatis ashigh enough probability to
retain G, for acting unilaterally. In other words, the equilibriumdiso intuitive in mixed
dyads.

Finally, observe that no collusive agreement can be hadsrdifad. Either government
would refuse a group deviation to inaction in a serious &ris+ w; 0; —t;jo; C < 1—tjo; C,
and the nationalist government would refuse to collude irld amisis: 1 — «; C < 1 — 6;,
which holds by (Al).

INTERNATIONALIST DYAD. Even though internationalist governments have stronger
incentives to act than nationalist ones, the internatidisdtibutional conflict among them
will prevent them from engaging in a multilateral bailouttinut some additional electoral
incentives. We shall use the strongest electoral thredailang to act when the other does,
p1(so1) = pa2(s10) = 0, even though somewhat weaker threats can work as well. As we
shall see shortly, citizens cannot safely infer that theiiis serious when they observe a
unilateral bailout. This means that they would need to resrtbe incumbent that fails to
act despite being uncertain about the extent of the crigiey vould do so here as long as
so1 = 1 —ej andsyg > 1 — ey, or whenGs,, is vulnerable electorally.

Internationalist governments must also be prevented freingbtoo pro-active. Since
neither government is supposed to act when the crisis is, mddh knows that inaction
means that the crisis will continue if it does not act. Sinoeytget reelected for doing
nothing in this case, (A3) implies that if they were to alst @elected for acting unilater-
ally, they would strictly prefer to act. This can be seenlgds rewriting the mild crisis
condition forG; from (1) asl + §C > pi(s10) + 61 and noting that it must fail i1 (s10)
is too high becaus&C < 6;. The strongest disincentive is provided by a threat to remov
any government that acts unilaterally with certainty(si19) = p2(so1) = 0. This strategy
will be optimal as long as;¢ < e; 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‘msiot 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@yutacted anyway. If they knew
which government deviated, citizens could tailor theiriphment accordingly. In the first
instance, citizens would infer that the crisis is seriou$umishG,. In the second instance,
they would infer that the crisis is mild and puniéi. To provide appropriate disincentives
to internationalist governments, citizens must remova bbthem after a unilateral bailout.
But in our example(; is removed under the presumption that the crisis is mild e,
is removed under the presumption that the crisis is seridhas, 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 wsthfficiently 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
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requirements together establishes the necessary dedreesentainty:so; € [1 — e1, e2]
andsig € [1 — ez,e1]. Clearly, no such beliefs can exist unless governmentsodmgyj
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 thembeumt depends, of course, on
how serious the other candidate for office is. The more diteathat 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 vanbibility 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 groing before they remove the
incumbent. But the more certain they are of the wrong-doirane 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 vmalnitity of the incumbent makes
it harder (or impossible) to sustain the citizen-preferegdilibrium.

Are beliefs that make the two governments jointly vulnegadllso intuitive? As before,
the second requirement has no bite, so we only analyze the@omisider 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 voterirthat the crisis is serious (and so
G, has deviated). Conversely, whén fails to act in a serious crisis, it can only profit from
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 G1's deviation to be profitable;; o > e; is required so that it gets reelected. But since
the beliefs make the governments jointly vulnerable, timiplies thats;o > 1 — e5, 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 interratilist dyad.

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 lgmternments, the payoffs from
the group deviation Pareto-dominate the equilibrium pisydf — §o; C > 1 — 6;, which
obtains by (A3). Moreover, since deviating from the colesagreement results in the
removal of both governments, the agreement is credible:$a; C > 0, which obtains by
(A3) as well. The equilibrium is not collusion-proof.

Thus, if the dyad is internationalist, the equilibrium egisnly if the governments are
jointly vulnerable and while it is intuitive, it is not colion-proof. n



A.3 Type | Policy Failure

We now investigate the possibility that governments do toctmnamely, that they act not
only when the crisis is serious — as their citizens wish them-tbut also when the crisis
is mild.

A.3.1 Burden-Sharing

We can restrict our attention to two types of equilibria whmrth governments act in a
serious crisis (Lemma E). We have already seen the one wiheyedb not act when the
crisis is mild — the citizen-preferred equilibrium from Pasition 1. The other involves
type | policy failure because governments always act régssdf the nature of the crisis.
Since both governments act, they share the costs of theubailo

Proof of Proposition 2By Lemma E, 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 — 11 C > p1(so1) =
Ui (~a, a), which certainly obtains fop(s91) = 0. Thus, the equilibrium requires that
both governments are removed with sufficiently high proligbivhen their counterpart
acts unilaterally:p; (so1) = p2(s10) = 0.

Consider now collusion-proofness. Since a multilaterdbloairesults 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 — tj;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 electionsU; (a,alm) = 1 — t;a; C > —0;, 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 $hcond requirement for an
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 oisrfrom that deviation? 1&;
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

A.3.2 Burden-Shifting

We now consider the possibility that one government actdenthe other either acts some
of the time or never does. We shall establish the equilibrfanthe 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). If burden-sharing represents the cooperatideoethe type | failure spectrum,

then this burden-shifting represents the non-cooperatink

10



LEMMA G. 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,

Ux(~a,al) = p2(so1) — t2C = pa(soo) — wabr — tr02C = Up(~a, ~als)

> pa(so0) — b2 = Ux(~a, ~a|m),

sou, = 1in any equilibrium. Bayes rule then pins dowgy = 1, SO p2(sp0) = 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

By Lemma G, ifG; does not act when the crisis is serious, only two possibldieqga
exist: eitherG_; also does not in a serious crisis or it acts with certaintyneither acts
in a serious crisis, then Lemma D tells us that neither woatdraa mild crisis. The only
equilibrium then is the false-negative one from Proposifo If only G_; acts in a serious
crisis, then the equilibrium is one of complete burdentsigf a limiting case of the more
general class of equilibria in which one of the actors assuandisproportionate burden
of the bailout. The following result shows that this type ofu#ibrium requires that the
government assuming the burden is internationalist, aatlttis government necessarily
assumes the burden even in a mild crisis.

LEMMA H. If g; = 1 ando_; = 0, any intuitive and collusion-proof equilibrium requires
thatu; = 1 andu—; = 0, and it can exist only i7; is internationalist, and ifw; < w;
whenever < e;. o

Proof. Assume that; = 1 ando, = 0. We have three cases to consider.

CAsEl: u1 = 1. Suppose that, € (0, 1], in which case;; = 0, SO p,(s11) = 0. But
thenUs(a,a|lm) = —t,aC < 0 < pa(s19) = Uz (a, ~a|m), sSoG, 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 = s < e, thenp(s10) = 0, so the condition igq(sg0) < 01 — t:C. If G
is nationalist9; —C < 0, so the condition cannot be satisfiedGlf is internationalist, 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 tlggidibrium belief non-intuitive)
if G; does not have an incentive to deviate if the crisis is sereue though doing so
would get it reelected. For thi$,—w,6; — 601 C < —8C, orwy > w; is required. In other
words, the equilibrium is intuitive when < ey only if G is internationalist anab; < wj.

If s10 =5 > eq, thenpl(slo) =1, and the requirement Is— 1 C > pl(S()()) —04. This
is always satisfied i€r; is internationalist. 1iG; 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.
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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 thitens can safely infer that the
deviation had taken place in a mild crisis, so the belief isimtitive. In other words, the
equilibrium is intuitive whery > e; only if G; is internationalist.

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(s00) — 62 = Uaz(~a,~a|m) must obtain. Thusp,(sgg) < 6> — t,C is required. If
G, is nationalist,f, — C < 0 by (A1), so this requirement cannot be satisfiedGf is
internationalist, them,(sgp) € (0, 1), SOsgp = 1 — 5.

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>(so9) = 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 —w10; —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 that, = 0, in which cases1g = 1 andsgo = 0, so thatp;(s19) = 1,
p2(s10) = 0, and p;(sg0) = 1. SinceGq prefers not to act in a mild crisi€/; (~a, ~
alm) =1—601 > 1 —1t;C = Uy(a, ~a|m) must obtain, sa;C > 6; 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 thatl, (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 thatt, € (0,1). But then Lemma C tells us that
o; € (0, 1) for both players, a contradiction.

Suppose now that, = 1, in which case;; = s91 = 0 andsyo = 1sothatp;(s11) = 0,
p1(s10) = pi1(so1) = 1, andpa(s10) = p2(so1) = 0. But nowUi(a,a|m) = p1(s11) —
Hha1C = —t101C < 1 = p1(so1) = Uyi(~a,a|lm), which means tha6; strictly prefers
not to act in a mild crisis, a contradiction.

Finally, suppose that, = 0, in which casesgo = 0 andsjo = 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 pinsday; = 0, so thatp;(sg1) = 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.)

SinceGy is willing to mix in a mild crisis,U; (a, ~alm) = p1(s19) —t:1C = 1—01 =
Ui(~a,~a|lm),s0pi(s10) = 1 +1,C —6;. By (A1), 1 + C — 6y > 1, so this requirement
cannot be satisfied if7; is nationalist. If, on the other hand;; is internationalist, then
1468C —67 € (0,1) becausd + 6C > 6; > §C by (A3). Sincep;(s10) € (0, 1) requires
s10 = e1, we obtainu, = (1 — eq)s/[e1 (1 — s)], which is only valid ifs < ey.
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We now show that this supposed equilibrium is not collugiooef. SinceG, prefers not
to act in a serious crisi$/; (a, ~als) > Us(a,als), or

P2(s10) = pa(s11) — ra2C. €))

Recall thatG,'s expected payoff when the crisis is mildus p2(s10) + (1 — 1) (1 — 65).

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 whig will continue to
be indifferent. This agreement is Pareto-improving and lvélcredible as long a&, does
not want to break it. Wheir; acts with certainty[/»(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(sio) = 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. ¢wvd also be credible i, is
unwilling to break it by deviating to a unilateral bailout.U, (~a, a|m) = p2(so1)—12C <
1 — 6,, then the agreement would be credible, and the equilibriunnat be collusion-
proof. Suppose, then, th%(S()l) —1HC >1—0,, 0r p2(so1) > 1+ 6C — 0,. This
inequality can only be satisfied @, is internationalist because otherwise- C — 6, > 1
by (Al). WhenG, is internationalist,p,(s¢o1) € (0, 1) by (A3), which contradicts the
requirement that the only intuitive beliefig; = 0, which means thap,(s¢1) = 0. Thus,
even a internationalist government will not want to break ¢bllusive agreement, which
means that the equilibrium is not collusion-proof when gowgents are jointly vulnerable
either. -

We are now ready to establish the main result for this sect@onsider a situation in
which one of the governments does not act when the crisigisuse When this happens,
the other government must either fail to act as well — whichhaee already analyzed in
Proposition 3 — or must act with certainty (Lemma G). In thiéelacase, if one of the
governments carries the entire bailout burden in a serigss cthen it must also carry the
entire bailout burden in a mild crisis (Lemma H). Moreovergts complete shifting of the
burden to one of the governments is only possible when thagrgment is internationalist.
This immediately suggests, perhaps not surprisingly, ithatnationalist governments can
be saddled with the entire burden of a bailout irrespectibeccrisis type. The following
proposition establishes the expectations that are rejforesuch an equilibrium.

PrRoPOSITIONB. The following assessments constitute a generically unaplieision-
proof burden-shifting equilibriunonly whengG; is internationalist: G; acts regardless of
the nature of the crisisg;_; never does, and

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

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

Proof. Assume that is internationalist andy = 1 = 1 while o, = u, = 0. Since
s10 = s, we need to consider two generic cases.

Casel: s > e1, SO p1(s10) = 1. This implies thatG;'s strategy is optimal regardless
of the off-the-path beliefsUy(a, ~a|-) = 1 —6C > 1 — 6y = maxU;(~a,~a|lm) >
1 — w16y — Sa1C = maxUy (~a, ~als).

Consider nowG,’s strategy. Again, there are two generic possibilitiess Kk 1 — e3,
thenp,(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, sifigis strategy is optimal regard-
less of the off-the-path beliefs, this further implies thiad equilibrium is intuitive. This
equilibrium requires that; < s < 1 —e5.

The other possibility is that > 1 — e, SO p2(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) — t202C = Us(a,al-), which means
that pa(s11) < taaC < 1, S0s11 < ey is required. This belief is intuitive becauseGb
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 tondateral bailout byG,. This
collusion can be prevented as long as eithgfsg;) < 1 —6C or pa(so1) — §C < 0; that
is, as long as at least one of the governments does not getteeiwith high probability
after a unilateral bailout bgs,. Thus, eithesg; > 1 — e1 0rsg1 < e> would work.

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

Casell: s < e, S0p1(s10) = 0, S0G is always removed in equilibrium. This requires
that G, act when the crisis is mild, se6C > p1(sg0) — 01, Or p1(sg0) < 61 —6C < 1;
that is, it cannot be reelected with high probability aftemdtion, orso9 > 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 baiBp,(s11) < daxC, SO
s11 < ez is required. The only potentially beneficial collusive agreent 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
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as well as long as); < w;. Analogously, reelection would giv@, the same incentive to
deviate to a bilateral bailout in both contingencies. This,equilibrium is also intuitive.
This equilibrium requires that — e, < s < e1.

If s < 1—e3, thenpsy(sig) = 1, SO0 Gy’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 rezpithatl — w,6; —da;C < —§C,
orw; > wi. In other words, this equilibrium is also intuitive provitley; < w;. This
equilibrium requires that < min(ey, 1 — e5).

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

Proposition B shows that the bailout burden can be shiftedeynon one of the gov-
ernments, but only if it is internationalist. The importamiplication is that a nationalist
government cannot be induced to carry a disproportionaeesdf the bailout regardless of
what type the other government is; not even in a seriousscrisis perhaps worth asking
why this is so: after all, failing to act in a serious crisishary costly consequences.

The answer can be seen in the proof of Lemma H. First, theibdquih requires that the
unilateral bailout also occur when the crisis is mild. Rdygthe reason for this has to do
with the inferences that voters would be making otherwise.ifistance, if neither were not
to act when the crisis is mild, the®; must be retained after a unilateral bailout because this
outcome could only occur when the crisis is serious. By tmeestoken,G_; would have
to be removed for failing to act. But thend; is internationalist, it would strictly prefer to
act unilaterally in a mild crisis too. I&; is nationalist, therG_; must be induced not to
act in a serious crisis, which means it must be penalizedrigaging in a bilateral bailout.
But sinceG_; is the only one that can induce this outcome unilaterally @ardonly do so
when the crisis is serious, such a penalty is not intuitieess would have to infer that the
crisis is serious and reele6t_;.

Second, wheid; is the only one that acts (with certainty) irrespective @ thisis, there
are two possibilities. Whem < ¢;, the unilateral bailout byy; must end with it being
removed from office. This means th@t cannot be induced to act in a mild crisis when it
is nationalist. When > ¢;, thenG; must be retained after a unilateral bailout, but then the
nationalist government would have to be penalized for doiothing. SinceG; can only
profit from reelection after inaction if the crisis is mildhet only inference voters can make
is that when nobody acts, the crisis must be mild, which givesicentives to deviate.

Thus, because of the inferences voters will be making afiekpected bilateral bailouts
or inaction, only a internationalist government can be @wilto carry the bailout burden
unilaterally.

A.4  Type Il Policy Failure

Proof of Proposition 3We know from Lemma F that the probability of reelection aftai-
lateral action should be sufficiently low, so if the equilibbtn does not exist wittp; (s19) =
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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 acrogss of the crisis.

Consider now collusion-proofness. Since inaction has evomsequences when the
crisis is serious, it will be sufficient to show that govermtsehave 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 assessment;;’s payoff from reneging on the collusive agreemenpigsg;) = 1.
Since the collusive agreement is not credible, the equilibbiis always collusion-proof.

Since neither government is supposed to act, unilaterkduiaican be induced by either
government acting regardless of the nature of the crisitheseecond 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; — a; C, where the inequality follows from (Al).

Would this provide an incentive G; to deviate in a mild crisis? Ifs; is internationalist,
the answer is yesl — §C > 1 — 6;, where the inequality follows from (A3). Thus,
a government in a internationalist dyad cannot crediblyugedthe profitable beliefs by
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
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B Limited Burden-Sharing

We have examined the two polar cases of type | policy failurésrden sharing (Proposi-
tion 2) and burden shifting (Proposition B). We now turn ttermediate cases where some
limited burden-sharing occurs. We first show that when samsh imited cooperation oc-
curs, one of the governments must carry most of the burdeardiegs of the nature of the
crisis (in this the result is equivalent to burden-shifjingnd that the other must also be
cooperating irrespective of the crisis.

LEMMA I. If 0; = 1 ando_; € (0,1), theny; = 1 andu—; € (0, 1) in any intuitive
collusion-proof equilibrium. 0

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

CASE I: Suppose thatt; = 0, in which cases;; = 1 andsyo = 1, sop;(s11) = 1 and
p2(s10) = 0. ButthenUsz(a,als) = 1 — t,a2C > 0 = pa(s19) = Ua(a,~als), S0G,
strictly prefers to act when the crisis is serious, a comttemh.

CasE Il: Suppose thajt; € (0,1). By Lemma C, we need only considgs = 1 or
w2 = 0 (because itz € (0, 1), then both must mix in a serious crisis).

Consider firstu, = 0, in which cases1; = 1 andsgg = 0, S0 p;(s11) = pi(se0) = 1.
The indifference condition fof; in a mild crisis then becomd$; (a, ~a|m) = p1(s10) —
#1C =1—-01 = Ui(~a,~a|m). If Gy is nationalist, this condition cannot be satisfied
becausep(s19) —C < 1—-C < 1—6; by (Al). If G, is pro-EU, the condition is
p1(s10) =1 +68C — 01 € (0,1), becauséC < 07 < 1+ §C by (A3). This requires that
s10 = e1. The indifference condition fofr, in a serious crisis i$ —t,a2C = pa(s10)- By
(A2), this implies thatp, (s10) € (0, 1), sos;9 = 1 —e,. By Lemma B, this is not a generic
solution, so no such equilibrium exists.

Consider nowt, = 1, in which case1¢g = 1, andsg; = 0, SOp1(s10) = p1(so1) = 1.
But thenUl(a,alm) = pl(su) —ha1C <1 = PI(SOI) = U1(~a,a|m), s0Gq strictly
prefers not to act in a mild crisis, a contradiction.

CAsE Illl: Suppose thajr; = 1. We have three subcases to consider.

Consider firstu, = 1, in which cases;g = 1, S0 p1(s10) = 1 and pa(s19) = 0. Since
G, mixes in a serious crisigz (a, als) = pa(s11)—t202C = 0 = pa(s10) = Ua(a, ~als).
Thus, p2(s11) € (0,1), SOs11 = e3 is required. Sinc&r, prefers to act in a mild crisis,
Ui(a,alm) = p1(s11) — t1caC > pi(so1) = Ui(~a,alm). Since p;(so1) > 0, this
implies thatp(s11) > 0, which requiress;; > e;. Sincesy; = ep, only s1; > eq 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 Igtfigneficial toG; because
1 —to1C > 0(1 —t11C) + (1 — 02)(1 — £1C). SinceG;, is indifferent whenevefry
acts, this agreement is Pareto-superior. It will be credibG; does not want to break it;
if G, fails to act whenG, does, then its payoff will be;(sg1) < 1 — t;01C, where the
inequality follows from the requirement for the optimaliy G1’s strategy in a mild crisis.
Thus, G4 has no incentive to break the agreement, which means tisagqilibrium is not
collusion-proof.

Consider nowu, = 0, in which cases;; = 1, so p;(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 —t101C > 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 = Uj(a,als),
s0 Gy would not want to do so. This means that this equilibrium isaudlusion-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.

PROPOSITIONC. 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, =
w1 = 1, and G, sometimes does, with probabilities specified below. Define:

5 — w6 — (1 —a1)8C L 6, —8C
27 i — (1—201)5C H2 = g —(1—ansC
5 =2 s—(-e) ~ _l-er s—(1-e)
27 T 21 By T 201
e2(1—5) _ (1—ex)(1 —s)
02(42) = M2+ (o Ta(2) = 1= (1 = pa) -
(1 - 62)5 _ 1 — 85 —é€ =+ §€2072
Ez(Uz) =02 m o (02) = (1—e2)(1—»)

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

(52([12), ﬂz; 1,1 — I20[2C) if 62 > 52([12)
(62, 1, (62): 1202C, 0) if 62 < 05(/12)
(a5(f12), fl2; t202C, 0) if s < 3 or 6, < 32(0)
(62, 5(62); 1,1 —t,aoC)  otherwise

(05, 155 p2(s11), p2(s10)) =

(4)

e ¢ <s < 1—ey:if 62 >0, and i, > 12, then the strategies are given K4);
otherwise the equilibrium does not exist.

e 1 —e; <5 <ey if 6, >0, and, > 1o, then the strategies arer,, 11,), with
any probabilities that satisfy,(s11) — a2 C = 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; = 1,02 € (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:

028

S11 = and sig = (1—02)s
U s + ua(1—s) O U=o)s+ (1—p)(1—s)

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

s11>e and sjo>1—ez %)

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(s11 = e2,510 = 1 — €2).7®

From (5), we can infer that

0,(12) = o - e2l —5) <o =1—-(1-u2)- d-e)=s) 02(12).
(1 —e3)s e2s

Observe now that since,(0) = 0 ando,(1) = 1, and because both,(-) ando,(:)
are linear and strictly increasing, 4f,(0) < 0 ando,(1) > 1, it will be the case that
0,(u2) > o2(u2) for all u,; 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, (12) = 02(i2) yields, when it existsg, andji, as specified in the
proposition. These are obviously the mixing probabilitieat result in(sy; = ez, 510 =
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:

e s > maxez, 1 —ep), in which CaS&iz(pLz) < EZ(//LZ) for all n2,
e ¢3 <5 <1—ey, inwhich caser,(i2) < o2(u2) only if o > 1o;
e 1 —ep <5 < ey, inwhich caser,(i2) < o2(u2) only if o < 1.

SinceG; must prefer to actl/; (a, 0») > U;(~a,05) andU, (a, j2) > Uy (~a, p2), Or:

02(p1(s11) — 11 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) —11C) (7)

> p2p1(so1) + (1 — p2)(p1(soo) — 1)

76. This is becausgi(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.
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CASE I Suppose thap;(s11) — t11C < p1(s10) — t1C, which can only be satisfied
if p1(s10) > 0 and p1(s11) < 1. This makes colluding to a unilateral bailout 16}
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 onlyh@n the agreement is not
credible in a serious crisis. Sin€y 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 ifU (~a, ~a|s) = p1(so0)—w161—t101C > p1(s10)—11C = Uq(a, ~als),
which can only be satisfied i (s19) < 1. Recalling thatp;(s19) > 0, this implies that
p1(s10) € (0, 1), S0s19 = e IS required.

Observe further that ip; (so1) > p1(s11) — 121 C, then the other conditiong; (spo) —
w107 — a1 C > pl(sl()) —1nC > pl(sll) — 11 C, would |mply that (6) cannot be
satisfied. It must be the case, then, tpats11) — t11C > p1(so1) > 0. Recalling that
p1(s11) < 1, we conclude thap;(s11) € (0, 1), Sos1; = e; is also required.

Butif s190 = s11 = €1, theno, = M2, which in turn Implles thato = s11 = s. But
then the collusion-proof equilibrium can only existit= ¢1, which is non-generic.

Cask II: Consider p1(s11) — ha1C > pi1(s19) — t1C. This means thaG; strictly
prefers a bilateral bailout to a unilateral one, so it pregighcentives 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
(7) cannot be satisfied. We conclude that the preferenceingd®r G in this equilibrium
must be

p1(so1) > p1(s11) — 11 C > pi(s10) —11C > p1(seo) — 61 (8)
Although there is an infinite number of ways that (8) can bessadl, it does place some
limits on the admissible probabilities. Observe now tha tdrdering ensures that et =
12 = 0 both (6) and (7) are satisfied with strict inequality, wheratr, = , = 1 neither
one is satisfied. Since the expected utilities are lineahénprobabilities, it follows that
there exist unique values that satisfy the conditions wajilnedity:

Gy = P1(s10) —t1C — [p1(S00) — w161 — t11C]
P1(s10) —11C — [p1(so0) — w161 — t11C] + pi(so1) — [p1(s11) — t1t1 C]
iz P1(s10) —11C — [p1(s00) — 01]

p1(s10) —11C — [p1(so0) — 61] + p1(so1) — [p1(s11) — f1o1 C]
such that (6) is satisfied if, and only if; < 6, and (7) is satisfied if, and only ifj» < fi,.
These establish upper bounds on the equilibrium probsilfor G,’s strategy.

SinceG1’'s expected payoffs are strictly increasingGn’s mixing probabilities and be-
causeG, is indifferent among mixtures, any equilibrium of this tyjsePareto-inferior to
any other equilibrium of this type with higher mixing proli&kes. Since there is no reason
to expect that governments not to coordinate on a Paret-g&quilibrium in this set, we
shall now derive the appropriate mixtures.

To understand the following, note that the definitions inpth@positions are such that

1, (02) = a3 (02) and Ti,(02) =35 ' (02).
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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(@)
andz, (o2) 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 censldpending on wher@,, (i)
is located with respect to these sets. The first three casesamar under each of the
configurations:

(i) 62 € [0,(ft2).02(f12)]. Since this means that, ({i2) < 62 < G2(f12), it follows that

(ii)

(iii)

s11 > e andsyg > 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
a5(").

Which of these would be Pareto-superior? Obviously, coomtid on knowing that
the crisis is seriougy; 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 codd that the Pareto-dominant
equilibrium in this case must involve the strategiés, i1,(62)) if s > 1/, and the
strategieso,(ft2), fL2) otherwise.

We should note that whem,(0) > 6, > 0, thenix, (/i) does not exist. Since
(62,0) cannot occur in equilibrium by Lemma | and sineg(0) = 0, so0(0,0) is
the other candidate profile, which is an altogether diffeferm of equilibrium (that
we studied in Proposition B), it follows that the only eqoiilum of this type must be

(a5(f12), fL2)-

02 > 02(fl2) > 0,(f12). In this cased, is not admissible, and the smallest reduction
that admits an equilibrium is t6,(fi2). This is becaus&,(-) is increasing, which
means that any other reduction to an admissible pair wowjdire botho, and u,

to decrease. This means tha's strategy in the Pareto-dominant equilibrium is

(02(12), f2)-

02 < 0,(fl2) < 02(ft2). Inthis caseji, is not admissible, and the smallest reduction
that admits an equilibrium is tp, that solveso,(u2) = 62, which we can write
compactly ag6z, 1 ) (62)).

If e < s < 1—e5,then any solution requires > 6, andu, > 1,. By definition of
this casefi, > 11> (because otherwise, (f12) < o2(ft2) would not be satisfied). If
02 <02, then there can be no equilibrium: sines(-) is decreasing, any reduction of
fi2 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, > 05. It

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

The last three cases can only occuio, 11,) exists; i.e., ifo, (-) ando,(-) intersect, which
means that either, <s <1 —e; 0rl —ey; < s < e, Obtains:
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(iv) Whene, < s < 1 — e3, and eithers, < o, 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 ratiméli’'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; i1).

(vi) Whenl—e; < s < e3 and boths, <5, andji, > 11, obtain. The smallest reduction
is to the equilibrium wherd&r,’s strategy is(&z,ﬁz(c}z)). (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 paraseteepk , any solution where
the resulting posterior belietg; ands;o happen to equal some precise valueptannot
be generic. In other words;; # e; andsig # e in any generic equilibrium.

Selecting the Pareto-dominant equilibrium is not partidyl constraining because the
preference ordering in (8) can be satisfied in infinite wagxém the indifference condition
for G,), and they determine the crucial limiting probabiliti&sandi,. Consider first the
off-the-path beliefsg; andsgg. SinceG, is mixing, a deviation by 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 aldcrisis, this deviation would be
worse forG; when the crisis is serious. If s6;; should be less likely to deviate when the
crisis is seriouso > (1. Since

o1 > U1 = lim So1 = lim soo0 = 0,
o1—~>1,u;1—1 o1—~>1,u1—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(s00)—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) > p1(s10) > 0 as well, sos19 > e; andsy; > e; are both necessary. Since no
equilibrium withs;; = e; orsyj9 = e; is generic (by the argument above), we conclude
that in any equilibrium it must be tha{; > e; andsio > e1, SOp1(s11) = p1(s10) = 1.

In other words, this equilibrium requires not only th@{ 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 ereisg necessary inequalities



are: ()1 —ex > e1 > ep: s11 > e is not guaranteed; (iig; > 1 — ey > eq: suf-
ficient to guarantee bothy; > ey andsig > eq; (i) 1 — ey > ez > e;p: sufficient.
If (s11 = e2,510 > 1 — e3), then a necessary condition fof; > ey andsyg > e; is
er > e1. If 1 — ey > ey, then this condition is also sufficient. If — e, < e5, then
e1 < ey is sufficient. The three orderings that admit possible valoe the posterior be-
liefs to solve them while preserving necessary inequalitiee: ()exs > e; > 1 — e3:
s10 > eq IS not guaranteed; (iigo > 1 — ey > eq: sufficient; (i) 1 — ey > ez > ey
sufficient. If (s11 = e2,510 = 1 — e2), then the necessary conditions ape> ¢; and

1 — ey > e;. The two orderings that admit possible values for the pustéreliefs are:
() e2 > 1 — ey > eq: sufficient; (i) 1 — ey > ex > eyq: sufficient. To summarize these
results,e; < min(e,, 1 —e5) is sufficient to guarantee that on-the-path posterior fselid!
satisfy the requirements that ensure thatis reelected with certainty and the probabilities
of reelection forG, are sequentially rational. n



C Two Alternative Explanations

C.1 A Policy Blunder?

The policy blunderexplains the delay as a failure to see past the cultural awladical
commitment to austerity, and a failure to understand howfiizh markets could spread the
Greek malady to other vulnerable members of the Eurozon¢ghe®rmer foreign minister
Joschka Fischer put it, Merkel had made such a “complete’roé#se crisis that he could
“not think of a situation since 1949 that [had] been handkzdaxdly"?’

There are two problems with this explanation. First, it lieggione to maintain that
Merkel had been singularly deluded when other governmémsEU Commission, and
the IMF were all in agreement that the Greeks needed a baiEwtopean leaders urged
Merkel not to delay the bailout to Greece, but to act in seligavith other members of
the Eurozone. Italian Foreign Minister, Franco Frattirojpedly stated that there was a
“moral duty to intervene as soon as possiife.”

It is difficult to see how Merkel and her ministers could haeeib so out of touch with
market reality, especially in late April when they still m&ined that Germany could refuse
to aid Greece. In a highly critical article, Professor Horguged that it had been foresee-
able that the failure to provide unambiguously a backstopSieece would incite further
speculation, which would drive up the price of governmentds) making it impossible for
the country to refinance itself through the markets desh#eatisterity measures. In other
words, the German government’s “dive-like” behavior, gsibmissiveness to the financial
markets and its cowardice towards the tabloid press” broalgbut the very outcome it had
been supposedly trying to prevent: a Greek bail8ut.

Moreover, if the German government did not care about Greepsesumably did care
about the investments of German banks, whose exposure #c&in the first quarter
of 2010 was, at $44.2bn (24% of the total exposure of Eurojeaks), second only to
France’s $71.1bf° As Alessandro Leipold, former acting director of IMF Eurapede-
partment, noted, there were “intrinsically strong Gernragriests” at stakgt

Second, and crucially, the explanation cannot accounthierctobbering the voters in
NRW delivered to Merkel's party. Suppose that the Chancélém been just as convinced
as the voters of the wisdom of tleehwébische Hausfrastrategy until the end of April
but then underwent a rapid conversion. If Merkel had sucltoadrto Damascus” moment,
then it is by no means clear why she could not have persuaéegbthrs of the wisdom of
her new policy. After all, she had been the most hawkish Eamedeader on Greece, and
if she had suddenly come to the realization that a bailout vezessary to save the euro,
the voters should have believed her. Only Nixon could go tm&hand only Merkel could

77. The IndependentMay 23, 2010. “Euro crisis is melting support for ‘lron’ Mel.”

78. Agence France Press#larch 22, 2010. “EU ups pressure on Merkel to aid Greece.”

79. Spiegel,“Hesitation and Patronizing Advice: How Germany Made thed&r Crisis Worse”, April 27,
2010.

80. Buiter and Rahbari (2010, Figure &t p: //wi | | enmbui t er. conl G eece. pdf , accessed May
9, 2016.

81. New York TimesAlready Holding Junk, Germany Hesitates”, April 28, 20Ilhe German Hypo Real
Estate Holding held $10.5bn of Greek debt, and since it wasedvby the public after its own bailout in 2009,
it was German taxpayers whose money was on the line.



go to Greece. But the voters did not believer her. .. or else dmes one explain CDU’s
abysmal performance at the polls?

One might be tempted to argue that the German voters punisa€&eDU because Merkel
was inconsistent — first opposing the bailout, but then fliping — or because her
Machiavellian tactics had worsened the crisis, saddlingr@ay with six times the costs.
Commenting on the fact that providing the bailout must hasenbobviously inevitable to
Merkel, Tagesspieggbut it clearly:

The Chancellor, the master tactician, lacked the self-denfie and courage to follow
her instincts and respond quickly to the cri&s.

Jirgen Rutters, the Premier Minister of NRW, blamed theonali government for its han-
dling of the financial crisi§® Senior figures in the CDU openly said that they had lost
confidence in Merkel’s ability to lead and called on her tat§tii

This, however, was not how the Germans voters interpretefisive document in Sec-
tion 4.6, they remained unconvinced about the seriousrfabg arisis. Polls in late April
and early May showed that the majority of Germans opposetidheut because they be-
lieved it was wrong to aid Greece. Surveys also revealedhistdid not consider the crisis
a top priority for Germany, and did not expect it to affectrthadversely personally. These
data point to a failure to carry the voters on the new poliot, to a punishment for not
dealing with a serious crisis promptly.

Since they did not consider a Greek bailout necessaryalte-faceof the ruling coali-
tion was seen as wasting taxpayer money on foreigners wheasiineeded at home. As
Ingrid Lange, a shop assistant from NRW, put it in a statertteait described the general
interpretation,

First the state had to rescue the banks and now they havecteer€seece when our own
economy is suffering. It's hard to make a decent living evéh & job. The government
should spend our taxes where they’re needed.

This suggests that Merkel and the CDU lost not because they lamed for not acting
fast enough or because she had pursued an inconsisterggtiatit because the voters in
NRW still believed that a Greek bailout was inappropriate.

C.2 A War of Attrition?

Thewar of attrition explains the delay as Merkel holding out for better term#h fiimm the
Greek government and from the fellow Eurozone members. oitmedr had to commit to
even more drastic austerity measures, while the latterdvadriee to terms that would not
prejudice the credibility of the threat to let future spémits sort out their own problems.
The peculiar insistence on IMF patrticipation — long oppobgather Eurozone members
— must be seen in that light, as that organization had a lotxpégence of imposing
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83. The TimesMay 10, 2010. “Poll blow for Merkel amid anger over Greek batl”

84. Daily Telegraph May 11, 2010. “Calls for Merkel to quit over Greek bailoyfThe TimesMay 12, 2010.
“Wounded Merkel's star fades amid acrimony and intrigue.”



unpopular reforms on recipient countrf®sA more extreme version of this argument holds
that because of legal constraints, Merkel “needed to biiegctisis to the point where it
affected the whole euro area before she could legitimatégyiene in the Greek bailout®’

The Chancellor defended herself by arguing that her govemirhad to hold out for
satisfactory terms, but that the “last resort” had beenhedc It now had to act to save
the euro, which was the foundation of German prosperity,vamolse collapse would have
incalculable consequences for Europe and beyond. As shg put

The price of our attitude was to be criticized for being heesir being slow. But such a
price, ladies and gentlemen, the federal government valliglpay if it ensures the right
decision in the end’

Let us set aside the fact that from a political perspectiieulas the only argument Merkel
could have advanced in her defense: she could neither owo apcblossal mistake nor
fess up to a misfired electoral ploy. The problem with thisl@xation is that Germany had
already achieved all of these goals in principle with the dha25 agreement, and in prac-
tice with the April 11 decision to make the rescue mechanisity éperationaf® The IMF
had been involved since the March agreement, and Schauhkelihad indicated in an
interview that the outline of the austerity program had bdetided in mid Marci§? More-
over, she had already dropped the insistence on marketfaatdse loans in the April 11
agreement. As Frank Schéffler, the deputy finance spokesonaviefrkel’s coalition part-
ner FDP, characterized it at the time, “Germany buckled utitepressure — we shouldn’t
kid ourselves that such loans are anything but subsiffedzinally, Bastasin (2012, 70)
explains how the “shallow text” of the February 11 agreemeih its emphasis on the de-
fense of the stability of the monetary union, had been a fattrategic coup for Merkel”
because it allowed her to deflect a potential bailout chgéidoy the Constitutional Court.

While it is true that the Greek government announced a thadevof cuts in conjunction
with the May 2 deal, one cannot argue that Merkel had delayetitain its formal commit-
ment. The Chancellor herself claimed to have done so beedtisaut Athens announcing
new austerity measures, giving aid “would have had the dfgpeffect” to calming mar-
kets?® The irony of this statement in light of the reason the marketd gone berserk
cannot be overstated.

In fact, it was because of this that the press and the oppositad speculated that
Merkel’s tough line had been a domestic kabuki theater at Eiace Marc#? That is also
why Steinmeier, accused Merkel of playing a double game &etvBrussels and Berlin,

85. Ironically, it was Schauble who had insisted back in dapthat the IMF had “no place in Greece”
because allowing it in would be tantamount to admitting thatEU could not solve its own problema/elt am
SonntagMay 16 2010.
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“Madame No — that was a huge ho&X.’He also dismissed the notion that the delay had
been a part of some coherent plan to create a better policgeAald Merkel, “You drifted
around like a windsock. Then in retrospect you call that \sitmtegy. Your double game
has cost us an enormous amount of trust and respect in Elffopkhe allegation ofex
postrationalization is also supported by the fact that the Gerg@ernment only belat-
edly (after April 28) started to insist on the importancehd trisis for Germany itself. (We
discuss this in the section on the government’s attemptrsupee the voters to update their
beliefs.)

This explanation also has a flaw in the logic of the strateggffigiven that it was being
played in an electoral shadow. Merkabuld have denied that the Greek crisis posed a
problem for Germany in an attempt to signal that her govemrhad little incentive to act
unless all its stringent conditions had been met. This niigle increased the credibility
of the threat, but since she had done it so publicly, it algnaed to the German electorate
that a bailout was unnecessary. Judging from the opinioregarand the prevalent opinion
in the press, the voters seem to have believed her. But if M&rew a bailout was coming
and was merely stalling for terms, this would have been § #iiihg to do because the
bailout would certainly upset the voters. A more profitaldiategy would have been to
indicate that a bailout was necessary and outline the donditAthens had to satisfy to
obtain it. Of course, Merkel later claimed that this had bpeetisely what she had done,
except that somehow nobody had understood her that way:hadiMF, not her fellow
European heads of state, not the domestic opposition, eqiréss, and not the votels.
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D 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
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, thatsin maps onto the burden-
shifting equilibrium (see Proposition BY. 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 thezbaeoto 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 eli¢éetions’’ Since the citi-
zens were more or less convinced that the crisis was serit@spi(e lingering skepticism
about whether the Greeks deserved help), providing theutashould 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 loafi.In addition to the public’'s unhappiness about helping peopl
they perceived as having lived beyond their means, the Blgeaernment would have to
borrow to pay their share of the loan. Experts were worriadl #lovakia would not receive
that money bacR? The Greek bailout became increasingly important as a cangai
sue. In mid May, opposition parties attempted to hold a @andintary debate on Slovakia’s
participation in the Greek bailout and the government usebus tactics to block that ini-
tiative. The debate was eventually cancelled after founceesssful 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@ltivakia down the same
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path and that it expected Slovakia itself to need Europeamdial support soo#?

The coalescence of the opposition on the Greek bailout lestv8mer’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 resuditogtion 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 govemnndially thought it would
win the election because the opposition was not very aitteaahd 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 governitoaht 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 itselfpbisted that any loan would
have to be approved by whichever government won from th¢ietesc No money would be
transferred before thaf! The last-ditch effort did not work: the government was odsie
June, and replaced by a different coalition controllingim shajority (79 out of 150 seats).
In fulfillment of campaign promises, the new government clategl the burden-shifting by
refusing to ratify the Greek bailout packal. lvan 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. Slovakiargrdmition is only
a small fragment of the financial package. Yet the rescuegugcivas created
de facto beyond the legislative framework of the EU, so tlesg@nce of all the
EU members is not necessaf.

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

One might wonder whether the Eurozone members could pulistl@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 reasmh, 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 Europedéon and its
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refusal to participate came despite fierce pressure frorottier 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.

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 satregfinancing costs once it was
clear that others will pick up the tab.



E Merkel's “Electoral Delay”, Summer 2013

The first bailout did not solve the financial crisis. A secoaddut 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 thegdffthwhy 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 ébitsshand®® 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 chancefidrmember of the SPD, claimed
at rallies that Merkel had lied to the electorate earlier svBee had claimed that she had
not expected any more aid for Greece: “You cannot win the tfithe population if you
conceal and disguise the truth. You can only win the trushefgopulation if you speak
out clearly, and truthful®®® Peer Steinbriick, front-runner for the SPD opposition party
warned Merkel not to present the German population with thefter the election: “It is
time that Mrs. Merkel speaks the truth about the costs of tfeeksbailout.2%”

Some media outlets also perceived differences in sengityiGerman domestic politics
in the other Eurozone members and the European Commissidreréas in 2010 these
other actors had made it impossible to conceal the baildwdtéeeven temporarily — in fact,
they had even publicly tried to shame Merkel for delaying iadout until after the NRW
elections — they were now suspiciously quiescent even #feeneed 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 #ren@n government into
action before important elections, and were now collalmgatvith it in delaying bailout
discussions until after the federal elections in SepteriSer

This sort of reasoning seems to suggest that the hypoacjigbgium 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 electorally weak.

Ironically, it might haven been the first bailout debacle #mel subsequent inability to
end the crisis that had shifted the beliefs of the Germansoky 2013, the German public
was firm in its conviction that the crisis was indeed extrgnserious for the country. Public
opinion polls conducted biyorschungsgruppe Wahleavealed that the Eurocrisis was seen
as the second most important problem in Germany, just betgneestic unemployment and
ahead of the economic situation, education, and retirelmamefits.
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Strong economic growth and very low unemployment had doutied to the high support
for the incumbent government. The boost came just as theoeddécampaign 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%%° Unemployment at 6.8% was also only slightly above the natata of
unemployment and near the lowest levels since reunificitidi®90. The CDU expected
up to 42% of the vote, whereas the SPD trailed far behind witii 24%° Merkel had
also recovered her standing and “gained a reputation a® gaafof hands, a cautious and
skilled operator throughout the eurozone cridfs.’Her approval ratings were at 70%.

These data suggest that the conditions in late summer 2@i$8eshthe parameter con-
figuration for the burden-sharing equilibrium> max(e1, e2). In this equilibrium, voters
reelect governments that participate in a bilateral baigwen when they know a govern-
ment to be pro-EU. From the electoral perspective, theraisumprise that the German
government would announce the bailout before the electinrihe event, and unlike the
2010 fiasco, there was no punishment: support for the CDU/@&Bthined at 41%, the
SPD at 25%, and the FDP at 69. During the elections, the CDU received 41.5% of the
vote (the SPD got 25.7%) and remained in potér.

The burden-sharing equilibrium logic suggest that themukhhave been no electoral
reason to delay decision on a bailout given the importanegarman voters already at-
tached to the crisis. Such strong priors could have allowedk® to pour more money into
Greece even if the crisis had, in fact, abated, and do so utifear of domestic punishment.
Schauble made a point of presenting his revelation as “oléhand very much in line with
expectations: “the public was always told s6* Merkel was surprised by Schroder’s at-
tack: “Everyone knew what Schauble said about Gre&teSchauble, in fact, had already
said in February 2012 that a third bailout could not be ruled'¥ This was also when a
report by the EU and the IMF had indicated that a bailout mighheeded!’ Thus, what-
ever had caused the delay in announcing the third bailoagultd not have been concern
about a possible fallout during the September federaliokest'®

What could account for the alleged “conspiracy of silencé&i?ur model, the bailout
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package is implemented successfully whenever someonemadts This abstracts from
the much more complex reality where financial aid is condalcon economic and fiscal
reforms in recipient countries. Since we have a wealth ofetwthat deal with contingent
disbursements, we saw no need to introduce these consisrat our model, which is
focused on the interaction between donors and their doonastiiences. In this particular
case, however, it seems that it was the Greek governmenv#sate intended recipient of
these delaying tactics. The Eurozone members seem to hesedagpot to discuss a third
bailout in order to pressure the Greek government into implging the required reforms.

This interpretation is supported by several facts. Fitet, Greek government had been
relatively slow in implementing the conditions imposedwihe second bailout. The in-
ability to form a new coalition in May after the elections ha@ated a political crisis and
renewed speculation about a Greek exit from the Eurozoneaand on Greek banks. A
new round of elections in June had brought in a governingtamabut even though it had
agreed in principle to the conditionality of the bailout gram, it had also asked for an
extension until 201#1° In August, the IMF revealed that Greece’s bailout prograns wa
widely off track and the Troika withheld the scheduled disement of€31.5 billion1?°
There were widespread fears that a clear commitment tochlthitout would further erode
the incentives of the Greek government to pursue painfoknes$. In August, the Eurozone
governments publicly committed to delay any decision othtrbailout money for Greece
until after the Troika was satisfied with the progress of Gmeformst?!

Seen in this light, the “conspiracy of silence” was not dee to allow the German
government to win the federal elections but to keep the nefaressure on the Greek gov-
ernment. This is why criticism of Merkel by other Eurozonemtiers, so vocal in 2010,
was now conspicuous by its absence. Instead, the EuropegamiSeion supported Merkel
and accused the German opposition of pursuing unrealigtigpaign strategies. It plainly
stated that it had been necessary to keep discussion oflabthilout under wraps in order
to motivate Greece to pursue the required refotfisGiven the logic of the burden-shifting
equilibrium, one is hard pressed not to agree with this mrEago
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