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Abstract

This supplement includes the full proofs for the claims implaper, the analysis of the burden-sharing

equilibrium, and two brief applications to the second Grieeitout, and the case of Slovakia.
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Proofs

Letg; be the probability with whicliy; acts when the crisis is serious, amgdbe the probability with which
G; acts when the crisis is mild. Let; (s4,4,) be the probability of retaining; when the game has reached

information set,, 4,, Whereq; € {0, 1} denotes whethef; has acted or not.

Preliminaries

The payoff structure of the model allows us to reduce electoral expetdatodirect comparisons of ret-
rospective beliefs and candidate prospects. This makes the equilibrabrahility of reelection a simple

function of these beliefs:

Lemma A. By subgame perfection,

1 if s11 > e 1 if s00 <1—e¢;
pi(s11) = 10 if 511 < e Pi(s00) = 10 if s00 > 1—e;
[0,1] otherwise [0,1] otherwise
1 if 510 > €1 1 if s10 <1—en
P1(s10) = {0 if 510 < €1 p2(s10) = 0 if 510 >1—es
[0,1] otherwise [0,1] otherwise
1 if 5901 <1—eq 1 if s01 > >
p1(so1) = 10 if so01 >1—eq p2(s01) = {0 if 501 < ep o
[0,1] otherwise [0,1] otherwise
Proof.  Follows immediately from sequential rationality. n



We now establish some general results without reference to the type efrgoents in the dyad. These
help limit the type of strategy profiles that can be supported as equilibria.nyirganeric equilibrium,
if citizens ini act probabilistically in any given contingency, the citizens-ih must either retain their

government or remove it with certainty:

Lemma B. Citizens cannot generically act probabilistically in both countries for amgrgcontingency. o

Proof.  Pick any contingency, say 1, and recall that citizens inwill only act probabilistically ifs;; =
¢;. If citizens in both countries were to act probabilistically, the necessarglitton iss;; = e; = e3, but

e1 = ey is not generic. -

If both players are mixing in one type of crisis, they must both be mixing in theothe

Lemma C. There exists no equilibrium where both players mix in one type of crisis bubtiboth mix in

the other type of crisiso; € (0,1) Vi < u; € (0,1) Vi. o

Proof.  We first show that if both players mix when the crisis is serious, then they Inatistmix when
the crisis is mild. Consider the general case where (0, 1), so both mix when the crisis is serious, not
necessarily with the same probabilities. Consider the strategies when thésamdis:

Case l:;u; = 0: by Lemma F, eithes; = 1 or g; = 0, so no equilibrium where they mix when the crisis
is serious.

Casell: u; = 1: since inaction occurs with positive probability only when the crisis is serigys= 1,
both governments must be removed in that cag€sgp) = 0. Since governments prefer to act when the

crisis is mild, U (a, a|m) > Uy(~a, a|m), or

P1(s11) —t1e1C > p1(so1).



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

02(p1(s11) — 11 C) + (1 = 02)(p1(s10) —11C)

= 02p1(501) + (1 —02)(—w1 01 — 111 C).

This equality cannot be satisfied given the inequality above. To see thissuffisient to establish that
p1(s10) —t1C > —w1607 — 1 C. This inequality will certainly hold if it is satisfied at; (s19) = 0. But
then we can re-write it a®, 6, > t1(1 — «1)C, which holds by (A3) because6; > C > t1(1 —a1)C. It
then follows that/; (a, a2) > U;(~a, 02), S0G1 will not mix when the crisis is serious.

Case lll: only one of the players mixes when the crisis is mild. WLOG, et (0, 1). There are two
possibilities. Suppose first that = 1, in which case Bayes rule pins dowsy = so1 = 1, which imply
that p1(sg0) = p1(so1) = 0, S0G; is always removed for failing to act. But then acting in a serious crisis

is strictly better than not acting:

Ui(a,02) = 02(p1(s11) — t121C) + (1 — 02)(p1(s10) — 11C)
> —11C > —w101 — a1 C = Ui(~a,o03),
a contradiction of the supposition th@j is willing to mix in a serious crisis.
Suppose now thatt; = 0, in which case Bayes rule pins dowm = s;9 = 1, which imply that

p2(s11) = 1 and pa(s19) = 0. SinceG; does not act when the crisis is mild b@g is willing to mix, it

follows thatU, (~a, a|m) = Uy (~a, ~a|m) must obtain, s, (sg1) — 12C = p2(so0) — 62. But now

Uzx(o1,a) = 01(1 = tra2C) + (1 — 01)(p2(s01) — 12C)
= 01(1 = t12a2C) + (1 — 01)(p2(s00) — 02)

> 01(0) + (1 = 01)(p2(s00) — w2tz — 1202C) = Uz (01, ~a),

which contradicts the supposition that mixes in a serious crisis.
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This exhausts the possibilities, so it cannot be the case that only one plaggsrin a mild crisis when
both mix in a serious one. The sole remaining possibility, of course, is thabtiteymix when the crisis is
mild.

We now show that if both players mix when the crisis is mild, then they must both mir Wieecrisis is
serious. Suppose; € (0, 1), and consider the three possibilities for a serious crisis.

CAsel: 0; = 1, in which case Lemma E implies that either = 0 or u; = 1, a contradiction.

Casell: o; = 0, in which case Bayes rule pins dowpy = s19 = so1 = 0. This means thap;(s11) =

p1(s10) = 0 and thatp(so1) = 1. SinceG; is willing to mix when the crisis is mild,

Ui(a, n2) = pa(=t101C) + (1 — u2)(=11C) = p2 + (1 — p2)(p1(soo) — 1),

S0 a necessary condition for this to be satisfieddgsC > pi1(sgo) — 61. But sinceG; prefers not to act in

a serious crisis wheé, does not act either, it follows that

Ui(a,~als) = —t1C < Uy(~a,~als) = p1(soo) — w101 — t1a1C < p1(seo) — 01,

a contradiction with the necessary requirement we derived above.

Cask lll: only one of the players mixes when the crisis is serious. WLOGgje€ (0, 1), so we have
two possibilities to consider. Suppose first that= 1, in which case Bayes rule pins dowgy = s¢91 = 0,
which imply thatp,(sgo) = 1 and thatp,(sg1) = 0. SinceG, mixes in a serious crisis whef; acts, it

follows thatU,(a, als) = Ua(a, ~als), and sopa(s11) — traa C = pa(s10). But now

Ux(pr.alm) = p1(p2(s11) — t202C) + (1 — 1) (—12C)

< p1p2(s10) + (1 — p1)(1 — 62) = Uz (1, ~alm),

where the inequality follows from the implication above and the fact taC < 0 < 1 — 6,. This

contradicts the supposition th@g is willing to mix in a mild crisis.



Suppose now that; = 0, in which case Bayes rule pins dowgy, = s19 = 0, SO pa2(s11) = 0 and

p2(s10) = 1. SinceG, is willing to mix in a mild crisis, it must be that

Us(p1,alm) = pi(—t202C) + (1 — 1) (p2(so1) — 2C) = p1(1) + (1 — p1)(p2(s00) — 62),

and a necessary condition for this to hold is tha€sgo) — 62 < p2(so1) — t2C. But sinceG; does not act

in a serious crisis,

Us(~a,~als) = pa(so0) — w2l — t2a2C < pa(sgo) — 02 < p2(so1) — 12C = Uz(~a,als),

contradicting the supposition thé&b mixes when the crisis is serious.
This exhausts the possibilities, so it cannot be the case that only one plegarin a serious crisis when
both mix in a mild one. The sole remaining possibility, of course, is that they both imé&nwhe crisis is

serious. -

There can be no equilibrium, in which both governments do nothing in a semisis but one or both of

them do something in a mild crisis:

Lemma D. If neither government acts when the crisis is serious, then neither govetrmmcis when the

crisis is mild eitherio; = 0Vi = u; = 0 Vi. O

Proof.  Suppose neither player acts when the crisis is seriqus; 0, but one of them, sag, acts with
positive probability when the crisis is milgy; € (0, 1]. Suppose first that, = 0, in which case Bayes
rule pins downsyo = 0, SO p1(s10) = 0. SinceG; prefers not to act in a serious crislg; (~a, ~als) >
Ui(a, ~als), or p1(sg0) — w161 — 111 C > —11C. But sinceG; cannot fail to act with positive probability
in a mild crisis whileG, does not actl/; (a, ~a|lm) > Uy(~a,~a|m), or —t;C > pi(sg0) — 01 >
p1(so0) — w161 — 1 C, a contradiction.

Suppose now that, = 1, so Bayes rule pins downi; = 0, sopi(s11) = 0. But thenU; (~a, a|m) =

p1(so1) = 0 > —t1a1C = U (a, a|lm), soGy would not mix when the crisis is mild, a contradiction.
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Suppose now that, € (0, 1). But then Lemma C implies that € (0, 1), a contradiction. n

The following two lemmata establish that if governments pool on action in a senisiss they must pool
on a pure strategy in a mild one; and that if they pool on inaction in a mild crisig ntlist pool on a pure

strategy in a serious one.

Lemma E. If both governments act when the crisis is serious, then in any equilibriurargith neither

government acts when the crisis is mild or (2) both do, in which easé = max(e1, ¢3) is required. g

Proof.  Assume that both governments act when the crisis is serigus: 1.
Supposeu; € (0, 1). Bayes rule then pins dowsgo = s10 = so1 = 0, which means that governments
are removed for acting unilaterallyy; (s19) = p2(so1) = 0, retained when the other government acts

unilaterally, p1 (so1) = p2(s10) = 1, and retained if they do not act at @l (sgo) = 1. But since

Ui(~a, u2) —Ui(a, pu2) =1+ 11C — 01 — 2 [p1(s11) + 61C — 61 — t11 C]
>14+46C -0 —ux[l +6,C — 01 — a1 CJ
=1 —u2)[1 +1,C — 0] + pat1a1 C

> 0,

where the last inequality follows from (A3(3; has a strict incentive not to act, contradicting the assumption

that it mixes. Thus, if one government mixes, the other must be doing nothiag the crisis is mild.
Suppose that; = 0 andu, € (0, 1). Bayes rule pins dowsy; = 1 andsg; = sgo = 0, which means

that both governments are retained after a multilateral bailout and after imagtiG11) = pi(so0) = 1,

and onlyG is retained after a unilateral bailout I6s: p1(so1) = 1 and p2(sgp1) = 0. But in this case,

Us(ui,~a) = 1 — 6, > —t,C = Us(u1,a), S0 G, strictly prefers not to act as well. The case with

u1 € (0,1) andu, = 0 is equivalentmutatis mutandis.

Suppose that; = 0. We have already analyzed this in Proposition 1.
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Suppose finally that; = 1. Bayes rule pins down only;; = s. If s < ¢;, thenp;(s11) = 0, but then
G; expects—t;o; C if it acts and at least O if it does not act, so it strictly prefers not to acts u= 1 can

only be supported in equilibrium j#; (s11) = 1, S0 a necessary condition is that . n

Lemma F. If both governments do not act when the crisis is mild, then in any equilibriunereftt) they

both act when the crisis is serious or (2) neither does, in which case

< 1+4(1—0a;)C

s<s=min(l—e;,1—e3) and w; 7
i

=w;.
are required. o

Proof. Consider a dyad that never acts when the crisis is mijd= 0.
Suppose first that; € (0, 1). Bayes rule pins dowm;; = s10 = so1 = 1, S0 both are retained after a
multilateral bailout,p; (s11) = 1, and only the one that acts unilaterally is retained;s10) = p2(so1) = 1

andpi(so1) = p2(s10) = 0. But now

Ui(a,02) = 02(1 —t1a1C) + (1 —02)(1 =1, C)
>1-1nC
>1—w160; —t1o1 C

> 02(0) + (1 —02)(p1(s00) — w101 — t101C) = Ui (~a, 02),

where the second inequality follows from (Al). Thus, strictly prefers to act in a serious crisis, a contra-
diction.

Suppose that; = 1 while 0, € (0,1). Bayes rule pins down;; = s10 = 1, SO p;i(s11) = 1 but
p1(s10) = 1 and pa(s10) = 0; that is, both governments are retained after a multilateral bailout but only
G, is when it acts unilaterally. But this implies th&t will be unwilling to mix because it strictly prefers
toactaswellUz(a,a) = 1 — thasC > 1 —aC > 0 = Uy (a, ~a), where the second inequality follows

from (A2). The case witly; € (0, 1) ando, = 1 is the samemutatis mutandis.
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Suppose that; = 0 while a5 € (0, 1). Bayes rule pins dowsy; = 1, SOp1(sp1) = 0 andpa(se1) = 1;
that is, onlyG, is retained after it acts unilaterally. But théh's payoff from acting when the crisis is
serious iUz (~a,a) = 1 —t,C > 1 — w6y — thaa C > Uy(~a, ~a), where the inequality follows from
(Al). Thus,G, would strictly prefer to act. The case with € (0,1) ando, = 0 is the samemutatis
mutandis.

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

Suppose finally thad; = 0. Bayes rule pins dowsgg = s. If s > 1 — ¢;, thenp;(sg0) = 0, SOG;’s
payoff from inaction is—w;6; — t;a; C, which is strictly worse than the minimum payoff from unilateral
action,—¢; C (where the inequality follows from (Al)), sG; strictly prefers to act. Thug; = 0 can only
be supported in equilibrium whepy (sgp) = 1, SO a necessary condition is thak s.

Finally, it must be the case that reelection for inaction is sufficient to ptewelateral actionl —w;6; —
na1C > pi(si0) — 11C, which requires thap(s19) be sufficiently low (the inequality is violated at

p1(s10) = 1 by (Al)). Since we can write this as

| < 1 — pi1(s10) + t1(1 —1)C
— 01 9

another necessary condition is that it is satisfiegdk9) = 0, or thatw,; < w;. Since this applies tG,

as well, we obtain the requirement stated in the lemma. -

The Citizen-Preferred Equilibrium

Proposition A. The following constitute the essentially unigciéi zen-preferred equilibrium:®
e Each government acts when the crisis is serious and does not act veharsth is mild;

e When citizens in each country observe a multilateral bailout, they infer thaftriie is serious and

1. Because of the latitude in specifying off-the-path beliefs, there is incmm of equilibria of this type, but they are all

substantively the same and they induce the same probability distributiowtoemes.



retain both governments. When they observe inaction, they infer thatitieismrmild 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 crisis is serious, retain thegmest that acts

and remove the one that does not;

— if the dyad is internationalist or mixed, citizens remain uncertain about theenatuhe crisis

with somes;g € [1 — ez, e1] and someg; € [1 — e1, e2], and remove both governments.

This equilibrium can always be supported in a nationalist dyad, but cang@orted in internationalist or
mixed dyads only when governments are jointly vulnerable electorally-(e, > 1). It is intuitive in all

dyads but collusion-proof only in nationalist and mixed dyads. o

Proof.  If this is an equilibrium, Bayes rule tells us thgt; = 1 andsgo = 0, and sincez; € (0, 1),
by Lemma A the citizens will retain the governments in both countries along the pathyo Unilateral

deviations will be unprofitable when the following four conditions are satisfie

Serious crisis: mild crisis:
1 —t101C > p1(so1) 1—61 > pi(s10) —t:1C (1)

1 —ta2C > pa(s10) 1 —02 > pa(so1) —C.  (2)

NATIONALIST DYAD . SinceG would stick to inaction in a mild crisis whenevér 6; > pi(s19) — C,
(A1) implies that it will do so for any; (s10). The situation withG, is analogous. Nationalist governments
need no additional incentives to remain inactive in a mild crisis when they elected for doing so.

In a serious crisis(z; would stick to the multilateral bailout as long &s- «;C > p;(so1), and since

1 —a;C > 0by (A2), p1(so1) = 0 is sufficient to guarantee that this condition is satisfied. By the same
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token, p2(s10) = 0 is sufficient forG,. When one of the governments is expected to take action in a serious
crisis, the other needs an additional incentive to stick with the cooperatategy and not attempt to shift

the entire bailout burden on its counterpart. This incentive is providedegl#ttoral threat to remove any
government that fails to act when the other does. The citizens’ electoaitdgies after unilateral bailouts
can be rationalized by them believing that the crisis is serigys= so; = 1, in which case they remove
any government that fails to act and keep any government that doesoWeheck whether these beliefs
are intuitive.

A unilateral bailout byG; can be observed either whén; fails to act when the crisis is serious or when
G; acts when the crisis is mild. This means that the second requirement for arvengujtiilibrium imposes
no restrictions on these beliefs. Consider now an unexpected unilaggi@lttby, say,G,. The required
off-the-path beliefs ar@, (s10) = 1 and p2(s19) = 0. The outcome; can be induced b by deviating
to action when the crisis is mild, but since it gets reelecteg@ta nationalist government cannot profit by
such a deviation. The outcome, can also be induced b§, by deviating to inaction when the crisis is
serious. But for this to be profitablé&, would have to be reelected with positive probability, which would
require the inference that the crisis is mild, a contradiction to the assumptiaih¢hatitcome was induced
by G,. The equilibrium is intuitive in a nationalist dyad.

Finally, the equilibrium is also collusion-proof because nationalist goventsnigave no incentive to
provide a multilateral bailout in a mild crisid ¢ o; C < 1 — 6;) or do nothing in a serious oné £ w;6; —
a;C <1—a;C).

Thus, if the dyad is nationalist, the assessments constitute an equilibrium thathisnhuitive and
collusion-proof.

MIXED DYAD. Consider a dyad wher@, is nationalist ands, is internationalist. As before, since a
nationalist government requires no additional incentive to remain inactiemthe crisis is mild, only the

internationalist one is a concern in this case. If citizens were to infer thatiige is mild when they observe
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unilateral action byG,, sg1 = 0, then they would remové&, (and retainG), which would be sufficient
to ensure that inaction in a mild crisis is optimal for both. However, citizensatamake this inference
because their subsequent strategy would destroy the incentives frattbealist government to participate
in a multilateral bailout when the crisis is serious. To see this, recall that bpés yf governments must
have an extra incentive to overcome international distributional conflicititens were to retaid; after
unilateral action byG, on the presumption that the crisis is mild, th&pn would fail to act when the crisis
is serious as well. This implies that citizens must remove both governments @iftgeral action by either
one. In this sense, a mixed dyad is strategically equivalent to a internattanaisso the same conditions
apply: the governments have to be jointly vulnerable.

Are these beliefs intuitive in a mixed dyad? Consider an unexpected unilaadut by G, the national-
ist government. The only wa§/; can induce is by acting when the crisis is mild but since it is reelected
for not acting, this deviation is equilibrium-dominated. Thus, citizens canabpg@sitive probability on
the outcome being induced in a mild crisis. The only other possibility is@atas failed to act when the
crisis is serious, but then the citizens would have to infer that the crisisimuseand remové&, for not
acting, making such a deviation unprofitable. Consider now an unexpestiaderal bailout byG,, the
internationalist government. The only wéls can inducesg is by acting when the crisis is mild. Since it
is reelected for not acting, the deviation can only be profitablg ifs also reelected for acting unilaterally,
S0sg1 > ez, Which further implies thatg; > 1 — e1, and so it must be the case th@t is removed after
unilateral action byG,. But thenG; has no incentive to induce the unilateral bailoutdy by failing to
act when the crisis is serious, which means that citizens must assign abebpity to this event. Thus, the
only way a unilateral bailout byr, could be profitable is when it is induced 16§ itself in a mild crisis,
which means that citizens cannot believe that it is serious with a high enaaghhglity to retainG, for
acting unilaterally. In other words, the equilibrium is also intuitive in mixed dyads

Finally, observe that no collusive agreement can be had in this dyad.r Gikiernment would refuse a
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group deviation to inaction in a serious crisls- w; 6; —t;a; C < 1 —t;; C, and the nationalist government
would refuse to collude in a mild crisi$:— «; C < 1 — 6;, which holds by (A1).

INTERNATIONALIST DYAD. Even though internationalist governments have stronger incentiveg to ac
than nationalist ones, the international distributional conflict among them reilemt them from engaging
in a multilateral bailout without some additional electoral incentives. We skalltiie strongest electoral
threat for failing to act when the other dogg(so1) = p2(s10) = 0, even though somewhat weaker threats
can work as well. As we shall see shortly, citizens cannot safely inféthieeacrisis is serious when they
observe a unilateral bailout. This means that they would need to remove tirakieat that fails to act
despite being uncertain about the extent of the crisis. They would dorembdong asg; > 1 — ¢; and
s10 = 1 — e5, or whenGs, is vulnerable electorally.

Internationalist governments must also be prevented from being toapive-aSince neither government
is supposed to act when the crisis is mild, each knows that inaction meanseteaists will continue if it
does not act. Since they get reelected for doing nothing in this casejr(¥s8gs that if they were to also
get reelected for acting unilaterally, they would strictly prefer to act. Thisbeaseen easily be rewriting the
mild crisis condition forG; from (1) asl + 6C > p1(s10) + 61 and noting that it must fail ip; (s10) is too
high becauséC < 6,. The strongest disincentive is provided by a threat to remove any goest that
acts unilaterally with certaintyp; (s10) = p2(so1) = 0. This strategy will be optimal as long ag < e;
andsg; < ey; thatis,G; must be vulnerable electorally as well.

Although it sounds straightforward, the requirement that a governmahatts unilaterally is removed
can be tricky to satisfy simultaneously with the requirement that a governnerdals not act when the
other does is removed as well. This is because when they observe apdatesl) unilateral bailout, citizens
do not know which government did what it was not supposed to do acdrsmt infer what the nature of the
crisis might be. For example, a unilateral bailout@y can happen either because the crisis is serious but

G, failed to cooperate, or because the crisis is mild@utacted anyway. If they knew which government
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deviated, citizens could tailor their punishment accordingly. In the firstrstacitizens would infer that
the crisis is serious and punigh. In the second instance, they would infer that the crisis is mild and punish
G,. To provide appropriate disincentives to internationalist governmentsmitinust remove both of them
after a unilateral bailout. But in our exampl&; is removed under the presumption that the crisis is mild
whereag<’, is removed under the presumption that the crisis is serious. Thus, the citizzmmtry 1 must
believe that the crisis is serious with sufficiently high probability simultaneouslythe citizens in country
2 who must believe that it is mild with sufficiently high probability. Since their pdstdreliefs about the
crisis are the same, citizens in both countries must remain at least somewbghaimabout the nature of
the crisis. Putting the two belief requirements together establishes the nmgodsgeees of uncertainty:
so1 € [1 —eq,ez] andsyg € [1 — ea,e1]. Clearly, no such beliefs can exist unless governments are jointly
vulnerable.

To understand the necessity of joint vulnerability, consider the citizergaroof simultaneously having
to think that the crisis could be mild and that it could be serious. They cappaariately only when there
is sufficient unresolved uncertainty. How uncertain they must be to haveetjuired incentive to remove
the incumbent depends, of course, on how serious the other candidatéde is. The more attractive that
candidate (the more vulnerable the incumbent), the more certain citizens taat tiee incumbent did the
right thing and yet be willing to remove it. Thus the electoral vulnerability of tleeimbent enlarges the
region of uncertainty that can sustain the citizen strategy, making it possiblgitdain the citizen-preferred
equilibrium. Conversely when the domestic alternative is unpalatable, citizaid weed to be quite certain
of wrong-doing before they remove the incumbent. But the more certairatiesyf the wrong-doing of one
of the governments, the more certain they have to be of the right-doing otlibe ahich decreases the
incentive to punish the other government. Thus, lower electoral vuliigyatf the incumbent makes it
harder (or impossible) to sustain the citizen-preferred equilibrium.

Are beliefs that make the two governments jointly vulnerable also intuitive? Asdyehe second re-
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guirement has no bite, so we only analyze the first. Consider an unedpeattateral bailout by, say;.
This outcome can be induced either Gy deviating in a mild crisis oG, deviating in a serious one. Ob-
serve now that in either case, the deviating government can only prafizéres infer that the other one is
responsible for the deviation. That is, whén acts in a mild crisis, it can only profit from doing so if it
gets reelected after its unilateral bailout, which requires that voters irdetttt crisis is serious (and €5

has deviated). Conversely, whéh fails to act in a serious crisis, it can only profit from doing so if it gets
reelected with sufficiently high probability aftél’s unilateral bailout, which can only happen if the voters
infer that the crisis is mild (and S8, has deviated). Not surprisingly, these requirements cannot be satisfied
because whenever a government induces a deviation it can only paititéns infer that it has not done so.
For example, foiG’s deviation to be profitable,; ¢ > e; is required so that it gets reelected. But since the
beliefs make the governments jointly vulnerable, this implies ghat> 1 — 5, S0 G, has to be removed.
But thenG, has no incentive to deviate in a serious crisis, which means that the onlylydauderence
after a unilateral bailout bys; is that the crisis is mild, which cannot make the deviation profitable. A
similar argument establishes the caseGeis deviation, so the equilibrium is intuitive in a internationalist
dyad.

Finally, we need to ask whether the equilibrium is vulnerable to collusion. Bh®os possible can-
didate is an agreement to deviate jointly to a multilateral bailout when the crisisiégiserSince going
so would result in reelection of both governments, the payoffs from thepgdeviation Pareto-dominate
the equilibrium payoffsil — da; C > 1 — 6;, which obtains by (A3). Moreover, since deviating from the
collusive agreement results in the removal of both governments, thenagmeés crediblel — §o;; C > 0,
which obtains by (A3) as well. The equilibrium is not collusion-proof.

Thus, if the dyad is internationalist, the equilibrium exists only if the governnaaetfointly vulnerable

and while it is intuitive, it is not collusion-proof. n
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False-Positive Policy Failure

We now investigate the possibility that governments do too much; namely, thaa¢hept only when the

crisis is serious — as their citizens wish them to — but also when the crisis is mild.

Burden-Sharing

We can restrict our attention to two types of equilibria when both governments a serious crisis
(Lemma E). We have already seen the one where they do not act whensieadscmild — the citizen-
preferred equilibrium from Proposition 1. The other involves falsatiwespolicy failure because govern-
ments always act regardless of the nature of the crisis. Since botmgosets act, they share the costs of

the bailout.

Proof of Proposition 2 By Lemma E, we know that this equilibrium can only exist when 5. Since both
governments act, neither government should have an incentive to shiftittien onto the other. Fa¥,
this means thal/(a,a) = 1 —t1ja1C > pi(so1) = Ui(~a, a), which certainly obtains fop;(sg1) = 0.
Thus, the equilibrium requires that both governments are removed withieoffy high probability when
their counterpart acts unilaterally; (so1) = p2(s10) = 0.

Consider now collusion-proofness. Since a multilateral bailout resultsleation, acting in a serious
crisis is strictly preferable than colluding on inaction regardless of thegibity of reelection after inaction:
Ui(a,als) = 1 —tja;C > 1 —w;0; —tjo; C > U;(~a, ~al|s). The only possibly profitable collusion would
be to not act in a mild crisis. However, not even a nationalist governmeuitivio interested in inaction if
it expects to lose the election§; (a,a|m) = 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 bailouts can be inducéithéygovernment failing to act

regardless of the nature of the crisis. The second requirement fotutivien equilibrium has no bite. Is
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there a deviation that can profit a government only in one type of crisisasacittzens could infer the type of
crisis from that deviation? I;; deviated and failed to act but the citizens inferred that the crisis is mild and
retainedG;, then the deviation would be profitable> 1 —f;«; C. However, if voters reacted in this way to
a unilateral bailout by _;, thenG; would also have an incentive not to act even when the crisis is serious.
Thus, citizens cannot make such an inference, which means that tesrass¢s forming the equilibrium

are intuitive. n

Burden-Shifting

We now consider the possibility that one government acts while the other aitteesome of the time or
never does. We shall establish the equilibrium for the case when onlyfahe governments acts in a
serious crisis. The characterization of the equilibrium when the othergoent sometimes joins it in a
bilateral bailout is involved and we relegate it to Appendix B (it adds nothfregibstantive importance for
the cases we are going to discuss). If burden-sharing represerdsdperative end of the false-positive

failure spectrum, then this burden-shifting represents the non-cdiwessad.

Lemma G. If one government does not act in a serious crisis, then the othertoauxios; = 0 = o_; €

{0’ 1} [}

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

Ux(~a,al-) = pa(so1) — 12C = pa(s00) — w26z — t202C = Uz(~a, ~als)

> pa(so0) — 02 = Uz(~a, ~a|m),

sou, = 1in any equilibrium. Bayes rule then pins dowgy = 1, SO p2(sg0) = 0. But thenG, will not be
willing to mix becausep;(sg1) — 12C > 1,C > —w,0, — tha C. Thus, there exists not equilibrium of this

type. n
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By Lemma G, ifG; does not act when the crisis is serious, only two possible equilibria existr éithe
also does not in a serious crisis or it acts with certainty. If neither acts in@usecrisis, then Lemma D
tells us that neither would act in a mild crisis. The only equilibrium then is the fadgative one from
Proposition 3. If onlyG_; acts in a serious crisis, then the equilibrium is one of complete burden-shifting
a limiting case of the more general class of equilibria in which one of the actetsraes a disproportionate
burden of the bailout. The following result shows that this type of equilibriequires that the government

assuming the burden is internationalist, and that this government neceasatilyjes the burden even in a

mild crisis.
LemmaH. If o; = 1 ando_; = 0, any intuitive and collusion-proof equilibrium requires thgt= 1 and
u—i = 0, and it can exist only if7; is internationalist, and ifv; < w; whenevens < e;. O

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

Case I: u; = 1. Suppose thau, € (0,1], in which cases;; = 0, so pa(s11) = 0. But then
Us(a,alm) = —t,a2C < 0 < pa(s10) = Uz(a, ~a|lm), soG, strictly prefers not to act in mild crisis, a
contradiction.

Suppose now that, = 0, s0s19 = s. SinceG, can induces;; andGy can inducesyo regardless of the
crisis type, the second intuitive requirement has no bite for these offdttebeliefs. Sincé&, prefers to
act in a mild crisisp1(s10) — 11C > p1(so0) — 61. We now have two cases to consider.

First, if s10 = s < e1, thenpi(s19) = 0, so the condition ip1(sgo) < 61 — t1C. If G is nationalist,

0, — C < 0, so the condition cannot be satisfiedGlf is internationalist, them{ (sgo) < 61 —6C < 1. If

this belief intuitive? Suppos€; were to deviate to inaction when the crisis is mild. If doing so convinced
citizens to reelect it, the deviation would be strictly profitable. This inferenceldvbe valid (and the
equilibrium belief non-intuitive) ifG; does not have an incentive to deviate if the crisis is serious even

though doing so would get it reelected. For thHis; w{6; — 6a;C < —3C, or wy > wj is required. In
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other words, the equilibrium is intuitive when< e; only if G is internationalist anab; < wj.

If s70 = s > e1,thenpi(s10) = 1, and the requirementis-11C > p1(sgo)—61. This is always satisfied
if G is internationalist. I{G; is nationalist, however, the requirement is thatsqo) < 1 — (C — 6;) < 1.

Is this belief intuitive? 1fG, were to deviate to inaction in a mild crisis and if doing so got it reelected, then
such a deviation would be profitable. But sirice C > 1 — w;08; — «1C, such a deviation would not be
profitable if the crisis is serious even if it resulted in reelection. This meansittiens can safely infer that
the deviation had taken place in a mild crisis, so the belief is not intuitive. In atbits, the equilibrium is
intuitive whens > e only if G, is internationalist.

Case ll: uy = 0. Suppose that, € (0,1), in which casesgg = so1 = 0, SO p2(sg9) = 1 and
p2(so1) = 0. ButthenUs(~a, ~alm) =1—0, > 0 > —t,C = Us(~a, alm), soG, strictly prefers to not
act, a contradiction.

Suppose now that, = 1, in which case19 = 1 andsg; = 0 so thatpz(s10) = p2(se1) = 0. SinceG,
must prefer to act in a mild crisig¢/>(~a,alm) = —t,C > pa(soo) — 02 = Uz(~a, ~a|m) must obtain.
Thus, p2(spo) < 6, — 1, C is required. IfG, is nationalistp, — C < 0 by (Al), so this requirement cannot
be satisfied. 15, is internationalist, thep, (sop) € (0, 1), SOsgo = 1 — e5.

This belief, however, is not intuitive. To see this, supp@senere to deviate to inaction when the crisis
is mild and the citizens correctly inferred &jy that the crisis is mild so that,(sg9) = 1. Given then
strategies, the only other way this outcome can be induced @& pyot acting when the crisis is serious,
but thenG;’s best possible payoff from this deviation would be(~a, ~a|s) = 1 — w16, — 11 C <
1 —1C = Ui(a,~als), making it unprofitable. Thus, citizens can safely infgg = 0, making the
inferencesgg = 1 — e, nonintuitive.

Suppose finally that, = 0, in which case¢9 = 1 andsgo = 0, so thatp;(s19) = 1, p2(s10) = 0, and
pi(so0) = 1. SinceG; prefers notto act in a mild crisig]; (~a, ~a|lm) = 1—-6; > 1—t;C = Uj(a, ~a|m)

must obtain, se; C > 6; is required. By (A1) and (A3), this inequality is only satisfiedsif is nationalist.
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We now show, however, that in this case the equilibrium is not intuitive. Sifcés supposed not to act
in a serious crisis, it must be th&k (a, ~als) = 0 > pa(s11) — a2 C = Us(a, als), which requires that
p2(s11) < 1. But sinceG, is the only one who can indueeg; with a unilateral deviation and can do so only
when the crisis is serious, the intuitive requirement is that= 1 so p>(s11) = 1, a contradiction.

Caselll: u; € (0,1). Suppose that, € (0,1). But then Lemma C tells us that € (0, 1) for both
players, a contradiction.

Suppose now that, = 1, in which cases;; = so1 = 0 ands;o = 1 so thatp;(s11) = 0, p1(s10) =
p1(so1) = 1, andpa(s10) = p2(so1) = 0. But nowUi (a,alm) = pi(s11) —ha1C = —t1onC < 1 =
p1(so1) = Uy (~a,alm), which means thatr; strictly prefers not to act in a mild crisis, a contradiction.

Finally, suppose that, = 0, in which casesgp = 0 andsio = s/[s + n1(1 — 5)], SO pi(so0) = 1.
Observe thaty; can only be induced with positive probability I6§» acting when the crisis is mild, so the
intuitive requirement pins dowsy; = 0, so thatp1(so1) = 1 andp,(so1) = 0. (In contrasts;; could be
induced byG, irrespective of the nature of the crisis, so this requirement places mictiess there.)

SinceG is willing to mix in a mild crisis,U; (a, ~a|m) = p1(s10) —t1C = 1—601 = Ui (~a, ~a|m), SO
p1(s10) = 14+6,C—6;1. By (Al), 1+C —60; > 1, so this requirement cannot be satisfie@ ifis nationalist.
If, on the other hand; is internationalist, them + §C — 0; € (0, 1) becausd + §C > 6; > §C by (A3).
Since pi(s10) € (0, 1) requiressig = e, We obtainu; = (1 —eq)s/[e1(1 — s)], which is only valid if
s <ej.

We now show that this supposed equilibrium is not collusion-proof. Sthcerefers not to act in a

serious crisis{/z(a, ~als) = Uz (a,als), or

P2(s10) = pa(s11) — 2a2C. (3

Recall thatG,'s expected payoff when the crisis is mildiig p>(s10) + (1 — 1) (1 — 62).

Sinces19 = e1, we have only two generic possibilities to consideslif < 1 — e; (i.e., governments are
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not jointly vulnerable), them,(s19) = 1. But thenG, can strictly benefit ifG; were to provide a unilateral
bailout with certainty whilgz; will continue to be indifferent. This agreement is Pareto-improving and will
be credible as long %, does not want to break it. Whem, acts with certaintyl/, (a, ~a|m) = p2(s10) >
p2(s11) — haaC = Ujz(a,a|m), where the inequality holds by (3), €& will not be willing to break it.
Thus, the equilibrium is not collusion-proof when governments are natyoinlnerable.

If s10 > 1 — e3 (i.e., governments are jointly vulnerable), thes(s,o) = 0. Sincel — 6, > 0, G, can
strictly benefit if G; were not to act at all, and singg; will continue to be indifferent, this agreement is
Pareto-improving. It would also be credibled$, is unwilling to break it by deviating to a unilateral bailout.
If Uy(~a,a|lm) = pa(so1) —t2C < 1— 6,, then the agreement would be credible, and the equilibrium will
not be collusion-proof. Suppose, then, thalsg1) — 12C > 1 — 6,, or pa(so1) > 1 + 1,C — 6. This
inequality can only be satisfied @f, is internationalist because otherwisg- C — 6, > 1 by (Al). When
G, is internationalist,p,(s91) € (0, 1) by (A3), which contradicts the requirement that the only intuitive
beliefissg; = 0, which means thap,(so1) = 0. Thus, even a internationalist government will not want to
break the collusive agreement, which means that the equilibrium is not collpsiof when governments

are jointly vulnerable either. -

We are now ready to establish the main result for this section. Consider #asitirawhich one of
the governments does not act when the crisis is serious. When this kapiperother government must
either fail to act as well — which we have already analyzed in Proposition@& +ust act with certainty
(Lemma G). In the latter case, if one of the governments carries the entiretdailalen in a serious crisis,
then it must also carry the entire bailout burden in a mild crisis (Lemma H). Meresuch complete
shifting of the burden to one of the governments is only possible when thatmoent is internationalist.
This immediately suggests, perhaps not surprisingly, that internationalistrguents can be saddled with

the entire burden of a bailout irrespective of the crisis type. The followpirgposition establishes the
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expectations that are required for such an equilibrium.

Proposition B. The following assessments constitute a generically unique collusion-puoden-shifting

equilibrium only wheng; is internationalist:G; acts regardless of the nature of the crigis; never does,

and
e 5 < min(e;, 1 —e_;): on the path, onlyG; is removed; off the pathG; is removed when neither acts;
e ¢; <5 < 1—e_; (nojoint vulnerability): on the path, both governments are retained,;
e 1 —e_; <s < ¢; (joint vulnerability): on the path, both governments are removed; off tkie ga is
removed when neither acts afd ; is removed whenever it acts;
e 5 > maxe;, 1 —e_;): on the path, onlyG; is retained; off the path;_; is removed after a bilateral
bailout, and at least one of the governments is removed after a unilatéoaittey G_;.
The equilibrium is intuitive when > ¢;, and intuitive wheny < ¢; only if w; < w;. o

Proof.  Assume thats; is internationalist and; = ©y = 1 whileo, = u, = 0. Sinces;o = s, we need
to consider two generic cases.
CAsEl: s > e1, SO p1(s10) = 1. This implies thaiG’s strategy is optimal regardless of the off-the-path
beliefs:U; (a, ~al|-) = 1-6C > 1 —0; = maxU;(~a, ~a|lm) > 1 —w16; — a1 C = maxUj(~a, ~als).
Consider nowG,’s strategy. Again, there are two generic possibilities. 4f 1—e;, thenp,(s19) = 1, SO
G»,'s strategy vyields the highest possible payoff in both contingencies ¢temiafter a bailout by the other
player). This means thai, would have no incentive to participate in any collusive agreement. Moreove
sinceG'’s strategy is optimal regardless of the off-the-path beliefs, this furtheliésthat the equilibrium
is intuitive. This equilibrium requires thaf < s < 1 — es.
The other possibility is that > 1 — e, SO p2(s19) = 0; that is, G, is always removed in equilibrium.

To refrain from acting in this case, it must be that there is not sufficienéfitefrom a bilateral bailout
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Us(a,~al) =0 > pa(s11) — traaC = Us(a, al-), which means thap,(s11) < tra2C < 1,80s11 < ez IS
required. This belief is intuitive becauseGh were to get reelected af, then it would have an incentive
to deviate irrespective of the nature of the crisis.

The only potentially beneficial collusive agreement is to a unilateral bailoW#byThis collusion can
be prevented as long as either(sg1) < 1 —6C or pa(so1) — §C < 0; that is, as long as at least one of
the governments does not get reelected with high probability after a unilbtleut by G,. Thus, either
so1 > 1 —eq Orsgr < ep would work.

To summarize, when > e;, then the equilibrium requires nothing further when governments are not
jointly vulnerable, and requires that; < e, and eithesy; > 1 —eq 0rsg; < e; whens > max(er, 1 —e3).

Casell: s < eq, SO pi1(s10) = 0, S0G; is always removed in equilibrium. This requires tliat act
when the crisis is mild, se-§C > p1(sgo0) — 61, OF p1(sg0) < 61 — 6C < 1; that is, it cannot be reelected
with high probability after inaction, afpo > 1 — e1. (This also ensures the optimality of acting in a serious
crisis.)

Consider nowG,’s strategy. Again, there are two generic possibilities. { 1 —e;, SOp2(s19) = 0; that
is, G, is also always removed in equilibrium. As before, this means that there isynaghk benefit from
a bilateral bailout, s, (s11) < d6a2C, S0s11 < e3 is required. The only potentially beneficial collusive
agreement is to deviate to a unilateral bailouty AlthoughG; always wants to collude regardless of the
probability of reelection in that contingena§, would not agree to collude as long as(sg1) — §C < 0,
which requiresg; < e,. This equilibrium will be intuitive as long as no player can induce citizens tecee
it. ConsiderG: if it deviated to inaction in a mild crisis and doing so persuaded the citizenslextéethis
deviation would be profitable in a serious crisis as well as long;as w;. Analogously, reelection would
give G, the same incentive to deviate to a bilateral bailout in both contingencies. Tleusqtiilibrium is
also intuitive. This equilibrium requires that-e; < s < e1.

If s <1—e3,thenpa(s1o) = 1, SOG,'s strategy yields the highest possible payoff in both contingencies
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(reelection after a bailout by the other player). This means@hatiould have no incentive to participate in
any collusive agreement. The equilibrium will also be intuitive if there is nofway; to persuade citizens

to retain it after inaction. Suppogg deviated in a mild crisis and got reelected. Citizens would do this only
if G1 has no incentive to deviate in a serious crisis as well. This require$ that;0; — o1 C < —3§C, or

wi > wi. In other words, this equilibrium is also intuitive provided < w;. This equilibrium requires
thats < min(eq, 1 — e3).

The necessary conditions emartition the possibilities into the four cases listed in the propositiong

Proposition B shows that the bailout burden can be shifted entirely onfahe governments, but only if
it is internationalist. The important implication is that a nationalist governmentatdoeinduced to carry a
disproportionate share of the bailout regardless of what type the adlierrgnent is; not even in a serious
crisis. It is perhaps worth asking why this is so: after all, failing to act inreose crisis has very costly
consequences.

The answer can be seen in the proof of Lemma H. First, the equilibrium esgthiat the unilateral
bailout also occur when the crisis is mild. Roughly, the reason for this has wtt the inferences that
voters would be making otherwise. For instance, if neither were not tolaen whe crisis is mild, thety;
must be retained after a unilateral bailout because this outcome could auiywleen the crisis is serious.
By the same tokeni;—; would have to be removed for failing to act. But therGif is internationalist, it
would strictly prefer to act unilaterally in a mild crisis too. @f; is nationalist, therG_; must be induced
not to act in a serious crisis, which means it must be penalized for engagarigjlateral bailout. But since
G_; is the only one that can induce this outcome unilaterally and can only do sothwerisis is serious,
such a penalty is not intuitive: voters would have to infer that the crisis isuseand reeledt_; .

Second, wheld; is the only one that acts (with certainty) irrespective of the crisis, thersvarpossibil-

ities. Whens < ¢;, the unilateral bailout by7; must end with it being removed from office. This means that
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G; cannot be induced to act in a mild crisis when it is nationalist. Whene;, thenG; must be retained
after a unilateral bailout, but then the nationalist government would have petalized for doing nothing.
SinceG; can only profit from reelection after inaction if the crisis is mild, the only infieeevoters can
make is that when nobody acts, the crisis must be mild, which d@iyescentives to deviate.

Thus, because of the inferences voters will be making after unexpeitaéstal bailouts or inaction, only

a internationalist government can be induced to carry the bailout burdietenally.

False-Negative Policy Failure

Proof of Proposition 3 We know from Lemma F that the probability of reelection after unilateral action
should be sufficiently low, so if the equilibrium does not exist with(s19) = p2(so1) = 0, it will not
exist with any other beliefs. With these beliefs and the conditions in the pitappsi0 government has an
incentive to act regardless of the crisis.

Consider now collusion-proofness. Since inaction has worse coesegsl when the crisis is serious, it
will be sufficient to show that governments have no incentives to colludeting in such a crisis. Suppose
that collusion is profitable in a serious crispgi(s11) — t;a; C > 1 —w; 6; — t;; C (this would be true even
if pi(s11) = 0aslongad/f; < w; < w;). Such a collusive agreement cannot be sustained because each
government has an incentive to renege from it given that the other waNigie the bailout. For instance,
under our assessmerti;’s payoff from reneging on the collusive agreemenpigso;) = 1. Since the
collusive agreement is not credible, the equilibrium is always collusionfpr

Since neither government is supposed to act, unilateral bailouts can keeihdy either government
acting regardless of the nature of the crisis, so the second intuitive eetgrit has no bite.

The only deviation is for a government to act, which might be profitable if sotesre to infer that the
crisis is serious and retained the acting government:; vere to act in a serious crisis in the expectation

that the voters retain it, the payoff would be-;C > 1 — w;0; — éa; C, where the inequality follows from
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(A2).

Would this provide an incentive t6; to deviate in a mild crisis? I6; is internationalist, the answer is
yes:1—686C > 1—6;, where the inequality follows from (A3). Thus, a government in a internatist dyad
cannot credibly induce the profitable beliefs by deviating, which meansttbatquilibrium is intuitive.

If G; is nationalist, however, the answer is Ho- C < 1 — 6;, where the inequality follows from (A1).
Thus, the nationalist government in a mixed dyad can credibly induce tfitapte beliefs because it would
only engage in a unilateral bailout when the crisis is serious. Thus, thigeigm is not intuitive for mixed

dyads. n
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Limited Burden-Sharing

We have examined the two polar cases of false-positive policy failuresdebsharing (Proposition 2)
and burden shifting (Proposition B). We now turn to intermediate casesvbene limited burden-sharing
occurs. We first show that when some such limited cooperation occlegifdhe governments must carry
most of the burden regardless of the nature of the crisis (in this the reggjtigalent to burden-shifting),

and that the other must also be cooperating irrespective of the crisis.

Lemmal. If o; = 1 ando—; € (0,1), thenw; = 1 andu—; € (0, 1) in any intuitive collusion-proof

equilibrium. 0

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

CAse I: Suppose that; = 0, in which case;; = 1 andsio = 1, sop;(s11) = 1 andp,(s10) = 0. But
thenUs(a,als) = 1 —thaaC > 0 = pa(s19) = Ua(a, ~als), SOG, strictly prefers to act when the crisis is
serious, a contradiction.

CAsE Il: Suppose that; € (0,1). By Lemma C, we need only consides = 1 or u, = 0 (because if
12 € (0, 1), then both must mix in a serious crisis).

Consider firstu, = 0, in which cases;; = 1 andsgg = 0, S0 p;(s11) = pi(seo) = 1. The indifference
condition forGy in a mild crisis then becomd$, (a, ~a|m) = p1(s10) —t1C = 1 — 60, = Ui (~a, ~a|m).

If G1 is nationalist, this condition cannot be satisfied because;p) —C <1 —-C < 1—6; by (AL). If

G, is pro-EU, the condition ip1(s19) = 1+ 6C — 01 € (0, 1), becauséC < 0; < 1 + §C by (A3). This
requires thak;p = e;. The indifference condition fo6, in a serious crisis i$ — t,a2C = pa(s10). By
(A2), this implies thatp,(s10) € (0, 1), S0s19 = 1 — e5. By Lemma B, this is not a generic solution, so no
such equilibrium exists.

Consider nowu, = 1, in which casesip = 1, andsg; = 0, S0 p1(s10) = pi1(so1) = 1. But then
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Ui(a,alm) = p1(s11) — a1 C < 1 = pi(so1) = Ui(~a,a|m), soG; strictly prefers not to act in a mild
crisis, a contradiction.

Case lll: Suppose thaji; = 1. We have three subcases to consider.

Consider firstu, = 1, in which cases1g = 1, sopi(s10) = 1 and pa(s10) = 0. SinceG, mixes in
a serious crisisl/z (a, als) = pa(s11) — t2a2C = 0 = pa(s10) = Ua(a, ~als). Thus,pa(s11) € (0,1),
S0s;; = ez is required. Sincdr; prefers to act in a mild crisisl/y(a,alm) = pi(s11) — t11C >
p1(so1) = Ui(~a,a|m). Sincepi(sg1) > 0, this implies thatp;(s11) > 0, which requiress;; > e;.
Sincesy; = ep, only s;; > e is generic, sg1(s11) = 1. But then the equilibrium cannot be collusion-
proof. Consider an agreement to always act in a serious crisis. Thigcitysbeneficial toG; because
1-t1a1C > o2(1 —t11C) + (1 — 02)(1 — £, C). SinceG;, is indifferent wheneve€ acts, this agreement
is Pareto-superior. It will be credibled; does not want to break it; @& fails to act whenG, does, then its
payoff will be p1(so1) < 1 — 11 C, where the inequality follows from the requirement for the optimality
of G1’s strategy in a mild crisis. Thu€7; has no incentive to break the agreement, which means that this
equilibrium is not collusion-proof.

Consider nowt, = 0, in which cases;; = 1, sop;(s11) = 1. Given the strategies, only; can induce
so1 and it can only do so in a serious crisis. This means that the only intuitive efpaith belief must
besg;r = 1, sopi(so1) = 0. Consider now an agreement to always act in a serious crisis. &ince
indifferent whenevet;; acts, we only need to show th@j; strictly benefits from this agreement and that it
would not want to break it. But theli; (a,als) = 1 —t1a1C > 02(1 —t11C) + (1—02)(p1(s10)—11C) =
Ui(a,oz]s) becausd — tr101C > 1 —1;C > p1(s10) — t1C, which implies that the agreement is Pareto-
superior. IfG, were to break itl/; (~a, al|s) = p1(so1) =0 < 1 —t1a1C = Ui (a,als), soGy would not
want to do so. This means that this equilibrium is not collusion-proof.

This leavesn, € (0, 1) as the sole remaining possibility. n
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We shall state the following result for the case whérgecarries the larger share of the burden but the

analogous result can be derived for the case whegrdoes it.

Proposition C. If e; < min(ea, 1 —e3) < s andGg is pro-EU, then there exists an intuitive collusion-proof
limited burden-sharing equilibrium in whichG; always actsg; = 1 = 1, andG, sometimes does, with

probabilities specified below. Define:

A w191—(1—a1)8C N (91—8C
27 61 — (1= 2a1)8C K= 0 —aysc
5 _e2 s—(1—e) — _l-er s—(1-e)
2Ty T 2e—1 A T Y
ea(l —) _ (1—ex)(1—s)
0,(K2) = p2 - (i——ez)s oa2(u2) =1—(1—pp)- 2T
(1—-e2)s _ 1 —s5—e3+ sex07
Ez(az) =02 m o (02) = d—en—s)

e 5 > maxesz, 1 — e3): the strategies and retention probabilities are:

(02(f12), fiz; 1,1 — 02 C)  if 62 > T2(f12)

. . (62, p,(62); 1202C, 0) if 62 < 0,(f12)
(03, ta; p2(s11). p2(s10)) = 4)

(gz(ﬂz),,&z; trarC,0) if s < % or 6, < 2(0)

(62, 11,(62); 1,1 — t,aC)  otherwise
e ¢y <5 < 1—ey if 6 >0, andi, > 112, then the strategies are given by (4); otherwise the
equilibrium does not exist.
o 1 —ey <5 <ey:if 6, >0, andji, > 112, then the strategies ae;, 1> ), with any probabilities that
satisfy pa(s11) — a2 C = pa(s10); otherwise they are given by (4).
In this equilibrium, G is retained in all contingencies, wherdas is retained with higher probability for
cooperating in a bilateral bailout (and sometimes removed altogether for failaxj tohenG, does). o
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Proof. Assumethat; = u; = 1,0, € (0,1), andu, € (0, 1). The off-the-path beliefsyg andsg; can
be induced unilaterally bgs; regardless of the nature of the crisis, so the second intuitive requirdragnt

no bite. The on-the-path beliefs are:

028 and (1—o07)s
h) = S = .
T s+ pa(l—s) T U=op)s + (1—pa)(1—s)

SinceG, mixes, pa(s11) — a2 C = pa(s10). This implies thatp,(s11) > 0 and pa(s19) < 1, SO
s;1>ex and spo>1—e )]

are required. Moreover, it also implies thatzf(s11) = 1, then pa(s19) > 0, which then means that
p2(s10) € (0,1), sosig = 1 — ey, Finally, if pa(s10) = 0, thenp,(s11) < 1, which then means that
p2(s11) € (0,1), sosy1 = e must hold. Collectively, these imply that at the votersGa must be
indifferent at least one, and possibly both, of the on-the-path informatits. Thus, the three possible
configurations arés;; > e2,510 = 1 —e2), (511 = e2,510 > 1 —e2), and(s1; = ez, 510 = 1 — e3).2

From (5), we can infer that

62(1 _S) <oy<1-— (1 _Mz) . w = 62(“2)
(1 —e2)s €28

05 (p2) = pa -
Observe now that sinage, (0) = 0 ando,(1) = 1, and because both, (-) ando,(-) are linear and strictly
increasing, ifo2(0) < 0 ando,(1) > 1, it will be the case thatr,(u2) > a2(u2) for all u,; i.e., there
will be no mixing probabilities that can satisfy the necessary conditions. Sipde > 1 < s < ez and
72(0) <0 & 5 < 1 — ey, this equilibrium can only exist when> min(ez, 1 — e5).
Observe now thatr,(12) = o2(i2) yields, when it existsg, and i, as specified in the proposition.

These are obviously the mixing probabilities that resul{sin = e2,s10 = 1 — e2). Note further that

from our inferences about the admissible configurations, we can amtiiat any equilibrium requires that

2. This is becaus@;(s11) = 1 = pi(s10) € (0,1), p1(s11) = 0 is not admissible, angh; (s11) € (0,1) = {pa2(s10) =

0or pa(s10) € (0,1)} becauses (s109) = 1 is not admissible.
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the mixing probabilities lie along either,(-) only, o2(-) only, or both (i.e., be at the intersection as the
probabilities we just derived).

There are three possible configurations then:

e 5 > maxez, 1 —e3), in which caser,(u2) < o2(u2) for all us;

e ¢; <5 < 1—ey, inwhich caser,(i2) < 2(u2) only if pua > 1o;

e 1 —ey <5 < ey, inwhich C&S@’_z(,uz) <o2(u2) only if Mo < ﬁz.

SinceGy must prefer to actl/; (a, 02) > Uy (~a, 03) andU; (a, u2) > Ui (~a, uz), Or:

02(p1(s11) — 111 C) + (1 — 02)(p1(s10) —11C) (6)
> 02p1(s01) + (1 —02)(p1(se0) — with — 1101 C)
p2(p1(s11) — t1a1C) + (1 — p2)(p1(s10) —11C) (7)

> pu2p1(sor) + (1 — pu2)(p1(soo) — 61)

CASE |: Suppose thapi(s11) — t11C < pi1(s10) — t1C, which can only be satisfied f; (s19) > 0 and
p1(s11) < 1. This makes colluding to a unilateral bailout 6y Pareto-dominant. We now show that if this
equilibrium is collusion-proof, then it must be non-generic.

Observe that the equilibrium will be collusion-proof only when the agreémserot credible in a serious
crisis. SinceG, is indifferent whenG acts, we only need to consider a deviation(dyto inaction when
G, is not acting with certainty. The agreement will not be credible onlW¥/jit~a, ~als) = p1(so0) —
w101 — a1 C > pi(s10) —t1C = Uiy (a, ~als), which can only be satisfied f; (s10) < 1. Recalling that
p1(s10) > 0, this implies thatp; (s10) € (0, 1), S0s19 = e; IS required.

Observe further that ip1 (so1) > p1(s11) —t121 C, then the other condition®; (sg9) — w161 —t1a1C >

p1(s10) — 11C > pi1(s11) — t101C, would imply that (6) cannot be satisfied. It must be the case, then,
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that p1(s11) — t11C > p1(so1) > 0. Recalling thatp;(s11) < 1, we conclude thap;(s11) € (0, 1), so
s11 = ep is also required.

But if s50 = s11 = e1, thenoy = u», which in turn implies thatyo = s11 = s. But then the
collusion-proof equilibrium can only exist if = e1, which is non-generic.

CAsE IlI: Considerpi(s11) — t1c1C > pi1(s10) — 11C. This means thatr; strictly prefers a bilateral
bailout to a unilateral one, so it provides incentives for collusion to suxilaut (becausér, is indifferent
wheneverG; acts). For the equilibrium to be collusion-proof, this agreement must notdukble. Since
G, is indifferent, it must beG; that would not want to abide by it. Thus, the equilibrium requires that
Ui(~a,a) = p1(so1) > p1(s11)—t11C = Uy (a,a). This now requires that; (sg0)—61 < p1(s10)—11C

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

P1(s01) > p1(s11) —t101C > p1(s10) — 11C > p1(so0) — 01 (8)

Although there is an infinite number of ways that (8) can be satisfied, it diaee some limits on the
admissible probabilities. Observe now that this ordering ensures tloat &t 1, = 0 both (6) and (7)
are satisfied with strict inequality, whereasoat = p, = 1 neither one is satisfied. Since the expected

utilities are linear in the probabilities, it follows that there exist unique valuessiiEsfy the conditions

with equality:
Gy = P1(s10) —11C — [p1(s00) — w161 — t11C]
p1(s10) — 11C — [p1(s00) — w101 — 11 C] + pi1(so1) — [p1(s11) — 111 C]
. P1(s10) —t1C — [p1(s00) — 01]

27 pi(s10) — 1€ — [p1(500) — O1] + p1(so1) — [p1(s11) — i C]
such that (6) is satisfied if, and only if; < 6, and (7) is satisfied if, and only ifs, < fi». These establish
upper bounds on the equilibrium probabilities t@s’s strategy.
SinceG1's expected payoffs are strictly increasingn’s mixing probabilities and becaug® is indif-

ferent among mixtures, any equilibrium of this type is Pareto-inferior to angreequilibrium of this type
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with higher mixing probabilities. Since there is ho reason to expect that igmesrts not to coordinate on a
Pareto-super equilibrium in this set, we shall now derive the appropriateims

To understand the following, note that the definitions in the propositionsuatethat

14,(02) = 05" (02) and Jiy(02) =55 (02).

In other words, just liker,(12) andoz(u2) return the values of, such that(oz, i2) satisfiess;; = ez
andsio = 1 — ey, respectively for any given value of;, so doﬁz(‘h) andjz, (07) for any given value of
07.

Recalling the three possible configurations that restrict the sets of admissibley probabilities, we
observe that there are six cases to consider, depending on yhefe ) is located with respect to these

sets. The first three cases can occur under each of the configsration

(i) 62 € [05(f12),02(f12)]. Since this means that,({12) < 62 < 02([12), it follows thats;; > e, and
s10 > 1 — ez, but we know that this cannot occur in this equilibrium. One possible reduito
the admissible probabilitie@, i, (62)), which makes the smallest admissible decreage,inand
so dominates all other pairs that involwe(-) since they require not only further reductions.ig but
also loweringo,. The other possible reduction ist®, (/12). i12), which dominates all other pairs that
involve o, ().

Which of these would be Pareto-superior? Obviously, conditional owimpthat the crisis is serious,

G would have a strict preference to the equilibrium with but on knowing that the crisis is mild,

it will strictly prefer the equilibrium withit,. In expectation, therefore, his preference depends on his
priors: if s > 1/, the former equilibrium is superior, otherwise, the latter is. We concludettieat
Pareto-dominant equilibrium in this case must involve the stratégiegi, (62)) if s > 1/, and the

strategiego, ([12), fL2) otherwise.
We should note that whes, (0) > 62 > 0, thenx,(/12) does not exist. Sinc&,,0) cannot occur

33



in equilibrium by Lemma | and since, (0) = 0, so (0, 0) is the other candidate profile, which is an
altogether different form of equilibrium (that we studied in PropositioniBjollows that the only

equilibrium of this type must bér, (f12), fi2).

(i) 62 > 02(ft2) > 0,(f12). In this cased, is not admissible, and the smallest reduction that admits an
equilibrium is tog,(f12). This is becausé,(:) is increasing, which means that any other reduction
to an admissible pair would require bath and i, to decrease. This means th@i’s strategy in the

Pareto-dominant equilibrium &> (fi2), {i2).

(iii) 02 < g,(ft2) < o2(f12). In this caseji, is not admissible, and the smallest reduction that admits an

equilibrium is tou, that solvesr, (u2) = 62, which we can write compactly 48>, E2(52))'

If e < 5 < 1— e;, then any solution requires, > o, andu, > 1i,. By definition of this case,
fi2 > 12 (because otherwise,(f12) < o2(ft2) would not be satisfied). &, < o3, then there can
be no equilibrium: since, () is decreasing, any reduction af to the requireds, would result in
0,(2) <02, which violates the requirement that > 5,. Thus, ife; < s < 1 — e, this equilibrium
can only exist ifo, > 05. Itis readily verified that the other two configurations do not need addition

restrictions.

The last three cases can only occufdb, 1) exists; i.e., ifa,(-) ando, () intersect, which means that

eithere; <s <1 —ey0rl —ey < s < ey Obtains:

(iv) Whene, < s < 1 —e5, and eitheb, < 63 or [i, < 1, obtains. In this case, the equilibrium does not
exist becausés,, 11,) are the smallest mixing probabilities that admit existence, and these exceed the

limits that rationalizeG;’s strategy. (This case overlaps with the exception in (iii) above.)

(v) Whenl —e; < s < e and bothg, > 0, andji, > 11, obtain. The smallest reduction that admits an

equilibrium is to the Pareto-dominant on@z, 11,).
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(vi) Whenl —e; < s < ez and bothé, < 6, andji, > 71> obtain. The smallest reduction is to the
equilibrium whereG,’s strategy i67, E2(62))' (This is analogous to the solution we derived in (ii)

above.)

This exhausts the possibilities and completes the description of the Paretoadbeguilibrium. It is im-
portant to realize that these solutions all ensure that the pair of mixing lmtivlea will satisfy at least one,
and possibly both, of the constraints in (5) with equality, as required.

Moreover, since the equilibrium mixing probabilities always lie on eithglr) or o»(-) with the precise
location dependent all exogenous parameters exgeny solution where the resulting posterior beliefs
s11 andsqo happen to equal some precise valueepftannot be generic. In other words,; # e; and
s10 # e in any generic equilibrium.

Selecting the Pareto-dominant equilibrium is not particularly constraininguseche preference ordering
in (8) can be satisfied in infinite ways (as can the indifference conditiol7$r and they determine the
crucial limiting probabilitiess, andi,. Consider first the off-the-path beliefg; andsgo. SinceG, is
mixing, a deviation byG; is going to result in inaction with positive probability. UnleGs’s probability
of inaction in a serious crisis is significantly smaller than its probability of inactioa imild crisis, this
deviation would be worse fai; when the crisis is serious. If s6;; should be less likely to deviate when

the crisis is seriousy; > ;. Since

o1 > W1 = lim S01 = lim so0 = 0,
o1—~>1Lur—~>1 o1—~>1Lur—1

we can considep; (soo) = p1(so1) = 1 andp,(sg1) = 0 as reasonable off-the-path expectations regardless
of the values o#;. In that case, (8) cannot be satisfied for a nationélistp,(s19)—C < 1-C < 1—-6; =
p1(so0) — 61. Thus, with these reasonable off-the-path expectations, the equilibenrardy exist ifG; is
pro-EU.

For the rest of the proof, assume tidatis pro-EU. Sincd — 6, > 0, it must be thap;(s11) > p1(s10) >
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0 as well, sas1g > e; andsy; > ep are both necessary. Since no equilibrium with = eq ors;o = e1 is
generic (by the argument above), we conclude that in any equilibrium itlbeubats;; > e; andsyg > eq,
so p1(s11) = pi1(s10) = 1. In other words, this equilibrium requires not only ti& is pro-EU but also
that it gets reelected regardless of the contingency.

Consider now the three admissible configurations of mixing probabilitiegforIf (s11 > e2,510 =
1 — e3), then a necessary condition far, > e; andsig > e1 iSe; < 1 — ez, that is, non-competitive elec-
tions. The three orderings that admit possible values for the posteriofstteliglve them while preserving
necessary inequalities are: (i} e; > e; > e3: s11 > ej is not guaranteed; (ik, > 1 —ep > eq: sufficient
to guarantee botky; > e; andsig > ep; (i) 1 — ey > ex > ey: sufficient. If (s;1 = e2,510 > 1 — e2),
then a necessary condition for; > e; andsyg > ey iSex > e1. If 1 — ey > e, then this condition is
also sufficient. Ifl — e, < e, thene; < e; is sufficient. The three orderings that admit possible values
for the posterior beliefs to solve them while preserving necessary ilieggiare: ()ex > e1 > 1 — e3:
s10 > ep is not guaranteed; (i}, > 1 — ex > eq: sufficient; (iii) 1 — e, > ex > eq: sufficient. If
(s11 = e2,510 = 1 —e2), then the necessary conditions ase> ¢; and1 —e, > e;. The two orderings that
admit possible values for the posterior beliefs areefi}> 1 — e; > e;: sufficient; (i) 1 — ez > ez > ey
sufficient. To summarize these results,< min(e,, 1 —e5) is sufficient to guarantee that on-the-path poste-
rior beliefs will satisfy the requirements that ensure tfiatis reelected with certainty and the probabilities

of reelection forG, are sequentially rational. m
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Slovakia’s Burden-Shifting, Summer 2010

After the Eurozone members officially agreed to the bailout on May 2, theaiaw government — the
newest member in the Eurozone — proved unwilling to ratify the agreementticaily, thereby scuttling its
promise to provide its share of 1.02%150 per Slovak citizen) to the Greek bailout package. The domestic
ratification was delayed until after the elections. The government wasdoastk the new government
refused to sign the deal. Slovakia never paid its share of the bailout. Whpealifllovakian government
agree to the bailout before the elections, but then decided to delay it uatitia¢ elections? And why did
the new government not sign the deal after the elections?

From the vantage point of the Slovakian government, the situation maps orttartten-shifting equi-
librium (see Proposition BY.Recall that the burden-shifting equilibrium requires (1) that the goventsne
who provide the bailout are pro-EU (with no restriction on the governméwotdecides to shift the burden),
and (2) that the citizens are relatively certain that the crisis is serious.r8mgtirements were satisfied after
May 2. First, it had become obvious that governments were expectinggf@utozone to fall apart without
a serious intervention by the IMF and the Eurozone members. SeconthealEurozone governments had
committed to the bailout package (i.e., they are pro-EU). Initially, the Slovakrgavent expected to win
the elections hands down. Fico's Smer party was at the top of the polls anpléidged to boost social
spending after electiorfsSince the citizens were more or less convinced that the crisis was serésymstéd
lingering skepticism about whether the Greeks deserved help), prguidinbailout should not have hurt
the government’s electoral prospects. With relatively low buts high, the situation resembles the second
parameter configuration of the equilibrium, < s < 1 — ¢;, where both governments expect to be retained

for acting.

3. Slovakia isG_; and the other Eurozone members &ge
4. Agence France Presse. May 8, 2010. “Greek aid riles eurozone newcomer Slovakia.”
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Before the Slovak government could act, however, its domestic prospectened considerably. The op-
position parties had opposed the Greek bailout, and now they managed tdt &y electoral problem.
The largest opposition party, the liberal SDKY, announced that it wowltbtblock the loan. Even Smer’s
coalition partner, the nationalist SNS, declared itself against the’ldarmddition to the public’s unhappi-
ness about helping people they perceived as having lived beyondrtéeairs, the Slovak government would
have to borrow to pay their share of the loan. Experts were worried the&al8a would not receive that
money back. The Greek bailout became increasingly important as a campaign issue. In agjcbpo-
sition parties attempted to hold a parliamentary debate on Slovakia’s participatioa @Greek bailout and
the government used various tactics to block that initiative. The debateweagially cancelled after four
unsuccessful attempts to reach the quorum necessary to open it (whaperseof the government party
did not show up). Fico was criticized for not allowing a debate and foptigting a deal that was highly
disadvantageous for the Slovak population. The opposition argued ¢haniphreason why the government
had agreed to the loan was because it was leading Slovakia down the sarangthat it expected Slovakia
itself to need European financial support sdon.

The coalescence of the opposition on the Greek bailout lowered Smextsralechances (increased;).
Since it is unlikely that in the interim the voters had also lowered their estimate #imseriousness
of the crisis, the resulting situation resembles the fourth parameter coniiguod the equilibrium,s >
max(e;, 1 — e;), where the government that fails to act is removed. In other words eabeéhe government
initially thought it would win the election because the opposition was not vergciitte and voters thought
the crisis was serious enough to reward the government for acting, tieagireg support for the opposition
resulted in a situation where the uncertainty about the seriousness ofigisewas no longer sufficient

to make voters reward the government for providing the bailout. In supheasant circumstances, the

5. Agence France Presse. May 3, 2010. “Slovak PM wants Greece to act before borrowing.
6. The Sovak Spectator. June 28, 2010. “Slovakia stalls on euro bailout.”
7. The Sovak Spectator. May 17, 2010. “Slovakia’s new election issue: Greece.”
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government could at least save itself the cost of the action by shifting tlie barden on the other members
of the Eurozone.

Interestingly, the equilibrium indicates that at this point Smer was doomeduitvxe removed both on
and off the path of play (i.e., irrespective of its actions with respect to theubp This does not mean, of
course, that the government took it lying down. In fact, Smer attempted txtisfime of the criticism by. ..
agreeing with it. As the elections approached, Fico grew increasingly htustilbailout package. Although
he said that the Slovak government would not block the package itselfsisteith that any loan would have
to be approved by whichever government won from the elections. Noynwoeld be transferred before
that® The last-ditch effort did not work: the government was ousted in Juméyeplaced by a different
coalition controlling a slim majority (79 out of 150 seats). In fulfilment of campgigomises, the new
government completed the burden-shifting by refusing to ratify the Gra#&ub packagé. Ivan Kuhn,

member of the Conservative Institute think tank, justified the decision by therigment:

The European Financial and Stabilisation mechanism can work in terms défjed]and eco-
nomic aspects without Slovakia. Slovakia’s contribution is only a small fragofeine financial
package. Yet the rescue package was created de facto beyondistetilagframework of the

EU, so the presence of all the EU members is not nece$3ary.

In other words, the Slovak government had successfully shifted tliebumto its Eurozone colleagues.
One might wonder whether the Eurozone members could punish Slovakiisfbiatant instance of free-

riding. Since ours is a simple two-period model that does not allow for condititrategies that could, in

8. The delay could not be attributed to the length of the legislative prociesss Government had repeatedly used a shortened

legislative procedure to approve different bills.
9. The new coalition comprised the liberal SDKU-DS, Freedom and Salid#re Christian Democrat KDH, and the ethnic

Hungarian party Most-Hid) under prospective prime minister, lvetadoad. Agence France Presse. June 13, 2010. “Slovakia’s

emerging coalition plans austerity driveThe Sovak Spectator. June 28, 2010. “Slovakia stalls on euro bailout.”
10. The Sovak Spectator. June 28, 2010. “Slovakia stalls on the euro bailout.”
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principle, admit sanctions designed to deter such behavior, we careakit 8pthat except to say that if, for
some reason, such punishment were not credible, the behavior sinoeligeseven in a repeated setting. In
fact, the Slovak government wast at all concerned about possible sanctions from the European Urdon an
its refusal to participate came despite fierce pressure from the othezdagranembers. With startling, but

refreshing, frankness, Kuhn summarized the problem with potentialisasc

But in no way do | agree that Slovakia in such a case would find itself rejdstehe rest of
the EU and that we would be punished. This is something that the EU and its memoing¢rties

cannot afford to do to another member country.

Thus, whereas it was electoral problems that prompted the Slovak gosetrio backtrack on its initial
agreement to participate in the bailout, its refusal to participate was not an attemin the elections: it

was a simple matter of saving the financing costs once it was clear that othigriskwip the tab.
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Merkel's “Electoral Delay”, Summer 2013

The first bailout did not solve the financial crisis. A second bailout wasiged to Greece in July 2011,
and after some up and downs, rumors about a third bailout surfacedlB1 20 August, barely a month
before the federal elections, finance minister Wolfgang Schauble anedthat a third package for Greece
might be in the offing> Why had the German government not been more forthcoming about a tildtba
earlier in 2013? Why had it been silent until the German Central Bank'sys¢atieforced its hand? And
why did it then agree to the bailout before the elections?

Some observers — the political opposition in particular — explained that thisneasly a repeat of
the failed 2010 strategy; that Merkel was delaying the bailout decision afteit the elections. Gerhard
Schroder, former chancellor and member of the SPD, claimed at rallies grkeMhad lied to the electorate
earlier when she had claimed that she had not expected any more aicfreGIYou cannot win the trust
of the population if you conceal and disguise the truth. You can only win tist of the population if
you speak out clearly, and truthff®’ Peer Steinbriick, front-runner for the SPD opposition party, warned
Merkel not to present the German population with the bill after the electidns time that Mrs. Merkel
speaks the truth about the costs of the Greek baifdut.”

Some media outlets also perceived differences in sensitivity to German dopagtas in the other Eu-
rozone members and the European Commission. Whereas in 2010 thesectiilehad made it impossible
to conceal the bailout debate even temporarily — in fact, they had even lguhikc to shame Merkel for

delaying the bailout until after the NRW elections — they were now suspiciousgsgent even after the

11. Der Spiegel. August 20, 2013. “Schable hélt neues Griechenland-Programnifig.”; Agence France Presse. August 20,

2013. “Germany’s Schable says Greece will need more diié;Times. August 21, 2013. “The Greek cat’s out of the bag.”
12. Der Spiegel. August 11, 2013. “Schuldenkrise in Europa: Bundesbank re@t mit neuem Hilfspaket fur Griechen.”
13. Der Spiegel. August 20, 2013. “Schrdoder macht Griechenland zum Wahlkampféy'; The Times. August 14, 2013. “Merkel

accused of lying over Greek bailout.”
14. Der Spiegel. August 20, 2013. “Schrdder wetter gegen “Ligen” bei der GeeeRettung.”
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need for further action on Greece and Portugal had become fairly usbinaJuly. “Conspiracy of silence”
theories alleged that the other EU members had learnt not to force the Ggavexrmment into action be-
fore important elections, and were now collaborating with it in delaying bad@aussions until after the
federal elections in September.

This sort of reasoning seems to suggest that the hypoactive equilibrivmplay again. However, the
parameter configuration in 2013 does not map onto the requirements fagdliliseum because (i) German
voters were quite confident that the crisis was very serious, and (iiyhesition was electorally weak.

Ironically, it might haven been the first bailout debacle and the subseqability to end the crisis that
had shifted the beliefs of the German voters. By 2013, the German publiirmas its conviction that the
crisis was indeed extremely serious for the country. Public opinion polldwmiad byForschungsgruppe
Wahlen revealed that the Eurocrisis was seen as the second most importantpiol@ermany, just behind
domestic unemployment and ahead of the economic situation, educationtiesrdeat benefits.

Strong economic growth and very low unemployment had contributed to theshjaport for the incum-
bent government. The boost came just as the electoral campaign beBngréwy by 0.7% in the second
quarter of 2013, following a stagnant first quarter and contraction ida$tequarter of 2012. German
growth helped to achieve a Eurozone average growth of 8%3%nemployment at 6.8% was also only
slightly above the natural rate of unemployment and near the lowest levetsreinnification in 1990. The
CDU expected up to 42% of the vote, whereas the SPD trailed far behind mlitr2d%?!’ Merkel had
also recovered her standing and “gained a reputation as a safe pamds,fa cautious and skilled operator
throughout the eurozone crisi€"Her approval ratings were at 70%.

These data suggest that the conditions in late summer 2013 satisfied thetpa@néguration for the

15. The Financial Times. July 10, 2013. “Code of silence seeks to avert bailout revolt in Geipod.”
16. The Business Times. August 16, 2013. “Merkel approaches poll on rocky eurozavet.b

17. The Financial Times. August 23, 2013. “German growth figures set to offer election tkmoslerkel.”
18. Daily Mail. August 26, 2013. “German election could be a ‘game-changer’.”
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burden-sharing equilibriuns,> max(e;, e2). In this equilibrium, voters reelect governments that participate
in a bilateral bailout even when they know a government to be pro-EWn e electoral perspective, there
is no surprise that the German government would announce the bailout Iieé election. In the event, and
unlike the 2010 fiasco, there was no punishment: support for the CDUf€RHdined at 41%, the SPD at
25%, and the FDP at 696. During the elections, the CDU received 41.5% of the vote (the SPD got 25.7%
and remained in powé®.

The burden-sharing equilibrium logic suggest that there should haae f@ electoral reason to delay
decision on a bailout given the importance the German voters already attctiee crisis. Such strong
priors could have allowed Merkel to pour more money into Greece even ifrthis had, in fact, abated,
and do so without fear of domestic punishment. Schauble made a pointsefireg his revelation as “old
news” and very much in line with expectations: “the public was always told’sdlerkel was surprised
by Schréder’s attack: “Everyone knew what Schéuble said abaed@®? Schauble, in fact, had already
said in February 2012 that a third bailout could not be ruled?®uthis was also when a report by the
EU and the IMF had indicated that a bailout might be ne€detihus, whatever had caused the delay in
announcing the third bailout, it could not have been concern aboutsibpe$allout during the September

federal electiong®

19. The Financial Times. August 23, 2013. “German growth figures set to offer election tkmoslerkel.”
20. Greece received its third bailout package wegéh3 billion in April of 2014. A week later, Greece returned to the financial

markets ‘triumphantly’ with &3bn bond saleRinancial Times. April 1, 2014. “Eurozone signs off on delay&8.3bn bailout for

Greece.”).
21. Der Spiegel. August 21, 2013. “Schambles Grichenland-Beichte. Endlich ehtliélgence France Presse. August 20, 2013.
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on the SPD. They attacked Schrdder who, in his capacity as chancellw titne, had been instrumental in letting Greece join

the Eurozone even though it had not been ready. It had also beendmiereic policies that had led to Germany’s violation of
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What could account for the alleged “conspiracy of silence”? In ourehdbe bailout package is imple-
mented successfully whenever someone acts on it. This abstracts fromahenore complex reality where
financial aid is conditional on economic and fiscal reforms in recipienbitims. Since we have a wealth
of models that deal with contingent disbursements, we saw no need to irgrtfthse considerations in our
model, which is focused on the interaction between donors and their domadigniees. In this particular
case, however, it seems that it was the Greek government that was thdeithteecipient of these delaying
tactics. The Eurozone members seem to have agreed not to discuss ailomtlib order to pressure the
Greek government into implementing the required reforms.

This interpretation is supported by several facts. First, the Greek ot had been relatively slow
in implementing the conditions imposed with the second bailout. The inability to formvacaalition in
May after the elections had created a political crisis and renewed spenudbibnit a Greek exit from the
Eurozone and a run on Greek banks. A new round of elections in &thbrbught in a governing coalition
but even though it had agreed in principle to the conditionality of the bailmgrpm, it had also asked for
an extension until 201% In August, the IMF revealed that Greece’s bailout program was widélyack
and the Troika withheld the scheduled disbursemer@3#.5 billion?” There were widespread fears that a
clear commitment to a third bailout would further erode the incentives of thek3yevernment to pursue
painful reforms. In August, the Eurozone governments publicly committedleydny decision on further
bailout money for Greece until after the Troika was satisfied with the pssgreGreek reform&

Seen in this light, the “conspiracy of silence” was not designed to allow thren&e government to

win the federal elections but to keep the reform pressure on the Goeekrgnent. This is why criticism

the Stability and Growth Pacbgr Spiegel. August 21, 2013. “Union contort Sahwers Griechenland-Attacke.”). Merkel simply
asserted that Greece should never have been allowed to join the BINWN.Wire. August 28, 2013. “Greece joining euro was a

mistake.”).
26. Financial Times. August 14, 2012. “Greece seeks 2-year austerity extension.”
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of Merkel by other Eurozone members, so vocal in 2010, was nowptmrsus by its absence. Instead,
the European Commission supported Merkel and accused the Germaritioppafspursuing unrealistic
campaign strategies. It plainly stated that it had been necessary to keegsiti;m of a third bailout under
wraps in order to motivate Greece to pursue the required refétr@ven the logic of the burden-shifting

equilibrium, one is hard pressed not to agree with this reasoning.

29. Die WHIt. August 26, 2013. “German EU Commissioner: New Greek aid to be iefowuble-digit billion range.”
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