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Abstract
During the European sovereign debt crisis, Europe as a political reality has been challenged and questioned. Unlike many European integration scholars seem to think, this situation is neither unique nor special. Practically the whole world has the nation-state as the basic polity unit, and practically all of them are under one or other form of pressure coming from transnational issues since the slow but firm process towards globalization started two centuries ago. At the core of these tensions an essential question may be located: why do polities select a specific form of collaborating and not other? Why do certain forms of federations and confederations rise while others are left aside or behind? And which are the answers for all these questions for the European case?
In the short term, intergovernmental organizations tend to reproduce themselves. But this self-reproduction tend to show the actors that the tension between risk sharing and moral hazard that is at the core of any federal process cannot be solved without deep integration and commitment that is better enforced through an external, delegated actor. 
Moreover, the duality between intergovernmental mechanisms and delegated authorities that lies in the root of the EU is such that is what will make transaction costs affordable for nation-states, as organizations already exist and do in fact hold policy capacity. This duality is better understood through a path dependency analysis. Through specific critical junctures, these organizations arise and become competent and competing with the inter-governmental ones. 









Relevance to Development Studies
When it comes to discuss about governance and democracy nowadays, probably the main issue at a stake is how to merge current international challenges with the current nation-state scheme in which world governance lies. The European sovereign debt crisis is probably the clearest example in the recent times of how does an international economic phenomenon challenge the existing governance mechanisms in a specific polity that was already trying to build new institutions to embrace possible changes. No region in the world escapes to this phenomenon, regardless of the choice of the decision-making institutional devices. In this case, focus will be put on those based on liberal democracy governing a market economy.
It may be discussed if there is or there is no development without democracy. But what is clear is that there is no development without economic governance, without a functioning (even when it is under conflict, discussion and reconsideration) scheme to deal with the distribution of resources. A political answer to the fundamental economic questions that, nowadays, imply reconsidering the classical nation-state as well as its sources of financing and legitimacy. 
Keywords
Federalism, European integration, EU, European Union, Europe, political economy, economic governance, fiscal union, European policy, debt crisis, risk sharing, moral hazard, game theory, institutional analysis
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Introduction: why the EU? Why now?
[bookmark: _Toc120098265][bookmark: _Toc208145602]1.1	A half-made polity and its positive question
The European integration process is, with little room for doubt, the biggest project of supranational political union that the modern world has seen. During the years of 2010, 2011 and 2012 this project has been under serious reconsideration by politicians, voters, media and academics. The financial and debt crisis that began in 2007 has forced Europe down a road of institutional self-questioning. The combination of a common market, currency and its correspondent monetary policy with the absence of an effective decision-making mechanism backed by a joint fiscal framework (fiscal and other macroeconomic sovereignty allocated at the same level that monetary sovereignty) has made much more difficult the coordination of a crisis response. At the very moment of writing the present lines, the countries forming the EU are bargaining day by day not only about the economic policies that need to be applied, but also about the lack of decision-making mechanisms, this is, the shape and form of the Union. Which kind of union shall the Europeans build from now? To what extent should they change the current arrangements? Even some instances dare to push the question if shall Europe have any political union at all.
These are all normative questions within the field of federal agreements, the normal dilemmas that a polity on a crossroads would confront. Because that is what Europe is nowadays: a half-made political union. And what Political Science and more specifically Political Economy can bring into the discussion is a positive turn in that questions: instead of which union is desirable, which union (or maybe not union at all) is possible and can be expected? And, more fundamentally, why one result and not the other? Put in one sentence, what is possible to witness is a decided movement towards a deeper union based on inter-government transfers which principal instruments seem to be different variations of debt pooling (or, better said, ‘pre-debt pooling, as the common security finance funds that have been set at the Eurozone level, such as the EFSF and the ESM), as well as bailout agreements. The fact that debt is the centre of the current bargains is intuitively consistent with the origin of this phase of the crisis: high debt/GDP ratios in countries whose public finance sustainability appear doubtful for the investors. Still, the political and institutional essence of these agreements is inter-governmental, or ‘horizontal’, following the current main agreements within the European Union. This contrasts with the other fundamental model of federal union: that where a political centre holds the decision-making capacity and decisions over economic policy and any kind of transfers between regions within the union does not depend on a bargaining happening every time between the implied parts, but by the mentioned centre. 
Here I am following the distinction made by the classical paper on the efficiency of different forms of Federalism by Persson and Tabellini (1996), where this two-sided classification is clearly drawn and paired with two forms of sharing sovereignty: delegation (vertical) and pooling (horizontal). Of course, this is not the only possible distinction between forms of federal unions. But it aims to the core of what constitutes a federation as an institution: the way their constituents relate to each other in the decision-making process. Politically speaking, under an inter-government scheme the voters create coalitions to defend their interest as members of a specific nation or region. But when the scheme is centralized, the regional/national cleavage will lose power against other axis as a bargaining between regions will not be the mechanism to maximize the policy goals.
What makes the European case particularly interesting is the fact that it is a half-made union confronting that dilemma in an explicit way. I define it as a ‘half-made union’ from an institutional more than a historical perspective. Historically speaking, no institutional arrangement is complete and definitive, although some may be more permanent than others. But from an institutional point of view, the European Union is unfinished in two related senses: first, it has proved itself as unable to cope with uncertainty and external (to the institution) shocks. Second, the actors within the Union are actively pushing for a change in some direction, and negotiating it, as I stated before, day by day.
Still, with all its unique characteristics, the EU, as a project and a willing, has some essential traces equal to any polity. Considering a rather standard and minimal definition of state, the basic elements of such an organization would hold (a) the monopoly of violence, (b) the capacity of deciding and enforcing policies and (c) the possibility of capturing and managing the necessary resources for (a) and (b), meaning fiscal capacity and debt issuing. Taking (a) out as irrelevant for the present work, is (b) and (c) what was being in the process of being built in the Old Continent when the crisis knocked their doors. This was, and is, a bargaining about economic sovereignty in a situation where part of it (the monetary sovereignty) has been already lost by the seventeen governments that form the Euro area. The present work will focus on them as they took a definite step towards a political unification with such a move, and thus constitute the core of the half-made union.
[bookmark: _Toc208145603]1.2	A hypothesis: the two-level union
This combination of special characteristics in both functioning and moment and a fundamental underlying institutional scheme that is homologous to any other construction of a new polity by aggregating existing sovereign regions is what makes truly interesting the European case. It is possible to generate a model from a case study that is generalizable but at the same time allow particularities and nuances to come into de analysis. Greif (2006) and Calvert (1995), even when treating diametrically different topics, are fairly good examples of this kind of method for explaining and analysing institutional arrangements. Starting from a puzzling question given by political and social reality, the final goal is to create a explanation that is context-aware in the sense of including elements that are only applicable to the considered case, but that in the end relies in its basis on a generalizable model of the actor behaviour, in such a way that the conclusions are neither futile out of the case studied nor too schematic or general for explaining the initial witnessed puzzle and contrasting the following hypothesis, ordered step by step:
(1) I claim that the European Union, particularly the Euro area, has two different levels of functioning as an institution to produce decisions and deliver policies. There is a first, day-to-day process centred on the policy areas whose competence has already moved to Brussels. The decisions on these issues are taken in that capital, with the European Parliament and the European Commission having a crucial role together with the second-level policymakers from every member state. For monetary policy, it is the European Central Bank at Frankfurt who holds the power, as in any Western liberal democracy with an independent central bank. But with all the rest macroeconomic policy areas, the ‘grand bargains’ occur at a second level that follow the rules of inter-governmental negotiations (Moravksic, 1998) formed by actors (states, Governments) that are unequal in their economic fundamentals. 
(2) This duality has been under constant negotiation by the relevant actors since the EU exists as a project. These actors are nation-states (regions in the union) with their governments conditioned by the preferences of their voters, who act as a block under an inter-government scheme (i.e. defending their interests as members of the region). Thus, the only way to explain how some policy areas are delegated and not other is the inter-government logic. This struggle has taken the continent to the present moment, when the two-level functioning framework is about to decide either become only a centralized federal union, keep the inter-governmental form or disappear.
(3) Consequently, this decision takes the form of a ‘grand bargain’ about to decide its own self-destruction (or not), moving its current macroeconomic power to Brussels. Considering the current costs for the actors, the present equilibrium is not likely to last. The alternatives under the shock are either following the roadmap and becoming a centralized union, deepening the inter-government transfer system mainly by debt-related mechanisms, or leaving both options and recovering full sovereignty. In the short term, equilibrium falls into the second option (keeping and deepening the inter-government form) as the two other are highly costly, but only under a conditioning imposed by the strong regions on the weak regions to avoid moral hazard that comes with the increase of risk sharing. 
(4) However, the weak regions have the possibility of not fulfilling these conditions. If there is no clear horizon for the end of the crisis, in the long term this equilibrium is not stable. The trade-off is that following the conditions is costly for the weak regions, while not doing so sends a signal of negative reputation to the strong country. This signal will be taken into account by the latter to impose harsher conditions in the next round. Meanwhile existing transfers tend to grow infinitely, considering that the cost of not helping the weak part of the union is unbearable for the strong part, as it would mean a breakup. 
(5) This scenario is plausible when most of transfers are related to public debt issuing, as is the case for Europe nowadays: imposed conditions are likely to reduce short-term growth and thus imply a penalty for governing parties facing elections, which puts the incentives for the weak region in the side of, at the same time, asking for more help (deeper inter-government integration[footnoteRef:2]) and not fulfilling the agreed conditions in exchange for the transfers. [2:  Even when it may sound superfluous to some readers, I find necessary to make clear that ‘integration’ is not a synonym of ‘more delegated sovereignty’ or ‘more vertical federalism’, but a synonym of ‘more centralized decisions’ regardless of their model.	] 

(6) After these repetitions including the dimensions of conditionings and fulfilment or not of them, only two options are candidates for long-term equilibrium: either regions decide to go for a total and centralized political union or they walk their way back to total national sovereignty. The solution to this iterated game will rely on the fact that once it is common knowledge that fulfilment lead to more transfers. Thus, the incentives for the strong region will be maximizing both conditions and transfers, and for the weak region, to follow the conditions in order to keep transfers coming. This tendency will work as a self-fulfilling spillover creating the right conditions for the shift from horizontal to vertical union.
(7) The final step will address the well-known trade-off between losing decision capacity (sovereignty, this is, a diminishing moral hazard) in exchange of a more efficient system for risk sharing. Once interregional transfers, conditions and fulfilment are set to the maximum level, there is no sovereign cost for moving towards union. There are two final factors: first, the fact that there is no defined ending horizon for the game except accepting a stronger method for sharing risk and avoiding future moral hazard. Second, once ‘total agreement’ is achieved, transaction costs on maintaining them are higher than on consolidating them through a delegated entity. Given the fundamental condition and the two factors, the most likely outcome is the consecution of a centralized federal union, making the inter-government system self-destructed in order to follow the path set by the ideational roadmap for fiscal unification.
[bookmark: _Toc208145604]1.3	A (mixed) theoretical toolbox and a plan
The consequence of this two-level approach to EU functioning is at the same time following the ‘call to arms for comparative analysis in the EU’ that was made in Tsebelis (1994) and is still relevant. But this needs to be mixed up with the already classic liberal inter-governmental framework proposed by Moravksic (1998) in order to understand the dynamics of the ‘grand bargain’. The form of the specific problem is that of the feasibility of an efficient solution in the trade-off between risk sharing and moral hazard, and this is better addressed with a game theoretical approach that allow us to define the actors and their possible actions and strategies that lead to a possible solution of the trade-off. But a key feature of my hypothesis is that the European Union, and particularly the Euro area, is carrying a whole array of bargaining mechanisms that set the game. The existence and predominance of these mechanisms need to be explained for a simple reason: what is being discussed here is if, under a debt shock, the mentioned institutional arrangements may allow a change by themselves in such a fundamental way that the new scenario would mean a disappearance of the same arrangements. The game will only account for how and why do the right conditions for a union shift arise, and not for the whole reasons for the shift itself.
In sum, institutional analysis comprehending both historical and informational/cultural elements will lead the analysis to defining the framework where the actual bargain is played. These insights are needed in order to define such bargaining process as a strategic game happening under a specific set of rules. Thus, the present work follows the ontological rules of methodological individualism and the ‘quest for explanatory mechanisms’ that Social Sciences represent for most of the scientific community without disregarding the necessity of a more context-rich analysis for addressing any puzzling problem that we may find when scanning our social world. Then, while parsimony will guide the set up of the proposed model, the whole explanation will be aware of the existing trade-off between simplification for offering exportable tools and the consequent lose of complex causal explanation for a specific case. Simplicity in the core model will make it useful for other similar problems, while complexity will be added surrounding this core in a way that it does not suffer by over-specification in the considered parameters but the whole corpus of the explanation will be able to account for nuances only present in this context.
The paper will have the following structure: first, the European crisis is briefly described. A case study is offered: the actions during the crisis of two specific countries, Spain and Germany, representing the weak and strong regions within the union. This explanation will be necessarily simplistic due to space constraints, but as the goal of the present work is not explaining the crisis, the only insight needed from this section is an (intentionally) plain description, attached to facts, of how the bargaining between nation-states have configured itself. Thus, some fundamental data and press articles constitute the base for building it.
Having set the case, I turn to the explanation of why and how have Europe reached that point, reviewing the main theories for European integration to show how does the union work at two distinct levels of policymaking. In the next section, I complete that exposition with the historical elements that show how the paradox and the tension between the two essential models of federalisms are at the core of the EU, and the current crisis have only taken them to a limit. Once this analysis is done, the framework is sufficiently established to run the game that aims to explain the present decisions of European actors as well as the bargaining reasons for the most feasible outcome. I propose a sequential two-actor game that match Spain as a weak region and Germany as the strong one, and show how the long term comes to force the decision between fiscal unification and total sovereignty through debt pooling and fiscal conditioning dynamics. This game is not the last stage in my explanation, as it will only give a essential condition for the delegated federalism model to arise. In order to finally explain why is it plausible to consider its triumph, I will need to briefly turn back to theory. 
Finally, as a conclusion I propose some other possible applications for the model that show how it is at the same time context-aware and susceptible to generalization.

[bookmark: _Toc208145605][bookmark: _Toc120098277]:
The European sovereign debt crisis: a brief exposition and a case study
[bookmark: _Toc208145606]2.1 The first stages: how and why did the crisis arise
In May 2010, office-holding Spanish Socialist Party (PSOE) radically changed its main economic and welfare policies from what they had been doing and also was stated in their electoral program that took them to win the general election in 2008. This change consisted in a set of new policies that, following an austerity rule apparently imposed from outside, were implemented and widened in the following eighteen months, until 20 November 2011, when PSOE lost a new general election against right-wing Popular Party (PP).
How and why did this shift happen? It was not consistent with their ideology, or with the voters’ preferences. Plus, on a first sight, there were few or none formal tools for the external actor to force them to this policy change. The story of why this event took place is in fact the story of the beginning and subsequent development of the European sovereign debt crisis. In late 2009, the Old Continent was deep into recession. The financial crisis that started officially with the collapse of Lehman Brothers investment bank in September 2008 (and ‘less officially’ with the subprime crisis in the US during the summer of 2007) had left the world with the worst loss of wealth since the Great Depression. This situation uncovered a number of macroeconomic problems generated during the ‘boom’ period (1998-2007) in Spain and other countries. The availability of ‘cheap’ credit was mainly channelled to construction, generating a housing bubble that deepened the already endogamic competitiveness problem, reflected in the current account deficit. In Spain, the current account balance went from -0.6 in 1993 to -7.0 in 2007, showing a clear imbalance (Wyplosz, 2006). Meanwhile, private borrowing from the private sector went in Spain from 80.8% over GDP in 1998 to 168.5% in 2007 (Lane, 2012).
When the credit flow dramatically ceased in late 2008, the main engine for Spanish economy, the building sector, became out of fuel. This is why the effect was even deeper for Spain: having a financial sector in a rather weak situations with an excess of housing assets in their imbalances and an economy that extensively relied on the building sector for growing (which is strongly credit-dependent), the shock was deep, intense and long-lasting. No figure tells this story as clearly as the unemployment rate: following the National Statistics Institute official data, in the third quarter of 2007 only[footnoteRef:3] 7.9% of the people willing to work could not find a job. A year later, the increase was significant, to 11.3%. But in the first quarter of 2009 the figures reached the stunning amount of 17.8% (figure in the next page). [3:  Natural unemployment rate is much higher in Spain than the OECD average, thus anything below 9%-10% is considered as relatively normal.] 



[bookmark: _Toc267482648]


[image: ][bookmark: _Toc318124970]Figure 2.1 
Unemployment rate in Spain by quarters. 4Q2005-1Q2009

Source: INE (Instituto Nacional de Estadística – National Statistics Institute).

PSOE was in government since March 2004, and they were re-elected in March 2008 holding a simple majority in the Parliament. Initially, to face the crisis, the social-democrat government decided to go for what they labelled as a ‘social way out of the crisis’. This slogan comprehended a set of high public spending-oriented policies, including a special help for unemployed people, a 2,500 EUR subsidy for each new born child, the promise of no cuts in pensions and public wages, and above all an integral plan of public investment in infrastructure, called ‘Plan E’ (for ‘España’ [Spain] and ‘Estímulo’ [stimulus]). 13 billions of euro were invested with the two phases of this plan beginning on January 2009. In sum, they decided to pursue a high level of public spending to develop a fiscal stimulus.
For more than one year, Spain kept applying fiscal stimulus policies, but the macroeconomic problems did not seem to solve. Again, the clearest proof lies on the unemployment data (figure in the next page):


[image: ]Figure 2.2 
Unemployment rate in Spain by quarters. 1Q2009-2Q2012

Source: INE (Instituto Nacional de Estadística – National Statistics Institute).

Also, GDP growth was not responding as expected:
[image: ]Figure 2.3 
Real GDP growth rate in Spain. 2006-2011

Source: INE (Instituto Nacional de Estadística – National Statistics Institute).
The consequences for public spending dynamics were clear: less revenues combined with higher spending took Spain down a road where public debt as a rate of GDP doubled (from 30% to 60%) in only two years (2008-2010), while:
 (…) in late 2009, a number of countries [including Spain] reported larger-than-expected increases in deficit/GDP ratios. For example, fiscal revenues in Ireland and Spain fell much more quickly than GDP, as a result of the high sensitivity of tax revenues to declines in construction activity and asset prices. In addition, the scale of the recession and rising estimates of prospective banking-sector losses on bad loans in a number of countries also had a negative indirect impact on sovereign bond values, since investors recognized that a deteriorating banking sector posted fiscal risks (Lane, 2012:56).
In addition, all this process took place without any consistent solution to Spain’s productivity problems. Even when the imbalance in the current account corrected, this effect was a product of the weakness of the euro compared with other world currencies, and not the consequence of any internal adjustment. As a result, perspectives for growth in Spain were considerably pessimistic. This fact made debt repayment even more difficult, and is likely to have driven the fear of current and potential investors.
[bookmark: _Toc208145607]2.2. The sovereign crisis appears on the stage
This takes the story to late 2009, when the sovereign debt crisis unfolded. The signal that turned on the alarms was the rising of the interest rate for Spanish ten-year sovereign bonds in the secondary markets, parallel to the increase in other European countries with similar problems (Portugal, Greece, Italy, Ireland). The following figure from Lane (2012) shows the clear evolution:

Figure 2.4 
Evolution of the ten-year bond yield in selected EU countries
[image: ]


[bookmark: _GoBack]Source: Lane (2012)
The evident rising was interpreted as a reflection of the lack of confidence of investors As it will appear obvious looking at the figure, Greece was the first country losing direct access to financial markets (Lane, 2012:57) in the beginning of 2010. From that moment, the debt crisis became public and notorious for all the implied actors. While the interest rates at such high levels for Spain, PSOE started to signal to their voters the possibility of changing their fiscal and social policy orientation. Some relevant examples may be the negotiations for a deep labour reform (El País, 2010), the intention of conducting cuts in the healthcare system and other areas (Oppenheimer, 2010), and the declared decision of freezing public salaries (Abellán, 2010).
[bookmark: _Toc266283474]On 10 May 2010, an agreement was met and the creation of the European Financial Stabilization Facility was announced as one of the milestones in European integration process (Missé, 2010). The principal contributors to this fund were the countries from Northern Europe, headed by Germany. Only three days later, Spanish Prime Minister, José Luis Rodríguez Zapatero, confirmed a shift to fiscal stabilization policy with a clearly defined set of measures: reducing a 5% on average the public wages, freezing public pensions, retiring the subsidy for families with new-born children. At the same time, he announced that more cuts would come in order to accomplish a severe deficit goal (Garea, 2010). These measures constituted the core of the new low-spending policy. It was explicitly accepted by PSOE, particularly by the Finance Minister Elena Salgado, that this shift corresponded with the new Fund (Expansión, 2010) in a quid pro quo manner.
Similar situations repeated at least twice in the following two years, with the same pattern. In September 2011, after specific and reiterated requests from Brussels and Berlin, Spanish Constitution was modified to include an explicit need to limit the public deficit. Two months later, in October 2011, the Eurogroup agreed on increasing the bailout common fund reaching the figure of a trillion euro, as well as conducting a recapitalization of European banks, putting a number on Spanish financial system needs: 26 billion of euro. More clearly, in June and July 2012 Spain asked to the rest of the continent for help bailing out their banking system, executing the estimated needs and in the end multiplying the final figure per three. Help was provided under a set of conditions compiled in a memorandum delivered from their European partners.
Thus, the relation between the exposed phenomena is as it follows: Spain as a state was losing its capacity to finance through debt as well as through taxes. Given the fact that it forms part of a supra-national political union and the debt and financial shock has not affected equally to all its fellow members, transfers from the stronger nations become a feasible source of funds or, at least, a promise of help that will make to investors more credible their borrowing profile. While the partners are willing to offer their help first as a promise and if needed as an actual transfer defined as ‘bail out’, they have their own conditions for the borrowers. These conditions are nothing but policies that should be applied in order to get the help. The result is a bargaining process within an inter-government ‘supra-national political union’, this is, a ‘horizontal’ federation.
Portugal, Ireland, Italy and particularly Greece have gone through similar paths. And in all the situations the main interlocutor(s) for the bargaining process were Northern European countries, with Germany as the usual leader. All of them may be defined as the same similar situation in its essence: direct or indirect transfers, as well as the setup of ‘financial security devices’ in the form of common funds (that is nothing but the promise of a transfer if and when needed), are offered from stronger governments to the weaker[footnoteRef:4] ones in exchange of a set of conditions that address fiscal consolidation in the form of spending cuts and tax rises, as well as structural reforms to different areas liberalization and labour market being the most frequently mentioned. [4:  ‘Strong’ and ‘weak’ are relative categories based on economic performance evaluation, more than pure debt and deficit parameters: current account (im)balances, GDP per capita, unemployment figures, and in sum present as well as expected growth.] 

It is under the institutional umbrella of the European Union that these events have taken place: the agreements as well as the conditions are settled in European summits participated by the Heads of Government and the Finance Ministers. Only EU members have taken a relevant role in the process, and particularly Euro area members. At the same time the true shape of the Union and its main political agreements and mechanisms (essentially, the inter-government scheme) are mentioned and even put in question by policymakers, being a fundamental part of what is negotiated.
How shall we understand this situation? Is it possible to construct a fundamental model of functioning for these bargaining processes? Can this model incorporate the fact that negotiation is not only about how much help shall the weak country get and how much conditioning shall they fulfil in return, but also about the actual shape of the bargain? And to what extent is this relevant for the European integration process?
As stated in the former chapter, I argue that these events are as central for the EU building as the set-up of the European Monetary Union was more than a decade ago. Thus, we should look at them under the light of EU integration theories, and before considering any formal modelling including our ‘weak’ and ‘strong’ states bargaining for help, conditions and the federal form of the Union, these theoretical frameworks should be revised and a proposition should be chosen to proportionate a proper initial base for the model, drawing from what has been exposed so far: the current crisis is now, but not in its origins, a sovereign debt crisis that happens within an existing political union formed by sovereign (except in monetary terms) nation-states who depend to a certain extent to each other, and who bargain through already-established forums to find common solutions for the crisis. I then start the revision in order to make my own theoretical proposition, finding a way through to explain the present situation.



[bookmark: _Toc208145608]
The existing explanations for the European integration process: finding a way through
From a strict academic point of view, it is possible to understand this section as a literature review in the topic that occupies us in the present work. Given to obvious space limitations, it is impossible to summarize every single paper (not even every single relevant paper) about European integration. The goal of the following exposition, then, is not to be exhaustive but explanatory. Explaining, specifically, how the main theoretical frameworks proposed to understand the integration process and the current situation of the EU are partial and incomplete if taken separately. This suggests a synthesis of perspectives. Such a synthesis has been proposed by the well-known ‘multi-level governance’ (MLG) approach. But I consider this alternative as a rather weak explanatory device. Instead of that, I propose my own synthetic framework drawing from the two main theoretical strands after a chronological and critical review of both, plus a brief comment on the MLG approach. Hopefully, this framework will facilitate the understanding of the exposed case study, that implies nothing but the main dilemma that the EU has confronted in their existence, as it will be shown.
The major frameworks may be labelled as ‘supranational’ and ‘inter-governmental’. Under the first category fall all the neo-functionalist propositions, as well as the recent revival (‘neo-neo-functionalism’) of the work made mainly by Ernst Haas in the late 1950s and early 1960s. Geoffrey Garrett and George Tsebelis built the bridge between these phases in a series of analytical and empirical papers written during the 1990s. All these works share a core explanation of what is the prime engine that keeps European integration working, and it out of the control of nation-states. Cross-national dynamics in the form of interest alliances (or crystalized as supranational organizations and their bureaucrats) are the key agents who overcome state barriers for integration. And here is also where lies their fundamental difference with the other major framework. Inter-governmental propositions put the nation-state at the centre of the integration process, assessing and predicting that every relevant move for further integration is nothing but a cession of sovereignty implying a conscious and interest-based decision from the governments.
The clash is evident. It is now moment to turn critical attention to them in order to find a way through this theoretical fight. It will not surprise to the reader that there is actually a clear parallel between this duality and the two forms of federal union commented above.

[bookmark: _Toc208145609]3.1. Neo-functionalist approach: EU studies are born as a separated discipline
[bookmark: _Toc120098266][bookmark: _Toc208145610]3.1.1	The essential traits of Neo-functionalism
It is generally accepted that the first serious attempts to explain the European integration as a process of creating a polity and not simply interrelations between existing polities (going further than International Relations) came from what has been labelled as the neo-functionalist approach. In its essence, from this perspective the European integration is self-sustaining due to three essential factors that interact with each other: (a) economic interdependence grows between nations that lead to (b) the need of supranational market regulations and thus to (c) a international legal corpus that allow this regulation and the resolution of conflicts to function. And this is why the perspective is ‘functionalist’: because it looks at the integration process as the consequence of a positive-sum game that benefits all the actors in the play even when unintended consequences from actors’ strategies are fundamental for the integration. These consequences take the form of ‘spillovers’ that escape states’ control and drive in fact the process. There are two types of spillovers (Caporaso and Keeler, 1993): functional and political. The idea behind functional spillovers is that: 
(…) some sectors within industrial economics are so interdependent that it is impossible to treat them in isolation. Hence, attempts to integrate certain functional tasks will inevitably lead to problems that can only be solved by integrating yet more tasks (Tranholm-Mikkelsen, 1991:3). 
And this was in fact the initial move of the founding father of the EU, Jean Monnet, when he engaged Italy, Germany, France, The Netherlands, Belgium and Luxembourg in the European Coal and Steel Community.
Political spillover, on the other hand, is parallel to the functional increase. Tranholm-Mikkelsen (1991) explains it clearly:
Politics is based on conflict between groups, each of which pursue their own (welfare) aims. Moreover, these groups are represented by highly bureaucratized organizations, thus making it possible to confine the analytical focus to their leaders - the 'elites’ (…) [who] will undergo a learning process, developing the perception that their interests are better served by seeking supranational rather than national solutions. They will therefore refocus their activities, expectations and perhaps their loyalties to the new centre. Such reorientation will lead to calls for further integration (Tranholm-Mikkelsen, 1991:4).
[bookmark: _Toc208070709][bookmark: _Toc208117565][bookmark: _Toc208133509][bookmark: _Toc208145611]In essence, what Haas (1958) assessed is that the EU advanced out of states’ limits and capacities because new international alliances of citizens, voters or interest groups will be created. In their mind and their words one can find the idea, and almost the hope, of the reproduction of classical national political cleavages in the European level, ‘breaking’ the basic block that is the nation. This will be crucially accompanied by “technocratic automacity” (Haas, 1958), or the fact that supranational institutions and their members, once established, will pursue for more integration and thus amplify the spillover effects.
[bookmark: _Toc208145612]3.1.2	Why dismissing classical neo-functionalism?
But, and here I begin my critique to neo-functionalism, do European supranational institutions (European Parliament, European Commission, European Criminal Court) and the bureaucrats that form them have enough autonomy to condition the development of the union? It does not seem to be a plausible assumption when we are under a model of pooled sovereignty and not delegated, as happens within the EU with most of the policy areas, still in hands of the nation-state. When there is no delegation of authority, bureaucrats and supranational institutions may post ideas and restrict some decisions (change some payoffs to negative and privilege others) through information, but do not have any clear enforcement mechanism. Plus, unlike Bulmer (1993) asserts, their creativity is more limited when decisions become more and more subjected to national voters, this is, when the policy areas are more relevant for the public. We have seen this in the development of the crisis: in the beginning the (at least publicly) role of bureaucrats and reports was higher, but as the consequences of every decision become more crucial and salient in the media, national policymakers have taken over the forums. Even within the supranational institutions, given the pre-eminence of national coalitions of voters (the fact that every single policymaker is subject to citizens’ evaluation of their decisions), “Commission cannot expect to pass proposals that ignore the preferences of member states” (Pierson, 1996:133).
[bookmark: _Toc208070711][bookmark: _Toc208117567][bookmark: _Toc208133511][bookmark: _Toc208145613]The move towards integration is then seen as gradual, incremental, functional and virtually irreversible. But facts proved Haas wrong during the well-known ‘empty chair’ crisis that French President Charles De Gaulle provoked during the negotiations of the Common Agricultural Policy in 1965-1966: his withdrawal of French representatives from the European Commission blocked the executive organ until De Gaulle’s demand were fulfilled. Even more important than that is the fact that it was not only the Agricultural Policy what was being negotiated, but also a switch from unanimity to qualified-majority voting in the Commission. Unanimity is, as shown by Garrett and Tsebelis (2001), a fundamental requirement to protect national sovereignty in any international bargaining process: when every single nation should agree to decide, this means that the final decision will be closer to the minimum accepted by all of them. If any system of majority is incorporated, it will be possible for some nations to impose their rule on others, with the consequent loss of sovereignty. De Gaulle was actually making a strong move against this, and then showing how the nation-state was still able to determine the pace and form of European integration. It also shows how early neo-functionalism had a rather important charge of normative ideas built-in, as any functionalism does, considering the observed outcome and its predicted continuation as the desired one (by the actors). The lack of a clearer difference between positive and normative propositions seriously harmed this framework, and biased the intended positive considerations towards the construction of a ‘vertical federal union’ with delegated sovereignty to a political centre instead of a ‘horizontal union’ with pooled sovereignty and no delegation.
[bookmark: _Toc208145614]3.1.3	The comparativist turn
[bookmark: _Toc208070713][bookmark: _Toc208117569][bookmark: _Toc208133513][bookmark: _Toc208145615]Given to this and other facts, Haas declared his own theory as ‘obsolete’ in the 1970s, and many other authors, mainly Moravksic (1993), dismissed neo-functionalism as empirically poor. This is what drew Tsebelis (1994) ‘call to arms to comparativists’ into EU analysis. Their attempt to find a new path within supranational perspectives crystallized in Garrett and Tsebelis (2001), where they start by showing an empirically-tested change of the balance of powers among the four principal European institutions: the Commission, the Court and the Parliament as the basic supranational organs, and the Council as the place where states retain the control. After their analysis, they show how the shift from unanimity to qualified-majority voting in the European Council and the incorporation of the co-decision procedure (according to what the Parliament and the Council should agree on every new piece of major legislation) erode the power of the Council and increase the capacity of the other organs. Even when the work made by Garrett and Tsebelis is truly valuable, I believe they have a fundamental shortage of theoretical potency that is well explained in this passage:
Tsebelis and Garrett, using game theoretic and principal-agent frameworks, propose a model of how EU organizations interact in legislative processes to produce specific treaty revisions and pieces of secondary legislation (Tsebelis and Garrett 2001). But (…) their model does not explain the evolution of the EU’s organizations and institutions; instead, Tsebelis and Garrett offer a comparative statics view of legislative processes. Tsebelis and Garrett notice that the rules that govern legislating in the EU have changed, and they explore some of the consequences of those changes for the production of legislation. But they say very little about why EU institutions changed, or why the EU has steadily evolved toward something like a federal polity (Sandholtz and Stone Sweet, 2008:28).
The essential problem of their approach is, then, that in their attempt to build a strongly empirical (almost inductive) proposition, the basic thesis fostered by neo-functionalism (‘nation-states are losing control over European integration’) is seriously deluded. As a consequence, they don’t explicitly address the ‘why’ question, but look for evidence of the increasing capacities of supranational entities. The vertical federal union and the delegated authority is not any more a matter of normative proposition, but it does not become a goal that, consciously or unconsciously, the EU may achieve.
Still, some deeper insights may be recovered from their work. The fundamental one is how to consider institutions within the European integration process. From their point of view, “Institutions determine the sequences of moves, the choices of actors, and the information they control” (Garrett and Tsebelis, 2001:384). Moreover, “it is simply impossible to analyse institutional choice without first understanding institutional consequences” (Garrett and Tsebelis, 2001:386). Actually, this is what may be defined as a ‘t-1’ or ‘what was before?’ problem. From them, institutions should not be treated as the issue under bargain, as the dependent variable, as inter-governmental propositions do, but as actors in the game.
But this lacks of analytical precision and, through a sort of ‘structural fallacy’ that avoids deep historical analysis, hampers any possibility to solve the ‘why’ question. Take, for example, the case for codecision as an eroding force of national sovereignty. At a given moment, codecision was decided and implemented by the states. This is an active choose of the rules of the game. If this is not a conscious choice of institutions, what is, then? Codecision method is actually applied to a limited set of policy areas, and not to all. These areas are already under the Commission’s umbrella. This means that no actual shift in the fundamental rules of the game have happened, as states have decided only to make easier to pass legislation on issues whose competence was already delegated to the supranational organ, but not to the rest. Regarding to the present crisis, neither qualified-majority voting nor codecision have any effect in the choice for more or less Europe.
Garrett and Tsebelis’ propositions, then, remain as a useful toolkit for understanding how institutions distribute their legislative, executive and judicial power within the EU when it comes to policy areas where the Commission and the Parliament have effective and explicit powers delegated from the states, but tells us nothing about why these issues and not other have become part, in Persson and Tabellini’s terms, of a ‘vertical federal authority’, while others have not, and remain in the horizontal, inter-governmental level.
[bookmark: _Toc208145616]3.1.4	Neo-neofunctionalism(s)
In the last decade, a handful of scholars are trying to build supranational arguments with a stronger theoretical form recovering some of the insights proportioned by the neo-functionalists, and definitely keeping its central thesis based on the idea of spillovers. From my point of view, the main contributions to this attempt are better understood if divided in two sub-categories, that unsurprisingly match with a division of superior (ontological) order that have lately taken place in the functionalist thought within the social sciences. On one hand, Carl Schmitter, one of the founding fathers of neo-functionalism, have been developing a ‘neo-neo-functionalist approach’ to the EU that represents the incorporation of system theory to this field. In Schmitter (2002), the author explains the European integration process as a series of crisis cycles that are generated by either endogenous contradictions and/or exogenous tensions. These crisis lead to “unexpected performance in the pursuit of agreed-upon objectives” (Schmitter, 2002:21). This is, spillovers. He attributes a higher probability to a reinforcement of the union after each crisis, but accepting the possibility of the reverse effect. The key empirical insight would be that stronger positive (for integration) spillovers find stronger opposition, and the transnational alliances/coalitions respond with a deeper loyalty to the centre. The systemic flavour is evident, and with it comes the usual criticisms to these theoretical perspectives: lack of explanatory power, falling into tautological descriptions where the system can only be explained by the system. Together with this effect, the loss of parsimony in the quest for grasping the whole complexity of the European process is such that any model becomes impracticable.
[bookmark: _Toc208070715][bookmark: _Toc208117571][bookmark: _Toc208133515][bookmark: _Toc208145617]The other subcategory within the last advances in neo-functionalism is comparatively more promising. Instead of taking the systemic path, it is institutions and the way they interact what matters for these theorists. This is an accurate summary of their model for European integration:
European integration is largely the product of a basic kind of Haasian feedback loop: (a) increasing cross-border transactions activates (b) supranational governance (dispute resolution and rule-making), which facilitate (c) a subsequent expansion of cross-border transactions, which translates into greater social demand for new forms of supranational governance (spillover). (Sandholtz and Stone Sweet, 2008)
Deriving from this, their fundamental hypothesis would be that:
Increasing cross-border transactions will lead to greater activity on the part of supranational organizations, and to the expansion of supranational rules. (Sandholtz and Stone Sweet, 2008)
And the empirical support for that thesis would be found in the fact that:
(…) in sectors where the intensity and value of cross-national transactions were relatively low, the supply of EU-level rules and dispute resolution was correspondingly low. Conversely, in policy areas where the number and value of cross-border transactions rose, so did the supply of EU-level rules, and so did the investment of interest groups in Brussels, compared to policy areas in which transnational activity was low. (Sandholtz and Stone Sweet, 2008:11)
This is indeed an interesting insight. But what we have to question is if, as asserted by the authors, this is an explanation of “why, and how, that expansion occurred” (Sandholtz and Stone Sweet, 2008:28). I claim that there is no answer to the ‘why’ question as there is no clear actor (either individual or collective) activating the mentioned mechanism under any defined circumstances. Moreover, the mechanism is a self-fed process without any identified initial point. When an economist localizes an externality or a spillover, it is a causal chain with a defined beginning. For Sandholtz and Stone Sweet, and institutional neo-functionalism in general, the fundamental hypothesis is that the more alliances are built between countries, the more these alliances will consolidate into institutions different from the nation-state. It seems like a rather obvious conclusion that does not explain why these alliances are generated at some moment and how nation-states actually lose power in the process. The given empirical evidence follows the same flawed pattern.
Still, applying some epistemological deduction to these propositions, an ultimate cause for movements towards delegated authority may be found: it rises due to the fact that is efficient. As it has been already cited in the present work, Persson and Tabellini (1996) show how vertical federal unions tend to deal more efficiently with the trade-off between moral hazard and risk sharing. Citizens, either as elites or as voters, would perceive that and transnational coalitions would appear and consolidate. But if we accept this turn, the question of how do states decide to lose the power remains unanswered. The power of bureaucrats and the organs of the EU with a supranational nature has been discussed and discarded. There is no evidence of any relevant voters’ or elite movements towards a centralized political union in Europe. Thus, while neo-functionalism is able to explain how does Brussels increase its powers on these areas where decision powers have been already transferred, and then voters and interest groups look to the centre and create indeed cross-national alliances (being the Common Agricultural Policy one of the clearest cases of it), it is the jump from pooled to delegated sovereignty in a given policy area what remains unexplained. In the current crisis, neither the so-called ‘eurocrats’ (mainly represented by the Commission) nor the mild cross-national movements on common economic policy have played a crucial role in the bargaining events described in our case study. It has been the states that have occupied the centre of the stage. Thus, moment has come to turn our attention to the second main theoretical framework to understand why do we have the EU that we have.
[bookmark: _Toc208145618]3.2 Rationalist approach
[bookmark: _Toc208145619]3.2.1	An alternative to neo-functionalism
Liberal intergovernmentalism was a pure reaction against neo-functionalism. Hoffmann (1966) perceived two major weaknesses in this theory: first, the hidden hypothesis of considering international background as stable during the integration process.  Second, the fact that any initial move towards integration comes in the end from a government in pursue of what he defines as ‘national interest’. Thus, it is the government(s) the ones who control the speed and intensity of integration.
Hoffmann’s criticism evolved and found a final articulation through Andrew Moravcsik. He was who finally built an alternative framework, defined by himself as ‘rationalist’, that is now considered as the pure intergovernmentalist approach. Before engaging with his proposition, it is useful to consider the classic paper by Putnam (1988) as a fundamental and necessary previous step. Putnam’s view of inter-government relations is, in a nutshell:
The politics of many international negotiations can usefully be conceived as a two-level game. At the national level, domestic groups pursue their interests by pressuring the government to adopt favourable policies, and politicians seek power by constructing coalitions among those groups. At the international level, national governments seek to maximize their own ability to satisfy domestic pressures, while minimizing the adverse consequences of foreign developments. (Putnam, 1988)
Moravcsik (1998) draws from Hoffmann and Putnam to state that the process of European integration has three clear phases: firstly, there is a moment of national preference formation, the first-level game of Putnam. Secondly, the international negotiation comes in. In this negotiation national preferences are already set and maximized by the bargaining with other governments who, of course, have followed the same process. In the end, the result of the bargaining results on a choice for a specific form of international institution, in the sense of arrangement between governments.
Put in a causal manner, Moravcsik (1998) states that European integration is the product of rational choices made by national leaders, responding to constraints and opportunities from the economic interests of domestic constituents (first phase, preference formation). “Cooperation would be a means for governments to restructure the pattern of economic policy externalities (…) to their mutual benefit”, and, as a consequence, “changes in European policy should correlate with major changes in economic circumstances” (Moravcsik, 1998:50). When “mutual benefit” is put as an ultimate goal, it is not only efficiency what the governments take into account, but also distributional consequences. This means that we can expect to see reproduced internationally the policy that every government is pursuing within its own polity.
Moravcsik’s approach has attracted much attention in the field of EU studies, to the point of being considered a standard framework to understand European integration together (or in dispute) with MLG, which I will discuss later in this work. Its success lies on the capacity of offering a powerful causal mechanism that apparently fits at the same time with the observed evidence and with the dominating theoretical perspective on comparative political science, drawing from methodological individualism in order to proportionate micro-foundations to states’ decisions and IOs’ formation.
[bookmark: _Toc208145620]3.2.2	Criticizing Moravksic
Neo-functionalist’s response to liberal intergovernmentalism has had two different fronts, an empirical one and a theoretical one. For the empirical critique, neo-functionalist simply argue that their model fits the data better, showing that they are many advances in the integration process that can only be tracked down as spillovers driven by international alliances. Thus, inter-government negotiations cannot fully explain the moves towards a deeper EU.
But probably Sandholtz and Stone Sweet (2008) articulated the strongest argument against the rationalist framework:
[Rationalist framework] is non-falsifiable. When EU organizations carry out the preferences of the powerful member states, they supposedly confirm the theory that governments control EU development. But when EU organizations do not adhere to the preferences of member governments, they also supposedly confirm the theory (by carrying out member state desires for EU-level enforcement of incomplete contracts). Any possible outcome would “fit” the theory, rendering it immune to falsification. (Sandholtz and Stone Sweet, 2008:31)
This may be actually a problem if and only if the analytical process takes a pure ‘revealed preferences’ approach; this is, if preferences within the nation-states are not explained. But, and here is when we are getting to the core of the conflict between the two major approaches, Moravcsik’s proposition should not be understood as much a theory as a framework to test other theories. And these theories should answer the question of why do states choose to integrate. In that sense, the framework explicitly leaves the door open for endogenous preference-formation propositions. When neo-functionalism confront Moravcsik’s work, the answer seem to be that states do not choose to integrate, integration happens even when it is not profitable for nation-states. This takes directly any neo-functionalist proposal out of the rationalist framework. But, again, while the concept of spillover may account for integration dynamics once power is delegated in a certain policy area to a superior centre, it is not able to explain why this power was delegated in the first term. Neither functional nor political spillovers can account for the ‘grand bargaining moment’ that is witnessed in every policy transfer, either in the EU or in any other political union.
Still, these theoretical concepts may and are in fact useful if considered as preference formation mechanisms that condition the behaviour of the governments as well as determine the policymaking dynamics. This would mean an attempt to merge both paradigms but considering nation-states and their constituents as the ultimate actor for integration, thus putting liberal intergovernmentalism in a superior level. And that is actually the starting point of my theoretical proposition. But before engaging into this, it is necessary to account for a previous attempt of theory integration, even when it will be only in order to see why shall I not take it into consideration.
[bookmark: _Toc208145621]3.3 Multi-level governance: where is the theoretical significance?
The most relevant attempt to find an alternative path through the theoretical dilemma starred by neo-functionalists and liberal intergovernmentalists is the so-called Multi-level Governance (MLG) approach. Gary Marks coined the term in 1993, defining it as:
A system of continuous negotiation among nested governments at several territorial tiers (Marks, 1993)
The EU would follow a MLG structure with three primary layers: the supranational level, the national level and the regional level. Each of them would have an influence and veto power on the immediately following level. In fact, MLG framework derives from the idea of joint-decision trap (Scharpf, 1988), summarized in the existence of a veto capacity of the lower level as it has representation in the centre and unanimity is required. This implies an interconnection rather than a nested pattern for each level of government (Marks, 1996), and trans-level as well as trans-national associations exist.
When one approaches MLG from a comparative political economy perspective, the first question that comes up is in which way is a MLG system different from a federal union, with either pooled or delegated authority. In which sense does MLG capture a reality, for example the EU, better than the current descriptive tools available in our discipline? The essential problem with MLG is that there is little explanatory power in its propositions. As the concept of ‘federal union’ is merely descriptive, a MLG system is just a statement about a specific governance structure. In fact, as Stein (2008) states, MLG “can describe indiscriminately any complex and multifaceted political process” (Stein, 2008:11). Thus, there is no capacity to offer explanations. Actually, even its potential as a framework, similar to Moravcsik’s proposition, should be put into question, as there are no actors or interactions defined. The most complete and articulated offer of a MLG framework is made in Marks (1996). And, surprisingly, it is possible to track its main characteristic back to Moravcsik’s rationalist framework: the fact that states are not closed actors in the international arena but ‘elected politicians’ who depend on their internal constraints. Most of the time, MLG authors misunderstand liberal intergovernmentalism and relate it with neorealist theory only because it defines nation-states as the central actors for any integration process. For intergovernmentalists this is an instrumental assumption conditioned by the fact that it is at the national level where most policymaking locates and thus where voting and influencing elected officials is more relevant.
Apart from the (flawed) attack to a state-centric approach, the rest of the MLG framework focuses on policy-making. But policy-making is not integration. The assumption of the existence of interconnected patterns with joint-decision traps, while remains explicative for how certain policy decisions are made, is rather irrelevant when it comes to the institutional choice, this is, the integration (or not) of existing nation-states. If one follows the rest of Marks (1996), it is mostly a story of how policy decisions are taken, and not of how institutional, or better said, organizational choices are made. This is, from my point of view, the fundamental misunderstanding between theoretical frameworks for the European integration. And thus it should be my departure point to make an alternative proposition.
[bookmark: _Toc208145622]3.4 A combined, two-level solution
There is an essential difference between a policy decision and an institutional arrangement. This difference is of course analytical, and may be summarized in the following statement: policy choices are about what to do, while institutional choices are about how and who is going to decide what to do. The distinction is important even when both dimensions are obviously related: every decision on what to do may or may not imply a reconsideration of how is this decision taken. But the difference should be kept for the sake of the analysis.
At first sight, what seems to be at the core discussion between neo-functionalists, MLG and intergovernmentalists is the question of which is the role of the nation-state in the European integration process. This is a debate about how and who makes the policy decisions. A framework wanting to be fully functional and productive needs to answer to this question in order to avoid analytical emptiness. The tricky part is to do so without compromising too much, without making a theory beforehand. Enough room should be given for creating models that consider different degrees of power and relevance for the nation-states. But its role should be clarified in the causal chain of events.
Both MLG and neo-functionalists aim to answer the ‘who’ question but at the same time they try to give a model of how policy choices are made. Conversely, for intergovernmentalists, it is mostly about who takes the decision and why does the power move or not from one centre to another. Let’s go back to Moravcsik’s proposition. The three phases of integration are fairly clear: first, preferences are formed within a nation-state. These preferences are aggregated and constitute what he calls ‘national interest’. National interest is nothing but the position that the government will take in any international bargaining. When this happens, every single nation-state has a national interest to defend. The result will be a certain form of the arrangement maximizing each national interest within the available strategies and the feasible interaction. There is no attempt to explain why certain policies are chosen instead of others, but why does or does not interaction arise. Of course, it includes preference about the policies to make because the maximization of it will determine the likeliness of integration, but is not worried about the probability of these goals to finally be accomplished.
If we unpack the preference formation process, what we actually observe is a mere preference aggregation. This process may take many forms (actual voting, public opinion and discussion, polls, mediation by mid-range organizations such as trade unions), but in the end it is voting in the sense that the governing party will take a policy position within a median voter-like axis. It is not the work of analysts of international integration to understand or analyse this process further than how does this condition the formation of supranational arrangements, so this explanation should provide enough analytical power.
The core argument for defending functional spillovers relies on the fact that these voting processes become actually supranational. Alliances would be created between citizens, organizations, companies, elites, etc. from different countries and thus ‘national interest’ would be surpassed by ‘class interest’, ‘ideological interest’, ‘sectorial interest’ or any other form of aggregation. These coalitions would push for a supranational solution if this were non-existent, given the fact that the voters would regard such an option as more efficient. And here is where the decision-making process is faulty mixed with the institutional arrangement choice. Because how does this coalition for new policy goals arise in the first moment? Why in some areas and not in other? Which mechanisms do explain the shift (because it is a shift) from national interest to supranational action, or the other way around? What does explain even the deepening of any of these forms of integration without any shift?
Paradoxically, the gatekeepers of the loss of sovereignty (the institutional choice) identified by spillovers are the nations, or more specifically, their governments, as stated. And if we consider them as fairly good aggregators of voters’ preferences, then it is the constituents who finally decide. Thus, any theory aiming to explain an integration process should start from considering the current role of the nation-states regarding the policy areas that still retain within their sovereignty, as well as which ones, if any, have been moved to a supranational institution. This establishes a central, qualitative difference, and not incremental, between the existence or not of a delegated authority. The apparition of spillovers is then considered, but their beginning can only come from a ‘grand bargain’ between nation-states. It is actually a choice of institutional form, as what is being decided is how to decide and to whom direct the votes, the pressure and the complaints. Spillovers are relevant within these policy areas where the last resort has been passed to delegated authority. This is how and why the intergovernmental mechanism is locked in by itself.
It will not be surprising if it’s shown how a parallel can be drawn between forms of sovereignty, Persson and Tabellini’s types of federal structure and the institutions that represent all of them within the European integration process:
[bookmark: _Toc208070850]Table 3.1
Forms of sovereignty and its correspondence with EU actors
	Form of sovereignty
	Pooled
	Delegated

	Type of federal structure
	Inter-government bargain (horizontal)
	Centralized (vertical)

	Key actors
	Nation-state forums: Council of Ministers, European Council
	Supranational organizations: EC, EP, ECB



Source: the author
Within a pooled sovereignty scheme, policy decisions (what to do) are taken under the intergovernmental bargaining form. But when we are in a delegated scheme with a central decision point, spillovers are activated through the formation of transnational voters’ coalitions. If the division between both lines is trespassed this would constitute a ‘shift moment’ (an institutional change) that can only be explained as a constituents’ decision through the nation-state if the departing point is an inter-government scheme. The analytical implications of this fact is that rationalist framework models a la Moravksic should be used both for understanding policy decisions when taken under a inter-government structure and for explaining any possible ‘shift’ towards a different form of integration. Spillover dynamics will suit better the policy decisions and any hypothetical increase or decrease in within policy areas with delegated authority[footnoteRef:5]. [5:  A ‘reverse shift’ from delegated to inter-government scheme is out of the scope of the present work, but it may be explained within the same framework as a contrary spillover that ends up returning power to the nation-states through the re-creation of intra-national coalitions that still find profitable to keep a common bargaining mechanism. Very little research has been done for these cases because it is a rare, almost non-existent event, given the fact that federation breakups are usually, well, breakups, and after them there is almost no scope for peaceful relations between the resulting parts. Nevertheless, some current and expected dynamics within the EU (Belgium, Catalonia to some extent) suggest that this may change soon. But, as stated, the present framework should be able to give account of such a situation by considering spillovers not only as incremental externalities but also as non-cooperative games.] 

In absolute terms, these may seem to be two competing, different models of integration. In reality it is possible to witness a combination of both within the same polity union, and even applied to the same policy area. But the long-term tendency will always be towards one, the other, or the ‘point 0’ for both options, meaning total national sovereignty. And what worries us here is the direction of this tendency given the preferences and strategies of constituents. In the EU, the fact is that both models explain different policies. Agricultural, environmental, and monetary are three relevant examples of delegated policies decided at a supranational centre that generate transnational alliances of constituents, particularly clear and graphic when any modification of agricultural subsidies appears. But security policy, fiscal policy, (most of) international relations, education, health and most of the usual areas controlled by the public sector follow a pooled sovereignty scheme, with goals and means only bargained when needed. This division may be defined as a ‘two-level’ union. Unlike MLG schemes, here ‘levels’ neither parallel nor interconnected, and inter-governmental mechanism has a hierarchical superiority in terms of explaining how decisions are made. As we will see later, this two-level situation has been evolving with the story of European integration, but the existence of such a difference has remained stable from the very beginning of the process.
Intuitively, different tools should be used when analysing the behaviour in each level. If this work would be about analysing the developments on Common Agricultural Policy and how a delegated centre has increasingly been gaining power on these areas during the last years or decades, the role of the nation-state would be taken for granted and focus would move to supra-national organizations and how the transnational coalitions act or not in favour both for more integration and the pursue of determined policy goals.
When a solution to a grand bargain is reached, the move towards a different form of integration won’t be obvious. What we need to do is to understand first if this solution, if the new equilibrium, set the missing condition for activating the institutional process that will provoke the shift. Which is this condition? Once total integration through inter-government is achieved and it is proven that no more sovereignty can be lost, governments will be in disposition to take the step for delegation.
According with the previous reasoning, is considering ‘national interest’ composed by intra-nation voters’ and elites’ alliances as the key gatekeeper for more or less integration. Thus, we will adopt Moravcsik’s rationalist framework in order to follow the specified steps, but acknowledging the fact that the resolution for the game is not by itself a shift or a permanency within the inter-governmental framework. A game cannot change the rules under it works, but can show that the actors are in the right situation for changing them
As this will appear clear to the epistemologically aware reader, mine is a rather clear rational-choice institutionalist (RCI) approach that will end up producing a complete information game where states will play their strategies as synthesis of voters’ preferences. The equilibrium solution will show the conditions for the shift towards a centralized union, but nothing else. So far, with the theoretical framework proposed, I have satisfied the definition of the two-level EU (one with pooled sovereignty mechanisms and other with delegated sovereignty methods) depending on which policy is on the spot. Regarding the fact that the present policy functions under pooled mechanisms, once the game is set up (section 5 of the present work), the ‘grand bargain’ about the conditions for a change in the institutional form will be solved, equilibriums found, the comeback to theory will be possible and thus hypothesis for the shift to a delegated sovereignty structure will be tested. But before that, a step is missing. And just using the usual methods of RCI cannot fulfil this step: how do we get to this lock-in point? What is the path followed by the Old Continent that explains the institutional situation? And in which specific organizations has this path crystallized?
In a quest for deepening the context-aware analysis that we started in this last section, these questions will apparently take us out of the played game. As “actors may be in a strong initial position, seek to maximize their interests, and nevertheless carry out institutional and policy reforms that fundamentally transform their own positions (or those of their successors) in ways that are unanticipated” (Pierson, 1996:7). And this happens towards constraints and definitions of new opportunities. Thus, “the current functioning of institutions cannot be [only] derived from the aspirations of the original designers” (Pierson, 1996:6). This does not invalidate the rational choice framework. I would even argue that it makes it stronger. A simple, weak form of bounded rationality as a starting point that takes seriously the role of time (previous iterations of the same or other games) in the way it shapes the available options. Then, this should not be understood as a contradiction with methodological individualism[footnoteRef:6]. [6:  This may appear clearer under the light of the following exposition of the role of time in social reality: given a moment t, society is constituted by an indeterminate number of individuals interacting with each other. This network of interactions is incomplete (in the sense that not everyone interacts with everyone) and conditioned by the outcome in the previous moment t-1. It follows logically that the outcome of moment t will influence t+1, and so on. In a nutshell, the network of interactions in the past creates the conditions and the opportunities (the structure) for the next interactions. Agency creates the structure while it is essentially defined and conditioned by it. Assuming this logic, it is possible to enunciate that there is nothing but agency, and structure is a (very useful) concept that we use to understand how some (inter)actions limit others, both diachronically and synchronically. It is a black box by definition that we should be able to open up systematically when needed, building an explanatory path through events.] 

Within this, an adequate analytical toolbox for my purposes is David Collier’s development of the idea of ‘critical juncture’, a key moment of transition for a political flow of events when decisions taken consolidate the course of the process making reversal difficult and/or costly. It is through a set of fundamental mechanisms that this happens: lock-in (increasing cost of change), increasing returns (in every iteration repeating the strategy yields more benefits), positive feedback or self-reinforcement (an spiral loop where from a small change on the process is magnified through repetition). In the following section I will briefly analyse the consolidation of decision-making institutions during the EU integration process using all these tools in order to complete the explanation of the locked-in ‘rules of the game’ before the game (affecting these same rules) is played.
[bookmark: _Toc208145623]
The historical reasons and the ideational path to the two-level EU
Critical junctures are the key moments that make the institutional order emerge and consolidate, becoming the framework, the rules for the game (Collier and Collier, 1991). This is visible through explicit organizational arrangements that consolidate the dual structure of the EU. The two acting mechanisms are apparently contradictory, but as I will show they reinforce each other through parallel interaction: inter-governmental method has become locked-in as the fundamental bargaining system for deciding policies as well as the rules of the negotiation. This tends to lock the duality and particularly makes intergovernmental bargain the key decision mechanism for both policymaking and institutional design. At the same time positive feedback and increasing returns dynamics have allowed delegation in several policy areas to centralized institutions in Brussels that are improving their autonomy from inter-government decisions. 
It is of course not the goal of this section to give a complete account of EU’s history, but a tracing of the mentioned tension through the integration process. And the most effective way to do so is using the different Treaties that conform the fundamental legal body of the Union, as they are nothing but the most clear and basic compilation of both the outcome of bargaining and spillover processes and, at the same time, contain the definition of the agreed rules of the game.
[bookmark: _Toc208145624]4.1 The (old) roots for the two-level EU: 1950s-1990s
The policymakers known as the ‘founding fathers’ or principal architects of the European Union, with special mention for Jean Monnet (high rank French public servant) and Robert Schuman (French Finance Minister first and Foreign Minister later), had a publicly-recognized ‘pragmatic internationalist’ view on what International Relations are and should be, and they applied this view to solve the first main conflict that Germany and France addressed after the ending of the II World War: the control of the steel and coal resources in the border Ruhr area. Pursue of a peaceful solution to this issue was obviously conditioned by the huge costs confronted during the War by both countries. This declaration by Robert Schuman puts it in a clear way:
Five years, almost to the day, after the unconditional surrender of Germany, France is accomplishing the first decisive act for European construction and is associating Germany with this. Conditions in Europe are going to be entirely changed because of it. This transformation will facilitate other action which has been impossible until this day. Europe will be born from this, a Europe which is solidly united and constructed around a strong framework. (Schumann, 1950)
And solution came as a Treaty in 1951, signed in Paris, constituting the European Coal and Steel Community, true antecedent for the Union. This text already created what would be later consolidated as the fundamental organizations of the EU, although only in its seminal form and under different names: European Commission (called ‘High Authority’) and European Parliament (called Common Assembly) in the ‘delegated authority side’, and the Council of Ministers in the ‘intergovernmental side’. Obviously, this decision was taken under an intergovernmental form in a conference created ad hoc. And this scheme perpetuated for the definition of what would be the first crucial step in the European integration: an explicit long-term arrangement for establishing a common legal framework to share policy areas and decisions. It was the Treaty of Rome in 1957, resulting from the so-called Intergovernmental Conference on the Common Market and Euratom that took place the former year. With the sign of this Treaty, the apparent paradox within the integration came in: while the essential goal was creating a common market without barriers between the states, the path to this was through Member states’ decisions.
Put in another way; was it feasible any other situation but the one that took place? A group of sovereign states took a specific decision based on their sovereignty. In this decision it was built-in the presence of future increasing returns and positive feedback loops: as neo-functionalists assert when they define and identify functional spillovers, economic integration tend to reproduce itself as gains for more integration come by themselves. This should be not surprising for anyone familiar with classic and new trade theory. From David Ricardo to Paul Krugman, the fact of comparative advantage and the benefits for open economies are well-established and hardly challenged at least when we are dealing with regions having similar economic structures and wealth levels. The implication is that every time a new sector opens itself, the nation will find more profitable to also open others. Positive feedback based on increasing returns is clear.
The regulation of such markets will have to move to a superior level, optimally not implying an inter-government conference for every single decision. Thus, delegated authorities will tend to take this role (European Commission, European Parliament, European Court). These authorities need organizations to be effected, formed by policymakers (both elected and non-elected) that both take and execute decisions, and in the long run they start to have their own goals and performing routines that reinforce the positive feedback in the economic side, as interests become aligned.
But where does the ultimate decision capacity for integration remains? Is the Commission, the Parliament or the Court able to impose their criteria to the states out of the policy areas that have been already transferred to these entities by the same states? The answer is, of course, no. The well-known episode of the ‘empty chair crisis’, already referred in the present paper, is an excellent example of how a specific nation-state (France) could impose its interest to the centralized authority.
In its essence, this situation did not change until Maastricht Treaty was decided and signed in 1992. It was then that the creation of the European Monetary Union (EMU) was decided, constituting the most important trespass of competences from governments to a delegated authority in the whole history of integration. The step forward for the EMU and the consequent euro and European Central Bank (ECB) should be understood under the tensions between positive feedback and lock-in dynamics. The roots for this move towards delegation may be found back in time, as there are accounts for such propositions even before World War II, and specific reports with very concrete, far-reaching and high-level policy proposals were launched during the 1980s. But it is the 1992-1993 crisis, when the European Monetary System established in 1979 revealed itself to be inefficient for keeping price stability within the member countries, what triggers the governments’ decision towards the union. What does this teach to us? The importance of crises, established by Moravksic in his framework, as provokers of key ‘grand bargains’ between European states for integration. During or right after a crisis, the dynamics may take such a form that in iterated games delegation and sovereignty are the two unique results in the medium or long term, as inter-government is not efficient taking decisions to confront the crisis effects. This is where the paradoxical relation between lock-in and spillover lies: in order to survive, locked-in inter-government scheme should accept the force of increasing returns and the huge cost of undoing the way to integration, which inevitably yield to deeper delegation instead of inter-government. But this does not happen in an incremental, gradual way. Conversely, it takes place through what may be labelled as ‘on the verge’ episodes when decisions are unavoidable, because the (consequences of the) long term have reached the actors.
[bookmark: _Toc208145625]4.2 Inter-government bargaining, consolidated through the Councils: 1990s
The Treaty of Nice and the Treaty of Amsterdam took slight but important modifications that gave more power to supranational, delegated institutions. Garrett and Tsebelis (2001) is a good account of these modifications, already referred here: qualified-majority voting in some areas came to the Council of Ministers and made national sovereignty more vulnerable. Plus, codecision (between the Council and the Parliament) method became a requirement to more policy areas, making the Parliament stronger. And, paradoxically, weakening the Commission’s role (Garrett and Tsebelis, 2001). With the consolidation of EMU and finally crystallized on the Treaty of Lisbon, the part of the Council of Ministers focused on finances and comprehending the member states of the Eurozone became more and more relevant for taking macroeconomic policy decisions and coordinate them. The so-called ‘Eurogroup’ is formally defined and consolidated in the Protocol 14 of the Lisbon Treaty:
Article 1: The Ministers of the Member States whose currency is the euro shall meet informally. Such meetings shall take place, when necessary, to discuss questions related to the specific responsibilities they share with regard to the single currency. The Commission shall take part in the meetings. The European Central Bank shall be invited to take part in such meetings, which shall be prepared by the representatives of the Ministers with responsibility for finance of the Member States whose currency is the euro and of the Commission.
Article 2: The Ministers of the Member States whose currency is the euro shall elect a president for two and a half years, by a majority of those Member States.
—Protocol 14 of the Consolidated Treaties of the European Union (as amended by the Treaty of Lisbon)
It is easy to see that “once set up in 1998 the Eurogroup quickly established itself as the most important forum for policy coordination for the euro area, thereby de facto performing many of the tasks which are assigned to the ECOFIN Council by the Treaty” (Puetter, 2011:15)
But there is still other inter-governmental forum, even more important as it is formed by the Chiefs of Government of every single European state. It is the European Council. Its existence is not new: the holding of informal ministerial meetings appear to have started with the so-called Gymnich meetings, first held in the foreign policy cooperation (EPC) arena in I974. However, such meetings have been held increasingly common (Puetter, 2011). Its legal entity has now fundaments on the Lisbon Treaty, specifically when it amended the Article 15 of the Treaty of the European Union, leaving the European Council as the engine for integration:
1. The European Council shall provide the Union with the necessary impetus for its development and shall define the general political directions and priorities thereof. It shall not exercise legislative functions.
Its composition is defined in the second point of the same Article 15:
2. The European Council shall consist of the Heads of State or Government of the Member States, together with its President and the President of the Commission. The High Representative of the Union for Foreign Affairs and Security Policy shall take part in its work.
In conclusion, as it is easy to notice, “a lead role of the European Council and the Council [of Ministers] in both policy initiation and finalisation and the reliance on non‐legislative decision‐making” (Puetter, 2011:7).
I stated before that there are three fundamental components for considering a polity union (a federation) as totally sovereign or formed, in an ideal way: the capacity to decide policies, the capacity to enforce these decisions (monopoly of violence) and the capacity to fund them and manage resources. In the EU, a rather small part of policies are centralized, monopoly of violence is essentially in hands of nation-states, as fiscal policy is, but not monetary policy. Perhaps the most striking thing about the Eurozone debt crisis is that its outcome may well be the cession of fiscal policy to the delegated centre, which would imply a strong, practically unavoidable spillover effect moving the key decision capacities of all policy areas to the central point, although establishing at the same time a federal system of shared and distributed policies. How will the specific decision mechanisms act to achieve this or other outcome? Now is the moment to start modelling, taking all the theoretical and historical analysis to formalization in order to see how do interactions emerge and strategies are played to set the conditions for a specific model of federalism. And, in the end, coming back to institutional analysis to test the last, but fundamental, part of the posted hypothesis, in order to end answering the question that titles this work: why this union?
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A two-actor sequential game for the present and future federal European union
[bookmark: _Toc208145627]5.1 Actors, antecedents and preliminary considerations
So far, it has been established the dual nature of EU integration process. Within this nature, the sovereign debt crisis means for Europe a key choice between two essential forms of integration: the current, dominating inter-governmental (horizontal) system and the more US-like, centralized (vertical) federalism. As stated before, this distinction is taken from Persson and Tabellini (1996).
This is a situation in which actors are reduced in their categories, clearly identified, and they are considered to bargain for achieving a specific goal or set of goals, game theory arise as a particularly suitable instrument. If the norms that constraint the decisions of these actors are also known and clear, and at least a part of the actors have a strong tendency to act strategically, as may be easily argued for political parties, the use of a method that put in a diaphanous outline their interaction seems mandatory. Given these reasons, game theory will be our main analytical tool in this section.
For Persson and Tabellini (1996), the central claim is showing how the trade-off between risk sharing and moral hazard may be avoided by a bigger vertical centralization in a two-actor model. But what they addressed is an efficiency question, while mine is more a positive inquiry: which is the most feasible outcome, and why? More specifically, with the present stage of the analysis, what we are looking for is the point where inter-government bargaining creates by itself the conditions for its own self-destruction.
The use of two-actor models in bargaining problems where time and sequence of events are relevant has the advantage of allowing the model to show the step-by-step process with clarity. Also, if actors are not equal in their preferences as a consequence of their structural differences that lead to distinct positions in the game and thus different available actions, utility functions must vary. And for the sake of simplicity and parsimony, a first step should clarify the bargaining process. Of course, further research with multi-actor models is pertinent, but only once this ground is settled and ensured. But, for now, the actors defined will be two:
(1) 
 or ‘strong’, equal to Germany in the defined case study. Or any other region considered by investors in a good situation in terms of growth/debt relation.
(2) 
 or ‘weak’, that would represent Spain. Or the regions with high unemployment and bad growth perspectives that yield to negative perspectives on debt payments to investors.
While being under an inter-government scheme, I consider governments as perfect aggregators of voter preferences, this is, Moravksic’s ‘national interest’.
Morelli et al (2012) is probably the most recent and fruitful work addressing the kind of question that interests us for the EU. A fundamental feature in their model is the explicit inclusion of ‘the risk of autarky’. For them, the fundamental decision is not between one or another model of federal union, but between keeping or not such a union. From their point of view, there are some countries that, after the shock suffered by the Union in late 2009 and early 2010, have shifted their preferences from ‘more union’ to ‘autarky’. This hidden hypothesis is not justified nor explained at any point. Given the already established fact that a reversion of the union is extremely costly, it is far more realistic to consider the threats of reverting to autarky more a negotiation technique that a real preference shift.
The key insight from Morelli et al (2012) is “how the correlation of income shocks, relative population size and relative income interact with decision rights and characterize the feasibility set” (Morelli et al, 2012:3), while my goal is to understand which will be the most feasible outcome with constant and given preferences that account for the political constraints. I assume a form that takes into account the voting weights would improve the probability of fiscal union (and this conclusion is essentially an evolution of what Persson and Tabellini showed when they said that voting coalitions are formed under vertical federal scheme and not under horizontal intergovernmental state). But my question is: given the current situation, is this possible?
However, it is true that “any comprehensive theory of integration should potentially be a theory of disintegration.” (Schmitter, 2002:4). As established, the considered situation is such that going back to autarky is extremely costly, particularly for the country suffering the most under a shock to leave up more mechanisms to bear with crisis. And, as shown by Lane (2012), for strong, wealthy countries it is costly to the point to make them willing to deal with moral hazard implied in fiscal transfers and bailing out mechanisms.
If the current situation would not be happening under a federal-like legal scheme, it may be summarized as a rather simple, much-time repeated principal-agent game as the one we have witnessed after almost every banking crisis leading to a sovereign crisis, when nations suffering the pressure of debt are bailed out by better-positioned nations, usually through international organizations such as IMF. But the fact that there is a pre-existing common framework makes this a case where the fundamental trade-off is how much risk are the actors willing to share given the fact that each additional ‘degree’ of risk sharing implies a new degree of moral hazard.
Recall Persson and Tabellini’s distinction between a union that works through horizontal fiscal transfers and another where fiscal redistribution is decided through the action of a common central organization. When there is a pre-existing institutional framework as described, the bailing out and debt pooling mechanisms may be considered as a version of horizontal transfers as it is a negotiated way of redistribution between governments, implying as well moral hazard. In the end, debt is only one more of the sources for financing policies that a government has, together with taxes and ‘regular’ fiscal transfers. Thus, any move towards debt pooling or bailing out within the Union will be considered as a move towards integration.
[bookmark: _Toc208145628]5.2 Preferences and utility functions
Wrapping up, the included elements so far to shape the preferences of the actors are:
1. The possibility of deepening the integration through inter-government transfers focused on debt and bail out systems.
2. The possibility of deepening the integration through the establishment of a centralized system to decide on the inter-region transfers.
3. The possibility of reverting any type of union to autarky.
The first one is a matter of degree: how much union do we want? But the second and the third ones are absolute responses to this degree issue: either a union where we (the actors) do not hold the capacity to decide any more on fiscal transfers in the same manner that we used to, or non union at all.



Still, more elements should be added to the set of preference shaping before going further in formalization. The moral hazard attached to integration through risk sharing affects negatively  and positively , who will be able to issue more debt without controlling the fundamental problems that lead them to the present situation.  will want to avoid this through the imposition of conditions to each new amount of transfers. These conditions consist on constraints to the policy capacity of the government, mainly in fiscal areas, both for collecting taxes and deciding expenditure. Thus, logically counteract and compensates the expected lousy fiscal balance. This is: aims to avoid moral hazard.

But the current framework is such that there is no central authority able to enforce the agreements. As a consequence, there is a possibility for  to not accomplish the agreed conditions if the government expects not to have to request for more help. Summarizing all the preference-relevant elements:
1. 
Degree of transfers .
2. 
Degree of conditionality .
3. 
Degree of fulfillment of the conditionality .
These three gradual decisions may be abstractly represented in three different continuums going from 0 to 1:



	It is possible to keep the available actions to these three possibilities. A move back to the conditions that will allow governments to decide for total autarky () is represented by:


	No transfers, no conditions and consequently nothing to accomplish.

	And a situation of delegated authority () instead of inter-government will only be achieved under the following conditions:


Before this level, the inter-government scheme will be maintained as it is only at the maximum point that there is no more sovereignty to lose and thus transaction costs of moving from one institutional framework to another will be minimized. The choice for a centralized union will only come when inter-government cannot yield any more benefits to actors, this is, to the nation-states.
Now I can formalize the utility functions of each actor. They will be different, as explained, and based on the three selected dimensions of transfers, conditionality and conditions fulfilment.




For the strong region S, maximum utility happens at the point of Un, this is, when centralized union is achieved. This happens because coming back to autarky () is considered as extremely costly, as already referred. Thus, such a situation (autarky, the end of the union) would leave Germany with 0 utility. But the profit taken from the increase of transfers is directly determined by the fulfillment () of the imposed conditions. And the effect of these conditions is also determined by the same , having  a double influence:


Then, if there is no fulfillment, utility equals to the one that would yield the ‘autarky situation’. But up to that point, every option is preferred to autarky.



Conversely, for , maximum utility will be achieved when combining full transfers () and no conditionality (). F of conditions will act as a modulator of conditionality: each point non-fulfilled will report utility. But it should be considered that a situation of autarky is not desired at all by the region. An efficient way to summarize these features may be the following:




Fulfillment affects conditionality obviously reducing its negative effect: unless fulfillment equals to 1 (totally accomplishing every single condition), conditionality will only have the effect of gradually reducing benefit from transfers.  is an exogenous constant taking a value  that accounts for the fact that even with total conditioning and fulfillment the weak region is better off by getting the transfers. This is justified by the fact that autarky is extremely costly for an indebted country with weak fundamentals in terms of its macroeconomic situation, and that has already engaged into an integration process.
[bookmark: _Toc208145629]5.3 A first, non-iterated game






Which sequence of events takes the actors to the resolution of these utility functions? Being the financial situation of public,  anticipate the fact that  will ask for help, and thus fix a conditionality rate. As this depends on the amount of transfers in a direct proportion (the deeper the transfers, the more risk sharing and thus potential moral hazard), what decides is a specific level of conditionality for each possible level of transfers: , where  is the chosen factor between 0 (no conditionality attached to transfers) and 1 (maximum conditions).

After this condition is set and known,  will ‘decide’ the level of transfers. This is nothing but a formalization of a two-sided bargaining including two directly related elements. Meaning that, although the ‘bargaining moment’ is only one (a meeting, a summit), conditionality has been decided previously, and is common knowledge[footnoteRef:7]. Setting apart bargain techniques such as credible threats, this makes negotiation a mere choice of a combined level of transfers and conditionality. [7:  Thus, a Bayesian model would not apply.] 


Once this choice has made, we enter on the third stage. Now,  will be able to choose the degree of fulfillment of the conditions. This would close the game if no more help would be needed from the weak region. In order to find the equilibrium, I shall draw the decision tree corresponding to the explained narrative:
Figure 5.1
An absolute and non-iterated game on inter-government bargain
[image: ]








As exposed before, decisions are taken in continuums from 0 to 1. To begin looking for dominant strategies and equilibriums, let’s assume that the only possible values are 0 and 1 for each one of the decisions. Recall that first stage is in fact a choice of  in the relation . If this relation is set to 0, then there is no conditionality insofar attached to any level of transfers T: both levels of (0 and 1) will come with C=0. Conversely, if this relation is set to 1, a transfer level of 1 will imply a (total) conditionality of 1. These choices and the subsequent fulfill-not fulfill () compound four strategies for  and two for . Altogether, eight possible terminal histories are contemplated in order to find equilibrium. Applying the already defined utility functions and assuming that , these are the resulting payoffs
[bookmark: _Toc208070851]Table 5.1
Payoff matrix for an absolute and non-iterated game on inter-government bargain
	
	C/T = 0
	C/T = 1

	T=0, F=0
	0, 0
	0, 0

	T=0, F=1
	0, 0
	-1, 1

	T=1, F=0
	1, 0
	1, 0

	T=1, F=1
	0.1, 1
	0.1, 2





The strong region has the most interest on a situation, where  converge to 1. On the contrary, and logically, for the weak region the best possible situation consists on having full transfer integration and none conditions, or conditions but without fulfilling them.
However, at the first sight there is no strict Nash equilibrium. But a non-strict Nash equilibrium may be located at:





As is the best possible response to any  . Regardless of what the strong region does, for the weak region is strictly optimal to select the highest possible level of transfers and then to cheat by not fulfilling the conditions. Under this situation, for  it does not matter if conditions are established or not, as these are not going to be accomplished. But as the payoffs are equal to those without conditioning, rationality will dictate to impose conditions if there is no cost for doing so.










If the game is changed back making choices continuous and gradual rather than absolute (yes-no, 0-1), equilibrium is found around the same point. The key fact is that there is no incentive for  to move away from , regardless of what  decides. For example, imagine the following strategy profile: . Here, the strong region is being ‘benevolent’ and accepting a relatively weak conditionality level. If the weak region responds with, say, choosing the highest possible transfer level  and a 50% fulfillment of the conditions, making , . Moving towards ‘cheating’ will clearly improve its position until  at the exact point . Thus, equilibrium will keep falling in .

[bookmark: _Toc208145630]5.4 Expanding the game: iterations and learning

The acute reader will have already noticed that this ‘cheating’ equilibrium only works in the (very) short term. And it is to some extent consistent with the short-term outcomes of the bargaining processes between EU countries: there are no consistent moves towards a centralized union (Un), while transfers are growing. And the firmest declarations in that direction come from the strong region(s) (citation needed), which is consistent with the fact that is in that terminal story where highest payoffs for  lie. But it is not totally consistent with reality: we do see fulfillment by weak regions. Why in fact did Spain change their economic policy in May 2010 towards what was demanded from abroad?





In other words, what happens if more help is needed? That is probably what explains the fact that there is fulfillment in the EU crisis (Spain, for example previewed the need of more future help, and thus decided to change its strategy). Under this situation game repeats (has more than one iterations). Now,  knows , meaning the fulfillment level of the weaker region in the first iteration. This will act as reputation signalling. And the lower it is, the higher will they set new  for any given level of . The weak region, acknowledging that, will tend to modulate its level.




This should have consequences for utility functions, which will suffer a slight modification. More than a proper preference shift, this is actually a preference adjustment through learning. Now, the conflict that traps the choice of for  is that it depends on how many iterations does the weak government preview to play. The less iterations, the closer to 0 will be the value of , as reputation is less relevant. For , the problem is similar: the longer the situation is expected, the most feasible will be that the other part in the bargain will stick to negotiated conditions in exchange of transfers.
The formal translation of this new situation are the following, modified-by-learning utility functions:






Where  is the probability that  estimated for the present iteration to be the last one made in the previous iteration. This variable depends on external factor and is not decided but estimated, which makes it exogenous to the model. 









In this new model  still seeks for maximizing , and  at the same time; and  keeps wanting, at least ideally, to maximize only minimizing . The fundamental new feature is that now the fulfilment is tied to this consideration, that determines how important is to build a reputation for the weak region: the payoffs that more transfers give to the strong region depend now on what the weaker one did in the previous iteration. Applying backward induction, it follows that : if  considers highly probable at moment t-1 that the game will end at t, incentives for fulfilling diminish until disappearing.


	Now, the fact that T depends on ’s behavior in t-1 makes the weak region to plan in advance. Actually,  could maximize utility if the number of estimations is accurately estimated: then, the right strategy would be fulfilling conditions in every iteration except the last one.






But what if there is no clear end, no visible horizon? What if the last iteration cannot be identified? Then,  tends to 1. As a consequence, in order to maximize , the weak region will have to fulfil more and more of the conditions until reaching full accomplishment. If  there is margin to maximize for  until and thus the factor , reaching its maximum.




Given this, the most rational action for the strong region is to set . Now,  has no choice but to accept this, again, to maximize preferences. It is easier to see in the last stage, once  constantly. As we have equated  by making the game infinite, this simplifies utility functions:











Now it will appear obvious that in the long term (in the longest possible term, actually) the best response for any decision from the strong region on  is to choose . And as  maximizes with , the rational choice will be .  is no longer a feasible and good strategy, thus the capacity to set the equilibrium lies on . 


This is what actually happens in the EU. First, there is a perverse dynamic going on within and  that seriously hampers the resolution of the debt repayment issue. ‘Conditions’ is more than a sole category and has a small, national-level decision game built-in itself. There are two major kinds of conditions that the region benefitting from transfers may have to fulfil from the strong region: (a) spending cuts and tax raises and (b) structural reforms to improve competitiveness. When deciding F, what the weak region is actually setting is a specific mix of (a) and (b). The fact is that (a)-type measures have priority at similar electoral cost as they are less institutional-costly (less transaction costs) and they can get money easier and quicker. The perversion is in the fact that cut damages real economic growth and the lack of structural reforms affects seriously to growth perspectives, which makes interest rates to rise and tax raises to be in the end less efficient. This provokes the necessity of more and more transfers.
	This effect sums to the essence of the problem: debt and risk diminishing. As we have seen and Persson and Tabellini (1996) show, there is an inherent problem of moral hazard attached to inter-government schemes. A debt shock coming after a credit bubble is a problem that cannot be solved without restoring confidence and reputation.  The only way to do so in an inter-government system is to maximize at the same time transfers (help from the strong to the weak country), the imposed conditions that ensure the necessary (as seen by the investors) cuts and reforms, and of course the fulfilment of these conditions.
	Given these factors, if the number of iterations is set to infinite (which is the mathematical translation for ‘no clear horizon) the values of fulfilment will tend to 1. The only possible strategy for Spain to get the benefit from transfers is to follow the conditions in every previous iteration. And under the ‘infinite’ or ‘undetermined’ condition, this logically means to do so in every iteration.

Following the explained tendency and after a given number of iterations[footnoteRef:8], equilibrium is found at . Translated to theory, there is a full integration in terms of transfers between both countries, and at the same time the maximum conditionality is ensured and fulfilled.  [8:  The specific number is irrelevant for the question of the present paper, as it is a ‘when?’ dilemma, but may be achieved in further work through more detailed mathematical analysis.] 
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Concluding: back to institutional analysis
The game has given us the fundamental condition for a shift towards a delegated union. And it is fundamental because at this point there is neither sovereignty loss nor institutional cost because the fundamental conditions have been already reached and there is no defined final horizon for the situation. National governments, this is, voters will only give up decision-making power and break up ‘national interest’ if and only if there is no other choice to solve the situation provoked by the shock but pushing to its limit the inter-governmental framework. The consequence will be a different organizational arrangement that consolidate the avoidance of moral hazard problems: a vertical union.
This ‘there is no other choice’ and ‘we are on the verge’ situation is equal in its essence to the one lived before and during the creation of the EMU, not in the specific mechanisms (a debt problem does not operate at all like a currency problem) but in the fact that before a key policy area becomes part of a delegated scheme coming from inter-governmental bargaining conditions should be strong enough to make the change possible. 
What is witnessed is a process of ‘unlocking’ a fundamental institutional arrangement: a new critical juncture that is localized through historical analysis and unpacked using rational choice methodologies. This institution defines the form of interaction between individuals conditioning coalitions of interests. These contracts empower certain grouped actors (national governments) for taking decisions in the name of those coalitions. It is through a dynamic of path dependency that this arrangement has become consolidated: specific critical junctures may be identified. But, paradoxically, in its own design is also the destiny to destruction when needed for the basic actors. Here, the effect of path dependency has been nothing but consolidating the rational, utility-maximizing behaviour of these actors within a specific framework. The institutional costs for changing has been set so high that it only happens when it is (perceived as) absolutely necessary for the actors and the loss of decision capacity (national sovereignty), the disempowerment, is already a reality. Not before, nor after.
The answer to my initial question, ‘why this union?’, appears to be double. In the short term, ‘this union’ is a deeper inter-government organization with high moral hazard problems that are apparently solved on the go. The reason is that the existing organizational scheme keeps the union as it is. When a shock comes, it puts the incentives in the side of collaborating for the strong region, and of ‘cheating’ after the agreement for the weak one. But this ‘collaborating’ and ‘cheating’ are not absolute categories, but evolving (endogenous) variables subject to players’ expectations.
Once the scope is opened, this moment ‘deepening inter-government’ reveals itself as a mere part of a bigger, longer process created by the initial shock that has put Europe on the road to a centralized political union. This union will be achieved only when actors realize, through trial-and-error (this is, bailout after bailout, debt pooling action after debt pooling action), that this inter-government integration yields to no resolution of the fundamental problem. The impossibility of witnessing an end for the crisis is provoked by the perverse dynamics between conditionality and fulfilment, trapping weak regions between the necessity to follow the conditions and to select between them those that are more convenient in the short term. This erodes expectations of getting it solved without a full commitment in the long-term. Such commitment transforms into delegation when there is no sovereignty left to lose and, at the same time, transaction costs of every inter-government decisions are clearly higher than those of creating a new organizational arrangement. 
But if we open the scope even more, we see that this situation may only be explained if the duality is identified in the root of the EU: this duality is what will make transaction costs affordable for nation-states, as organizations already exist and do in fact hold policy capacity. This duality is better understood through a path dependency analysis. Through specific critical junctures, these organizations arise and become competent and competing with the inter-governmental ones. 
Actually, I believe that a similar process may be applied to any case of half-made polity that, being based on a inter-government scheme, sees itself under a debt shock. Including institutional analysis before and after the game and having historical critical junctures identified makes of it a powerful tool. This combination may form a deeply comparativist perspective, but still context-aware, focused on federal issues for the 21st Century. The following hundred years will be the era of questioning sovereignty and the nation-state at the normative level. From a positive point of view, complete toolboxes will be needed to understand the changes and challenges that are waiting for us in the coming future. Here is a (humble) proposition.
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