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nodes, then at all of the choice nodes that come before these nodes, then at all of the choice 
nodes that come before these nodes, and so on until they reach the initial choice node. At each 
choice node, the players will choose the action that provides them with the highest payoff given 
how they expect the other players to respond farther down the game tree. At the final choice 
node, the players simply choose the action that provides them with the highest payoff.

So, how does this work in practice? We now solve the EVL Game shown in Figure 3.2 by 
backward induction. The final choice node of the game has the citizen deciding whether to exit 
or remain loyal. If the citizen chooses to exit, she will receive a payoff of E – c. If the citizen 
chooses to remain loyal, she will receive a payoff of 0 – c. It is easy to see that the decision as to 
whether to exit or remain loyal will depend on whether 0 – c is larger or smaller than E – c. For 
now, let us assume that E > 0; that is, the citizen’s exit payoff is greater than her loyalty payoff. 
One way to interpret this is to say that the citizen has a credible exit threat, because if the game 
reaches this final node, she has an incentive to exit. Had the citizen’s exit payoff been smaller 
than her loyalty payoff, E < 0, the citizen would never choose to exit as she can always do at least 
as well by remaining loyal. Once we make the assumption that E > 0, it becomes clear that E – c 
> 0 – c. As a result, the citizen will choose to exit rather than remain loyal. We indicate this 
choice by making the exit branch at this final choice node bold. This is shown in Figure 3.3.

Solving the Exit, Voice, and Loyalty Game When the 
Citizen Has a Credible Exit Threat (E > 0): Step 1Figure  3.3

Note: E = citizen’s exit payoff; 1 = value of benefit taken from the citizen by the government; L = government’s value 
from having a loyal citizen who does not exit; c = cost of using voice. It is assumed that c, L > 0; E < 1 – c; E > 0.
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