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The public debt:

2

• What is it: the debt of the government.

– Implicit: there is one government (representing the people) contolling 
 expenditures and taxes.

• Not true in the ”Old Regime”: (ex Spain, next lecture)

– the king completely controls expenditures

– Parliament (whatever it is), or the people, can have some impact on taxation.

• In the US today, ambiguous:

– Two parties may have different views on the level of taxation.

• We begin with a simple case
– England XVIII (after the “Glorious Revolution” of 1688

– Assume that the debt has no credibility problem

• About true is the Whig party (the party of business) is in power. (Remark on Venice)



Case study: England XVIII 
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• The English public debt



The second hundred years war: military expenditures

France

England



Theory (modern fiscal 
policy) • Tax smoothing: 

– Program of future (overall) taxes constant as a fraction of GDP

– The level should be adjusted for the budget constraint (of the government)

– The government has a long life (in PV nearly infinite)

– The government does not have to pay back the debt. (Discuss-important)
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• Simple rule: tax level 
should pay the interest 
on the existing debt and 
the present value of 
expected future 
expenditures.

• In practice:
–  large shock (war), 

adjust the tax.

– Small shock: smooth 
that out



Exercises

6

• Predictable fiscal shock:
– Remember the assumptions

– Behind the figure

• Indeterminate random end
– Assumption: each year, a 

probability (fixed) that the 
war ends (for good) in that 
year. 



How to service the debt ?
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• Today: general revenues
– Exception: social security tax: 

• special tax to ensure that the benefits will be paid.

• Before stable government (say before 1800).
– Bonds (instruments of the debt—also called annuities) serviced (interest paid) 

by special taxes.

• Equivalent to mortgage the revenues: they are allocated to the service of a 
particular bond.

• True even for England in the XVIII.
– The Parliament voted in each fall for the quantity of new bonds to be 

issued and voted at the same time for the taxes to service these new 
bonds.



Examples: first loans to the English gov. 
after the G.R.



First loans to government
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Actual tax policy




