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Where benefits are not earmarked, ‘somebody else should pay’
is always a powerful motivation in tax policy. Alt (1983, p. 194)

The emergence of the fiscal-military state in the eighteenth century granted the cen-
tral government new and unprecedented roles. In England, fiscal collection was in-
creasingly centralized and put in the hands of a new and efficient fiscal bureaucracy,
an army was created, and the navy acquired world-renown reputation (O’Brien 1988
and Brewer 1989). Tax proceeds as a percentage of national income rose from 3.5
percent in the 1670s to over 12 percent by the end of the eighteenth century.1 Even
though parallel attempts at fiscal modernization in Spain met with limited success
until the early nineteenth century, in colonial Mexico public officials succeeded at
strengthening the central administration with fiscal bureaucrats and a proficient ac-
counting system. Mean growth for the Mexico City Treasury averaged almost 60
percent in each of the decades between 1770 and 1800.2 Other European states fol-
lowed in the late eighteenth and early nineteenth centuries.

Prior to this transition, most monarchs depended to a large extent on economic
and local elites for the collection of tax revenue and defense. Fiscal capacity was

1O’Brien (1988, Table 2).
2Klein (1985, 566–574).
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fragmented. The central ruler invested minimally in monitoring and enforcement
capacities to collect taxes. Treasuries and fiscal institutions at the national level
functioned primarily as recipients of the monies collected by the local elites. Provin-
cial authorities or economic actors organized in corporations—such as aristocrats,
merchants or ecclesiasts—were responsible for the collection and dispatch of taxes.
Rulers negotiated monetary transfers and loans with these elites and corporations,
and granted them exemptions and other privileges in return.3 For instance, in France
the provincial Estates, the assembly of the clergy, and tax farmers had tax author-
ity and transferred funds to the Crown.4 The Spanish crown protected the merchant
guild from foreign competition in the colonies, provided them with defense in the
form of convoys, and had a contract with them for the collection of the alcabala
(sales) tax in colonial Mexico.5

The fiscal-military state, then, implied losses of fiscal and other privileges for
different elites. Why did fiscally and politically powerful elites allow the ruler to in-
crease fiscal centralization and build-up militarily? To the extent that a ruler lacked
the ability to unilaterally increase revenue to provide an army or to strengthen fis-
cal administration, the compliance of at least a fraction of the elites was necessary.
Indeed, all across early modern Europe “provinces, estates, ecclesiastical domains,
privileged cities, and corporations, as well as noble families [. . . ] and city states,
maintained privileges and defences against the imposition of more modern, central-
ized, universal, equitable, and potentially more productive systems of taxation and
finance.”6

Explanations for fiscal centralization emphasize the need to increase military es-
tablishments as the major impetus for the growth of European states’ administrative
apparatuses. There are two approaches in the literature. One approach highlights the
role of military conflicts.7 Military conflicts facilitate fiscal reform because wars
unify a diverse population (Huntington 1968; Herbst 2000; and Kiser and Kane
2001), or the benefits of taxation become more salient to citizens (Levi 1988; and
Besley and Persson 2009) or capital investors (Mann 1988). Explanations in the
second approach underscore the need to constrain rulers upon granting them higher
fiscal revenues. The establishment of political institutions of representation, like a
parliament, increases fiscal cooperation by making commitments on public expendi-
tures credible (North and Weingast 1989; Hoffman and Norberg 1994; and Dincecco
et al. 2011).8

3See, for instance, O’Brien (2011, 421–423), Brewer (1989), and Levi (1988).
4Rosenthal (1998, 68).
5Marichal (2007, 76–77) and Smith (1948).
6O’Brien (2011, 432). See also Bonney (1999) and Storrs (2009).
7See for instance Weber (1922), Skocpol (1979), Tilly (1990, 1993), Bonney (1995), and Brewer
and Hellmuth (1999). For a synthesis, see Campbell (1993) and O’Brien (2011).
8A number of studies have expanded this argument and included qualifications. See for instance
Stasavage (2002, 2003), and Cox (2011). Ertman (1997) maintains that it is the timing of represen-
tative institution-building relative to the onset of wars what explains the variation in fiscal capacity
centralization.
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Both of these approaches contribute to our understanding of the growth of the
fiscal-military state. Military conflicts provide a window for monarchs and govern-
ments to negotiate fiscal centralization by making salient the benefits of taxation.
The second approach highlights, however, that increases in the benefits of taxation
may not translate in fiscal cooperation because of commitment problems. A ruler
with more fiscal and coercive powers may have incentives to expropriate elites or
renege on its debts.9 Some monarchs, however, succeeded at increasing fiscal cen-
tralization with no institutions of representation in place. The evidence in Dincecco
(2011, 27) shows that in many European states fiscal centralization came before
the formation of parliaments. Marichal (2007, 51) highlights that colonial Spanish
America lacked representative assemblies yet Spanish officials successfully imple-
mentated fiscal and military reforms in some regions in the eighteenth century.

In this chapter, I underscore the collective action problem present in fragmented
fiscal regimes that impeded the cooperation of the elites with the contribution of
men and resources for the defense of the territory. As such, the chapter empha-
sizes a commitment problem among the fiscally powerful elites, rather than be-
tween the elites and the ruler, in the process of fiscal-military state formation.10

In fragmented regimes, the ruler’s fiscal income rested on earmarking benefits to
elites. In the face of a threat of military conflict, fiscal fragmentation then led to a
collective action problem: each elite group had incentives to free ride on the con-
tributions of others, thereby contributing less than the socially optimal amount to
military protection. The elites and the ruler were stuck in a low-contribution and
low-public-good-provision equilibrium. I argue that fiscal centralization provided
an institutional framework that allowed elites to commit to contribute to military
protection by ensuring others were contributing as well.11

That collective action problems are inherent to fiscally fragmented states has
been well documented. Ertman (1999, 50) notes about the Estates in Germany that:
“the structure of the assemblies, divided as they were into separate curiae of élite
groups each with their own distinct privileges, tended to inhibit cooperation among
the curiae and lead the nobility, clergy, and the towns to focus on the defense of their
narrow group rights.” Bates and Lien (1985, 57) quote from Henneman (1971) that
“fiscal jealousies led towns to make subsidy grants conditional upon similar grants
from other towns” in France. Summerhill (2008, 224–225) notes that because rulers
bargained separately with each group, fiscal fragmentation led to free riding and
lower fiscal revenues.12

9Further, in times of war, the ruler may discount the future more than other citizens (Levi 1988).
10Many scholars have emphasized the role of collective action and free-rider problems in prevent-
ing the compliance of actors with welfare-enhancing cooperation. See, for instance, Olson (1993),
Greif (2006) and Greif et al. (1994).
11Emerson (1983) provides a similar insight regarding state formation at an earlier stage in
Baltistan. Greif (1998, 2006) also highlights the importance of military threats and the need for
elite cooperation in shaping the internal organization of the state.
12See also Levi (1988, 56–57).
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I provide a game-theoretic framework to analyze the conditions under which
corporate and local elites gain by surrendering to a central government their power
to levy taxes.13 The analysis shows that an increase in the probability of a threat
of external invasion or internal unrest is more likely to cause fiscal centralization
when the elites are more dependent on the ruler for future economic rents, and when
the prospects of economic activity are higher. To the extent that the stakes from
military protection are aligned between the elites and the ruler, and the elites lack
alternative ways to commit to cooperate for defense, the elites acquiesce to fiscal
capacity centralization.14

Historical evidence from the increases in fiscal centralization and military build
up in seventeenth century England and eighteenth century colonial Mexico provides
support for the implications of the theoretical argument. The evidence highlights
the importance of the Civil War for England and the Seven Years’ War for colonial
Mexico, and the lack of standing armies in both regions, in aligning the benefit from
military protection between the elites and the ruler.

I present the formal argument in Sect. 1. Section 2 confronts the theoretical ar-
gument with evidence from English and colonial Mexican history. The final section
concludes with a discussion of the implications and further avenues for research.

1 Formal Model

This section provides a theoretical framework to explain why fiscal-military state
building is more likely when the probability of a threat of unrest or invasion in-
creases. The focus is on the conditions under which corporate and local elites have
incentives to surrender their power to levy taxes to a central government.

1.1 The Game

A central government, henceforth referred to as a ruler, R, interacts with n economic
corporations, indexed by i = 1, . . . , n. These corporations are composed of agents
that are able to make agreements binding on all their members.15

13This theoretical framework is built on the history of eighteenth-century colonial Mexico. Arias
(2012) provides a detailed historical analysis of the successful increase in fiscal centralization and
military reorganization in colonial Mexico after the Seven Years’ War.
14Besley and Persson (2009) and Besley and Persson (2011) study the joint development of fiscal
capacity and market-supporting institutions. They also emphasize the salience of a public good for
increases in fiscal capacity. Their analysis, however, does not incorporate the role of a powerful
elite in blocking fiscal changes. In their comparative study of state finance in Britain and France,
Hoffman and Rosenthal (1997) and Rosenthal (1998) illustrate the importance of the difference in
preferences for war between crown and elite when fiscal power is decentralized. They do not seek
to explain transitions between fiscal regimes but only the impact of regimes on the number of wars
fought.
15Historically, the corporations were represented by local authorities (e.g. majors) or heads of
economic corporations or guilds (e.g. aristocrats, merchants or ecclesiasts). Many scholars have
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The ruler is threatened with an invasion (or unrest) with probability θ . A pub-
lic good (G)—military defense—is necessary to defeat the invaders (or the unruly).
In order to provide military defense, the ruler depends on the contributions of the
corporations because initially fiscal capacity is fragmented. That is, the ruler de-
pends on the corporations for the enforcement and collection of fiscal monies. The
corporations levy taxes and transfer some of the proceeds to the ruler.

The ruler is able to enforce bilateral contracts with the individual corporations,
and by means of these private contracts the corporations transfer part of their fis-
cal proceeds to the ruler. Each bilateral contract is observed only by the parties to
the contract. A contract with corporation i specifies the amount xi ≥ 0 of good i

that the ruler provides to corporation i in exchange for a payment τi ≥ 0.16 Let
(x, τ ) = ((x1, τ1), . . . , (xn, τn)) be the profile of the ruler’s unilateral offers to each
corporation.

Under fragmented capacity, the corporations make contributions to the pub-
lic good, gi ≥ 0, that result in a level of the public good G = f (g), where g =
(g1, . . . , gn), f is (strictly) increasing in g and fgigj

> 0 for i �= j . These contri-
butions are voluntary because the ruler is unable to enforce them under fragmented
fiscal capacity.

The ruler can propose to the corporations an increase in fiscal centralization,
whereby the corporations surrender to the ruler the power to levy taxes. The increase
costs F to the ruler. Under centralization, the ruler publicly announces and enforces
uniform tax payments t ≥ 0 from each i.

1.1.1 Timing

There are two periods. In the first period, all players observe θ . The ruler then
chooses whether to propose an increase in fiscal centralization or to keep fiscal
capacity fragmented.17 If proposing an increase in fiscal centralization, the ruler
proposes a policy profile {t, x,G} consisting of tax payments, a vector of private
goods, and a level of the public good. If not proposing centralization, the ruler pro-
poses a “fragmented” policy profile {τ, x, g}, which includes a vector of payments,
private goods, and contributions to the public good. Each corporation accepts or
rejects the policy profile proposed by the ruler.

In the second period, if the ruler proposed an increase in fiscal centralization
and at least n̄ ≤ n corporations accept, the ruler invests in a fiscal-military state

stressed the importance of corporate forms in the development of tax systems. For instance, Strayer
(1970), Henneman (1971), Prestwich (1972), Bates and Lien (1985), and Levi (1988).
16Examples of publicly provided private goods include royal monopolies (e.g. exclusive access
to trade between specific regions), value added to commodities (e.g. mint silver coins), or the
provision of local defense (convoys for merchants, fleets for miners). The collection of specific
taxes by corporations also guaranteed loans between rulers and the lending corporations.
17Historical evidence supports giving the ruler agenda-setting power. Monarchs and public officials
typically played an important role in coordinating economic elites and raising the elite’s awareness
about the need to negotiate fiscal-military building.
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and implements the policy agreed to in the first period.18 If less than n̄ corporations
accept, fiscal capacity remains fragmented, the ruler proposes a “fragmented” policy
profile {τ, x, g}, and the corporations accept or reject the ruler’s proposal. If the
ruler did not propose an increase in fiscal centralization, the ruler implements the
“fragmented” policy profile agreed to in the first period.

1.1.2 Payoffs

A corporation’s payoff depends on the amounts of the private good, xi , and the pub-
lic good, G, and on (exogenous) overall economic activity, ȳ. Some corporations
benefit more from military protection than others. A corporation is vulnerable to
the threat (of an invasion or unrest) to the extent that the corporation depends on
the survival of the ruler for future rents and protection. Let αi ≥ 0 parametrize the
degree to which corporation i benefits from the public good (G). A higher αi im-
plies greater dependence on the ruler and therefore a higher benefit from G.19 The
(expected) payoff of each corporation (when fiscal capacity is fragmented) is:

uF
i (xi,G) = v(xi, ȳ) + θαiy

(
f (gi, g−i ), ȳ

) − gi − τi − ei .

where v and y are the values of the private and public goods, respectively, at a given
level of economic activity, θ is the probability of a threat, τi is corporation i’s pay-
ment to the ruler, and ei > 0 is corporation i’s cost to collect taxes.20 The function
v is increasing and concave in x and ȳ, vxi ȳ > 0 for all i, and v(0, ȳ) = 0. Accord-
ingly, y is increasing and concave in G and ȳ, yGȳ > 0, and y(0, ȳ) = 0. Recall that
G = f (gi, g−i ), where gi is corporation i’s contribution to G. Each corporation’s
payoff is a function of its individual exchange with the ruler if θ = 0. If, by contrast,
θ > 0, the corporation’s payoff is also a function of the public good. The more a cor-
poration depends on the ruler for economic rents (αi ), the higher the benefit from
the public good.21 Finally, for any θ , an increase in economic activity increases the
payoff of each corporation.

18This framework does not explicitly incorporate the ruler’s commitment problem regarding t .
Once a ruler invests in centralization, the ruler could renege on the agreement in period 1 and
forcibly collect tax payments higher than those agreed to (see e.g. North and Weingast 1989). If
fiscal capacity is fragmented, this commitment problem between the corporations and the ruler is
not an issue. Reputation ensures commitment from both corporations and ruler because exchanges
under fragmented capacity rely on private contracts. A threat of reversion to fragmentation from
the elite may not be credible, however, after the ruler has increased fiscal centralization. I discuss
the commitment problem between ruler and corporations in the conclusion.
19For instance, some corporations may be able to keep their economic rents even in the case of
a British takeover of Spanish colonial territory, say, or they may have their own defense against
internal uprisings.
20This cost captures the effort to assess, collect, enforce, and dispatch taxes locally.
21The ruler and the corporations could also differ in their perception of the probability of a threat
(θ ). This can be incorporated in the parameter αi .
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If corporation i rejects the ruler’s fragmented policy proposal, xi = 0 and corpo-
ration i receives payoff u0 = v(0, ȳ) + θαiy(f (0, g−i ), ȳ), where g−i denotes the
contributions of all other corporations given that corporation i is not contributing.
There are positive externalities on those that do not contribute to building an army
because f is increasing in g−i for all i. That is, if θ > 0, all groups with αi > 0
benefit and cannot be excluded from the military protection.22

When fiscal centralization is implemented, the (expected) payoff of each corpo-
ration is:

uC
i (xi,G) = v(xi, ȳ) + θαiy(G, ȳ) − t,

where t is corporation i’s tax payment. (Recall the ruler sets ti = t for all i when
centralizing tax collection.) Because the ruler collects and enforces taxes under fis-
cal centralization, ei = 0 for all i.

The ruler’s payoff is the revenue obtained from corporations’ payments. Let
c(x,G) be the cost of providing private and public goods in both fiscal regimes.
Assume c is increasing and convex in x and G, and cxixj

= 0 and cxiG = 0 for
all i. Then, the ruler’s payoffs under fragmented and centralized fiscal capacities
are, respectively:

uF
R(x,G) =

n∑

i=1

(τi + gi) − c(x,G),

uC
R(x,G) = nt − c(x,G) − F.

1.2 Equilibrium

I solve for the pure-strategy subgame-perfect Nash equilibria (SPNE) of the game
preferred by the ruler.23 By backward induction, I first study the choice of payments
and private and public goods proposed by the ruler under fiscal fragmentation.

If fiscal capacity is fragmented, corporation i accepts policy profile {xi, τi,G} if
and only if:

v(xi, ȳ) + θαiy
(
f (gi, g−i ), ȳ

) − gi − τi − ei ≥ θαiy
(
f (0, g−i ), ȳ

)
. (1)

22This non-exclusion assumption distinguishes defensive warfare from predatory warfare. The for-
mer is a pure public good, whereas the latter is a private good. The spoils of a war can be promised
to only some groups, while others are excluded. For more on the distinction between defensive and
predatory warfare see Emerson (1983).
23I assume the corporations accept the ruler’s proposal when indifferent. This allows me to rule out
trivial equilibria. Also, the ruler makes a take-it-or-leave-it offer and so extracts all of the surplus
from the corporations. Giving a higher share of the surplus to the corporations makes a transition to
centralization more likely as long as the corporations receiving a large share of the surplus benefit
from the public good (high αi ).
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In the SPNE, the participation constraint in (1) binds for all i. Otherwise, the ruler
would be able to increase his payoff by increasing the payment for some corpora-
tions. By solving for τi from each i’s binding participation constraint, we obtain
the equilibrium payment τ̂i for each corporation. Substituting each τ̂i in the ruler’s
objective function, the ruler’s set of profit-maximizing policies is:

(x̂, Ĝ) ∈ arg max
x,g∈Rn

n∑

i=1

v(xi, ȳ) +
n∑

i=1

θαi

[
y
(
f (gi, g−i ), ȳ

) − y
(
f (0, g−i ), ȳ

)]

−
n∑

i=1

ei − c(x,G). (2)

Solving we obtain the unique x̂ and ĝ the ruler proposes to the corporations un-
der fragmented fiscal capacity. Notice that the equilibrium amount of private goods
is the same for all corporations because the choice of x is independent from αi

and g. The proposal x̂ is also equal to the socially optimal amount x∗ such that
x∗ ∈ arg maxx∈Rn

∑n
i=1 v(xi, ȳ) − c(x,G).

Lemma 1 The equilibrium level of public good provision under fragmented fiscal
capacity is lower than the socially optimal: Ĝ < G∗.

Proof The socially optimal level of public good provision solves:

G∗ ∈ arg max
g∈Rn

n∑

i=1

θαiy
(
f (gi, g−i ), ȳ

) − c(x,G). (3)

The first order conditions: θ
∑

i αi∂y/∂G · ∂f/∂gi = ∂c/∂G · ∂f/∂gi for i =
1, . . . , n, characterize G∗. From (2), the first order conditions: θ

∑
i αi∂y/∂G ·

∂f/∂gi − θ
∑

j �=i αj ∂y/∂G · ∂f/∂gi = ∂c/∂G · ∂f/∂gi for i = 1, . . . , n, charac-

terize Ĝ. The result follows because f is increasing in g. (The solution is interior
because of the assumptions on y and c.) �

Under fragmented fiscal capacity, each corporation has incentives to transfer re-
sources to the ruler only to the extent that it receives xi . The corporations free ride
on others in their contributions to the public good, and the ruler has no means of en-
forcing these contributions. Internalizing the lower contribution of each corporation,
the ruler’s choice of G is lower than the socially optimal.

Lemma 1 allows us to define the social cost due to free riding as the increase in
the aggregate value from public good provision if the corporations were able to com-
mit to pay: Y(G∗, ȳ) − Y(Ĝ, ȳ) > 0, where Y(G, ȳ) = ∑n

i=1 y(G, ȳ) = ny(G, ȳ).
If the groups were able to coordinate and police themselves to commit to pay, there
would be no cost from the free riding problem. The difference Y(G∗, ȳ) − Y(Ĝ, ȳ)

increases when the groups interact only with the ruler and are unable to solve the
collective action problem among themselves.
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1.3 Investment in fiscal centralization

First, notice that when fiscal capacity is centralized the ruler maximizes fiscal trans-
fers by choosing the socially optimal amount G∗. Each corporation faces the fol-
lowing participation constraint when the ruler proposes centralization:

v(xi, ȳ) + θαiy(G, ȳ) − t ≥ v(x̂i , ȳ) + θαiy
(
f (ĝ), ȳ

) − ĝi − τ̂i − ei . (4)

The right hand side of (4) is constant and given by the equilibrium policy pro-
file {τ̂ , x̂, ĝ}. The corporations can refuse centralization and force the ruler to
keep fiscal capacity fragmented. Summing over n and solving for t , we ob-
tain nt ≤ ∑

i[v(xi, ȳ) + θαiy(G, ȳ)] − C, where C is a constant. It follows that
uC

R(x,G) ≤ ∑
i[v(xi, ȳ) + θαiy(G, ȳ)] − C − c(x,G) − F . Therefore, the ruler

sets the maximum upper bound on net fiscal transfers by choosing G∗ as defined
in (3).

Two conditions must hold for fiscal centralization to occur. First, the participa-
tion constraint in (4) must hold for at least n̄ corporations. The corporations can
refuse centralization and the ruler has no credible threat but to preserve fiscal frag-
mentation. Second, the ruler’s payoff must be higher under centralization than under
fragmentation. If the ruler’s payoff given the tax payment necessary to obtain com-
pliance from n̄ corporations is less than the payoff from {τ̂ , x̂, ĝ}, the ruler does not
propose centralization.

Substituting in (4) for (τ̂i , x̂i , ĝ) and solving for t we obtain the maximum tax
payment that each corporation is willing to pay in exchange for the optimal level of
the public good:

tMi ≤ v(xi, ȳ) + θαi

[
y
(
G∗, ȳ

) − y
(
f (0, g−i ), ȳ

)]
, for i = 1, . . . , n. (5)

A couple remarks about this maximum tax payment are in order. First, the ruler
obtains higher maximum payments from those corporations who benefit more from
the public good (αi ). Second, the ruler can obtain compliance from corporation i at
a tax payment higher than the maximum in (5) by compensating with private goods
(a higher xi ) or if the prospects of economic activity increase.

I first obtain the SPNE assuming the ruler can collect corporation-specific tax
payments and provides the socially optimal amount of private goods x∗. The con-
straints in (5) bind for all i, otherwise the ruler would be able to increase his
payoff by increasing the tax payment for some corporations. Let t∗i ≡ v(xi, ȳ) +
θαi[y(G∗, ȳ) − y(f (0, g−i ), ȳ)] be the binding constraint in (5) for i. The follow-
ing proposition gives the condition under which policy profile {t∗, x∗,G∗} is an
equilibrium for n̄ = n, where t∗ = (t∗1 , . . . , t∗n ).

Proposition 1 At the SPNE, the ruler proposes policy profile {t∗, x∗,G∗}, all cor-
porations accept and the ruler increases fiscal centralization if the probability of a
threat is such that:

θ ≥ F + c(x∗,G∗) − [∑i ei + c(x∗, Ĝ)]
[Y(G∗, ȳ) − Y(Ĝ, ȳ)]∑i αi/n

. (6)
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Proof The ruler proposes a transition if and only if
∑

i t
∗
i − c(x∗,G∗)−F ≥ uF

R(τ̂ ,

x̂, Ĝ). Substituting in for t∗i and τ̂i , and solving for θ gives condition (6). Note that
by Lemma 1 and since y is increasing, Y(G∗, ȳ) − Y(Ĝ, ȳ) > 0. �

Condition (6) shows that an increase in fiscal centralization depends on the cost
increase to the ruler from providing the optimal amount of public good and on the
corporations’ overall gain from overcoming free riding, relative to the probability
of a threat. Notice that the lower the average corporation’s dependence on the ruler
(
∑

i αi/n), the higher the probability of a threat needs to be for the ruler to propose
centralization. That is, fiscal centralization occurs for smaller values of the probabil-
ity of a threat, the smaller the divergence between the corporations’ and the ruler’s
benefit from military protection. Also, centralization occurs for smaller values of
θ if the prospects of economic activity (ȳ) increase, because the stakes of all par-
ties increase. If condition (6) does not hold, the ruler proposes a fragmented policy
profile and fiscal capacity remains fragmented.

The tax policy t∗ = (t∗1 , . . . , t∗n ) is not an equilibrium strategy if n̄ < n.24 For
n̄ < n, the ruler optimizes by setting a tax policy such that constraint (5) binds for
exactly n̄ corporations. Under fiscal centralization, the ruler can use its monitoring
and enforcing capacity to oblige the remaining n − n̄ corporations to pay a tax rate
higher than their maximum tax rate. I derive below the SPNE when the ruler sets a
uniform tax payment for all corporations under centralization and n̄ < n.

Definition 1 For some t proposed by the ruler, corporation i is pivotal if t∗i ≥ t

and m(i) + 1 = n̄, where m(i) ≡ #{j |t∗j > t∗i } is the number of corporations whose
maximum payment exceeds i’s maximum payment.

When proposing centralization, the ruler maximizes his payoff and ensures com-
pliance from n̄ corporations by proposing the tax payment of the pivotal corporation
for a given (x,G). Let corporation p, with corresponding t∗p , be the pivotal corpo-

ration when the ruler proposes (x∗,G∗).25 The following result gives the condition
under which the policy profile {t∗p, x∗,G∗} yields centralization in equilibrium. I
assume a corporation accepts if indifferent.

Proposition 2 At the SPNE, n̄ corporations accept policy profile {t∗p, x∗,G∗} and
the ruler invests in a centralized fiscal administration if the probability of a threat
of invasion or unrest is such that:

θ ≥ F + c(x∗,G∗) − [∑i ei + c(x∗, Ĝ)]
αpY (G∗, ȳ) − Y(Ĝ, ȳ)[∑i αi/n] . (7)

24It is an equilibrium for n̄ < n, trivially, if all corporations are identical (αi = α for all i).
25From condition (4), the ruler maximizes by choosing the socially optimal level of private good.
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Proof The ruler proposes a transition if and only if nt∗p ≥ uF
R(τ̂ , x̂, Ĝ). Substituting

in for t∗p and τ̂i , and solving for θ gives condition (7). �

The gain from providing the optimal amount of military protection is now
weighted by the vulnerability to a threat of each corporation relative to that of the
pivotal corporation. If the pivotal corporation has a degree of vulnerability higher
than the average, the transition to centralization occurs for a lower probability of the
threat than in Proposition 1, all else constant.26 However, if the pivotal corporation
has a lower benefit from the public good than the average corporation, the condi-
tion in Proposition 2 does not hold and the ruler does not propose centralization
even though it is socially optimal. This occurs because the ruler endures a loss in
fiscal revenue from requesting a uniform transfer rather than discriminating across
corporations according to their benefit from the public good.

1.4 Implications

Both Propositions 1 and 2 highlight the main implication from the analysis. An
increase in the probability of a threat is more likely to cause an increase in fiscal
centralization and military build-up, the higher the corporations’ stakes on the sur-
vival of the ruler for their economic future. The higher the corporations’ dependence
on the ruler for future rents, the higher is the benefit from the provision of the op-
timal military protection, and the more that the corporations are willing to transfer
under centralization. Also, all else equal, a higher level of economic activity fa-
cilitates centralization by increasing the maximum a corporation is willing to pay
under centralization and by increasing the social gain from overcoming free riding.
A fiscal regime may therefore remain fragmented because the alignment between
the benefits to the ruler and the corporate elites from military protection is small, or
the ruler’s cost of investing in centralization is too high.

Proposition 2 shows in addition that if the ruler is unable to collect corporation-
specific payments (and is thus unable to extract all the corporations’ benefits from
the public good), an increase in fiscal centralization depends on the size of the ‘ac-
cepting’ coalition (n̄). In particular, we may not observe centralization when it is
socially optimal, if the pivotal corporation has a lower benefit from the public good
than the average corporation.

Finally, a couple remarks about the theoretical framework are in order. First, the
analysis emphasizes that unless the ruler has the support of some of the corpora-
tions, the increase in fiscal centralization and military build up are not feasible. The

26This can be seen clearly by rewriting the denominator in condition (7) as follows and comparing
it with the denominator in condition (6):
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corporations can refuse centralization and the ruler has no credible threat except
to preserve fiscal fragmentation. If, however, the ruler has alternative or external
sources of revenue to finance an army or impose centralization, negotiation with the
corporations may not play such an important role.

Second, the setup implicitly assumes the ruler has the authority and the ability to
propose and implement centralization. For the results to hold, the ruler must have
legal authority and the corporations must believe the ruler can credibly monitor and
enforce tax collection. Lacking a central actor with legal authority or the credible
ability to monitor and sanction, an increase in the probability of internal or external
threat will not lead to an increase in fiscal centralization.

2 Historical Evidence

To provide support for the theoretical argument, this section discusses historical ev-
idence from the transition to a fiscal-military state in seventeenth-century England
and eighteenth-century colonial Mexico.27 I organize the evidence around the two
main factors highlighted by the theoretical analysis leading to a fiscal-military re-
form: (1) military vulnerability and the alignment between the corporate elites’ and
the ruler’s benefit from military protection, and (2) the need for rulers to negotiate
with the corporate elites to obtain their compliance. Section 2.1 presents evidence
for England while Sect. 2.2 discusses the evidence for colonial Mexico.

The cases of England and Mexico are pertinent because they allow us to isolate
the public good nature of military protection. When an army is created with preda-
tory goals and the spoils of war exclusively assigned to specific groups, military
protection confounds both a private and a public good nature. The objectives (at
least initially) of the build up of a fiscal-military state in seventeenth-century Eng-
land and eighteenth-century Mexico were defensive. The historical evidence below
shows that they both lacked armies and had enjoyed relatively long periods of no
military involvement prior to the increase in the probability of a threat.

Also, the cases of England and colonial Mexico corroborate the importance of a
ruler or central government with the credible authority and ability to implement the
fiscal-military reforms. Brewer (1989) notes the importance of the British crown’s
recognized authority and infrastructure in the administration of justice for their suc-
cess in building a fiscal-military state. In colonial Mexico, the wars of independence

27Many scholars have documented the important changes in fiscal administration and enforce-
ment, and in military capacity, that colonial Mexico and England underwent in the second half of
the eighteenth century and the mid-seventeenth century, respectively. For colonial Mexico’s fis-
cal, administrative, and financial reforms, see for instance Fonseca and Urrutia (1791), Brading
(1973, 1987), Elliott (1987), Klein (1998), Jáuregui (1999), Coatsworth (1990), Knight (2002),
Stein and Stein (2003), and Marichal (2007). Regarding colonial Mexico’s military reorganiza-
tion, see McAlister (1953), Gutiérrez-Santos (1961), Fisher (1982), Marichal and Souto Mantecón
(1994), Kuethe (1986), Archer (1981, 1978) and Elliott (2006). The main sources for England are
O’Brien (1988, 2011), Brewer (1989) and Brewer and Hellmuth (1999).
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(1810–1821) and resulting political instability provide an example of the importance
of legal authority. The internal and external threats faced by the elites in different
regions in the aftermath of independence from Spain did not lead to centralization.
It took almost fifty years for the region to stabilize its newly minted state. Centeno
(2002) argues that this was a result of the authority void left by the Spanish crown:
no group was superior to the rest.

2.1 England

In contrast to other European nations, England lacked a standing army from the
late fifteenth to the late seventeenth centuries. Its landed aristocrats were also ef-
fectively demilitarized; by the 1640s “four out of five aristocrats had no military
experience at all” (Brewer 1989, 12). This was partly a result of England’s non-
involvement with major international conflicts during that time-period. According
to Brewer (1989, 12), “England was sheltered not just by her insular position but by
the scale of war in early modern Europe.” The large increase in army sizes and num-
ber of troops deployed made an invasion of England complicated, and an English
invasion of the continent difficult. English naval power only began to be established
in the second half of the seventeenth century. Castilian and French fleets managed
to seize and sack various English ports during the Hundred Years war. Further, prior
to the seventeenth century, the navy depended heavily on private support and armed
merchantmen ships.28

The Civil War (1642–1651) marked a turning point for the need to secure the
state against domestic rivalries. An interregnum of civil warfare and challenges to
hierarchy created the conditions for a watershed in England’s fiscal and military
history. Importantly, the succession of events “forged a political consensus among
England’s wealthy elites for an altogether stronger and more centralized state, above
all to maintain order and political stability, but also to afford greater protection for
the economy’s growing commercial interests overseas” (O’Brien 2011, 426). The
threat of internal political stability together with the lack of military protection pro-
vided the conditions for an alignment of the executive’s and the elite’s benefit from
creating a standing army and strengthening the navy.

The important role played by Parliament in fiscal matters gives evidence of the
need to negotiate and obtain cooperation from the wealthy elites. Parliament de-
cided on the selection of the levels and types of taxes, the rules for their assessment
and collection, and had control over the state departments in charge of implement-
ing those rules.29 In fact, the landed elites set the terms for cooperation by initially
avoiding direct taxes on land. It was not until 1799 that Pitt managed to introduce

28This paragraph summarizes Brewer (1989, 8–13).
29Horowitz (1977) and O’Brien (2011).
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Britain’s first income tax.30 “Only the armies of Revolutionary France and the prob-
able collapse of public credit prompted the political classes to accept [direct taxa-
tion]” (O’Brien 1988, 22).

In sum, English fiscal history shows the importance of a threat of internal unrest
(evident after the Civil war) in increasing fiscal centralization. By aligning the bene-
fit from military protection for a majority of the wealthy elites and monarch, a tran-
sition out of a low-contribution and low-public-good-provision was possible. Also,
the role played by parliament attests to the need to negotiate with the elites and to the
importance of centralized and public fiscal policies to ensure every elite group that
others were cooperating and contributing with the forging of a fiscal-military state.

2.2 Colonial Mexico

The Spanish crown faced practically no internal or external challenges in its Ameri-
can territories during its first 200 years of colonial rule.31 The crown did not need to
incur in major expenses to defend its colonial territory and relied only on minimal
forces at the ports and borders for the protection of the Spanish American empire.32

The vulnerable position of colonial Mexico is evidenced by the efforts to garner a
field army in 1762 in the port of Veracruz, on the coast of the Gulf of Mexico.33

This port was the point of entry and exit for all European trade with New Spain, and
therefore one of the most guarded locations in colonial Mexico. In 1760, the port
and fortress were guarded by around 1,000 men.34 The port of Veracruz was vul-
nerable to attack just before the end of the Seven Years’ War. The Viceroy Marqués
de Cruillas spent 3,398,471 pesos of extraordinary funds to ready the fortifications
and mobilize a force of 8,500 men in and around Veracruz.35 This was a force eight
times the size of the previous force. Notwithstanding, according to the Viceroy, a
much larger force was necessary to ensure the security of the kingdom.36

The lack of military protection in conjunction with the Seven Years’ War (1756–
1763) identify a watershed in colonial Mexican history. The Seven Years’ War

30O’Brien (1988).
31Arias (2012) provides a thorough historical analysis of colonial Mexico supporting the theoreti-
cal argument presented here.
32McAlister (1953, 2).
33Colonial Mexico was part of New Spain, one of the Spanish viceroyalties in colonial Spanish
America. After the conquest, the Spanish crown divided the territory in two viceroyalties, New
Spain and Peru, comprising roughly contemporary Mexico and Peru, respectively. In the 18th
century, two more viceroyalties were created: New Granada and Río de la Plata. The viceregal
governments functioned as a link between the crown in Spain and its subjects in America. Even so,
colonial corporations and powerful individuals negotiated directly with the government in Madrid.
34McAlister (1953, 2–3).
35Archer (1981, 315).
36McAlister (1953, 7).



A Collective-Action Theory of Fiscal-Military State Building 61

changed the balance of power within colonial territory among the European pow-
ers.37 In 1756, France declared war on Great Britain. This was the beginning of the
French-Indian War, as the conflict was known to the colonists. The war was a strug-
gle for primacy between Britain and France. For the first time in European history,
battles occurred in colonial territory.38 There were battles in India, North America,
the Caribbean isles, the Philippines, and coastal Africa, and Europe. By the autumn
of 1760, all French territory in mainland America was in British hands. An agree-
ment made in August 1761 between the Bourbon kings of Spain and France, the
Family Compact, brought Spain into the war. In August of 1762, the British Royal
Navy captured Havana, Cuba, and Manila in the Philippines. The war ended follow-
ing the Treaty of Paris on February 10, 1763, with a victory for Great Britain, who
emerged as the dominant European power.

The military defeats suffered by Spain during the Seven Years’ War highlighted
the need to secure Spanish colonial possessions against British attack. Also, be-
cause of the demographic recovery of the Indian population in the first half of the
eighteenth century, many provinces in colonial Mexico saw internal unrest increase
to new levels.39 The Seven Years’ War, together with the increased Indian unrest,
marked the fiscal centralization and military reorganization undertaken by royal of-
ficials in the second half of the eighteenth century.

A growing body of scholarship demonstrates that centralization was pursued
through bargaining, compromise, and political contestation between crown officials
and the main elites and local authorities.40 There were few military or police forces
in the Spanish colonies that the crown could rely upon for a top-down imposition, at
least in the initial stages of reform. Furthermore, because net transfers were always
positive from the Americas to Spain, the fiscal-military transition could not have
been financed with continental monies.41

Reform was more successful in the regions where the elites’ network of privi-
lege and patronage relied on the existence of the Spanish monarch and were more
affected by the British threat. In the imperial capitals Mexico and Peru, and in Ve-
racruz, Cuba and coastal regions of Panama and Colombia the crown’s officials
transformed the state administration into a more highly structured apparatus, in-
creased fiscal revenues by means of a larger and more efficient fiscal bureaucracy,
and renovated military establishments to a larger extent than in other regions.42

Failed attempts to implement fiscal reform earlier in the colonial period also
attest to the importance of the Seven Years’ War. In 1626 the Count-Duke of Oli-
vares attempted a fiscal reform through the creation of the Union of Arms with the

37See, for instance, Bonney (2004) and Elliott (2006).
38Elliott (2006, 292). The conflict in North American soil began in 1754, two years before the
formal outbreak of war in Europe.
39Fisher (1982, 219).
40Kuethe and Inglis (1985, 122–123). See also Paquette (2007).
41See Irigoin and Grafe (2008) and Marichal and Souto Mantecón (1994).
42Marichal (2007, 48–80), Kuethe and Inglis (1985), Brading (1971, 1987).



62 L.M. Arias

goal of sharing the burdens of defense in mainland Europe between the Spanish
kingdoms and the Spanish American colonies. A fixed annual contribution was de-
manded from every part of the empire. Colonial territory, however, was not subject
to territorial threats and the colonial elites resisted the fiscal reforms. Only tempo-
rary increases to trade tax rates took effect.43

The evidence of negotiation with the elites, and earlier failed attempts to increase
fiscal centralization, provide evidence for the inability to implement reform in colo-
nial Mexico lacking an alignment between the fate of the crown and that of the local
and corporate elites regarding the provision of military protection.

3 Conclusion

This chapter contributes to the literature by providing a complementary mechanism
for why threats of external invasion or internal unrest can lead to increases in fis-
cal centralization. Fragmented fiscal capacity leads to free riding in the face of a
threat. Fiscal centralization provides an institutional framework that allows elites to
commit to contribute to military protection by ensuring others also contribute. The
analysis shows that, even if there is agreement on the need to provide military pro-
tection, it is not until a majority of the fiscally powerful have stakes on the survival
of the ruler for their economic future (and so their benefit from military protection
aligns with that of the ruler) that they can agree to the centralization of fiscal capac-
ity.

The analysis here highlights two issues that suggest avenues for future research.
First, the theoretical argument assumes the ruler can commit to implement the pol-
icy profile agreed to before the increase in centralization. Once a ruler invests in
fiscal centralization, the ruler could renege on the policy agreement and unilater-
ally increase future taxes or default on its debts.44 Reputation, however, limits the
ruler’s incentives to renege on his agreements. If the future is sufficiently impor-
tant, the ruler has a reputation to maintain. Scholars have argued, however, that in
some cases reputation may not be enough to limit rulers, and that more elaborate
institutional arrangements may be required (e.g. institutions of representation).45

My analysis complements this literature on the need to constrain the ruler by em-
phasizing another commitment problem—that between the elites resulting from free

43Elliott (1986, 246–274).
44Notice that fiscal fragmentation serves as a commitment devise for the ruler to pay its debts.
By granting the corporation/debtor the right to directly collect certain taxes, rulers were able to
obtain payments in advance and guarantee the service of interest and repayment. The major legal
form used for this transaction in Spain and its colonies were the asientos. Asientos were contracts
between the Crown and a private corporation or individual through which the latter promised to
pay an amount to the Crown in exchange for the right to make use of the revenues resulting from a
specific royal tax. See Domínguez Ortiz (1960), Conklin (1998), and Alvarez-Nogal and Chamley
(2011). For the case of England, see Brewer (1989, 93).
45See for example North and Weingast (1989), Greif et al. (1994), and Bullow and Rogoff (1989).
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riding under fragmented fiscal capacity. The results suggest that guaranteeing cred-
ibility from the ruler may not be enough. If the benefit from overcoming free riding
is not sufficiently large, both the ruler and the corporations prefer fragmented ca-
pacity. The results also suggests that institutions of representation are not necessary,
at least in the initial stages of fiscal centralization, to the extent that the corporate
elites’ and the ruler’s benefits from military protection are aligned in response to a
threat. The case of colonial Mexico corroborates that institutions of representation
are not necessary for the elites to agree to fiscal centralization. Future research needs
to study more carefully the timing between centralization and representation and the
links between the two commitment problems mentioned.

Second, the theoretical argument does not incorporate dynamics to explain
whether the investments in fiscal capacity are irreversible. Why should we not ob-
serve a reduction in fiscal centralization once the threat disappears? Incorporating
the complementarity between the creation of a standing army and a fiscal admin-
istration with monitoring and enforcement capabilities, could make an increase in
fiscal centralization difficult to reverse. In addition, the sunk-cost nature of the in-
vestment in fiscal centralization can lead to irreversibility after the threat disappears,
all else constant.

Both the theoretical argument and the evidence from England and colonial Mex-
ico emphasize the defensive, public-good aspect of military protection in leading to
an increase in fiscal centralization. In so doing, the analysis here may tell us some-
thing about the evolution of fiscal capacity at other times and places. For a state
relying on fragmented fiscal capacity to increase fiscal centralization, a sufficiently
large shock jointly affecting the income of both the central government and the rel-
evant fiscal actors is necessary. Two conditions are key: that the shock creates a
collective action problem among the key actors, and that those actors believe the
ruler can credibly monitor and enforce tax collection. The new fiscal regime allows
for the coordination of policies and the enforcement of contributions.
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