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Within a few years after the severe financial crisis of the late 1990s, the risk premia on emerging 

market bonds have fallen to record low levels. This bond price bonanza has incited a lively debate 

among policy makers, academics and market participants over myopic investors, a mispricing of risk 

and a potential bubble in the asset class (e.g. IMF, 2004; Roach, 2005). Interestingly, history shows 

that a comparable compression of emerging market bond spreads took place in the first era of global 

finance before 1914. This paper asks what the history of the first era of global finance tells us about 

the factors driving the pricing of risk and potential bubbles in emerging market assets. By analysing 

the relation between changes in asset prices and changes in fundamentals, I aim to contribute both to 

the literature on the factors driving country risk in emerging markets before 1914 and to the general 

understanding of the pricing of emerging market assets in the global capital market as well the 

identification of potential asset price bubbles.  

The paper studies the pricing of developing economies’ international bonds in the first era of financial 

globalization from 1880-1914. More specifically, I look at the pricing of country risk, i.e. the risk 

premia on international, hard-currency (or gold) bonds of the 28 most important less-developed and 

independent borrowers from across all continents. The dataset covers virtually the entire universe of 

development borrowing by independent developing states in the international bond market before 

1914. I intentionally concentrate the paper on the experience of independent peripheral countries. I 

thus exclude both colonies and dominions. The reason is that the market treated the bonds of European 

colonies differently which was reflected in lower borrowing cost (‘Empire effect’) and, ceteris paribus, 

higher amounts of capital flows (Ferguson and Schularick, 2006; Mauro et al., 2006). I also exclude 

independent European settler economies such as the USA, because their level of development was at 

least as high as those of the European core economies (Maddison, 2001). They differed strongly from 

other emerging markets in terms of their institutions, culture and technological capabilities.  

The paper builds on the rich literature on country risk perception and interest rate convergence in the 

first era of financial globalization (Bordo and Rockoff, 1996; Obstfeld and Taylor, 2003; Mauro et al., 

2001; Ferguson, 2004; Flandreau and Zumer, 2004; Ferguson and Schularick, 2005, 2006), but it seeks 

to improve on it in several respects. It is the first paper to study specifically the experience of 

independent, less-developed countries in Asia, Latin America and peripheral Europe – “emerging 

markets” properly speaking – and thus allows for a new look at development finance in the first era of 

globalisation. Thanks to considerable data collection, this focus on independent developing countries – 

where country risk is likely to be the major determinant for capital flows – does not come at the cost of 

working with a smaller sample than previous studies. Another possibly important contribution of this 

paper is the introduction of a comprehensive historical emerging markets bond index (HEMBI), the 

debt-weighted average spread of the bonds of 28 less-developed, independent borrowers from 1880-

1914.  

The paper is organised as follows. I first aim to present a number of stylised facts for the reduction in 

emerging market sovereign bond spreads between the late 1890’s and the eve of WW1 by introducing 
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the new market-wide bond index (HEMBI) and tracing the spread convergence on a country-by-

country basis. There are two main findings: the average risk premia on peripheral countries’ bonds fell 

substantially over the period and accelerated sharply after 1900. The available evidence suggests that a 

market-wide shift in risk pricing took place in the first decade of the 20th century. The spread 

convergence not only accelerated markedly, but also the intra-country variance of spreads was reduced 

to levels not seen before making emerging markets a much mor homogenous asset class. 

The second part of the paper is devoted to the question whether or to what extent improvements in 

fundamentals can explain investors’ sizeable appetite for emerging market debt. I first look at two 

most prominent explanations put forward in the recent literature. In particular, I review whether the 

extension of the gold standard (Bordo and Rockoff, 1996; Obstfeld and Taylor, 2003) or 

improvements in fundamentals – such as debt service ratios – as a result of global growth and inflation 

(Hobson, 1914; Flandreau and Zumer, 2004) are convincing explanations for the risk reduction. 

Previous studies have shown that there is little evidence of a credibility effect through gold standard 

adherence in the poor periphery (Ferguson and Schularick, 2005), I find evidence supporting the thesis 

that improvements in fundamentals have played an important role. However – in the light of the 

statistical tests applied – an important part of the spread reduction remains unexplained, and a different 

story remains to be told. 

Before concluding that investors simply grew over-confident in the stability of emerging markets – 

leading to global mispricing of risk on the eve of WW1 (Ferguson, 2004) – the third part of the paper 

looks beyond narrow country fundamentals for an explanation for the spread reduction. In particular, I 

ask whether investors responded rationally to political and institutional factors that changed the 

landscape for international lending in the final decade before the outbreak of the war. I ask whether the 

turnaround in market sentiment can be explained by better creditor protection and a more active role of 

the European powers with regard to policing financial stability in the periphery. My conclusion is that 

investors had reasons to believe that the political economy of globalization had changed in a way that 

reduced many of the endemic incentive and enforcement problems of international lending. The 

market responded by driving down the risk premia of emerging markets, and especially those of high 

risk markets which had to gain most from ongoing global integration. This process underlines the 

sensitivity of emerging market risk perception to the political economy of globalization. History shows 

the pricing of emerging market risk is highly dependent on expectations about the durability and 

stability of developing coutries’ integration with global markets.  

The final part presents the main conclusions of this paper and briefly discusses the implications for the 

debate about bubbles in the asset class. In a nutshell, the experience of the first era of global finance 

underscores that the pricing of emerging market risk is a complex process that takes into account a 

wide array of domestic and international economic as well as political factors. In addition, the first era 

of globalization shows that emerging markets’ asset prices are highly sensitive to investors’ 

expectations with regard to the durability and stability of global market integration. To the extent that 
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emerging markets are a “geared play” on the prospects of an integrated global economy, a core risk of 

“irrational exuberance” in this market stems from the mispricing of the prospects of global market 

integration. As a consequence, it remains close to impossible for policy-makers to distinguish justified 

from irrational increases in asset prices as they have virtually no better basis to judge this than the 

market. 

 

 

1. Risk reduction in the periphery: stylised facts 

 

The reduction of the interest rate charged to developing country borrowers in the London market is a  

prominent trait of the first era of financial globalization, from 1880-1914. The interest rates charged to 

developing country borrowers fell substantially over time, and as a consequence, the amounts of 

capital transferred from the core to the periphery reached levels not seen before or after (Obstfeld and 

Taylor, 2003b; Schularick, 2006). As the yield on the British consol, the risk-free rate, remained 

constant at roughly 3% p.a. over the period, interest rate compression was first and foremost a story of 

declining country risk. Some authors have called this process „the most striking financial phenomenon 

of the late 19th and early 20
th
 centuries“

 
(FZ, 16). The first task here is to establish a number of 

stylized facts for this risk reduction. Several different routes are taken. First, a new market wide bond 

spread index is introduced. Second, the spread convergence is studied at the country and regional 

level. Finally, the intra-group variance of country risk premia is analysed.1 

Looking at the market for developing country, hard-currency debt, the first step is to introduce a new 

historical emerging market bond index (HEMBI) which allows to track the aggregate emerging market 

risk over time. The HEMBI is a market-wide bond index comprising of bonds of the 28 most 

important less-developed independent borrowers in the international capital market before 1914.2 The 

countries covered are: Bulgaria, Serbia, Russia, Italy, Portugal, Spain, Turkey, Romania, Montenegro, 

Argentina, Brazil Chile, Columbia, Ecuador, Guatemala, Nicaragua, Peru, Salvador, Uruguay, 

Venezuela, Liberia, China, Persia, Siam and Japan. The HEMBI is constructed as a debt-weighted 

average, i.e. each country’s bond spread contribution is weighed by its overall share in outstanding 

public debt. Details and actual values are presented in the data appendix. Figure 1 traces the 

development of the index over the 30-year period.  

The chart clearly demonstrates that, by the end of the period, the market-wide risk premia stood at less 

than one third of the original value. The HEMBI reached barely 130-140 bp for the whole market in 

1913, down from a starting level of 450 bp in the early 1880s. In the eyes of the market, default of 

                                                           

 

1
 I always work with the largest disposable country sample, but the actual N’s differ slightly as not all indicators 

are available for all years.  
2
 As often with historical data, not all series are available for all countries in all years. In this case I have always 

worked with the largest available subset of countries.   
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emerging markets on their debt had become three times less probable. The story behind the 

movements of the HEMBI is quickly told. The preconditions for a pick-up in emerging markets 

finance looked hardly promising in the late 1870s. Big borrowers such as Spain, the Ottoman Empire, 

Greece and Egypt were in financial trouble. On top of this, a total of 10 Latin American borrowers 

were in default for most or parts of the decade of the 1870s (Suter, 1990; Rippy, 1959). But the 

rescheduling agreements at the end of the 1870s and at the beginning of the 1880s prepared the ground 

for a first massive wave of European investment. Argentina, Brazil, the Ottoman Empire and Greece 

became major destinations for foreign investors in the 1880s (van Oss, 1895; Hobson, 1914). The 

Argentinian financial crisis and the near collapse of Baring’s Bank in London (1890/91) put an end to 

this first wave of emerging market finance. When Brazil slipped into civil war in 1893, also the second 

big Latin American debtor went into financial difficulties. However, in the second half of the 1890s, 

the markets started to recover. By 1901, the HEMBI had reached again the historical lows of the boom 

year 1889/90. After that date the market-wide spread ran from record to record and settled at roughly 

130-140 bp. 
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Figures 1-4 

 

 

 

100

150

200

250

300

350

400

450

500

18
80

18
83

18
86

18
89

18
92

18
95

18
98

19
01

19
04

19
07

19
10

19
13

Fig. 1: Historical "EMBI" spread
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A look at the individual country level reveals a second important fact. Figure 2 shows that for most of 

the period the differences between individual countries were substantial. Yet after 1900 the 

homogeneity of risk assessment increased rapidly. The differences within the group fell sharply as 

countries that were considered very risky in earlier years saw the most pronounced decline in risk 

premia. As a result, the bird’s-eye picture of the developing country bond market on the eve of WW1 

is a surprisingly homogenous one. By 1910, the risk premia were not only half as high as 10 years 

before, but they had come extremely close together. Bonds of countries that differed widely in terms 

of economic structure and development, such as Japan, Brazil, and Serbia, all traded within a very 

narrow range yielding between 150 and 170 bp more than the British consol. This signals that the 

high-risk countries in Latin America and in the European periphery have made far above average gains 

in creditworthiness. This is also illustrated by figure 3 that shows that the average bond spreads in the 

three regions (ex countries in default) had started from different levels. By 1910, all three sub-regions 

were on the same level.  

What we can observe in the data is that not only the mean comes down over time, but at the same time 

the dispersion of the individual bond spreads around the mean – as measured by the standard deviation 

and the coefficient of variation – falls markedly after the turn of the century. Figure 4 gives a clear 

illustration of this phenomenon. It shows the standard deviation and the coefficient of variation of 

spreads within the 28 countries in the HEMBI over time. The coefficient of variation as a measure for 

intra-group spread deviation that takes into account the falling mean, was nearly half as high at the end 

of the first era of global finance. Clearly, something different was going on the international bond 

market after the turn of the century. Investors had concluded that the world had become a much safer 

place for international finance and that emerging market risk had become very similar. 

If we summarize this information, two stylized facts emerge. The first is the market-wide reduction in 

country risk as implied by the bond spreads. Second, the variance of spreads within the emerging 

market group was substantially reduced as higher risks caught up with the less risky economies. This 

would seem to suggest that any hypothesis that wants to explain these phenomena has to name the 

factors that drove down general emerging market risk perception and that led to the equalization of 

yields among the countries.  

 

2. Explaining risk reduction in emerging markets’ assets 

 

In this part, I address the question whether improvements in country fundamentals – in a broad sense – 

can explain the pricing behaviour of the market. The literature on interest rate convergence before 

1914 is rich and growing. It has focused on three issues: credibility effects from gold standard 

adherence (Bordo and Rockoff, 1996; Obstfeld and Taylor, 2003; Ferguson and Schularick, 2005), 

improvements in country fundamentals (Sussman and Yafeh, 2001; Flandreau and Zumer, 2004), and 

the role of Empire and political hegemony in reducing the risk of foreign investment (Mitchener and 
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Weidenmier, 2005; Ferguson and Schularick, 2006). Before addressing the first two themes more in 

detail – the role of Empire seems less relevant in the present context as the focus is on the independent 

periphery – one issue needs to be discussed briefly that is named frequently in the contemporary 

debate about low emerging market spreads, namely liquidity. In this view, the exceptionally low 

nominal and real interest rate levels in the major economies since 2001 have caused a global wave of 

liquidity as a broadening investor base searched for yield outside the established markets. The 

argument is less convincing for the historical period. As mentioned above, long term interest rates 

measured by the consol rate have remained constant. Also with regard to real UK interest rates, no 

clear trend emerges. On the contrary, during the 1900-1905 period British real interest rates were at 

their highest levels in a decade.  

 

Gold standard adherence 

One hypothesis for the decline in country risk perception centres on the spread of the gold standard 

and the associated credibility gains for monetary policy (Bordo and Rockoff, 1996; Obstfeld and 

Taylor, 2003). However, a recent detailed study has shown that gold standard adherence probably 

made little difference for poor developing countries outside the “Atlantic economy” (Ferguson and 

Schularick, 2005). The bottom line of this study is that, whatever the significance of gold for relatively 

rich countries, gold adoption made little, if any, difference to the country risk premia of poor 

independent countries. Below a certain income threshold, policy credibility remained by and large 

unaffected by changes in the monetary regime. The authors argue that the market is unlikely to 

automatically reward gold standard adherence, because investors think about the likely sustainability 

of the “promise of self-restraint”, which itself is highly contingent on a country’s economic and 

political situation and prospects. Agrarian lobbies, with their fondness for currency devaluations and 

low interest rates, were even more powerful in poor countries than in rich precisely because the 

interest-groups supportive of gold commitments (notably bankers and bourgeois rentiers) were much 

smaller and weaker. A rational investor had good reasons to believe that Sweden would be less likely 

to suspend convertibility than Siam or Venezuela. In the eyes of the market, the credibility gains 

through gold standard adoption may have been low in poor countries simply because political 

instability was high. In other words, where the political and social fabric of a country is still crisis-

prone, its monetary regime is likely to be a second-order concern for the market. Investors in 

Colombian, Greek, or Persian bonds were most of the time concerned with permanent threats to 

internal or external security that could have ruined the credit of the country. Monetary clauses 

mattered much less in such cases. 

It is also true that many countries that exhibited considerable spread convergence were never, or only 

for a short period, de iure and de facto on the gold standard – for instance China, Spain, Italy, 

Portugal, and Bulgaria. And there were other countries that were on gold for most of time, but 

converged only marginally – like Russia. Japan is in many respects a special case (Sussman and 
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Yafeh, 2001). But the apparent credibility gains Japan reaped from going on gold look much less 

exemplary when compared to its “peers” at roughly the same state of development. In 1895, the 

country risk of Chile, a country which experimented unsuccessfully with gold adherence for a short 

time, was roughly at the same level as Japan. In the following two decades Chilean spreads fell 

stronger – despite the paper standard – than in Japan. Also Japan’s western neighbour, China, much 

poorer, backward, and politically unstable was seen as a better credit risk by the market than the gold 

standard economy Japan.  

Last but not least, there is a simple quantitative argument. Even in the studies which are most 

favourable to the “good housekeeping seal of approval” the estimated magnitude of this effect is, 20-

40 bp, is far below what would be necessary to explain the massive yield compression in the 

periphery. 

  

Improvements in fundamentals 

A second hypothesis aims to explain the reduction of emerging market bond spreads with 

improvement in measurable macro-economic fundamentals. I will name this “Hobson-thesis” as C.K. 

Hobson already noted in 1914 that improved debt fundamentals were the cause for the boom in 

emerging market finance:  

 

„The rise of prices enabled them [the recipient countries] to gather in a larger revenue, and so 

lightened the burden of their outstanding debts.“  (Hobson, 1914, p.158)  

 

A reduction of the debt burdens could indeed be observed in many peripheral countries, mainly as a 

consequence of robust growth and rising public revenues. However, it remains debatable if this 

suffices to explain the risk reduction. Recently, Flandreau and Zumer (2004) have taken up the 

Hobson-thesis and have focused their analysis of country risk assessment before WW1 on reductions 

of debt service levels (Flandrea and Zumer, 2004). They can also present convincing evidence that 

contemporary financial and economic thinking about creditworthiness was based on relative 

assessment of indebtedness. The Hobson-thesis is open to an easy test. If public debt or debt service 

levels – in relation to disposable public revenues – were indeed the main determinant of country risk – 

and the fall in these ratios the main driver of the decline in country risk – then interest rate 

convergence before 1914 should have moved in tandem with a reduction of public debt. Flandreau and 

Zumer do find indeed a positive relationship: 

  

„ … the story we tell is that investors monitored debt burdens and these were reduced dramatically. 

They thus concluded that the world was turning into a much safer financial place, and became 

increasingly eager to lend abroad.“ (FZ, p.57) 
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As a result of higher growth and higher inflation the real value the incurred debts fell over time as 

public revenues grew much quicker than new debt issuance. Developing countries were growing their 

way out of debt, and continuously improved their financial situation: 

 

„One correlate of the overarching importance of the debt burden is that interest rate convergence (...) 

occurred because countries were able to achieve a significant reduction of these burdens. Our 

conclusion therefore is that the root of pre-1914 financial globalization was the improved prospects 

concerning the sustainability of public debts.“ (FZ, p.75) 

 

It will be important to see if these findings can be confirmed in the present sample which is both larger 

and more closely focused on emerging markets. Can improvements in fundamentals explain the 

patterns of country risk reduction observed in the first era of global finance? Several routes are taken 

to test this proposition. First, I correlate the HEMBI to market-wide measures of public and foreign 

debt burdens and external balances. Second, I correlate spread reductions with improvements in key 

fundamentals such as levels of debt and debt service on the country level. Last but not least, I run a 

comprehensive panel-regression on the spread data for these 28 countries and trying to discern 

individual improvements from market-wide factors. 

Looking at the overall market, figure 5 shows indeed that the nominal public debt of the emerging 

markets in our sample grew strongly over the period. It reached 1.5 bn pound in 1913. However, as 

figure 6 makes clear, in relation to public revenues real debt burdens actually fell from roughly eight 

times the amount of yearly revenues to about four times on the eve of WW1. In general, the HEMBI 

spread seems to track the trend decline in the ratio of debt to revenues. However, both in the first 

boom years before the Baring crisis and then after 1900, the HEMBI fall was much steeper than the 

decline in debt burdens. Moreover, figure 7 illustrates that spreads continued to fall in the first decade 

of the 20
th
 century whereas the debt burden remained roughly stable in relation to export revenues 

which would be needed to pay off the large share of foreign debt. Finally, the aggregate external 

balance, here simply defined as the import cover ratio (ratio of exports over imports), actually 

worsened over time. There can be no doubt that the aggregate financial situation of emerging markets 

improved, especially with regard to the public revenue side. However, these aggregates are heavily 

influenced by some big countries. It is thus necessary to look closer at the country level. 
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Figures 5-8 
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 The purpose of the following part is to contrast improvements in spreads with improvement in 

fundamentals on the country level. Did the process of spread convergence go hand in hand with, and 

was it ultimately a response to, improving fundamentals? Or did spreads decouple from fundamentals 

which would make it harder to reject the idea that something unusual was going on in the international 

bond market after 1900?  

More specifically, if the thesis that country risk premia mainly responded to improving fundamentals 

is correct, it should be possible to observe both a general reduction in debt levels (which is indeed 

suggested by the aggregate data presented above) and a correlation between relative debt reduction 

and country risk gains. In other words, we would expect to see these countries whose debt levels 

witnessed the strongest decline to converge the most. Flandreau and Zumer (2004) have reached the 

conclusion that the available data confirm both hypotheses. However, their analyis comprised only of 

seven peripheral economies according to the strict definition used here.  

A first step is thus to look at simple correlations between improvements in key solvency ratios and 

declines in bond spreads. The partial decomposition of pricing uses data for two representative period 

averages, the 1880’s (1882-1890) and the last eigth years before the outbreak of the war (1905-1913). 

The test effectively excludes the troubled decade of the 1890’s. Figures 9-11 graphically illustrate the 

correlations between debt reduction and spread reduction (ignoring all other factors). First, there is 

solid evidence supporting the idea that lower spreads were – to a certain extent – a response to lower 

effective debt burdens. The great majority of countries had lighter debts by the end of the first 

globalization wave. The more troublesome point that emerges from the figures is that the relative 

relation between the two is rather loose. Spreads declined across the board, but debt level reductions 

varied a great deal. And even countries whose debt burden actually increased by significant amounts 

could see their spreads fall by half over the period.  

This is in many cases confirmed by narrative evidence. In Turkey and Brazil, then as now two 

important debtor countries, debt service obligations increased towards the end of the period. The 

public debts of the Ottoman Empire were converted in 1903 for the financing of the Bagdad railway 

and the amortization of old debts was accelerated. In Brazil, debt service payments increased 

substantially when the country had to resume full repayments on debts contracted before 1900. In 

addition to these two countries, the data suggest an increase in debt service obligations for a number of 

other countries, among them Chile and Bulgaria. However, country risk still declined markedly in all 

these countries. Some countries registered massive gains in creditworthiness with the international 

market even if their debt burdens remained essentially unchanged. This does obviously not imply that 

the reduction of debt burdens was a negligible factor. Yet other factors must also have played an 

important role. 
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   Figures 9-12 
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So far, we have not addressed the possibility that improvements in debt ratios in combination with 

other factors could still deliver a fundamental explanation for the spread compression. What is needed 

is hence a multivariate analysis that estimates the relationship between spreads and fundamentals over 

the entire period. I therefore specify a panel model similar to those employed in the recent literature. 

The strategy is as follows. 

The spread is estimated as a function of economic fundamentals – debt burden, budget and trade 

balances, exports per capita (as a proxy for the income level, but GDP per capita delivers similar 

results) – while a number of other important structural variables that are likely to influence spreads - 

such as gold standard adherence, defaults and previous defaults, international and civil wars – are 

controlled for. To control as much as possible for unobserved differences between countries in the 

panel, I also stuck to a standard fixed effects model, where individual country dummies capture the 

effects of constant but unmeasured factors such as geography, institutions, or other economic 

characteristics.
3
 Last but not least I follow standard practice by employing time-dummies to control for 

changes that affect all spreads in a given year. These time dummies are important for the analysis of 

the pricing behaviour of the market as they capture the “swings” in market sentiment that are not 

accounted for by the economic control variables. In case the fundamental model adequately describes 

the variations in spreads over the period, we would expect these time dummies to fluctuate in a narrow 

range, following the temporary ups and downs of market sentiment, but to exhibit no clear trend.  

The results are presented in table 1. In total, the regression uses slightly more than 600 observations 

for the 28 countries in the analysis. Coefficients and significance levels are generally in line with 

previous studies. There is little evidence of a gold standard effect, while debt levels and other 

fundamentals seem to have had a more prominent effect on the pricing of risk. However, it is 

interesting to note that in this pure emerging markets sample, the relationship between fundamentals 

and spreads seems to be somewhat looser than in studies that included the developed markets in 

Western Europe and North America. This could suggest a greater role of third factors, especially 

political developments and external events.  

But the most interesting insight stems from the time-effects. Recall that these are yearly dummies that 

capture the market-wide movements in risk perception over time while movements in economic 

fundamentals are separately controlled for. They hence give the best approximation to what can be 

called swings in market sentiment. The time-dummies are not only highly significant, but also exhibit 

a clear downward trend which is represented in figure 12. It seems, as if the larger part of the reduction 

in spreads was not attributable to combined improvements in the economic control variables, but to a 

downward shift in the time effects, i.e. swings in market sentiment seemingly unrelated to the 

                                                           

 

3
 Like previous authors, I found strong evidence of serial and cross-sectional correlation and of heteroskedasticity 

in our large panel, which makes ordinary least squares (OLS) invalid. Both feasible generalized least squares 

(FGLS) and panel-corrected standard errors (PCSE) are alternatives. Given higher efficiency, the first is used, but 

PCSE deliver identical results.   
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underlying economic variables. These time-effects which remained in a relatively narrow range 

between 1880 and the turn of the century, fell sharply after 1900 and contributed a large share to the 

accelerating interest rate convergence in the final years before WW1.  

If the model – which is very much in line with the recent literature – is anywhere close to being 

accurate, a major factor behind the improvement in emerging market risk perception was a market-

wide shift in sentiment. Was this after all the first emerging market bubble in the first era of financial 

globalization? The answer depends very much on whether we can identify a third factor that correlates 

and eventually explains the marked trend decline of time-effects after 1900? 

 

 

Table 1 

Cross-sectional time series regression (FGLS) 

Coefficients: generalized least squares 

Panels: heteroskedastic, correlated  

Groups/years 28/34  

Observations: 609  

Autocorrelation: common  

Spread Coef. z-value 

Debt to revenue 4.50 1.76* 

Public balance -22.59 -1.97** 

Trade balance 16.16 1.25 

Exports per cap. 11.73 0.57 

Default 386.46 14.00*** 

Previous default 79.17 3.46*** 

Gold x Nondefault 8.29 0.57 

International war 21.23 1.33 

Civil war 27.10 1.09 

 

 

 3. Risk perception and the changing political economy of globalization 

 

What explains the downward trend of the time effects over time? Why did investors grow ever more 

confident in the security of emerging market lending, above and beyond what observable 

fundamentals suggested? The hypothesis put forward in this final part of the paper is that investors 

responded to the changing political economy of globalization as it was taking shape after the turn of 

the century. In essence, the idea put forward and substantiated in this part is that the main correlate of 

the declining time-effects was a change in the institutional and political framework for international 

lending. Sovereign risk became a smaller problem, simply because the financial sovereignty of the 

periphery was reduced. From an investor’s perspective this reduced both ex-ante the likelihood and ex-

post the costs of defaults. The factors driving this change in the political economy of international 

lending after 1900 were a) a much extended role of the European powers (and increasingly of the US) 

in policing the financial stability in the periphery; and b) the consequences of the debt work-outs of 

the 1890s which left creditors with much extended rights vis-à-vis developing country governments 
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and conveyed the impression that future defaults would not only be less likely, but also less costly. 

These changes in the political economy of globalization reduced many of the endemic incentive and 

enforcement problems of international lending and tied emerging markets closely to the expanding 

world economy.  

The recent literature has not wholly ignored the changing political landscape of financial globalization 

after the turn of the century. Following an intense debate about the link between finance and 

imperialism that occupied the older literature, some authors have again come to acknowledge the 

importance of institutional and political aspects of international finance after 1900 (Kelly, 1998; 

Goetzmann and Ukhov, 2001; Mitchener and Weidenmier, 2005; Ferguson, 2004; Ferguson and 

Schularick, 2006). What follows is an attempt to bring the available evidence together. 

The first important development around the turn of the century was that the European powers and 

increasingly the US became much more stringent in policing and enforcing financial stability in the 

periphery. With the Anglo-German intervention in Venezuela 1903, the Roosevelt-Corollary of 1904 

and the British expedition to Guatemala in 1913, three of the most prominent examples of open 

display of political hegemony took place in this decade. Especially the blockade of Venezuela is a 

story that tells a lot about the political economy of financial relations between core and periphery at 

the beginning of the 20
th
 century. In the wake of the intervention, a number of Latin American 

governments reacted to the Anglo-German blockade of Venezuela by pushing the so-called Drago-

Doctrine, named after the Argentine foreign minister. The aim was to declare unlawful military actions 

for the collection of due debt payments. Two things are noteworthy. First, the Drago-Doctrine was 

rejected by the Hague Conference. The legitimate right to use force to secure debt payments was 

actually confirmed. Second, it showed to what extent Latin American governments were alarmed by 

the incident. However, not only the Latin Americans were concerned. So was the US president 

Theodore Roosevelt who saw the treatment of Venezuela as a dangerous precedent. The Roosevelt-

Corollary, pronounced in 1904, was partly an attempt to prevent further European interventions in 

American affairs, and hence to re-establish the Monroe-Doctrine. Instead of European intervention the 

President proclaimed that the US would take on the role as the chief financial officer in Central 

America. In Roosevelt’s words:  

 

„If a nation shows that it knows how to act with reasonable efficiency and decency in social and 

political matters, it keeps order and pays its obligations, it need fear no interference from the United 

States. Chronic wrongdoing … may in America, as elsewhere, ultimately require intervention by some 

civilized nation, and in the Western Hemisphere… may force the United States…to the exercise of an 

international police power.“ (Roosevelt, 6
th
 Dec 1904) 

 

Financial markets reacted quickkly to the announcement. The prices of Central American bonds rose 

by 74 percent within a year after the announcement of the corollary. Two years later, they were 
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roughly twice as high as before as investors grew confident that the US would secure debt service in 

the region and hence provide two essential public goods – financial stability and peace (Mitchener and 

Weidenmier, 2005). The US intervention in the Dominican Republic in 1904/05 was a practical 

application of the new principle. US-marines secured the collection of export duties used for debt 

payments. In 1905, marines helped the Mexican President Diaz to fight-off a rebellion; in 1906 

American troops landed in Cuba; in 1907 the military intervened in the conflict between Honduras and 

Nicaragua; in 1908 the US got engaged in Panama to secure a lawful transition of power. The 

Roosevelt Corollary and its practical implementation is a prime example for the growing 

interventionism of the powers during this period which clearly had repercussions on investor 

sentiment.  

The extension of financial intervention after 1900 was also evident in Asia. China, besides Japan, 

Siam and Persia, one of the few nominally independent countries in the region, became over the years 

de facto a financial protectorate of the powers. The defeat in the war against Japan in 1895 and in the 

Boxer-uprising in 1901 triggered massive interference with Chinese financial affairs. The influence of 

the Maritime Customs Administration, headed by a British general inspector, grew continuously. Over 

time, the debt service payments for nine major bonds and for the imposed reparations for the Boxer 

war were put under the control of the foreign-controlled Customs Administration. The reduction of 

Chinese country risk – starting at more than 300 bp in the 1890s and falling to less than 150 in the first 

decade of the 20th century despite a massive increase in real debt burden – can only be explained by 

the confidence foreign investors drew from the presence of the administration: 

 

„The protections for foreign investors in Chinese government bonds were even more extraordinary. 

Beginning in the mid-19th Century the Chinese Maritime Customs revenues were collected and 

controlled by the British. Payments on foreign debt could thus be taken directly from customs 

revenues before going to the treasury – effectively giving foreign bond holders senior claim to China‘s 

primary source of revenue. While this undoubtably lowered the Chinese Government’s cost of capital 

by reducing the probability of default, it also limited the fiscal options of the Chinese state, and put her 

purse-strings in the hands of a foreign power“. (Goetzmann and Ukhov, 2001, p.3) 

 

In the European periphery, there was a long tradition of political intervention in response to financial 

difficulties. The early examples for such arrangements were the Ottoman Empire and Egypt. Both 

economies defaulted on their debts after prolonged periods of economic mismanagement and 

irresponsible fiscal policy. In the case of the Ottoman Empire, more than half of public revenues had 

to be paid out to creditors as debt service. In 1876, the country suspendended interest rate service. The 

European powers saw the danger of disintegration of the Empire and installed an international 

commission that supervised the debt service. The Caisse de la Dette Ottomane directly controlled 

roughly a third of the Ottoman budget. New loans could only be contracted with the consent of the 
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Caisse and were usually guaranteed by additional public revenues which were put under its 

administration. The effect on investors’ risk perception was substantial. Herbert Feis notes:  

 

“The existence of the Debt Administration secured it trust that otherwise would have been denied, 

trust on interest terms lower than 5 per cent up to 1914.”  (Feis, 1930, p.337)  

 

In Southern and Eastern Europe the Turkish example became the blueprint for the reorganisation of 

stretched finances. The clearest parallel is Greece that pronounced a unilateral suspension of debt 

service payments in May 1893. Unsurprisingly, the Greek action was heavily criticised by the 

Corporation of Foreign Bondholders. When Greece lost a war against Turkey in 1898, the time had 

come for the European powers to put Greek finances under multilateral oversight. Bulgaria was 

another country on the Balkan peninsula that was heading for bankrupcy. The following restructuring 

agreement was guaranteed by the French government. The so-called consolidation bond was backed 

by the revenues of the tobacco monopoly of the Bulgarian state. A very similar arrangement was put to 

work in the kingdom of Serbia that had to suspend debt service in 1895. Serbia pledged the revenues 

of its state monopolies and a number of taxes directly to the creditors. Similars stories can be told from 

Morocco whose public revenues were controlled by French administrators from 1903 onwards, and 

from Liberia where the US took the lead in setting-up an international debt commission in 1913. 

The debt administrations have in all countries had a distinctly positive effect on investors’ risk 

perception. Unsurprisingly, the arrangements proved very popular with the bondholders. A significant 

share of public revenues came under international creditor control, and new debt could in general only 

be contracted if further revenues were pledged to the international debt commissions. Only in a few 

cases it was possible for the governments of these countries to place additional loans in London, Paris 

or Berlin without further cuts into financial sovereignty.  

Increasing financial policing of the periphery was not the only development that is likely to have 

improved investors’ risk perception after the turn of the century. It is often overlooked that the debt 

work-outs of the 1890s also left creditors of peripheral governments in a much stronger position than 

before. The thesis here is that in many Latin American economies the rescheduling agreements in the 

wake of the financial crises of the 1890s had substantially changed the debtor-creditor relations. The 

main difference was that great power politics played a less open role. The negotiations took place 

directly between banks and bondholders. Creditors and their organizations managed to gain control 

over an important part of public revenues – usually the entire or a share of customs revenues or certain 

monopolies – and controlled new debt issuance in the financial centers of Europe. In general, creditors 
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have come out of the crisis decade of the 1890s in a much strengthened strengthened position vis-à-vis 

the Latin American governments.4 

The two most prominent examples of this are Argentina and Brazil. The Argentinian financial crisis of 

1890/91 was by far the most important financial event of the decade as it brought Barings’s Bank in 

London to the brink of collapse. The City reacted quickly. An international commission headed by 

Lord Rothschild had the task of re-organizing the Argentinian debt service. The agreement reached 

with the Argentine authorities was extremely unpopular in the country, because it went hand in hand 

with massive cuts to financial sovereignty. Customs revenues needed to be pledged and no further 

loans could be issued without the consent of the creditors. Foregone debt service was capitalized, and 

also the Arreglo Romero of 1893 (which replaced the first agreement) implied no “haircut” for 

investors.  

Also the restructuring loan that was arranged for Brazil by the Rothschilds made a number of cuts to 

the country’s financial sovereignty. In return for a three year liquidity loan that was used to keep 

current on interest rate payments, Brazil had to accept a number of harsh conditions. Again, no new 

loans could be contracted without bondholder’s consent. The country had to pledge its entire customs 

revenues and had to withdraw paper money in circulation equal to the amount of the consolidation 

loan. Fishlow (1985) summarises: 

 

„... not only was it necessary to pledge the entire customs receipts of the country and to accept a 

moratorium on new debt issues, internal or external, and even governmental guarantees, but the 

government was committed to withdrawing from circulation paper money equal in value to the 10 

million loan.“  (p. 411) 

 

Comparable arrangements took place in other countries: Uruguay had to pledge no less than 45 

percent of its custom revenues to the bondholders. By 1906, a total of 75 percent of revenues were 

pledged to creditors which were collected by representatives of the Corporation of Foreign 

Bondholders. In Peru, Ecuador and Salvador creditors took over control public railways and mining 

monopolies (Mauro and Yafeh, 2003).  

In all these cases a number of common patterns could be observed which are likely to have had 

considerable consequences for the risk perception of the market. Only in very few exceptional cases, 

the face value of debt was actually reduced. The capitalization of interest payments in return for 

considerable influence on economic policy and the collateralization of public revenues was ultimately 

a very creditor-friendly solution to the financial difficulties. Moreover, creditors gained new 

possibilities to limit the risks ex ante. New loans were frequently subjected to additional pledges of 

                                                           

 

4
 The following parapgraphs build on Corporation of Foreign Bondholders (1880–1914), Annual General 

Repor; Suter (1990), Debt Cycles in the Third World; Marichal (1989); Fishlow (1989); Kelly (1998); 

Mitchener and Weidenmier (2005). 
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revenues from customs or state monopolies. Especially the British Corporation of Foreign 

Bondholders usually demanded new collateral in forms of additional public revenues under her control 

for new loans (Kelly, 1998). 

The practice of placing revenues under the control of the bondholders had serious implications for the 

legal position of creditors - which explains in part the interest of the Corporation of Foreign 

Bondholders. The British government had - throughout the 19th century - rejected automatic 

interventions on behalf of its bondholders (Platt, 1968). The reasoning was that bondholders knew 

about the risk of foreign lending before buying the debts of remote countries. Westminster did not 

want to be responsible for financial risks of private agents. But it always tried to limit political risk for 

international trade, f.i. if foregn governments expropriated the property of British citizens. 

Expropriations of foreign residents were unlawful under international law and the foreign office felt 

entitled to take action in such cases. The restructuring agreements of the 1890s have changed this 

policy. This is because through the cession of customs revenues British citizens had de facto acquired 

property rights abroad. Thanks to the "pledged revenues" the bondholders were thus entitled to 

diplomatic protection from Her Majesty's Government. Unsecured financial claims became 

diplomatically protected property. These fine legal distinctions could explain the interest of the 

Corporation of Foreign Bondholders had in securing customs revenues: 

 

„...the Foreign Office considered itself throughout the period entitled to secure the inalienability of 

securities already hypothecated to British bondholders … Law officers agreed (1895) that Britain 

would be entitled to protest against any diversion of the Nicaraguan export duties secured to the bond-

holders of the railway loan (…) As late as 1913 a British warship was sent to Guatemala to assist 

Lionel Carden in his efforts to obtain the return of the alienated coffee duties to the payment of the 

coupon of the British loan.“  

 

From the experience of the defaults and the debt restrucrings of the 1890s, investors could draw the 

conclusion that future defaults would be both less costly and less probable. In other word, expectations 

regarding the “loss given default” are likely to have changed. This latter point is important for the 

pricing of spreads. It is sometimes overlooked that the risk premia do not only reflect the probability 

of default, but also expectations with regard to the loss in the case a default happens. In theory, in a 

world of risk-neutral investors the following identity must hold:  

 

(1) (1-P)  (1+r+s)  +  P(1-q)  (1+r+s)  =  1+r;  

 

with P being the probability of default, r being the risk-free interest rate and q the expected loss given 

default, and s the risk spread over the risk free interest rate. Changes with regard to the expected loss 

given default can thus have an important influence on spreads. Assuming the risk-free interest rate is 3 

percent and the default probability 5 percent, risk neutral investors would expect a premium of no less 
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than 265 bp to take over the risk if they expect a loss of 50 percent in a default situation. Would 

investors conclude their capital loss would only be 25 percent, because various mechanisms would 

enable them to get back most of their money, the spread would, ceteris paribus, fall to roughly 130 bp. 

In reality, it is often difficult to quantify the markets' expectations of recovery values. However, the 

prices of bonds in default can give some interesting insights. The difference between face value and 

the actual price can be thought of an implicit measure for the loss the market expects. Figure 13 shows 

an interesting development. The prices of bonds of countries in default rose in value over the period. 

In the early 1890's, prices of 20 to 30 percent of the nominal value could be observed frequently – 

equivalent to capital losses of 70-80 percent. In the last years of the first era of globalization such 

bonds traded at 80 percent or more of their face value. Despite the suspension of the debt service, the 

market feared far lower losses in Colobia (1908), Nicaragua (1911), Liberia (1912) or Mexico (1914) 

than 15 years before. Creditors grew increasingly optimistic that they would get back the lion share of 

their investment even after a default happened. 
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In other words, there is substantial evidence that the general political economy of globalization had 

changed. Consider the following points. First, creditor rights vis-à-vis peripheral governments were 

much extended and backed by increasingly credible threats and examples of interventions. Second, 

emerging markets had made the experience in the 1890s that the costs of default were relatively high. 

Incentives to invest the capital wisely increased. Last but not least, the frequent practice of pledging of 

revenues to creditors had blurred the old foreign policy line of abstention from financial disputes 

between bondholders and peripheral governments. The power of the creditor organizations to act 

collectively and successfully had grown.  
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In brief, the landscape for emerging market investment had changed. Investors acknowledged the 

much greater constraints put on peripheral governments. Most importantly, a global economic setting 

developed that tied emerging markets closely to the global economy through political, legal and 

economic bounds. Investors could conclude that integration and globalization were to endure. To the 

extent that emerging markets would remain tied to the expanding global economy and that political 

and fiscal constraints would anchour policies and policy-making, the market is likely to have upgraded 

its expectations about future fundamentals – as opposed to already observable improvements. 

Whether or not this response of investors to the new political economy of globalization was wholly 

rational is a more difficult question. After all, the first globalization ended in tears in August 1914 

with heavy losses for overseas investors. But the reason was not a major emerging markets crisis, but 

the imploding political constellation in the core which destroyed the global economic order that had 

tied emerging markets to the expanding global economy. In the fragile and protectionist world 

economy of the inter-war period, the value of emerging markets investments was much lower and 

bonds never recovered to their pre-war heights.  

This first era of global finance thus underlines one central feature of emerging market risk pricing, 

namely their property as a “geared play” on the durability and sustainability of globalization and hence 

of a global economic order that ties the periphery to the core. In other words, the bonds of a poor 

remote country are worth very little for a foreign investor who would be fully subject to the vagaries 

of internal politics, closed markets and the governments’ willingness to repay its debt. However, if 

there are powerful political, institutional and economic forces that anchor the country in an open and 

expanding world economy, the same countries’ bonds become a sustainable play on the economic 

benefits of globalisation. 

 

 

 4. Conclusions 

 

Then as now, it is close to impossible to explain the reduction of emerging markets spreads by narrow 

solvency criteria alone. While improvements in country fundamentals such as debt levels were 

observable, there remains considerably need for market-wide sentiment swings and shifts in 

expectations with regard to future fundamentals to fully explain the decline in risk pricing before 

1914.  

A crucial factor for the re-pricing of country risk before 1914 was a shift in expectations with regard to 

the political and economic stability of peripheral countries in an environment of European and 

American political and economic hegemony (Mitchener and Weidenmier, 2005; Ferguson and 

Schularick, 2006). Open political hegemony provided a more favourable institutional framework for 

market integration as many of the endemic incentive and enforcement problems of international 

lending became less prevalent. Investors grew more optimistic with regard to recovery rates in case of 
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default, the willingness-to-pay of emerging markets governments, and their incentives to invest the 

money wisely. One can thus see investor behaviour as a rational response to the patterns of economic 

globalization as they developed in the early 20th century. As it turned out, the big disruption came 

from the core, not from the periphery.  

The first era of financial globalization underscores that the pricing of emerging market risk in the 

international bond market is a complex process that takes into account both economic and political 

factors. In the case of emerging markets as an asset class, history shows that broad shifts in market 

sentiment are driven by expectations regarding the prospects of global political, economic and 

financial stability. To the extent that emerging markets are a “geared play” on the durability and 

sustainability of global market integration, a core risk of “irrational exuberance” stems from the 

mispricing of global political risk. As a consequence, it remains close to impossible for policy-makers 

to distinguish justified from irrational increases in asset prices. 
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HEMBI spread 

bp   

1880 448.20 

1881 363.09 

1882 354.30 

1883 352.41 

1884 344.21 

1885 356.80 

1886 302.49 

1887 287.59 

1888 271.57 

1889 254.95 

1890 213.85 

1891 251.84 

1892 282.93 

1893 314.46 

1894 307.50 

1895 289.95 

1896 294.65 

1897 296.34 

1898 310.54 

1899 259.49 

1900 257.49 

1901 224.69 

1902 200.20 

1903 182.60 

1904 193.09 

1905 181.09 

1906 178.16 

1907 176.14 

1908 167.65 

1909 156.46 

1910 136.29 

1911 128.59 

1912 131.02 

1913 128.75 
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