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note on orthography and currency

because of changes  in Portuguese spelling since the nineteenth 
 century, contemporary and pre sent spellings of many words and even of 
names diff er. In titles of references and proper names I tried to adhere 
to original spellings. In some instances there is no unique original 
spelling. For example, the Banco do Brasil in its own publications 
sometimes spelled Brasil with an s and at other times with a z. Outside 
of proper names and titles, I use modern spellings.

The base unit of Brazilian currency by the early nineteenth  century was 
the milréis, written as 1$000. One thousand milréis made up one conto de 
réis, or 1:000$000. The milréis was only rarely convertible to gold at a fi xed 
rate of exchange; for most of the nineteenth  century it fl oated freely against 
other currencies. With the emission of large quantities of paper money 
between 1809 and 1829, the value of the milréis in terms of the principal 
foreign currency, the pound sterling, declined steadily through 1831, then 
recovered some of the ground it had lost before starting a long downward 
slide in the late 1830s. In 1846 Brazilian legislation fi xed “parity” at 27 En-
glish pence per milréis. This parity was notional, representing an exchange 
rate target that was not supported on a continuing basis. Where suitable, 
monetary values are expressed in original milréis. When compared to or 
summed with the external debt, they are reported in British pounds.
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in 1824 the  constitutional monarchy of in de pen dent Brazil borrowed 
money in London for the fi rst time. A syndicate of three merchant fi rms 
loaned it 1 million pounds sterling, raising the cash by issuing bonds. In 
return, the emissaries of Emperor Pedro I promised that the government 
would repay the loan over a period of thirty years and make interest pay-
ments of 5  percent a year to bondholders. The cabinet in Rio de Janeiro 
wanted to use the money to pay down the Trea sury’s debt to the Banco do 
Brasil. Instead the government spent the cash fi ghting the anticonstitu-
tional revolt in the northeast. In January 1825 Brazil borrowed again, tak-
ing 2 million pounds sterling through Nathan Mayer Rothschild. Once 
again the money was supposed to  settle debts within Brazil. And once 
again the funds  were spent on war, underwriting the emperor’s blockade 
of Buenos Aires. In 1829 the Trea sury could not make its next interest 
payment on time. So with the authorization of the emperor’s council of 
state, the minister in London turned again to the same bankers, who 
issued more bonds to cover the interest due. New money  under such 
circumstances was not cheap. But the ability to borrow was a remarkable 
achievement, one that the Empire would repeat in London at least once 
per de cade during hard times and as often as four times per de cade in 
good times.

chapter one

Introduction
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Had Brazil been like other Latin American borrowers it would have 
already been in default by 1830. Mexico, Peru, Colombia, Guatemala, Bue-
nos Aires, and Chile all suspended payment on their debt in the 1820s 
and  were cut off  from new borrowing in London. Most of the Spanish 
American republics went on to become serial defaulters over the course 
of the  century. For its part, Brazil repaid almost none of the principal it 
owed between 1829 and 1852. Its bondholders, however, always received 
interest. When in 1853 the fi rst loans from the 1820s  were about to come 
due, the Trea sury did not have the 3 million pounds it needed to retire the 
remaining bonds. It had no trou ble getting new credit, however. With 
the consent of the bondholders and the intermediation of N. M. Rothschild 
& Sons, the Empire extended its loans by another ten years. Its credit was 
so good that when the modifi ed loan was about to come due in 1863 the 
government simply rolled the remaining balance into a new bond issue 
bearing a lower coupon rate than before. Rather strikingly, it executed 
the debt rollover in London during a complete breakdown in diplomatic 
relations with the British government. International politics aside, Bra-
zil raised new cash and eff ectively extended the maturity of what re-
mained from its original 1820s loans by yet another thirty years with no 
trou ble. By that time Brazil was already on its eleventh London loan, 
involving four  diff erent fi nancial intermediaries.

Brazil’s good standing in credit markets was not restricted to London. 
At home the Trea sury ran its fi rst auction of domestic bonds (apólices) in 
1828, shortly  after parliament established the national debt. Slave traders 
and Rio de Janeiro’s merchants  were prominent buyers of the bonds. The 
new apólices provided lenders with annual interest payments of 6  percent 
in Brazilian currency (milréis) and  were supposed to be paid off  over 
thirty- three years. Relatively  little of the initial tranche of apólices from 
1828 had been retired when the parliament halted amortization in 1838. 
From that point forward the bonds  were perpetuities. This change had 
 little impact on the government’s ability to borrow. Investors continued 
to absorb new issues in ever larger amounts through the po liti cally turbu-
lent 1830s and 1840s. By the early 1880s apólices had been bid so high that 
the current yield had fallen below the coupon rate. So with parliamentary 
sanction the fi nance minister converted the apólices from 6 percents to 
5 percents in 1886, leveraging the government’s high creditworthiness 
to reduce outlays on debt ser vice. By then the government had borrowed 
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in local currency from the domestic market for nearly sixty years, with no 
fi xed date of redemption and without missing an interest payment.

From its fi rst London loan in 1824 to the overthrow of the constitu-
tional monarchy in 1889, Brazil accumulated a funded external debt in 
excess of 30 million pounds. Two- thirds of that had been refi nanced 
in 1889, cutting the Empire’s coupon rate to only 4  percent per year and 
extending the maturity of the bulk of the external debt out to fi fty- six 
years. Domestic long- term credit was even more elastic: from the fi rst 
Trea sury auction in 1828 up to late 1889 the growth of the local funded 
debt outpaced the value of foreign borrowing, attaining some 435 mil-
lion milréis, the equivalent of nearly 50 million pounds sterling.

If Brazil’s ability to borrow and repay without default is one puzzle, 
the country’s relative fi nancial backwardness is another. The gap between 
Brazil’s achievement in public fi nance and the condition of the nation’s 
private fi nancial markets was considerable. One basic indicator of the dis-
tinct fates of the two markets is the diff erence between the government’s 
cost of borrowing and the interest rate that lenders charged in the pri-
vate sector. Over the course of the  century the state’s borrowing costs fell 
appreciably in both London and Rio de Janeiro. From the late 1820s to 
the last London loan taken by the constitutional monarchy in 1889, Bra-
zil’s annual cost of capital in London fell from a peak of 13.9  percent in 
1829 to only 5.12  percent in 1889.1 The decline in borrowing costs was no 
less impressive in Rio de Janeiro, where they fell from 12  percent in 1831 
to just 5.12  percent in 1889.2 Average rates on secured loans in the pri-
vate sector in Rio, however, remained well above 12  percent through 1850. 
Interest rate spreads between loans to businesses and those extended to 
governments are common. Thus, it is worth stressing that the private 
sector loans used in this comparison had much shorter maturities than 
government bonds (usually only around two years), suff ered from less in-
fl ation risk as a result of their shorter maturities, and in nearly all in-
stances  were collateralized using real property, farmland, or slaves. By 
the standards of the era these  were high- quality borrowers, for whom the 
interest rate tended to the low end of the range of borrowing costs. Bor-
rowers who sought loans that  were unsecured or for longer maturities 
faced higher costs or  were rationed out of the market altogether.

When government borrowing costs declined sharply in the mid-
1850s, rates on secured loans to individuals barely fell below 12  percent. 
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Only  after the war against Paraguay (1864–70) did the average rate on pri-
vate market loans fall, moving closer to 10  percent. Even then, loans at 
18  percent and 24  percent a year  were common. The overall average of 
the mortgage loan rates was biased downward by the Banco do Brasil’s 
special mortgage operations (established in the mid-1860s), which con-
sistently provided cheaper loans than other lenders. While public borrow-
ing costs fell by more than half over a period of fi fty years, the rate of 
interest on private loans hardly budged. Considering the main features 
of Brazil’s capital market— the small number of commercial banks, high 
indices of bank concentration, and politicized and arbitrary access to the 
corporate form of the fi rm— high borrowing costs  were one facet of a 
deeper and broader prob lem in the po liti cal economy of business fi nance. 
Private borrowing costs in Brazil  were high from the very beginning. 
And they remained so.

One would expect Imperial Brazil to have had a better overall fi nancial 
outcome given its success in establishing sovereign creditworthiness. For 
the case of Britain, some economic historians have located the origins 
of modern fi nancial development in the credibility- enhancing po liti cal 
changes wrought by the Glorious Revolution in 1688.3 The institu-
tional transformation that made Britain’s parliament fi scally preemi-
nent and established a credible commitment to honor sovereign debt 
also protected rights in fi nancial property. Parliamentary sovereignty 
boosted private fi nance because it allowed greater access to the corporate 
form of the fi rm, helping to mobilize capital for business. While the de-
tails of the Glorious Revolution  were British, the shift of fi scal authority 
 toward representative assemblies was not limited to Britain. City- states 
had done so early on.4 At the level of nations, the adoption of legislative 
controls over public fi nance in the Dutch Republic predated the Brit-
ish case, and the United States followed it. In all of these the institutional 
changes that made sovereign borrowing credible also helped foster 
successful long- term fi nancial development.

Such success stories show how most states that borrowed and faith-
fully ser viced their debt also underwent the broader fi nancial develop-
ment required for modern economic growth. Imperial Brazil did not. In 
this regard it was a remarkable failure. That no revolution in private fi -
nance transpired, despite the government’s faithful servicing of its debt 
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obligations over de cades and the creation of a vibrant domestic market 
in government securities, is not merely an intriguing twist in the story. 
It warrants careful study. Had Brazil achieved fi nancial development 
commensurate with its success as a sovereign borrower the gap in income 
and productivity between it and more eco nom ically advanced nations 
would have been reduced, perhaps considerably so. It serves as a power-
ful counterexample to the general proposition of North and Weingast that 
institutional changes that credibly commit government to honor its obli-
gations necessarily result in the fi nancial development needed to attain 
modern economic growth.5 When one considers Brazil in light of Brit-
ain’s experience the diff erence is shocking. In Brazil the establishment 
of credible debt  after 1824 proved considerably less glorious in its impli-
cations for fi nancial development than scholarly work on the British case 
would lead one to expect.

DEBT AND DE VELOPMENT

This book about Imperial Brazil (1822–89) addresses how the government 
could successfully commit to borrow without default, yet at the same time 
fail to achieve fi nancial development of the type that would support sus-
tained economic growth. Brazil’s ability to borrow was not a result of un-
conventional economic attributes. (Indeed, it established a good rec ord of 
debt repayment well before it emerged as the world’s main coff ee pro-
ducer.) Despite some economic vibrancy in plantation agriculture, Brazil 
was relatively poor, exhibited low productivity by the standards of the 
advanced North Atlantic economies, had a low savings rate, relied on a 
mix of slave  labor and low- wage  free workers, and remained overwhelm-
ingly agricultural more than a  century  after the Industrial Revolution had 
begun in Britain. On most counts it was a normal Latin American coun-
try. The chief exception was its sovereign creditworthiness. Because of 
its success with borrowing, the Imperial state could fi nance defi cits, fi ght 
and win wars, and contribute to investments in infrastructure. Histori-
cally, few states have been able to borrow and then avoid default for ap-
preciable intervals of time. In this regard the Empire’s rec ord represents 
a remarkable success.

Borrowing without default is no accident. Financiers do not lend to 
a government that will not repay. The prospect that lenders to Brazil 
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would be repaid was good for two reasons. First, the state was suffi  ciently 
strong that it could command a portion of the economy’s output via tax-
ation and use it to ser vice the debt. The concentration of tax authority in 
the hands of central government helped in this regard. Richard Salvucci 
astutely noted that Mexico’s need to repay its London debt pushed it 
 toward po liti cal centralization in the nineteenth  century.6 In Brazil, it was 
po liti cal centralization— and the fi scal capacity it implied— that helped 
make it possi ble to issue debt in London in the fi rst place. Second, lend-
ers  were confi dent not only that Brazil could muster suffi  cient resources 
to pay but also that it would actually be willing to honor its debts. This 
was no small feat.  Until the mid– twentieth  century the doctrine of sov-
ereign immunity made it impossible for creditors to take sovereign 
debtors in default to court. Moreover,  whether a government repays 
has  little to do with the economic results of its borrowing. Governments 
repay loans when they fi nd it in their interest to do so. A few countries 
repay for centuries on end, while  others default with shocking consis-
tency. When borrowing is followed by shoddy fi scal practices and exac-
erbated by an adverse economic or po liti cal shock, it often culminates in 
a sharply reduced willingness to repay and then default.

To see just how exceptional the Empire was as a sovereign debtor, 
one need only consider the very recent past. The most recent rounds of 
crisis and default have seen far- fl ung states hammered by debt problems, 
with herculean eff orts to limit the damage in the debtor countries through 
debt write- downs, international fi nancial assistance, and debilitating aus-
terity. Having defaulted in 1982, Mexico, by way of example, was saved 
from another default in 1994 only because of an external bailout. Brazil 
defaulted in 1983 and Bolivia in 1989. A de cade  later Ec ua dor defaulted 
(and then defaulted again a  little more than a de cade  after that). In 1998 
Rus sia’s nearly decade- long boom turned to default. Ukraine soon 
followed. Argentine public fi nances collapsed early in the new millen-
nium. The result was the largest sovereign default in history.

Recent problems with debt are not restricted to developing nations. 
Greece has been at the forefront of the fi scal crisis in Eu rope, its bond-
holders taking a 50  percent cut in their claims in hopes of staving off  
total default. Iceland and Ireland have fl irted with default, Spain and 
Portugal have received bailouts to keep the banking sector from dragging 
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their governments into default, and the public fi nances of Italy faced 
considerable pressure. Even the United States and Great Britain, nations 
whose governments have not reneged on debt in centuries, saw their 
credit ratings downgraded as banks and ratings agencies looked askance 
at rising debt and fi scal weakness.

Imperial Brazil is a striking exception to the history of debt and de-
fault in Latin Ame rica. Fiscal prudence and a po liti cal commitment to 
repay debt kept public fi nances on an even keel. This fi nding diverges 
fairly sharply from long- standing views. Early republican critics of the 
constitutional monarchy harped on its ostensible failure to balance its 
bud gets and the debt that resulted.7  Later scholars tended to echo this 
view. Caio Prado Ju nior argued that, because of continuous fi scal defi cits, 
“Imperial Brazil, despite all of its advances, did not enjoy at any moment 
fi nancial stability or security.” 8 For Celso Furtado, the “few loans” taken 
 after Brazil’s in de pen dence “had unproductive goals, and as a result enor-
mously aggravated the already precarious fi scal situation,” while the “ser-
vice on the external debt created serious fi scal diffi  culties, contributing 
to a reduction in public credit.”9 Even the eminent historian José Honório 
Rodrigues went so far as to assert that “all of the Empire’s diffi  culties 
originated in the country’s fi nancial situation.”10

Claims of per sis tent fi scal problems  under the Empire fail to square 
with the history delineated in the chapters that follow. In the aftermath 
of in de pen dence Brazil enjoyed nearly seven de cades of government bor-
rowing without debt repudiation or default. Its credit was so good that 
it could borrow long in London at least once per de cade before 1850 and 
multiple times per de cade thereafter. Through the First Reign, the Re-
gency, and nearly fi fty years of the Second Reign, those who held the debt 
issued by Brazil received interest without fail. If King Philip II of Spain 
was the “borrower from hell,” the Brazilian Empire was truly divine for 
its bondholders.11 Using other  people’s money, including that of Rio’s 
great slave traders as well as the money market in London, the Empire’s 
statesmen secured recognition of the nation’s in de pen dence by external 
powers, sustained the armed forces in early struggles against hostile 
neighbors, covered defi cits, extended the basic institutions of governance 
across much of the national territory, beat back separatist movements 
and regional revolts, shored up and subsidized military allies inside 
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neighboring countries, and defeated a hostile aggressor in a drawn- out, 
costly war. These requirements  were too expensive and too urgent to be 
met solely from current tax revenues. Brazil shrewdly paid for state build-
ing by leveraging its  future public revenues to secure long- term lending. 
The po liti cal economy of this borrowing remains a surprisingly neglected 
theme in the historiography of Imperial Brazil.12

SUMMARY OF THE ARGUMENT

The account given in this book runs in the following terms. With in -
depen dence in 1822 Brazil’s leaders confronted a two- pronged challenge: 
how to solve the fundamental prob lem of state building, and how to deal 
with a burdensome public debt bestowed by the Portuguese crown. The 
solution to these problems echoed that adopted in late- seventeenth- 
century  England. Given that the Portuguese crown had used discretion-
ary authority  under absolutism to write down its debt and force loans 
from its subjects, the solution in Brazil was an institutional arrangement 
that limited the crown’s ability to unilaterally conduct fi scal policy. The 
Constitution of 1824 created a parliament with authority over the bud get 
and borrowing. Because the parliament’s lower chamber was elected, it 
was necessarily responsive to the interests of the enfranchised elite. This 
allowed domestic debt holders to exercise infl uence over fi nancial policy 
via a constitutionally defi ned veto point in the policy- making pro cess. 
These formal po liti cal institutions constrained and ultimately eliminated 
the monarch’s ability to unilaterally tax, spend, and debase the currency. 
Because of the creditworthiness conferred by institutional arrangements 
that supported repayment, Brazil was able to progressively increase its 
funded debt. Between 1824 and the end of the Empire in 1889, the gov-
ernment issued nearly 67 million pounds sterling overall in bonds in Lon-
don. It also took out three loans at home and issued perpetual bonds in 
the domestic market. The value of this domestic debt eventually exceeded 
that of the government’s foreign borrowing.

By the standards of emerging markets at the time, this degree of ac-
cess to capital on both sides of the Atlantic was remarkable. It is widely 
accepted that, for sustained economic growth to occur, asset holders must 
be relatively secure in their own ership. The creation and extension of 
basic investor protections— limits on the sovereign’s capacity to expropri-
ate assets— play a central role in development. What Brazil did not get 
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from its commitment to honor the property rights of creditors was the 
development of private fi nancial markets to nourish entrepreneurs, farm-
ers, and manufacturers. Indeed, a revolution in private fi nance proved 
far more elusive than the revolution in public fi nance. For sure, private- 
party fi nancing existed. But there was precious  little of it and almost no 
long- term sources of entrepreneurial capital. Business fi nance suff ered 
from politicized market interventions that undermined the development 
of domestic capital markets. The national government heavily restricted 
access to the limited liability, joint- stock form of the corporation  until 
1882. The result was high barriers to entry in commercial banking, espe-
cially for note- issuing banks. These policies limited the options of entre-
preneurs seeking to create or expand businesses and left fi rms constrained 
in their ability to raise capital.

The central government’s dominance over all fi nancial matters meant 
that Brazil’s provinces could not tailor their own banking and business 
policies to best suit local needs. The Empire’s extreme concentration of 
policy authority was the opposite of the situation that prevailed in the 
United States, where state governments had the in de pen dence to char-
ter banks and corporations. The very institutional arrangements that 
made Brazil the most credible borrower in nineteenth- century Latin 
Ame rica made economic policies unresponsive to all but the most select 
among business interests, repressing fi nancial innovation. Had the Em-
pire been less po liti cally centralized it probably would have liberalized in-
corporation before the 1880s and would have developed more fi nancial 
intermediation. This counterfactual is neither as quixotic nor distant as 
it might fi rst appear.13 The loosening of restrictions on incorporation that 
began in the early 1880s had, by the end of the de cade, boosted the growth 
in joint- stock companies and accelerated the rate of capital formation. The 
reach of the reform extended to industrial investment: annual machin-
ery imports more than tripled in real terms in the 1880s.14 The military 
government that replaced the constitutional monarchy transformed a 
 simple loosening of credit into high infl ation and an asset  bubble. Even 
 after the crash in the early 1890s, those manufacturers that had entered 
the capital market during the boom exhibited higher rates of productiv-
ity growth over the following de cades.15

The impact on private fi nance of the state’s restrictions is impossible 
to calculate with any semblance of quantitative precision. Yet the direction 
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of the eff ect is not in doubt. Irrespective of the Empire’s success with 
sovereign borrowing, the barriers to mobilizing capital via joint- stock 
companies left Brazil de cades  behind fi nancially. When one considers 
what could have been achieved by permitting the use of corporate forms 
and banking practices already available elsewhere, the costs of such re-
strictions appear very high.

The supply of property rights on which fi nancial development de-
pends is a policy choice determined in the po liti cal arena. The extent of 
investor protection and the prospects for fi nancial development  were 
partly determined by the degree of accountability that politicians had to 
their constituents.16 The Empire’s electoral system enfranchised a rela-
tively narrow slice of the population, mainly  free adult males with proof 
of suffi  cient income. The most infl uential  were property holders, men 
who held fi nancial interests in Rio de Janeiro, or owned planting and 
ranching concerns in the provinces, or both. Elected offi  cials responded 
only to a restricted set of economic interests. Many of the relations at 
the highest levels  were as much personal as po liti cal. In such a setting 
fi nanciers can command outsized infl uence over policy since they also 
command relatively scarce capital.17 This might seem to bode well for 
fi nancial interests. Yet low levels of po liti cal accountability, along 
with rent seeking by a privileged group of capitalists, rigidifi ed the ob-
stacles to fi nancial development. A state that is strong enough to supply 
property rights is strong enough to abrogate them, or provide them 
only selectively.18 This dilemma would bedevil Brazilian fi nance for 
most of the nineteenth  century. The delinking of the revolution in pub-
lic fi nance and the development of private capital markets that Brazil 
exhibited runs contrary to what one might expect. The potentially far- 
reaching economic benefi ts of the type that North and Weingast argued 
would result from the commitment to honor sovereign debt may be diffi  -
cult to secure.

Britain’s success made it seem as if credible sovereign borrowing and 
fi nancial development necessarily went hand in hand. Translating sov-
ereign commitment into broader fi nancial development required more. 
 After 1688 the British parliament not only safeguarded the property rights 
of state creditors but also proved responsive to demands from entrepre-
neurs for corporate charters that would allow them to create businesses 
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and recruit capital.19 For Brazil, in de pen dence from Portugal was an op-
portunity to foster a broad fi nancial revolution of the type engendered in 
Britain  after 1688 and in the United States following the War of In de pen-
dence. That the Empire’s new po liti cal institutions committed the state 
to honor sovereign debt yet stifl ed private fi nancial markets meant that 
Brazil’s constitutionalist rupture with Portuguese absolutism comprised, 
at least in fi nancial terms, an “inglorious” revolution. The Empire fi rmly 
eschewed the model of the relatively permissive fi nancial environment 
of Britain and the United States.

THE ISSUE S

Imperial Brazil off ers investigators a valuable case by which to examine 
a more general set of issues about government borrowing and fi nancial 
development. Outside of a limited set of well- studied cases, detailed his-
torical assessments of the fi nancial consequences of institutions that 
honored sovereign debt remain in short supply. Four topics intersect with 
Brazil’s early experience. The fi rst of these is how new states create and 
sustain sovereign borrowing— a question that continues to occupy con-
siderable interest among investigators in economics, po liti cal science, and 
economic history. Brazil appeared as a relatively high- quality sovereign 
borrower at the precise historical moment in which Spanish Ame rica was 
coming unglued. Considering Brazil in a Spanish American mirror 
suggests some of the benefi ts of credibly committing to debt repayment. 
Initial loans in the 1820s to Spanish American states gave way to de-
faults.20 Peru was the fi rst to succumb, in 1826. Gran Colombia and Chile 
followed, halting payments just a few months  later. Buenos Aires staved 
off  default, despite the Brazilian naval blockade,  until 1829. By then 
any remaining optimism regarding Latin American sovereign bonds had 
been buried by the default in 1827 on the massive debt of the region’s larg-
est borrower, Mexico.21 By 1829 every debtor state in Latin Ame rica ex-
cept Brazil had defaulted on its London bondholders.22

Several countries that succeeded in borrowing again simply repeated 
the defaults of the 1820s at vari ous intervals through the rest of the 
 century.23 Venezuela ultimately defaulted on external creditors at least 
four times before 1870, even  after write- downs and refi nancing. Mexico 
paid interest intermittently and rescheduled its foreign debt on eight 
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separate occasions through 1885. Repeated delays in remittances for in-
terest, drawn- out negotiations for the resumption of payments, and 
failed eff orts to obtain interest on arrears frustrated bondholders in Lon-
don for de cades. At the end of 1885, nine out of sixteen Latin American 
governments that had borrowed overseas  were again in default on their 
loans, which collectively comprised 44  percent of the total foreign debt 
of Latin American governments. Of all foreign government loans in 
default in London in the 1880s, some 86  percent  were Spanish Ameri-
can.24 Given this rec ord of serial default, these countries paid dearly 
on the occasions when they  were able to borrow again.25 While Spanish 
American public borrowing abroad became synonymous with default, 
the Brazilian Empire adhered to its obligations even when rocked by po-
liti cal upheaval, economic downturns, and fi nancial crises. It was a feat 
that even many U.S. state governments in the nineteenth  century failed 
to accomplish.26

It was not just in London that the Empire proved to be unusually suc-
cessful. It also gained access to an ever- increasing amount of long- term 
domestic capital. This was the second feature of its borrowing that makes 
Brazil an especially interest ing case. The government borrowed repeat-
edly at home in an era when most other Latin American governments 
 were regularly in default. Brazil thus avoided the strongest form of what 
modern experts in international fi nance have labeled original sin.27 Most 
of the home bonds  were denominated in domestic paper currency and 
 after 1838 off ered no guarantee of repayment of principal. Investors 
nonetheless sopped them up. The individual fi nanciers, private banking 
 houses, and commercial lenders that made up the primary market for 
government bonds served as an im por tant source of long- term state 
fi nance. In Brazil the government issued debt in a local market for the 
bonds that increasingly resembled that of far more advanced economies.

A third feature of interest is the way in which Brazilian creditworthi-
ness came undone some sixty- fi ve years  after the fi rst London loan.  After 
the overthrow of the constitutional monarchy in 1889, the republican 
government faced serious problems raising new loans in London. What 
is surprising about the onset of diffi  culties in the 1890s is that many 
countries that borrowed and successfully ser viced their public debt for a 
lengthy interval of time appreciably reduce their propensity to suff er debt 
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crises. And they especially reduce the chance of defaulting at low levels 
of debt.28 Brazil had the singular misfortune of sinking into “debt intol-
erance”  after having avoided it for so long. In 1898 the government de-
faulted on the London debt.29 Though it returned to the international 
capital market several times in the early twentieth  century, it defaulted 
again in 1914, and  after 1931 the country fell squarely among governments 
that  were cut off  from lending by virtue of having repeatedly failed to 
honor the terms of their foreign loans. It was this stark reversal of fi scal 
fortune  after the overthrow of the constitutional monarchy that paved the 
way for Brazil to join the club of nations classifi ed as serial defaulters.

The fourth area of interest involves precisely the linkages between 
creditworthiness and capital markets. Starting in the sixteenth  century, 
nations whose governments committed to honor sovereign debt also de-
fi ned an array of fi nancial property rights that resulted in the fl orescence 
of fi nancial markets.30 Imperial Brazil’s profi le as a quality borrower 
should have made it a candidate for just such a broad- based fi nancial rev-
olution. That it did not helps shed light on the conditions that must be 
met for such a linkage to be forged. Despite the demand for both short- 
term and long- term government debt, a fi nancial revolution in banking 
and in stock and bond markets proved to be elusive. Imperial Brazil, 
rather tragically, missed out on the most im por tant positive externality 
associated with credible public borrowing.

FR AME WORK , QUE S TIONS, AND HYP OTHE SE S

This book’s central concern— how Imperial Brazil achieved the singular 
feat of becoming a credible borrower while failing to achieve broader fi -
nancial development— involves several distinct but related parts. The 
study breaks the topic down by addressing four main questions: Precisely 
how was the state able to borrow repeatedly during the Imperial era? What 
specifi c roles did domestic and foreign capital markets play in the gov-
ernment’s borrowing? What accounted for shifts in the government’s de-
fault risk  after it had secured access to loans? And fi nally, what was the 
relationship between the po liti cal institutions that supported sovereign 
borrowing and the obstacles to private fi nancial development? The ap-
proach followed in answering these questions is that of a case study that 
works across the boundary between social science and history. Case 
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studies necessarily pose challenges to any attempt to generalize their 
fi ndings. Yet in providing par tic u lar insights they shed new light on is-
sues of broader applicability. The historical investigation of a single case 
over the better part of a  century avoids a number of the pitfalls of cross- 
country analy sis over a relatively short time interval.31 The book weds 
modern political- economic theory and method to archival materials and 
published primary sources in order to emphasize historical specifi cities, 
while keeping the more general prob lem of fi nancial development in 
close view. It is directed to two main audiences. The fi rst consists of 
specialists in po liti cal economy who work on problems of sovereign 
debt, fi nancial development, and po liti cal institutions. The second is his-
torians. Because the interests of these audiences can be distinct, the fi t 
of the book cannot be congruent with both at every point in the text. 
Readers with a background in po liti cal economy, for example, need not 
tarry in chapter 2 for the discussion of the ruler’s commitment prob lem. 
Similarly, historians of Imperial Brazil require no introduction to its po-
liti cal institutions. The book strives to make the history relevant to social 
scientists, while making an explicit po liti cal economy approach relevant 
and useful to historians.

Assessing the Empire’s experience with sovereign borrowing and its 
relation to fi nancial underdevelopment requires a theory. Social scientists 
and historians have increasingly invoked institutional factors to help ex-
plain im por tant economic outcomes.32 This book takes Imperial Brazil’s 
po liti cal institutions seriously by specifying them as explicitly as possi-
ble where relevant and demonstrating how they  shaped outcomes by 
structuring the strategic interaction among purposive agents in the econ-
omy and polity. As a point of departure for the rest of the book, chapter 2 
pre sents a model of the po liti cal economics of sovereign borrowing. It es-
tablishes the conditions  under which a ruler will seek to borrow and 
 under which capitalists will agree to lend, despite having no access to 
third- party enforcement of the debt contract. The model underpins the 
inquiry of chapters 3 through 5 in par tic u lar. It highlights how par tic u-
lar institutional arrangements permit higher levels of borrowing at lower 
cost— stylized conditions that correspond remarkably well to the Im-
perial state’s own institutions and to its own experience in the capital 
markets. The most visible of these institutions was the division of fi scal 
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authority between the executive and the legislative branch defi ned by the 
Constitution of 1824. The parliament uniquely possessed the authority 
to change taxes, approve or modify spending, and authorize new borrow-
ing. The lower house— the chamber of deputies— was preeminent in 
formulating fi scal policy and held a control right over revenues and ex-
penditures. The chamber had the power to ensure there  were suffi  cient 
funds available to ser vice the debt. The constitutional enshrinement of 
fi scal authority was a core part of the po liti cal penalty for default. Any 
attempt by the emperor or the executive to unilaterally default on the debt 
risked provoking a profound constitutional crisis by usurping parliament.

Chapter 2 also establishes the contours of Brazil’s public fi nances 
from in de pen dence in 1822 to the fall of the constitutional monarchy in 
1889. It tests the hypothesis that the Empire’s fi scal policy was sustain-
able. While the government ran intermittent defi cits, it off set them 
with surpluses that  were large enough to enable it to sustain its debt. 
Whenever the debt increased, so did the fi scal surplus required to avoid 
default. Because increases to the debt, along with increases to the bud get 
surplus, both required action by parliament, it can be inferred that bor-
rowing and repayment  were conscious po liti cal choices.

The hypothesis that Imperial Brazil was unusually successful in both 
foreign and domestic capital markets is tested in chapters 3 and 4 by ref-
erence to the trajectory and terms of its borrowing.33 While the chapters 
focus on  diff erent markets, they deploy comparable tools and mea sures 
to assess changes in creditworthiness. The Empire’s foreign debt gar-
nered attention from contemporaries and modern scholars alike.34 
Chapter 3 details the rise of its external borrowing— almost all of which 
was British in origin— after in de pen dence. To make the argument that 
the state attained the credibility required to convince foreign lenders that 
it would abide by its contractual obligation to repay, the chapter pre sents 
estimates of the amounts owed as well as original estimates of the ex ante 
cost of borrowing implied by its loan contracts with London bankers. 
Chapter 4 considers an analogous appraisal of the domestic debt. The hy-
pothesis that the Empire was excessively reliant on foreign lending is 
rejected. For much of the Imperial era the bulk of Brazil’s debt was do-
mestic in origin.35 The volume of domestic borrowing increased more rap-
idly than the foreign debt, and the cost of new domestic borrowing fell 
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dramatically, especially from the early 1830s to the 1850s. Overall the 
government enjoyed increasingly favorable terms on its loans in both 
markets.

Chapter 5 identifi es changes in the government’s creditworthiness 
by reference to the default premium on Brazilian bonds traded in Lon-
don and Rio de Janeiro. By locating per sis tent shifts using weekly data 
on bond yields it identifi es key turning points in the evolution of the Em-
pire’s risk premium. It considers and rejects the hypothesis that Brazil’s 
reputation for repayment was the chief determinant of the decline in 
country risk. In most instances durable changes in the pricing of Brazil-
ian credit risk in the bond markets  were related to domestic po liti cal 
events and foreign policy shocks, especially war. These created po liti cal 
and fi scal stresses that altered bondholders’ expectations of the govern-
ment’s willingness to pay. Investors faced such episodes with trepidation 
and viewed their successful resolution with relief, repricing sovereign risk 
accordingly.

Financial development is a requirement for, rather than a mere 
handmaiden of, modern economic growth.36 The specifi c form that fi -
nancial development takes— either through securities markets or through 
banking— turns out to be less im por tant than achieving at least one of 
them. That Brazil’s fi nancial revolution was ultimately inglorious resulted 
from its failure to spark the growth of banking and equities markets. 
Chapters 6 and 7 focus on the capital market with emphasis on the coun-
try’s fi nancial center in Rio de Janeiro.37 Chapter 6 draws on original 
indicators of joint- stock com pany formation in Rio de Janeiro, along with 
the history of legislative changes bearing on capital markets, to test the 
hypothesis that the state’s regulatory action stifl ed private fi nancial 
development through the early 1880s. Corporate chartering tended to 
decline in periods when the state’s fi scal needs increased, suggesting 
that government used its discretionary powers in granting charters as a 
form of fi scal repression. Restrictions on incorporation  were especially 
damaging in branches of business where capital requirements  were 
high.38

Chapter 7 focuses on the evolution of commercial banking in Rio de 
Janeiro. Commercial banking was the sector where regulatory restric-
tions and barriers to entry  were most visible. The few banks that did 
obtain limited liability joint-stock status became incumbents in what was 
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a fundamentally closed banking system through 1882. Brazil’s po liti cal 
centralism directly contributed to limits on the number and size of cor-
porations by restricting entry of fi rms using the corporate form. Po liti-
cal barriers to entry particularly benefi ted incumbent banks, limiting 
competition while off ering the prospect of high returns for  owners of 
the banks’ equity. The very barriers that aff orded these banks a chance to 
garner economic rents gave them an incentive to oppose entry by poten-
tial rivals. Barriers to bank entry  were not wholly arbitrary. On the con-
trary, political- fi nancial cronyism was common in Rio’s main commercial 
banks. Connections between banks and politicians aff orded po liti cal sup-
port to the  legal restrictions on bank entry.

In 1889 the Republic fundamentally altered the principal character-
istics of the po liti cal institutions—as well as the commitment to repay 
debt— established  under the constitutional monarchy. Chapter 8 sum-
marizes the key discontinuities. These  were evident in the political- 
institutional changes wrought by the overthrow of the constitutional 
monarchy and also in the evolution of Brazil’s capital markets. Following 
the replacement of the monarchy by a military government (which then 
segued to the oligarchic Republic), sovereign creditworthiness in the 
1890s along with fi scal and monetary policy more generally began to 
founder. Bankers in London and Paris cut off  existing lines of credit. The 
new regime quickly ran into great diffi  culty in securing new long- term 
loans in London. Brazil defaulted on its foreign debt in 1898, turning to 
its London creditors to reschedule its obligations. Over the same period 
private fi nance in Brazil lurched along, supporting both the expansion 
of industry and the growth of the two main stock exchanges, in Rio de 
Janeiro and São Paulo.

The inversion  after 1889 of the trajectories of public and private fi -
nance endured  until well into the twentieth  century. The Republic’s pair-
ing of diminished sovereign creditworthiness with an expansion of the 
market for business fi nance was no less aberrant than the Empire’s suc-
cess with sovereign borrowing and dismal per for mance in private-sector 
fi nancial development. The sequence of changes in Brazil was quite 
 diff erent from that observed in the relatively high- income economies of 
the North Atlantic. Considering the relationship between politics and fi -
nance solely in light of the experiences of advanced economies can do as 
much to obscure as to illuminate the factors that explain the expansion of 
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capital markets and the po liti cal economy of growth. There have been 
few studies of states that got sovereign borrowing right while getting 
private fi nancial regulation wrong. This book helps to remedy that 
omission, leveraging the distinctiveness of the Brazilian case to recon-
sider the relationship between credible sovereign borrowing and fi nancial 
development.



19

the government of  Imperial Brazil borrowed repeatedly by credi-
bly committing to repay its lenders. Yet the country paradoxically re-
mained mired in fi nancial underdevelopment. This puzzle is addressed 
in the chapters that follow. This chapter lays the groundwork for the in-
vestigation. The fi rst section draws from theoretical work on sovereign 
debt to derive conditions  under which lending and repayment occur and 
to establish a framework of analy sis. Three fundamental hypotheses 
emerge from the model summarized  here (and detailed in appendix I). 
The second section details the Empire’s political- fi scal institutions and 
provides evidence to support the proposition that those institutions made 
it possi ble to borrow. The third section gives an overview of public fi nance 
and pre sents an econometric test of the hypothesis that Brazil’s parlia-
ment acted to make debt sustainable. The fi nal section pre sents some im-
plications for subsequent chapters.

LOANS, DEFAULT,  AND COMMITMENT

Sovereign debt subordinates economics to politics. Governments may 
borrow in the market, but po liti cal factors are paramount in determin-
ing  whether governments repay. The market matters only in setting the 
opportunity cost of capital. The institutions that govern debt policy are 
of central importance in determining  whether a government can borrow. 

chapter t wo

Sovereign Borrowing and 

Imperial Debt Policy
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The amount of credit the state commands depends on the likelihood of 
repayment. This section details the framework used to investigate sover-
eign borrowing and fi nancial development. It also highlights four main 
points. The fi rst is that there are conditions  under which government bor-
rowing is desirable. This insight is a standard result in economics but 
clashes with conventional wisdom on Latin Ame rica, where many 
countries have suff ered recurrent debt crises.1 The second point is that 
sovereign borrowers are prone to default. Default risk limits access to 
loans. Reducing default risk to the point that borrowing becomes feasi-
ble required a credible commitment to repay. The third point is that 
solutions to this commitment prob lem have a fundamentally po liti cal 
character. When the state’s creditors (or their representatives) can control 
the ruler’s fi nancial actions, loans are easier and cheaper for the ruler to 
secure. The fourth point is that successfully committing to repay may 
promote broader fi nancial development that supports the expansion of 
the real sector of the economy. The conditions  under which this occurs 
are quite par tic u lar, as the Brazilian case will reveal.

Governments borrow to spend money they do not have at their im-
mediate disposal. Debt is desirable when the benefi t of public borrowing 
exceeds its own costs and the costs of alternative actions. Borrowing al-
lows government to bring resources from the  future into the pre sent. The 
purposes of this borrowing can range from the mundane (short- term 
defi cit fi nance), to the visionary (infrastructure projects with large, long- 
term payoff s), to the least productive yet most urgent (suppressing inter-
nal rebellion or defending against invasion). A sharp fi scal downturn 
does not make the state insolvent, but in the near term its “liquidity” is 
limited. By borrowing, a government can sustain much of its activity. 
Alternatives to borrowing may be prohibitively expensive in  either pe-
cuniary or po liti cal terms. Sharp increases in taxes create effi  ciency- 
degrading distortions; covering a defi cit in hard times by abruptly raising 
tax rates imposes a deadweight loss to the economy at the wrong moment. 
Sudden cuts to spending can reduce the provision of essential public 
goods. The use of loans to smooth taxes and the consumption of the 
public sector may in many instances be better than the costs of the 
alternatives.

If a government’s need to borrow is clear, its ability to borrow is more 
puzzling. Capitalists lend only in expectation of  future repayment with 
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interest. To repay, the government must fi rst command resources that are 
suffi  cient to  settle the loan. It also must be willing to use those resources 
for repayment instead of diverting them to other uses. Theoretical work 
identifi es strong incentives for rulers to repudiate debt.2 The appeal of 
diverting the money originally promised to creditors makes debt policy 
inconsistent. The government’s optimal choice when it fi rst borrows is 
no longer optimal when it comes time to return capital with interest.3 The 
precepts of effi  cient public fi nance require that debt be repaid by taxes 
on the least elastic portion of the tax base. This turns out to be nothing 
other than the money that was already borrowed— the ruler “taxes” the 
money borrowed and defaults on the lenders. Sovereign immunity pro-
tected defaulting rulers from  legal claims by creditors  until well into the 
twentieth  century. The equilibrium in such a setting is not default but an 
absence of lending if potential lenders exercise foresight.4 A government’s 
discretionary authority redounds to its own detriment. The incentive to 
default persists even if the money required to repay is available. Risk 
of default poses a major obstacle to sovereign borrowing. Fiscal crisis 
is neither a necessary nor suffi  cient condition for default. It is rare that 
 either the government or the nation is so severely limited by resource 
constraints that it becomes truly insolvent.5

Historically, defaults are only weakly associated with economic down-
turns. Fully one- third of defaults since 1820 occurred in good economic 
times. Many governments sustained debt ser vice in the face of adverse 
economic shocks.6 This suggests that a government’s ability to repay has 
less bearing on the risk of default than previously thought. There is no 
doubt that adverse shocks increase the interest rate that governments must 
pay to borrow.7 That default is not an automatic response to downturns 
highlights the role of po liti cal factors. Pressure to  free up resources for 
other purposes becomes especially acute in hard times. Fiscal contraction 
raises the ruler’s po liti cal cost of debt repayment, reducing the willing-
ness to repay. That default occurs because the po liti cal burden of debt is 
too high means that the ability to repay is not the sole or even the prin-
cipal issue infl uencing the ruler’s decision. Government default is in-
herently po liti cal because it is rooted in ex post opportunism and the 
sovereign character of the debtor. The incentive to repay, even when 
resources are available, is weak in the absence of mechanisms to compel 
repayment.



Risk of default leaves a government underfunded relative to its ability 
to ser vice debt. If a government can persuade lenders they will be repaid, 
it can take loans up to the ceiling set by the strength of its commitment. 
The more credible its commitment to fully repay, the more it can borrow 
even in hard times. Commitment is neither cheap nor easy to establish. 
It is thought that a borrower that values  future access to capital will re-
pay even in hard times in order to establish a good reputation and thereby 
obtain  future loans.8 Yet the threat of exclusion from credit markets is 
often insuffi  cient to deter default.9 Only if the number of fi nanciers 
is suffi  ciently small, and they are able to act collectively, will the threat of 
credit market exclusion support lending to the sovereign.10 If the ruler 
can circumvent the credit embargo by off ering preferential terms on ex-
isting debt or new loans and thereby entice some fi nanciers to continue 
lending, it will undermine the penalty.11 Creditors left to punish default 
in an uncoordinated fashion are in eff ec tive. The ruler treats each lend-
er’s loan as marginal; the value of the marginal loan is very low, or even 
zero, making default attractive.12

A penalty stronger than that of an uncoordinated (and in eff ec tive) 
credit embargo seems necessary to sustain lending to a sovereign state.13 
For the borrower’s promise to return capital to the lender to be credible, 
the penalty devised for default must be strong enough to compel repay-
ment.14 Credibility might require nonmarket sanction mechanisms that 
are overtly po liti cal or even coercive. Po liti cal models of sovereign cred-
itworthiness are less common than economic models, but several have 
identifi ed ways in which po liti cal penalties support borrowing.15 Par tic-
u lar institutional arrangements can facilitate the po liti cal repre sen ta-
tion of creditor interests in ways that made default very costly and nearly 
impossible. Italian city- states implemented a number of institutional 
changes that enhanced the credibility of promises to repay debt.16 The 
rise of the Dutch Republic involved similar innovations that fostered the 
fi rst revolution in public fi nance.17 The most celebrated case is that of 
 England in the wake of the Glorious Revolution.18 There, the assignment 
of control over both taxes and the purse to a standing legislature, along 
with the po liti cal salience of creditors, created a penalty that deterred 
default.

Several controversies have arisen over the role of institutions that 
establish creditworthiness by limiting the ruler’s authority. Objections 

22 sovereign borrowing and debt polic y



have emerged on historical, theoretical, and empirical grounds, mainly 
in the context of arguments related to the British case. Several studies 
have cast doubt on institution- based commitment as  either a necessary 
or even suffi  cient condition for improving the state’s credit. One strand 
of critique argues that it was the rise of more unifi ed tax systems that made 
higher levels of borrowing possi ble and more aff ordable.19 Another strand 
argues that risk premia on government debt did not decline in response 
to institutional changes.20 Several studies have questioned  whether fi -
nancial property rights more generally  were improved by commitment 
because neither the interest rate implied by returns on private assets nor 
rates charged by bankers in London fell in the immediate aftermath of 
institutional changes.21

Other fi ndings mitigate a number of these criticisms. A focus on in-
terest rates as the sole indicator of the fi scal impact of institutional 
changes may be misplaced. James Robinson has pointed out that insti-
tutional reforms that enhance the government’s commitment to repay 
may show up not as a reduction in borrowing costs but as an increase in 
the credit ceiling and the volume of lending.22 If one  were to assign pri-
macy to borrowing costs as an index of creditworthiness, it now appears 
the rates paid by the British government fell to a much greater extent with 
the Glorious Revolution than existing critiques suggest.23 Research that 
considers the impact of tax capacity jointly with institutional changes 
fi nds that states with fragmented tax regimes could nonetheless reduce 
the risk premia on their loans by establishing a parliament with fi scal 
authority.24

A ruler willing to submit to a stronger penalty for default will gain 
access to capital only if lenders can commit to applying the penalty in case 
of default. Creditors confront their own prob lem of time inconsistency.25 
Imposing ex post the penalty that was announced ex ante may be too 
costly. If creditors cannot eff ectively penalize default the ruler will be ra-
tioned too tightly; debt is capped at a level less than the supposed true 
cost the ruler could be made to pay if he defaulted.26 An alternative to a 
large but diffi  cult- to- implement penalty is to give creditors control over 
the very decision to default or repay. This authority could include the 
power to redirect fi scal resources to debt ser vice in case of shortfalls. The 
assignment of fi scal authority to creditors (or their representatives) 
strengthens the default penalty by reducing its dependence on ex post 
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collective action by creditors. Embedding fi scal authority within institu-
tional arrangements makes it costly for the ruler to reverse unilaterally. 
This transforms the default penalty from an in eff ec tive credit embargo 
(or the sterile output loss of economic models) to a po liti cal crisis. A con-
stitutional government with separation of powers, with its array of checks 
and balances and the legislative branch’s control of fi scal matters, serves 
as the classic example of such an arrangement.

The consequences of credibly committing to repay may not be lim-
ited to simply securing loans. Scholars working in historical po liti cal 
economy have proposed a far more blood- stirring prospect: the institu-
tions that credibly commit the government to honor debt are indispens-
able not just for borrowing but also for the development of vibrant 
fi nancial markets more generally. Financial property rights let credit mar-
kets develop unhindered by fear of sequestration. Firms can more af-
fordably raise capital, and a key cost of  doing business declines.27 Taken 
together these propositions imply that getting the po liti cal institutions 
right makes it possi ble to get the economic institutions right— which in 
the case of sovereign borrowing improves the creditworthiness of the 
state, while benefi ting the fi nancial sector. The institutional changes in 
the po liti cal arena that provide secure rights in fi nancial property sup-
port investment and economic growth.28 The emergence of markets for 
corporate equity and debt, the increase in mortgage lending to agricul-
tural enterprises, the growth of banking, and an overall expansion of 
credit are the central components of successful fi nancial development. 
Investigators have singled out sound public fi nance as a prerequisite for 
the fi nancial development required for modern economic growth.29 The 
lit erature on economic per for mance fi nds that fi nancial development has 
profoundly benefi cial consequences for the real sector of the economy.30

The points sketched thus far suggest a model of sovereign borrow-
ing in which creditors have the authority to both monitor the Trea sury 
and exert fi scal control. It generates the hypotheses used in the chapters 
that follow to analyze the Empire’s ability to borrow. The model’s chief 
predictions are well established.31 If penalties for default are so strong that 
the ruler honors debt in every circumstance, then lenders do not charge 
a risk premium over the risk- free interest rate. If the penalty for default 
is too weak, lenders do not extend loans, and the ruler is excluded from 
the credit market. Penalties that deter default only up to a certain level of 
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indebtedness require the ruler to pay a risk premium to compensate lend-
ers for the risk of default. A ruler that submits to a default penalty in 
this range can borrow but is rationed credit. Stronger penalties result 
in a higher debt ceiling and permit larger amounts of borrowing. These 
results are intuitive and follow directly.

Extending the model to incorporate monitoring and fi scal control by 
creditors shows how these features reduce borrowing costs, increase the 
amount loaned, and make the penalty for default a po liti cal one. Details 
on the model and its derivation are presented in appendix I. By way of 
overview, a ruler seeking to make its promise to repay credible can insti-
tute a mechanism to allow lenders or their po liti cal agents to monitor fi s-
cal matters related to debt. To make its commitment stronger still, the 
ruler can give up fi scal authority to lenders or their agents, giving them 
control over the stream of resources from which debt will be repaid. Em-
bedding these authorities in po liti cal institutions, the expectations of 
which are shared by the ruler and po liti cal elites, can make them dura-
ble. Violations of these institutional rules are then costly because of the 
po liti cal and constitutional crisis they provoke. The assignment of mon-
itoring and fi scal authority to lenders thus provides an ex ante solution 
to the ex post prob lem of how to make the penalty for default credible.

A noteworthy corollary is that monitoring and fi scal authority need 
not be complete, but their scope and extent  matter. Adverse fi scal shocks 
are less likely to provoke default and proportionally less injurious to 
borrowing when the degree of fi scal authority assigned to lenders is 
greater. In the limit, when the fi scal authority held by creditors is complete, 
ser vice on the debt will continue in all but the most extreme downturns.

Investigators have highlighted some ways by which the linkages be-
tween the commitment to repay sovereign loans and broader fi nancial 
development may operate. Protections for government creditors can con-
tribute to protections for wealth more generally.32 The result is increased 
saving and investment. Where the authorization to pool capital to under-
take business had been exclusively a royal prerogative, the creation of a 
standing parliament with fi scal authority could pave the way to reduced 
restrictions on or gan i za tional forms of the fi rm and broader access to 
capital. If legislators can capture some of the benefi ts of new business, 
 whether legitimately or not, they have incentives to support access to cor-
porate charters. The regulatory apparatus becomes more responsive to 
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the goals of entrepreneur constituents and investors, increases the sup-
ply of charters, and leads to higher levels of business investment and 
fi nance.33 In the case of Imperial Brazil, however, this hypothesis is 
rejected. The commitment to repay rooted in a parliament with fi scal 
authority did not lead to broader fi nancial development.

P O LITI  C AL INS TITUTIONS AND COMMITMENT 

IN IMPERIAL BR A ZIL

The model just described corresponds to fundamental features of the po-
liti cal institutions that governed fi scal practice in Imperial Brazil. This 
section fl eshes out those features to show how Brazil underwent a revo-
lution in public fi nance. The Constitution of 1824 enshrined the right of 
the state’s creditors to be repaid. Claims on the Trea sury by the state’s lend-
ers  were as inviolable as rights in other kinds of property; repayment was 
an explicit civil and po liti cal right of Brazilians.34 As a contemporary ana-
lyst noted, “The state’s creditors, because they entrusted their capital, or 
because they served [the needs of the state], have the right to receive their 
property or wealth.”35 The enforcement of rights required tangible po liti cal 
mechanisms. The model given here emphasized three features that sup-
port sovereign borrowing: default penalties, monitoring, and fi scal control. 
Each of these corresponds to institutional features adopted  after in de-
pen dence. The arrangement that the constitution embodied tied the 
monarch’s hands in the areas of taxing, spending, and borrowing by 
assigning those authorities to a parliament. The shift in fi scal sovereignty 
in the 1820s from the crown to the new parliament created a fi scal control 
right.36 Parliament could meet any attempt to default extraconstitutionally 
by denying new taxes to the cabinet and the emperor. Po liti cal penalties 
 were also available should the executive branch default without parliamen-
tary authorization. One such penalty was criminal prosecution of the 
fi nance minister by the chamber of deputies,  under the law making min-
isters responsible for their advice to the crown and their actions on its 
behalf.37 Refusal by a cabinet minister to execute laws to ser vice the debt 
was understood to be a prosecutable off ense.38 Unilateral default by the 
emperor could generate po liti cal deadlock, constitutional crisis, and 
even risk his removal. The forced abdication of Pedro I in 1831 made clear 
that the emperor was not immune to sanctions if enough groups found 
that he had transgressed the basic limits on his authority.
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On fi scal questions the attributes of the two  houses of parliament dif-
fered greatly.  Under the constitution the approval of the annual bud get 
was a parliamentary responsibility.39 Most bud getary authority was con-
centrated in the chamber of deputies.40 Proposals for new taxes and their 
deliberation  were reserved fi rst for consideration by the chamber. Simi-
larly, the chamber had pre ce dence in setting expenditures. Spending 
plans proposed by the cabinet required deliberation and approval in the 
chamber of deputies fi rst. The senate could propose amendments to re-
duce outlays, tax rates, or the duration of tax provisions that had already 
passed the chamber. But it could not amend a bill to increase a tax, ex-
tend the period of time the tax would apply, broaden its scope, or increase 
expenditures.41

Because the chamber of deputies was elected, it was the most respon-
sive among the constitutionally defi ned veto entities to the interests of 
creditor constituents. This helped to align the interests of the offi  cehold-
ers with those of debt holders. Should the majority support a proposal to 
default, the deputies in the lower  house would be vulnerable to electoral 
sanctions from the constituents who  were most adversely impacted by 
the pecuniary implications of default—namely, Brazil’s merchants and 
planters. The po liti cal standing of the state’s domestic creditors made sup-
port for default in the elected chamber po liti cally costly. Representative 
(if oligarchic) government and divided fi scal sovereignty internalized 
the po liti cal costs of default at multiple levels.

To better see the central role of the chamber of deputies in fi scal de-
cisions, consider two paths to default  under the constitution. Active de-
fault required that  either the cabinet or a deputy propose default and that 
a majority of deputies support it. Passive default required a chamber ma-
jority to exclude debt ser vice from the bud get or for the chamber to fail 
to pass a bud get at all. In the latter case, no institutional rule defi ned a 
bud getary reversion point by which debt ser vice automatically continued 
 until a new bud get was passed. Debt repayment required deliberation and 
support by the chamber each year.

The claim  here that there was a political- institutional basis for cred-
ible commitment has several testable implications. If a majority of depu-
ties favored repaying the debt, it would use its veto power to block any 
active proposal to default. If the chamber majority sought to prevent 
passive default, it would include interest to bondholders in each annual 
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bud get. A third implication is that if a majority opposed the fi nancial 
proposals of the executive, it would contest them. Finally, if the chamber 
majority wanted to ensure repayment of the debt, it would create mecha-
nisms for monitoring and fi scal control for the part of each year that par-
liament was not in session.

The hypothesis that the chamber could eff ectively block active at-
tempts to default is tested by reference to a unique episode in 1831.42 
With the opening of the legislative session, Finance Minister José Inácio 
Borges dutifully reported the fi scal problems of the Empire to the cham-
ber, calling the external debt that had accumulated during the reign of 
Pedro I a “fi nancial embarrassment.” 43 On 4 June 1831 he proposed to sus-
pend external debt ser vice.44 The bill found both supporters and oppo-
nents on the fl oor of the chamber. Deputy Cunha Mattos mustered 
opposition to the bill, arguing that external default had major implica-
tions for property  owners in general. He cast doubt on  whether the cabi-
net could be trusted to honor the state’s obligations, including those to 
Brazilian citizens: “[The proposal] has caused a widespread shudder in 
the city of Rio. The  people, capitalists, merchants and those with commer-
cial interests, and fi nally those who value the preservation of property, 
will all be frightened if they believe that, in front of the  whole world, we 
are  going to declare bankruptcy . . .  shares of the [domestic] public 
debt have been off ered at will, and no one wants to buy them. . . .  their 
 owners deeply perturbed by fear that there is no way the interest on them 
will be paid.” 45 For Cunha Mattos and other opponents, the prospect of a 
selective default against bondholders in London put the credibility of all 
government obligations in doubt.

Leaders who supported external default inadvertently stoked the fears 
of domestic creditors. In arguing that foreign creditors had been unjustly 
favored by the terms of Brazil’s borrowing, the nativist deputy Bernardo 
de Vasconcelos claimed that En glish merchants and capitalists held much 
of the domestic debt.46 This had the unintended eff ect of threatening all 
holders of the domestic bonds with repudiation. Po liti cally, default on ex-
ternal bonds held in London was one thing; default on domestic bonds 
held in Brazil was another issue altogether. Near the end of the fl oor de-
bate on the proposal, Deputy Montezuma sought to reject default quickly 
because the very proposal would inevitably register in the fi nancial market 
simply by having been considered at all: “The capitalists will say: ‘we do 
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not believe in these speeches, the fi nance minister is right, the public 
credit is failed.’ ” 47 Less than a week  after the fi nance minister proposed 
default, the bill failed on the fl oor of the chamber by a vote of more than 
two to one. The chamber’s defeat of the proposed moratorium sent a clear 
message to capital markets on both sides of the Atlantic. The debate and 
outcome revealed that the interests of domestic creditors and foreign 
bondholders  were not at odds but aligned— they had a common objec-
tive in seeing that the state honored its obligations. That the elected rep-
resentatives of domestic creditors wielded the infl uence required to make 
sure that the government did repay owed to the veto authority assigned 
to the chamber  under the constitution.

The chamber could also block new borrowing when it did not agree 
with the cabinet’s goals. The cabinet had no authority to raise funds in 
the capital market without parliamentary sanction. By design the power 
to approve new borrowing was “an attribute that belongs to the general 
assembly; if it  were not, it is evident that the government, if it wanted to 
evade the legislature’s authority to fi x expenditures and receipts, would 
be able to compromise the public credit, alienate state revenues, dictate 
the pre sent and the  future, and undermine legislative authority; it would 
institute absolutism, complete control over fortune and social well- 
being.” 48 When cabinet proposals to borrow came in times of special ur-
gency or from cabinets with an especially strong chamber majority, they 
 were more likely to pass than in ordinary times. Yet such circumstances 
 were no guarantee of success. Opponents could hold up authorization 
for new loans in order to score po liti cal points on other issues. In 1836 
the fi nance minister sought to issue debt to raise 2 million milréis in 
order to pacify the provinces of Pará and Rio Grande do Sul, which  were 
in revolt. Two prominent opposition leaders, Deputies Miguel Calmon 
du Pin de Almeida and Bernardo de Vasconcelos, opposed the loan. 
They used the fl oor debate to criticize the cabinet for inadequately 
leading the armed forces and failing to repress the revolts.49 The bill ul-
timately passed because of the threat to the integrity of the Empire that 
the revolts posed.50 But the cabinet was considerably weakened in the pro-
cess of defending its proposal, leaving government only a few weeks 
 later. Majority status was also no guarantee that a cabinet would secure 
support for its fi nancial policies. In the late 1870s an overwhelmingly Lib-
eral chamber ousted its own fi nance minister, Silveira Martins,  after a 
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series of blunders involving a new loan and a large emission of paper cur-
rency.51 To push him out, the majority halted deliberation of other ques-
tions and raised a motion to deny confi dence in the cabinet. The minister 
soon departed.52 It was an example of how the chamber could place the 
executive branch in check on fi nancial policy and even strip the cabinet 
of a fi nance minister whose actions did not have backing on the fl oor.

The hypothesis that the chamber majority prevented passive default 
by allocating tax revenues to debt ser vice is tested by reference to spend-
ing bills authorized by the chamber.  Table 2.1 reports the laws that pro-
vided for annual interest on the debt, from the fi rst national bud get passed 
in 1828  after parliamentary recognition of the public debt to the last bud-
get passed  under the Empire.53 Every bud get included provisions to pay 
interest on the external and domestic debt. Bud gets  were not, however, 
always passed in time for the start of the new fi scal year. The reversion 
policy in the absence of a bud get was to default on the debt. This never 
happened because the chamber majority always ensured that the debt 
would continue to be ser viced by passing prorrogativas. These mea sures 
 either extended the previous bud get  until a new one was voted or voted 
a more limited bill addressing solely debt ser vice. In at least nineteen fi s-
cal years between 1826 and 1889, prorrogativas  were employed for a por-
tion or even all of the fi scal year.54 That the chamber majority, irrespective 
of party, ensured that debt was always ser viced reveals that po liti cal sup-
port in the chamber for repayment was consistently strong.

The hypothesis that monitoring by creditors was an im por tant com-
ponent of the commitment to repay is tested by reference to institutional 
innovations undertaken by the chamber of deputies. The chamber’s ca-
pacity to monitor and control fi scal activity while parliament was in ses-
sion was straightforward. Discussion of the new bud get required that the 
chamber review and approve the previous year’s spending.55 In addition 
to this annual requirement, from 1830 on the chamber could establish 
an audit commission at any time.56 Parliament did not, however, operate 
on a year- round basis. Regular sessions ran only four months; in some 
years the emperor extended the session or convened a special session. 
From the fi rst legislature in 1826 through the last in 1889, the chamber 
of deputies was in session a  little more than 40  percent of the time.57 This 
meant that nearly 60  percent of the time deputies could not monitor the 
Trea sury, nor could parliament directly intervene to remedy shortfalls on 
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1829 — 8 October 1828
1830/31 — — 
1831/32 — 15 December 1830
1832/33 — 15 November 1831
1833/34 — 24 October 1832
1834/35 58 8 October 1833
1835/36 38 3 October 1834
1836/37 99 31 October 1835
1837/38 70 22 October 1836
1838/39 106 11 October 1837
1839/40 60 20 October 1838
1840/41 108 26 October 1840
1841/42 164 26 September 1840
1842/43 243 30 November 1841
1843/44 317 21 October 1843
1844/45 347 21 October 1843
1845/46 369 18 September 1845
1846/47 396 2 September 1846
1847/48 396 2 September 1846
1848/49 478 24 September 1847
1849/50 514 28 October 1848
1850/51 555 15 June 1850
1851/52 586 6 September 1850
1852/53 628 17 September 1851
1853/54 668 11 September 1852
1854/55 719 28 September 1853
1855/56 779 6 September 1854
1856/57 840 15 September 1855
1857/58 884 1 October 1856
1858/59 939 26 September 1857
1859/60 1,040 14 September 1859
1860/61 1,041 14 September 1859

1861/62 1,114 27 September 1860
1862/63 1,149 21 September 1861
1863/64 1,177 9 September 1862
1864/65 1,198 16 April 1864
1865/66 1,245 28 June 1865
1866/67 1,292 15 June 1866
1867/68 1,507 26 September 1867
1868/69 1,507 26 September 1867
1869/70 1,587 28 June 1869
1870/71 1,764 28 June 1870
1871/72 1,836 27 September 1870
1872/73 2,091 11 January 1873
1873/74 2,302 28 June 1873
1873/74 2,348 25 August 1873
1874/75 2,348 25 August 1873
1875/76 2,585 3 July 1875
1875/76 2,640 22 September 1875
1876/77 2,670 20 October 1875
1877/78 2,707 31 May 1877
1877/78 2,792 20 October 1877
1878/79 2,792 20 October 1877
1879/80 2,940 31 October 1879
1880/81 2,940 31 October 1879
1881/82 3,017 5 November 1880
1882/83 3,141 30 October 1882
1883/84 3,141 30 October 1882
1884/85 3,230 3 September 1884
1885/86 3,271 28 September 1885
1886/87 3,277 25 June 1886
1886/87 3,334 16 October 1886
1888 3,349 20 October 1887

Source: Collecção das Leis do Império do Brazil, vari ous years. 
Note: Before 1830 and  after 1887 the fi scal year corresponded with the calendar year. In several 
instances a single bud get law would address two fi scal years (e.g., 1877/78 and 1878/79). In other 
instances a single year would have two bud get laws, a result of prorrogativas (e.g., 1877/78). The bud get 
for 1829 encompassed the province of Rio de Janeiro and the côrte district only. No fi nal bud get for 1831 
was located, although the fi nance minister did propose a bud get to the chamber, covering the fi rst 
calendar semester of 1830 and the new fi scal year that began on 1 July. The proposal included debt 
ser vice; RMF 1829, 3a Parte, “Orçamento Geral,” Documento E, p. 2. Sources do not report passage of 
the bud get by parliament. The bud get adopted for 1831/32 was the fi rst for the entire nation.

 Table 2.1
Bud get Laws Passed by Parliament for Ser vice on the External and Internal 
Debt, 1828–89
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debt ser vice. The chamber of deputies took several mea sures to address 
these limitations on their control.

To make sure that unanticipated bud get shortfalls between parlia-
mentary sessions did not disrupt debt ser vice, the chamber delegated 
authority to the cabinet to align resources with bud geted outlays. Start-
ing in 1833 the bud get law permitted the cabinet to shift surpluses across 
categories within the bud gets of each of the ministries.58 In 1848 the par-
liament further authorized the cabinet to spend beyond the bud get by 
use of créditos suplementares and créditos extraordinários. Supplemental 
credits  were created when tax receipts  were not suffi  cient for the bud geted 
outlay. Extraordinary credits  were for urgent necessities not anticipated 
in the bud get, such as the outbreak of war. The chamber made this au-
thority a standing one in 1850.59 In 1862 the chamber limited supplemen-
tal credits to only those expenditures that by their nature tended to vary 
 after the bud get passed into law. Shifting surpluses from one part of the 
bud get to cover shortfalls in another ministry required discussion by the 
full cabinet and was not permitted any earlier than the ninth month of 
the fi scal year.60

In using its expenditure authority, the cabinet could not disregard 
the parliament’s fundamental preferences. The chamber created a re-
quirement, ex post, for the cabinet to stand (or fall) on the basis of its 
intersession spending. The annual report from the fi nance minister of 
the previous year’s accounts, which required chamber review and ap-
proval before a new bud get could be crafted, included the additional 
credits that had been used by the cabinet. If the majority did not support 
the additional expenditure, the cabinet could be censured and the min-
ister of fi nance subjected to prosecution  under the law of ministerial 
responsibility. It was a requirement that had teeth. In 1875 the fi nance 
minister and president of the cabinet, the visconde do Rio Branco, sought 
approval for supplementary and extraordinary expenditures of some 15 
million milréis beyond what parliament had authorized.61 Dissident 
deputies within Rio Branco’s own party demurred. Bud get deliberations, 
including a cabinet proposal for new borrowing, eff ectively came to a halt. 
The chamber ensured, however, that debt ser vice would continue to be 
paid.62 Only when the cabinet agreed to step down did the chamber ma-
jority sanction the past spending, pass the new bud get, and authorize new 
borrowing.63
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Solving the prob lem of how to monitor the Trea sury between parlia-
mentary sessions the chamber took a straightforward approach. Article 
15, section 14 of the constitution charged parliament with debt manage-
ment. So in 1827 the parliament created a committee of major bond-
holders, gave them access to the Trea sury’s accounts on a continuing 
basis, and placed them face to face with the fi nance minister every two 
weeks. The law conceived by the chamber required that fi ve capitalistas 
nacionais who  were “most qualifi ed for the duty and who held the larg-
est amounts of apólices” be appointed to manage the operations of the 
section of the fi nance ministry that handled debt repayment.64 The Junta 
Administrativa da Caixa de Amortização, as the committee was called, 
oversaw the disbursement of interest to domestic apólice holders and 
payments to loan agents in London to ser vice the external debt. The 
members of the junta reviewed the caixa’s accounts at its meetings and 
certifi ed them quarterly.65 These accounts  were made public, providing 
information to creditors about the transfers from the Trea sury for interest 
payments.66

 Table 2.2 pre sents the composition of the junta from 1828, when it 
was fi rst established, through the end of the Empire in 1889. Its mem-
bers  were a cross- section of the uppermost ranks of the merchant- 
fi nance elite of the First Reign, the Regency, and the Second Reign. 
Fourteen would receive titles of nobility from the emperor. Nine received 
their fi rst titles only  after having begun their junta ser vice. The fi ve who 
 were already ennobled  were elevated in rank thereafter. Early members 
tended to be major merchants or slave traders. Joaquim José Pereira de 
Faro was a Portuguese- born merchant who founded two insurance com-
panies and created two large coff ee fazendas in the Paraiba valley.67 Ig-
nácio [Ignace] Ratton was a prominent fi nancier in Rio, “of council” to 
the emperor, a founder of the Banco Comercial in 1838, and the presi-
dent of the power ful commercial association from 1840 to 1846.68 Joa-
quim Antônio Ferreira, the “master of a great fortune,” was the single 
largest slave importer to Rio de Janeiro between 1812 and  1830.69 
Francisco José da Rocha (second barão de Itamaraty) was a “major 
cap i tal ist and property owner” who matriculated with the board of 
trade as an international merchant at a remarkably young age, built the 
sumptuous Itamaraty palace, and was a member of a prominent slave- 
trading clan.70

sovereign borrowing and debt polic y 33



 Table 2.2
Members of the Junta Administrativa da Caixa de Amortização, 1828–89

name title

period 
served on 
the junta

Joaquim José Pereira de Faro Barão do Rio Bonito [1st ] 1828–43

Ignácio [Ignace] Ratton none 1828–47

Pedro José Bernardes none 1828–31

Joaquim Antônio Ferreira Barão de Guaratiba [1st] 1828–59

José Francisco de Mesquita Barão de Bomfi m 1828–73

Henrique José de Araújo none 1832–40

José Ferreira dos Santos none 1840–46

Manoel Lopes Pereira Bahia Barão de Merity 1843–60

João José de Araújo Gomes Barão de Alegrete [1st] 1847–62

Francisco José Bernardes none 1848–63

José Antônio Moreira Barão de Ipanema [1st] 1859–69

Francisco José da Rocha [fi lho] Barão de Itamaraty [2nd] 1860–83

José Joaquim de Lima e Silva 

Sobrinho

Visconde de Tocantins 1862–89

José Lopes Pereira Bahia none 1864–69

Militão Máximo de Sousa Barão de Andarahy [1st] 1870–88

Cândido José Rodrigues Torres Barão de Itamby 1870–77

Jerônimo José de Mesquita Barão de Mesquita [1st] 1874–86

Joaquim Antônio de Araújo e 

Silva

Barão do Cattete 1878–89

Antônio Clemente Pinto Neto Visconde de São Clemente 1884–86

Antônio de Araújo Aragão Bulcão Barão de São Francisco [3d] 1888–89

João Baptista da Fonseca none 1888–89

Sources: Reconstitution of the junta’s members relies on city almanacs for Rio de Janeiro; Pedro 
Plancher- Seignot, Almanak Imperial do Commércio e da Corporações Civis e Militares do Império do Brasil 
(Rio de Janeiro: Casa de P. Plancher- Seignot, 1829), 157; Emilio Seignot- Plancher, Almanak Nacional do 
Commércio do Império do Brasil (Rio de Janeiro: Typographia Imperial, 1832), 154; Sebastião Fabregas 
Surigue, Almanak Geral do Império do Brasil (Rio de Janeiro: Typographia Commercial Fluminense, 
1838), 128; Viuva Ogier e Filho, Folhinha Commercial, ou Pequeno Almanak do Rio de Janeiro (Rio de 
Janeiro: Typographia dos Editores Viuva Ogier e Filho, 1843), 125; and for 1850–89, Almanak Administrativo, 
Mercantil e Industrial da Côrte e da Capital da Província do Rio de Janeiro [Almanak Laemmert] (Rio de 
Janeiro: Eduardo e Henrique Laemmert, 1843–89). Through 1869 these are supplemented by Biblioteca 
Nacional, Setor de Manuscritos, I-34, 20, 015, “Notas contendo a relação dos membros nomeados para a 
Junta da Caixa de Amortização,” n.d.



 After the  legal slave trade from Africa to Brazil was outlawed in 1831 
and the opportunities to legitimately build wealth as a negreiro had ended, 
the leading state creditors  were mainly fi nanciers. Manoel Lopes Pereira 
Bahia started out as a retail merchant, but the connections he forged in 
high fi nance and foreign commerce  were strong; he was a brother- in- law 
of the second barão de Itamaraty, and by the time of his appointment he 
was the  father- in- law of Miguel Calmon du Pin e Almeida, visconde (and 
ultimately marquês) de Abrantes.71 Pereira Bahia’s son was named to a 
seat on the junta four years  after his  father’s death, as was his dau gh ter’s 
second husband, Joaquim Antônio de Araújo e Silva.72 Cândido José Ro-
drigues Torres was a merchant, cap i tal ist, and the brother of Joaquim José 
Rodrigues Torres (visconde de Itaboraí), one of the most im por tant states-
men of the era and a founder of the “party of order,” as the Conservatives 
 were originally known.73 Antônio Clemente Pinto Neto was a grandson of 
the slave- trading merchant barão de Nova Friburgo and became a prom-
inent planter and coff ee  factor as well as a founding member of the main 
coff ee brokers’ interest group in the last de cade of the Empire.74 José Joa-
quim de Lima e Silva Sobrinho was a longtime merchant and fi nancier; 
he served as vice president and,  later, president of the Banco do Brasil and 
was president of the commercial association for more than two de cades. 
He was the brother of Luís Alves de Lima Silva (duque de Caxias), Con-
servative stalwart, army general, and commander during the war against 
Paraguay.75

By virtue of their position as the biggest individual creditors of the 
government, the members of the junta  were able to monitor the debt 
ser vice department in the Trea sury and thereby safeguard their own 
substantial fi nancial interests. But in  doing so they also represented the 
community of bondholders in general. Their involvement reduced infor-
mation costs for the state’s creditors and the members of parliament. This 
arrangement, somewhat counterintuitively, made leading bondholders 
the guardians of the state’s own credit.

THE PUBLIC FINANCE S OF THE EMPIRE:  AN OVERVIE W

It is possi ble to characterize Brazil’s public fi nances between 1824 
and 1889 on the basis of original time series data on the stock of debt, 
revenues, expenditures, and debt ser vice payments. Several features are 
noteworthy. Brazil did not often run primary defi cits, but when it did they 
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could be quite large. Borrowing was indispensable. Although the net 
stock of debt did not increase much between 1830 and 1850, market ac-
cess allowed Brazil to retire old loans with new borrowing. It also allowed 
the fi nance ministry to convert short- term unfunded obligations into 
lower- cost, long- term securitized debt. A remarkable share of the funded 
debt was domestic in origin by midcentury. Debt- servicing requirements 
 were large enough that default would not have been surprising. Instead 
of defaulting the parliament responded to increases in debt by program-
ming primary surpluses into the bud get. The state’s fi scal reaction func-
tion accommodated new borrowing by raising taxes and cutting outlays 
in order to ser vice new debt. This made the debt and the Empire’s fi scal 
policy sustainable, as one might infer from the absence of default over 
sixty- fi ve years of borrowing. Each of these points warrants elaboration.

The largest outlays over the course of the Imperial era  were military 
in nature, followed by debt ser vice payments. The combined shares of 
the army, navy, and fi nance ministries never fell below 50  percent of 
total spending from 1830 through 1889. Brazil was not unusual in this 
regard. In Britain, by way of comparison, nearly 90  percent of central 
government outlays up to the mid– nineteenth  century involved current 
spending on the military and ser vice on the debt, most of which had ac-
cumulated as a result of earlier military spending.76 In Brazil the early 
confl ict in the Cisplatine and the blockade of Buenos Aires in the 1820s, 
“civil commotion” up through the 1840s, the war with Paraguay in the 
1860s, and public relief expenditures in drought- stricken regions in 
the late 1870s and 1880s all made large demands on revenues.77

To cover these costs the central government taxed. Many of the taxes 
at in de pen dence  were holdovers from the late colonial era.78 Most reve-
nues, however, derived from duties on foreign trade, which had become 
the largest category of receipts  after the opening of the ports in 1808. 
Again, Brazil was not unusual. Import duties  were critical to the reve-
nue of the United States in the nineteenth  century.79 In Brazil the share 
of indirect taxes, consisting almost entirely of import and export duties, 
 rose sharply from the early 1830s, peaking at 90  percent of ordinary rev-
enues in 1841.80 It declined thereafter but never fell below 70  percent of 
the government’s annual resources. Import duties and related charges 
 were the largest component of indirect taxes. Tariff  revenues fl uctuated 
dramatically in the late 1820s and then climbed steeply during the 1830s, 

36 sovereign borrowing and debt polic y



rising to a peak of 75  percent of revenues in 1841. Thereafter the share of 
import duties fell steadily but always remained well in excess of half of 
the central government’s receipts. Export taxes accounted for far less, typ-
ically between 10 and 20  percent of revenues.

Widely used revenue and expenditure data assembled by contempo-
raries suggest that the Imperial state ran chronic defi cits  after 1822.81 
This impression is erroneous. Total expenditures did commonly outstrip 
receipts; in only eleven of sixty- eight years was there a gross fi scal sur-
plus. Modern public fi nance, however, focuses not on total expendi-
tures but on primary expenditures, which exclude payments to ser vice 
the debt. More often than not Brazil ran a primary fi scal surplus. Fig-
ure 2.1 pre sents ordinary revenues, primary expenditures, and the pri-
mary balance (expressed in pounds sterling). Negative balances indicate 
a primary defi cit, while positive balances reveal years of fi scal surplus. 
The Empire’s bud get was only occasionally in defi cit.82 The key exceptions 
 were the years up to 1832, a few years at the end of the 1830s and the 
beginning of the 1840s, the war years from 1864 to 1870, and briefl y 
again in the late 1870s. Of the four periods in which Brazil ran primary 
defi cits, the fi rst corresponded to the campaign against Buenos Aires and 

figure 2 .1   Ordinary revenues, primary expenditures, and the primary 
balance, 1825–89 (fi gures in pounds sterling at 1889 prices)
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the po liti cal turmoil of the late First Reign, while the second occurred 
in the midst of the war of secession in the province of Rio Grande do 
Sul. The third directly corresponds to the war against Paraguay. The last 
period coincides with the devastating drought in the northeast, during 
which the central government spent heavily on projects and relief. The 
size of the pre-1850 defi cits pales in comparison with those of the 1860s 
and 1870s.

Defi cits  were recurrent but transitory because fundamental fi scal 
health proved to be strong. On average, revenues grew more quickly than 
outlays. Real revenue expanded at an annual rate of 4.3  percent; real pri-
mary expenditures grew at only 4.1  percent. Had the year- to- year revenues 
and outlays hewed closely to these trend rates of growth, Brazil would 
have enjoyed a consistent and growing primary surplus and the Imperial 
state would not have had to borrow at all for defi cits. There  were, however, 
large year- to- year departures from trend in expenditures; it was mainly 
the volatility of outlays that made borrowing necessary.

Brazil also borrowed to shift its pre- independence debt to a funded 
basis. The colonial state had a long rec ord of borrowing and failing to 
repay. The de cade and a half  after 1808 in which the crown governed the 
Portuguese empire from Rio de Janeiro added greatly to this debt. Most 
royal borrowing was unfunded and rarely amortized. A few small loans 
 were raised between 1808 and 1821 from the local merchant community 
for purposes ranging from establishing a gunpowder factory to support-
ing Swiss immigration.83 To create a new source of lending, Prince 
Regent João VI created the fi rst Banco do Brasil in 1808, conceding to it a 
lucrative mono poly over the issue of banknotes. In return, the Royal Trea-
sury drew on the bank at its plea sure. In order to fi nance military expen-
ditures the government repeatedly raised the cap on the issue of notes 
by the bank, which the Trea sury then borrowed. With João VI’s return 
to Portugal in 1821, he declared the debt of the local Trea sury to the 
bank to be public rather than royal, saddling his Brazilian subjects with 
the burden.84 During the progression  toward in de pen dence the follow-
ing year, Pedro, as prince regent, forced a loan that added to the inher-
ited debt.85

Thus, much like the United States, in de pen dent Brazil was born 
indebted. In 1822 debt was already at least 12.3 million U.S. dollars, or 
around 2.5 million British pounds sterling.86 It grew quickly: by 1831 the 

38 sovereign borrowing and debt polic y



foreign debt alone was more than 5 million pounds sterling, the funded 
domestic debt was 18 million milréis, and there  were some 38.5 million 
milréis in unfunded obligations, including new arrears on top of the ex-
isting debt to the Banco do Brasil.87 Increasingly, however, the portion of 
the debt placed on a funded basis grew. Figure 2.2 portrays the trajectory 
of the annual aggregate real stock of funded debt from 1825 to 1889. Ex-
cluded from the fi gure are unfunded obligations and dividend guarantees 
(which  were contingent liabilities) to railroads and other subsidized fi rms. 
It also excludes debt issued by provincial governments. By 1889 every 
province except Ceará had its own funded debt.88 In 1889 the total debt of 
Brazil’s provincial governments was 73.5 million milréis, around 10  percent 
of the central government’s own funded obligations.89 The most remark-
able feature underpinning the fi gure was the growth of domestic borrow-
ing; by the early 1850s the share of debt that had been raised abroad fell 
below 50  percent for the fi rst time. The Imperial government mobilized 
domestic savings in a way that was unrivaled elsewhere in Latin Ame rica 
in the nineteenth  century. In the early 1870s the share of total debt that 
was domestically issued in Brazil was double that of Chile and of Mexico, 
three times that of Venezuela, and more than ten times that of Peru.90

Despite rebellions, external war, fi nancial panics, and trade down-
turns, Imperial Brazil tolerated its debt burden well. Debt tolerance varies 
greatly across countries. In the latter twentieth  century, for example, 

figure 2 .2  Real total funded debt, 1825–89 (fi gures in pounds sterling at 
1889 prices)

sovereign borrowing and debt polic y 39



as many as 20  percent of defaults in  middle- income countries occurred 
when the external debt ratio was 40  percent of GDP or less.91 Poorer coun-
tries  were even less tolerant of their debt burdens. For highly debt- 
intolerant states a debt greater than 20  percent of GDP sharply raises the 
likelihood of default. National income estimates are notoriously fragile 
for nineteenth- century Brazil, but for the early 1870s one can state with 
confi dence that its debt came to around 40  percent of GDP.92 This was 
less than the levels at which debt inhibits economic growth in advanced 
economies.93 It was nonetheless easily within the range at which lower- 
income countries exhibit elevated rates of default. Yet Brazil always re-
paid. Evidence on the debt- service ratio (interest and amortization as a 
share of revenues) tells a similar story. Annual debt payments ran as high 
as half of ordinary revenues in the late 1830s and never less than the 
20  percent fi gure of the 1850s. Brazil’s average debt- service ratio was 
nearly as high as that of eighteenth- century Britain and France.94 Yet the 
ratios are at best a rough guide to outcomes: France defaulted and Brit-
ain did not. That Brazil did not default highlights the parliament’s will-
ingness to supply the taxes required to make interest payments, despite 
the relatively high bud getary cost of  doing so.

Modern work on sovereign debt identifi es a key sustainability condi-
tion: so long as the debt does not grow more quickly than the net pre sent 
value of fi scal resources available for repayment, it is sustainable.95 Vio-
lations of this intertemporal bud get constraint cause the debt to explode 
in size. The rate of increase in per capita income was low in nineteenth- 
century Brazil, such that growing out of the debt was not an option.96 
Government would have had to run surpluses chiefl y through the care-
ful management of outlays for fi scal policy to have been sustainable. 
That the Imperial government never defaulted might be taken prima 
facie as evidence of fi scal sustainability. This need not necessarily have 
been the case; an unsustainable fi scal policy may not have resulted in 
default  until  later. The republican government of the 1890s faced con-
siderable difficulty with credit, and its apologists faulted the fiscal 
practices of the Empire. These concerns direct attention to a testable 
hypothesis: the Imperial government avoided defaulting not only be-
cause the chamber voted to provide money to ser vice the debt but also 
because it systematically increased fi scal surpluses in response to higher 
levels of debt.
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Three econometric tests of the hypothesis that the Empire’s fi scal 
policy was sustainable are used  here. The results of all three suggest that 
the ensemble of taxes, expenditures, and borrowing undertaken by the 
government was fully sustainable between 1824 and 1889. The fi rst test 
is straightforward. If the data series for the government’s overall fi scal 
balance (including interest payments on the debt) is stationary, then fi s-
cal policy was sustainable. Stationarity requires the mean and the vari-
ance of the series to remain constant over time. Most of the unit root tests 
applied to the defi cit data reject a unit root in the total fi scal defi cit, point-
ing to sustainability.97

The second test is  whether the primary fi scal balance (exclusive of 
interest payments) responds to changes in the debt. Both variables are 
expressed as ratios to the level of exports.98 A suffi  cient condition for sus-
tainability is for the government to increase its primary balance in re-
sponse to increases in debt.99 How to conduct the econometric test for 
this relationship depends on the nature of the data series. Unit root tests 
show that the annual debt series is nonstationary. The nature of the data 
for the primary balance is less clear because unit- root tests returned am-
biguous results. The approach then is to consider the possibility that the 
primary balance could be  either stationary or nonstationary. Assuming 
fi rst that the primary balance has a unit root, a suffi  cient condition for 
sustainability is that the primary balance and the debt are cointegrated 
with a cointegrating vector of [1, − r], where r is the rate of interest on the 
debt.100 Cointegration is a long- run statistical relationship between vari-
ables in which they never drift too far apart. The estimates in panel A of 
 table 2.3 show that the defi cit and debt  were cointegrated, which is suf-
fi cient to establish that fi scal policy was sustainable. Additionally the re-
sults imply an average annual cost of capital to the Trea sury of 7.9  percent 
per year. This is consistent with the ex ante interest rates on Brazil’s bor-
rowing in London and Rio between 1825 and 1889.101 The error- correction 
estimates in panel A further show that short- run deviations from the 
long- run equilibrium  were corrected by way of changes in the primary 
balance (as one might predict) rather than changes in the debt.

The third test is that for the scenario in which the primary balance 
data are assumed to be stationary. Because the debt data are nonstationary, 
all variables are transformed by taking fi rst diff erences. The response of 
the primary balance to increases in the debt is assessed using ordinary 
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least-squares regression on the diff erenced variables.  Under a sustain-
able fi scal policy the coeffi  cient on the debt variable should be positive. 
Two additional variables control for cyclical infl uences on the primary 
balance; both use defi nitions originating with Barro’s work on tax smooth-
ing and employed by other scholars since.102 GVAR is a mea sure of the 
cyclical component of government  outlays:

GVAR = g − g*
x

where g is the level of government expenditures in a given year, g* is the 
trend value of g, and x is the value of exports. Government expenditures 
above the trend cause the variable to take on a positive value and should be 
negatively related to the primary balance. YVAR is a business cycle indi-
cator that includes a mea sure of temporary falls in  output:

YVAR = 1− x
x*

⎛
⎝⎜

⎞
⎠⎟

g*
x

⎛
⎝⎜

⎞
⎠⎟

where x is the value of exports in a given year and x* is the trend of the 
series. Whenever exports are above the trend, the variable takes on a neg-
ative value.

Panel B in  table 2.3 pre sents the results of the regression. The coef-
fi cients for the cyclical variables take on the expected signs and values. 
Although the interest rate implied by the coeffi  cient on debt is higher 
than what was typically the case in the Imperial era, the positive response 
of the primary balance to changes in the debt is nonetheless suffi  cient to 
demonstrate sustainability. Panels A and B together imply that govern-
ment increased its required bud get surplus by some 8 to 11 pounds ster-
ling on average for each additional 100 pounds of debt.

From these results one can infer that parliament’s annual provision 
of interest and its willingness to increase the amounts allocated for debt 
ser vice as the debt grew made Brazil’s debt sustainable. The chamber of 
deputies crafted taxes and expenditures  under an implicit rule that in-
ternalized the intertemporal bud get constraint. This responsiveness was 
visible, by way of illustration, in the new taxes approved by parliament in 
response to the tremendous increase in spending during the war against 
Paraguay. These included a personal tax and a tax on salaries of public 
employees (vencimentos) in 1867, a new stamp tax, a property transmission 
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 Table 2.3
Econometric Tests of Fiscal Sustainability, 1825–89

Panel A. Cointegration of the primary fi scal balance and the debt

cointegr ating equation

Primary Balance (−1) 1.000
Debt (−1) −0.079

(0.033)
[−2.355]

Constant 0.119

error correction d (pr imary balance) d (debt)

Cointegrating Equation −0.393 −0.583
(0.099) (0.360)

[−3.968] [−1.618]

D(Primary Balance(−1)) −0.053 −0.503
(0.120) (0.438)

[−0.445] [−1.147]

D(Debt(−1)) −0.058 −0.440
(0.033) (0.123)

[−1.718] [−3.577]

Constant 0.005 0.0481
(0.010) (0.038)
[0.568] [1.259]

Adjusted R- squared 0.209 0.169

Panel B. Determinants of the primary balance
Dependent variable: D(Primary Balance)

var iable coefficient
standard 

 error t -  statistic

Constant 0.0002 0.004  0.052
D(Debt) 0.109 0.042  2.550
D(GVAR) −0.904 0.105 −8.599
D(YVAR) −1.047 0.256 −4.089

Adjusted R- squared 0.73
F- statistic 56.6
Durbin- Watson statistic 2.21

Note: In both panels Primary Balance is the fi scal defi cit or surplus (excluding debt ser vice 
payments) divided by the value of exports, and Debt is the end- of- fi scal- year stock of total debt 
divided by exports. In panel A, standard errors are reported in parentheses, while t- statistics are 
reported in brackets. In panel B, GVAR is a variable for the cyclical component of government 
spending, and YVAR is a variable for the business cycle, as defi ned in the text. The regression 
is on the variables in fi rst diff erences, and all coeffi  cients are signifi cant at the 1  percent level.



tax, and a tax on industries and professions, all introduced in 1869.103 The 
political- fi scal reaction function revealed by the econometrics makes 
clear that policy makers systematically responded to higher levels of debt 
by programming fi scal surpluses suffi  cient to ser vice those debts.

CONCLUSION

The principal features of the Empire’s political- fi scal institutions made 
its commitment to repay debt credible. These included the authority of 
the chamber of deputies to monitor the executive’s actions on debt ser-
vice, the chamber’s control right over fi scal matters, the po liti cal stand-
ing of the state’s domestic creditors, and a po liti cal penalty should the 
executive unilaterally default. Together these features predict that the gov-
ernment would honor its debt to bondholders by vetoing proposals to 
default, funding debt ser vice in the bud get, and  running a primary sur-
plus large enough to pay interest. These hypotheses about the central role 
of parliamentary fi scal authority in making the commitment to repay 
credible are supported in this chapter by several qualitative tests and by 
econometric estimates of the government’s fi scal response to debt.
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when the government  of Imperial Brazil needed money that it 
could not aff ordably borrow at home, it looked abroad. For the fi rst 
three de cades  after in de pen dence, the bonds that Brazil issued in London 
 were the largest component of the Imperial government’s funded debt. 
The government took so many new loans  after 1850 that by 1865 Senator 
Francisco Gê Acaiaba de Montezuma (visconde de Jequitinhonha) mocked 
the frequency and ease with which the Empire could borrow in London: 
“Lombard Street! Lombard Street! The En glish capitalists don’t stop pro-
viding us with money, as much as we like, and when we like.”1 By the 
1870s informed observers assessed Brazil to be as creditworthy as the fed-
eral government of the United States. And although it could not rival the 
reliability of Britain as a debtor, the Empire was considered less risky than 
the governments of Portugal or Austria and considerably more credit-
worthy than Italy, Peru, Spain, Mexico, and Greece, among other states.2

Given the importance of the London loans, an assessment of the 
terms of Brazil’s foreign borrowing is warranted. The fi rst section pre-
sents estimates of the contribution of external borrowing to Brazil’s fi s-
cal resources. The second section describes how the London borrowing 
was done. Section three details the loans taken between 1824 and the over-
throw of the monarchy. It tests the hypothesis from the model in chap-
ter 2 that Brazil’s political- fi scal institutions would allow the government 

chapter three
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to access loans in the capital market. The fourth section reports esti-
mates of the government’s cost of capital on its loans and the risk premium 
it paid to borrow. These are used to test a further implication: borrow-
ing costs declined as the market increasingly viewed Brazil’s fi scal insti-
tutions to be eff ective and durable. Section fi ve pre sents mea sures of the 
probability of default on each loan. Because the risk premium is a direct 
function of the default probability, the two mea sures off er views of 
the same phenomenon from  diff erent  angles. The conclusion highlights 
some of the broader implications of the Empire’s experience with exter-
nal borrowing. The chapter’s fi ndings can be summarized in the follow-
ing terms. By most mea sures the Imperial state’s forays into the London 
market  were a success, if not always a bargain. The fi scal authority de-
fi ned by the Constitution of 1824 conferred on the government a 
baseline level of credibility in the capital market. Compared with the 
diffi  culties the Portuguese crown had encountered since at least 1796, 
in de pen dent Brazil’s market access was a notable achievement. While 
the evidence makes clear that the government was often at its external 
credit limit in the 1830s and 1840s,  after 1850 it could borrow repeatedly 
and take on more debt. While borrowing costs increased at moments of 
po liti cal and fi scal stress, they declined on average over the Imperial era. 
Estimates of the probability of default confi rm the insights provided by the 
other mea sures of creditworthiness. The government’s loan maturities 
 were long, with redemption dates that  were de cades off  into the  future. 
British lenders never placed the government on a short leash.

The institutional and po liti cal factors that made the Brazilian state’s 
commitment to repay credible  were not a one- off   matter. The evolution 
of the quantitative indicators of creditworthiness was uneven  until the 
early 1850s. War in the River Plate region in the 1820s, the suspension of 
ser vice in 1828 on the Portuguese loan that Brazil had assumed in 1825, 
the suspension of regular amortization of its own loans, delayed remit-
tances to loan contractors in the 1830s, and waves of internal instability 
from the late 1820s through the late 1840s meant that the fi rst half of the 
 century was one in which creditors  were uncertain  whether the po liti cal 
and fi scal institutions of the Empire could assure repayment. Nonethe-
less, the rejection by the chamber of deputies of the cabinet’s proposed 
external default in 1831, the resumption of ser vice on the Portuguese loan 
in 1834, and the resumption of amortization of the foreign debt in 1851 
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 were all actions that signaled to foreign lenders that the Empire indeed 
took its overseas fi nancial obligations seriously. The defi nitive con-
solidation of the Imperial state  under the Second Reign, with the defeat 
of the last of the regional revolts in 1848 and the effi  cacy of the cabinet of 
the conciliação in the 1850s, further bolstered the government’s stand-
ing in the London market. The improvement in creditworthiness there-
after was unambiguous. Over most of the Second Reign, Brazil was able 
to borrow ever larger amounts in London while paying a progressively 
lower premium for default risk.

BENEFITS AND COS TS:  E X TERNAL BORROWING 

AND FISC AL RE SOURCE S

Borrowing abroad involved an array of potential advantages and disad-
vantages. Because sovereign bonds had to be ser viced in hard currency, the 
stability of the exchange rate became a core concern of the Trea sury. Bra-
zil’s monetary policies infl uenced not only the local price level but also 
the sterling value of the milréis. Any increase in the money supply be-
yond what was required to sustain transactions in the real sector could 
weaken the milréis and raise the local cost of external debt ser vice. Large 
amounts of foreign currency debt are also associated with serial default. 
Excessive amounts of liabilities denominated in foreign currency mag-
nify the vulnerability of the public and private sectors of the economy to 
external economic shocks. Trade policy also played a role. Per sis tent 
growth in imports unaccompanied by an expansion of exports could de-
preciate the milréis and raise the cost of external debt ser vice. The act of 
borrowing abroad itself had an impact on trade and the exchange rate. 
While domestic borrowing could potentially crowd out private sector in-
vestment, foreign borrowing potentially lowered the real value of exports 
by raising their price in the world market. There  were also perceived 
threats to sovereignty embedded in foreign borrowing. The overseas mer-
chant bankers that handled Brazil’s loans  were not shy about urging 
specifi c fi nancial policies on the cabinet in Rio de Janeiro. Bondholders 
in London or ga nized in response to defaults in Spanish Ame rica and else-
where, creating pressure groups that sought the involvement of the Brit-
ish government on the behalf of creditors.

Yet despite this array of potential costs, foreign borrowing had a clear 
upside as well. By tapping a capital market beyond the country’s borders, 
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the Imperial government greatly broadened the available supply of loans. 
Borrowing abroad helped mitigate the crowding out of private investment 
that excessive domestic borrowing might create. Raising money overseas 
through the issue of bonds denominated in pounds sterling partitioned the 
market for public debt into foreign and domestic components. This 
partition aff orded the government a mix of fl exibility and credibility in 
its debt policy. Secondary markets for sovereign bonds in London grew 
quickly in the early nineteenth  century, providing liquidity that made 
these securities attractive to investors.

Gauging the contribution of external borrowing to the government’s 
resources requires data on loan proceeds by fi scal year. The estimates con-
structed  here rely on the provisions detailed in the original loan con-
tracts in London. In instances where the money raised took the form of 
a single payment, the loan’s proceeds are assigned to the fi scal year in 
which the contract was signed. In cases where the loan contractors raised 
money via public subscription, the money came in installments, some-
times spread out over more than a year. For loans that straddled two or 
more fi scal years, the value of the proceeds are allocated using the dates 
that each installment was credited to the Trea sury.3

The results show the contribution of external credit. Figure 3.1 ex-
presses the cash raised as a percentage of the government’s ordinary rev-
enues each year. The most striking feature of the graph is the outsized 
importance of the 1824 and 1825 loans. The money they raised tripled 
the government’s resources for fi scal year 1825 and doubled them for fi s-
cal year 1826. The amounts raised from  later loans  were even larger in 
absolute terms, and as a percentage of the ordinary revenues they ran in 
the double digits. London borrowing boosted the government’s purchas-
ing power beyond its revenue constraint by nearly 12   percent per year 
when averaged over the  whole period. Because money from new borrowing 
came in roughly one out of every three years, the typical increment to 
revenues was closer to 34  percent in the years when borrowing took place. 
On two occasions in the 1860s the increase in fi scal resources that loans 
made possi ble far outstripped this fi gure. One was the 1863 loan (which 
was raised in fi scal year 1864). It settled a number of pre-1850 debts and 
converted a large amount of short- term Trea sury bills to a funded, long- 
term basis. The other outlier was fi scal year 1866, when most of the pro-
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ceeds from the large 1865 loan to help pay for military operations against 
Paraguay  were received.

BORROWING ON LOMBARD S TREE T

Brazil’s external borrowing was part of a larger pro cess of growing capi-
tal outfl ows from Eu rope, mainly from Britain, in the nineteenth  century.4 
In the 1820s the number of governments issuing bonds through mer-
chant bankers in London grew rapidly. This upswing in borrowing was 
driven in good part by the demand for funds in newly in de pen dent Latin 
American nations.5 Low yields on the British national debt left many in-
vestors looking for more lucrative opportunities.6 The new debt issues of 
largely unproven borrowers in Latin Ame rica found an especially favor-
able reception.7 The securities of Latin American governments  were so 
pop u lar among investors that a specialized exchange for foreign funds 
was created in London in 1823.8 This initial wave of sovereign borrowing 
soon found ered. Financial panic in London in 1825 took down several 
banks involved in lending to foreign states.9 Almost all of the early con-
fi dence in the securities of the new Latin American nations turned out 
to be misplaced. Panic was followed by disaster for many bondholders: 
every Spanish American government that had borrowed in London had 

figure 3.1   Additions to ordinary revenues from foreign- funded borrowing, 
1824–89 (as a percentage of ordinary revenues)
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defaulted before the de cade ended.10 Only the investors in Brazilian bonds 
continued to receive their interest payments.

Access by sovereign borrowers to the London capital market de-
pended on merchant bankers. Many began as accepting  houses that spe-
cialized in bills of exchange. Most of the London fi rms that structured 
sovereign bond issues already had, by 1820, foreign trade, currency 
exchange, and overseas remittances among their principal lines of 
business.11 Merchant banks took deposits, actively traded in securities, 
discounted bills, advanced short- term credit, maintained correspondents, 
branches, or partner fi rms in other countries, and  were connected to key 
London stockbrokers. Such fi rms played a central role in the government 
borrowing of the 1820s.

The principal intermediating functions performed by merchant 
banks involved pricing the new bond issue and drumming up investors. 
The success of any given bond issue was not guaranteed. Once the issue 
price had been set, the borrowing state could still be vulnerable to down-
turns in the bond market. The value added by merchant bankers in 
structuring the loans had several sources. One was the bank’s ability 
to underwrite the loan by taking it “fi rm,” contracting to provide a set 
amount of money raised through the sale of the government’s bonds.12 
Loan contractors could function as market makers, buying bonds to di-
rectly shore up the price. Trusted brokers arranged large requests for 
shares. This hastened full subscription— allowing the loan to be formally 
listed on the exchange— and helped boost the bond’s market price so that 
it would equal that in the contract.13

Because the identity of loan contractors could  matter for the terms 
 under which a government borrowed, states intent on entering the 
market had to consider the standing of their prospective contractor.14 In 
London, the Brazilian government borrowed most frequently, but not 
exclusively, through the Rothschilds, fi rst through Nathan Mayer 
Rothschild in the 1820s and then, from the 1850s on, through the N. M. 
Rothschild & Sons fi rm.15 Of eigh teen bond issues made in Eu rope by 
the Imperial state, the London Rothschilds handled fourteen wholly or 
in part. While other Eu ro pean merchant banks came and went, the 
Rothschilds’ durability and standing  were nearly unmatched. The fi rm 
accounted for fully one- fourth of all foreign securities issued in London, 
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with the bulk of their Latin American issues done on behalf of the Bra-
zilian government.16

The Rothschild fi rm used its correspondents in Rio de Janeiro and 
other ports to keep tabs on commercial, po liti cal, and fi scal conditions 
in Brazil even before in de pen dence.17 Early monitoring was an invest-
ment on the part of the merchant bank that  later enabled it to perform 
due diligence on behalf of bond investors. Nathan M. Rothschild avoided 
states that  were poor credit risks. His willingness to  handle Brazil’s 1825 
loan, for example, was clearly welcomed by the markets because it sig-
naled quality on the part of the borrower. One contemporary observer 
noted that the involvement of the “eminent cap i tal ist” in the new loan 
left “ little cause to doubt that the Government securities of Brazil will, 
 under his auspices, bear as high quotations in the money- market as those 
of any of the continental States.”18 The consistent focus on the creditwor-
thiness of  actual and potential clients meant that the loans Rothschild 
chose to  handle  were presumed to be good risks for investors.19 This re-
mained true more than a half  century  later: for Brazil’s 1883 loan the 
press noted that “the honoured name of Rothschild, which has been sin-
gularly absent in all recent fi nancial operations, was suffi  cient to guar-
antee the issue a favorable reception.”20 For the borrowing government 
there  were clear benefi ts from working with a bank that had developed 
a good reputation, had an established clientele  eager to subscribe loans, 
and had the ability to support bond prices during the critical period when 
installment payments  were being made by investors.

Irrespective of the identity of the merchant bank  handling any par-
tic u lar one of Brazil’s loans, the pro cess of borrowing was generally the 
same. Once credit operations  were authorized by parliament and a loan 
approved by the fi nance minister, the terms  were negotiated between a 
merchant bank and the Brazilian envoy to the Court of St. James. The 
ambassador took his instructions from the minister of fi nance in Rio 
de Janeiro. The contracts that emerged from these negotiations detailed 
the fees Brazil would pay to the bank for structuring the loan. The loans 
almost always had an initial discount to their par, or face value.21 The con-
tracts further specifi ed the bond’s coupon rate.22 Money raised with the 
loan usually came in installments paid by the subscribers, with a discount 
conceded to investors for any early installments. It was also possi ble, 
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although less usual, for a merchant bank to directly take up an entire 
bond issue, dispensing its own funds to the government in exchange for 
the bonds and bypassing the initial public subscription entirely.23

In return for the sum raised on the loan, the government contracted 
to punctually pay dividends, amortization, and fees. Contracts also spec-
ifi ed the sources of funding for the loan’s ser vice. The issuing bank, in 
return for the contracted fee, handled coupon payments to bondholders 
and administered each loan’s sinking fund. In nearly every instance when 
bonds  were trading below par, amortization of the loan occurred through 
purchase in the secondary market by the issuing bank on behalf of the 
government. When bonds traded above par they  were amortized through 
a lottery drawing conducted by the bank and redeemed at face value. 
Retired bonds continued to earn interest, which accrued to the sinking 
fund and was used to retire additional bonds. This mechanism was in-
tended to make the loans self- liquidate and to preserve the se niority of 
earlier loans.

The government in Rio de Janeiro was not wedded to any par tic u lar 
loan contractor before the 1850s, and turnover among its fi nancial agents 
in London in the 1830s and 1840s was frequent.  Table 3.1 reports the iden-
tities of the merchant bankers that handled each of the Imperial govern-
ment’s loans. Of the eigh teen distinct issues, two  were shared by more 
than one fi rm. When the multimerchant syndicate that won the contract 
for the 1824 loan declined its option in 1825 to raise funds beyond the 
initial 1 million pounds, Nathan M. Rothschild stepped in to  handle the 
balance of the loan. Two new loans taken si mul ta neously in 1829  were, 
in eff ect, a single issue put together by Rothschild and the syndicate of 
the merchant banking  houses that had originated the 1824 and 1825 
loans. New borrowing in 1839 and 1843 utilized yet other merchant bank-
ers in London.24 Samuel & Phillips in London, formerly of Rio de Janeiro, 
handled the 1839 loan. The fi rm was tied by blood relation to Samuel, 
Phillips & Cia. in Rio de Janeiro, who  were regular correspondents of 
Nathan M. Rothschild.25 Isaac Goldsmid, another prominent London 
merchant banker, structured the 1843 loan.

N. M. Rothschild & Sons handled Brazil’s return to the London mar-
ket in 1852 and in 1855 became the offi  cial overseas fi nancial agent of 
the Brazilian government. Foreign bond issues  were arranged exclusively 
via the London Rothschilds through the end of the Imperial era. As the 
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Trea sury’s fi nancial agent, the London Rothschilds handled interest pay-
ments in Eu rope on the bonds of Brazil’s National Loan of 1879.26 De-
spite the fi rm’s role in placing Brazil’s debt, it did not ultimately hold large 
amounts of the bonds in its own portfolio. Brazil’s sterling bonds (the 
overall volume of which was appreciable in the London market) accounted 
for only 2.4  percent of the London Rothschilds’ total holdings in 1886.27

 Table 3.1 also shows that the principal owed by the government on 
each loan almost always exceeded the sum raised, refl ecting initial issue 
discounts and the loan intermediary’s fees. For example, raising 1.21 
million pounds in cash in 1860 required the issue of 1.373 million pounds’ 
worth of bonds. The discount raised the eff ective yield to initial investors 
in the bonds beyond the published coupon rate, an approach that made 
new bonds particularly appealing. Issuance fees collected by the bank 
(analogous to points and origination fees on pre sent- day loans)  were built 
into the loan. These  were usually paid to the intermediary in an addi-
tional increment of bonds. The advantage accruing to the government 
from paying its fees in its own bonds was that it did not have to front cash 
for the costs of issuing the loan.

ORIGINS AND PURP OSE S OF BR A ZIL’S  FOREIGN LOANS

 Table 3.1 summarizes the terms  under which the Imperial state borrowed 
abroad. The declared purposes of the loans varied, from straightforward 
defi cit fi nancing to specifi c infrastructural uses. Of the eigh teen loans, 
fourteen had  little if any conceivable developmental purpose, convention-
ally defi ned. Excluded from the  table is the Portuguese loan of 1823, which 
Brazil assumed in 1825. None of the funds raised by the loan went to the 
Brazilian Trea sury; Brazil took over the loan as part of the diplomatic ar-
rangement with Portugal and Britain to recognize Brazilian in de pen dence. 
In a number of instances, portions of new loans zeroed out the remaining 
balances from earlier borrowing. For example, the 1852 loan retired the 
Portuguese loan, while the loan of 1863 served partly to redeem the re-
maining balances on the loans of 1824, 1825, and 1843.28 Refi nancing of 
this kind proved necessary for a  couple of reasons. On some of the early 
loans there  were appreciable balances to be paid off  at maturity, a result 
of the failure to amortize in the 1830s and 1840s. Some of the  later loans 
had, by design, balances due at maturity. These balloon payments, in 
pre sent- day parlance,  were often covered with new borrowing.



 Table 3.1
Brazilian External Borrowing, 1824–89

loan
pl ace of 

issue principal purpose of loan bank
issue 
price

coupon 
r ate

amount 
r aised

(in pounds)
amount 
issued

maturit y 
(years)

1824 London Defi cit and fl oating debt Bazett, et al. 75 5 1,000,000 1,333,300 30
1825 London Defi cit and fl oating debt Nathan Mayer Rothschild 85 5 2,000,000 2,352,000 30
1829 London Loan interest Nathan Mayer Rothschild 52 5 200,000 384,600 30
1829 London Loan interest Wilson & Co. 52 5 199,940 384,500 30
1839 London Defi cit and fl oating debt Samuel & Phillips 76 5 312,500 411,200 30
1843 London Portugal (Convention of 1842) Goldsmid, et al. 85 5 622,702 732,000 20
1852 London Retire 1823 Portuguese loan N. M. Rothschild & Sons 95 4.5 954,250 1,040,000 30
1854 London Extend maturity of 1824 loan N. M. Rothschild & Sons 100 5 3,173,000 3,173,000 10
1858 London Buyout of Dom Pedro II railroad N. M. Rothschild & Sons 95.5 4.5 1,425,000 1,523,500 20
1859 London Retire 1829 loan N. M. Rothschild & Sons 100 5 508,000 508,000 30
1860 London Bailout of private corporations N. M. Rothschild & Sons 90 4.5 1,210,000 1,373,000 30
1863 London Retire 1824 loan/1843 loan/redeem 

Trea sury bills
N. M. Rothschild & Sons 88 4.5 3,300,000 3,855,300 30

1865 London & 
Amsterdam

War fi nance N. M. Rothschild & Sons 74 5 5,000,000 6,963,600 37

1871 London Redeem Trea sury bills/fi nance 
railroad extensions

N. M. Rothschild & Sons 89 5 3,000,000 3,459,000 37

1875 London Railroad construction and 
railroad dividend guarantees

N. M. Rothschild & Sons 96.5 5 5,000,000 5,301,200 30

1883 London Railroads/public works/central 
sugar mills

N. M. Rothschild & Sons 89 4.5 4,000,000 4,599,600 38

1886 London Redeem Trea sury bills/cover defi cit N. M. Rothschild & Sons 95 5 6,000,000 6,431,000 38
1888 London “Abolition” N. M. Rothschild & Sons 97 4.5 6,000,000 6,297,300 38
1889 London Conversion loan N. M. Rothschild & Sons 90 4 17,440,300 19,837,000 56

Note: Excludes the Portuguese loan of 1823.
Sources: Loan contracts, memoranda, and general bonds, as indicated in the text and in appendix III.
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While taking a new loan to retire an older one did not increase the 
government’s net foreign indebtedness, it did reveal successful ongoing 
access to credit markets. This access facilitated a variety of other fi nan-
cial operations by the Trea sury. Brazil’s domestic short- term debt was at 
times converted to a long- term, funded basis abroad, as in the cases of the 
loans of 1863, 1871, and 1886. Developmental borrowing by the state, while 
not frequent early on, increased in the 1870s and 1880s. The government 
occasionally pursued new loans to cover outlays on railroad extensions. 
Loans in 1871, 1875, and 1883 went partly for new infrastructure invest-
ment. In using loan proceeds to pay for projects that remedied market 
failures, the state helped to overcome defi ciencies in the provision of 
social overhead capital. Such borrowing created economic benefi ts that 
went beyond those arising from the mere smoothing of tax revenues.29 
Conversely, when the proceeds of foreign borrowing  were used to bail out 
investors in failing companies, as was the case with the loan of 1860, it 
generated additional costs.

An examination of each instance of new borrowing reveals the range 
of circumstances  under which the government took loans in London. 
Brazil’s borrowing can be roughly divided into pre-1850 and post-1850 peri-
ods. The fi rst period was marked by serious challenges. During the First 
Reign and Regency, diffi  culties in raising tax revenues, problems mak-
ing timely remittances to loan contractors, and po liti cal instability cast 
doubt on the viability of the new po liti cal institutions. Brazil was a risky 
bet. Spanish American defaults in the 1820s no doubt had an adverse con-
tagion eff ect on Brazil’s bonds in London. The lack of a truly national 
bud get during the 1820s meant that government offi  cials spent on activi-
ties that  were national in scope but for which tax revenues  were largely 
limited to Rio de Janeiro.30 At in de pen dence the ser vice on the inherited 
debts from the colonial era and on those of the United Kingdom of 
Portugal, Brazil, and the Algarves, together with current expenditures, 
already outweighed anticipated revenues. This shortfall compelled 
Brazil’s fi rst foray into the London capital market, where it arranged for 
a 3 million pounds sterling loan. The ostensible purpose of the loan was 
to repay debt to the fi rst Banco do Brasil, retire inconvertible paper cur-
rency, and pay indemnities to the Portuguese should a purely diplomatic 
settlement regarding the recognition of Brazilian in de pen dence prove im-
possible.31 The fi rst tranche of bonds, raising 1 million pounds, was issued 
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through the merchant banking syndicate of Bazett, Farquhar & Co., 
Fletcher, Alexander, & Co., and Thomas Wilson & Co., with dividends 
payable in London, Hamburg, Paris, and Amsterdam.32 In an arrange-
ment reminiscent of the Portuguese loan of 1796, the provincial trea suries 
(Juntas da Fazenda) of Rio de Janeiro, Bahia, Pernambuco, and Maran-
hão  were tasked in the contract for the ser vice on the loan, obligated to 
contribute 60 thousand pounds each per year.33 The loan was issued at a 
steep discount: 75 pounds cash for a bond worth 100 pounds at redemp-
tion. Rothschild underwrote the remainder of the loan in 1825.34 This 
second tranche provided the Imperial government with an additional 2 
million pounds,  under improved terms. Beyond mortgaging the customs 
revenues, the loan agreement earmarked remittances of diamonds for 
coupon payments.35 Rather than reduce its unfunded obligations at home, 
which by one estimate came to 20 million milréis (some 4 million pounds 
sterling at the time), the government spent much of the money from the 
loans on military operations, fi rst in 1824 to defeat the northeastern reb-
els fi ghting to create a regional republic and then  later against Buenos 
Aires in the strug gle over Montevideo and the Cisplatine.36

In 1825 Brazil’s net external indebtedness jumped by nearly 
50  percent. No pecuniary benefi t accompanied the newly elevated debt 
burden. No sooner had Brazil garnered the rest of the loan it originally 
sought in 1824 than it took on the fi rst of several foreign and domestic 
loans it needed to indemnify Portugal for in de pen dence. Full recogni-
tion of Brazil by Great Britain hinged on Portuguese ac cep tance of its 
former colony’s in de pen dence. This in turn rested in large part on set-
tling claims held by the Portuguese government and loyalists against 
Pedro I and the Rio government. Portugal sought compensation for 
damages in several categories: warships that Brazil seized and kept, un-
funded and funded debts, and a debt to the Bank of Portugal. The fi rst 
and most onerous component of the indemnity was the 1.4 million pound 
Portuguese loan of 1823. This loan, which the Empire assumed  under 
the secret convention of the treaty of 1825, quickly increased the debt bur-
den.37 It would lead to the sole instance of default on interest during the 
Imperial era. Though it was clearly an odious reparation, Brazil did not 
repudiate the loan. Instead, it merely withheld payments of interest to the 
bondholders during the succession strug gle in Portugal, beginning in 
1828. The attempted usurpation of the Portuguese throne by the regent 
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Dom Miguel prompted Brazil’s minister in London, the visconde de Ita-
bayana, to halt the ser vice on the loan.38 Although the faction of the po-
liti cal elite in Rio de Janeiro most closely tied to Pedro strongly opposed 
Miguel’s revolt, at issue for the government was  whether Brazil would 
be credited for interest payments made on the bonds, depending on which 
side emerged victorious in Portugal. The emperor’s Council of State di-
rectly took up the question, opining that it should not be ser viced on be-
half of  either party to the strug gle. Rather, the council resolved that 
interest should accumulate and be deposited with the Bank of  England, 
held  until such time as the dispute had been resolved.39 Regular interest 
payments on the loan resumed in 1835  after the resolution of the crisis.40

A loan in 1829 did not bring any funds to Brazil. The revenue short-
fall in Rio was so severe that the government feared it would not be able 
to meet interest payments in London. The cabinet in Rio quickly sought 
to undertake new borrowing. Finance Minister Miguel Calmon du Pin e 
Almeida ( later marquês de Abrantes) queried the Council of State on 
 whether the loan authorized in the bud get for the following year should 
be secured at home or abroad. The council voted by a majority to raise 
the loan within the Empire.41 Finding the domestic market unfavorable, 
the minister returned to the council in December, urgently seeking 
approval to borrow in London to cover the defi cit for 1828. In an extraordi-
nary session the council approved the request, as did the emperor. While 
credit operations had been authorized by parliament in the bud get, the 
guidelines for the loan’s terms  were not. The 1829 loan was the only bor-
rowing undertaken  after the creation of parliament that did not carry 
explicit legislative sanction for its terms.42 To supply the needed funds, 
Rothschild teamed with Thomas Wilson & Co., one of the contractors of 
the 1824 loan, to structure two identical new bond issues.43 The sole pur-
pose of the loan was to cover interest payments on the 1824–25 loans and 
to securitize existing advances already made by the contractors.44 In the 
wake of the defaults of the late 1820s, there was  little enthusiasm in the 
market for a new bond from South Ame rica and even less enthusiasm 
for a loan designed solely to pay interest. The discount on the loan was 
huge, in the range found on bonds of the Spanish American governments 
that had already defaulted. The exchange would not formally list the new 
loan because issuing new bonds to cover interest on existing debt was not 
recognized by the exchange as legitimate. That Brazil had suspended 
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ser vice on the Portuguese loan also obstructed listing on the exchange.45 
The contractors took all of the bonds themselves. When they  later ap-
peared in the secondary market they still traded at a discount relative to 
Brazil’s own bonds from the loans of 1824–25.46 The very need for the 
loan in 1829 showed how the costs of the Rio de la Plata campaign had 
pushed the Imperial government’s fi nances to its debt ceiling. The loan 
became a po liti cal cudgel in the  running disputes between Pedro and the 
chamber of deputies. Only in 1833 did parliament belatedly approve the 
loan’s terms.47

During the turbulent years of the Regency in 1831–40, Brazil pur-
sued very  little borrowing abroad. Instead, to meet expected shortfalls in 
interest remittances and to avoid default, there  were numerous advances 
that the Brazilian minister in London leveraged from the original loan 
contractors and the Trea sury’s fi nancial agents. With the instability sur-
rounding Pedro I’s abdication in 1831, along with a raft of regional re-
volts, borrowing turned increasingly inward. The Empire did issue one 
more loan abroad before 1840. By early 1839 it had become increasingly 
diffi  cult to raise funds in the domestic market at acceptable rates; apólice 
prices in Rio fell sharply over the second half of 1838 and in early 1839 
 were quoted as low as 69.5  percent of par.48 Po liti cal instability was the 
main culprit, but that was compounded by the panic of 1837 in the United 
States, which had roiled the Atlantic capital markets, with lingering ef-
fects that further raised borrowing costs in Brazil. The government 
turned to London and took a relatively small loan in 1839 through Samuel 
& Phillips, which had served as the Trea sury’s fi nancial agent for 
nearly a de cade.49 The new loan entered the market at 76, with a 5  percent 
annual coupon. It was clearly preferable to borrowing in Rio in local 
currency— London was nearly 200 basis points cheaper, and the funds 
raised  were in sterling. Although the loan may have simply securitized 
debts already owed to Samuel & Phillips and other merchant bankers, it 
nonetheless allowed the government to meet vari ous payments in the 
City without having to remit funds from Brazil.50

The old question of Portuguese claims reared its head again in the 
late 1830s. The government had suspended ser vice on the Portuguese 
loan from 1828  until 1835. It had also failed to pay the other indemnities. 
A new agreement between Portugal and Brazil made in 1837 and fully 
ratifi ed in 1842 led Brazil to borrow once more in London in 1843.51 In 
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the wake of the defaults by U.S. state governments, the London market 
was not favorably inclined to make new loans to foreign borrowers.52 
Brazil nonetheless successfully placed bonds through the merchant 
banking syndicate of Goldsmid, Thompson, and King, which had taken 
over Brazil’s fi nancial agency from Samuel & Phillips at the end of the 
1830s.53 The loan’s proceeds fi nally settled all of Portugal’s claims.

A second, and very  diff erent, era of borrowing by the Imperial state 
began  after 1850. In late 1851 the visconde de Itaboraí, the fi nance min-
ister of the Conservative cabinet distinguished by its deft  handling of 
complex problems of diplomacy and foreign aff airs, scored a separate, 
more quiet victory.54  Under his leadership the government resumed regu-
lar amortization on its London loans, supplying the Trea sury’s fi nancial 
agents and loan contractors with money earmarked for that purpose.55 
More than a de cade  later the fi nance minister observed that the Empire 
had fi rmed up its credit considerably by fully adhering to the terms of its 
loan contracts.56 From the perspective of bondholders the suspension of 
amortization in the late 1820s had not been especially burdensome. Yet 
by failing to retire bonds gradually  under the terms of the loan contracts, 
Brazil unavoidably signaled the market that it might ultimately fail to re-
pay the loan when it came due.

The Empire’s new and improved standing was soon apparent. Shortly 
 after it had resumed amortization of its external debt, it paid off  the bal-
ance of the 1823 Portuguese loan with the proceeds from a new loan in 
1852 through N. M. Rothschild & Sons.57 The terms  were the best that 
Brazil had received up to that point, better than those given to Austria 
that year (also borrowing through the London Rothschilds) and to Peru 
the year  after.58 The 1852 loan contract was the last to declare that “his 
Imperial Majesty specially pledges the revenues derived from the Cus-
toms, these being the largest and surest source of all the Revenues of the 
Empire.”59 Thereafter, the more general clause committing “all the re-
sources of the Empire” suffi  ced for new borrowing.60 By 1854 the govern-
ment’s credit was suffi  ciently strong that it could bypass new borrowing 
by simply extending the maturity of an existing loan. With the loan of 
1824–25 coming due, the fi nance ministry faced a diffi  cult situation. War 
broke out in the Crimea in late 1853, and the London loan market tight-
ened. Consultation with the loan contractors and existing payment agents 
determined that bondholders  were not opposed to lengthening the 



60 tropic al credibilit y on lombard street

maturity of the original loans, which was preferred over making a new 
issue to retire the remaining bonds.61 The extension ran to 1864. In 
1855 N. M. Rothschild & Sons contracted to be the Imperial government’s 
sole agent for fi nancial matters in Eu rope and exclusively handled all of 
the central government’s external bond issues up through the overthrow 
of the monarchy.62

Three new loans hit the market in rapid succession in 1858, 1859, 
and 1860. Two of these helped fi nance rising state intervention in the 
economy, which had been gaining steam since 1852.63 The government 
borrowed in 1858 specifi cally to continue work on the Dom Pedro II rail-
road, a private sector enterprise that had failed to complete its planned 
construction.64 The loan bailed out the com pany’s shareholders; the rail-
road eventually was placed in the government’s hands. The terms of 
borrowing  were once again favorable, better than those on loans to Chile, 
Sweden, and Turkey that same year.65 In 1859 a small loan paid off  the re-
maining bonds of the 1829 loans that  were set to mature. The government 
opted to refi nance the 1829 debt rather than  settle it outright. The fi nan-
cial crisis of 1857 created an unfavorable foreign exchange market, and 
the Trea sury felt it was too expensive to buy the British pounds needed to 
pay off  the debt. The result was a conversion loan that, despite the circum-
stances, proved more successful than had been expected.66 In 1860 the 
government borrowed to bail out yet more businesses in Brazil. The pro-
ceeds  were earmarked for the Recife and San Francisco Railway Co. (the 
British- owned line in Pernambuco); the União e Indústria wagon road 
com pany, which served the coff ee zone in the Paraiba valley; and the 
Mucury navigation com pany, an up- country concern.67 While the loan 
was taken out for the direct benefi t of three private enterprises, the Impe-
rial Trea sury served as its guarantor.68 This made the loan a sovereign is-
sue. There  were challenges in placing it, however. It was too close on the 
heels of the loans of 1858 and 1859. Brazil’s risk premium in London had 
already moved upward in 1859, a partial reversal of the dramatic decline in 
risk earlier in the de cade. And while N. M. Rothschild & Sons pro cessed 
the bond issue, it did not take it fi rm. This meant that the bank itself did 
not underwrite the issue by taking a position in the bonds. The diff erence 
this made soon became clear: the bonds  were slow to fi nd a market.69 The 
amount eventually raised on the 1860 loan was 1.21 million pounds.70
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For the rest of the 1860s borrowing in London became more expen-
sive than it had been in the 1850s. Funds  were available, but the Ameri-
can Civil War roiled capital markets, tightening credit for most sovereign 
borrowers overseas. Brazil became ensnared in a diplomatic kerfuffl  e 
with the British government in a dispute known as the Christie Aff air.71 
One might believe that the conjuncture would be particularly unfa-
vorable for new borrowing. Yet business trumped diplomatic discord, 
and N. M. Rothschild & Sons launched the 1863 loan, unimpeded by the 
breakdown in relations between the two governments. The loan had three 
purposes. It retired the remainder of the original 1824 and 1825 bonds.72 
It redeemed the loan of 1843 that was soon coming due, refi nancing once 
again what remained of bonds originally issued to  settle old Portuguese 
claims from in de pen dence. And it helped convert short- term debt to a 
funded basis by using some of its proceeds to retire domestic Trea sury 
bills.73

The outbreak of hostilities with Paraguay at the end of 1864 led 
Brazil to seek another loan in short order. The 1865 loan was by far the 
largest up to that point, taken out early in the war in anticipation of mili-
tary expenses. In June 1865 the barão de Penedo, the Brazilian repre-
sentative in London, arranged to borrow 5 million pounds. The bonds 
 were initially set to enter the market with a 4.5  percent coupon and an 
issue price of only around 68. Raising the coupon rate to 5   percent 
pushed the issue price up to 74, resulting in more cash for the Imperial 
government at only a trivially higher interest rate.74 The operation was a 
departure from pre ce dent in two ways. First, it was issued both in London 
and on the continent in Amsterdam.75 Second, the contract stipulated that 
all amortization of bonds had to take place at par; Brazil could not buy 
shares in the open market at less than their face value in order to meet its 
contracted sinking fund requirements. Despite the restrictions on amor-
tization, the fi nance minister in Rio celebrated the direct sale of bonds in 
continental Eu rope because it broadened both the primary and second-
ary markets for the government’s securities. Marketing part of the loan 
in Amsterdam helped alleviate a looming surfeit of Brazilian bonds in 
London, where the Empire’s debt already “weighed heavily on the mar-
ket.”76 In light of the circumstances the loan was well received; it was well 
oversubscribed and soon traded at a premium to its issue price.77
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The 1863 and 1865 loans, despite successful launches  under adverse 
circumstances, generated appreciable po liti cal recrimination once their 
details became known. Both loans carried discounts larger than what 
Brazil had accepted with its 1860 loan.78 Yet the terms on the 1863 loan 
 were better than those on loans to Italy, Portugal, Colombia, and the 
Confederate States of Ame rica that same year.79 In the case of the loan of 
1865, the minister of fi nance rebutted criticism regarding the low price 
of the issue by blaming general conditions in London.80 He also pointed 
to two irrefutable facts: the loan was large relative to Brazil’s existing 
stock of foreign debt, and war loans  were not pop u lar among investors. 
The issue price and coupon rate did not compare especially well with the 
terms of loans to Italy and Peru in 1865. The more restrictive features, 
however, such as the requirement to amortize at par,  were applied to 
other sovereign borrowers as well that year.81

The Imperial government did not return to the London market 
 until 1871, shortly  after its victory over Paraguay.82 Borrowing soon took 
off . The motives for the new loan  were the conversion of short- term 
Trea sury debt, funding the remaining defi cit from the war, and cover-
ing new developmental expenditures. A domestic issue of apólices in 
1870 failed to fully cover extraordinary expenses for the armed forces at 
the end of the Paraguayan campaign. Essential extensions to the Dom 
Pedro II railroad, the “great improvement” pro ject that had been taken 
over by the government, remained incomplete.83 The terms of the 1871 
loan  were among the best obtained by any borrower in the London mar-
ket in the early 1870s, including loans to France, Spain, Peru, Argentina, 
and Mas sa chu setts.84 Brazil borrowed abroad yet again in 1875 in lieu 
of borrowing at home. Reports on the Rio money market blamed tight 
credit on heavy borrowing to pay for railroad construction, fueling 
predictions of a local fi nancial crisis following on the contraction that 
began in the North Atlantic economies in 1873.85 Overseas markets 
caught wind of the government’s active interest in a new loan late in 
1874. Reports of a loan arranged through the Deutsche- Brasilianische 
Bank proved erroneous.86 But in a departure from previous practice 
the fi nance minister, visconde do Rio Branco, worked to arrange a loan 
with Émile Erlanger & Com pany in Paris. By January the London Roth-
schilds had outmaneuvered Erlanger and won the contract.87 The 1875 
bonds entered the market at an enviably high price of 96.88 A cartoon 
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of the era depicts the turn of events (fi g. 3.2). In this illustration, the portly 
Rothschild character has had his belly tapped with a spigot from which 
money pours. The fl ow is directed by the visconde do Rio Branco into 
Brazil’s barrel of Danaides, the mythical vessel that can never be fi lled, 
which represents the Imperial Trea sury. The cartoon portrays the main 
features of the episode: the Trea sury’s leaky coff ers, the drama of the 
Erlanger- Rothschild scramble for the loan, and the question of the Roth-
schilds’ fees. The caption reads, “ After Erlanger gave out, the fat Rothschild 
drained off  some fi ve million pounds of his own lard to put in our barrel 
of Danaides, skimming some fat off  the lard for himself beforehand, 
naturally.”

The volume of foreign borrowing accelerated appreciably in the 1880s. 
By 1882 the government was committed to construction expenditures on 
the railroads it owned, dividend guarantees on private sector railroads, 

figure 3.2  “At Last”: The Rothschild loan of 1875 (Semana 
Illustrada, 31 January 1875, 5904)
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and subsidies to central sugar mills, among other outlays. With pro-
grammed expenditures expected to outstrip tax revenues, the cabinet 
arranged to borrow again. N. M. Rothschild & Sons underwrote 4.6 mil-
lion pounds worth of 4.5  percent bonds at an initial price of 89, infusing 
the government’s account in London with nearly 4 million pounds ster-
ling.89 The loan was quickly oversubscribed and soon traded at a pre-
mium.90 Brazil returned to the London market again in 1886 and borrowed 
6 million more pounds.91 Investors more than doubly subscribed the 
issue, and the loan fetched a price even higher than the Rothschilds had 
initially indicated would be possi ble.92  Under similarly favorable circum-
stances Brazil borrowed in 1888.93 The loan’s ostensible purpose was to 
cover expenses related to the abolition of slavery, although no indemnities 
 were ever paid to slaveholders, and the money was in fact put to other 
uses. But the largest foreign loan by far was the one subscribed in the last 
year of the Empire to convert all bonds bearing coupon rates of 5  percent to 
new bonds with coupon rates of 4  percent.94 Using the proceeds of the 1889 
loan, the Imperial government successfully and advantageously consoli-
dated much of its foreign debt, reducing its debt- servicing requirements.

The conversion loan was one of the crowning fi nancial achievements 
of the Imperial state. Memorialized in a cartoon in the Revista Illustrada, 
the conversion is depicted as the sacrament of fi nancial penance (fi g. 3.3).95 
The title of the drawing, “The Conversion of the External Debt,” was 
a  triple entendre. Its literal meaning stemmed from the fi nancial opera-
tion in London per se. A second meaning derived from the success with 
which Finance Minister visconde de Ouro Preto had “converted” the 
bondholders into believers in the Empire’s creditworthiness, enticing 
them to continue to invest in Brazil’s sovereign bonds despite the cut 
in their coupon rate. A third meaning was a play on the po liti cal subtext; 
there was a contemporaneous debate over a proposal to legislate the free-
dom of religion in Brazil. In the picture Ouro Preto is a priest seated in 
the confessional. Dressed as a  woman, the kneeling penitent (who bore 
a striking resemblance to Leopold de Rothschild) represented British 
bondholders. The book on the fl oor, entitled “Protestantism,” partially 
covers one of Brazil’s London bonds. The penitent holds the end of Ouro 
Preto’s  belt, on which the new coupon rate, “quatro por cento,” is written. 
The fi nance minister imposes penance and supplies absolution thus: 
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“My child, we are in a season of penitence and fasting. Because of your 
Protestant background I can be even more severe. No  matter. Your inter-
est rate will be reduced by only one  percent. Instead of fi ve, four. And in 
return I absolve you of all of your old sins.” The old sins  were presum-
ably the way British bankers had structured most of Brazil’s loans to bear 
a 5  percent coupon over the preceding six and a half de cades. Standing 
in the background in the doorway of the church is visconde de Figueiredo, 
a major Rio de Janeiro banker. The feathered cap he wears customarily 
adorned an indigenous fi gure in the pages of the Revista, who as an al-
legory stood for the Empire. Figueiredo’s presence at a remove, along with 
the headgear, suggest that Brazil’s fi nancial class had an interest in the 
conversion; the money the operation saved the Trea sury each year would 
fl ow in part to new investments and accounts in Rio. The cartoon hailed 

figure 3.3   “The Conversion of the External Debt” 
(Revista Illustrada, 12 October 1889, 4)



66 tropic al credibilit y on lombard street

an end to the Empire’s subservience to British capital on terms estab-
lished by bankers in London.

The model of chapter 2 is  silent on the question of the relationship 
between creditworthiness and the loan’s term. Intuitively, when lenders 
are more confi dent of repayment they will extend credit for a longer span 
of time. Lenders who are more skeptical prefer repayment of the loan 
earlier rather than  later and will put the borrowing government on a short 
leash by curtailing the loan’s term. Loan contracts that specify a long pe-
riod of repayment imply lender confi dence in the state’s willingness to re-
pay its debt. None of the London loans had maturities of less than twenty 
years. Most loans through the early 1860s had thirty- year maturities. Ma-
turities lengthened on average from 1865. The bonds of Ouro Preto’s 1889 
conversion loan  were not scheduled to mature for fi fty- six years.

By the end of the Empire, the government had issued bonds in Lon-
don with a face value of nearly 67 million pounds sterling and had raised 
nearly 60 million pounds in cash. Because of amortization and the refi -
nancing of old loans with new ones, the size of the debt in terms of the 
total bonds in circulation at any point in time was considerably less than 
this total. The structure of the bonded debt at selected intervals between 
1825 and 1889, by coupon rate, is presented in  table 3.2. Bonds with 

 Table 3.2
Foreign Funded Debt Outstanding, by Coupon Rate, 1825–89 (thousands)

year 4   percent 4.5   percent 5   percent total

1825 5,086.2 5,086.2

1830 5,331.7 5,331.7

1840 5,580.4 5,580.4

1850 6,182.6 6,182.6

1860 3,743.5 3,911.5 7,655.0

1870 5,712.6 7,008.1 12,720.7

1880 2,800.1 13,663.7 16,463.8

1889 19,837.0 10,514.5 30,351.5

Note: Debt is the amount owed given by the face value of bonds in circulation and originally 
issued overseas, in thousands of current pounds sterling. The fi gures include Brazil’s own 
bond issues along with the Portuguese loan of 1823 that Brazil assumed in 1825.
Source: See appendix II.
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4.5  percent and 5  percent coupons predominated  until 1889. Figure 3.4 
pre sents the overall stock of foreign debt at the end of each fi scal year. 
Between 1829 and the early 1860s new loans added only slightly to the 
net external debt. If one assumes that, because of credit rationing, Bra-
zil’s demand for foreign funds exceeded what the market was willing to 
lend, the foreign credit ceiling can be identifi ed with precision: it equaled 
the stock of Brazil’s foreign debt  after each new loan was issued. Increases 
in the size of the debt would thus indicate an increase in the debt ceil-
ing. Through the late 1850s the market rationed credit that limited 
Brazil to the debt it had accumulated by 1830. In securing new loans 
the government could improve the terms of its debt in London but could 
not increase its net indebtedness. The existence of the lower debt ceiling 
obviously did not imply exclusion from credit markets. Yet the eff ect was 
to limit the growth of external borrowing  after 1829  until well into the 
Second Reign.

Upward shifts in the debt ceiling  were apparent in the 1860s, 1870s, 
and 1880s. The 1860s saw a 65  percent increase in the size of the foreign 
debt. This expansion was overshadowed by new borrowing between 1880 
and 1889, when the stock of foreign debt grew by more than 80  percent. 
Growth in the demand for credit alone could not explain these increases 
since it would imply that Brazil had borrowed below its credit ceiling in 
earlier de cades, which was not likely the case. Higher tax revenues  after 

figure 3.4   Real foreign debt, 1825–89 (fi gures in pounds sterling, adjusted 
to 1889 values)
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1850 no doubt played a role in loosening the credit rationing constraint. 
What had changed drastically by the 1850s  were investors’ expectations 
that the institutions that made the debt po liti cally sustainable  were both 
eff ective and would endure.

MONE Y AT INTERE S T:  THE COS T OF C APITAL

London capitalists rationed credit to the Imperial government in accor-
dance with their appraisal of the likelihood of repayment. Lenders charged 
a premium for bearing the risk of default. This premium was not fi xed 
but varied with changes in the perception that Brazil would repay. In this 
regard the market’s treatment of Brazil was no  diff erent from that 
accorded other sovereign borrowers. A main implication of the basic 
model of sovereign borrowing presented in chapter 2 is that a reduction 
in the probability that the government would respond to an economic or 
po liti cal shock by defaulting reduces the interest rate the government 
must pay to borrow. The Empire’s borrowing costs declined on average, 
even though it both paid a default premium and borrowed substantially 
greater amounts over time.

The loan of 1859 exemplifi es how the uncertainty about repayment 
that bondholders faced translated into a premium for risk. The 1829 loan 
was scheduled to mature  after thirty years, requiring complete redemp-
tion at par of all of the outstanding bonds. Because the government did 
not amortize the loan for more than twenty years, some two- thirds of 
the bonds  were still in circulation at the end of 1858.96 To complicate 
matters, in December 1858 unusually heavy rains washed out roads, de-
laying the arrival of the coff ee crop in the port of Rio de Janeiro. The re-
sulting fall in exports immediately registered as a depreciation of the 
milréis in the fi rst months of 1859. Retiring the loan would require a tax 
increase or a major diversion of revenues from other uses. This was diffi  -
cult in both practical and po liti cal terms. Moreover, repayment had to be 
in sterling; the impact of such a large operation on the already stressed 
market for foreign exchange implied additional economic and po liti cal 
costs. Complicating matters further  were conditions in London, where 
the market for foreign loans had been negatively impacted by the war be-
tween France and Austria over Lombardy. In Rio two fi nance ministers 
sought some way to refi nance the bonds.97 The solution came at the 
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eleventh hour in the form of a new loan that settled the old debt. The 
upshot is that these sorts of diffi  culties made repayment uncertain for 
bondholders and justifi ed the risk premia that London lenders charged.

To chart the evolution of the Empire’s borrowing costs, the interest 
rate on loans in the primary market is calculated  here. The government’s 
cost of capital on each loan is taken as the interest rate at which the 
amount of money raised on the loan was equal to the discounted pre sent 
value of the  future streams of dividends, amortization, and fees that the 
government agreed to pay. The realized cost of borrowing would diff er 
from this contractual mea sure to the extent that Brazil delayed amorti-
zation or gave discounts to investors who advanced their installments for 
the loan earlier than required in the contract. But because the ex ante in-
terest rate derives from the loan agreements, it indicates precisely the 
state’s marginal cost of new capital.

In determining the amount of money raised and the value of interest 
payments, amortization, and fees, several adjustments are warranted. 
Contracts can accommodate vari ous contingencies, but not all of them. 
One adjustment involves the loan proceeds. The value of the cash raised 
from a loan was often less than its listed price. On many loans Brazil re-
ceived its money from bond investors in installments. The Trea sury was 
obliged to pay full interest on the loan from the date of the contract, even 
if the loan proceeds  were not complete. The fi nance ministry had to wait 
a number of months and in some cases as long as a year before all of the 
proceeds from the loan  were received. This delay reduced the real value 
of the funds raised and raised the interest rate.

The loan of 1871 serves as an example. It was contracted at 89  percent 
of the bond’s face value, to pay a 5  percent coupon each year, divided into 
two semester payments of 2.5   percent each, with interest accruing from 
the date of the contract. The contract required bond investors to supply 
money in fi ve installments: fi ve pounds on subscription, then four more 
installments by specifi c dates over the next six months, totaling 89 
pounds on a 100- pound bond.98 The fi rst semester interest payment of 2.5 
pounds came due on 1 August, just  after the fourth installment and be-
fore the bond was fully paid. The fl ow of installments must be discounted 
by the coupon rate on the loan to arrive at the eff ective value of the money 
raised (details on the discounting for all of the loans are reported in 
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appendix III). The value of the money that had been credited to the Trea-
sury by the fi rst interest payment was only a  little more than 65 pounds. 
This made the fi rst- semester yield 3.85  percent (instead of the 2.81  percent 
it would have cost Brazil if the loan’s full proceeds had been supplied at 
closing). This was equivalent to an annual yield of 7.7  percent (instead of 
5.62   percent on a fully paid bond). By the time the fi nal installment 
had completed the 89 pounds per bond, the proceeds  were worth only 
87.6 pounds to the Trea sury. The delay of raising the loan by installments, 
with interest accruing from the contract date, raised the loan’s cost. The 
value of loan proceeds for every loan paid in by installments is adjusted 
to account for this feature.

A second adjustment involves how loan balances would be paid down. 
Amortization provisions in the loan contracts required that a fi xed por-
tion of the loan be retired each year. Each year interest would be paid on 
the total value of retired bonds. This money went to a sinking fund that 
retired even more bonds by purchasing them in the open market. Any 
bonds that remained in circulation at maturity would be paid at their face 
value. The method used to meet each year’s required amortization de-
pended on the market price of the bonds. If prices  were below par, the 
required increment of bonds to be amortized was purchased in the mar-
ket by the loan contractors and credited to the Brazilian Trea sury. When 
the prices  were above par, the portion of bonds to be retired was “called” 
by lottery drawing and paid at par. Amortization by repurchase when 
prices  were below par reduced the eff ective cost of the loan. The princi-
pal exception was the 1865 loan, the only one for which the contract stip-
ulated that amortized shares had to be redeemed at par. As a practical 
 matter there  were a few other exceptions. One came in 1882 and involved 
bonds from the 1871 loan. It was more cost eff ective to retire shares trad-
ing above par, paying full market value, than it was to wait  until a lottery 
drawing could be made because the delay would have required the pay-
ment of an additional semester of interest to the holders of the bonds 
selected for retirement.99

The government could not presume at the time it borrowed that it 
would be able to retire its bonds at less than face value. To make the in-
terest rate estimates comparable across loans, all amortization is assumed 
to occur at par. Given that the cost of capital is estimated on an ex ante 
basis, strict conformance to the amortization provisions of the contracts 
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is assumed in the calculation, even for pre-1850 loans (which in practice 
 were not regularly amortized  until  after 1850). Additional retirements of 
bonds, using the sinking fund, are assumed to occur in accordance with 
the contract, also at par.

Given the assumptions regarding amortization and the adjustments 
to the value of loan proceeds, the ex ante cost of capital on a loan is cal-
culated as the internal rate of return that sets the government’s  future 
stream of interest payments, amortization, and banking fees just equal 
to the (appropriately discounted) cash raised from the  loan:

M =
Dt + At +Fdt +Fat

(1+ i)t
⎡

⎣
⎢

⎤

⎦
⎥

t=0

T

∑ + B
(1+ i)T

where M is the value of the cash Brazil received, D is the interest pay-
ment on the total issue in circulation at time t, A is the amount of bonds 
amortized (including the additional increment each year retired with 
the sinking fund), Fd is the merchant bank’s fee for  handling interest 
payments to bondholders, Fa is the fee on annual amortization purchases, 
B is any balance outstanding at maturity, T is the terminal period of the 
loan, and i is the government’s ex ante cost of capital.100 The fees to in-
termediaries meant that the government paid more each year than bond-
holders would actually receive.101

 Table 3.3 and fi gure 3.5 pre sent the cost of capital for each instance 
of external borrowing. Changes in borrowing costs over time had two 
sources: changes in marketwide conditions and changes in country- 
specifi c factors. To distinguish these, the yield on Britain’s consolidated 
debt, or consols, is calculated for the week in which each loan was con-
tracted. This gives an estimate of the risk- free return on capital. The risk 
premium in the last column of  table 3.3 is simply the diff erence between 
the cost of borrowing and the consol yield that is apparent in fi gure 3.5.102 
Consol yields varied relatively  little during the period  under consider-
ation; almost all of the changes in the interest rate come from changes 
in Brazil’s risk premium. The Empire’s borrowing costs  were relatively 
high for its fi rst loan, in 1824. For the second loan, in 1825, these costs 
fell by more than 100 basis points, despite a rash of defaults in the London 
market. The lower cost on the larger second loan owed partly to the 
alleviation of Brazil’s diplomatic diffi  culties vis- à- vis Portugal and partly 
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 Table 3.3
The Government’s Cost of Capital on New Borrowing in London, 
by Loan, 1824 –89

loan
annual aver age 

interest r ate (%) risk premium (%)

1824 8.74 5.54

1825 7.64 4.35

1829 13.89 10.41

1839 8.20 4.96

1843 7.58 4.37

1852 5.53 2.43

1854 5.59 2.32

1858 5.64 2.40

1859 5.60 2.44

1860 6.23 3.05

1863 6.44 3.17

1865 8.95 5.57

1871 6.75 3.46

1875 6.11 2.85

1883 6.21 3.30

1886 6.23 3.38

1888 5.29 2.62

1889 5.12 2.47

Note: The annual average interest rate for each new loan is the ex ante cost of capital implied 
by the terms of the contracts between the Imperial government and the parties who agreed to 
supply funds. The risk premium is calculated as the diff erence between the interest rate and the 
yield on British consols in the week that each loan contract was signed. The Portuguese loan of 
1823 is not included; because Brazil received none of the money, a calculation of the rate of return 
is not possi ble.

to the involvement of Rothschild. Borrowing costs  were at their highest 
with the interest- covering loans of 1829. Interest rates on subsequent 
small loans  were lower, although they remained at an elevated level into 
the 1840s—an unsurprising fi nding given the po liti cal instability of the 
Regency and the early Second Reign. Capital costs fell to unpre ce dented 
lows through the 1850s,  rose slightly in the early 1860s, and then jumped 
with heavy new borrowing during the war against Paraguay. They 
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 resumed their decline  after the war, falling off  sharply near the end of 
the 1880s.103 In an era when British consol yields ranged from 2.45 to 
4  percent a year, Brazil’s “country risk” was plainly apparent.104 Nonethe-
less, what the Imperial government had to pay to borrow declined a 
good deal, the main exceptions being moments of clear po liti cal or 
fi scal stress.105 Before 1852 po liti cal instability left bondholders uncer-
tain about the survivability of the Empire’s po liti cal institutions. These 
concerns  were serious—if the government  were to wholly collapse, the 
penalty for default could become irrelevant to policy makers. Chapter 5 
delves further into the question of default risk and its change over time 
through an analy sis of the secondary markets for the Empire’s bonds. It 
is nonetheless clear that the default premium on new loans had been 
greatly reduced by the early 1850s, as the institutional basis for debt 
repayment proved to be durable.

THE PROBABILIT Y OF SOVEREIGN DEFAULT

Because the market did not view lending to the Imperial state as an in-
vestment without risk, Brazil’s sovereign bonds in London paid hundreds 
of basis points in interest over consols. In the market for new loans 

figure 3.5  Cost of the Brazilian government’s borrowing in London, 
1824–89
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investor expectations about the probability of  future default are embed-
ded in the issue price. A lower issue price implies a correspondingly 
higher interest rate for the borrower. Given information on the issue 
price, loan maturity, and coupon rate, the market’s assessment of the 
probability of default can be quantifi ed. To make comparisons across 
loans a single default scenario is considered: upon receipt of the loan’s 
initial proceeds, the government repudiates the debt entirely. The prob-
ability of repudiation can then be calculated with two assumptions. 
First, bondholders are risk neutral, so they are indiff erent between a 
certain payoff  and the expected value of an equivalent bet. Second, there 
is a two- point probability distribution over outcomes, which must be 
 either one of two states:  either full compliance with the loan contract 
or full repudiation.106 Taking the expected value of the bond invest-
ment as that of a fair bet, the expected return to the investor from pur-
chasing the bond must have been at least as large as the  actual return on 
British consols. The diff erence between the two returns provides the 
basis for estimating the probability assigned by the market to Brazilian 
 default.

The initial price that investors paid for a bond implied a rate of re-
turn of at least (1 + i) if the government honored the loan. In the full- 
repudiation scenario the rate of return is zero, refl ecting the total loss 
of interest and principal. The expected return is the weighted average of 
these two returns, where weights are the probability of repayment and 
the probability of default. The investor’s expected payoff  had to be at least 
as good as that which it would receive with certainty from investing in 
 consols:107

pL(1+ i) + (1− p)L(0) ≥ L(1+ r)

where (1 + i) is the expected rate of return to the bond purchaser who buys 
the bond at issue and holds it to maturity, zero is the return  under de-
fault, p is the probability of repayment, (1−p) is the probability of default, 
and r is the consol yield. Simplifying the expression, the probability of 
default  is

(1− p) = i − r
1+ i
⎡

⎣
⎢

⎤

⎦
⎥.



tropic al credibilit y on lombard street 75

Consider for the purpose of illustration the loan of 1858.  N.  M. 
Rothschild & Sons sold bonds for 95.5 pounds in cash on each. The 
government agreed to pay the bondholder 2.25 pounds sterling per se-
mester and to then redeem the bond for 100 pounds  after thirty years.108 
The rate of return to an investor who purchased the bond at issue and 
held it  until maturity would be 1.0507, or an average annual return on 
principal of 5.07  percent, so long as Brazil honored the loan.109 At the 
time of issue the same investor had the option of instead purchasing 
a consol, which provided a yield of 3.096  percent per year. Because the 
expected return on the bond must have been at least as much as the 
investor could have earned on a consol, the implied probability of 
 repudiation  is

(1− p) = 0.0507 − 0.03096
1.0507

⎛
⎝⎜

⎞
⎠⎟

or 1.9  percent.
This mea sure is necessarily biased by the assumptions required for 

its computation. If default was expected to take a form other than repu-
diation, the probability of default would be greater than that of the dire 
case  here.110 The direction of changes in the default probability over time 
would remain the same, however. As long as the type of default scenario 
is held constant across loans, the calculation provides a consistent indi-
cator of changes in the market’s assessment of default risk.

The ex ante rates of return for a buy- and- hold bond investor are esti-
mated for each loan, along with the probabilities of repudiation, and are 
reported in  table 3.4 and shown in fi gure 3.6. The results are telling. The 
market’s perception of the risk of default was at its highest in 1829, when 
the government resorted to new loans just to cover interest on its exist-
ing debt. Repudiation risk exceeded 7  percent (and the risk of a milder 
interest- only default was fully 65  percent). By the time the government 
borrowed again in London, a de cade  later, the probability of default had 
declined and continued to fall into the 1850s. The loan at the start of the 
war with Paraguay exhibited an elevated probability of default, rising to 
a level not seen since 1839. The probability of repudiation fell again  after 
the war, declining by the end of the Imperial era to a level not seen since 
the 1850s. The market’s assessment of the likelihood of default adjusted 
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in accordance with changing expectations regarding the po liti cal costs 
in Brazil of debt ser vice. The tendency over the course of the Empire was 
for the probability of default to decline.

CONCLUSION

The desirability of borrowing in London was clear, given that it was im-
possible to meet all the state’s fi nancial needs from the domestic market 
alone. Foreign loans  were the single most im por tant component of Brazil’s 
funded debt  until the 1850s. Money raised in London helped cover 

 Table 3.4
Implied Probabilities of Repudiation on New Loans at Issue, 1824 –89

loan
expec ted yield 

to maturit y consol yield
probabilit y of 

repudiation

1824 7.62 3.20 4.3

1825 6.75 3.29 3.3

1829 11.39 3.48 7.6

1839 7.31 3.24 3.9

1843 6.71 3.21 3.4

1852 5.04 3.10 1.9

1854 5.41 3.27 2.1

1858 5.07 3.24 1.8

1859 5.27 3.16 2.0

1860 5.53 3.18 2.3

1863 6.23 3.25 2.9

1865 7.54 3.38 4.0

1871 6.15 3.28 2.8

1875 5.66 3.26 2.3

1883 5.62 2.91 2.6

1886 5.80 2.85 2.9

1888 4.96 2.67 2.2

1889 4.88 2.65 2.2

Note: All fi gures are percentages. The expected yield is for a hypothetical investor who 
subscribed to the loan at issue and held the bond  until maturity. Consol yield is the yield 
to maturity on standard reference consols in the week that each loan contract was signed. 
The repudiation probability is that implied by the expected yield and consol rate at the time 
of contracting the loan, calculated in the manner discussed in the text.
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critical shortfalls in resources needed in the early de cades  after in de pen-
dence, when the eff ectiveness of state building was most in doubt. The 
credibility of the Imperial state’s commitment to honor its fi nancial ob-
ligations allowed it to borrow substantial sums abroad. Loans took the 
form of bonds issued through vari ous merchant banks and contractors 
in London. Most went through the banking  house of N. M. Rothschild & 
Sons. No other Latin American government was able to borrow as con-
sistently,  under such favorable terms, and without default.

Servicing the foreign debt nonetheless presented a serious challenge 
during the First Reign and Regency. Throughout the 1830s and 1840s 
Brazil failed to follow through on the contracted amortization on its Lon-
don loans. The Imperial state’s willingness to pay was further called 
into doubt when it suspended all ser vice on the Portuguese loan of 1823. 
In the 1820s and 1830s the government sometimes resorted to short- term 
advances from its London bankers in order to make its interest payments 
on time. Yet on no occasion did its overseas bondholders fail to receive 
interest on debt issued by the Imperial government.  After midcentury, 
as Brazil resumed full amortization of its external loans, the government 
repeatedly returned to the London capital market and successfully raised 
funds. Repeated defaults in Spanish Ame rica meant those states paid 
high interest rates when they  were allowed to reenter the London capital 

figure 3.6  Probability of debt repudiation, by loan, 1824–89
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market. The association of high risk premia and ostensibly hot Spanish 
American countries led other wise keen observers to advance preposter-
ous explanations for the pattern of default: “The connection between a 
temperate climate and pecuniary thrift, and between a hot climate and 
pecuniary recklessness, is very clearly demonstrated.”111 Brazil’s “pecu-
niary thrift” was a relatively rare instance of an emerging market in the 
tropics whose government repaid its debt. The reputation the Empire 
acquired as a stalwart debtor in the London market had a fi rm under-
pinning in its fi scal and po liti cal institutions.

All of Brazil’s London borrowing was in pounds sterling. This choice 
had several implications. Lenders preferred repayment in their own 
money. If a loan was denominated in the borrower’s currency, the value 
of the bonds and the interest payments could be eroded by the borrowers’ 
monetary policy, even if the borrower other wise faithfully adhered to 
the loan contract.112 To avoid the higher interest rates that would be re-
quired to borrow in their own currency, governments can index their 
debt to off set changes in the purchasing power of the money in which 
the debt is denominated. For an open economy with a fl oating exchange 
rate, the value of the debt is most directly indexed by denominating it in 
a hard currency. Combining nominal and indexed debt can strengthen 
the commitment to repay.113 A government that issues both types of debt 
has less incentive to infl ate away the nominal component because it would 
make the indexed debt more expensive to repay.114

Yet modern macroeconomics also identifi es a key trade- off  for a gov-
ernment that must index its debt in order to borrow. While it may reduce 
the interest rate on loans, it also magnifi es the debtor’s exposure to 
external crisis. Adverse shocks like drops in trade, abrupt shifts in lender 
sentiment, “sudden stops” in capital infl ows, a war, and so forth can alter 
the perceived benefi ts and costs of repayment.115 Historically, higher lev-
els of foreign currency debt are associated with debt intolerance and a 
higher propensity to default.116 Per sis tently high ratios of indexed debt to 
nominal debt in many countries— both in the nineteenth  century and 
 today— suggest that there may be few practical alternatives to denomi-
nating loans in key external currencies. The Empire’s mix of external and 
domestic debt helps explain why it had only modest infl ation, even though 
it relied mainly on paper currency. The exchange- rate target of 27 pence 
per milréis was adopted in 1846. Yet the milréis fl oated most of the time, 
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with no fi xed value in gold or sterling.117 Infl ation would weaken the mil-
réis and raise the cost of servicing the London debt. The government 
internalized the cost of any infl ationary policy it might pursue.

Despite its foreign borrowing in sterling, Imperial Brazil was neither 
debt intolerant nor did it become a serial defaulter. It escaped the stron-
gest form of fi nancial original sin. Avoiding overexposure to external debt 
depended partly on the Empire’s striking success at borrowing money 
at home, in its own currency, for long maturities.
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in early 1828  a syndicate of Rio de Janeiro capitalists consisting of 
Francisco José da Rocha, Lourenço Antonio do Rego, and José Francisco 
de Mesquita submitted a bid to the Imperial Trea sury for the fi rst issue 
of bonds authorized by parliament  under the national debt law of 1827. 
Rego was registered with the board of trade as a merchant, while Mes-
quita ( later barão de Bonfi m) was an im por tant slaver and creditor of the 
Trea sury who would soon become one of the fi rst debt commissioners 
on the Junta Administrativa da Caixa de Amortização.1 The  family of 
Rocha (who was  later made second barão de Itamaraty) also had interests in 
slave traffi  cking. Rocha would eventually become one of the state’s most 
im por tant creditors, joining the junta some three de cades  later. Rocha, 
Rego, and Mesquita invited other individuals to join their venture to 
compete for the loan to the government.2 A month  later their bid won. 
“Not wanting to lose even an instant,” they quickly informed their “share-
holders” that they had taken the 6  percent apólices at 65  percent of face 
value.3 They locked in an attractive annual yield of 9.2  percent.

Apólices like those that Rocha, Rego, and Mesquita bought became 
the mainstay of the domestic public debt. They proved consistently pop-
u lar among slave traders, banking  houses, Brazilian rentiers, foreign 
merchants in Brazil, and British capitalists. Nathan Mayer Rothschild 
sought to invest in them from London.4 By midcentury apólices  were 
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common in the portfolios of Brazil’s wealth holders.5 Banks and public 
companies counted them among their safest assets. The bonds formed 
part of the landscape not only of public fi nance and investing but also of 
the society and the culture as well. Apólices made regular appearances 
in the lit erature of the era as a source of fi xed income for key fi gures in 
prominent nineteenth- century novels. In Luciola (1861), a treatment of 
Rio society by the writer and Conservative politician José de Alencar, the 
courtesan Lucia directed the other protagonist, Paulo, to use some of 
Anna’s money for taxes and “with the rest buy apólices in [Anna’s] 
name.” 6 In Alencar’s Senhora (1875), the young Aurélia, having received 
an unexpectedly large inheritance, tries to convince her  uncle and tutor 
of her maturity by telling him that she understood “apólice yields.”7 In 
Machado de Assis’s classic Dom Casmurro (1900), Bentinho recounts 
that upon being widowed in 1857 his mo ther, Maria da Glória Fernandes 
Santiago, reallocated her wealth by selling the plantation and the fi eld 
slaves and buying a dozen buildings in town, slaves to rent out, and “a 
certain number of apólices.” 8

One of the most striking features of the Brazilian Empire’s sovereign 
borrowing was the success with which it issued debt at home. Regular 
use of external fi nance was far less surprising than repeated recourse to 
loans in Rio. There is  little reason to expect the government to enjoy any 
par tic u lar success at borrowing in the home market. Brazil had, at best, 
only modest rates of saving. Yet even in the early period of heavy reliance 
on London for loans, domestic sources of funds always accounted for a 
quarter or more of the total debt. Nearly the entire debt inherited in 
1822 was owed to  people who  were mainly in residence in Brazil. Yet 
almost none of the pre-1822 debt was funded, and most of it had been 
“loaned” involuntarily. During the 1820s the pressing need to pay arrears, 
to  settle accounts with Portugal, to cover the costs of the military campaign 
against Buenos Aires, and to invest in the new apparatus of governance 
resulted in a remarkable restructuring of this internal debt, one that 
was as much po liti cal as it was fi nancial. By 1830 the government had 
successfully placed its old fl oating obligations on a fi rmly funded basis, 
no longer borrowed with arbitrary and ad hoc expedients, and regularly 
drew on internal credit markets through a mix of short- term Trea sury 
bills and long- maturing bonds. Because domestic rather than foreign 
issues accounted for the most rapidly growing component of the public 
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debt, the bulk of the government’s long- term funded debt came to be 
domestic in origin. The debt was domestic not because of the nationality 
of the creditors. Merchants from abroad who had taken up residence in 
Brazil invested in the bonds too.9 The debt was domestic because it was 
subscribed and issued locally, and it was denominated mainly in domestic 
paper currency.10 Government bonds  were not the fi rst securities launched 
in the Rio capital market (the earliest  were equity shares of the fi rst 
Banco do Brasil). But apólices did become the largest single category of 
securities in the market soon  after their introduction in 1828 and  were 
certainly the most liquid of all securities for the entire Imperial era. 
Despite the im por tant role of Rio- based foreign merchants as investors 
in the domestic debt in the 1820s and 1830s, the bulk of domestic bond-
holders  were Brazilian. If an indicator of external fi nancial dependence 
is the share of the public debt that was issued abroad, Imperial Brazil 
emerged by the 1850s as the single Latin American nation with the great-
est degree of autonomy in borrowing.

By submitting to a strong penalty for default and ceding a control 
right over fi nances to the parliament, the state elicited from Brazil’s own 
relatively underdeveloped capital markets a surprisingly large amount of 
savings.11 Among the consequences arising from the creation of this in-
ternal debt was the capacity to quickly tap domestic money markets. This 
made a key diff erence during the war against Paraguay. Domestic bor-
rowing was especially im por tant to the war eff ort in the crucial year of 
1868. It was then that the volume of Trea sury bills in circulation reached 
their peak, the government took out a National Loan, and then followed 
up with a massive issue of apólices.12 Servicing this rapidly expanding 
debt necessarily required new sources of revenue, which the state 
 obtained by taxing previously unencumbered areas of economic activity. 
The large increment to long- term domestic debt created during the war, 
as well as the tax response needed to ser vice this debt, contradicts claims 
that the confl ict failed to stimulate the growth of a “fi scal state.”13

This chapter documents the central role played by domestic borrowing. 
The large share of the debt that was domestic distinguished Brazil 
from the other Latin American borrowers. It also falsifi es long- standing 
claims that the Empire was excessively reliant on external sources of 
fi nance. The fi rst section establishes the contribution of domestic 
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sources of public fi nance. The second section sketches the structure of 
the government’s domestic obligations. The third section focuses on 
government borrowing via apólices, while the section that follows does 
the same for the three large National Loans. The fi fth section turns to 
the contours of the primary market for lending, identifying the chief 
characteristics of the state’s lenders. The subsequent section establishes 
the government’s rec ord as a credible borrower by reference to the in-
creasing volume of borrowing, and the seventh section examines the 
terms of credit. The conclusion addresses some of the implications of 
Brazil’s experience for scholars’ understanding of sovereign borrowing 
more generally.

THE CONTRIBUTION OF D OME S TIC BORROWING 

TO PUBLIC FINANCE

The shift from late- colonial ways of borrowing to the use of long- term 
funded debt was profound. It originated with two main institutional fea-
tures identifi ed in chapter 2: the Constitution of 1824 and the debt law of 
1827. Jointly these defi ned the fi scal and monitoring authorities of the par-
liament. This institutional arrangement was indispensable to the emer-
gence and growth of voluntary long- term lending to the state. Loans 
allowed the government to smooth taxes while meeting expenditure 
surges. That borrowing in the home market was an im por tant source of 
funds can be gauged by comparing loan proceeds to ordinary tax reve-
nues. The existence of initial issue discounts on loans (the size of which 
 were not always made explicit in the reports of the fi nance ministry and 
which varied over time) means that the face value of the bonds is a poor 
guide to the amount of money raised. Contemporary accounts show that 
between 1828 and early 1879, raising 279.7 million milréis required the 
issue of 6  percent apólices with a face value equal to 320.3 million milréis.14 
The average discount at issue for the period was nearly 13  percent. To 
estimate the annual proceeds of borrowing the number of bonds issued 
each year is multiplied by the average initial- issue price. For years in 
which primary market prices  were not available, they  were estimated 
from the secondary market as detailed in appendix II. The proceeds of 
the three National Loans are then added to give the total domestic funded 
borrowing by year. Figure  4.1 pre sents the percentage increase in the 
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government’s resources each year produced by this borrowing.15 In 
roughly one- third of the years between 1827 and 1889, domestic borrow-
ing contributed few or no resources. But in other years the amounts 
could be astounding. The fi rst issues of apólices in 1828 immediately 
boosted the Trea sury’s resources by 50  percent. In the years up to 1852 
the funds borrowed in the Rio market added as much as 25  percent to 
the government’s purchasing power. Domestic borrowing then fell off  
sharply, as the government borrowed quite aff ordably in London for the 
rest of the de cade.16 By the 1860s internal borrowing sprang back, add-
ing as much as 10  percent each year to the government’s ordinary revenues. 
Things changed quickly with the onset of war against Paraguay. Ever- larger 
tranches of new apólices  after 1864, combined with the National Loan of 
1868, meant that over the course of the war domestic borrowing increased 
the government’s ability to spend by as much as 65  percent beyond its 
(already rising) ordinary revenues. Heavy borrowing through the war-
time years fell off  quickly in the 1870s, only to explode again with the 
drought crisis at the end of the de cade. In 1879 the cash raised with 
apólices and a new fi xed- maturity loan nearly doubled the government’s 
normal annual resources. The government’s ability to use the capital mar-
ket to smooth taxes and meet spending needs was remarkable, especially 
during periods of severe fi scal stress.

figure 4.1   Additions to ordinary revenues from domestic funded 
borrowing, 1825–89 (data are by fi scal year)
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SEIGNIOR AGE

The government did not altogether abandon nonloan expedients  after 
1827. The bulk of Brazil’s monetary base was paper currency.17 The Trea-
sury took over the issue of paper money from the fi rst Banco do Brasil 
when its charter expired in 1829, and it was the sole source of paper money 
 until 1853. The Trea sury again monopolized the issue of paper currency 
from 1866 to 1888. Despite occasional eff orts to adhere to gold, the Trea-
sury’s currency was not backed by any specie standard. Fiat paper money 
provided seigniorage revenues that allowed the government to spend be-
yond what its ordinary revenues and loan proceeds would allow. Figure 4.2 
shows the resources the government obtained from seigniorage from 
1828 through 1889 as a percentage over its ordinary tax revenues.18 For 
years in which the Trea sury retired more notes than it issued (implying 
redemption of paper money in specie or bonds), seigniorage takes on a neg-
ative value. Such periods  were the exception rather than the rule.

During the First Reign and Regency, seigniorage was more im por tant 
than borrowing with funded loans. The government of Pedro I repeat-
edly used the fi rst Banco do Brasil in the 1820s to fi nance the state. The 
notes issued by the bank (which passed directly to the Trea sury in the 
form of “loans”) added greatly to the unfunded debt  under the First 
Reign. The emperor increasingly relied on this expedient  until parlia-

figure 4.2   Seigniorage revenues, 1828–89
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ment cut him off   under the debt law of 1827. For part of the tumultuous 
1830s seigniorage was more im por tant than borrowing. Once the issue 
of paper money became the purview of the new Banco do Brasil in the 
early 1850s, there  were no new issues by the Trea sury  until 1866 during 
the war against Paraguay.

 After 1838 seigniorage, like borrowing, tended to come in bursts. In-
deed its use tended to coincide with borrowing in the primary market. 
Seigniorage and home borrowing  were substitutes for foreign loans.19 
This coincidence between domestic borrowing and the Trea sury’s new 
issues of paper money was mainly a result of the war against Paraguay 
in the 1860s and the drought relief expenditures in the late 1870s. Covering 
outlays by issuing paper money was clearly of benefi t to the govern-
ment when spending needs  were particularly urgent. Yet excessive issues 
risked creating price infl ation that would erode the real value of debts de-
nominated in milréis at the expense of existing creditors. Heavy use of 
seigniorage in one period could make it harder to borrow in the  future if 
lenders  were skeptical that the value of loan settlement payments would 
be preserved. This points to another connection between seigniorage and 
funded borrowing. The National Loans in 1868 and 1879  were distin-
guished from apólices in that they paid interest in sterling, which insu-
lated bondholders from local infl ation. Both  were launched near in time 
to large increases in paper money by the Trea sury. Creditors and the gov-
ernment alike understood that recourse to seigniorage undermined the 
attractiveness of apólices. New borrowing in such instances required an 
anchor to assure lenders that the value of repayment was secure.

THE S TRUC TURE OF THE D OME S TIC DEBT

Apólices, National Loans, and Trea sury bills  were the main components 
of the domestic debt. Yet beyond these the Imperial state incurred a 
variety of other pecuniary obligations.  Table 4.1 details the state’s debts 
in 1889, the last year of the constitutional monarchy. The funded debt 
consisted of long- term loans paying interest and accounted for the bulk 
of all obligations. The fl oating debt had interest-bearing and non-interest-
bearing components. The noninterest part consisted of paper currency 
along with old banknotes assumed by the Trea sury.20 The interest- bearing 
component consisted of private- party deposits of vari ous sorts held by the 
government, along with short- term Trea sury bills.
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 Table 4.1
Distribution of Central Government Obligations in 1889, by Category

unfunded debt milréis share

Paper money 188,863,763 0.192

Trea sury bills 28,962,000 0.030

Caixa Econômica 24,534,590 0.025

Diverse deposits 16,295,133 0.017

Cofre de Orphãos 15,340,439 0.016

Emancipation Fund 6,857,143 0.007

Colonization Fund 6,033,022 0.006

Bens Defuntos e Ausentes 4,067,889 0.004

Depósitos Públicos 1,320,251 0.001

Monte de Socorro 919,392 0.001

Dívida Auxiliar 148,765 0.000

Dívida Inscripta 138,318 0.000

Dívida Anterior a 1827 22,177 0.000

 SUBTOTAL 293,502,882 0.299

funded debt

Apólices (all coupon rates) 381,655,300 0.389

Foreign debt 252,816,814 0.258

1879 loan 34,232,500 0.035

1868 loan 18,953,500 0.019

 SUBTOTAL 687,658,114 0.701

 TOTAL 981,160,996

Notes:  Table does not include National Loan of 1889, which was taken in fi scal year 1890.
Foreign debt converted to milréis at the annual average rate of exchange.
Source: RMF 1889, 32–37.

Paper money alone accounted for nearly two- thirds of the fl oating 
debt. The most im por tant interest- bearing form of debt in the unfunded 
category was Trea sury bills, which raised money quickly for near- term 
needs. The use of bills had fi rst been authorized in the late 1820s. Data on 
the volume in circulation became available only with the law of 1837 that 
regulated their issue.  Until 1845 there  were two types. Trea sury bilhetes 
paid 6  percent interest on their face value when they matured and  were 
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issued at discounts that varied with market conditions. For brief intervals 
early on the bilhetes comprised the bulk of short- term unfunded debt. By 
the end of 1845 letras de tesouro became the sole short- term debt instru-
ment. Letras diff ered from bilhetes in that the coupon rate could diff er 
from 6  percent. They  were issued  under parliamentary sanction in antici-
pation of revenues to be collected within the current fi scal year. The maxi-
mum tenor of  Trea sury bills increased over time: in 1837 bills could be used 
for fi nancing for no more than three months and could not be rolled over. 
 Later the limit was raised to six months, and then again to twelve months.21

By 1889 Trea sury bills accounted for only 3   percent of the total 
public debt (funded and unfunded). But the quantity of Trea sury bills in 
circulation varied enormously over time. Figure 4.3 pre sents the face value 
of the bills in circulation at the end of each month from 1838 through 
1889. At times of fi nancial crisis the fl ight to quality boosted demand for 
the bills, which  were seen as “a pop u lar, because an entirely safe, resort 
for fl oating capital, and consequently of no incon ve nience to the Trea sury, 
while a great con ve nience to capitalists.”22 The largest increase in new 
bills came when the Trea sury needed to pay for war. By the time Para-
guayan armed forces made their fi rst ground incursion into Brazilian ter-
ritory at the end of 1864, bills  were already being sold in anticipation of 
high military expenditures.23 At their peak in 1869 there  were nearly 
82 million milréis of bills in circulation, almost 40  percent of the total 
domestic securitized debt (bills, apólices, and National Loan combined). 

figure 4.3   Trea sury bills in circulation, by month, 1838–89 (current milréis)
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Trea sury bills served other im por tant purposes as well. Although they 
 were short- term instruments, they nonetheless helped initiate long- term 
projects. Legislation in 1871 authorized the government to issue some 20 
million milréis in bills to help pay to extend the lines of the government- 
owned Dom Pedro II railroad.24

The remaining categories of the unfunded debt did not fi nance any 
appreciable outlays and accounted for only a small proportion of the govern-
ment’s overall obligations. One was deposits in the Caixa Econômica, 
a government- run savings bank and pawnshop that provided  simple 
savings accounts. Because the Trea sury administered these deposit ac-
counts their balances  were a government obligation.25 Another was the 
so- called orphans account consisting of estate funds held in trust. Its 
purpose was to safeguard the wealth of minor heirs and protect their as-
sets from the “vicissitudes of luck.”26

Figure 4.4 portrays the evolution of the domestic debt by source. 
Apólices  were the lion’s share of the debt at any given moment, usually 

figure 4.4   Sources of domestic debt, by type of loan, 1824–89. Pre-1828 
apólices consist of forced loans taken between 1796 and 1822. Apólices from 
1828 on include 4 percents, 5 percents, and 6 percents. National Loans are the 
fi xed- exchange rate loans of 1868 and 1879.
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more than 80  percent of the total. Notable exceptions came during the war 
against Paraguay and again in the 1880s. Both periods saw outsized bor-
rowing using Trea sury bills and National Loans.

ORIGINS AND USE S OF AP ÓLICE S

Before 1828 most of the state’s fi nancial obligations  were  either short term 
in nature or long term but wholly unfunded. Between 1800 and 1822 
there  were at least six notable instances of forced and quasi- forced lend-
ing. Three  were interest- paying loans: one for a gunpowder factory in 
1808, another taken from a single Rio merchant fi rm in 1811, and a third 
to subsidize Swiss immigration in 1818.27 Three  others  were donativos 
(donations), which  were  little more than capital levies on Rio merchants 
and bureaucrats. The largest of these was in 1817 to help put down the 
revolt in Pernambuco. Most of the debt owed to the fi rst Banco do Brasil 
was the result of repeated forced loans  under the guise of seigniorage. 
The National Loan of 1822 to cover military outlays at in de pen dence 
closed out the era of involuntary lending to the crown.

With the adoption of the Constitution in 1824 loans could be funded 
only by parliament. Debts accumulated before 1824, as well as those con-
tracted by the emperor before parliament had been seated,  were royal 
rather than public and required parliamentary sanction before they could 
be repaid. Parliament’s assumption of the royal debts in 1827 paved the 
way for domestic funded borrowing, mainly via the sale of apólices.28 The 
national debt law authorized an initial issue of 6 million milréis worth 
of apólices to consolidate fl oating debts and to cover the defi cit, plus 
another 6 million milréis in apólices to retire the bank’s paper money. 
It also specifi ed an amortization rate of 1  percent per year of each incre-
ment of apólices placed in the market.29 Subsequent issues of apólices re-
quired new legislation from the parliament stating the amount to be 
issued, the source of revenues for  future debt ser vice, and the purpose 
of the funds raised. The earliest issues, like that discussed at the start of 
the chapter, typifi ed the pattern of debt placement that would prevail  until 
banks took the lead in the 1860s. A cosmopolitan mix of foreign and do-
mestic merchants in Rio was the primary market for these apólices. In 
October 1828, for example, the Trea sury auctioned 1.2 million milréis of 
apólices. Three parties tendered off ers. One was the partnership of slave 
traders Rocha, Rego, and Mesquita that had taken the issue earlier in 
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the year. Another was José Buschental, a Rio- based fi nancier originally 
from Strasbourg, Alsace.30 The winner, however, was an ad hoc syndi-
cate of Rio- based foreign merchants, March Irmãos & Cia. and Naylor 
Irmãos & Cia.31 That the government could borrow through competitive 
bidding in the primary market rather than through forced loans or do-
nations demonstrated just how far the state’s credit had advanced in the 
six years since the forced National Loan of 1822. This new debt was 
funded— that is, attached to a portion of the public revenue that the par-
liament had willingly mortgaged to pay interest— and its management 
was transparent, monitored by the Junta Administrativa da Caixa de 
Amortização. Both features helped confer credibility on the state’s prom-
ise to repay its creditors.

Because apólices  were denominated in paper currency they off ered 
no protection against infl ation. Interest was paid with cash received by 
the Caixa de Amortização from the Trea sury. Interest was also paid at 
times in customs house credits (assignados da Alfândega).32 If the domes-
tic price level increased it would reduce the value of these payments, con-
ferring seigniorage rents on the state and in eff ect exploiting holders of 
the domestic debt. This possibility was no secret to the investors, who 
required a premium to compensate not just for the risk of default but also 
for the risk of loss in the infl ation- adjusted value of their securities. The 
risk premium on local apólices usually exceeded that on the sterling- 
denominated bonds Brazil issued in London.33

A key weakness in the new market for apólices was its geographic 
fragmentation. Most  were issued in Rio de Janeiro; only a few  were mar-
keted through Trea sury offi  ces in the provinces. Interest on an apólice 
was payable only at the offi  ce of origination. This restricted the circula-
tion of the new securities within the Empire.34 Parliament eliminated this 
restriction in the 1840s with an eye to broadening the own ership of 
apólices and deepening the market. Thereafter, bondholders could collect 
interest at any Trea sury offi  ce that issued apólices (at that time Rio, Bahia, 
Pernambuco, and Maranhão), irrespective of where the bond originated.35

By the end of 1839 the retirement of apólices by  either open market 
operations or lottery drawing formally ceased. Military spending had in-
creased as a result of the war of secession in Rio Grande do Sul, and a large 
number of bills had to be redeemed. Parliament revised the bud get, fur-
ther increasing military outlays and making sharp cuts in other areas of 
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spending. The changes made suggest a considerable degree of fi scal des-
peration: a large issue of paper currency, authorization to seek a new loan 
abroad, authorization to borrow by issuing apólices for as  little as 80  percent 
of face value, authorization to borrow from religious brotherhoods— and 
a general halt to the amortization of the debt.36 The suspension was 
sustained by a succession of fi nance ministers through the 1840s.37 Had 
amortization proceeded as Finance Minister Bernardo Pereira de Vascon-
celos had desired in the 1830s, with no new additional issues of bonds, the 
internal debt could have been retired by 1848.38 Any chance of reducing the 
domestic debt was obviated not just by the end of amortization, but also 
by continuous new borrowing through 1853. In 1839 apólices became, in 
eff ect, perpetual annuities, subject to retirement at the discretion of the 
parliament and the fi nance minister. On the surface, the suspension of 
amortization should have elevated the state’s credit risk. That Brazil con-
tinued to borrow through apólices reveals that the state’s willingness to 
ser vice the debt was seen as providing adequate compensation.

By the overthrow of the constitutional monarchy in 1889, more 
than 380 million milréis of apólices had been issued, only 10 million 
of which  were retired. Most initially carried a 6  percent annual coupon 
rate.  Table 4.2 reports the principal purpose of each legislated increment 
of 6 percents issued through the 1880s. As in the case of foreign borrow-
ing the funds raised  were used for varied purposes.

Apólices served vari ous ends for the Trea sury. The government cer-
tainly borrowed through apólices when market conditions  were more fa-
vorable in Rio than in London.39 Apólices  were also used as an expedient 
way to  settle claims. Restitution for ships and cargoes (prizes, or prezas) 
seized during the blockade of Buenos Aires and for Portuguese proper-
ties sequestered at in de pen dence (some taken as a “mere precaution”) 
relied on apólices, not cash.40 Payments in large blocks of apólices de-
pressed their price in Rio, as many of the foreign recipients and their 
agents sought to quickly convert them to cash.41 Apólices helped the Trea-
sury retire bills, converting short- term debt to a long- term funded basis. 
The Trea sury was required to redeem bills by using resources from the 
same fi scal year in which they had been issued, which meant it had to 
accumulate substantial cash balances in a relatively brief period.42 Get-
ting creditors to accept higher- yielding apólices in exchange for their 
lower- yielding bills could sometimes prove challenging. Trea sury bills 



 Table 4.2
Issues of 6  Percent Bonds (Apólices) Authorized by Parliament, 1828–82

periods principal purpose
amount issued 

(in milréis)

1828–32 Defi cit 13,496,600

1832–34 Indemnities (Prezas) 5,974,600

1837 Revolts 1,723,000

1837–38 Defi cit 5,861,400

1839 Defi cit 1,918,000

1840 Military expenditures 303,400

1841 Defi cit 4,105,600

1842–43 Defi cit 5,346,600

1842–45 Portuguese claims 2,124,200

1843–44 Royal dowry and trousseau 1,720,000

1843–46 Defi cit 1,495,000

1844–45 Defi cit 2,344,000

1844–48 Defi cit 7,505,400

1846 Defi cit 336,000

1851–53 Defi cit 5,213,800

1858 Portuguese claims 5,400

1860–62 Swap for shares of Recife and San 

Francisco Railway Co.

2,466,400

1860–63 Swap for shares of Bahia and San 

Francisco Railway Co.

186,600

1860–72 Swap for shares of Dom Pedro II 

railroad

11,328,600

1861–62 Withdraw paper money 2,150,000

1863 Withdraw paper money/Redeem 

notes and Rio de la Plata 

indemnities

5,890,400

1864 Takeover of União e Indústria 

turnpike road

3,161,000

1865 Withdraw of paper money/Royal 

weddings

1,228,000

1865–72 War against Paraguay 143,894,700

1869 Land purchase 50,000
(Continued)
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dominated the short end of the yield curve, had no ready substitute, and 
often had superior liquidity.43

The state also used apólices to reduce its burden from railroad divi-
dend guarantees.44 Swaps of apólices for railroad stock put nearly 10 mil-
lion milréis of new apólices into circulation. But it was the war against 
Paraguay that generated the single largest increase. Borrowing for the war 
eff ort accounted for more than 40  percent of all of the 6  percent apólices 
issued during the Imperial era. Raising such a large amount over just a 
few years required that the government boost the yield to investors by 
placing apólices at lower prices. Despite these considerable amounts 
of new domestic borrowing during the war, the infl ationary emission 
of paper money still proved necessary to cover expenses, which further 
worked to push apólice prices down.45

Apólices  were quoted regularly in Rio’s secondary market, and trad-
ing was usually active.46 Despite war time increases in the interest rate, the 
general tendency was for yields on the apólices in the secondary market to 
decline. In the 1870s the government fi rst considered  whether to refi nance 
by converting its 6  percent apólices to a 5  percent basis or to simply make 
all new issues from that point forward bear a 5  percent coupon.47 By the 

 Table 4.2 (continued)

periods principal purpose
amount issued 

(in milréis)

1870 Island purchase 1,705,800

1870 Redeem trea sury notes 25,000,000

1871 [unknown] 600

1873–76 Dock com pany investment 2,734,000

1876 Defi cit 8,600,000

1877 “Diverse” 30,000,000

1877 Dowry 1,200,000

1879 Consolidation of fl oating debt 40,000,000

1880–82 Swap for shares of Baturité railroad 606,000

 Total issued 339,675,100

 Total amortized 10,154,200

 Amount in circulation in 1889 329,520,900

Source: RMF 1891, table 6.
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early 1880s apólices regularly traded above par. Consistently low yields 
enticed the government to pursue the conversion. In his report to the 
parliament, Finance Minister João Lustosa da Cunha Paranaguá (vis-
conde de Paranaguá) pointed out that coupon- rate reductions had al-
ready been successfully implemented in Argentina, Spain, Belgium, 
and France.48 While he did not press for the immediate conversion of the 
existing debt, in his view all new borrowing should shift to a 5  percent 
coupon. In 1886 the government switched to the issue of 5  percent apólices 
exclusively. As  table 4.3 shows, most of the 5 percents appeared in a single 
operation in 1886 to redeem bills and paper currency.

By that time parliament had already authorized the conversion of the 
existing 6 percents.49 With the success of the new 5 percents the cabinet 
took action in 1886. It was left to Finance Minister Francisco Belisário 
Soares de Souza to execute the operation. A deputy from a prominent 
 family of planters and politicians (his  uncle was the visconde de Uruguai, 
a senator, councilor of state, and one of the found ers of the Conservative 
party), Belisário, as he was known to contemporaries, had held— alongside 
the visconde de Tocantins and the visconde de Figueiredo— a director-
ship of the Banco do Brasil from 1876 to 1880.50 He married into the Teix-
eira Leite  family, which included other im por tant planters and Paraiba 
valley fi nanciers, who  were major investors in the National Loan of 1868.51 
Belisário kicked off  the conversion by directing the Trea sury to off er face 
value for the 6  percent apólices that at the moment  were trading at a pre-
mium.52 The market’s immediate grasp of the implications brought 
prices down to par. This left bondholders with two options: swap for new 
apólices bearing the 5  percent coupon or cash out. Investors seeking the 
most liquid low- risk yield that was available locally had no alternative. 

 Table 4.3
Issues of 5  Percent Bonds (Apólices) Authorized by Parliament, 1830–86

periods purpose
amount issued 

(in milréis)

1830–83 Fund pre-1827 obligations 2,000,000

1886 Consolidate fl oating debt 50,000,000

 Circulation 52,000,000

Source: RMF 1889, table 9.
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There was widespread interest in the new bonds.53 Most holders of 
6 percents simply swapped for the new 5 percents. Those who did not 
redeemed their apólices at par  either at Trea sury offi  ces in Brazil or in 
London. Within a year of the announcement nearly all of the bondhold-
ers had agreed to participate. Only 2  percent of the apólices  were in the 
hands of holdouts who tried to bring claims against the Imperial govern-
ment.54 The conversion, widely heralded as a success for the Trea sury 
and the cabinet, reduced the annual interest outlays on the domestic debt.

ORIGINS AND USE S OF NATIONAL LOANS

Beyond its use of apólices the Imperial state borrowed three times on a 
large scale using loans with a fi xed maturity, fi rst in 1868 and again in 
1879 and 1889. They  were called National Loans because they  were mar-
keted directly to a broader investing public rather than to just a handful 
of participants in the primary market. The National Loan of 1868 was a 
war loan, while that of 1879 helped fund expenditures for relief projects 
in the drought- affl  icted northeast. The 1889 loan was part of the bank-
ing reform of the late Empire and was intended to provide banks with 
the required means for backing their own notes.55

 Table 4.4 summarizes the terms of these issues. All of the loans  were 
denominated in milréis yet promised interest and repayment of princi-
pal at a fi xed rate of foreign exchange. While the loans  were raised inter-
nally, their pegged values to external currencies made them more like 
Brazil’s foreign sterling loans in the eyes of bondholders.

The bonds from the 1868 and 1879 loans  were lucrative for the ini-
tial investors. In 1868 observers in London initially found it diffi  cult 
to believe that Brazil was borrowing yet again while at war, particularly in 
the wake of the large London loan in 1865 and the ongoing issue of 
apólices at home.56 So it was surprising indeed when the 1868 loan was 
triply oversubscribed in the Rio market.57 Investors loaned in paper mil-
réis and in return received interest and principal in gold (or gold equiva-
lent) at a fi xed exchange rate that was far more favorable than that 
prevailing in the war time currency market.58 The 1868 bonds  were gilt- 
edged securities in their purest form. The initial buyers of the bonds  were 
able to convert badly depreciated war time paper money into a stream of 
 future gold payments. Demand for the bonds was high, and they traded 
at a premium to their issue price for months thereafter.59



borrowing on rua direita 97

The introduction of the 1868 loan brought an outpouring of com-
plaints from existing apólice holders.60 It subordinated existing debt to a 
new loan by inverting the se niority among the creditors. Because the new 
loan promised regular amortization its bondholders would be repaid be-
fore the  owners of apólices, who had seen no redemptions of their bonds 
since the late 1830s. It smacked of preferential treatment for the new 
lenders. This was then compounded by a large new issue of paper cur-
rency authorized by parliament in the amount of 40 million milréis. 
Apólice holders  were fully exposed to the resulting price infl ation, while 
investors in the National Loan  were protected from currency depreciation 
by the loan’s exchange rate clause.

As favorable as the terms of the 1868 loan  were for investors in the 
new bonds, there was a limit to how high they could rise. While prices 
initially ran well above the face value in the secondary market, the bonds 
 were callable, and the fi rst round of amortization at par put pressure on 
the price.61 The gold clause came to  matter less over time as the milréis 
recovered. When the loan fi rst hit the market in October 1868, the 
exchange rate stood at 19 1⁄2 pence per milréis, near its war time low.62 A 
6   percent dividend in gold on a 1,000- milréis bond paid a bondholder 
6.75 pounds in gold or sterling. Raising that much at the market rate of 
exchange cost the Trea sury 83 milréis instead of the 60 milréis that the 

 Table 4.4
National Loans

loan
interes t 

cos t purpose coupon

amount 
r aised (in 

milréis)
amount 
issued

period 
(years)

1868 8.84 War fi nance 6 27,000,000 30,000,000 33

1879 5.71 Cover defi cits/retire 

fl oating debt

4.5 50,000,000 51,885,000 20

1889 5.12 Subsidy to banking 

and agricultural 

lending

4 100,000,000 109,694,000 41

Note: The loans  were to be settled in sterling equivalent in accordance with the exchange rate clause 
in the loan contracts.
Sources: see text.
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government would have paid out on an apólice with the same coupon 
rate. The stronger postwar milréis brought the government’s cost of 
ser vice on the loan down a good deal.63 With the victory over Paraguay, 
the cost to the Trea sury of a 6  percent coupon payment fell to nearly 
6 pounds sterling by the early 1870s.

A  little more than a de cade  later, in June of 1879, the parliament au-
thorized a new National Loan in the form of  bearer bonds. Interest was 
payable in Brazil, Lisbon, London, and Paris.64 While similar in its terms 
to the loan of 1868, it carried a lower coupon rate and fetched a higher 
price. Interest and principal  were fi xed in sterling rather than gold, with 
the government having the option of paying dividends in  either the pound 
(which was  legal tender in Brazil) or the equivalent in paper currency at 
the market rate of exchange. The milréis was stronger than it had been 
for the National Loan in 1868, but not by much, averaging a bit more than 
22 pence in 1879. The new loan was tremendously successful among bond 
investors. On a 50- million milréis issue, the Trea sury received  orders for 
the new bonds in excess of 123 million milréis.65 The off er prices had only 
a modest discount, and the bulk of the issue went out the door at 
96  percent.66 Of the nearly 50 million milréis raised, more than 37 mil-
lion  were received in cash, another 10.5 million in rediscounted Trea sury 
bills, and some 2 million milréis in exchange drafts on Eu rope.67 As in 
1868, investors bought the bonds with local currency and  were repaid in 
sterling or its equivalent, protecting them against any  future weakness 
in the milréis.68 In early 1880 shares of the 1879 loan  were already being 
used for remittances to Eu rope, and “the  whole amount is said to have 
been subscribed for at Rio, with a view, no doubt, on the part of many of 
the holders to its eventual transfer to the Eu ro pean market.” 69 In London 
the bonds traded only privately at fi rst.70 Soon they  were formally listed 
on the exchange. Their attractiveness in Eu rope stemmed from the ex-
change clause.71 As one of the many favorably inclined observers put it, 
“The interest on this Loan can never be paid in depreciated paper, for 
such a proceeding would be at once a breach of faith and an act of insol-
vency, to which a State like Brazil, high in credit and proud of its position, 
could never descend.”72

The third National Loan came in the aftermath of abolition in 1888. 
In the 1880s mortgage fi nancing for Paraiba valley coff ee growers dried 
up. Mortgage default rates jumped. Crop yields  were falling, as was the 
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price of coff ee, damaging the planters’ balance sheets. Growing po liti cal 
pressure to abolish slavery further reduced the value of assets that plant-
ers could pledge as collateral for credit. In response a succession of Con-
servative fi nance ministers used Trea sury balances to extend low- cost 
credit to banks so that the banks could in turn extend subsidized credit 
to planters. The initial eff ort was so pop u lar that the government ex-
panded the auxílios a lavoura (aid to farming) policy, and the Liberal 
cabinet that came to power in June 1889 continued the program. To boost 
the banking sector the Ouro Preto cabinet borrowed through a National 
Loan in 1889. The key innovation with the new loan was that its proceeds 
 were denominated in the same currencies in which it was to be settled: 
gold or sterling.73 This was possi ble because the milréis had recovered to 
the point where it was fully convertible to pounds. Interest on the loan 
was payable at the Caixa de Amortização in Rio de Janeiro; the Trea sury 
offi  ces in Bahia, Pernambuco, Pará, Maranhão, Rio Grande do Sul, and 
São Paulo; and at agencies in London, Paris, Lisbon, Porto, Berlin, Am-
sterdam, and New York. The loan was not only the largest domestic debt 
operation of the Imperial era; at 11.25 million pounds sterling it raised 
more new money than any loan contracted  under the Empire, domestic 
or foreign. It also had the longest maturity of any National Loan, at forty- 
one years. It did not, however, remain in the market for very long. Late 
in 1890 the republican government redeemed most of the bonds that re-
mained in circulation, paying with specie that had been deposited by 
banks with the Trea sury as backing for their banknotes.74 The bonds took 
the place of the gold as backing for the notes.

THE MARKE TS FOR GOVERNMENT DEBT

Demand for the government’s bonds involved two interconnected tiers 
of investors. Lenders who purchased bonds at issue comprised the primary 
market. The secondary market consisted of those who purchased the 
bonds once they began trading. The primary market was the merchant 
and fi nancial community in Rio. Concentrated downtown, especially on 
Rua Direita (pre sent- day Rua Primeiro de Março) and the cross streets of 
Rua do Ouvidor and Rua da Alfândega, the city’s private bankers, trading 
fi rms, coff ee factors, foreign merchants, and early on, slave traders made 
up the primary market for the government’s bonds. The district was 
home as well to Brazil’s sole or ga nized securities exchange. That the 
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government’s loans  were securitized as bonds facilitated the expansion 
of the secondary market, in which a large number of traders could price 
and exchange risk. The liquidity aff orded by the secondary market sup-
ported in turn the vibrancy of the primary market and redounded to 
the benefi t of the government’s borrowing.

 Little changed in the primary market between 1828 and 1852. While 
competitive, the market was also concentrated. A mix of Rio- based for-
eign trading  houses, brokers, and Luso- Brazilian merchants took most 
of the Trea sury’s new issues. The state’s dependence on these individual 
merchant lenders was recurrent. The one diff erence was the gradual 
eclipse of the great slave traders as major lenders, with the shift of the 
slave trade from a  legal to “contraband” basis in 1831. Even in times of 
fi scal stress the state found local capitalists willing to lend. In 1838, as 
Samuel & Phillips, Brazil’s fi nancial agent in London, and the original 
London loan contractors became increasingly frustrated with delayed re-
mittances and leveraged advances, merchants and dealers in Rio lined 
up to take positions in new issues of bonds. Over the course of March 
and April several fi rms and brokers took nearly 1.4 million milréis of new 
apólices.75 João José de Araújo Gomes ( later barão de Alegrete), already a 
top domestic creditor who would soon be appointed to the junta as one 
of the Empire’s major apólice holders, added a modest 42 thousand mil-
réis worth to his portfolio. José Ignacio Tavares took 50 thousand, as did 
another merchant, Antônio Joaquim de Silva Tibre. João Miers loaned 84 
thousand milréis, and the fi rm Souto, Dovey & Benjamin took at least 
133 thousand. Edward Johnston alone took nearly a third of the bonds 
issued over the two- month interval, some 443 thousand milréis. Johnston, 
a broker- dealer who also discounted commercial paper, went on to es-
tablish a partnership in Rio in 1842,  later opening a branch offi  ce in 
Liverpool, and became a partner in the fi rm of Johnston, Napier & Co. 
in Bahia.76

Concentration in the primary market was high. A half dozen Rio 
merchants absorbed more than 60  percent of the new issue over a period 
of a  couple of months. Of the apólices next issued in 1843 and 1844, three 
fi rms took up fully one- third: Edward Johnston & Com pany, Samuel, 
Phillips & Cia., and José Antonio Moreira.77 In 1845–46, Moreira and 
Samuel Phillips & Cia. took some 2 million milréis more of new bonds, 
about 80  percent of the year’s issue.78 This pattern was the norm for the 
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era. A small group of broker- dealers consistently provided the bulk of 
the lending in the primary market.

Commercial banks made their fi rst appearance in the primary mar-
ket for the government’s loans in the 1850s. Consortia of merchants and 
brokers had long joined forces to invest in new bonds. As loans became 
larger they  were harder to place. To be sure, in the 1850s the city had 
Brazil’s most im por tant private banking  houses, which variously per-
formed the functions of broker- dealers, discounters, accepting  houses, 
and merchant bankers. These included Gomes & Filhos, Oliveira & Bello, 
Montenegro, Lima & Cia., Fortinho e Moniz, A. J. A. Souto, and Bahia 
Irmãos & Cia. But with the exception of the Banco Commercial the fi nan-
cial landscape had been largely devoid of joint- stock banks. By the early 
1860s the downtown district, by then already home to the new Banco do 
Brasil, had the Brazilian and Portuguese Bank and the London and Bra-
zilian Bank. This growing commercial banking sector played an in-
creasingly im por tant role in placing new bonds, as individual merchants, 
private banks, and local syndicates could no longer summon suffi  cient 
resources to  handle the size of the loans. Accessing a primary market that 
was deep enough to accommodate large new issues of bonds required that 
the Trea sury work with multiple dealers. Syndication on the part of lend-
ers certainly helped spread the risk on new loans. But it was the creation 
of larger banks and the increased liquidity  after the end of the slave trade 
that contributed to an increasingly competitive demand for bonds at a 
much larger volume. The involvement of Rio joint- stock banks in the 
1850s prefi gured their expanding role in state debt in the 1860s and 1870s.

Traditional broker- dealers remained active in the primary loan mar-
ket and even handled large tranches of debt. In 1851 the Trea sury sold 
more than 3 million milréis worth of 6  percent apólices to the partner-
ship of Gomes & Paiva.79 The fi rm contracted to pay 860 milréis for each 
share issued at 1 thousand milréis, which meant they received the apólices 
at the midpoint of the previous year’s range of prices.80 In 1852 Gomes & 
Paiva again took 6 percents, below par.81 They got a bargain, since in April 
the government revealed that it had sold 1 million milréis in apólices to 
the Banco Commercial above par.82 The Banco Commercial was also the 
key player in the government’s 1853 swap of apólices for some of its own 
sterling bonds in London.83 Because broker- dealers had ample experience 
placing the bonds with clients, the larger banks often partnered with 
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them in bidding on new issues. The new Banco do Brasil became the 
most im por tant bank in this regard. While it had rivals, it increasingly 
took larger positions in new issues of debt. When domestic borrowing 
heated up again in the 1860s, the bank took by itself an issue of 2 mil-
lion milréis of 6 percents.84 Even as borrowing became more dependent 
on the involvement of large banks, the primary market for new issues re-
mained reasonably competitive. To retire a block of Trea sury bills in 1863 
the Finance Ministry entertained three separate bids on new apólices: one 
from the Rio securities broker- dealer Henrique [Henry] Nathan on behalf 
of the private bankers Montenegro, Lima & Cia.; another from the Rio- 
based London and Brazilian Bank; and a third from the Banco do Brasil, 
which had partnered with Gomes & Filhos. The Banco do Brasil and 
Gomes & Filhos team won, taking more than 5 million milréis worth of 
apólices in three separate tranches with no commission, on the condition 
that the Trea sury refrain from placing additional apólices during 1864.85 
The bank’s initiative was handsomely rewarded. Apólice prices  rose to 
face value within a month and remained well above the issue price of 
90.5  percent through most of 1864.86

By 1868 war time borrowing made the placement of new debt at 
favorable terms noticeably diffi  cult. Complicating matters further was 
the loss of many local banking fi rms in the crisis of 1864. So the fi nance 
ministry structured its fi rst National Loan, which drew on nearly every 
player: large commercial banks, the nouveau riche of the coff ee trade, 
long- established merchants and dealers, and private individuals. The loan 
was oversubscribed in Rio at a rate of almost four  orders for each bond 
sold; nearly thirteen hundred parties tendered off ers.87 Bond investors ran 
the gamut from  people with no prominence in business who bought a 
 couple of shares to the city’s major banks, which took up thousands of 
new bonds. By now, however, the most im por tant subscribers by far  were 
the big banks. The Banco do Brasil alone took on the largest single piece 
of the loan, at nearly 5,000 shares. The Banco Rural e Hypothecário and 
the En glish Bank of Rio de Janeiro each took nearly 1,000 bonds, while the 
Rio- based London and Brazilian Bank took a small position with fewer 
than 250 shares. Of the thirty largest positions taken by noninstitutional 
lenders, the broker- dealers and large- scale merchants assumed no fewer 
than half. A large stake went to Finnie Bro th ers & Com pany, a merchant 
and brokerage fi rm that had been active in Rio since at least the 1820s.88
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Among the individual investors one  family, the Teixeira Leites, stood 
out. They  were a clan of lenders, coff ee factors, and planters in Vassou-
ras, in the heart of the coff ee- rich Paraiba valley. Francisco José Teixeira 
Leite and Joaquim José Teixeira Leite, originally from Minas Gerais,  were 
scions of the fi rst barão de Itambé, himself a fi nancier and likely one of 
the wealthiest men of the coff ee zone during his lifetime. Joaquim took 
357 shares of the National Loan, while his wife, Anna Esmeria, took 179 
bonds and his dau gh ter Eufrásia took another 179 shares. Joaquim’s 
brother Francisco (who less than three years  later was made barão de 
Vassouras) bought the bonds as well. Francisco had been head of the Vas-
souras branch of the Banco Commercial e Agrícola in 1859 before it closed 
(yet another brother, João Evangelista, had been president of the main 
branch in Rio), and in 1873 he would be a key investor in the new Banco 
Industrial e Mercantil.89

Together the vari ous members of the  family bought almost 1,000 
shares of the 1868 bonds, a collective stake in the loan that was nearly 
as large as that of any of the Rio banks, save that of the Banco do Brasil. 
Manuel Gomes de Carvalho (barão do Rio Negro), a Paraiba valley planter 
and fi nancier who specialized in discounting commercial paper and trad-
ing in apólices, took hundreds of bonds of the 1868 loan as well. His 
wife was a Teixeira Leite, and his brother was the second barão do 
Amparo, who also invested in the loan. These two men, coff ee barons 
both,  were sons of the fi rst barão do Amparo and bro th ers of the visconde 
da Barra Mansa, all of whom  were fazendeiros around Vassouras and 
Barra Mansa.90 The Teixeira Leites, like many of the upper- crust families 
of the province’s interior,  were broadly connected by marriage to other 
prominent clans and their descendants, particularly those who  were im-
por tant fi gures in the Conservative party.91 Indeed, the major fi nancier in 
Rio who was not related to other prominent fi nanciers and statesmen 
was the exception rather than the rule. This was no atomistic primary 
market of transient, anonymous investors. These  were  people who mat-
tered in how the Empire was governed, how its policies  were crafted, and 
how business was done.

The size of the new issues run through Rio’s banking during the war 
was without pre ce dent. In 1869 both the Banco Rural e Hypothecário and 
the Banco do Brasil took extraordinarily large positions, the former buy-
ing some 20 million milréis worth of new apólices, while the latter took 
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25 million in December. In late 1870, at the end of the war, the govern-
ment again issued 25 million milréis in apólices through several banks.92 
The large sizes of the loans and the reliance on banks persisted  after the 
war’s end. In June 1876 the government borrowed by placing 5 million 
milréis of apólices through the Banco Rural e Hypothecário, initially con-
cealing the issue from the public to try to prop up prices in the market.93 
Then in January 1877 the Banco do Brasil agreed to take 30 million milréis 
for only 3  percent less than face value.94 It was a strong play by the bank. By 
paying only 970 milréis for a bond already trading in the market at 1,010 
milréis, the bank stood to gain an instantaneous return.95 Yet the bank 
was soon outdone. In January 1879 a whopping 40 million milréis in 
apólices hit the market  under contract with the Banco Rural e Hypothecário 
and, as brokers, Alexandre Wagner, José Luiz Cardoso de Salles (the barão 
de Irapuá), and Francisco Figueiredo (who six months  later would be en-
nobled as visconde by Pedro II, bypassing the rank of barão altogether).96 
An agreement between the Trea sury and the lenders stipulated that no 
new apólices would be placed for more than a year to help support the 
price. Thus when the government needed to borrow again for drought 
relief only six months  later, it launched a new National Loan. The local 
concentration of lenders that had been typical up to that point remained 
evident; more than 98  percent of the bonds for the 1879 loan went to sub-
scribers in Rio, with the lion’s share landing in the commercial banks. 
The broad investing public that “national” implied played  little to no role 
this time around. The Banco do Brasil by itself took more than 50  percent 
of the bonds, while the New London and Brazilian Bank, Banco Com-
mercial, and Banco Industrial e Mercantil all took positions. A few banks 
in the provinces, along with Portuguese banks, invested as well.97

By the 1880s the shift  toward the predominance of banks in lending 
to the state was largely complete. When the government paved the way 
for its 1886 domestic debt conversion with a public subscription for new 
apólices bearing a 5  percent coupon, it was run through the Banco do 
Brasil. The bank explicitly signed on to underwrite the loan agreeing to 
take any unsubscribed apólices at the end of the off er period.98 It con-
tracted with the government to place 50 million milréis of apólices for a 
fee of 0.5  percent on the initial subscription. Buyers could purchase the 
new securities with currency, Trea sury bills, or banknotes.99 The apólices 
entered the market  under “unexpectedly favorable conditions,” and the 
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issue was well oversubscribed by the end of the fi rst day of its off ering.100 
The Banco Industrial e Mercantil took 1 thousand apólices, and the Banco 
do Brasil’s own mortgage department subscribed nearly 2 thousand 
bonds. But it was the Banco Rural e Hypothecário that stunned the mar-
ket, purchasing 26 thousand shares, more than half of the issue. Several 
private investors stood out as well. Joaquim Gomes Leite de Carvalho (sec-
ond barão do Amparo), the prominent Vassouras cap i tal ist and property 
owner who had invested in the National Loan of 1868, bought one thou-
sand of the new apólices, while the visconde de Figueiredo— a director of 
the Banco do Brasil in the 1880s and a major shareholder in the Banco 
Internacional do Brasil, the Banco del Credere, and the Banco União do 
Crédito— personally took one- fi fth of the entire loan.101 The crowning 
achievement in the government’s partnership with big banks in issuing 
debt came just ten weeks before the overthrow of the constitutional monar-
chy. The Trea sury ran the National Loan of 1889 through four major banks: 
the Banco Commercial do Rio de Janeiro, the Banco Rural e Hypothecário, 
the Banco do Brasil, and the Banco Internacional do Brazil.102 Demand 
for the new bonds outstripped the amount off ered by four to one.103

Just where all of these bonds ended up once they passed through the 
primary market depended on preferences  toward risk, return, and liquid-
ity. Apólice holders included private individuals, foreign nationals residing 
in Brazil, merchants, private banks, and a variety of organizations. In 
the 1830s this latter group included a large number of religious lay broth-
erhoods, the Santa Casa da Misericórdia (Holy House of Mercy) of vari-
ous towns, along with the fi rst Banco Commercial. In 1838 the private 
Caixa Econômica alone held almost 70  percent of the apólices owned 
by all organizations.104 With the appearance of joint stock companies in 
the 1850s, businesses held a larger portion of apólices, which allowed 
other wise idle cash to earn a relatively secure return.105 Of the commer-
cial fi rms that kept apólices in their own portfolios  after midcentury the 
Banco do Brasil’s holdings  were probably the biggest. The most the bank 
ever had on its books was in 1877, the year it took the entire new issue of 
some 30 million milréis of apólices. Even then, the apólices the bank 
owned  were only around 10   percent of the total in circulation.106 By a 
wide margin most of the domestic public debt ended up in the hands of 
individuals,  whether they  were merchants, business  owners, planters, 
or rentiers.
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THE VOLUME OF D OME S TIC BORROWING

A main testable implication of the model of credit rationing presented in 
chapter 2 is that a ruler can borrow more, and more aff ordably, by sub-
mitting to a stronger default penalty. In Brazil the po liti cal arrangements 
of the 1820s that vested parliament with control rights over fi nances pro-
vided the foundation for the default penalty. Given that this mechanism 
was rooted in domestic po liti cal interests, one might predict a strong 
positive eff ect on the supply of loans from the home market. This predic-
tion is borne out by the evolving structure of the Empire’s debt. In the 
de cades  after in de pen dence domestic borrowing emerged as an increas-
ingly im por tant component of the state’s funded obligations. The growing 
ease with which successive cabinets engaged in new borrowing at home 
over sixty years was eco nom ically remarkable, but also exhibited a clear 
political- institutional logic.

Figure 4.5 shows the real stock of domestic debt (both long- term and 
short- term borrowing) from fi scal year 1829 through 1889.107 The apólice 

figure 4.5   Real domestic debt (funded and total) in pounds sterling, 
1829–89. Funded debt is sum of bonds originally issued in Brazil and in 
circulation at end of each fi scal year. Total debt is the sum of funded debt and 
the Trea sury bills. Both series are converted to sterling at the average annual 
market rate of exchange and defl ated to constant 1889 values by the British 
 wholesale price index.
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debt is converted to sterling using the annual average exchange rate, while 
debt taken  under the National Loans is directly expressed in sterling on 
the basis of the loans’ exchange rate clauses. The sum is then placed on 
a constant price basis in sterling using the British  wholesale price index. 
Three phases in the trajectory of domestic borrowing are evident. The 
fi rst, to 1852, was one of gradual expansion, reliant on individual mer-
chants in Rio for loan placement. In the second phase borrowing tapered 
off   until the early 1860s. The government found favorable borrowing 
conditions in London from 1852 on, so it took its loans there. In Rio de Ja-
neiro the government sought to channel the available private savings 
(which had increased as a result of the end of the slave trade) to favored 
businesses. One of these was the Banco do Brasil, which the government 
had created as a privileged bank of issue. The other was the Dom Pedro 
II railroad, which would dramatically lower the cost of bringing coff ee 
down from the Paraiba valley. Both projects required high levels of capi-
tal investment, and one way to help provide it was for the government to 
limit its local borrowing. The third phase began with the war against Par-
aguay; domestic debt exhibited a large, nearly discontinuous jump, in-
creasing by more than 150  percent in just a few years. The debt stock 
continued to grow  after the war at a reduced pace, but then once again ran 
up quickly with the new internal loans of the 1880s. Capping the de cade, 
and the Imperial era, was the 100- million- milréis National Loan of 1889. 
The sheer size of the operation had no pre ce dent in Brazil. Figure 4.6 
gives a sense of contemporary views of the loan. It depicts the fi nance 
minister (visconde de Ouro Preto) reclining on bags fi lled with money. 
It was a caricature but no exaggeration: the Trea sury simply piled up cash 
from the operation. Domestically issued debt attained the highest level 
of the Imperial era in the wake of the loan, with a total of 464 million 
milréis in circulation (more than 50 million pounds sterling at the pre-
vailing rate of exchange).108

The model predicts that domestic capitalists should be willing to sup-
ply the government with credit so long as they wield an eff ective penalty 
for default. The especially large increase in domestic lending  after the 
1850s is nonetheless puzzling. Rising demand for loans by the fi nance 
ministry cannot by itself explain the increase in the debt stock over the 
longer term,  unless Brazil consistently borrowed below its debt ceiling. 
But if lenders rationed credit to the state, the higher levels of debt imply an 
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increase in the supply of loans. To be sure, the growth of tax revenues in-
creased the state’s ability to repay. But loan supply depended on the willing-
ness to repay. A stronger penalty would shift the rationing constraint, 
raising the credit ceiling, and allow higher levels of borrowing.109

Several factors contributed to the increase in the debt ceiling  after 
midcentury. By the 1850s the demonstrated resilience of the Empire’s 
po liti cal institutions, especially during the tumultuous 1830s and 1840s, 

figure 4.6   Caricature of Minister of Finance Visconde 
de Ouro Preto reclining on the proceeds of the National 
Loan of 1889: “Cem mil contos!” (One hundred million 
milréis!) The youthful observer in the background 
represents the Revista, and the man on the left is visconde 
do Figueiredo, a major fi nancier and investor in the Banco 
Internacional, one of the four banks involved in issuing the 
loan. (Revista Illustrada, 31 August 1889)



borrowing on rua direita 109

boosted lenders’ confi dence in the government’s willingness to repay in 
hard times. Another  factor was taxes. Revenues increased over time, and 
the fi scal extraction rate (given by the ratio of tax revenues to total trade) 
shot up between 1865 and 1870. The creation of new taxes during the war 
showed that the state had the po liti cal capacity required to extract more 
resources. The higher extraction rate was tantamount to a decline in the 
po liti cal cost of taxation. Such a decline would shift the supply curve for 
loans in the same direction as an increase in the default penalty. Higher 
taxes, and a higher extraction rate, signaled not only an ability to repay 
additional debt but also a willingness to raise the revenues that would 
make default less likely.

A third  factor that increased the supply of credit to the state was the 
fundamental change in the structure of the primary market. The fact that 
there  were fewer but bigger entities supplying capital, combined with 
the fact that most of them  were po liti cally well connected, could only 
strengthen the penalty for default.110 The creation of the Banco do Brasil 
in the early 1850s was motivated precisely by the state’s need to manage its 
obligations. Policy makers  were aware that pooling so much of the capital 
of the merchant class could help loosen credit restrictions on the state 
itself. When government borrowing in Rio resumed in earnest in the 
1860s the Banco do Brasil, along with the other commercial banks that 
the government allowed to incorporate, had transformed the primary 
market for the state’s debt instruments. There  were not many commer-
cial banks, but in placing loans the Imperial state relied heavily on them. 
In 1886–87, by way of example, the Banco do Brasil discounted a total 
of 46 million milréis in Trea sury bills by purchasing and holding them 
to maturity. The bank thus served as the market for roughly 90  percent of 
the peak amount of Trea sury bills in circulation that year.111 The new 
structure of the fi nancial sector  after the 1850s and the demonstrated abil-
ity to impose new taxes in the 1860s enabled borrowing at substantially 
higher levels over time.

THE TERMS OF D OME S TIC BORROWING: BOND PRICE S 

AND THE COS T OF C APITAL

Unlike the post-1855 relationship between the Imperial government 
and N. M. Rothschild & Sons in London, no Brazilian bank could claim 
exclusivity in  handling domestic borrowing. Transactions costs in Rio 
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diff ered from those in London. In Rio, the fi nance ministry usually 
fl oated new apólices directly to broker- dealers, in most instances without 
paying overt fees to issue. There  were no fees on interest and amortiza-
tion  either, since these  were handled by the Trea sury’s own offi  ces. This 
did not mean that issuing debt at home was costless. On the contrary, 
costs, including compensation to the dealer for the risk that he might be 
stuck with bonds that he could not sell at a profi t,  were built into the ini-
tial discount. In nearly every instance new apólices entered that market at 
less than the prevailing price. This discount raised the eff ective yield to 
dealers as well as the government’s cost of capital above the current yield 
on other wise identical securities. Primary market prices varied with 
the lenders’ perceptions of the government’s creditworthiness. The fi rst 
apólices in 1828 entered the primary market at only 65  percent of par.112 
The government issued so many apólices so quickly in 1828 that by the 
end of the year it became diffi  cult to fi nd new takers.113 The average issue 
price from 1828 through 1835 ended up being only 63.4  percent of the se-
curities’ face values. Apólices placed near the end of 1833 dropped sharply 
in price, fetching only 53  percent for the Trea sury.114 Prices improved in 
the second half of the de cade, despite a surge of regional revolts around 
Brazil. Between the end of 1836 and April 1839 the Trea sury issued 
nearly 8 million milréis in new 6  percent apólices, at an average price of 
75.3  percent of par. One batch went out at a remarkable 89.5  percent.115 
From April 1843 through March 1844, new apólices commanded between 
69  percent and 100  percent of face value.116 The average issue price over 
the same twelve- month period was 76.8  percent of par.

Guaranteeing a high issue price often involved concessions to lend-
ers by the fi nance ministry. In February 1848 the government placed 
6 percents at full face value— under the condition of not issuing any 
more apólices that year.117 An issue in 1876 for 5 million milréis was ini-
tially concealed from the public altogether in order to avoid an adverse 
impact on the market price. By the time news of the issue broke, it had 
 little if any negative impact on price because “existing home stocks have 
not been aff ected by it more than is usually the case when new bonds 
jostle old in a limited market.”118 Large issues of new apólices taken by 
banks in 1877 and 1879 employed similar clauses designed to protect 
lenders from loss in return for giving the Trea sury the best possi ble 
terms.119
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Primary dealers often made good profi ts, even without special con-
cessions. In 1851 the 6 percents brought in 860 milréis each for the Trea-
sury. The initial discount stemmed from expectations that the Imperial 
government would soon have to borrow again to help fi nance its cam-
paign in the Rio de la Plata. To the good fortune of the bankers who took 
the issue, within fi ve months the risk of a wider confl ict had diminished, 
and the market price on apólices approached 920 milréis. A year  after is-
sue the market price had risen to 98  percent of par and was poised to 
rise further in 1852 with the defeat of Rosas in Argentina. In 1851 Brazil 
also issued a small parcel of apólices in payment against long- standing 
Portuguese claims.120 As stipulated in the agreement between the two 
countries, the Trea sury issued these at a heavy discount, being credited 
with only 73  percent of the par value. Given the prevailing market prices, 
the recipients of these shares  were enviably positioned to turn a hand-
some and instantaneous profi t.

Improvements in the government’s standing in credit markets dur-
ing the early 1850s  were refl ected in the conditions attached to new bor-
rowing. In late 1851 and 1852 the government was able to issue 6 percents 
in a higher price range, between 940 milréis and 1,015 milréis— a con-
siderable improvement.121 The placement of new bonds above par was 
without pre ce dent in Rio. High bond prices persisted  until 1860, when 
expectations of a large new issue to exchange for shares of Dom Pedro II 
railroad stock brought prices back down to par.122 By 1862 the government 
could command only 93  percent for new 6 percents.123 The next year, 
despite considerable competition among banks to take the loan, new 
apólices raised only 90.5  percent for the Trea sury.124 The heavy borrow-
ing near the end of the war against Paraguay was conducted at a price of 
91.5  percent. Given the large existing stock of debt, the terms on the new 
bonds “exceeded the most fl attering expectations.”125 Apólice prices re-
covered through the 1870s; large issues in 1876 and the massive issue 
made in 1879 both raised full face value for the Trea sury.126 The National 
Loan of 1889 was off ered at 90  percent of par because of its low coupon 
rate, but strong demand pushed the price above 91 before fees, with more 
than a third of the bonds being subscribed at 91.5 or higher.127

The fi nance ministry undertook debt swaps of several types. In 
March 1853 the government used 6  percent apólices to retire an incre-
ment of its own London bonds worth some 23,200 pounds sterling in a 
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rare direct swap of domestic bonds for external debt.128 More common, 
as noted earlier,  were the swaps of long- term debt for short- term debt. In 
early 1877 the Trea sury made the large new issue at 97  percent of the 
par.129 The price was below the prevailing market rate, providing for a 
nearly instantaneous profi t. But the bond investors’ gain was not neces-
sarily the government’s loss. The Banco do Brasil took all of the bonds, 
paying in Trea sury bills. The Trea sury was able to defer the full cost of 
the bills’ redemption, converting short- term debt into long- term debt.

Evidence on initial- issue prices of apólices and the bonds of the Na-
tional Loans makes it possi ble to calculate the government’s interest rate 
on domestic borrowing. Rates reveal two fundamental indicators of cred-
itworthiness: the state’s marginal cost of capital and the domestic mar-
ket’s appraisal of default risk. As with the London loans the risk premium 
is taken as the diff erence between the borrowing rate and the yield on 
consols. Estimates of the risk premium provide insights into contempo-
rary views on creditworthiness that would other wise not be available to 
modern investigators. Higher risk premia indicate greater pessimism on 
the part of lenders regarding the prospects of repayment.

From 1828 to 1879 the government’s average take on new issues of 
6 percents came to 87.3  percent of face value, implying an average annual 
borrowing cost in the range of 7  percent per year.130 In the 62 fi scal years 
 after domestic funded borrowing began, the Trea sury took loans through 
apólices in 47 of them. The ex ante interest rate on this borrowing can be 
calculated for 32 years in which the primary market prices of new apólices 
are available. Interest rates are calculated  under two scenarios to accom-
modate the  diff erent approaches to amortization employed by the govern-
ment. Estimate A is calculated on the assumption that at the time of 
borrowing the market expected that loans would be amortized in accor-
dance with the sinking fund provision of the law that established the pub-
lic debt. The 1827 law directed the Caixa de Amortização to retire each 
year 1  percent of each tranche of apólices plus an additional increment 
purchased using the interest on apólices that had already been redeemed. 
By this sinking fund provision each new issue would self- liquidate over 
a period of 33.4 years.131 Using this contracted maturity, the cost of bor-
rowing in the domestic market is calculated in the same way that the 
cost of new borrowing in London was derived in chapter 3. The state’s ex 
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ante cost of borrowing is given by the internal rate of return, iA in the 
 expression:

PV =
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where cash raised from borrowing is the pre sent value (PV), the annual 
outlay on interest is D, and the annual outlay on amortization via the 
sinking fund is S.132 The internal rate of return (i) sets the amount raised 
on the issue to equal the stream of  future interest payments and amorti-
zation.

Estimate B is calculated  under the assumption that the apólices 
would not be amortized. This scenario prevailed  after 1838, when amor-
tization was suspended (and may have been expected by bond investors 
all along).  Under this scenario, S is zero, T is infi nity, and the cost of new 
borrowing equals the current yield at issue.133 Estimates A and B diff er 
by the cost of amortization.

Capital costs are calculated for both scenarios on every tranche of 
6  percent apólices between 1828 and 1880 for which initial issue prices 
are available, as well as the major issue of 5 percents in 1886.134 Several 
adjustments  were warranted. Before 1851 the Trea sury issued a substan-
tial number of apólices as payment to  settle claims by the Portuguese and 
debts dating from in de pen dence. By the terms of the settlement agree-
ments the bonds went to claimants at a fi xed discount (the eff ective price 
was usually 73  percent), with the Trea sury debited for the full face value 
of the bonds. These par tic u lar bonds did not involve borrowing at mar-
ket rates. Over the interval in which most such claims  were settled 
(namely, the 1840s), borrowing occurred at prices ranging from a low of 
70 to a high of 90. In calculating the interest rate, the bonds issued  under 
indemnity arrangements are excluded so as not to bias the estimate of 
the government’s cost of capital.

Figure 4.7 pre sents estimates A and B of the ex ante cost of new debt 
issues in Rio.135  Either estimate is suffi  cient to indicate the general tim-
ing and direction of changes. The two estimates can be linked to make 
a single series by taking into account the timing of parliament’s suspen-
sion of amortization. Estimate A, which is higher because of amortization, 
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is used through 1838, and estimate B is used thereafter. The composite 
series presented in fi gure 4.8 is a consistent indicator of the state’s cost 
of borrowing on the most im por tant component of domestic debt over 
almost the entire Imperial era.

Figure 4.8 plots as well the interest rates for the National Loans of 
1868, 1879, and 1889. The loans diff ered from apólices by virtue of their 
fi xed maturity and the fact that they  were settled in specie or its equiva-
lent.136 For these loans the Trea sury’s ex ante cost of borrowing depended 
on the  future course of the exchange rate. And because the value of the 
milréis varied so much, the cost of debt ser vice  was uncertain. The Na-
tional Loan of 1868 was the most extreme case of the three. Because the 
loan was taken near the war time nadir of the milréis, the sterling equiv-
alent of the money raised in Rio was only some 68  percent of the loan’s 
face value— a huge discount. If the  future value of the milréis was ex-
pected to remain as low as that of 1868 (about 13 milréis per pound ster-
ling), the implied cost of capital in 1868 was quite high, in excess of 
12  percent per year. If the loan  were instead repaid at the target exchange 
rate of 27 pence per milréis (closer to 9 milréis per pound), the cost would 

figure 4.7   The cost of new borrowing with apólices, 1828–87
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have been much less, around 7.5  percent per year. The Trea sury clearly 
counted on a stronger exchange rate once the war was won. A reasonable 
estimate of the expected  future exchange rate at the time of borrowing 
is the rate that actually prevailed from 1870 (when victory was clear) 
through the end of the constitutional monarchy in 1889: about 10 mil-
réis per pound on average. At that rate the ex ante cost of the loan was 
closer to 8.8  percent, which is the fi gure used  here. For the loans of 1879 
and 1889 the milréis was stronger than it was in 1868, so the impact of the 
exchange rate on the expected costs of the  later loans was less, and no 
adjustment is warranted.

The cost of Brazil’s domestic loans exhibited a clear tendency to de-
cline over the Imperial era despite increases in the stock of debt. Interest 
rates on apólices peaked with the po liti cal instability around the end of 
the First Reign and during the early Regency in the 1830s. New borrow-
ing from 1828 through 1834 cost more than 11  percent a year. One might 
suspect that the steep decline thereafter is a statistical artifact of the shift 
in the series from estimate A to estimate B after 1838, save for the fact 

figure 4.8   The cost of new long- term borrowing (all sources), 1824–89 
(borrowing costs in London and consol yields are from chapter 3; borrowing 
costs for National Loans and apólices are calculated as detailed in text)
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that borrowing costs computed with the amortization provision had 
already plummeted by 1836 (see fi g. 4.7). By  either mea sure the rate of 
interest on new loans jumped back up in the late 1830s and stayed 
there  until the second half of the 1840s. Po liti cal turmoil and its impli-
cations for lenders’ views of the viability of the institutions on which re-
payment depended are plainly visible in these shifts in borrowing costs. 
Instability at the end of the First Reign and in the early Regency raised 
costs, as did the cascade of uprisings and revolts that reached their great-
est intensity from 1839 through 1845. Lower borrowing costs, which per-
sisted into the early 1850s, followed the end of the decade- long war against 
the farrapo secessionists in the south. The interest rate began to rise 
slightly in the early 1860s as a result of some of the largest new bond 
issues since 1842. The sharp increase in the amount of borrowing during 
the war against Paraguay (see fi g. 4.5) had as its counterpart elevated rates 
of interest (see fi g. 4.7). Although information on war time borrowing 
costs does not exist for every year, the most expensive of the large war-
time domestic loans seems to have been the National Loan of 1868.137 
Though the postwar debt remained quite large in comparison with prewar 
levels, domestic borrowing costs came down quickly  after Brazil’s victory 
over Paraguay. Interest rates stayed at levels comparable with the rates of 
the early 1850s, despite nearly uninterrupted increases in the size of the 
debt. The National Loan of 1889 was the most aff ordable, costing a scant 
5.12  percent in annual interest and principal.

Figure  4.8 plots the interest rate on Brazilian loans in London 
(taken from fi g. 3.5). Borrowing costs in Rio  were usually somewhat 
higher than in London because of the risk to domestic lenders that the 
government might weaken the milréis. Yet infl ation expectations on the 
part of domestic lenders could not have been very high. By 1889 the mil-
réis had achieved parity with the pound, making the interest rates on the 
National Loan in Rio de Janeiro and the conversion loan in London nearly 
identical. Figure 4.8 further suggests that the Finance Ministry was a 
shrewd customer in the capital markets, taking conditions in both London 
and Rio into account when deciding where to place new debt issues. 
The result was a structure of borrowing costs that could exhibit slightly 
 diff erent levels depending on which currency denominated the loan but 
with similar trends over time. Remarkably, Brazil’s expanding domestic 
debt market allowed the state to borrow aff ordably and fl exibly at home.
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The per sis tent spread between the interest rate on apólices and the 
yield on consols shows that the domestic market always believed there 
was a Brazil- specifi c risk of default. This probability can be estimated 
from the cost of capital and the return on the risk- free alternative.138 The 
relevant rate is that an initial investor in apólices expected to receive 
and the return that could be had if the investor bought consols instead. 
As in chapter  3 the calculation assumes for the sake of clarity that 
lenders expected the government to honor its debt with probability p or 
to repudiate with probability (1−  p). The rate of return  under repayment 
is that for a hypothetical lender who acquired the bond at issue and re-
ceived semester interest payments for the life of the bond. In the case of 
pre-1839 loans the investors received their capital when the bond matured. 
For loans in 1839 and  after, the expected return excludes the return of 
capital but includes perpetual interest payments. The price paid for a new 
apólice implied a rate of return of at least (1 + i) if the loan was honored and 
zero if it was repudiated. For a risk- neutral investor the expected payoff  
from the apólice had to be at least as good as that from investing in consols.

Following the setup in chapter 3, the probability of repudiation at 
issue is the ratio of the spread to the return to the bondholder when the 
government  repays:

(1− p) = i − r
1+ i
⎡

⎣
⎢

⎤

⎦
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With data on the apólice internal rate of return i from fi gure 4.7 and on 
the contemporaneous consol yield, the calculation of repudiation risk is 
straightforward. Figure 4.9 plots the probability of repudiation on new 
issues of apólices from 1828 through 1889. Both the level of the probabil-
ity and its evolution over time are noteworthy. In the market’s assessment 
the chance of outright repudiation of any new domestic loan was always 
less than 7  percent, even when the risk premium was at its highest in 
the early 1830s. There was some doubt, though not much, that Brazil 
would honor its domestic debt. The probability of repudiation at the height 
of the war against Paraguay (corresponding to a scenario in which 
Brazil suff ered catastrophic defeat or other wise viewed repayment of a 
new loan as impossible) was less than 5   percent, despite the elevated 
debt burden.
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As the most severe form of default, repudiation might also have 
been the least likely. When partial defaults are considered, their prob-
ability increases sharply. Consider a hypothetical scenario in which 
interest would never be paid, but the principal was returned to the 
bondholder at maturity  after thirty- three years. For the apólices sold in 
1832, the market’s assessment of the probability of default jumps from 
less than 8  percent to fully 30  percent. The softer the form of default 
considered, the more it was seen as likely by the market. For the pur-
poses of illustrating changes over time, the specifi cs of the default sce-
nario do not  matter. As long as it is held constant over all of the loans, 
the direction and relative size of changes in the default risk remain the 
same. Elevated probabilities of default in the late 1820s and early 1830s 
had fallen by half in the early 1850s; the likelihood of default during 
the war against Paraguay was less than 70  percent, as large as it was 
some forty years earlier, when the debt was much smaller. Creditors 
increasingly viewed the prospect of repayment favorably, despite rising 
debt levels.

figure 4.9   Probability of repudiation on domestic borrowing, 1828–89 
(open circles represent apólices and fi lled circles represent National Loans; 
probability of repudiation calculated as described in the text)
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CONCLUSION

Imperial Brazil constitutes a rare case in which a government with a fi at 
currency did not have to rely mainly on foreign loans to meet its borrow-
ing needs. From 1828 it regularly issued bonds that promised repayment 
with interest in paper money. By 1839 these bonds  were converted to per-
petuals, like British consols, with no deadline for the return of principal 
but a promise to always pay interest. Perhaps the strongest evidence for 
the hypothesis that po liti cal penalties for default sustained public borrow-
ing at home was the growth of the domestic long- term funded debt. The 
amount of debt that was domestic in origin indicated the potential of the 
home capital market to mobilize savings. More im por tant, it indicated 
the government’s commitment to repay. Indeed, by the  middle of the 
nineteenth  century most of Brazil’s debt stock was domestic, and increas-
ingly new borrowing would be from the domestic market.

In Eichengreen and Hausmann’s original defi nition of fi nancial 
original sin, governments that could not borrow abroad in their own cur-
rency also had diffi  culty issuing long- term debt at home.139 Brazil’s ability 
to borrow in the domestic market in its own currency from the late 1820s 
onward is thus surprising. Domestic borrowing was benefi cial in several 
ways. Local currency debt (nominal debt) aff ords governments a cushion 
against adverse shocks. Fiscal shocks that appear too suddenly to solve 
with new loans or that are simply too large can be partly covered through 
monetary policy—at least  until revenues recover or the state’s noninterest 
spending can be reduced. The capacity to pursue an in de pen dent mone-
tary policy lets the state determine the real cost of debt repayment (and 
the real return to bondholders). Such fl exibility is desirable in downturns. 
Yet only rarely  were developing economies in the nineteenth  century able 
to avail themselves of this option.140 When fi scal pressure grew extreme, 
the adjustment mechanism tended to include default. Even in a success-
ful case like that of Imperial Brazil there was a trade- off . Borrowing in the 
home currency cost more because lenders required compensation for the 
risk of value- eroding price infl ation. The premium the government paid 
to borrow locally was the cost of the insurance that allowed it to infl ate 
away a portion of the debt if faced with a fi scal shortfall.

The Empire performed this balancing act well. The government en-
gaged in infl ationary fi nance in hard times, as was the case during the 
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1820s, the late 1830s, and again during the war against Paraguay. Yet re-
course to seigniorage revenues was neither extreme nor frequent. Brazil’s 
mixed debt structure disciplined any monetary excesses.  After the 1830s 
domestic wealth holders viewed a major permanent decline in the milréis 
as unlikely; parliament was constrained in its use of seigniorage by the 
cost of servicing the external debt in pounds sterling.

Brazil’s ability to borrow in a market in which lenders tendered com-
peting off ers was about as far removed as one could imagine from the 
model of forced lending that prevailed through 1822. The Imperial state 
repeatedly drew on varied sources of long- term funded domestic credit, 
from the late 1820s  until the very eve of the overthrow of the constitu-
tional monarchy in 1889.141 Using perpetual annuities in the form of 
apólices, and fi xed- maturity loans, the government covered defi cits, bailed 
out selected private fi rms, invested in infrastructure, and fought and won 
wars. That it punctually paid interest provided ex post confi rmation of 
the ex ante creditworthiness embedded in its political- fi scal institutions. 
The extent of its long- term domestic borrowing was exceptional. Brazil 
was a rare instance of a peripheral economy that successfully raised a 
major portion of its debt at home.
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government bonds represented  sovereign promises to repay 
with interest the money that the government had borrowed. Using them 
to borrow made the original sovereign promise divisible and transferable. 
Investors traded the Brazilian Empire’s bonds in the secondary markets 
of London and Rio de Janeiro. When pricing bonds, traders took into 
account the characteristics of the loan (coupon rate, value at maturity, 
time to maturity), the market rate of interest, and their own forecast 
about  whether the government would honor its promise to repay. Because 
markets aggregate all available information regarding a state’s ability and 
willingness to ser vice its debt, bond prices and yields refl ected what was 
known about creditworthiness and risk at any given time. Bond investors 
sorted nineteenth- century governments “according to their credit in the 
money markets of the world, as mea sured by the rate of interest which 
their stock can be purchased to pay.” Market prices conveyed informa-
tion about sovereign risk that was rapidly updated: “bad security requires 
high interest, carried out in the most perfect manner in the adjustment 
of prices, by the daily and hourly judgments of the Stock Exchange of the 
world.”1 Bond investors charged additional interest for “bad security” in 
the form of a risk premium. The risk premium is readily indicated by 
the diff erence between the yield on a government’s bonds and the return 
on relatively risk- free alternatives.2 The size of this premium depended 
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directly on bondholders’ appraisals of the probability of default and 
follows from the model presented in chapter 2. A debtor state’s risk of 
default is not fi xed. Events or information that changes the market’s 
view of the likelihood of default appears as changes in the bonds’ yield. 
Changes in the risk premium provide insights about po liti cal and fi nancial 
events that may other wise not be available.3

This chapter focuses on the evolution of Brazil’s credit risk between 
1824 and 1889. Interest rates on the Empire’s bonds revealed more about 
Brazil- specifi c default risk than they did about the  under lying supply of 
capital in Rio de Janeiro and London. The overall decline in the risk pre-
mium in markets on both sides of the Atlantic suggests that the Impe-
rial state was viewed as an increasingly reliable borrower over the course 
of the nineteenth  century. Yet borrowing costs did not decline uniformly; 
the risk premium even increased substantially over several intervals of 
time. Where new po liti cal institutions made sovereign promises to re-
pay more credible, one would expect a permanent fall in the risk pre-
mium. That the risk premium might persist (or even rise) has led some 
investigators to question the validity of institutional determinants of 
creditworthiness.4 Increases in the risk premium are, however, less dam-
aging to the institutional argument than they may initially seem. In 
the best- studied case, that of Britain’s Glorious Revolution, the default 
risk on long- term borrowing before the revolution was so high that the 
market would not supply the loans. Long- term borrowing costs  were, in 
eff ect, infi nitely high. Within a few years the government could borrow 
long at a far more aff ordable 8.5  percent.5 The claim that “institutional 
reforms are not rewarded by fi nancial markets” fails to take into account 
the extraordinary shift from an unobservably expensive rate on a type of 
loan that was beyond the government’s credit ceiling to a much lower 
rate on a type of loan that became available with the establishment of 
credibility.6 Institutional arrangements that reduce opportunistic default 
do not necessarily provide an ironclad guarantee of repayment and do 
not eliminate all default risk. As such, increases in the risk premium 
 after credit has been extended to the state do not confl ict with the model 
of credible borrowing outlined in chapter 2. Any event perceived by the 
market as increasing the po liti cal cost of servicing the state’s debt will 
raise the risk premium, even if the underpinning institutions that sup-
port repayment  are unchanged.
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Markets considered far more than just economic or fi nancial funda-
mentals in assessing creditworthiness. Variability in the risk premium 
was clear from the estimated costs of new borrowing reported in chap-
ters 3 and 4. Because loans  were taken only intermittently, the yield on ex-
isting bonds in the secondary market provides additional information on 
default risk over the intervals of time during which there was no new 
borrowing.7 Each successive price observation conveys updated informa-
tion about the expectation of default. When the bonds are traded with 
suffi  cient frequency, changes in credit risk can be assessed on a relatively 
continuous basis. Weekly data make it possi ble to assess sovereign credit 
risk on both sides of the Atlantic from the 1820s through 1889. This allows 
a more precise characterization of the evolution of sovereign risk over 
time and gives special attention to events associated with major shifts in 
default risk.

This chapter has three goals. The fi rst is to identify changes in Bra-
zil’s sovereign risk that represented durable shifts, along with their tim-
ing and magnitude. Since Brazil partitioned its domestic and foreign 
debts, the risk premia on bonds in both markets are considered. The sec-
ond goal is to locate the proximate causes of such shifts in contempora-
neous events. The third is to assess the degree to which structural breaks 
in the risk premium help explain its overall decline between 1824 
and 1889. The principal fi ndings run in the following terms. There  were 
four major shifts in sovereign credit risk in each of the two markets where 
Brazil placed its debt. Because the markets  were distinct, investors in 
the two markets did not necessarily view the risk of default in the same 
way. Only in 1852 did any of these shifts coincide. The other three major 
breaks in credit risk in the Rio de Janeiro bond market all came before 
1852. In the London market they all came  after 1852. Most of the shifts in 
the Rio risk premium  were associated in some way with internal confl ict. 
Major shifts in Brazil’s London risk usually involved the question of exter-
nal war in the Rio de la Plata. In London, bond investors behaved as if their 
greatest concern was war involving Brazil and its southern neighbors. In 
Rio, bond investors appeared to be worried more about war inside Brazil.

The  diff erent emphases in the two markets may not have depended 
solely on the types of confl ict. They may have been a result of the dis-
similar attributes of the bond issues in each market. Bond investors had 
two concerns: that interest payments arrive on time and that payments 
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hold their value. In Brazil the government could erode the value of the 
sovereign promise that domestic bonds represented and reduce its own 
cost of servicing them by resorting to infl ation. Apólice holders might 
be confi dent of punctuality of payment yet ultimately uncertain about the 
real value of the interest they would receive. Internal confl ict raised appre-
hensions not only about the heightened risk of default but also about the 
specter that the government’s use of seigniorage would create infl ation 
and reduce the real value of coupon payments. London bondholders faced 
no infl ation risk because Brazil paid interest there in sterling. What London 
bondholders worried about was  whether interest would be paid at all. The 
London market perceived external confl ict as particularly threatening.

The fi rst section details the construction of original mea sures of sov-
ereign bond yields and risk premia in the London market. The second 
section introduces the method for detecting structural breaks, or “regime 
shifts,” in the risk premium data. It applies this method to search sys-
tematically for durable changes in the risk premium series and relates 
them to key events. The third and fourth sections construct mea sures of 
yields and risk premia on bonds issued in the Rio de Janeiro market and 
apply the same estimation framework to locate major structural shifts in 
sovereign risk within Brazil. Section fi ve considers debtor reputation as 
a competing explanation for the overall decline in Brazil’s risk premium. 
The fi nal section addresses several implications of the chapter’s fi ndings.

ME A  SUR ING BR A ZILIAN SOVEREIGN RISK

Government bond yields make it possi ble to mea sure the risk premium, 
which can then be used to identify critical turning points in a state’s 
creditworthiness.8 Candidates for such changes must possess two prop-
erties: they should be quantitatively appreciable and they should be dura-
ble. Small changes from day to day or week to week within a data series 
that covers de cades may be  little more than trading “noise.”9 The method 
used  here identifi es per sis tent structural breaks in the risk premium. Just 
how long a shift in the risk premium must persist in order to be consid-
ered durable depends on the time span covered by the data, their fre-
quency of observation, and the maximum number of breaks chosen by 
the investigator. This choice involves some intrinsic trade- off s; the ap-
proach  here is to use a minimum interval of about three and a half years 
between possi ble break points.
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Sovereign bonds  were those that the government issued in London 
in pounds sterling. The sovereignty of the borrower limited the scope of 
action that creditors could take in case of default. The option value of de-
fault by the sovereign issuer was a form of insurance, a contingency to 
be exercised should the po liti cal cost of repayment rise to unacceptable 
levels. Because the Imperial government never entirely retired its external 
debt and never defaulted, its bonds traded nearly continuously in London 
 after the fi rst loan was issued in late 1824.10 The market prices of the 
bonds included both market risk and Brazil- specifi c risk; bond prices 
could rise or fall for reasons that had nothing to do with Brazil per se, a 
point that contemporaries understood well.11 Drawing on the basic model 
of chapter 2 and appendix I, the yield on the bond is a rate of  interest:

i = (1+ r)
p

− 1

where (1 + r) is the risk- free rate of return, and p is the probability that 
the government will repay the loan. If the probability of repayment is less 
than one, i exceeds r. By subtracting the risk- free component from the 
yield, the risk premium or spread (s) over the risk- free yield can be iso-
lated and decomposed into two  components:

s = (i − r) = (1− p)
p

(1+ r)

where the fi rst term on the right- hand side is the odds of default (the prob-
ability of default divided by the probability of repayment), and the second 
term is the risk- free rate of return available to investors. Investigators con-
ventionally use changes in the spread to indicate changes in the market’s 
assessment of default risk. Intuitively, the spread decreases in the proba-
bility of repayment, p, and increases in the probability of default (1−p).12

The investment in the London market that came closest to being risk 
 free was the British state’s consols. Most consols paid a fi xed amount in 
sterling for perpetuity or  until the government called them to be settled. 
The default risk on consols was nearly zero by the early nineteenth 
 century.13 London was the world’s fi nancial center, and long- term changes 
in consol prices refl ected fundamental shifts in the relative scarcity of 
capital. Because the Empire’s bonds in London promised interest and the 
repayment of principal in pounds sterling, they  were  free of Brazilian 
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currency risk. All sterling bonds in London carried the same currency 
risk (which was the risk that the Bank of  England would not maintain 
the value of the pound). Changes in the risk premium refl ected the 
market’s appraisal of changes in the likelihood that Brazil would  either 
fail to pay interest or fail to redeem the bond as promised.

The risk premium series is constructed in three steps. First, weekly 
Brazilian bond prices are converted to yields- to- maturity that are adjusted 
for the frequency of coupon payment.14 More than three thousand obser-
vations of weekly prices for Brazilian bonds in London from 1825 to 1891 
 were collected from three sources: the Times of London, the Course of the 
Exchange, and the Economist.15 The breadth of coverage by these sources 
diff ered a good deal at vari ous points in time. All three  were scrutinized 
for the entire period of publication up through 1891 to determine which  
provided the best coverage at any given moment. The task of creating a 
continuous series of yields was complicated by the fact that no single Bra-
zilian loan traded over the entire period. Ideally, the bond prices used 
would come from one loan that circulated during the entire period. This 
ideal cannot be met in practice. The yield series is constructed from 
subseries of yields for bonds from nine loans. The span of each sub-
series was selected to avoid using observations too close to the matu-
rity date, at which point the prices of bonds converge on the redemption 
value of the bond. Before the bonds used in one subseries matured, the 
base is shifted to the bonds of a newer loan. ( Table A.II.1 pre sents details 
on loans that comprise the nine subseries, with an accompanying dis-
cussion in appendix II.) The changing base of the series, from bonds of 
one coupon rate to another and from one maturity to another, is a source 
of concern because it could generate breaks as an artifact. To ensure that 
this is not the case, the dates of the structural breaks estimated below 
are compared with the beginning dates of each subseries.

The use  here of the yield to maturity to derive the risk premium dif-
fers from the approach of most other historical studies, which usually 
employ the current yield. The current yield is the bond’s coupon rate 
divided by its market price. The current yield would be the superlative 
mea sure only if bondholders  were concerned solely with their yield in 
the current semester or year. For an investor looking beyond the current 
semester, the bond’s eventual maturity date— and the accompanying 
implied capital gain or loss— fi gured into the evaluation. The yield to 
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maturity is complicated, and its precise computation by investors at the 
time was unlikely.16 But precision was not a requirement for investors 
to grasp that bonds had a redemption date that impacted their value and 
thus its yield. Bond prices could fall and then trade below both the 
purchase price and the par value for a considerable time, so even short- 
term investors could fi nd themselves in a buy- and- hold situation. 
Figure 5.1 pre sents the yield to maturity series for Brazil’s London bonds 
and plots the more commonly used current yield. It is clear that the yield 
to maturity diff ered markedly from the current yield before 1852. The 
Empire’s bonds in the fi rst half of the  century traded below par, often at a 
large discount. Moreover, the volatilities of the two yield mea sures diff ered, 
with the changes in the yield to maturity exhibiting greater amplitude. 
Once volatility declined in 1852, the yields became quite similar in level.

The second step in deriving Brazil’s London risk premium is to cal-
culate the British consol yield. Weekly consol prices come from the same 
sources as those used to obtain prices for Brazil’s London bonds.  Until 
April 1881 the data are for 3  percent consols, which paid interest twice 
yearly. In April 1881 the market value of the 3 percents exceeded par for 
the fi rst time, increasing the likelihood that the bonds would be called. 

figure 5.1   Yield to maturity and current yield on Brazilian bonds in 
London, 1825–89
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This makes them less than ideal as a mea sure of the long- run rate of in-
terest from that point on. From April 1881 the consol yield series is based 
instead on New Gladstones, which  were 2.5  percent consols fi rst issued 
in 1853. On both subseries of consols the yield to maturity is that for a 
perpetual annuity.17 Beginning in 1884 the reference consol for the se-
ries changed again, shifting to the New Childers.18 The main diff erence 
involved the frequency of the dividend payment, which shifted from a 
semester to a quarterly basis.19

The frequency of the consol price observations, like that of the Bra-
zilian bond prices, was weekly, with one diff erence.  Until 1862 the Ex-
chequer’s books  were closed on consol trades in the weeks between the 
announcement of the ex- dividend date and the  actual payment of inter-
est. The Course of the Exchange did not usually report prices during the 
weeks when the books  were closed. Other sources, especially the Times, 
sometimes did report forward prices for trades that would be settled once 
the Exchequer reopened the books. Whenever available, the forward price 
quotations  were used for observations during the closings. Where gaps 
in the series remained, the last consol price available was used  until reg-
ular trading resumed.

figure 5.2  Yield to maturity and risk premium on Brazilian bonds in London, 
1825–89
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To complete the risk premium series, the consol yield is subtracted 
from the yield to maturity on the London bonds. The resulting risk pre-
mium series is presented in fi gure  5.2, with descriptive statistics in 
 table 5.1. Three features stand out. First, except for a brief and highly ex-
ceptional interval in the early 1850s, Brazil’s London bonds  were always 
riskier than British consols. Second, the Empire’s default risk declined 
tremendously in 1852. Third is the shift from high volatility in the pre-
1852 period to much reduced volatility  after 1852. From the perspective 
of the London market, Brazilian sovereign risk before 1852, both in its 
level and volatility, looks like it came from a  diff erent country than the 
one that borrowed  after 1852.20

SHIF TING RISK S

Durable shifts in the mean of the risk premium series refl ect fundamen-
tal changes in politics and public fi nance that aff ect the market’s assess-
ment of Brazilian creditworthiness. Several techniques for distinguishing 
such shifts from random variation and short- term fl uctuations exist.21 
The Bai- Perron approach tests for the existence of statistically signifi cant 
shifts in the risk premium.22 The advantage of the approach is that it 
locates breaks in the series without imposing any prior expectations on 
their existence or timing and can si mul ta neously locate multiple breaks 
when they are pre sent.

 Table 5.1
Descriptive Statistics, Brazil Sovereign Risk Series, 1825–91

series observations mean
standard 
deviation minimum ma ximum

Original yield to 

maturity

3,394 0.06663 0.0196 0.0264 0.1623

Interpolated yield 

to maturity

3,470 0.06627 0.0195 0.0264 0.1623

Original risk 

premium

3,388 0.03449 0.0182 −0.0038 0.1245

Interpolated risk 

premium

3,470 0.03409 0.0182 −0.0038 0.1245
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Two conditions must fi rst be met. The fi rst is that the risk premium 
series must be stationary; that is, it does not exhibit a unit root.23 Non-
stationary data greatly increase the likelihood of fi nding statistically spu-
rious breaks.24 Most of the standard unit root and stationarity tests reject 
a unit root in the London risk premium. A Zivot- Andrews test that al-
lows for an endogenously selected break rejects the null hypothesis of a 
unit root at 1  percent (with the break coming in the last week of October 
1851).25 As the preponderance of the results points to the stationarity of 
the series, the Bai- Perron approach can be implemented. The second 
requirement is to defi ne the minimum interval over which a change in 
the mean must persist in order to have been generated by a break. There 
is a trade- off  between the minimum interval length and the maximum 
number of breaks that can be detected. Minimum intervals that are too 
short can pick up small shifts in risk that do not last very long, whereas 
long intervals risk missing breaks. The choice  here is the shortest interval 
allowed by the length of data series that also allows for as many as nine 
breaks. This comes out to be 173 weeks, slightly less than 3.5 years be-
tween potential break points.26

 Table 5.2 pre sents the estimates from the structural- break regression 
on the risk premium. The hypothesis that there is no break in the series 
is rejected.27 While the procedure allows for as many as nine breaks, the 
results of three separate tests reveal only four breaks across nearly seven 
de cades.28 The pa ram e ter estimates reported in the  table are those of the 
sequential test and are readily interpretable in terms of basis points of 
the bond’s yield (where 1  percent equals 100 basis points). None of the 
breaks come before 1852. The spike in yield that is so obvious in 1831 
does not register as a break, which is a result of the requirement that 
there be a major change in the mean and that the change persist for more 
than three years. Despite the fact that the data observations are weekly, 
none of the breaks is estimated with particularly high precision, and the 
confi dence intervals are wide.29 The  table reports the 90  percent confi -
dence intervals for each break, expressed as the dates of the starting week 
and ending week. Even then, the smallest confi dence interval of any of 
the four break points spans more than a year. This is partly owing to the 
magnitude of the breaks, which in percentage terms are large. Because a 
number of events with the potential to shift the mean level of risk could 
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transpire in a yearlong (or longer) win dow of time, the interpretation of 
the breaks in terms of events gives heavier weight to events close to the 
break dates. Even then it is not possi ble in most cases to isolate a single 
event that in and of itself accounts for the market’s movement.30

The fi rst break in the series comes in February 1852. It kicked off  a 
large decline in the government’s risk premium and the overall cost of 
borrowing (visible in the primary market, as discussed in chapter 3). Risk 

 Table 5.2
Break Points in the Risk Premium Series for Brazilian Sovereign Bonds 
in London, 1825–91

break weeks (ti)
boundary months for 90% 

confidence interval

proportional 
change in 

risk premium

26 February 1852 26 February 1852 17 August 1854 −70.6%

1 September 1859 7 November 1857 5 March 1860 +26.7%

15 September 1864 14 August 1863 26 September 1864 +73.7%

10 December 1869 6 August 1869 27 October 1871 −33.3%

R2 = 0.67 Number of breaks selected by:

F(5, 3,465) = 1,412.3 supF(L+1/L) test = 4

n = 3,470 Sequential procedure = 4

*** signifi cant at 1% level Repartition procedure = 4

pa r am e  ter β i

correc ted standard 
errors

β 1 0.051 0.0037***

β 2 0.015 0.0006***

β 3 0.019 0.0006***

β4 0.033 0.0022***

β 5 0.022 0.0006***

Note: The pa ram e ters are the average risk premium for each segment of the series. The Bai-Perron 
UD max and WD max tests (not reported) support the existence of breaks versus the null 
 hypothesis of no breaks. With a 5  percent trimming on the series, the minimum interval length 
between breaks is 173 weeks, while the maximum number of structural breaks allowed is nine. 
The number of breaks selected by the sequential procedure is four, which are those reported  here.
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fell a full 70  percent, from an average level of 5.1  percent over the period 
from 1825 to 1852, to only 1.5  percent thereafter—or just 150 basis points 
on top of consol yields. This was a remarkable reduction in the market’s 
expectation that Brazil might default. The confi dence interval around the 
break runs from the week of the break itself to August 1854.31 Two events 
that bridge weeks just before and  after the start of the confi dence inter-
val warrant mention. First, between November 1851 and March 1852 the 
Imperial government resumed the regular amortization of its London 
bonds for the fi rst time in more than twenty years. The announcement 
that bonds from the 1824, 1829, and 1839 loans would begin to be retired 
via open market purchase came in May 1852; shipments of gold from 
Brazil to London for amortization also fall within the confi dence interval 
of the break.32 The remittances specifi cally earmarked for the sinking 
fund bolstered confi dence that the Empire was willing not only to pay 
interest but also to pay down the principal. A second  factor that likely 
helped improve bondholder sentiment was the repression of slave trad-
ers.  Under growing British pressure by 1850, the Brazilian cabinet be-
gan to crack down on the openly practiced “contraband” trade in slaves 
from Africa. The police shut down the major facilities for offl  oading and 
auctioning slaves along the fl uminense coastline by 1851. Brazil’s enforce-
ment eff orts reduced diplomatic tension with the British government 
over the slave trade issue.

Two other im por tant events occurred well within the confi dence in-
terval of the break. In 1852 Brazil arranged new borrowing in London, 
its fi rst credit operation in the City in nearly ten years. It was also the 
fi rst issue run through the Rothschild  house since 1829. The loan’s pur-
pose was to pay off  the Portuguese debt that Brazil took on in 1825. De-
fi nitively settling the only external obligation on which Brazil had ever 
suspended interest was another positive signal. Successful reentry into the 
primary market for loans no doubt increased confi dence in Brazilian 
bonds, as did underwriting by Rothschild. It is not clear how widespread 
the knowledge of the new loan was in London. While the Times seems to 
have carried no mention of it, the decree authorizing the contracting of 
the loan was issued in Rio in March, the preliminary contract between 
Brazil’s minister in London and the Rothschilds was signed in July, the 
general instrument of borrowing was signed in London in September, 
and the fi nal loan contract was notarized in London in November.33
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While all of these events no doubt fi gured into the market’s change 
in sentiment, it is likely that the most im por tant event was war or, rather, 
its culmination. The strategic situation in the Rio de la Plata had oc-
cupied the Brazilian government since in de pen dence. In late 1851 the 
ongoing confl ict between the Empire and Juan Manuel de Rosas, the 
governor of Buenos Aires, led to an increased buildup of Brazilian 
forces, which was highlighted in reports in London in January 1852.34 
Then, in the same week as the structural break in the risk series, came 
news of a major advance against the forces of Rosas by units led by Justo 
José Urquiza and supported by Brazil. This was followed just two weeks 
 later by notice of the military defeat of Rosas in the  battle of Caseros.35 
The Brazilian government had invested considerable diplomatic re-
sources in helping build the anti- Rosas co ali tion. It had also sent ground 
and naval forces to participate directly in the fi ghting. The withdrawal of 
Brazil’s ground forces from Argentine territory and of most of its naval 
presence from surrounding waters by August 1852 punctuated the end 
of the confl ict and falls squarely within the confi dence interval around 
the break.36 The defeat of Rosas put an early end to a potentially costly 
war for Brazil in the Rio de la Plata region. The Empire emerged from 
the confl ict victorious, po liti cally preeminent in the south, and fi scally 
intact.

The second break in the risk premium appears in the fi rst week of 
September 1859. Of the four London breaks it has the widest confi dence 
interval. The break partly reverted the previous decline in risk, but only 
by about 40 basis points— quantitatively the least im por tant of the shifts 
detected. A number of key events transpired in the period delimited by 
the confi dence interval ( running from late November 1857 to March 1860). 
New borrowing in London inside this win dow (in 1858) increased the 
stock of debt and raised overall debt ser vice requirements, which might 
have raised the risk premium. The Empire reduced its tariff  rates in 1857 
with the repeal of the famous Alves Branco tariff  of 1844 and further re-
duced the rates  later in 1857 and again in 1858.37 If the market expected 
revenues to suff er a decline with the reduction in the tariff , it would re-
quire a larger risk premium. That revenues did not fall suggests that the 
reduced tariff  would not by itself account for a durable shift in credit risk. 
The transatlantic commercial crisis that began in New York in 1857 
and quickly hit Rio and London begins at the very start of the confi dence 
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win dow for the break. A month before the break, the cabinet led by the 
visconde de Abaeté was replaced by the emperor with one led by barão 
de Uruguaiana.38 Both cabinets  were Conservative, so the issue was not 
partisan. Banking policy was the most salient question of the moment. 
Around the week of the break news arrived from Rio of a bill to require 
banks to begin redeeming their notes in gold a few years hence, and “the 
prospects of the mea sure becoming law had already led to a severe fi nan-
cial crisis in all the chief cities of the empire.”39

One key  factor driving the shift in the risk premium was no doubt a 
renewed risk of confl ict in the Rio de la Plata. The end of 1858 brought 
with it the signing of a collective defense treaty between the Urquiza re-
gime in Argentina and the governments of Uruguay and Brazil. The 
agreement was seen as increasing the risk of confl ict because Urquiza 
was faced with a “threatened revolution” in Buenos Aires and might call 
on allies for military assistance  under the new treaty. News of the treaty 
appeared in London in early 1859 in the form of reports from Uruguay 
that indicated anxiety: “If this be true it will cause some dissatisfaction 
 here, as the opinion is general that this country should steer clear of any 
compromise that might lead to a war.” 40 The week of the break brought 
news that Brazil had given “undisguised countenance” to Urquiza’s cam-
paign against the “peace and in de pen dence of Buenos Aires” and re-
ported further military buildup with Brazilian support.41

The third break in the level of default risk came in September 1864. 
It is associated with a diplomatic crisis between Brazil and its rivals to 
the south, the government of Paraguay and the ruling Blanco party of 
Uruguay. Pronouncements from all sides created a growing anticipation 
of war.42 The confl ict in the region was multilayered and had both inter-
national and factional aspects. Brazilian landowners in Uruguay had 
grievances against that country’s government, Paraguay’s leader held pre-
tensions of wielding regional infl uence, and the Buenos Aires govern-
ment was suspicious of the intentions of both Brazil and Paraguay. 
In June the emperor’s speech at the opening of parliament noted that in 
Uruguay “the rights and legitimate interests of our countrymen resid-
ing there continue to be violated” and that Brazil was sending a special 
mission to obtain “satisfaction for our claims.” The speech was soon 
reported in London. In August the Imperial government issued an ulti-
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matum to the Uruguayan government to desist from enacting anti- 
Brazilian mea sures.43 The Paraguayan president, Francisco Solano 
López, soon broke off  diplomatic relations with Brazil, declaring that any 
move by Brazil into Uruguay would be viewed as an act of war. In the 
same week as the structural break, the market received news of the wors-
ening confl ict inside Argentina and also of a rumor of the advance of 
some two thousand Brazilian troops across the Uruguayan border.44 
The news was premature, as the invasion did not happen  until October; 
in early November reports from late September arrived in London with 
an assessment that Paraguay was on a near certain path to war with Bra-
zil.45 The market was not surprised: it anticipated with considerable preci-
sion the onset of a major confl ict and in addition expected that it would 
be expensive for Brazil. The mean of the risk premium series jumped by 
more than 70  percent. The nature of the events most closely associated 
with the upswing can readily be disentangled from other events within 
the confi dence win dow by virtue of the break’s sign. The most note-
worthy po liti cal event should have moved the risk premium in the other 
direction, had it been the  actual source of the break. The Progressista 
cabinet of Francisco José Furtado (sandwiched as it was between two 
other Progressista cabinets) came to power at the end of August 1864.46 
Its program included the goal of balancing expenditures and revenues, 
which should have reduced default risk. The looming war overwhelmed 
promises of fi scal discipline in the eyes of the market.

The fi nal break in the risk premium series comes in December 1869.47 
Over the preceding months there  were regular reports of the ongoing ad-
vance of the Brazilian army and the progressive weakening of the Para-
guayan forces. On Christmas Eve papers arrived in London carry ing news 
from mid- November informing that Solano López had “abandoned his 
forces and fl ed towards the north, his pre sent whereabouts being un-
known.” 48 The break in the risk premium that week brought the level of 
risk back down nearly to the prewar level. The timing makes sense, but 
such a steep decline was surprising given the huge run-up in every com-
ponent of the Empire’s debt since the beginning of the war fi ve years 
earlier. The confi dence interval around the break encompasses the last 
major military engagement of the war in 1869 at Campo Grande/Acosta 
Ñú, the death of Solano López at the hands of Brazilian forces in 
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March 1870, the ac cep tance by a vanquished Paraguay of the validity of 
the  Triple Alliance Treaty in June, and the establishment of the new 
constitution and the Brazil- dominated Paraguayan government in 
November 1870.49 While the interval also includes the debate in Brazil’s 
parliament over the  Free Birth law and its ultimate passage (the fi rst step 
 toward abolishing slavery), there was no par tic u lar feature of the emanci-
pation mea sure that would have necessarily cut the Empire’s risk premium 
by one- third.50

A long list of events of a po liti cal and fi scal nature that one might 
think would be of importance do not show up as durable shifts in the 
Empire’s London risk premium by the criteria employed  here. These 
would include, most obviously, the pre-1850 revolts, the po liti cal crisis of 
the First Reign, the Additional Act of 1834, elevated diplomatic and na-
val pressure by the British to suppress the slave trade in the mid-1840s, 
and the abolitionist movement of the 1880s. This does not mean these 
events  were unimportant in terms of their impact on sovereign risk, just 
that if they  were im por tant, they did not have a durable eff ect on the level 
of default risk perceived by British investors. On the basis of the risk pre-
mium data used  here, the expected consequences of confl ict in the Rio 
de la Plata trumped all  else in driving durable changes to Brazil’s default 
risk in London. Britain’s diplomats had long viewed the potential for con-
fl ict in the River Plate as the most consequential of Brazil’s foreign pol-
icy considerations.51

Expectations of war (or peace) mattered because war, more than any 
other  factor, could dramatically drive up the government’s bills. This was 
just as true for Brazil as it was for any Eu ro pean country at the time.52 
War implied an increasing demand for loans, rising debt ser vice costs, 
and greater fi scal strain due to the tug- of- war between current military 
spending and the requirement to ser vice existing debt. These would be 
suffi  cient to elevate the risk premia in terms of the model of sovereign 
borrowing of chapter 2. The structural break results also confi rm what 
is suggested by visual inspection of fi gure 5.3. Though a baseline level 
of credibility that permitted the government to issue long- term debt had 
been established by the Constitution of 1824, it did not imply an irrevers-
ible decline in default risk, and creditworthiness proved quite variable 
over time.
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GOVERNMENT BOND YIELDS AND RISK PREMIA IN RIO DE JANEIRO

The approach taken to estimating breaks in the London risk premium 
data can be applied to the Empire’s domestic debt as well. For the domes-
tic bonds the analy sis relies on weekly mea sures of the yield to maturity 
on apólices that paid an annual 6  percent coupon in domestic currency.53 
Apólices at 6  percent  were fi rst issued in Rio de Janeiro in early 1828, and 
secondary market quotations of their price became available in the sec-
ond half of 1829. Prices are available nearly continuously  until the con-
version in 1884. Prices for the converted bonds run beyond the end of 
the monarchy in 1889. The long series of data points makes the 6  percent 
apólice (and its 5  percent successor) the superlative security to use in con-
structing the domestic yield series. From 1829 through the beginning of 
1850 prices come from the Jornal do Commércio and a few other Rio news-
papers. With the adoption of the commercial code in 1850, apólice prices 
 were recorded in the offi  cial quotations of the Rio stock exchange, which 
is the main source for the series for the rest of the period of interest.54 
Apólices  were quoted only when there  were transactions or when the 
brokers had shares on off er. Of the 3,231 weeks spanned by the period 

figure 5.3   Risk premium regimes in London, 1825–89
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considered, there  were 2,823 observations of apólice prices; prices are 
missing for some 12.6  percent of the weeks. To maintain the continu-
ity of the data series, values for these missing observations  were inter-
polated by using a cubic spline function. The basic statistical properties 
of the original and interpolated series are quite similar, as seen in 
 table 5.3.

Bond prices and the coupon rate provide the basis for calculating the 
yield. Though apólices created  under the National Debt law of 1827  were 
supposed to be retired at a rate of 1  percent a year, they  were perpetuities 
for all intents and purposes. Because the apólice price at any point in time 
was the net pre sent value of the  future stream of coupon payments into 
infi nity, the yield to maturity equals the current yield.55 The current yield 
is adjusted for the twice- yearly interest payments.56 As in the case of Bra-
zil’s London bonds, the consol yield is taken to represent the risk- free al-
ternative investment. Consols did not trade in Brazil, yet Brazilian 
banking institutions, resident international merchants, correspondent 
brokers, and wealthy individuals all had access to the London market. The 
major Rio investors, who in many cases  were market makers, could always 
earn the consol yield by using merchants to place their money in London. 
This made consols the risk- free alternative investment even in Rio de 
Janeiro.

While both apólices and consols had very long maturities, they dif-
fered in the currency in which they paid dividends and hence exhibited 
 diff erent infl ation risks. No mea sure of  actual or expected infl ation 

 Table 5.3
Descriptive Statistics for Rio de Janeiro Apólice Yield and Risk Premium 
Series, 1829–91

series observations mean
standard 
deviation minimum ma ximum

Original yield to 

maturity

2,823 0.06978 0.01768 0.04904 0.17114

Interpolated 

yield

3,231 0.06899 0.01721 0.04904 0.17114

Interpolated 

risk premium

3,231 0.03707 0.01604 0.01660 0.13543
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exists for Imperial Brazil at a weekly frequency, so no adjustment to the 
yield for infl ation is possi ble. The risk premium for apólices thus has a 
 diff erent basis than that for Brazil’s London bonds. Netting out the con-
sol yield from the apólice yield leaves, as the residual, pure default risk 
combined with infl ation risk to give a mea sure of overall sovereign risk. 
Changes in the risk premium refl ected the local market’s appraisal of 
changes in the likelihood that the Imperial state would  either fail to pay 
interest or use infl ation to erode the real cost of domestic debt ser vice to 
the Trea sury and hence the real value of the dividends. Figure 5.4 graphs 
the yield and the risk premium. The fi rst feature that is clear from the 
fi gure is that both declined over time. In general the increases in yields 
from 1829 on  were intermittent, nonpermanent, and a fairly predictable 
response to unpredictable events. Indeed, the sharpest changes in Rio 
yields came with the po liti cal instability at the end of the First Reign.57 
Yields increased sharply right  after the abdication of Pedro I but dropped 
precipitously soon afterward. The successful emplacement of the Regency 
did not threaten the core institutions of the constitutional monarchy, 
mitigating any perception that po liti cal instability might result in the 
repudiation of the domestic debt. Yields again increased by some 200 

figure 5.4   Yield to maturity and risk premium on 6  percent apólices in Rio, 
1829–89



140 turning points

basis points from 1835 to 1844, as a well- known series of local uprisings 
and revolts erupted in vari ous parts of Brazil. The decline from the 
mid-1840s appears to be related to the pacifi cation of the longest- 
running secessionist revolt, in Brazil’s far south. It may also have been 
an illusory eff ect of the new tariff s in 1844, despite the fact that reve-
nues did not dramatically increase. That year did bring a reduction in 
the government’s noninterest expenditures, creating a primary fi scal 
surplus that would persist  until the outbreak of war with Paraguay in 
the 1860s.

Rio yields hovered below 6  percent for much of the 1850s during the 
government of the Conciliation. They  rose gradually thereafter, yet even 
at the height of the war against Paraguay in the 1860s the risk premium 
was less than the levels seen in the early 1840s. Hefty new issues of debt 
by the government, both at home and overseas, did not stop yields from 
falling again below 6  percent, where they stayed for most of the 1870s 
and 1880s. The conversion of apólices in April 1886 from bonds with a 
6  percent coupon to a 5  percent basis had only a slight impact on yields 
when it was implemented.

A comparison of fi gures 5.2 and 5.4 shows that yields in Rio moved 
higher than those in London during the po liti cally turbulent era of the 
late 1820s and early 1830s. These diff erences in yields had nothing to do 
with the lower coupon rates on the London loans; this was simply priced 
into the bond, adjusting the yield accordingly. The diff erences instead had 
to do with the currencies in which the securities  were denominated. The 
value of interest payments that  were due in sterling was in doubt only if 
exchange rate depreciation was so severe that it caused Brazil to default. 
The value of interest payments on apólices was less certain, since it was 
vulnerable to local infl ation. Yields in Rio actually turned lower than 
those on London bonds in the late 1840s, as the milréis ended a slide 
against the pound sterling. This momentary reversal of yields was not 
typical; investors charged on average around 30 basis points more to hold 
apólices than they did sterling bonds.

SHIF TING RISK S IN RIO DE JANEIRO

The estimation of shifts in the local risk premium proceeds in three 
steps. The fi rst ascertains the stationarity of the apólice risk premium 
series.58 The second tests the null hypothesis of a constant mean of the 
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risk premium series against the alternative of one or more structural 
breaks. Step three estimates the number and location of any breaks 
through the sequential procedure.59  Table 5.4 pre sents the estimates, 
showing four shifts in the Rio risk premium series. These came in 
November 1834, August 1838, August 1847, and January 1852. The risk 
premia regimes implied by these breaks are displayed in fi gure  5.5. 
Unlike the London risk premium, for which all of the breaks occurred 
in 1852 or  later, in Rio de Janeiro all of the breaks came in 1852 or be-
fore.60

The fi rst two breaks came in the de cade of the Regency (1831–40), 
already highlighted as an era of po liti cal turmoil and sharp, short- term 

 Table 5.4
Break Points in the Risk Premium Series for Apólices in Rio de Janeiro, 1829–91

break weeks (ti)
boundary months for 90% 

confidence interval

proportional 
change in 

risk premium

20 November 1834 20 November 1834 23 September 1836 −48.7%

31 August 1838 8 September 1836 31 May 1839 +28.2%

16 August 1847 3 August 1847 2 February 1849 −26%

5 January 1852 11 August 1843 8 January 1852 −21.6%

R2 = 0.77 Number of breaks selected by:

F (5, 3,226) = 2,164 supF test = 4

n = 3,231 Sequential procedure = 4

*** signifi cant at 1% level Repartition procedure = 4

pa r am e  ter β i

correc ted standard 
errors

β 1 0.076 0.0075***

β 2 0.039 0.0019***

β 3 0.050 0.0017***

β4 0.037 0.0006***

β 5 0.029 0.0013***

Note: The pa ram e ters are the average risk premium for each segment of the series. The Bai-Perron 
UD max and WD max tests (not reported) reject the hypothesis of no breaks. With a trimming value of 
5  percent, the minimum interval length between breaks is 161 weeks, and the maximum allowed 
number of structural breaks is nine. The number of breaks selected by the sequential procedure is four.
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changes in domestic bond yields. The fi rst break in late November 1834 
saw the risk premium decline by nearly half. It was the week that news 
of the death of the former emperor Pedro I arrived in Rio from Eu rope.61 
Pedro’s death brought an end to concern that confl ict might erupt be-
tween restorationists seeking his return and the nativists, who had 
pressed him to abdicate. It is straightforward to ascribe the break to 
the po liti cal consequences of Pedro’s death. A number of other events 
could have worked in the same direction. One was the Cabanos war, 
or Cabanada, in the northeastern provinces of Pernambuco and Ala-
goas, which had been  under way since 1832. It was Conservative and 
restorationist; news of Pedro’s death took the wind from the movement’s 
sails. By December 1834 the rebels  were critically short on men, arms, 
and resources, and the uprising ended with the capture of its leaders.62 
Coming three months before the break (outside the 90  percent confi -
dence interval but inside the 95  percent interval) was arguably the single 
most im por tant post-1820s institutional reform of the Imperial era.63 In 
August 1834 the parliament approved the constitutional amendment 
known as the Additional Act, which created a new set of authorities for 

figure 5.5  Risk premium regimes in Rio de Janeiro, 1829–89
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provincial governments. The reform was a step in the direction of po liti cal 
decentralization, which had long been the goal of regional elites outside of 
Rio as well as of many liberal po liti cal leaders. The reform mattered as 
much for what it did not do as for what it did. Most im por tant, the act’s 
relatively limited scope of change revealed the embrace by the enfran-
chised elite of the core po liti cal arrangements embodied in the Consti-
tution of 1824. Because the act was adopted during the Regency there was 
no infl uence from the throne over parliament’s deliberations and deci-
sions. The passage of the act reaffi  rmed the po liti cal viability of the 
Empire’s institutions and in par tic u lar the sovereignty of the parlia-
ment, which was fundamental to the commitment to repay debt.

Events of a more transitory character further reinforced the percep-
tions that the Rio government was strong enough to deal with centrifu-
gal forces in the provinces. The outbreak of the Cabanagem revolt in the 
province of Pará in 1835 falls within the confi dence interval on the break. 
The revolt by its very nature would suggest greater risk of default, not 
less.64 But the interval includes the decisive retaking of the provincial cap-
ital, Belém, by government forces. In early May 1836 the regent noted in 
his speech at the opening of parliament that “Belém would be retaken 
shortly,” and the rest of the news from May and June was generally posi-
tive regarding the successes of the legalist forces on the battlefi eld.65 Al-
though the revolt ran for several years, the threat it posed was much 
reduced (if not necessarily any less bloody). The month of May in 1836 
eff ectively marked the victory against what the British press had labeled 
a revolt by “indians” but which in fact was more socially and ideologi-
cally complex, having class, racial, and po liti cal dimensions.66  After the 
recapture of Belém, the revolt posed  little threat  either to central author-
ity or to the state’s fi scal health. The start of the separatist revolt in Rio 
Grande do Sul, the farroupilha, in September 1835 is also within the con-
fi dence interval. This revolt, however, was not resolved for a de cade and 
if anything would be expected to raise the risk premium, not lower it, as 
the data  here show.67

The second break, at the end of August 1838, kicked off  the only du-
rable increase in the Rio risk premium. It came in the wake of the Sabi-
nada, a violent months- long revolt in Bahia.68 Less than a year  later, in 
December 1838, came the Balaiada revolt in the northern province of 
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Maranhão, where local Liberals fought against local Conservatives as well 
as against the regresso cabinet in Rio that was working to roll back the 
main provisions of the Additional Act. It was a year- and- a- half- long strug-
gle that would involve slaves as well as local property  owners. In between 
these two revolts was a steady stream of updates on the ongoing fi ghting 
in Rio Grande do Sul,  little of which could be characterized as encourag-
ing for supporters of the central government. Barman has noted that by 
August 1839 the outlook for Brazil was widely seen as poor; British diplo-
mats thought the po liti cal end of the Empire was near.69 The bond mar-
ket dated the start of the downturn about one year earlier but other wise 
was in agreement with the assessment. By September yields had spiked 
sharply, signaling a major burst of pessimism within a period of already 
elevated default risk. Local bonds revisited depths not seen since 1834.

The third shift in risk, in August 1847, has a broad confi dence inter-
val that accommodates the Praieira revolt, considered “Pernambuco’s 
1848.”70 Liberals in Recife revolted against changes implemented locally 
following the appointment of a Conservative cabinet. The revolt unfolded 
against a backdrop of anti- Portuguese sentiment and a long history of 
provincial opposition to centralized rule from Rio de Janeiro. It was the 
last major regional revolt of the Imperial era. It began in November 1848, 
but news from the region had been worrisome for months, with reports 
from Recife of growing po liti cal tensions. The bond market may well have 
anticipated the confl ict to come.71 Though the revolt came  after the esti-
mated break point, it falls inside the confi dence interval. Given that the 
risk premium declined rather than increased, what  really registered in 
the Rio market was not the threat the revolt posed to the central govern-
ment but the defeat of the rebels in early 1849— the average risk premium 
fell by 26  percent.

The fi nal break in the series came in January 1852. The average de-
fault premium fell to its lowest level up to that point in time, less than 
3oo points over consol yields. The break corresponded to the nearly si-
multaneous break in the London risk series. The turning point for the 
Rio bond market came just before the military defeat of the Argentine 
forces in the  battle of Monte Caseros and only a  little more than a month 
 after Brazil formally joined with Uruguay and several Argentine prov-
inces in the eff ort to defeat Rosas.72 The confi dence interval on the esti-
mate, however, runs all the way back to late 1843. As with the break in 
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London, it cannot be ruled out that several other events played a role in 
the decline in risk.73 It is noteworthy that the Empire’s strategic success 
in 1852 in the Rio de la Plata had depended on holding together its alli-
ance with Uruguay and rebels in Argentina’s provinces. The co ali tion 
had been forged by the special minister for the region, the Conservative 
Honório Hermeto Carneiro Leão. Carneiro Leão was soon ennobled as 
visconde do Paraná, and his achievement paved the way for his appoint-
ment the next year as president of the cabinet of the conciliação. The bi-
partisan council of ministers that he assembled would govern during an 
era in which default risk would be the lowest of any period during the 
history of the Empire.

REPUTATION AND RISK

The analy sis of the preceding sections tested the hypothesis that the Em-
pire’s risk premium shifted in response to po liti cal and diplomatic 
events and their fi scal implications. This section considers a competing 
hypothesis: that the changes in Brazil’s risk premium stemmed mainly 
from its evolving reputation as an increasingly reliable debtor. Borrower 
reputation fi gures prominently in one strand of the lit erature on sover-
eign creditworthiness.74 States with histories of repeated default are con-
sidered poor credit risks and must pay a higher premium when they can 
borrow.75 A government may choose to invest in a good reputation by al-
ways repaying its debts, even in very bad times. It does so in the hope 
that it can maintain access to the capital market in the  future.76

Brazil has been cast as a case that proves the reputation hypothesis. 
Tomz argued that Brazil, like any unproven borrower, paid a high risk 
premium  until it had established a solid rec ord of servicing its debt. With 
regular, consistent interest payments to bondholders the interest rate 
Brazil was charged fell.77 Brazil’s rec ord of debt ser vice over the Imperial 
era thus engendered a good reputation that ostensibly accounts for the 
decline in its risk premium on the London market.

There are two limitations to the reputational argument as applied 
to the Empire. The fi rst is its reliance on “ocular” regression techniques, 
based mainly on a graph of the data. The second is that it treats devia-
tions from the downward trend of the risk premium (corresponding to 
the abdication of Pedro I in 1831, the so- called civil war of 1835–45, and 
so on) as temporary interruptions rather than considering the possibility 
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of fundamental shifts in the mean.  Whether the Empire’s rec ord of in-
terest payments can explain the decline in the risk premium is assessed 
using a two- part econometric test. The fi rst part tests for the predicted 
relationship between the risk premium and an index of interest payments 
to bondholders. This provides a statistical foundation for the putative 
reputational eff ect. The second part then tests  whether the reputational 
model can improve on, or reject outright, the structural breaks model 
of shifts in Brazil’s risk premium.

The fi rst specifi cation in  table 5.5 pre sents the results of the regres-
sion of the risk premium on the variable for debtor reputation defi ned by 
Tomz— the length of time of uninterrupted interest payments.78 The 
pa ram e ter estimate is negative as expected. The risk premium predicted 
by this reputational model fell from 5.3  percent in 1825 (or 530 basis 
points above consols) by more than two-thirds (to 1.5  percent) by late 1889. 
Note that the reputational model of sovereign creditworthiness does not 
predict any discontinuous changes in the risk premium, only a continu-
ous decline so long as Brazil continued to pay interest. Yet this is at odds 
with the results of  Table 5.2, which identify multiple per sis tent discon-
tinuous shifts in the market’s appraisal of default risk. Because neither of 
these models is nested within the other, the question of which should 
be favored cannot be resolved by classical hypothesis testing on subsets 
of pa ram e ters.

To see if one model predominates requires a non- nested hypothesis 
test.79 It uses the fi tted (predicted) risk premium from each of the models 
as an in de pen dent variable in the other. The approach is best illustrated 
in steps. By using the pa ram e ters of the reputational model one can 
calculate the predicted value of the risk premium each week. If the co-
effi  cient on this predicted risk premium is statistically signifi cant when 
it is included in the structural breaks model, the reputational model 
dominates the structural breaks model. Other wise, the structural breaks 
model cannot be rejected as an explanation of changes in the Empire’s 
default risk. Analogously, if the fi tted value of the risk premium from 
the structural breaks model is signifi cant when added to the reputa-
tion model, the structural breaks model rejects the reputational model. 
It is also possi ble that neither model dominates the other, or that both 
models do.



 Table 5.5
Test for Reputational Eff ect in the London Risk Premium

variable
payment 

history model
struc tur al 

break model
struc tur al breaks + 

predic ted risk
payment history +

predic ted risk

C 0.0533*** 0.0513*** 0.072*** −0.0048

(0.005) (0.004) (0.005)

Payment history −0.000011*** −0.00000137

(0.0000018) (0.0000014)

DBP2 −0.0361*** −0.0406***

(0.0035) (0.0141)

DBP3 −0.0323*** −0.0385***

(0.0035) (0.0126)

DBP4 −0.0181*** −0.0257***

(0.0039) (0.0115)

DBP5 −0.0289*** −0.04***

(0.0036) (0.0083)

Predicted risk (payment history) −0.455

(0.3963)

Predicted risk (breaks) 1.072***

(0.1087)

F- statistic 2,076 1,768 1,467 3,572

Adjusted R- squared 0.37 0.67 0.68 0.67

Note: *** signifi cant at 1% level. All specifi cations use ordinary least squares regression with HAC standard errors (in parentheses). The third specifi cation includes 
the risk premium predicted by the payment history model as an in de pen dent variable. The fourth specifi cation includes the risk premium predicted by the 
structural breaks model.
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Specifi cation 2 of  table 5.5 regresses the risk premium on dummy 
variables for each distinct risk regime defi ned by the breaks in  table 5.2. 
This provides a baseline result for the structural breaks model that is 
analogous to specifi cation 1. The results of this estimation are equiva-
lent to those of  table 5.2.80 To test  whether Brazil’s reputation for repay-
ment can reject this break point model, the third specifi cation adds as 
an in de pen dent variable the risk premium predicted by the payment his-
tory. If the reputation for repayment was im por tant to creditors in deter-
mining how much to charge Brazil for default risk, the pa ram e ter 
estimate on the fi tted risk premium should be positive and statistically 
signifi cant. As the  table shows, the reputational model does not domi-
nate the structural breaks model.

The specifi cation in the fi nal column of the  table reverses the direc-
tion of the test. A fi tted risk premium is fi rst generated from the struc-
tural breaks model. It is then added as an in de pen dent variable in the 
regression for the reputational model. The coeffi  cient on the fi tted risk 
premium is positive and statistically signifi cant. Moreover, the reputa-
tional eff ect originally indicated by the payment history variable loses all 
statistical signifi cance. Taking the two tests together, one can reject the 
hypothesis that a reputation for making regular interest payments was 
the main determinant of changes in Brazil’s risk premium between 1825 
and 1889.81 While a reputational eff ect on the risk premium is seemingly 
visible in the graph of the data and intuitively plausible, it does not pass 
the statistical tests that would give it the force of a fi nding. The Empire’s 
risk premium shifted when the market reassessed the likelihood that the 
government would default. The market’s outlook depended not on past 
per for mance but on events in Brazil and their implications for  future 
repayment.

CONCLUSION

The focus of this chapter has been the size and timing of changes in the 
risk premium on Brazil’s bonds in Rio de Janeiro and London. The evo-
lution of the Empire’s risk premium for the period 1824–89 shows that 
ongoing access to long- term credit at home and abroad came at a fl uctu-
ating price. Some movements in risk  were more durable than  others. The 
overall decline in interest rates on Brazil’s bonds was not smooth. Visual 
inspection of the data reveals a risk premium that fell substantially over 
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time but also exhibited discontinuous shifts. Identifying the sources of 
changes in credit risk required an empirical strategy to establish which 
of the changes persisted and which  were simply short- term responses to 
news or events. It also required an analytical framework in which the risk 
premium could shift in  either direction in response to changes in bond-
holders’ appraisals of the likelihood of default. Reliance on the framework 
provided by the model of chapter 2 allows for increases as well as declines 
in the risk premium.

A limitation of the data on borrowing costs in the primary markets 
in chapters 3 and 4 is that observations of the risk premium are available 
only when the government took out new loans. Original evidence on 
weekly mea sures of risk in the secondary markets of London and Rio 
made it possi ble in this chapter to identify changes in credit risk on a 
continuous basis. Domestic bond yields ran as high as 16  percent a year 
and as low as 6  percent. The yield on sterling bonds varied nearly as much, 
between 13  percent and 4  percent per year.  Little of the movement in 
yields over time came from changes in the underpinning risk- free cost 
of capital; nearly all yield changes derived from changes in the Brazil- 
specifi c risk premium. The risk premium on the Empire’s bonds varied 
far more than  actual (or even perceived) institutional changes alone could 
account for. Credit risk in London ran from a negligibly small level to 
nearly 12.5  percent. The average tended  toward the lower end of the range, 
at around 340 basis points above consols. In Rio, the risk premium never 
went below 1.6  percent and was 13.5  percent at its peak. The average was 
slightly higher than in London, at around 370 points above consols.

The results of the structural break tests established probable dates 
of per sis tent changes in the market’s perception of the government’s 
creditworthiness. The timing of the break points helps to identify market- 
moving events, even though isolating a single unique cause for each 
break was not possi ble. The large reduction in risk in 1852, for example, 
probably had more than one cause. Irrespective of the precise channels 
through which events shifted the risk premium, bond markets in Lon-
don and Rio registered key turning points. The focus of the bondholders 
was not, however, always the same in the two markets. Recurrent po liti-
cal instability  under the Regency and early in the Second Reign created 
more durable shifts in perceptions of default risk in Rio than in London. 
Confl icts with external rivals garnered greater concern from bondholders 
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in London. Turning points, critically,  were not unidirectional. When 
events suggested to the market that the state’s willingness or ability to 
ser vice its debts might have diminished, the risk premia in London and 
Rio  rose accordingly. While Brazil’s reputation for steady repayment grew, 
markets looked forward rather than backward when pricing default risk.

The level of default risk in both bond markets dropped to historically 
low levels in the early 1850s. During the war against Paraguay, the risk 
premium on London bonds briefl y fl irted with levels not seen since the 
1840s. Yet overall, risk  after midcentury never again came near the peaks 
seen during the 1830s, despite the fact that the Empire carried a much 
larger debt load in the  later period. The decline in the risk premium 
should have held ramifi cations for the economy as a  whole. In par tic u lar, 
one would expect that the slide in the state’s borrowing costs would have 
resonated in the broader capital market. It did not, however, reduce the 
interest rates for businesses or planters. This divergence between the gov-
ernment’s relatively privileged line of credit and the obstacles to fi nance 
encountered by private entrepreneurs seeking access to fi nancing indi-
cates a fundamental disconnect in the market for capital.
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in 1853 irineu  Evangelista de Souza lost his bank in Rio de Janeiro, 
but not because it had failed. In fact, it was a profi table, dividend- paying 
concern. Souza had secured a charter just two years before to or ga nize 
his Banco do Commércio e Indústria do Brasil, colloquially known as the 
Banco do Brasil.1 He set it up as a joint- stock corporation (sociedade anôn-
ima)  under the Empire’s new commercial code.2 Souza knew the code 
well because he had helped write it.3 The bank ceased to exist because 
the fi nance minister found it con ve nient to force its merger with another 
bank to create one that the government could control and that would serve 
the state’s own fi nancial needs as well as those of commerce. How Souza’s 
bank came into being and how he lost control of it highlight the way in 
which arbitrary po liti cal decisions made it diffi  cult for entrepreneurs to 
incorporate and raise capital in Imperial Brazil. That the state was an ob-
stacle to mobilizing capital is surprising. Po liti cal institutions that support 
credible sovereign borrowing are strongly associated with the growth of 
capital markets and business fi nance. In Brazil the eff ect of those po liti cal 
institutions on fi nancial development was the opposite of what one would 
expect on the basis of the Dutch, British, and United States experiences.

There was nothing unusual about Souza’s bank, except that it was 
large and had an authorized capital twice that of its sole rival, the Banco 
Commercial. Both banks fi nanced local commerce, in part by issuing 
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promissory notes of very short duration called vales— designed to be re-
deemed  after fi ve days, enough time to  settle local transactions. In prac-
tice the vales  were widely used and remained in circulation for much 
longer. At the start of 1851 the discount rate on high- quality commercial 
paper in Rio was in the range of 7 to 7.5  percent per year. Souza’s entry 
into the market and the vales his bank issued helped reduce short- term 
interest rates. By the end of the year the rate had fallen some 250 basis 
points, fl uctuating between 4.5 and 5   percent a year.4 In 1852 the two 
banks issued even more vales, keeping the rate at 4.5   percent. Increas-
ingly, however, vales found their way into more speculative deals and 
investments. Discount rates began to rise, but in early 1853 they held steady 
at 5.5  percent. When too many of the new investments delivered unfa-
vorable returns, the holders of vales began to exchange them for cash.

The prospect of a fl ood of note redemptions caused both Souza’s bank 
and the Banco Comercial to halt most discounting. By the end of March 
the short- term interest rate had shot up to 8   percent. The local market 
seized up. In June the rate hit 10  percent. Even bills of the highest quality 
 were diffi  cult to place. To jump- start credit, Finance Minister (and chief of 
the cabinet) Joaquim José Rodrigues Torres, a founder of the Conservative 
party, advanced Trea sury bills to both banks.5 Yet he was no great sup-
porter of  either of them. He did not see them as an eff ective solution to the 
monetary problems that had become intractable through the 1840s. And 
he was critical of the risks posed by their speculative lending, declaring to 
parliament that “while benefi cial, banks can also cause great perturbation 
in the economic order if they do not adhere to rules and safeguards.” 6

Rodrigues Torres wanted a high degree of control over the banks in 
order to compel a solution to instability in the credit market. He also 
wanted to put banking capital to work on behalf of state fi nance. Achiev-
ing control spelled the end of the bank Souza had created. The minister 
forced the fusion of the two banks by creating a new Banco do Brasil, 
whose shareholders would enjoy a lucrative mono poly over the issue of 
banknotes. In return for its mono poly the bank had to use part of its capi-
tal to retire old notes remaining from the long- defunct fi rst Banco do Brasil. 
Those notes  were an obligation of the Trea sury; by having the bank 
exchange them, the Trea sury did not have to pay their holders. The govern-
ment did not control the bank outright, but its infl uence was very 
strong. While shareholders would elect its directors, Rodrigues Torres 
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reserved for the cabinet sole authority to select the bank’s president and 
vice president.  After outlining his plan in his speech to parliament in May 
1853, he introduced it as a bill in the senate. Among the bill’s co- sponsors 
was the marquês do Paraná, whom Souza had positioned as president of 
his own bank. Paraná would preside over the famous cabinet of the con-
ciliação that came to government  later in the year and found the appeal of 
a government- controlled bank to be irresistible. The proposal for the new 
bank passed both  houses of parliament and became law in early July. Par-
liament, anticipating that the two existing banks fold into the new one, 
went even further, authorizing the banks to issue notes (rather than the 
short- duration vales) to further aid the merchants and fi rms that had 
grown accustomed to discounting their bills at only 4.5  percent before 
the crisis.7

Souza and his board  were left with  little choice.  Under the article of 
the commercial code that required government approval of incorporation, 
dissolution was called for whenever a corporation no longer served its 
original “social purpose.” 8 Rodrigues Torres’s proposal left the existing 
banks in a weak position. They would not be able to compete against a 
bank with a mono poly over notes. And in turn they would no longer serve 
the public need that had justifi ed their charter, leaving them vulnerable 
to dissolution. A week  after passage of the law, the board of Souza’s bank, 
having received the government’s invitation to join the new bank, com-
municated to its shareholders that fusion was “inevitable.”9 Souza and 
his shareholders should have been able to control the new board, given 
that his bank contributed more equity to the deal. They did not. His ri-
vals, the directors of the Banco Comercial,  were as well connected as he 
was and had been in business longer. Despite bringing more capital to 
the merger, the elections for the new board left Souza without a major-
ity.10 Souza’s injury was compounded when Rodrigues Torres selected a 
loyal and subservient midlevel Conservative politician and government 
functionary— not a fi nancier—as the fi rst president of the new super 
bank. Souza resigned his seat and ultimately liquidated his position. 
Rodrigues Torres, in one of his last acts before the new cabinet came to 
power in September, approved the fi nal statutes of the new Banco do 
Brasil, clearing the way to call up its capital.11 The next year the emperor 
ennobled Souza with the title of barão de Mauá and made Rodrigues Tor-
res the visconde de Itaboraí.
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Mauá had experienced fi rsthand one of the vulnerabilities of raising 
capital to conduct business in Imperial Brazil. He would soon encounter 
another. He immediately set out to or ga nize a new bank so that he could 
implement his original vision of branching out all over Brazil. To try to 
keep the new bank from being hijacked by the cabinet, he sought a 
 diff erent or gan i za tional basis  under the law, one he hoped would reduce 
his exposure to government intervention while making it easier to ex-
pand into the provinces. Modeled on the French Banque Lafi tte, the new 
Banco Mauá, MacGregor & Cia. drew its investments from partners in-
stead of from shareholders. To transcend the limits on size that accom-
panied the partnership form of business, Mauá chose to make his bank 
a sociedade em comandita por acções— a partnership but with tradable 
equity shares, much like common stock. For the bank’s controlling 
partners, including Mauá, there was no limit to their personal fi nancial 
liability in case of failure. The liability of the nonmanaging partners, 
around 180 equity investors, was limited to their capital. Mauá exploited 
what appeared to be a key loophole in the commercial code of 1850. Un-
like the French code  under which the Banque Lafi tte operated, Brazil’s 
code did not specifi cally allow limited liability partnerships with trad-
able shares. But it also did not prohibit them. Mauá went so far as to 
gain informal approval by discussing his plan with the new fi nance 
minister and the former president of Mauá’s former bank, the marquês 
do Paraná.

Once again Mauá’s interests did not align with those of the govern-
ment. In the senate Rodrigues Torres attacked Mauá’s bank soon  after 
its or ga ni za tion, criticizing the use of the comandita form with tradable 
shares. Nonplussed, Mauá called up the full capital of the fi rm, intend-
ing to deliver a fait accompli via the market. In parliament and within 
the cabinet, opposition grew. The worry was that the Banco do Brasil, 
which the government needed to succeed in order to retire the old 
banknotes from circulation, would be weakened by competition for both 
capital and business from the new Banco Mauá, MacGregor & Cia. From 
within the cabinet Minister of Justice José Tomás Nabuco de Araújo de-
livered the blow. His decree retroactively banned fi rms or ga nized as part-
nerships from issuing tradable shares and ordered the cancellation of all 
existing partnership deeds with such features. Mauá complied, and his 
bank survived the change in or gan i za tional form forced on it.12 But it did 
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so only as an unwieldy partnership without tradable equity, which lim-
ited Mauá’s ability to expand the business as he had envisioned.13

Mauá’s travails highlight how restrictions on the or gan i za tional 
forms that entrepreneurs could select disrupted investment and business. 
Because the cabinet’s mea sure applied not just to Mauá but also across 
the board, Brazil missed out on the potential benefi ts of having a second-
ary market for shares of partnerships. In isolation it might seem a small 
 matter. Yet in a setting where government policy already made it very 
diffi  cult to create and sustain joint- stock companies, a partnership with 
tradable shares would have constituted a valuable alternative form of the 
fi rm for pooling capital. Mobilizing capital for small business faced few 
institutional obstacles in Imperial Brazil. Mobilizing capital for big busi-
ness, however, depended wholly on government  favor.

Despite its success as a sovereign borrower, the Empire exhibited 
per sis tently ineffi  cient fi nancial intermediation.  Until the 1880s the 
government restricted the use of the corporate form to raise capital, while 
denying access to substitutes, such as tradable share partnerships. 
Before 1850 there was no general provision for the granting of limited 
liability to investors in businesses. Joint- stock companies  were rare, cre-
ated on an exceptional basis and then only with cabinet approval. The 
adoption of Brazil’s fi rst commercial code, in 1850, made limited liability 
and joint- stock status synonymous in the form of the sociedade anôn-
ima. It was not a form of business available to everyone. The code vested 
the government with the authority both to approve charters and to can-
cel them. Entrepreneurs seeking to use the joint- stock form had to gain 
approval of the cabinet to incorporate. If a fi rm further sought a govern-
ment concession or privilege (such as opening a business in more than 
one province), the act of incorporation required the approval of both the 
cabinet and the parliament.

In 1860 the notorious lei dos entraves, or law of impediments, made 
it even more diffi  cult to incorporate, especially for banks. All requests for 
incorporation had to pass muster with the emperor’s Council of State, in 
addition to securing parliamentary or cabinet approval or both. Petitions 
for a corporate charter could be considered only  after the entire plan of 
the business, including its sources of capital, had been arranged. The sec-
tion of Empire of the Council assessed the public and private utility of 
the proposed com pany. Lists of subscribers (mustered in advance) in 
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proposed companies—by name and amount— were scrutinized by the 
councilors, along with the more mundane administrative features of pe-
titions.14 In 1875 one contemporary critic, Henrique Milet, declared that 
the 1860 law was “the most perfect instrument ever in ven ted to kill the 
spirit of association and individual initiative.”15 Only in 1882 did parlia-
ment remove these restrictions, fi nally making incorporation for many 
types of fi rms broadly available through  simple registration. Even then 
the old restrictive procedures remained in place for foreign- owned 
fi rms, businesses commercializing foodstuff s, and banks that sought 
to issue notes.

Brazil was not alone in laboring  under excessive restrictions on in-
corporation. France had similar strictures in place  until 1867. Yet French 
entrepreneurs also enjoyed access to other forms of the fi rm that allowed 
both limited liability for investors and the right to issue tradable shares. 
These limited liability partnerships with equity shares (the société en com-
mandite par actions), made possi ble by a revision to France’s commercial 
code of 1807, became a common way to pool capital through midcentury.16 
In Brazil, however, obstacles to incorporation  were far more costly pre-
cisely because the government explicitly banned the French- style part-
nerships with shares. The diffi  culty of obtaining a corporate charter in 
Brazil did not mean that incorporation was impossible. Even  under a rel-
atively closed regime of incorporation such as the one that operated be-
tween 1860 and 1882, the government granted charters. Restrictions 
meant that the ability to incorporate depended on discretionary and even 
arbitrary decisions by the state.

Control over the use of the corporate form, and the broader access to 
capital that it provided, served three purposes. Government could ration 
access to the corporate form to channel capital to projects that met po liti-
cal goals. There was a public fi nance motive for restricting incorporation 
as well. By limiting incorporation, government could tilt private savings 
 toward its own use. Restricting the opportunities for investors in stocks 
and corporate bonds could help push money into shares of government 
debt. Finally, restrictions on incorporation limited entry by new fi rms 
with high capital requirements. Barriers to entry protected the market 
share of incumbent fi rms. This was especially visible in the case of com-
mercial banks, turning the entire sector into an oligopoly. The implica-
tion of these restrictions on adopting the joint- stock limited liability form 
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of the com pany was the same irrespective of motive. Businesses for which 
the required level of investment was relatively large  were eff ectively barred 
from raising capital if they could not sell shares to investors.

One claim that emerges from the lit erature on sovereign debt and 
fi nancial development is that the benefi ts of credibly committing to re-
pay debt can spill over to the private sector. In relatively high- income econ-
omies, the new property rights in fi nancial assets that resulted from the 
credible commitment to honor sovereign debt did contribute to the pro-
cess of fi nancial development.17 A consequence of assigning fi scal con-
trol to the legislative branch was that government’s capacity to expropriate 
or hold up wealth holders, including  owners of fi nancial assets, was re-
duced. The crown (or executive branch) would lose its mono poly control 
of corporate chartering and business regulation, sharing authority with 
the legislative branch. Because legislatures proved more responsive to the 
needs of entrepreneurs than absolutist monarchs, accommodation 
replaced arbitrary decisions regarding the or gan i za tional forms of enter-
prise.18 Incorporation was a  matter for the parliament to deal with in the 
po liti cal marketplace and became more accessible to entrepreneurs.

In light of the experiences of the United Kingdom and the United 
States, one might reasonably expect Brazil’s credible commitment to re-
pay public debt to foster the growth of fi nancial intermediation in the 
form of equity markets, bank lending, markets for corporate debt, or some 
combination of these. Yet in Imperial Brazil the shift of fi nancial author-
ity to the parliament provided no par tic u lar boost to the opportunities 
for incorporation by private fi rms. Despite an impressive improvement 
of sovereign creditworthiness  after in de pen dence, no broad- based fi nan-
cial revolution ever transpired  under the Empire.

The extent and durability of restrictions on incorporation in Impe-
rial Brazil  were surprising. They are the subject of this chapter, which 
tests the hypothesis that restrictions on incorporation limited the use of 
the corporate form to raise capital. Previous historians have addressed 
how par tic u lar changes in commercial law from the 1850s on made 
incorporation more or less feasible.19 The treatment  here models the role 
of restrictions on corporate entry more generally, marshals new evidence 
on the timing of changes in corporate chartering, provides statistical 
tests of the regulatory hypothesis, and considers fi scal motives for fi nan-
cial repression.
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The principal fi ndings that emerge from the assessment of the  legal 
and quantitative evidence on corporate formation run along the follow-
ing lines. First, incorporation was rare  until the establishment of gen-
eral procedures  under the commercial code of 1850.  After a de cade of 
accelerated rates of corporate formation, changes to the code in 1860 
made the corporate form far less accessible. Incorporation was only partly 
liberalized with the reform of the commercial code at the end of 1882. Over 
the entire Imperial era regulatory restrictions undermined the fi nancing 
of large fi rms by limiting the or gan i za tional form that entrepreneurs 
could adopt. In several sectors the selective award of corporate charters 
 after midcentury gave Brazil a few fi rms that  were local behemoths. The 
favored status and dominance of these fi rms derived as much from po liti-
cal considerations as from business prospects. Tightened requirements 
between 1860 and 1883 did not end incorporation but gave policy makers 
considerable leeway to bluntly repress chartering and push capital  toward 
apólices and bonds of the National Loans. Second, reducing the regula-
tory obstacles to joint- stock com pany formation made a diff erence. The 
1850s saw higher annual rates of incorporation than did the two de cades 
 after 1860. While the regulatory changes of the early 1890s are often sin-
gled out as the main cause of the increase of Brazil’s joint- stock fi rms, 
the  legal conditions  were already in place by 1883, and the expansion 
was already  under way by the latter part of the de cade.20 This more favor-
able regulatory environment for corporations was visible in the increase 
in chartering activity during the 1880s and in the growth in the total 
stock of capital embodied by corporate equity shares listed on the Rio 
de Janeiro stock exchange. The fi nal insight is that the per sis tence of 
such restrictions through 1882 makes it clear that the creation of credible 
government debt in the 1820s did not automatically foster a regulatory 
regime that facilitated entrepreneurs’ access to capital. Simply put, there 
was no fi nancial revolution in Imperial Brazil. The adoption of po liti cal 
institutions that made sovereign debt credible was much less glorious in 
this regard than it was in Britain.

The rest of this chapter proceeds in fi ve sections. The fi rst summa-
rizes the or gan i za tional forms of the fi rm available to entrepreneurs in 
Imperial Brazil. The second details the changes in the Empire’s corpo-
rate law, provides an overview of the types of fi rms that operated in Brazil, 
and pre sents an analytic chronology of commercial legislation. The 
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third section pre sents a model of the entrepreneur’s choice of or gan i za-
tional form when seeking a corporate charter is costly and entrepreneurs 
face expropriation risk. The fourth section off ers quantitative indicators of 
fi rm formation (for both corporations and partnerships) and relates 
changes in them to the timing of regulatory changes. The results are 
consistent with the predictions provided by the model. The last section 
concludes.

THE FIRM AND ITS  LEGAL FORMS IN THE EMPIRE

The ability to access capital markets in which tradable shares could be 
issued and exchanged is an im por tant part of fi nancial development. 
So is the ability to access loans. Eff ective fi nancial intermediation could 
be provided by  either banks or securities markets.21 What mattered for 
the fi nance of business was  whether po liti cal and institutional condi-
tions facilitated the development of at least one of these two modes of 
fi nance. Had the corporate form—or its closest substitute, the joint- stock 
partnership— been freely available  under the Empire, more fi rms would 
have been able to tap securities markets for capital. Access to equity and 
debt fi nancing with shares that are securitized matters for two reasons. 
The existence of a primary market makes it possi ble for fi rms to obtain 
initial funds for capital investment both by issuing stocks and by borrow-
ing with bonds. Securities markets further make it possi ble for individ-
uals and organizations to trade shares of the fi rm’s equity and debt. This 
secondary market is a critical source of liquidity that further bolsters the 
primary market for initial issues of new stocks and bonds.

This is not to argue that a higher degree of fi nancial development in 
the nineteenth  century would have necessarily transformed Brazil into a 
high- income economy. Countries required far more than just banks and 
securities markets to attain elevated levels of output per capita. Nonethe-
less, every investigation to date reveals that improved fi nancial interme-
diation is among the factors that impel modern, sustained economic 
growth. In Brazil artisans and even small manufactories encountered 
strong local and even regional demand for their goods in the nineteenth 
 century. Improvements to the mechanisms of fi nancial intermediation 
would have unambiguously elevated gross domestic product.22 For some 
enterprises the very viability of the fi rm was inextricably tied to the 
availability of fi nance that could come only through the corporate form. 
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Railroads, large commercial banks, shipping fi rms, and public utilities 
 were businesses in which restrictions on size implied by the partnership 
form led many entrepreneurs to or ga nize their fi rms as corporations. 
Open access to incorporation can thus be seen as an im por tant ingredi-
ent in fi nancial development.

The most common and most basic form of the business fi rm 
available to Brazilians  under the Empire was the sole proprietorship. 
Proprietorships had a number of distinguishing characteristics. In a 
proprietorship the fi rm’s business was generally not separate from that 
of the individual proprietor. Although anyone who made commerce the 
principal source of his or her livelihood was required to register with the 
board of trade, many small- scale proprietorships likely never bothered to 
do so. A business failure left the proprietor personally liable for the fi rm’s 
debts and restricted the own er’s ability to legally undertake new business 
 until they had been fully discharged. This limited the size of proprietor-
ships but other wise was not necessarily a disadvantage. By sharpening 
the penalty for nonper for mance, full liability for debts enhanced the cred-
itworthiness of the proprietor.

Beyond the sole proprietorship vari ous forms of business partner-
ships  were available to entrepreneurs in Brazil. Legally, the partnership 
had an identity partly separate from that of the individual partners. Some 
partners enjoyed limits on their liability. Managing partners, however, 
did not. Claims against the partnership  were claims on the personal as-
sets of at least one of its partners and perhaps all of them, depending on 
the specifi c form the partnership took. The Empire’s commercial code 
of 1850 allowed four types of partnerships.23 A  simple partnership, the 
sociedade em nome coletivo, was one in which all partners contributed to 
the fi rm’s equity and each partner was fully liable for the fi rm’s obliga-
tions. Alternatively, sociedades em comandita involved at least “one active” 
partner and at least one nonmanaging partner. All partners contributed 
equity, but only the active partners carried full liability for the fi rm’s 
debts. Ser vice partnerships, sociedade de capital e indústria, had an equity 
partner with unlimited liability and a partner who contributed skills or 
 labor. Less common was the fourth type of partnership, the sociedade em 
conta de participação, which brought together an active partner and a hid-
den partner. The active partner took on liabilities solely in their name. 
 After 1882 there was a fi fth type of partnership, the sociedade com 
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acções. It could divide the capital of the partnership into equity shares, 
which could then trade in the secondary market, like shares of joint- stock 
companies.24 The capital paid in by limited partners comprised the trad-
able equity shares, and limited partners  were responsible for debts only up 
to the amount of their contracted capital.25 Active partners remained fully 
liable for the fi rm’s debts.

As accommodating as Brazil’s 1850 commercial code was with res pect 
to partnerships, corporations  were a  diff erent  matter altogether. If all types 
of business  were equally profi table, irrespective of or gan i za tional form, 
then there would be no reason to observe the existence of both partner-
ships and corporations. In practice, certain activities could be undertaken 
profi tably only if they  were or ga nized as corporations. Non- state- owned 
railroads in Brazil, for example,  were in nearly every case corporations with 
tradable equity. The scale and capital intensity of a railroad enterprise re-
quired more capital than could be reasonably assembled in a partnership. 
The Brazilian corporation was a limited liability joint- stock fi rm, known 
as a sociedade anônima. The Empire had no general  legal provision for 
incorporation  until 1850. A few fi rms had operated as joint- stock fi rms 
(some apparently without limited liability) before the adoption of the com-
mercial code in 1850. Firms could secure limited liability status as corpo-
rations only through a government charter.26

The corporate form of the fi rm escaped several limitations faced by 
partnerships. One was the prob lem of untimely dissolution. The exit of 
a partner required the  legal dissolution and reconstitution of the partner-
ship if the fi rm was to continue. This was costly because it made the 
fi rm operate  under constant uncertainty about its capital and its or gan i-
za tional integrity as a business entity. Potential turnover of partners kept 
partnerships small; the greater the number of partners, the more frequent 
the disruptions from partners departing would be. The corporation 
provided an or gan i za tional form that obviated this prob lem of untimely 
dissolution. Unlike partnerships, the corporation was a distinct  legal 
entity, separate from the individual  legal identities of its  owners. The exit 
or death of an owner did not force the reor ga ni za tion, liquidation, or 
re- registration of the corporation. Any stake in the corporation could 
simply be sold in the secondary market. Additionally, investors in corpora-
tions shared in all profi ts and losses, much as they did in a general part-
nership. But unlike a general partnership, all corporate investors enjoyed 
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limited liability and  were responsible for the fi rm’s debts only up to the 
capital they had agreed to subscribe.

The advantages of the corporate form to entrepreneurs  were not ab-
solute. For any business in which the cost of shirking was especially im-
por tant, the partnership form might be preferred. Where there is a high 
likelihood of exploitation of small- stakes shareholders by more se nior 
 owners, investors also may prefer a partnership.27 Yet in almost all 
instances one of the corporation’s principal advantages relative to a 
partnership was that it could raise capital from a large number of inves-
tors, many of whom might commit only a modest amount of money. For 
partnerships, raising the same capital would potentially imply a prohibi-
tively large number of partners.

In Brazil, the importance of the corporate form in transcending the 
limits to scale can be gleaned from the rec ord for a period in which evi-
dence on the sizes of new fi rms is available. Over the interval 1850 to 1865 
the mean size of joint- stock fi rms newly chartered in Rio de Janeiro was 
3.3 million milréis per fi rm (based on the amount of capital they  were 
authorized to raise in the market). The mean capital of partnerships reg-
istered in Rio over the same period was only 109.1 thousand milréis per 
fi rm, a thirty- fold diff erence in capitalization.28 This gap in size was per-
sis tent. In the mid-1880s the typical new joint- stock fi rm had an autho-
rized equity that was nearly thirty times that of the typical partnerships 
in the coff ee trade (which  were usually better capitalized than partner-
ships in other branches of business).29 This diff erence between corpora-
tions and partnerships reveals the one area in which the corporate form 
conferred an indisputable advantage: size.

E VOLUTION OF CORP OR ATE L AW  UNDER THE EMPIRE

Countries with a long civil law tradition ostensibly have weak investor 
protections and less fi nancial development. This question has dominated 
comparative assessments of corporate law and economic per for mance.30 
Although Brazil was a civil law country, it exhibited  legal constraints on 
entrepreneurs seeking to adopt the limited liability form that went well 
beyond the prob lem posed by weak shareholder rights. Weak shareholder 
rights  were simply not the main obstacle to incorporation. The rights of 
the shareholders corporations  were well defi ned and fully transparent 
once the commercial code of 1850 was implemented. The main obstacle 
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to incorporation was the diffi  culty in obtaining a corporate charter in the 
fi rst place. The challenge to entrepreneurs in Brazil can be summarily 
illustrated by a cursory comparison with Britain. The fundamental dif-
ference between the regulation of the corporate form in  England (the 
canonical common law case) and in Brazil was a  simple one: in  England, 
 after 1844 anyone could start a corporation and register it, while in Brazil 
nobody could start one without previous authorization of the government. 
In  England, William Gladstone’s Companies Act of 1844 made the for-
mation of a joint- stock com pany a  simple and inexpensive administrative 
procedure. Further, limited liability for companies became widely available 
in 1855.31 In Brazil, there was no established procedure for creating lim-
ited liability joint- stock companies at all  until the end of 1849. With the 
adoption of the code of 1850 the granting of corporate charters came at 
the discretion of the government. The ability to access capital by creating 
tradable equity shares was controlled by politicians, who implemented 
the very model that the British had just abandoned.

Business restrictions in Brazil had deep roots. The commercial code 
of 1850 off ered numerous advantages over the hodgepodge of medieval 
and early modern regulations the country had inherited from Portugal. 
In the wake of in de pen dence, all Portuguese regulations that  were not ex-
plicitly overturned by new legislation remained in eff ect. A bewildering 
array of provisions from past laws thus governed business  until 1850. 
These derived from the Portuguese Filipine Ordinances of 1603, them-
selves based on Manueline Ordinances of 1514, which in turn drew 
on Afonsine Ordinances of 1480. Further, there  were specifi c colonial 
regulations applicable to Brazil that addressed issues of commerce in the 
colony.32 The chief  legal innovation of the Pombaline reforms was the 
adoption of the “Law of Good Reason.”33  Under the law parties could draw 
on the commercial regulations of all Christian nations in business aff airs. 
Brazilian commercial law at in de pen dence thus had multiple compo-
nents: edicts of the Portuguese crown; regulations specifi cally for the 
colony (including the years  after the arrival of the royal court from Por-
tugal in 1808); decrees that had governed business matters in the United 
Kingdom of Portugal and Brazil from 1815 to 1822; and, in the absence 
of other provisions, the Law of Good Reason. By the early nineteenth 
 century Brazilian commercial jurisprudence could be that of any one of 
a number of other nations. Up to midcentury the commercial code of 
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France, and  later those of Portugal and Spain, increasingly constituted 
the rough  legal foundations of Brazilian business.

It was left to the Imperial government to create specifi c statutes to 
replace the more archaic ones in eff ect. The chamber of deputies began 
work on a commercial code in the 1830s, but none was adopted during 
that de cade or the next. A few joint- stock companies or ga nized, though 
without limited liability. The delay in creating a mechanism by which 
fi rms could incorporate generated  legal uncertainty for entrepreneurs and 
gave the emperor’s cabinets wide discretionary authority over incorpora-
tion.34 Only in 1849 was the fi rst general provision governing the estab-
lishment of joint- stock companies with limited liability implemented by 
cabinet decree, anticipating the passage of the commercial code by par-
liament the next year.35  Under the 1849 law, limited liability status re-
quired approval  either from the cabinet (in the case of fi rms near Rio) or 
from provincial presidents, who  were appointed by and responsible to the 
cabinet.  Unless and  until the designated authority granted limited liabil-
ity, a fi rm could not or ga nize and issue shares as a corporation.

Barriers to incorporation in Brazil  were not the result of excessive 
stockholder liability provisions. The commercial code of 1850, the more 
restrictive companies’ law passed in 1860, and the liberalizing legislation 
of 1882 all limited shareholder liability.36 Limited liability was just that— 
limited. It did not imply an absence of liability. From 1850 onward share-
holders in joint- stock fi rms  were liable for the value of their shares. What 
investors stood to lose in case of failure was strictly limited to the equity 
stake they had taken on. The 1882 law that fi nally made incorporation 
an administrative procedure carried an additional safeguard against the 
creation of unviable fi rms for speculative purposes. It specifi ed that, if the 
com pany failed, shareholders would be liable for the amounts they had 
originally agreed to pay in when they subscribed their shares, even if the 
fi rm’s directors had not yet called all of the capital. If any shares had al-
ready been traded before they  were fully paid in, their original owner re-
mained liable for the subscribed amount for fi ve years.37 This provision 
allowed fi rms to get off  the ground with a minimal amount of capital, 
yet at the same time incentivized investors to fully realize their subscribed 
capital in a timely manner. The remaining provisions of the law discour-
aged the formation of fi ctitious companies with shares that might be 
rapidly “fl ipped” by speculators and unscrupulous organizers.38
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With the adoption of its commercial code in 1850, Brazil embarked 
on three de cades of corporate  legal evolution that can only be described 
as underwhelming from the perspective of entrepreneurs. Article 298 of 
the code made it possi ble to establish a joint- stock com pany. The code was 
transparent, yet clarity in the law was not incompatible with excessive 
stringency. Article 295 of the code carried over the 1849 provision that 
limited liability fi rms could or ga nize only with cabinet approval. More-
over, for any fi rm seeking a government concession or privilege, the ap-
proval by the cabinet of limited liability status depended further on the 
approval of the parliament as a  whole.

Legislation in 1860 made it even more diffi  cult to obtain a corporate 
charter for many types of fi rms. The new law was especially onerous for 
banks because it shifted part of the authority for the granting of limited 
liability for fi nancial fi rms to the emperor’s handpicked Council of State.39 
Though the law of impediments mainly targeted banks, it also applied 
to companies seeking to build a railroad or canal in more than one prov-
ince.40 Authority over the granting of incorporation and limited liability 
to the types of fi rms that stood to confer the greatest economic benefi ts 
rested with the council, not just with the cabinet and parliament. For 
more than two de cades  after 1860, the sections of Trea sury and Empire of 
the Council of State busied themselves scrutinizing the statutes of every 
proposed banking com pany, many railroads, and numerous other pro-
posed companies that sought a privilege or concession.41 By rationing ac-
cess to the corporate form, the law rationed access to the capital market.

The excessive restrictiveness of the 1860 addition to the commercial 
code was widely noted by contemporaries. Even cabinet ministers occa-
sionally acknowledged the negative impact of the law on corporate for-
mation. In his annual report to the parliament in 1868, Minister of 
Agriculture Miguel Pinto de Sousa Dantas wrote that “sociedades anôni-
mas continue to be ruled by the law of 1860 . . .  in my view prejudicially 
for the spirit of association.” 42 There  were several attempts in parliament 
to loosen the restrictions of the law of 1860.43 When the surge of new cor-
porations that began with the end of the Paraguayan war dropped off  in 
the second half of the 1870s, worried politicians who favored fewer re-
strictions fi nally took action. In 1879 a mea sure proposed by Minister of 
Justice Lafayette Rodrigues Pereira to allow broad access to incorporation 
passed the Liberal- controlled chamber of deputies but stalled in the 
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senate.44 Finally, at the end of 1882, pushed along by a Liberal cabinet 
and aided by Lafayette in his capacity as Imperial senator, the senate 
amended and passed the mea sure, eliminating the more arbitrary and 
politicized forms of scrutiny of charter requests and moving Brazil in 
the direction of the model provided by the En glish Companies Act.45

By the beginning of 1883 most aspirants to joint- stock status could 
establish their companies with limited liability through an administra-
tive registry and without further government interference. Three im-
por tant exceptions (in addition to long- standing limits on banks of issue) 
to the newly liberalized regulations survived intact, however. These in-
cluded any proposals to establish corporations created with foreign capi-
tal, any companies commercializing foodstuff s, and joint- stock fi nancial 
fi rms that engaged specifi cally in mortgage lending (sociedades de crédito 
real), all of which continued to require government approval.46 A sepa-
rate provision of the reformed commercial code allowed partnerships 
with unlimited liability and tradable shares, like those permitted in 
France  until 1857. Nearly thirty years  after Mauá’s attempt to sell shares 
in his partnership- based bank, the government fi nally allowed entre-
preneurs the fl exibility to do so. There is no indication that many (if any) 
partnerships in Brazil took this form. The contemporaneous liberaliza-
tion of incorporation can be safely presumed to have satisfi ed demand 
for an or gan i za tional form in which entrepreneurs could raise funds 
with tradable shares.

REGUL ATORY REGIME S AND THE CHOICE OF FORM

The cost of politicized restrictions on incorporation had two elements. 
Some fi rms never got off  the ground at all. Other fi rms had to take a 
less- preferred or gan i za tional form. Several factors of a po liti cal and regu-
latory nature could push an entrepreneur to choose a partnership (or not 
invest at all) when the corporate form was too costly to arrange. A  simple 
model of the entrepreneur’s choice of the form of the fi rm is presented 
in appendix I. It focuses on three elements: the entrepreneur’s cost of 
securing a corporate charter, the probability of charter approval by the 
regulatory authority, and risk of expropriation. The model highlights a 
key point: even where the corporate form is both privately effi  cient and 
increases the social surplus, the entrepreneur will refrain from incorpo-
ration if expropriation risk is too large, if the cost of seeking a corporate 
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charter is too high, or if the probability of a charter petition being ap-
proved is too low. All of these costs  were salient for entrepreneurs in Im-
perial Brazil. Changes in the law on incorporation can be interpreted in 
terms of changes in key pa ram e ters of this model.

Consider an entrepreneur who is or ga niz ing a fi rm and who needs 
capital. The entrepreneur can create the fi rm with partners by a  simple 
act of registration. Or he can create the fi rm as a joint- stock com pany with 
a charter from the government. The entrepreneur’s choice depends on 
the relative benefi ts and costs of the two or gan i za tional forms. As Lam-
oreaux and Rosenthal have demonstrated, neither or gan i za tional form is 
intrinsically superior in every circumstance.47 The choice of form involves 
trade- off s for the entrepreneur.  Under the corporate form the entrepre-
neur’s liability is limited, usually to no more than his own equity stake. 
This can raise the corporation’s borrowing costs relative to those of a 
proprietorship or partnership. At the same time, partnerships may be un-
attractive because of the costs of untimely dissolution when a partner 
leaves or dies. Corporations do not entail this prob lem in that an owner 
who seeks to exit the corporation can simply liquidate her or his position 
in the secondary market without disrupting the fi rm. The separation of 
own ership from control in corporations, however, may make them less 
attractive than partnerships in some economic activities. Indeed, the 
shirking and monitoring costs seen as intrinsic to partnerships may even 
be magnifi ed, not reduced, in a corporation. Yet once all of these trade- 
off s are reckoned with, there are some activities that require capital be-
yond amounts that partners could provide. This diff erence is particularly 
large for activities in which the minimum effi  cient scale is large relative 
to the market. In such cases incorporation is desirable.

Assume that for a subset of activities the profi tability from incorpo-
ration exceeds the profi tability of partnerships. Two conditions could cre-
ate such a diff erential. If the elasticity of the total return with res pect to 
capital is suffi  ciently large, then the corporate form of the business would 
have a higher total return than the partnership because the scale of the 
activity  under the corporation is higher.48 The second channel is one in 
which the productivity of capital is greater for the corporation than it is 
for the partnership, even if the amount of capital the entrepreneur can 
pool is the same  under both forms. If both eff ects are pre sent, then the 
gains from incorporation are compounded.
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In the absence of po liti cal and regulatory obstacles the entrepreneur’s 
choice would be  simple: if the expected profi tability of incorporation 
exceeded that of the partnership, the entrepreneur would incorporate. 
However,  under the restrictive regime an entrepreneur had to take into 
account not only the internal benefi ts and costs of incorporating but also 
factors external to the fi rm. These included the costs of seeking a corpo-
rate charter, the probability that the government would approve the char-
ter, and the likelihood that government would honor the charter once 
the entrepreneur had invested. These costs  were all plainly apparent in 
Brazil  until 1883.  Under the best of circumstances petitioning for char-
ters required costly po liti cal lobbying. Petitions for charters could be de-
nied on minor technical grounds  after a lengthy delay. The terms of 
approved charters might not be those that organizers sought, making the 
pro ject less attractive to investors and undermining the entrepreneur’s 
business plan. Many po liti cal decision makers, like Rodrigues Torres, 
viewed joint- stock companies as an exceptional form of business, of 
public interest as well as private, and thus subject to intervention when-
ever government saw fi t. Mauá’s experience in 1853 is a case in point.

To see the impact of the restrictions in a simplifi ed setting, consider 
an entrepreneur who seeks to create a new business in an activity that is 
best undertaken using the corporate form, because it off ers a higher total 
return to capital than would the partnership form of the fi rm. For the 
sake of exposition, there are two investment options: business, which 
produces an uncertain entrepreneurial return, and shares of government 
debt, which yield a relatively stable market return. The entrepreneur can 
always earn the market return on his wealth by investing in public debt. 
Any wealth that is not invested in the business is allocated to apólices. The 
profi t- maximizing amount of capital invested in the business increases 
in the elasticity of the return with res pect to capital, in the probability 
that the government will honor the charter, and in the productivity of 
capital. If charter petition costs are too high or the probability of ap-
proval too low or the risk of ex post expropriation too high, the entrepre-
neur eschews incorporation.49 In that case the partnership is chosen so 
long as the expected return exceeds that of the outside option, which is 
apólices. If the amount of capital that can be raised  under the partner-
ship is too small for the business to be  viable, then the entrepreneur does 
not invest and holds wealth only in apólices.
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Several illustrative cases are worth detailing. The fi rst sets an effi  -
ciency benchmark in which petitions to incorporate are approved with 
certainty at only a trivial cost and there is no risk of ex post expropria-
tion. Assuming the return of the activity undertaken as a corporation 
exceeds that of the partnership, the entrepreneur will choose to incorpo-
rate. At the other extreme is the case in which there is no chance the gov-
ernment will approve the corporation. The entrepreneur will not waste 
money on a petition and will move directly to creating a partnership (so 
long as there are expected profi ts from  doing so), even when a corpora-
tion would other wise be the preferred form of the fi rm. If the expected 
profi tability of the activity or ga nized as a partnership is too low, the en-
trepreneur does not undertake the enterprise at all and instead invests 
all wealth in public debt. This scenario is costly to the economy; it 
impels the entrepreneur to create the business through the wrong 
or gan i za tional form or to refrain from the undertaking altogether.50 
Two intermediate cases are relevant as well. In the fi rst there is a cost to 
petitioning and there is also expropriation risk, but a charter will be au-
tomatically granted. In such a case the petition cost must be low enough 
and the return diff erential large enough for the entrepreneur to incor-
porate. Other wise the entrepreneur prefers the partnership. Finally, the 
most general scenario is one in which there is some probability of a peti-
tion being approved, a cost to petitioning, some risk of expropriation, and 
a productivity diff erential between the corporation and the proprietorship. 
The entrepreneur’s choice depends on the overall confi guration of pa-
ram e ter. If all the costs of incorporating, taken together, are suffi  ciently 
large, the entrepreneur will not petition for a charter. Restrictions on 
incorporation result in a level of business investment that is lower than 
it would be with open incorporation, and more of the entrepreneur’s 
wealth is allocated to public debt.

C APITAL FORMATION AND JOINT-  S TO CK COMPANIE S: 

DIMENSIONS AND TIMING

On the basis of this framework several hypotheses regarding the impact 
of the changes in the regulations governing incorporation can be formed. 
If government restrictions on incorporation impacted entrepreneurs’ 
choices of or gan i za tional form, then changes in those restrictions should 
be visible in the changes in the number and types of fi rms created over 
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time. The entrepreneur’s condition for incorporation was less likely to be 
met with restrictions that  either increased the cost of seeking a charter 
or presented a suffi  ciently high risk of expropriation. Such restrictions 
 were broadly relevant  until 1883. Before the adoption of the commercial 
code in 1850 the threshold for incorporation was diffi  cult for entrepre-
neurs to meet.  After 1850 the condition became easier to satisfy simply 
because the commercial code at least defi ned the pro cess by which a char-
ter could be pursued. While this pro cess was still po liti cal, it was none-
theless more accessible. Newly tightened restrictions imposed in 1860 
reduced the probability of a petition being approved and likely raised the 
cost of petitioning. This regulatory change can be predicted to have 
pushed entrepreneurs  toward forming partnerships and away from in-
corporation. The reform of December 1882 that made incorporation a 
 simple act of registration for most fi rms meant that petitions  were ap-
proved with certainty. It reduced the cost of securing a charter for most 
types of business and very likely reduced expropriation risk by depoliti-
cizing the pro cess of incorporation.

The empirical analy sis consists of three partial tests of the hypoth-
esis that changes in government restrictions on incorporation resulted 
in changes in the number or form of new fi rms selected by entrepre-
neurs. The fi rst test is relatively exploratory in nature, using annual 
time- series evidence on the number of corporate charters granted in or-
der to identify shifts in chartering activity. The second test uses data for 
Rio de Janeiro from 1850 through 1865 on both the creation of partner-
ships with partially limited liability (comanditas) and the formation of new 
corporations. The advantage of these data is that they exclude sole propri-
etorships and common partnerships. This restricts the cases considered to 
those fi rms created by entrepreneurs who sought to both pool capital and 
obtain limitations on investor liability. Changes in the rate of creation of 
the two types of fi rms permit inferences about the impact of regulatory 
change in 1860. The third test charts changes in the capitalization of 
joint- stock corporations listed on the Rio stock exchange from the 1850s 
through the 1880s. A prediction of the model is that regulatory changes 
impact the choice of or gan i za tional form as well as the amount of capital 
invested in business. The third test takes this dimension into account.

The fi rst test locates durable changes in the number of new corpo-
rate charters over time. Shifts that coincide with changes in regulations 
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on incorporation would support the view that regulations mattered in en-
trepreneurs’ choices of the or gan i za tional form. Shifts at other points in 
time do not necessarily run against the hypothesis; other factors and 
events could in de pen dently impact the supply of and demand for char-
ters. Without analogous data on the creation of comandita partnerships 
as the alternative to incorporation, the test necessarily remains a partial 
one. The focus is on charters to fi rms originating within Brazil.51 The 
charters  were culled from all executive decrees related to business regu-
lation, including reforms of statutes, authorization of local branches of 
foreign fi rms, increases in the authorized capital of existing fi rms, and 
mergers.52 The annual charter series runs from 1808 up through 1900. 
There is some concern that the series may understate the number of char-
ters in the 1890s, as state governments  under the Republic took on an 
im por tant role in business regulation. However, truncating the series to 
a shorter period (say, to 1889) risks missing any break in the late 1880s. 
The data are well suited to the Bai- Perron approach to identifying break 
points.53 There are fi ve breaks in the series: in 1850, 1871, and 1887 char-
tering activity shifted durably upward, while 1877 and 1892  were years 
marking the onset of per sis tently lower levels of chartering.54  Table 6.1 
reports the econometric results and the break years.

The timing of the shifts is noteworthy for two reasons. First, some 
of them correspond to changes in the laws regulating incorporation. Sec-
ond, they make clear that  legal changes per se  were not the only factors 
that could impact corporate chartering. The sharp positive break in 1850 in 
par tic u lar corresponds to the creation of the commercial code. As restric-
tive as it was, it nonetheless liberalized the policy on incorporation. Brazil 
went from having no clear mechanism for chartering to having one that 
was similar to that of Britain  under the  Bubble Act. The commercial code 
was a defi nite improvement over the status quo, which over a period of 
more than four de cades had resulted in the issuance of only a handful of 
charters. One might expect that the more restrictive regulatory regime that 
began in 1860 would reduce the volume of corporate charters. Yet 1860 
does not register as a break point. The new and tighter restrictions did not 
prohibit incorporation outright. Rather, they assigned additional discre-
tionary control to the government over which fi rms would get charters.

A burst of new chartering activity in the early 1870s, which oc-
curred  under the more restrictive legislation, suggests how government 
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discretion over chartering worked. Government subsidies to certain 
fi rms, especially railroads, resulted in an increase in charters even 
 under less- than- favorable procedures for incorporation. The sharp up-
ward shift in charters in 1871 was also clearly linked to victory over Para-
guay. The end of the war, combined with an increase in coff ee export 
earnings, may well have spurred expectations of profi t in new business 
opportunities. But the supply of charters mattered as well. The shift 
highlighted how limited access to incorporation during the 1860s had 

 Table 6.1
Break Points in the Issue of New Corporate Charters, 1808–1900

breaks (ti)
boundary years for 9 0% 

confidence interval

1850 1850 1850

1871 1870 1874

1877 1876 1877

1887 1870 1887

1892 1892 1901

pa r am e  ter β i correc ted standard  errors

β 1 0.26 0.09***

β 2 11.3 2.81***

β 3 36.3 3.33***

β 4 9.45 2.47***

β 5 56.5 25.80***

β 6 4.0 0.66***

R- squared = 0.62

F(6, 87) = 23.6

n = 93

*** signifi cant at 1% level

Note: The charters are those for fi rms originating in Brazil and exclude those foreign fi rms 
seeking to establish operations in Brazil. The pa ram e ter estimates give the average number of 
newly chartered fi rms for each segment of the series. Both the UD max and WD max tests (not 
reported) support the existence of breaks against the null of no breaks. The 5  percent trimming 
pa ram e ter limits the minimum interval between breaks to four years. The fi ve breaks selected 
 under the Bayesian Information Criterion are reported.
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served as a form of fi nancial repression to help fund the war. The model 
above showed that if incorporation is suffi  ciently unattractive (because 
of  either high chartering costs or high expropriation risk), entrepre-
neurs channel a larger share of their wealth into low- risk assets. Low- 
risk assets  were the securities that had been issued in ever larger amounts 
during the war, namely, apólices, bonds of the National Loan of 1868, and 
Trea sury bills. The government had not tapped the London market be-
tween 1865 and the end of the war, and as a result it needed to increas-
ingly draw on domestic savings to absorb its growing issues of bonds 
and bills. By limiting the supply of new corporate charters it could, in 
eff ect, force an increment of private savings into its coff ers. The timing 
of the increase in chartering strongly suggests that precisely such a phe-
nomenon had taken hold in the late 1860s. The end of the war in 1870 
reduced the growth in the government’s demand for new funds at 
home, eased its reentry into the London capital market, and lessened the 
need to squeeze more savings out of Brazilians. As a result, the govern-
ment looked more favorably on incorporation. Once this initial postwar 
burst in chartering was over and the government needed to boost its bor-
rowing again for drought relief, chartering tightened up, as refl ected in a 
downward shift around 1877.

The liberalization of incorporation in 1882 does not appear as a break 
in the chartering data. Scrutiny of the data reveals that chartering activ-
ity picked up in the two years immediately preceding the new law and 
fell off  right  after it. This pattern is less mysterious than it might seem. 
It is consistent with the continued use of discretionary authority to cherry- 
pick projects rather than with a ban on incorporation altogether. By 1882 
po liti cal momentum to liberalize incorporation had been building for 
years. The uptick in charters around 1880 may have refl ected this shift 
in po liti cal sentiment. The  legal liberalization of incorporation at the end 
of 1882 was as much a lagging indicator of the new policy preferences as 
anything  else.

If the absence of a shift in the chartering data in 1882 rules out an 
immediate impact from the law, it does not mean the law was irrele-
vant. One episode in par tic u lar makes this especially manifest. In 1888 
there was a massive increase in the money supply and credit, as the 
cabinet promoted the creation of banks with the right to issue currency. 
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Grafted onto the liberalization of incorporation  after 1882, this sharp 
increase in liquidity resulted in a similarly sharp increase in incorpora-
tion. Entrepreneurs both gained access to cheap credit and leveraged 
the ready availability of the limited liability form of the fi rm. Easy credit 
alone would have no doubt raised investment. That the expansion took 
place in a setting where entrepreneurs could freely choose the or gan i-
za tional form of their business made more capital- intensive undertak-
ings feasible. The number of corporations in Rio de Janeiro more than 
doubled in a year. The resulting boom bridged the end of the Empire 
in 1889 and the fi rst years of the Republic. If this boom was magnifi ed 
by the Republican reforms in 1890 that reduced the liability of inves-
tors in fi rms that had not fully paid in their capital, it was also well 
 under way before the constitutional monarchy was overthrown. The 
negative break in chartering in 1892 is consistent with the defl ating 
 bubble that ended the encilhamento stock boom. The fi rms that  were spec-
ulatively or ga nized  after the reform of 1890 with only part of their capital 
paid in made for a  house of cards. Once liquidity dried up, the demand 
for new corporate charters fell back to levels consistent with the pre- bubble 
run-up.

The second test considers  whether the more restrictive incorporation 
procedures adopted in 1860 impelled some entrepreneurs to select co-
mandita partnerships rather than corporations. The impact of the 1860 
law, at least in the short term, can be detected in the contrast between 
two mea sures of fi rm formation. The fi rst is presented in fi gure 6.1, which 
reports the capital of joint- stock companies newly authorized each year 
from 1851 through November 1865 (at current prices). From 1851 through 
1860 the government authorized annually on average an additional 11.4 
million milréis of domestic joint- stock capital. From 1861 through 1865, 
in the wake of the adoption of the law of impediments, new government 
authorizations of capital fell to an average of only 2.7 million milréis per 
year. One might be tempted to believe that a few large corporations cre-
ated in the 1850s might bias the magnitude of this shift. Yet the pre-1860 
data purposively exclude the two largest fi rms of the de cade, the Banco do 
Brasil and the Dom Pedro II railroad. This elision biases the test against 
fi nding a change between the two periods. Had these two fi rms been 
included, the pre-1860 averages would have been much larger and the 
decline  after 1860 even more precipitous.
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The closest alternative to the corporation was the sociedade em co-
mandita. The limitations that a partnership placed on fi rm size have al-
ready been noted. The pace of creation of comandita partnerships  after 
the law of impediments in 1860 can be contrasted with the falloff  in the 
formation of corporations. There was no change to the intrinsic attrac-
tiveness of comandita partnerships in 1860. Yet, as fi gure 6.2 shows, the 
average rate of formation of comandita partnerships accelerated follow-
ing the new restrictions on incorporation. Considering the evidence in 
fi gures 6.1 and 6.2 together, the rate of investment in new corporations 
fell at the same time that the number of new limited liability partnerships 
increased. The inference to be drawn is clear: the 1860 law likely caused 
at least some entrepreneurs to select the partnership form, as Mauá ulti-
mately did. In terms of the model, the increased regulatory scrutiny re-
quiring that charters for many types of fi rms not only be approved by the 
cabinet and parliament but also be reviewed by the Council of State  either 

figure 6.1   Newly authorized joint- stock companies, 1851–65 (milréis). These fi gures 
exclude both the Banco do Brasil, which incorporated in 1854, and the Estrada de Ferro 
Dom Pedro II, which incorporated in 1856. Both  were high- capital fi rms (30 million 
and 38 million milréis, respectively), the creation of which depended heavily on 
government subsidy or privilege. Including them would increase the pre-1861 fi gures 
by a good deal, further strengthening the argument in the text. (Calculated from 
fi gures in Brazil, Ministério da Justiça, Relatório [Rio de Janeiro, 1866], appendix I)



figure 6.2  Formation of sociedades em comandita, 1851–65 (Source: see fi gure 6.1)
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reduced the probability that a charter would be granted or raised the cost 
of seeking a charter or both.

The third test focuses on the timing of changes in capital formation 
by corporations that listed on the exchange in Rio de Janeiro between 1851 
and 1888. Like the fi rst test, it does not address limited liability partner-
ships because there is no comparable evidence on the amount of capital 
formed in the latter over the same period. It also necessarily excludes 
joint- stock fi rms that did not list on the Rio exchange. Yet two consider-
ations recommend this mea sure as a partial test. First, an increase in the 
number of new fi rms listed would indicate a more general increase in 
the total capital in corporations in Rio de Janeiro. Second, there could be 
eff ects from the shift to a less restrictive incorporation regime that are 
not visible in the number of corporations. The model predicts that the 
amount of capital allocated by entrepreneurs and investors to business 
investment depends in part on the perceived risk of expropriation. If in-
vestors reduce their assessments of the probability of expropriation, the 
total amount of capital in existing joint- stock fi rms could increase. Per-
ceptions of expropriation risk  were likely infl uenced by the type of incor-
poration regime. Indeed, the very politicization of business entry that 
underpinned the regime of restrictive incorporation could have caused 
investors to view the risk of expropriation as being high. Liberalization 
of incorporation would then imply a relative depoliticization of business 
investment and could signal investors that expropriation would be viewed 
as illegitimate and hence less likely.

Together these eff ects direct attention to changes in the total paid-in 
capital of companies listed on the Rio exchange.  Table 6.2 pre sents esti-
mates of the paid-in capital of limited liability joint- stock fi rms at vari ous 
intervals from 1851, right  after the adoption of the commercial code, to 
1888.55 The estimates have been built up on a fi rm- by- fi rm basis from 
stock listings in the contemporary commercial press.56 These are left in 
their nominal (current price) form. Entrepreneurs’ investment decisions 
did not revolve around considerations of the fi rm’s capital in constant 
prices (i.e., a decrease in the real value of the fi rm’s paid-in capital did 
not occasion new investment to make up for the “loss”). In the absence 
of stockbroker yearbooks there is some uncertainty regarding how com-
plete the tally of companies is for Rio in 1851. Up to 1850 at least fi ve sur-
viving fi rms in Rio had already taken on the joint- stock form. The value 
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of the paid-in capital for these fi rms is available in the late 1840s only for 
the Banco Commercial. Four of these fi ve companies  later registered as 
sociedades anônimas with the board of commerce within the fi rst year 
of the new commercial code. The registry recorded the companies’ au-
thorized levels of capital but not how much had initially been paid in. In 
addition to the four existing fi rms, seven  others registered in the fi rst year 
 after the adoption of the code. Of those seven fi rms, it is possi ble to esti-
mate the amounts paid in for fi ve.57 The estimated paid-in capital for all 
of the joint- stock fi rms known to have issued shares by 1851 comes to 
around 3.8 million milréis.58

The 1850s was truly a boom de cade in the Rio capital and money mar-
kets, and the growth of listed fi rms on the exchange refl ects this. Be-
tween 1851 and 1860 sociedades anônimas  were permitted to or ga nize 
relatively freely so long as they could secure a charter. The expansion de-
pended on several factors. The end of the transatlantic slave trade, as 
noted, fi gured into the boom as well: “As a consequence of the complete 
repression of the trade in Africans, capital previously employed in illicit 

 Table 6.2
Paid- In Equity Capital of Domestic Joint- Stock Companies 
Traded on the Rio de Janeiro Stock Exchange, 1851–88

year
paid -in c apital 

(in milréis)

1851 3,840,000

1855 39,925,000

1860 86,691,916

1865 81,117,164

1870 71,390,337

1875 162,191,740

1880 143,877,251

1885 251,704,160

1888 250,202,942*

* This fi gure does not include 62.4 million milréis of debenture shares 
that had been issued mainly between 1881 and 1888.
Note: Figures include British- based freestanding companies that operated 
in Brazil and whose shares occasionally traded on the exchange.
Sources: See text.
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transactions fl owed into the market, from which resulted a decline of 
3.5  percent to 4  percent per year in discounts, and an extraordinary in-
crease in the prices of shares of all companies.”59 The expressive growth 
in corporations from 1851 to 1855 increased the capital formed by more 
than an order of magnitude, rising to nearly 40 million milréis, paid in 
to thirty- three fi rms.60 From 1855 through 1860 the value of joint- stock 
capital more than doubled again. With the 1860 law things stalled. Be-
tween 1861 and 1865 there was no increase in the paid-in equity of Rio 
corporations; on the contrary, capital fell, as several companies failed and 
there was  little new entry.

The slowdown in capital formation in new corporations that followed 
the 1860 law was no doubt exacerbated through 1870 by a local fi nan-
cial crisis in 1864 and then especially by Brazil’s war against Paraguay. 
The nominal value of paid-in corporate equity in Rio actually declined 
even further between 1865 and 1870, to only 71 million milréis. The end 
of the war, however, saw a dramatic turnaround in the Rio stock market. 
Money invested in corporations more than doubled over the short inter-
val of fi ve years. This rec ord of increase was not accompanied by any 
major  legal or regulatory changes. Three factors help explain the rapid 
expansion. First, on the heels of the victory over Paraguay, the govern-
ment reduced a good deal of its fl oating internal debt by undertaking 
new foreign borrowing. This released local funds previously invested in 
short- term Trea sury bills for investment in private sector activities.61 
Second, the victory reduced the need to limit charters as part of a strat-
egy of fi nancial repression, as argued above. Third, specifi c market inter-
ventions by the state at times accelerated the pace of incorporation 
dramatically, but in a highly directed manner. Major investments, many 
subsidized by government, appeared in the fi rst half of the 1870s, with 
new corporations for railroads, streetcars, urban lighting, and shipping.62 
The rapid increase in joint- stock capital in the immediate postwar years 
was not sustained, however, in the period 1875–80.

The 1882 reform of the commercial code was the most im por tant step 
taken  toward liberalization of the incorporation in Brazil since 1850. 
The econometric analy sis did not fi nd a sudden increase in chartering 
activity. The law’s impact was no doubt more gradual. Although several 
scholars have highlighted the signifi cance of the 1882 law,  others have 
dismissed the importance of the reform.63 There are several reasons why 
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one would not observe an immediate increase in new corporations. One 
is that the reform came in the midst of a signifi cant economic downturn. 
At the end of 1882, business in Rio de Janeiro was still in a slump be-
cause of the fall in the price of coff ee from the late 1870s. One would 
expect an increase in new fi rms only with a cyclical recovery. The large 
upward shift in 1887 (see  table 6.1) is consistent with this scenario.64 Ad-
ditionally, the liberalization in 1882 signaled to the market that Brazil 
had shifted to a regime in which expropriation risk was reduced in a 
broader sense (by reducing government’s discretionary authority over 
private- sector investment decisions). One would expect to see an increase 
in the amount of capital formed in corporations. The large increase in 
the capital of the companies on the exchange in the 1880s is consistent 
with this prediction. From 1880 to 1885 paid-in capital increased by 
75  percent. Moreover, corporate debt became an appreciable component 
of fi nance for the fi rst time. Debt took the form of debentures that paid 
a fi xed coupon. These had fi rst appeared in the Rio market in 1878, and 
their issue was formally sanctioned  under the law of 1882. The creation 
of new debenture debt provided an additional 62 million milréis in capi-
tal for joint- stock fi rms in Rio by 1888.

Finally, there was a tremendous increase both in new fi rms on the 
exchange and in capitalization in late 1888 and in 1889.65 The banking 
reform undertaken by the cabinet of the visconde de Ouro Preto led to a 
credit boom that juiced the market. But the institutional conditions in 
which the boom began  were the result of the liberalization of 1882. One 
inference that can be drawn from the timing and extent of these changes 
is that corporations in Imperial Brazil labored not only  under regulatory 
limits on entry but also  under credit constraints arising from the Em-
pire’s small, concentrated banking sector. Fixing the fi rst prob lem helped 
make solutions to the second prob lem possi ble, which then redounded 
to growth of fi nance in general.

CONCLUSION

The Brazilian state gave entrepreneurs no general  legal basis for incor-
poration before 1850. Once it did establish mechanisms for incorporation, 
it reserved for the cabinet the authority to determine if a fi rm would be 
permitted to raise funds by issuing shares and to operate with limited lia-
bility. The impediments law of 1860 expanded discretionary po liti cal 
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authority over incorporation for many types of fi rms. Despite a secular 
decline in the costs of public borrowing, capital remained diffi  cult to ob-
tain in the private sector. Legislators and cabinet ministers from the Lib-
eral party sought to reduce the restrictiveness of these laws in the late 
1860s and 1870s. The levers of business regulation  were fi rmly in the 
hands of politicians, not the market, for six de cades  after in de pen dence. 
The passage of the companies’ law at the end of 1882 simply came too 
late to repair the economic rec ord of the Empire. In Brazil the very form 
of the fi rm that in the United States accounted for a growing share of in-
dustrial output was beyond the reach of entrepreneurs who did not en-
joy po liti cal  favor. The result was fi nancial underdevelopment.

Most arguments about the relationship between sovereign commit-
ment and successful fi nancial development draw heavily on the experi-
ences of North Atlantic economies. Drawing on the British historical 
experience, North and Weingast argued that po liti cal institutions that 
credibly commit the sovereign to repay debt also promote fi nancial de-
velopment. Imperial Brazil sharply diverged from this ideal. There was 
 little hint of broader fi nancial development more than a half  century  after 
the adoption of po liti cal institutions that committed the government to 
honor its debt. The very po liti cal institutions that worked so eff ectively to 
enhance sovereign creditworthiness fostered restrictive regulations 
that undermined the ability of fi rms and entrepreneurs to fl exibly choose 
the best or gan i za tional form for their businesses. In the absence of a cor-
porate charter, it was simply impossible to raise appreciable amounts of 
capital through the market. Financial development was not a refl exive re-
sponse to improved government creditworthiness. The connection be-
tween public fi nance and private capital market development depended 
on specifi c institutional details and po liti cal circumstances. Why  legal re-
strictions on incorporation  were not lifted before 1882 is a question of 
the Empire’s po liti cal history that remains to be more fully explored. But 
the apparent contradiction between a state that committed to a property 
right for its bondholders, yet at the same time hindered the mobiliza-
tion of capital for new enterprises, becomes more intelligible when one 
considers the public fi nance implications of the government’s discre-
tionary authority over incorporation. At moments when the government’s 
demand for funds increased or when it was at its external credit ceiling, 
restrictions on capital’s ability to fi nd entrepreneurial uses helped to 
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shake loose new domestic credit for the state. Restricted access to the cor-
porate form served as a rudimentary and blunt form of fi nancial repres-
sion. Up to 1850, when internal po liti cal instability posed a recurrent 
threat to the state, obstacles to incorporation meant that domestic wealth 
holders seeking additional investment opportunities steered part of their 
money to government debt. The decline in borrowing costs and renewed 
access to the London loan market at midcentury alleviated the state’s 
credit constraint, coinciding with a new and more liberal regime of in-
corporation  under the 1850 commercial code. Greater discretionary au-
thority over incorporation  after 1860 proved useful during the war, when 
the Trea sury hit its credit limit in London and the government’s demand 
for local funds spiked. The government’s return to the London market 
in 1871 provided new access to credit at nearly the same moment that nu-
merous new railroads needed to use the corporate form to raise their 
initial capital. Loosening restrictions on incorporation in the early 1870s 
required no changes in the law. This permissiveness did not last. Lower 
levels of corporate chartering activity in the late 1870s coincided with 
heavy government borrowing in response to the severe northeastern 
drought. The continued improvement in the government’s credit at home 
and abroad in the 1880s, with lower borrowing costs and a rapidly increas-
ing volume of loans, once again coincided with less restrictive incorpo-
ration.

The rough correlation between changes in the Trea sury’s demand 
for new funds and changes in access to the corporate form suggests a 
public fi nance motive for the state’s policy. Nonetheless, the barrier to 
entry created by restrictions on the corporate form was not without sup-
port in the market; it conferred highly valued benefi ts on incumbent 
fi rms. Financial repression in this form was consistent with the state’s 
fi scal needs. It was also consistent with rent- seeking be hav ior by privi-
leged companies. The coincidence of restrictive incorporation in the fi -
nancial sector on the one hand and the privileged standing of selected 
fi rms on the other can be illustrated by turning to the role of insiders in 
commercial banking.
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despite the decline  in the government’s own borrowing costs over 
the nineteenth  century, Brazil’s planters and entrepreneurs continued 
to pay high, even exorbitant, rates of interest to borrow. By the mid-  to late 
1870s the best rates  were those charged to coff ee planters in Rio de Janeiro, 
around 8  percent a year.1 This average was depressed by loans from the 
Banco do Brasil. The bank’s low rates  were not typical—it screened for 
high- quality borrowers, reducing its risk. Rates for coff ee planters in the 
Paraiba valley who had to borrow from merchants and other nonbank lend-
ers  were higher, between 8.8 and 11  percent per year. Outside of the core 
coff ee zone, borrowing was even more expensive. In 1873 the Banco Mer-
cantil da Bahia noted that farmers in the province  were paying 12  percent 
interest a year for their loans, most of which  were short term in nature.2 
Borrowers in Espírito Santo and Rio Grande do Sul similarly paid 10 to 
12  percent interest. Interest rates  were as high as 24  percent in Rio Grande 
do Norte, São Paulo, and Minas Gerais. In Pernambuco rates  were even 
higher than in Bahia, nearly 30  percent a year. In some places it was even 
worse. In the province of Paraiba the cost to borrow ran as high as 72  percent 
a year.3 Interest rates at that level, for all intents and purposes, rationed 
farmers out of the credit market. Almost no one could pay that much and 
remain in business. The government obtained money locally for as  little as 
5.7  percent. But for borrowers in the private sector capital was not cheap.

chapter seven

Concentration and Cronyism

commercial banking in rio de janeiro
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One feature that was common to many of the countries that had early 
revolutions in both public and private fi nance was the development of 
commercial banking. Commercial banks engaged in short- term lending 
and the discounting of bills. Banks complemented the securities markets 
that fi nanced the longer- term capital requirements of fi rms.4 One might 
expect banks to help fi ll the fi nancing void in Imperial Brazil, where the 
institutional environment disfavored access to equity investment via 
limited liability incorporation. Yet more than six de cades  after in de pen-
dence, Brazil’s banking sector remained small and concentrated. The few 
commercial banks that operated during the Imperial era  were wholly 
inadequate for the purpose of fi nancing modern economic growth. 
Barriers to entry in commercial banking compounded the debilitating 
consequences of restrictions on incorporation.

One possi ble explanation for the small size of the banking sector— 
and the one that is stressed here—is the role of po liti cal barriers to en-
try. An alternative view is that such barriers  were not decisive. In this 
view low demand for fi nancial ser vices limited the number of banks. 
Since Brazil had a  simple economic structure, other intermediaries, such 
as coff ee factors and merchants, could satisfy much of the real sector’s 
fi nancial needs. The dearth of banking was a result, not a cause, of un-
derdevelopment. The prob lem with this view is that Brazilian agriculture 
required more credit than could be supplied by just a few banks. The scale 
of the coff ee sector alone was huge. Planting was a multiyear investment 
prob lem that required short- term credit as well as longer- term loans. 
Because the basic  labor costs for an appreciable share of the workforce  were 
fully capitalized as the prices of slaves, the need to fi nance  labor acquisition 
would have further raised loan demand. Foreign trade, which grew larger 
de cade over de cade, also required sources of credit. Yet the banking sector 
was per sis tently small, and interest rates  were remarkably high. Given that 
the basic ser vices that commercial banks supplied  were used intensively, it 
is unlikely that a lack of demand for banking ser vices explains the small 
size of the commercial banking sector. Instead, institutional features, 
underpinned by fi scal needs and par tic u lar po liti cal interests, helped to 
restrict entry and kept the number of joint- stock banks low.

All of the restrictions that banks faced in Brazil  were the result of 
the nearly total concentration of authority in the hands of the central gov-
ernment. Extreme administrative, regulatory, and po liti cal centralization 
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heavily limited the accountability of policy makers to the broader class 
of citizens with commercial interests. The retention of authority over 
bank entry at the highest level could be useful in some respects but 
highly detrimental in  others. For example, the government’s del e ga tion 
of monetary authority to the new Banco do Brasil was designed to increase 
credit while helping to provide a stable currency. Yet the 1860 law requir-
ing full gold backing for banknotes eff ectively eliminated banks of issue 
other than the Banco do Brasil. The cabinet subsequently required me-
ticulous review of every petition to create a com pany. Conducted by the 
emperor’s Council of State, the review made the pro cess of obtaining a 
bank charter more arbitrary and ineffi  cient. Appointed for life, the coun-
cilors had no electoral connection to entrepreneurs, and a negative opin-
ion from them virtually guaranteed that the pro ject would not receive 
legislative sanction. More generally, the limited po liti cal accountability 
of policy makers to constituents in need of banking ser vices is known to 
stymie fi nancial development, precisely because it tends to restrict entry 
of new banks into the market.5

Ironically, the same po liti cal centralization that allowed the state to 
extract taxes eff ectively and to po liti cally commit to ser vice its debt also 
accounts for an array of formal and informal barriers to bank entry. The 
result was commercial bank concentration, market power, high interest 
rates for borrowers, and high bank profi ts. Worse still, the rent- seeking 
opportunity this institutional arrangement created meant that the restric-
tions on entry took on a self- enforcing quality. Groups that  were already 
well established in banking had incentives to support entry barriers on 
fi rms that would become competitive rivals. In Rio de Janeiro the wealthy, 
well- connected individuals involved in commercial banking  were, in ef-
fect, privileged incumbents in a setting in which aspiring banks could 
be refused entry by being denied limited liability incorporation. The pre-
vailing restrictions on bank creation reduced the level of competition 
and allowed existing banks the opportunity to garner economic rents— 
profi ts beyond those that could be secured in a competitive market—on 
their lending activities.

There is no evidence that these banks or ga nized an overt lobby or 
interest group to steer policy  toward barring new entry. Rather, incum-
bent banks individually secured their position by appointing prominent 
politicians as bank directors (or by other wise establishing close ties with 
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statesmen), often when they  were still sitting offi  ceholders in the national 
government. This par tic u lar form of political- fi nancial cronyism rein-
forced the institutional obstacles to entry in banking. Limits on entry 
kept the bulk of banking assets concentrated among relatively few banks 
and allowed incumbent banks to generate higher returns, on average, to 
their investors than a more competitive environment would have permit-
ted. The resulting underdevelopment of credit markets meant that Bra-
zilians taking loans,  whether from banks or private parties, faced high 
borrowing costs.

This chapter assesses the evolution of joint- stock commercial bank-
ing in Rio de Janeiro. The fi ndings occupy fi ve sections. The fi rst high-
lights general issues in the relationship between banking and fi nancial 
development and sketches the principal activities of Rio’s joint- stock 
commercial banks. The second turns to the role of government in bank-
ing. Section three pre sents original indicators of fi nancial underdevelop-
ment, using evidence from private loan contracts and the structure of the 
banking sector. Section four examines the direct connections between 
bankers and politicians to illustrate the nature of fi nancial cronyism. 
Section fi ve tests the hypothesis that the largest bank in a highly concen-
trated market had per sis tently high profi ts. A sixth section considers 
the reforms of the late 1880s in light of the Empire’s decades- long re-
strictions on banking, while the fi nal section concludes.

WHAT BANK S DID

In the nineteenth  century banks had several ways to create credit. One 
was to lend the money pooled by equity investors directly to borrowers. 
A second was to make loans using a portion of deposits. A third was to 
make loans by issuing banknotes, if permitted to do so by government. In 
varying degrees banks in Imperial Brazil did all of these things. Lending 
most often took the form of the bank discounting commercial paper, which 
involved the purchase of short- term loans held by other creditors, often 
merchants or retailers, and then holding the note  until it matured. Long- 
term loans by Rio banks  were so rare as to be nearly non ex is tent early 
on, appearing only with the creation of specialized mortgage banking 
in the late 1860s. Even the rapid expansion of the banking sector from late 
1889 into the early 1890s was not accompanied by a sudden shift to long- 
term bank lending. Deposit banking was similarly modest.6 Lending by 
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issuing banknotes was sporadic. With the exception of the periods 
1808–29, 1853–66, and 1889 only the Trea sury issued currency that was 
 legal tender.

The joint- stock banks in Rio de Janeiro  were of two types: commer-
cial and mortgage. Initially, commercial banks issued notes, even when 
they  were not chartered as banks of issue. These notes took the form of 
vales, which  under the law  were valid for only a brief period. During pe-
riods of limited liquidity vales often remained in circulation beyond the 
 legal limit. Before 1866 a few commercial banks also garnered the privi-
lege of issuing longer- term banknotes. The Banco do Brasil began in 1853 
with a mono poly of note issue. Other banks, including the Banco Com-
mercial & Agrícola and the Banco Rural & Hypothecário in Rio de Janeiro, 
along with the Banco de Pernambuco, Banco do Maranhão, and the 
Banco da Bahia, issued notes through a series of cabinet decrees in 1857 
and 1858.7 The government blocked new issues of notes in 1860, and in 
1862 restored the Banco do Brasil’s mono poly of issue,  until the Trea-
sury reclaimed the sole right to issue currency in 1866 during the war 
against Paraguay.

The most common line of business in commercial banking involved 
several  diff erent forms of short- term fi nance. The array of banking ser-
vices in the 1880s was fairly typical of the period that began in the early 
1850s. The second Banco Commercial was or ga nized in 1866 and resem-
bled a high- end pawnshop in certain respects. It advertised itself as a bank 
that “discounts Trea sury bills, and those bills of banks and the market; 
makes loans against apólices, the stocks of banks and companies, gold, 
silver, and diamonds, goods, and commercial bills; and provides mortgage 
loans for urban buildings in this city.” The En glish Bank of Rio de Janeiro 
listed ser vices involving nearly every fi nancial instrument and brokerage 
transaction imaginable  under the commercial code. These included the 
“discount [of drafts]; pays interest on current deposits; emission of special 
credit on money deposited or guaranty; emission of credit on the principal 
markets of Eu rope; transfers funds in foreign markets; contracts and pur-
chases of foreign exchange; purchase and sale of precious metals,” along 
with “the purchase and sale of any securities, including apólices, shares of 
banks and companies,  etc., and accepts the collection of drafts, reception 
and payment of interests and dividends, and money transfers, at reason-
able commissions,  etc.,  etc.” 8
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Mortgage banking was less common than short- term lending against 
collateral and the discount of commercial paper. Dedicated mortgage 
lending was fi rst introduced in 1866 with the creation of the mortgage 
account within the Banco do Brasil.9 With the exception of the Banco do 
Brasil, the banks specializing in mortgages  were barred from engaging 
in other types of lending and commercial banking operations. The few 
mortgage banks in existence provided long- term fi nancing, but only for 
the most creditworthy members of the planter class and urban property 
 owners. The Banco de Crédito Real do Brazil made “mortgage loans on 
urban and rural properties,” while the Banco Predial “made loans in 
mortgage bonds, for mortgages on rural and urban properties,” for peri-
ods from ten to thirty years.10

GOVERNMENT AND BANKING

The special importance of banks in fi nancial development has long oc-
cupied the interest of scholarly investigators. While there may still be no 
consensus on the strict necessity of banking for fi nancial development, 
there is  little disagreement about what banks can contribute.11 The po-
tential of banks to boost fi nancial development rests with their ability to 
mobilize savings and allocate credit, matching savers and borrowers in 
a way that properly accounts for risk. To the extent that banks could mo-
bilize capital more eff ectively by being larger, joint- stock banks had par-
ticularly high potential. By creating a joint- stock bank, a potentially large 
number of investors could pool capital, which then could be used to grant 
loans to entrepreneurs and other borrowers. For relatively backward econ-
omies, Gerschenkron famously stressed the role banks could play as sub-
stitutes for both securities markets and self- fi nancing on the part of 
industrial entrepreneurs.12 Universal banking of the type found in Ger-
many, by way of example, did partly substitute in a direct fashion for se-
curities markets, providing long- term lending to companies.13

Still, bank credit need not take the form of long- term loans, and long- 
term lending was not a necessary condition for banks to play an im por-
tant fi nancial role. Even the seemingly modest contributions by banks 
engaged principally in short- term lending served a valuable function for 
merchants, planters, and entrepreneurs. Irrespective of the size or dura-
tion of loans, banks contributed to effi  ciency by screening borrowers for 
quality, in terms of their likelihood of repayment. Repayment of private 
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sector loans depended on the viability of the pro ject the entrepreneur un-
dertook. Banks performed a valuable risk management function, taking 
care to preserve the capital of equity shareholders by lending prudently. 
It was the banks’ risk management role that made them an im por tant 
source of productivity in fi nancial intermediation. While banking varied 
in its relative importance to overall fi nance across countries and over 
time, in every case where banks  were permitted to operate, and operated in 
a legitimate fashion, they proved to be valuable fi nancial intermediaries.

The Empire’s dearth of joint- stock commercial banks was one of sev-
eral obstacles to long- term lending. Property rights complicated long- 
term mortgage lending. Debtor rights  under the law  were strong, which 
exacerbated credit rationing. Foreclosure on a farm in the case of nonper-
for mance involved a  legal pro cess of forced adjudication, potentially 
costing the creditor more than the collateral pledged against the debt was 
worth.14 This in turn made it diffi  cult for borrowers to collateralize as-
sets (especially land), left lenders vulnerable to ex post opportunism on 
the part of the borrowers, and undermined long- term agricultural lend-
ing.15  Unless a borrower obtained a loan from the specialized mortgage- 
lending department of the Banco do Brasil or one of the few other 
mortgage lenders, long- term borrowing secured by real property was 
nearly impossible to obtain. Even if a borrower was able to gain access to 
shorter- term credit they still encountered high interest rates. For exam-
ple, in 1873 the Banco Mercantil da Bahia expressed an interest in en-
gaging in rural mortgage lending, noting that farmers in the province 
 were paying as much as 12  percent interest a year for their loans, most of 
which  were short term in nature.16

The main prob lem was that the only way to incorporate as a joint- 
stock bank was to fi rst obtain permission to do so from the central gov-
ernment. Brazilian policy  toward banking was similar to that found 
during the period 1844–57 in  England, when commercial bank entry was 
restricted by law. Yet these thirteen years in  England  were an interreg-
num in an era of growing liberality that allowed commercial bank entry 
on a large scale.17 In Brazil, by contrast, the sorts of restrictions that pre-
vailed in  England for less than a de cade and a half characterized most of 
the nineteenth  century. There was a public fi nance logic underpinning 
the government’s heavy control of joint- stock banking. This does not 
mean that the government was opposed to banking. It needed at least 
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some banks to facilitate its domestic borrowing. The pre- independence 
creation of the fi rst Banco do Brasil is the country’s earliest example. Be-
tween 1809 and 1829 the government’s reliance on the bank to fi nance 
public expenditures left Brazil with an inconvertible currency and a hefty 
portion of its early public debt.18

 After the expiration of the fi rst Banco do Brasil’s charter, a handful 
of commercial banks, including one in Rio de Janeiro, the Banco Com-
mercial,  were permitted to operate.19 Lending to government by the 
new Banco do Brasil in the 1850s was conditioned on profi t- generating 
privileges for the bank. The very basis of the new bank’s existence in the 
1850s was an exchange of favors between the bank’s investors and the 
government.20 The bank agreed to help the government retire old paper 
currency, replacing it with the bank’s own notes that  were backed by 
gold. Replacement of the old notes was to take place at a rate of 2 mil-
lion milréis per year,  until a total of 10 million milréis had been retired, 
thereby providing an interest- free loan to the government.21 In return 
the government conferred on the bank a mono poly of banknote issue, 
with the Trea sury giving up the right to issue any additional paper cur-
rency. Such privileges necessarily implied government- imposed limita-
tions on entry by rivals for at least some of the bank’s activities. Many 
policy makers viewed banks, especially those issuing notes, as sources 
of potential instability in money markets and markets for foreign ex-
change.22 The periodic appearance of commercial crises in Rio served 
for contemporary critics as evidence of the excessive risk to stable money 
markets that banks of issue posed. Because public-sector domestic borrow-
ing and the Trea sury’s cost of external debt ser vice depended in part on 
favorable conditions in these same money markets, fi nancial crises and 
exchange- rate fl uctuations implied costs to the government. Taken to-
gether, these factors meant that most policy makers  were generally 
predisposed to exercise heavy controls on entry by large banks.

The institutions that governed the creation of Brazil’s joint- stock com-
mercial banks  were the provisions of the body of commercial law dis-
cussed in chapter 6. Government regulation of bank entry passed through 
four distinct phases  under the Empire, phases that corresponded to the 
broader restrictions on incorporation. The fi rst phase was characterized by 
very low entry, since there was no standing  legal provision for joint- stock 
bank formation before 1850. A few joint- stock banks began operation in 
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the 1830s, but they did not enjoy limited liability. The second phase began 
with the adoption of the fi rst commercial code in 1850, which permitted 
the formation of limited liability joint- stock banks  under restrictive terms 
(see chapter 6) and assigned the authority to grant bank charters to the 
parliament and cabinet. The third phase, beginning in 1860 and continu-
ing through 1882, was more restrictive still, since joint- stock banks re-
quired the approval not only of the parliament and cabinet but also of the 
emperor’s Council of State. The fourth phase saw a reduction of restric-
tions  after 1882, but even then any bank seeking to issue notes required 
high- level government approval to operate.

Before 1850 the only basis for creating a joint- stock bank was by spe-
cifi c government decree. On an exceptional basis several banks, usually 
one in each of the major port cities involved in overseas commerce,  were 
permitted the joint- stock form in the late 1830s.23 The adoption of the 
commercial code in 1850 established the fi rst general provision for joint- 
stock banks. Like other sociedades anônimas, however, banks could or ga-
nize only with the approval of the cabinet. The even more restrictive law 
of 1860 retained this provision and added to it one by which banks could 
issue notes only if they adhered to convertibility in gold at a ratio of one 
to one.24 Moreover,  under the 1860 law, approval from the parliament, not 
just the cabinet, was required to create any bank that issued notes, vales, 
or any similar sort of monetary instrument that could substitute for 
currency.25

Though the reform of 1882 made incorporation a  simple adminis-
trative procedure, the government’s role in bank entry was not eliminated. 
The 1882 law maintained the restrictive provisions of the law of 1860 in 
specifi cally limiting entry by note- issuing banks. These continued to re-
quire parliamentary approval.26 The 1882 law also maintained tight con-
trol over mortgage- lending banks (bancos de crédito real), which  were 
potentially im por tant sources of long- term credit.27 The last major 
changes in banking regulations  under the Empire came nearly at the end, 
from November 1888 to July 1889. In an eff ort to shore up po liti cal sup-
port for the constitutional monarchy in the wake of slavery’s abolition, the 
government implemented several reforms that sharply boosted the role 
of banking in private sector fi nance. The fi rst was a provision to permit 
multiple banks of issue for the fi rst time since 1862.28 The second was a 
large subsidy program to encourage banks to engage in mortgage lending 
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to rural producers, concentrated heavily in coff ee- growing regions where 
the wealth of planters had been most adversely impacted by the abolition 
of slavery.29

From its creation  until late 1889, the Banco do Brasil enjoyed special 
status in one way or another. There  were limits on its infl uence and role, 
however. When it did have the privilege of issuing notes it only rarely 
maintained strict convertibility in gold. To support its issue of currency, 
the bank maintained a reserve of gold and Trea sury bills and could choose 
at its discretion which of the two it used to redeem its own notes. The 
decree authorizing the bank permitted it to issue notes on its reserves at 
a generous ratio of 2:1. At vari ous points between 1854 and 1866 the bank 
was allowed to issue at the even higher rate of 3:1, depending on the tight-
ness of the Rio money market. At these ratios the value of the privilege 
to issue was high, even when the issue required backing in gold.30 The 
war with Paraguay led the government to reclaim its power to issue cur-
rency in 1866, which it then monopolized  until late 1888. The reworking 
of the Banco do Brasil’s statutes with the government in 1866 led to the 
creation of the special mortgage section with its own capital account, from 
which the bank would make long- term loans, mainly to planters in the 
coff ee zone.

The bank did not have an exclusive arrangement with the govern-
ment to  handle public debt accounts. It almost captured the lion’s share 
of the government’s domestic debt servicing operations in the late 1870s. 
The barão de Cotegipe, in his capacity as fi nance minister, proposed in 
1877 a new internal debt- servicing arrangement to reduce the cost of staff -
ing the Caixa de Amortização and to place the logistics of debt ser vice 
on a footing similar to that found in  England.  Under this arrangement 
the Banco do Brasil would have been responsible for retiring each year a 
portion of the banknotes in circulation with its own resources. In return 
it would have handled the annual retirement of a portion of the apólices 
in circulation and then used the interest paid by the government on the 
retired apólices to take more banknotes out of circulation.31 A similar pro-
posal appeared a  couple of years  later when the  future visconde de Ouro 
Preto did his fi rst stint as fi nance minister.32 Neither proposal was ever 
implemented. The Trea sury did open a deposit account in the Banco do 
Brasil by 1879, where it parked its surpluses. The bank also undertook for-
eign exchange operations on behalf of the Trea sury, to which the fi nance 
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minister attributed part of the improvement in the sterling value of the 
milréis in 1879.33

No bank enjoyed continuous direct subsidy from the government. It 
was privilege that boosted the fortunate banks. Mortgage banks, for ex-
ample,  were uniquely permitted to issue so- called mortgage bonds to help 
fi nance their long- term lending. These bonds did not securitize  actual 
mortgages. On the contrary, they  were the currency in which loans  were 
extended. Borrowers then had to sell them in the market at a discount to 
raise cash.34 Although the typical mortgage came due  after just a few 
years, the banks issuing the mortgage bonds borrowed even longer and 
as a result did not have to fully commit their own equity to engage in lend-
ing. Exceptional government support of banks was apparent, to varying 
degrees, during the three crises that rocked Rio’s fi nancial sector in 1857, 
1864, and 1875. The 1875 crisis involved by far the greatest degree of gov-
ernment assistance. The fi rst great depression began in 1873 but took 
nearly two years to register an impact on the fi nancial markets in Brazil. In 
1875 several private banking  houses, along with the Banco Nacional, be-
came insolvent and suspended withdrawals by depositors and payments 
to creditors.35 The Banco Nacional, along with Mauá’s large private bank, 
 were both liquidated as a result of the crisis.36 These two failures did 
not mean, however, that the government pursued a policy of benign ne-
glect. It had more pressing concerns, especially with res pect to the con-
dition of the Banco do Brasil. The government’s response to the crisis 
took several forms. First the Banco do Brasil and then the government 
issued advances to fi nancial institutions that  were seen as salvageable. 
Over a period of four months the government extended a total of fi fteen 
loans to three banks for slightly more than 16 million milréis. The bank 
repaid these loans gradually over the next nine months.37 The three banks 
that received the support in turn extended new credit to clients, limiting 
the numbers of failures by other fi rms.

The Imperial government needed banks to help meet its own needs. 
It was not heavily dependent on commercial banks as a fi nal market for 
its bonds. But the fi nance ministry still found banks quite invaluable for 
subscribing new issues, allowing the government to more easily place its 
short- term bills and long- term bonds in the market. Indeed, the banks’ 
role in issuing new debt was more crucial than the role they played as hold-
ers of government bonds. Relatively few of the commercial and discount 
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banks that reported their operations for 1873 listed bonds of the National 
Loans or apólices in their portfolios. The chief exception was the Banco 
do Brasil, which, between its combined commercial and mortgage sec-
tions, held nearly 22 million milréis of 6  percent apólices and almost 2.5 
million milréis of the National Loan of 1868. With total assets of 90.5 
million milréis, government securities accounted for more than a quar-
ter of the bank’s portfolio. The apólices corresponded to nearly two- thirds 
of all 6   percent apólices in the hands of establishments and organiza-
tions, but only around 8.5   percent of all 6 percents in circulation. The 
portion of the National Loan that the bank held in 1873 was nearly identi-
cal, at 8.6  percent of the bonds outstanding. Of twenty- six other banking 
establishments throughout Brazil, only four reported holding Imperial 
bonds: the Banco Nacional in Rio (around 1 million milréis in apólices), 
Banco de Campos (31 thousand milréis), Banco Mercantil da Bahia (822 
thousand milréis), and the Caixa de Economias da Bahia (33 thousand 
milréis). All told, these accounted for less than 2 million milréis of all 
government- issued securities in circulation. Among the twenty- six banks 
 were four foreign- owned banks— the New London and Brazilian Bank, 
the En glish Bank of Rio de Janeiro, the Banque Brésilienne- Française, 
and the Deutsch Brasilianische Bank— none of which enumerated 
apólices in their portfolios.38 The large domestically owned commercial 
banks also structured and placed a number of issues for provincial govern-
ments. The Banco Commercial of Rio, for example, supplied loans for 
the province of Sergipe, while the Banco do Commércio similarly loaned 
money to the provincial government of Minas Gerais.39

MARKE T CONCENTR ATION AND BORROWING COS TS

Two basic tests are suffi  cient to illustrate the very limited extent of private 
fi nancial development in Imperial Brazil. The fi rst derives from original 
research fi ndings on private sector lending in Rio de Janeiro, using loan 
contracts recorded in Rio’s notary offi  ces.40 If the institutions that credibly 
committed the state to debt repayment improved private fi nance in the way 
that North and Weingast argued, one would expect private borrowing rates 
to fall in Brazil in the same way government borrowing costs did. Yet over 
the course of the nineteenth  century interest rates for private loans in Rio 
de Janeiro remained high. They declined in the late 1860s but convergence 
on the government’s borrowing costs was so slow as to be negligible.
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Figure 7.1 pre sents the average annual rate of interest on private lend-
ing contracts recorded in the city from 1835, when usury limits  were re-
moved, to 1889. Interest rates on these loans  were considerably higher 
than those on government bonds. The average spread between private 
market interest rates and the government’s cost of capital was some 580 
basis points.41 Changes in private borrowing costs  were not wholly di-
vorced from the state’s cost of capital, even if their respective levels  were 
quite  diff erent. Private rates on borrowing from 1835 through 1843 gen-
erally followed the upward trend of apólice yields and then similarly de-
clined through the early 1850s. Mortgage interest rates  rose between 1855 
and 1860 along with apólice yields and then fell slightly. The most strik-
ing divergence between the two series came during the war against 
Paraguay, when apólice yields jumped while mortgage rates extended 
and even accelerated their prewar decline.42 One would not expect 
mortgage interest rates to fall in the midst of a major war. But the 
decline came right  after the Banco do Brasil established its mortgage- 
lending section, which consistently charged lower interest rates than 
other banks. Even then average mortgage interest rates  were per sis tently 
higher than the government’s cost of capital. By 1885, when yields on 
long- term government debt  were well below 6  percent in both Rio de 
Janeiro and London, average mortgage interest rates in Rio de Janeiro 
 were still at 10  percent.

figure 7.1   Average interest rates on private lending, Rio de Janeiro, 1835–89
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The second indicator of fi nancial underdevelopment was the high 
degree of market concentration of commercial banks in what was other-
wise a reasonably competitive activity. Private banking  houses and mer-
chant lenders  were relatively numerous in Rio. The main barrier to 
entry in private banking was simply having some money to lend.  Table 7.1 
provides an overview of the commercial banking sector in the city from 
1855 to 1888.43 Several features shown in the  table stand out. The fi rst is 
the slow rate of new entry. New banks appeared on the scene only occa-
sionally. And not all of them survived. The 1850s was a transitional de-
cade, one in which the near mono poly held by the original Banco 
Commercial was eroded with the entry of Mauá’s Banco do Brasil in 1851. 
Mono poly was then briefl y restored by the government- mandated fusion 
of the two banks into the third Banco do Brasil in 1853. The appearance 
of two other sizeable commercial banks, along with Mauá’s new transat-
lantic banking partnership, increased competition somewhat during the 
de cade. The 1860s witnessed the creation of only one domestic commer-
cial bank but saw the arrival of two new British banks, which  were free-
standing companies or ga nized in London. Four new domestic banks and 
two more foreign banks appeared on the scene in the 1870s. The crisis of 
1875 resulted in the demise of three of the joint- stock banks, along with 
Mauá’s partnership bank. Thanks partly to the newly reformed compa-
nies law at the end of 1882, the 1880s saw another uptick in entry, though 
none of the new banks  were large by local standards. Overall, foreign 
fi rms played a relatively minor role in Rio commercial banking. From a 
peak of nearly 30  percent of joint- stock commercial banking assets in 
1865, the relative position of foreign banks fell to less than 10  percent of 
assets by 1885. Throughout the Second Reign the vast bulk of Rio’s com-
mercial banking assets came from domestic sources.

Despite the overall expansion of banking assets, which was stron-
gest in the 1880s, the commercial banking sector remained relatively 
small and highly concentrated through the  later de cades of the Empire. 
 Table 7.1 reports the share of total banking assets held by each bank. 
The assets of the banking sector grew more than sixfold between 1855 
and 1889. The magnitude of this increase seems large,  until one consid-
ers that the level of joint- stock banking assets in existence at the start 
of the period was very low. The sector grew from only three commer-
cial banks in 1855 to some fi fteen by the eve of the banking reform of 



 Table 7.1
Share of Commercial Banking Assets, by Bank, Rio de Janeiro, 1855–88

bank 1855 1860 1865 1870 1875 1880 1885 1888

Banco do Brasil 0.6 0.558 0.590 0.511 0.375 0.512 0.434 0.387
Banco Rural e Hypothecário 0.273 0.145 0.117 0.188 0.083 0.081 0.077 0.064
Banco Comercial e Agrícola 0.187
Banco Comercial do Rio de Janeiro 0.135 0.156 0.103 0.118 0.125
Banco Nacional de Depósitos e Descontos 0.118
Banco Industrial e Mercantil 0.097 0.041 0.032 0.026
Banco Predial 0.020 0.040 0.053 0.044
Banco do Comércio 0.051 0.052 0.047 0.061
Banco Auxiliar 0.003 0.004
Banco de Crédito Real do Brasil 0.079 0.093
Banco de Crédito Real de São Paulo 0.044 — 
Banco União do Crédito 0.010 0.012
Banco União dos Lavradores 0.009 0.000 0.000
Banco del Credere 0.016
Banco Internacional do Brasil 0.085
Mauá, Macgregor e Cia.* 0.127 0.110 0.040
London and Brazilian Bank* 0.141 0.050 0.054 0.086 0.056 0.036
Brazilian and Portuguese Bank* 0.112 0.116 0.045 0.075 0.046 0.031
Brasilianische Bank fur Deutschland* 0.017
Real total assets (millions of milréis) 94.0 136.5 186.7 190.6 249.0 314.6 494.5 603.1

* Foreign- owned bank or foreign- partnered bank.
Note: Two foreign joint- stock banks  were so short- lived that they do not appear in the  table: the Banque Brésilienne Française (1872–75) and the Deutsch Brasil-
ianische Bank (1873–75). The Banco de Crédito Real de São Paulo was a mortgage bank in São Paulo with offi  ces in Rio de Janeiro.
Sources: Most of the asset fi gures come from balance sheets in the semester and annual reports of banks. For years in which no published report to shareholders 
has survived, end- of- year balance sheets are taken from the Jornal do Commércio and the Diário Offi  cial do Império. For additional information on the data, 
see appendix II.
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24 November 1888. Over the same interval fi ve other banks had failed. 
The most salient feature of the evolution of commercial banking sketched 
in  table 7.1 is the per sis tent leadership of the Banco do Brasil, the domi-
nance of which continued well  after the loss of its note- issuing authority 
in 1866. Most joint- stock banks remained small by comparison over the 
Second Reign. By 1888, when the bank’s share had shrunk to less than 
40  percent of total Rio commercial bank assets, the next largest bank still 
had only one- third of the assets of the Banco do Brasil.

The large share of banking assets held by one fi rm and the small 
number of banks overall meant there was a per sis tently high degree of 
concentration of commercial banking. High concentration did not indi-
cate merely the low overall level of banking development. It further sug-
gests a potentially large degree of pricing power and screening of lenders 
by the banks operating in the market for loans. The most common 
mea sure of the degree of market concentration used by investigators is 
the Herfi ndahl index, which takes into account each fi rm’s market 
share of activity. The version of the index employed  here is the sum of the 
squared shares of total banking assets accounted for by each bank, for 
a given  year:44

Ht = ∑Sit
2 .

Two qualifi cations are warranted when interpreting this mea sure of con-
centration. The fi rst is that contemporary statements of banking assets 
are intrinsically inaccurate, as a result of the leeway banks enjoyed in their 
ability to place certain items on their balance sheets. The asset statements 
frequently include a number of categories that may have been exagger-
ated in value. This was particularly the case with unissued equity shares, 
which some banks carried on their balance sheets for years on end. Gross 
banking assets are thus at best a rough indicator of the size of the bank’s 
activities.  Under the assumption that the risk of accounting distortions 
was roughly equal across banks, the mea sure of concentration is unbi-
ased.

The second caveat is that the validity of the concentration index as 
an indicator of potential market power varies with the manner in which 
the market is defi ned. A market with only one active fi rm but a strong 
competitive fringe of potential entrants is contestable. The market’s Her-
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fi ndahl index indicates pure mono poly, yet because rivals can readily 
contest the fi rm’s position, it prices its output as if the market was more 
competitive. Though commercial banks in Rio de Janeiro faced relatively 
 little threat of much entry by other large joint- stock banks, precisely 
because of the restriction imposed by law, they certainly confronted a 
competitive fringe of lenders. These consisted of private banking  houses, 
coff ee factors, merchants, and even private parties. It is doubtful, how-
ever, that these other lenders  were competing for the same customers 
or loans. Commercial banks lent money at lower rates of interest, on 
average, than private banks because commercial banks had greater re-
sources to lend and  were also able to screen their borrowers meticulously. 
Dealing principally with high- quality customers put commercial banks 
in competition with each other, but given that there  were so few of them, 
the market could hardly be characterized as fully competitive.

Conventional standards for assessing market concentration defi ne a 
Herfi ndahl index between 0.15 and 0.25 as revealing a moderately concen-
trated market and any mea sure in excess of 0.25 as highly concentrated.45 
Figure 7.2 pre sents the Herfi ndahl indices for the joint- stock commer-
cial banking sector in Rio de Janeiro from 1855 through 1888. At every 
point in time Rio banking exhibited substantial opportunities to exer-
cise market power. In 1850 there was only one joint- stock bank in Rio de 

figure 7.2   Herfi ndahl index of market concentration among commercial 
banks, Rio de Janeiro, 1855–88
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Janeiro— the concentration ratio was one. It took relatively  little entry to 
reduce the ratio; by 1855 it had fallen below 0.5. From these extreme levels 
early on to the reduced ratio of 0.2 in the 1870s and 1880s, concentration 
persisted. Though it clearly declined as new banks  were allowed to enter 
the market, the very large share of all joint- stock bank assets controlled by 
the Banco do Brasil and the relatively small number of banks overall 
kept market concentration high.46

CONNEC TIONS AND CRONYISM: BANKER S ,  BUSINE SSMEN, 

AND P OLITICIANS

Brazil’s propensity to a small, concentrated banking sector stemmed log-
ically from the po liti cal centralization that restricted the possibility of 
provincial initiatives in joint- stock banking and made possi ble repressive 
laws on entry that applied nationwide. Because the central government 
monopolized the authority to approve joint- stock banks, provincial 
governments could not craft their own banking policies. The banks 
chartered by the central government faced  little competition. And the 
incumbent banks themselves had an obvious interest in limiting entry 
as well. One strategy for protecting a bank from rivals was to secure its 
infl uence in the policy- making arena by including infl uential men on the 
board of directors. Directorships of Rio’s commercial banks exhibited two 
especially im por tant types of connections. One was a tie among highly 
prominent individuals within the commercial and fi nancial community. 
Yet this approach to limit entry went beyond simply recruiting well- 
connected business fi gures as directors. In eff ect, it involved a more di-
rect form of cronyism, as current offi  ceholders in the national government 
served on bank boards while still involved in the elaboration of policies 
and legislation. Sitting offi  ceholders rarely occupied the bulk of the di-
rectors’ seats in banks. The majority of bank directors  were, as one would 
expect, key investors and major fi nancial fi gures, many having built on 
successful careers as merchants. But politicians nonetheless appeared as 
bank directors in Rio with regularity. In addition to appointing po liti cal 
offi  ceholders as directors, many banks  were tied to prominent policy mak-
ers via other business linkages, by kinship, and through friendship. The 
direct ties identifi ed  here are meant to be illustrative and are no doubt 
understated mea sures of the extent to which political- fi nancial connec-
tions in Rio’s lending banks had infl uence on the possibility of entry.
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The community of corporate directors in Rio de Janeiro, especially 
in fi nance, was not especially large. Multifaceted ties within the broader 
commercial community marked the directorship of the Banco do Brasil 
from the outset.47 Of the bank’s fi fteen original directors, two held the 
title of conselheiro, and at least nine  were registered with the board of com-
merce  under vari ous categories: “capitalists,” consignment brokers, fac-
tors (commission agents), freight forwarders and expediters, or other wise 
generically as merchants. A number of the directors came directly from 
the two banks that  were fused into the Banco do Brasil. Among these was 
Mauá, who also was the president and or ga niz ing force  behind numer-
ous other companies, including the Petrópolis railroad, a streetcar 
com pany, an iron foundry, the Amazonas Navigation Com pany, and the 
Central Colonization Com pany.48 Another director coming from the orig-
inal Banco Commercial was José Carlos Mayrink, who would  later serve 
as president of the new Banco Commercial at its founding in 1866. He 
was the  father of Francisco de Paula Mayrink, who would become one of 
late- nineteenth- century Brazil’s most prominent businessmen.49 João 
Francisco Emery had been president of the Banco Commercial and was 
also director of the Phenix Fluminense insurance fi rm. The directors 
Balthazar de Abreu e Souza and Joaquim José do Santos Ju nior had sim-
ilarly been offi  cers of the fi rst Banco Commercial, and the latter was a 
director of the Argos Fluminense insurance com pany.

These sorts of business connections  were not limited to the directors 
of the Banco do Brasil. Interlocking ties among the boards of directors 
of other banks and companies  were common. Themistocles Petroco-
chino, one of the founding directors of the Banco Nacional, was regis-
tered as a merchant, had also been a director of the Banco do Brasil, and 
was a founding director of the Macaé- Campos railroad.50 Another direc-
tor of the Macaé- Campos railroad, Manoel Alves de Souza Pinto, was a 
founding director of the Banco Industrial e Mercantil.51 The president of 
the Banco do Commércio (established in 1874) was Henrique Corrêa 
Moreira, who was also president of the Integridade insurance com pany.52 
The Banco Commercial e Agrícola had as one of its founding directors 
in 1858 Francisco de Assis Vieira Bueno, an attorney by training who in 
1865 became the president of the Banco do Brasil.53

It is in no way unexpected that successful merchants and fi nanciers 
 were involved as founding directors of Rio’s banks. And it would be 
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surprising to not fi nd multiple connections among bankers and other 
businesses. What is more revealing, in terms of safeguarding the privi-
leged position of joint- stock banks in the market, are the banks’ indirect 
and direct po liti cal ties. Offi  ceholders fi gured prominently on corpo-
rate boards of banks (and often of companies as well). Serving as a bank 
director was no obstacle to holding public offi  ce. The blatant confl ict 
between the private and public interest of such connections was not a 
concern in Brazil’s electoral laws. Several examples serve to illustrate 
the cronyism between banks and politicians. The most po liti cally well- 
connected bank was, unsurprisingly, the Banco do Brasil.  Under its stat-
utes and the law, the government named the bank’s president during the 
period in which the bank enjoyed the power to issue currency. The fi rst 
president of the newly merged bank in 1854 was João Duarte Lisboa Serra. 
Given the government’s role as overseer of the bank, it seems straightfor-
ward that Serra was also a politician and sitting offi  ceholder, a member 
of the chamber of deputies representing the province of Maranhão. In 
the early 1860s the bank’s president was Cândido Baptista de Oliveira, 
an Imperial senator and member of the emperor’s Council of State who 
had served twice in the cabinet, including once as fi nance minister.54 The 
last president while the bank still held the privilege of issuing notes in 
1866 was no less than an Imperial senator, Francisco Gê Acaiaba de Mon-
tezuma (visconde de Jequitinhonha), who had previously served in two 
cabinets.55 Yet the ties between the bank and politicians  were not simply 
a result of the government imposing loyalists on the bank. Theóphilo Ot-
toni, a prominent Liberal politician and businessman who  later would 
become a senator, was one of the bank’s founding directors in 1853, 
elected by its shareholders. He had helped lead the failed Liberal revolution 
of 1842 against the Conservative government. Thirteen of the sixty- one 
directors, or 21   percent, of the bank whose signatures appeared on the 
bank’s notes between 1853 and 1866 ultimately held or would hold a posi-
tion in the chamber of deputies, the senate, cabinet, or Council of State, 
and some of them in more than one of these.56

Direct po liti cal connections persisted well  after the government re-
linquished its authority to appoint the bank’s president in 1866. The fi rst 
elected president of the newly unfettered Banco do Brasil was Francisco 
de Sales Torres Homem, twice a fi nance minister, four times a deputy, 
and ultimately an Imperial senator.57 In the late 1860s and early 1870s 
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José Joaquim de Lima e Silva Sobrinho (visconde de Tocantins) presided 
over the bank’s board. He was a four- time deputy from the province of 
Rio de Janeiro and the brother of the prominent Conservative and army 
general duque de Caxias, the battlefi eld nemesis of Ottoni back in 1842.58 
The visconde de Tocantins was a key player in the formal mechanism of 
public debt management, having fi rst been appointed to the administra-
tive board of the Caixa de Amortização in 1863. José Machado Coelho de 
Castro, a politician who had served as a substitute deputy from the prov-
ince of Rio de Janeiro in the late 1850s, was president of the bank for sev-
eral terms in the 1870s and 1880s.59

The composition of the boards of directors of other banks shows that 
the participation of po liti cal offi  ceholders was in no way limited to the 
Banco do Brasil. The fi rst president of the Banco Nacional was none other 
than the visconde de Prados, Camilo Maria Ferreira Armond, who had 
been a deputy from Minas Gerais in the 1840s, and who in 1879 would 
be named to the emperor’s Council of State.60 The Banco Nacional 
held nearly 12  percent of Rio’s joint- stock bank assets in 1875, a share 
exceeded only by the Banco do Brasil and the Banco Commercial. From 
1875  until the bank liquidated in 1878, its president was João Lins Vieira 
Cansanção de Sinimbú (visconde de Sinimbú), a senator from Alagoas 
who ultimately served in three cabinets, including a stint as the cabinet’s 
president from 1878 to 1880.61 The Banco do Commércio, which accounted 
for about 5  percent of the commercial banking assets in the 1880s, was 
not just tied in po liti cally. Politicians representing the province of 
Minas Gerais in the chamber of deputies ran the bank. Its president in 
1886 was Manoel José Soares, a registered merchant who was a sitting 
deputy from 1882 to 1888 and an Imperial senator thereafter. One of the 
bank’s other two directors was Antônio Cândido da Cruz Machado, the 
visconde de Serro Frio, a Conservative senator from Minas Gerais.62 Other 
bank directors who  were well connected po liti cally became offi  ceholders 
only  after having established themselves fi rst as fi nanciers. One example 
was Francisco de Paula Mayrink, the president of the Banco de Crédito 
Real do Brazil and of other companies in the 1880s and 1890s. Having got-
ten his start at the Banco Commercial when his  father was one of its direc-
tors, he worked his way up in high fi nance. Tied to the Liberal party  under 
the Empire, he became a congressman  after the advent of the Republic 
and held numerous positions as an offi  cer in joint- stock companies.63
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The connections aff orded by politician- directors  were vital in look-
ing out for the bank’s interests, but alone  were not suffi  cient to salvage a 
bank that had made unsound lending decisions. In Rio’s fi nancial melt-
down of 1875 the Banco Nacional, presided over by none other than 
Sinimbú, failed to recover from the crisis.  Later, while he was serving as 
prime minister, Brazilian courts attempted to hold Sinimbú responsible 
for the bank’s failure. His cabinet commanded a majority in the cham-
ber of deputies, which dutifully absolved him of culpability in early 1879.64 
As strong as the Banco Nacional’s po liti cal links  were, they did not enable 
it to defy the laws of fi nancial gravity, and it defi nitively closed its doors 
in 1878. But the bank, as a result of its close ties to prominent politicians, 
had nonetheless enjoyed considerable government assistance in its time 
of trou ble.

BANK CONCENTR ATION AND PROFITS

The high degree of concentration in Rio commercial banking— 
Herfi ndahl indices  were continually above 0.18 up through 1888, and a 
single bank always commanded more than one- third of the city’s joint- 
stock banking assets— generates an obvious hypothesis: bank profi ts 
should have been high. Other wise, barriers to entry, the po liti cal infl u-
ence of directors, and the like would have been largely purposeless 
from the perspective of the bank’s equity holders. At fi rst blush it is clear 
that bank profi ts could not be high at every moment. Selected banks did 
fail in Rio, including some well- connected ones like the Banco Nacional. 
Even a normally profi table bank can become insolvent when it fi nds 
itself overleveraged in the midst of a major liquidity crisis. The hypoth-
esis that bank profi ts  were high, on average, proves challenging to test 
comprehensively. Many banks published their balance sheets in only a 
summary fashion and without income and loss statements.  Unless the 
balance sheets included indications of net income, it was not possi ble to 
compute rates of return. The Banco do Brasil did publish information suf-
fi cient to provide a test. Given its size and privileges, it likely outper-
formed the other banks. Yet the concentrated character of the sector in 
general should have boosted the profi ts of most other banks as well.

Figure 7.3 pre sents annual estimates of the return on equity for the 
Banco do Brasil. Equity is defi ned  here as the original funds raised from 
purchasers of the bank’s common stock, which comprised the bank’s 
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capital. As a concept of profi t, the return on equity focuses on the net 
earnings appropriated by the bank’s stockholders in the form of dividends 
summed with changes in the bank’s retained earnings, on which the 
stockholders had a claim. Profi t is thus mea sured as the ratio of the bank’s 
gross return on all its assets each year, less its operating costs, divided by 
the paid-in capital. The Banco do Brasil never once operated at a loss. On 
the contrary, the return on equity invested had risen by 1858 to 10  percent 
and rarely fell below that level through 1889. Annual rates of return on the 
original amounts invested in the bank’s shares typically hovered in a band 
from 10 to 15  percent. The bank was quite clearly a profi table enterprise. 
High profi ts, which persisted even  after the bank lost the authority to is-
sue notes, are consistent with the hypothesis that banking concentration 
in Rio de Janeiro created economic rents to the banks’ shareholders. 
Those persons fortunate enough to have acquired the bank’s shares when 
they  were fi rst issued enjoyed the fruits of the restrictions on entry that 
reduced bank competition. In the case of the Banco do Brasil,  later inves-
tors in those shares enjoyed reliably large, steady returns.

High profi ts on the bank’s stock  were not just a result of its mar-
ket power. They refl ected its po liti cal infl uence as well. Government 
assistance to distressed coff ee planters was assistance to the bank as 

figure 7.3   Return on shareholder equity, Banco do Brasil, 1854–89. Return 
on equity is mea sured as the bank’s net operating revenues plus net change 
to all reserve funds, divided by the shareholder equity (paid-in stock plus 
retained earnings). (Banco do Brasil, Relatório, annual issues, 1854–89)
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well. The Banco do Brasil’s mortgage department had concentrated its 
lending in plantation districts from the very creation of its mortgage port-
folio in the late 1860s. In 1880 the bank held mortgages in the province of 
Rio de Janeiro on 346 fazendas, the collateral of which included nearly 
19,000 slaves. All of the mortgaged fazendas  were in coff ee- producing 
districts— none  were in the sugar- producing municipality of Campos, for 
example. In Minas Gerais there  were 136 mortgages against plantations 
with more than 5,000 slaves, while in São Paulo there  were more than 200 
mortgages against some 8,671 slaves. Even Espírito Santo had a dozen 
plantations mortgaged with the bank, with more than 600 slaves in total. 
Of some 30 million milréis in outstanding mortgage debt held that year 
by the bank, more than 93  percent was on plantations with slaves.65

Access to credit from the Banco do Brasil was highly desired. In the 
Paraiba valley, over more than a de cade of falling coff ee prices from 1873 
to 1884, the average interest rate on loans from the Banco do Brasil was 
300 basis points less than rates on loans from other banks, and 400 to 
500 basis points cheaper than loans from coff ee factors and merchants.66 
By the early 1880s many of the planters who owed the bank money faced 
increasing diffi  culties, despite interest rates that  were relatively favorable. 
Coff ee prices had fallen over a period in which slaves had become more 
expensive. With the abolition movement gaining steam, the Banco do 
Brasil’s presidents perennially commented on the growing uncertainty at-
tached to rural mortgage lending. By 1885, of 620 long- term rural mortgage 
loans, barely half (314)  were performing. Of the loans in default 59  were 
 behind by only one payment—in most instances this meant six months 
overdue. But for nearly one- fourth of the encumbered fazendeiros repay-
ment was probably hopeless— they  were  behind four or more payments on 
their loans.67 Things  were even worse in the short- term rural loans. Of 89 
short- term mortgages, more than half, 48,  were  behind one or more pay-
ments. Because of this severe underper for mance of the mortgage portfolio, 
the bank froze its rural lending and began to gradually liquidate the port-
folio. The high delinquency rate persisted. In 1887 just  under 50  percent of 
the rural loans outstanding  were one or more payments  behind.68

The dire contraction of credit available to the planter class led the 
government to pass legislation in 1885 authorizing the Trea sury to aid 
banks and boost credit by lending cash (ostensibly at 6  percent interest) 
against the banks’ apólice holdings.69 Between January and June 1887 the 
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Banco do Brasil drew 10 million milréis from the Trea sury  under the law. 
In December it went back for 2 million more milréis of credit, an operation 
it repeated two more times in early 1888.70 That the Trea sury borrowed 
cheaply in London and passed along the savings to private debtors 
through Brazilian banks could be seen as a shrewd use of the state’s cred-
itworthiness. The prob lem is that these loans suff ered from an insider 
bias: they all went to the Banco do Brasil, and then disproportionately to 
bail out the planter class. Figure 7.4 depicts the informed cynicism of con-
temporaries: a group of groveling but well- fed planters on their knees 
crowd around the fi nance minister, who pours a ration of cash into 
their open mouths while standing atop a bench that represents the 
Banco do Brasil. The caption was quite literal: “Thanks to the goodwill 
of the government the planter class is  going to get into millions [of 
milréis] at low interest and at long maturity. Ah! Lucky dev ils!”71

figure 7.4   Minister of fi nance feeding cash to the coff ee planters, 
1888 (Revista Illustrada, 4 August 1888, 5)
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The deep concern of the Banco do Brasil’s directors about the bank’s 
own fortunes, as its borrower base was increasingly distressed and its 
loans underperformed, would be wholly understandable, save for one fact. 
The bank’s annual return on shareholders’ equity never fell below 
9.5  percent throughout the entire period of supposed trou ble, and the 
average over the period remained in the double digits. Low- cost money 
from the Trea sury may or may not have been passed on by the bank to 
credit- strapped borrowers in an eco nom ically sensible way. But the 
Trea sury’s injections most certainly helped the bank’s equity  owners. 
Irrespective of coff ee prices and the crisis of abolition, the bank’s share-
holders experienced no interruption in the double- digit payouts to which 
they had been accustomed for de cades.

THE L A S T REFORM

The problems of excessive concentration in the banking sector and the 
undersupply of bank credit persisted through the 1880s. Only in the re-
gime’s eleventh hour did the last cabinets to govern  under the constitu-
tional monarchy take steps to increase the supply of credit. The abruptness 
in the shift in emphasis refl ected a continuity of po liti cal concerns over 
all  else. As late as 1886 the Conservative position, and the orthodox view, 
articulated by Finance Minister Francisco Belisário Soares de Souza was 
that the per sis tent weakness of the milréis relative to the pound sterling 
was a result of excess paper money in circulation.72 His solution was to 
wring the paper currency out of the economy, seeking to reestablish an 
equilibrium at an acceptable overall price level but with a milréis that was 
convertible at the offi  cial parity. It was hardly the sort of approach that 
would boost credit locally without the more direct intervention using the 
resource of the Trea sury. A cluster of factors accelerated the return to par-
ity. A turnaround in export prices contributed to the rise in the value of the 
currency. The government’s borrowing in London in 1886 brought loan 
proceeds in sterling to Brazil, which also boosted the value of the mil-
réis. The favorable interest rates on the government’s new borrowing 
held down the Trea sury’s debt ser vice requirements, which helped 
as well.

The abolition of slavery in May 1888 brought matters to a head. 
Although the planters of the traditional zones of coff ee cultivation  were no 
longer as eco nom ically central as they had once been, they had long been 
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the core supporter of the monarchy. Abolition without compensation 
risked a sharp falloff  in support for the regime at precisely the moment 
in which its rivals— republicans, positivists, and Liberal supporters of 
federalism— gained strength in the parliament and  behind the scenes. 
The same cabinet that secured abolition from the parliament, headed by 
João Alfredo Correa de Oliveira, envisioned a solution to maintaining sup-
port. It would make cheap credit widely available. The approach was two- 
pronged. One involved outright subsidy from the Trea sury, of the type 
already extended to the Banco do Brasil  under the 1885 law.73 The new 
“aid to planting” program in 1888 pumped 4.3 million milréis in Trea-
sury funds into banks that agreed to extend loans to planters for terms 
of up to fi ve years.74 Most of it went to the Banco do Brasil. The other 
part of the strategy was to revive banks of issue, with the paper money 
backed in a way that would limit infl ationary pressures. In May 1888 the 
president of the cabinet assembled a committee, which included the vis-
conde de Ouro Preto, to draft legislation for banks of issue.75 Six months 
 later the law cleared both  houses of parliament, and in January 1889 the 
cabinet implemented it albeit with fairly restrictive conditions.76 In par-
tic u lar the requirement that banks issue notes against apólices proved 
unappealing, and the law had  little impact.

By that point the milréis had achieved parity with the pound. Adopt-
ing the gold standard would keep the government’s borrowing costs 
down, while also making it possi ble to increase credit by issuing gold- 
backed notes. The new cabinet, presided over by Finance Minister vis-
conde de Ouro Preto, expanded both of the programs established  under 
the João Alfredo cabinet. In June 1889, Ouro Preto further boosted the 
aid- to- planters program. The original contracts from 1888  were with two 
banks only, the Banco do Brasil and the Banco da Bahia. Ouro Preto ex-
panded the program to some seventeen banks around Brazil, underwrit-
ing and supplying funds earmarked for loans to farming in areas where 
planters  were most adversely impacted by abolition. In a series of con-
tracts signed between the government and the banks from June through 
October 1889, the cabinet committed to provide 87.5 million milréis, in-
terest  free, to the banks— nearly a twenty- fold increase over the original 
program the year before.77 The banks in turn committed to provide an 
equal amount of their own funds to the program. The interest earned on 
the loans underwritten by the government would accrue to the banks.
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The Trea sury would be in a position to meet its part of the deal by us-
ing the savings from the external debt refi nancing in London, along with 
the proceeds of the National Loan it would soon issue in Rio de Janeiro. 
Many of the banks, however, would have to issue notes as originally 
envisioned in 1888 to take advantage of the program and fulfi ll their 
requirements  under the arrangement. What they needed was relief from 
the requirement that banknotes be fully backed by apólices. Ouro Preto 
gave it to them shortly  after coming to government, removing the restric-
tions by announcing a decree in July that permitted banks to issue convert-
ible notes in amounts up to three times the value of the bank’s capital 
constituted by specie.78 The two strands of the aid- to- planters program 
supported each other. It no doubt benefi ted planters, although the extent 
to which the loans went to  actual farming activities is not clear. The spill-
overs from the vast increase in credit  were highly visible. The number of 
companies or ga nized  under the permissive incorporation provisions of 
the 1882 law and listed on the Rio de Janeiro stock exchange more than 
doubled in 1889.79

To use the fac ility to issue notes aff orded by the July decree, the 
banker and fi nancier visconde de Figueiredo or ga nized a new bank in 
September. This new Banco Nacional was designed to merge with 
Figueiredo’s existing Banco Internacional. While the new bank was a 
local concern, it also drew on a large investment from the Banque de 
Paris et Pays Bas. A  couple of weeks  later Figueiredo contracted with 
the Trea sury to use the new notes the bank would issue to help retire 
the Trea sury’s own currency. In return the Trea sury would give the 
Banco Nacional an equal amount in the new gold- denominated apólices 
of the 1889 National Loan, paying coupons of 4  percent a year in gold. The 
Trea sury would redeem the apólices at full face value at a rate of 2  percent 
a year.80

In short, for every metallic milréis (or equivalent in En glish sover-
eigns or other coin) that Figueiredo’s Banco Nacional held in its vault, it 
could issue three milréis in notes. It could  either lend these or exchange 
them for existing Trea sury notes. The Trea sury then accepted its own 
notes from the bank, paying in return three milréis’ worth of gold 
apólices. Each of those in turn generated revenue for the bank from 
the 4  percent coupon. It was a lucrative arrangement in the short term 
because the bank received a guaranteed 12  percent on its original invest-
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ment in coin specie. It was lucrative in the longer term as well since the 
apólices would be retired and the “principal” paid in gold to the bank, as 
if it had actually loaned money somehow to the Trea sury.

Ten other banks had sought and received permission to issue notes 
 under the July decree. Only the Banco Nacional received a favorable side 
arrangement to do so, and it was the only one to actually issue the notes. 
The deal was, in eff ect, pretty much the same plan used by the cabinet 
thirty- six years earlier for the Banco do Brasil. Except the terms  were even 
more favorable to the new privileged bank than the one that came before. 
The entire arrangement between the fi nance minister and the new bank 
was caricatured in the Revista Illustrada as a variant on the standard 

figure 7.5   “Quadro Bíblico” (biblical scene): Brazil 
being baptized with paper money, 1889. The caption 
reads, “The baptism of Brazil in the Jordan of paper 
money and banks of issue. It seems like it does not 
displease history . . .” (Revista Illustrada, 5 October 
1889, 8)
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depictions of the baptism of Jesus (fi gure 7.5).81 In the place of Jesus is 
the Indian that represents Brazil. The visconde de Figueiredo takes the 
place of John the Baptist in the scene, baptizing Brazil with paper cur-
rency instead of  water from the river Jordan. He stands on a bench that 
represents a bank, a common motif in such caricatures, in this case a 
bench labeled with his new endeavor, the Banco Nacional. Instead of bear-
ing the usual expression for the “lamb of God,” the banner on Figueire-
do’s staff  reads “Agnus Celsi”— a reference to Afonso Celso, the fi nance 
minister and visconde de Ouro Preto. The barely discernible head of the 
dove of the Holy Spirit that descends on Brazil is that of Ouro Preto.

None of the changes undertaken by Ouro Preto in the last six months 
of the constitutional monarchy could conceivably salvage the Empire’s 
legacy of restrictive banking. The policies resurrecting the authority of 
banks to issue notes in 1888 and 1889 did not come out of a major insti-
tutional shift. They  were ad hoc, piecemeal adjustments to the existing 
commercial code. They  were not even  really designed to forge a vibrant 
banking sector with the goal of fi nancial deepening. They originated with 
cabinets deeply worried about po liti cal threats to the very survival of the 
constitutional monarchy.82 The Ouro Preto cabinet fi nally pulled out all 
the stops fi nancially in hopes of recovering the lost po liti cal support of 
the former slave- owning class (or transcending the prob lem altogether) 
by making as much credit as possi ble available. Nothing about any of 
the banking reforms in those years guaranteed they would be durable.

CONCLUSIONS

The limits on private fi nancial development in Imperial Brazil followed 
from the control its po liti cal institutions gave politicians over nearly ev-
ery branch of fi nancial intermediation. The central government’s regu-
latory policies limited entry in commercial banking. A quantitative test 
of the hypothesis that extreme po liti cal and regulatory centralization was 
a root cause of the underdevelopment of banking requires a counterfac-
tual scenario beyond the reach of existing method and evidence. Consid-
eration of alternative political- institutional arrangements that existed at 
the time makes it possi ble to venture a more qualitative assessment. Had 
the constitution given Brazil’s provinces their own authority to charter 
banks, the country would have had more banks and appreciably greater 
fi nancial intermediation. Po liti cal federalism of this sort elsewhere 
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created a fruitful competition between subnational administrative enti-
ties that fostered policies to attract mobile factors of production, including 
fi nancial capital.83 In the nineteenth  century, state governments in the 
United States often endeavored to ease shortages of credit and promote 
fi nance, chartering appreciable numbers of banks at the state level.84 It 
did not  matter that many of the early banks  were  little more than schemes 
for pooling capital to be employed narrowly in other businesses involv-
ing the banks’ own directors or that the mechanisms for their charter-
ing in some states  were thoroughly corrupt.85 What did  matter was the 
policy autonomy of state legislatures that empowered them to respond 
to local needs and facilitate the creation of banks when and where 
necessary.

In Imperial Brazil provincial presidents had the authority to charter 
joint- stock banks within their provinces. But presidents  were appointed 
by the cabinet in Rio, whose instructions trumped any local eff orts to au-
thorize additional fi nancial intermediaries. As a result, there was never 
a movement to create banks in Brazil’s provinces like that found in the 
United States  under  free banking. Imperial Brazil missed out entirely on 
the fi nancial benefi ts that a decentralized division of bank chartering au-
thority could have engendered.

Brazil was not an isolated case. Governments in many countries fa-
vored the creation of a few privileged banks, in return for loans made 
to the government. These privileges often entailed restrictions on the 
entry of rivals who could potentially erode the economic rents of the priv-
ileged entity. If the Imperial state was unremarkable in this regard, it 
nonetheless was one of the few cases in which the po liti cal institutions 
that committed the state to repaying its own debt also limited broader 
fi nancial development. Twice the government took the lead in or ga niz-
ing a superbank: fi rst in 1808 and again in 1853. On both occasions it 
did so in order to tap the resources of the merchant community of Rio 
de Janeiro, awarding privileges to the banks in exchange for help in meet-
ing shortfalls or other wise solving a prob lem of public fi nance. In both 
instances the institutions governing bank chartering had remarkably low 
levels of po liti cal accountability. By delegating review authority over joint- 
stock bank formation in 1860 to the Council of State, elected politicians 
further gave up much of the infl uence they might have been able to ex-
ercise in  favor of less restrictive regulation of bank entry. The result was 
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that most Brazilian entrepreneurs faced high interest rates, assuming 
they could even access a loan.

Given the regulatory setting, political- fi nancial cronyism became a 
common feature of big banks. A number of Rio’s commercial banks 
placed national po liti cal offi  ceholders in directors’ seats. Some of these 
men had backgrounds in the merchant community or as investors, but 
relatively few seem to have been uniquely qualifi ed to run a bank. Their 
value to the bank came through the infl uence they could wield in the 
policy arena. The curious per sis tence of high bank concentration and pol-
icies that limited entry becomes more intelligible in light of the incen-
tives to cronyism that  were created by highly centralized control over 
banking policy. Institutional barriers to bank entry played a central role 
in Imperial Brazil’s fi nancial backwardness, which in turn had negative 
consequences for the real sector of the economy. Concentrated banking 
became a hallmark of Imperial Brazil, as was the commitment to honor 
the public debt. These two features  were not contradictory: they both fol-
lowed from the logic that emerged from the Empire’s highly centralized 
po liti cal institutions.
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in the 1820s,  Imperial Brazil credibly committed to honor its debt. 
The reliability with which the government met its obligations for more 
than six de cades  after in de pen dence was unique among the nations of 
Latin Ame rica. So, accordingly, was the state’s capacity to borrow. It pur-
posively withheld interest for only one brief period, and then only on a 
debt that had been foisted on Brazil as part of its in de pen dence settle-
ment with Portugal. Brazil always made good on its own loans, and its 
bondholders always received their interest payments. The Empire attained 
a rec ord of debt ser vice in the nineteenth  century that was better than 
that of several of the United States. It was a strikingly successful case of 
emerging market sovereign debt on the periphery of the world economy 
in the nineteenth  century.

The po liti cal institutions formalized by the Constitution of 1824 
established Brazil’s commitment to repay loans. The constitution ar-
ticulated the princi ple of repayment as a po liti cal right, created a counter-
balancing set of veto players on questions of fi scal policy, and defi ned 
electoral ties between the legislators of the lower  house and their proper-
tied constituents. Chapter 2 showed how this array of features embodied 
mechanisms not only to penalize government default but also to prevent 
it altogether. Neither new borrowing nor default could take place without 
the approval of a majority in the chamber of deputies. Deliberations on 
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new taxes had to be initiated within the chamber, and new bud gets  were 
implemented only  after winning the chamber’s approval. In case of an 
unanticipated defi cit, the chamber could prevent default by  either shift-
ing expenditures to cover the debt or by raising taxes to obtain the needed 
funds. In instances when the chamber could not complete a bud get in 
time for the new fi scal year, it passed a more limited bill that committed 
tax revenues to the continued ser vice on the debt. Individuals, not banks, 
ultimately held the bulk of the government’s domestic bonds. Citizen- 
bondholders almost certainly had incomes suffi  cient to participate in 
elections. If the chamber of deputies  were to support default, it would 
have meant the loss of the backing of an infl uential component of the 
electorate. That this mechanism worked was made clear in 1831, when 
the cabinet proposed a selective external default. Most of the chamber 
opposed the mea sure, viewing it as posing a threat to the domestic debt 
holders. To monitor the actions of the Trea sury and the cabinet, the par-
liament created a standing commission of the leading individual bond-
holders in Brazil.

Taken together, these features show that the chamber’s fi scal author-
ity  under the constitution was strong. Transgressions against constitu-
tionally defi ned authority would likely evoke a damaging response. This 
meant that po liti cal penalties in case of a unilateral default  were wholly 
feasible in Imperial Brazil. The po liti cal crisis leading to the abdication 
of Pedro I in 1831 did not involve the debt or even questions of public fi -
nance in any direct fashion. But it showed that violations of fundamen-
tal understandings and expectations within the polity could call into 
question the legitimacy of the executive branch’s actions. The perceived 
unwillingness of the emperor to abide by convention justifi ed a with-
drawal of support of an appreciable portion of the elite. The prospect of 
such penalties helped make credible the government’s commitment to 
honor its debts.

The achievements of the constitutional monarchy in sovereign debt 
markets  were considerable. Committing to repay made it possi ble to bor-
row when the government most needed funds. The evidence presented 
in chapter 3 showed how the Empire borrowed in London at least once 
per de cade and always with long maturities. It could refi nance outstand-
ing loan balances by taking new loans at a lower coupon rate. It could 
even extend the maturity of loans at full face value. In what perhaps was 
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the ultimate test of creditworthiness, the government could borrow a 
large sum needed to wage war, sharply increasing its stock of debt, at only 
modest increase in its cost of borrowing. Access to the capital market was 
not limited to the Empire’s London borrowing. Chapter 4 documented 
the remarkable growth of domestic long- term borrowing. This debt 
consisted of perpetual apólices and long- maturing bonds. Borrowing 
repeatedly in Rio de Janeiro with an unbacked currency, the Imperial 
government succeeded in getting domestic lenders to take on infl ation 
risk. By the early 1850s the value of the domestic portion of the funded 
debt was larger than the foreign debt. Brazil, more than any other Latin 
American nation, was able to rely on its domestic market for critical credit 
needs. The costs of borrowing varied when the markets reappraised the 
likelihood of default. Chapter  5 showed how revolts and war tended to 
raise default risk, though the Empire’s biggest war did not have nearly the 
impact that early po liti cal instability had on the bond market. The interest 
rates the Empire paid to borrow generally fell over time. The decline in 
borrowing costs  after the Paraguayan war was such that Brazil ultimately 
refi nanced both its domestic and external debt in the 1880s.

If public fi nance was one of the Empire’s crowning achievements, 
among its principal defi ciencies  were the obstacles it erected to private 
fi nancial development. Imperial Brazil failed to undergo a broad- based 
fi nancial revolution. In stark contrast to other cases where po liti cal in-
stitutions supported successful sovereign borrowing, Brazil never 
completed the virtuous sequence that North and Weingast argued was 
available to all countries: the creation of institutions that limited the au-
thority of the crown, and the resulting rise of credible public borrow-
ing, followed by the fl uorescence of private fi nancial markets. In Imperial 
Brazil, private fi nancial development at no point kept up with the prog-
ress of the public debt. Chapters 6 and 7 demonstrated how interest rates 
in the private capital market remained stuck at relatively high levels, 
even when public borrowing costs fell appreciably. Long- term private eq-
uity fi nance was diffi  cult to access because strong  legal restrictions on 
incorporation limited the formation of joint- stock companies for most of 
the Imperial era. Restrictions  were even tighter on banking fi rms and 
 were further strengthened in 1860. From that point on, forming a limited- 
liability joint- stock bank required the approval of the cabinet as well as a 
favorable review on the part of the emperor’s Council of State. Because 
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incorporation was not an administrative mea sure but a po liti cal one, en-
trepreneurs seeking to or ga nize a com pany and issue equity  were sub-
jected to arbitrary limits imposed by the state.

The restrictions on incorporation served two goals. First, they helped 
the Trea sury meet fi scal requirements at critical moments by redirecting 
capital  toward investments in its bonds. Second, they helped channel the 
funds of the private sector to projects that had large capital require-
ments and that  were po liti cal priorities. In the end these consisted of a 
handful of large banks along with specially selected railroads. The lack 
of responsiveness to entrepreneurial initiative inherent to this institu-
tional arrangement favored existing banks, as made clear in chapter 7. 
Cronyism, whereby politicians also served as directors of commercial 
banks, was not an accidental feature of Brazil’s political- fi nancial land-
scape. In a system in which policy makers had only limited accountability 
to the broader needs of commerce, political- fi nancial cronyism sup-
ported barriers to entry in banking.

Only at the end of 1882 did Imperial policy makers begin to disman-
tle these restrictions. Business saw  little immediate impetus from the 
reform, given the contemporaneous downturn in coff ee export earnings 
and its negative implications for savings and investment. Experiencing 
some recovery by mid- decade, business fi nally turned up. The growth in 
the number of companies listed on the Rio de Janeiro stock exchange was 
well  under way by 1889, a delayed result of the liberalization of 1882. For 
most of the Imperial era, however, the institutions that governed the 
mobilization of capital for both the fi nancial and real sectors stifl ed 
business investment. Private fi nancial development simply never fully 
refl ected the Empire’s accomplishments in public fi nance. This diver-
gence would persist, but in an inverted fashion, in the Republic.

By 1889 Brazil had attained a degree of creditworthiness without pre ce-
dent in the country’s history. Its cost of borrowing was cheaper than ever, 
and the loans  were the largest of those it had secured. The risk of default 
at which the market priced its debt revisited the previous lows of the 
1850s. Having achieved convertibility between the milréis and the Brit-
ish pound, the visconde de Ouro Preto kicked off  the government’s 
100- million- milréis National Loan subscription in August in Rio de 
Janeiro. In September the Brazilian minister in London closed the 
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deal with N. M. Rothschild & Sons to consolidate and refi nance nearly 
20 million pounds sterling worth of the existing sovereign bonds. 
These mea sures had been less visibly preceded in July by the award of 
a 5- million- pounds sterling line of credit in Eu rope through the Banque 
de Paris et Pays Bas, backed by a consortium of Hambro & Son, Baring 
Bro th ers, and Brown, Shipley & Co.1 The credit the bankers off ered to 
the Imperial government was no doubt a prelude to what they hoped 
would be  future business  handling Brazil’s loans.

On 15 November 1889 an aged general in Rio de Janeiro led local 
units of the Brazilian army in deposing the emperor and overthrowing 
the constitutional monarchy.2 The coup d’état was planned and executed 
by radical republicans and ju nior army offi  cers. It initiated a fi ve- year 
period of what was, in eff ect, military rule. Within a  couple of weeks, as 
the markets digested news of the overthrow, the prices of Brazil’s bonds 
in London began what would become a fairly steady slide. The spread be-
tween the yield on the bonds and that of consols  rose, revealing a growth 
in negative sentiment on Brazil as a debtor.

Evidence from bond prices is not required to infer that the regime 
change complicated Brazilian borrowing. In December the new military 
government sought to draw on the line of credit opened in July. There 
was no reason not to do so. Fundamentals remained strong, as they had 
been earlier in the year. The overall fi scal defi cit was small, and the pri-
mary balance was positive. The Trea sury had plenty of money to ser vice 
its existing debt. Exports  were up, as was the price of the most im por-
tant of the export commodities: coff ee. Despite all this, the bankers re-
voked the line of credit. Hambro in London wrote to the bank in Paris 
that “it was quite with our approval that a telegraphic message was sent 
to you to the eff ect that with the change of Government we considered 
the credit [from July] had lapsed . . .  we conclude that you will be of the 
same opinion and will consequently take the needful steps to prevent any 
drafts being issued upon us in res pect of the lapsed credit.”3 Indeed, there 
would be no loans on par with what had been made available to the mon-
archy forthcoming from Eu rope for the new government. The coup did 
not create widespread po liti cal vio lence or turmoil, yet the change in re-
gime from a constitutional monarchy to a military- civilian junta had 
raised the alarm. This provisional government adopted the positivist 
motto of “Ordem e Progresso” (order and progress) and within a  couple 
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of years convened a constituent assembly that crafted a federal constitu-
tion. Yet even as the new republican government took form, an attempt to 
borrow long term in London in 1892 fi zzled into a small issue of short- 
term debt, as N. M. Rothschild & Sons would agree only to issue Trea-
sury bills denominated in sterling. The “Republic of the Sabre” gave way 
to complete civilian control in 1894. By then it was clear that the confi -
dence of the markets in Brazilian institutions had been damaged.

While few historians identify the coup in 1889 with a major change 
in the society, there was a shift in control from a central class of national 
offi  ceholders (and the party organizations that helped make them) to 
multiple regional elites that commanded the po liti cal machinery of the 
wealthiest states of the country.4 The change in the form of government 
would prove benefi cial to Brazil in some ways and costly in  others. By 
devolving certain policy- making authorities from the central government 
to the states, the new system boosted infrastructure and provision of 
public goods in the wealthy regions. Yet it also exhibited lower rates of 
po liti cal inclusion than the monarchy as well as po liti cal dominance of 
the nation by only a subset of regional elites. The development of the coun-
try’s credit markets during the fi rst de cade of the Republic was tumultu-
ous. But the outcome in private fi nancial markets would be better than it 
was for public fi nance.

From the onset of the Republic the requirements that entrepreneurs 
had to meet to or ga nize joint- stock companies  were increasingly weak-
ened by the government. Following the more than doubling of listed com-
panies over the last ten months of the monarchy, the increase of newly 
or ga nized companies and existing fi rms  going public in 1890 was so large 
that even close observers had diffi  culty keeping track. Some three hun-
dred “companies” registered their statutes with the board of trade in Rio 
de Janeiro— aiming to raise more than 1.3 billion milréis in equity capi-
tal. The annual business retrospective for the year stressed, “It is diffi  -
cult if not impossible to off er a summary of  everything that happened in 
our market over the year . . .  so many and so diverse in their purpose  were 
the companies or ga nized.”5 Some of them would soon be readily recog-
nizable as large, even successful fi rms: the Companhia Industrial do Bra-
zil, for example, and the Banco dos Estados Unidos do Brazil. Countless 
 others would never even raise the initial capital required for their shares 
to trade, irrespective of their pretensions— the Bank of Universal Credit 
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seems to have vanished before it ever appeared.  Others that did raise cap-
ital did not survive the collapse of the  bubble; some of the more spec-
tacular failures  were implicated in schemes to defraud investors, such as 
the Companhia Geral de Estradas de Ferro (a railway holding com pany), 
whose directors  were  either in jail or on the lam before the end of 1892.

While there  were some early mea sures to try to rein in the excesses 
of the boom, such as increasing the capital requirements for new listings, 
eff ective regulatory oversight went largely out the win dow. The republi-
can government built on Ouro Preto’s program of chartering new banks 
by reducing further the requirements for backing notes. In  doing so it 
grafted an extraordinary monetary expansion onto newly eased require-
ments for or ga niz ing joint- stock companies. By taking the fi nancial re-
forms of the late Empire to their illogical extreme, the government ensured 
that there would be a  bubble— and a crash. True to type, when the  bubble 
burst, a large number of fi rms quickly went  under. Within a  couple of 
years there  were actually fewer actively traded fi rms on the exchange 
than there had been back in 1886.6 As part of this boom- to- bust cycle the 
banking sector underwent a tremendous expansion, followed by a cor-
responding contraction.7

The stock market speculation that began in 1889 and continued  until 
1891 had some durable eff ects on the real sector of the economy, but not 
many. The number of joint- stock companies traded on the São Paulo 
stock exchange by 1900 was barely one- third the number in 1891. The Rio 
de Janeiro stock exchange did better, ending the de cade with more paid-
in capital than it had at the end of the Empire. The São Paulo stock ex-
change ultimately experienced tremendous growth— but only  after 1905.8 
The collapse of the milréis during the 1890s corralled much of the con-
sumer market for the benefi t of domestic manufacturers. Equipment, 
however, came mainly from abroad. A currency that had fallen by 1898 
to less than one- third its 1889 value in sterling became an obstacle to the 
expansion of industry. It comes as no surprise that real annual manu-
facturing investment declined by well more than half between 1890 
and 1900.9 Only  after the turn of the  century did industry embark on a 
sustained expansion.10 The use of long- term debt fi nancing by corpora-
tions, which began before the end of the Empire, also declined through 
the 1890s. Save for an uptick in 1898, debenture issues  under the Repub-
lic did not surpass their late- Imperial levels  until 1902.11 A good number 
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of manufacturers operating in the 1920s did trace their origins to fi rms 
that fi rst listed their shares during the early 1890s.12 These included many 
of Brazil’s cotton textile fi rms, which increasingly turned to the reinvig-
orated capital market  after 1900.13 Nonetheless, much of the initial 
growth in private fi nance in the 1890s was ephemeral— the nineties was 
a lost de cade. Certain vulnerabilities that fi rst emerged during the de-
cade persisted. Orthodox economic policy adjustments following the 
Funding Loan of 1898 contributed to a new banking crisis in 1900, one 
that nearly tore out the very moorings of the domestic fi nancial system. 
Eight banks in Rio de Janeiro, along with several  others around Brazil, 
 either closed their doors due to failure or had to enter into a judicial 
moratorium in order to come to terms with creditors and to reor ga nize.14

The government’s own fi nancial position deteriorated badly over the 
same interval in which Brazil’s private fi nancial markets lurched upward 
along their turbulent path. The divergent trajectories of public and pri-
vate fi nance that characterized much of the Empire inverted  under the 
Republic. The increase in the government’s bond yields in London  after 
the emperor’s overthrow in 1889 was not abrupt and not large in the be-
ginning. Yet the secondary market for Brazilian debt assessed the change 
in institutions unfavorably. The primary market for new loans was not 
so perturbed by the coup at fi rst. The contract signed in London with 
N. M. Rothschild & Sons in the weeks before the emperor’s overthrow— 
converting a huge share of the external debt to a 4  percent basis— was 
fi nalized with the provisional government in April 1890 without any 
change in its clauses.15 The long rec ord of successful government bor-
rowing  under the Empire contained  little to suggest Brazil would run into 
diffi  culties in the 1890s.

Problems of a kind Brazil had not experienced since the 1820s soon 
began to accumulate. These  were of three types: a downturn in the mar-
kets for Brazil’s main export, coff ee; fi scal defi cits; and high infl ation with 
a deteriorating milréis. The fi rst of these adversely aff ected Brazil’s ability 
to repay; the second increased the need to borrow; and the third reduced 
the real cost of servicing the internal debt while making the external debt 
more expensive. Together these problems weighed on the Trea sury and 
contributed to external default in 1898. None of these problems, however, 
 were without pre ce dent in Brazil: the constitutional monarchy had experi-
enced all of them, at times si mul ta neously, yet it had never defaulted.
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The fall in the price of coff ee over the 1890s has been implicated by 
some investigators in the worsening exchange rate, which in turn in-
creased the cost of servicing the external debt. Yet the evidence suggests 
that distress in the coff ee sector was no more detrimental during the 
1890s ( either in terms of its impact on coff ee export earnings in local cur-
rency or earnings in its sterling equivalent) than it had been when coff ee 
prices had hit their previous nadir in the early 1880s.16 The origins of 
the declining milréis— and the rising cost of external debt service— 
ultimately lay outside of Brazil’s coff ee fi elds. Fiscal defi cits  were a more 
proximate stressor. Between 1889 and 1898 Brazil ran a surplus in only 
one year. On the revenue side, the central government lost a crucial com-
ponent of tax receipts to the cause of federalism. State governments cap-
tured all of the export taxes  under the new regime, allowing them to 
fi nance their own sovereign borrowing. Import duties remained the most 
im por tant overall category of central tax revenues, but the reassignment 
of export revenues to states clearly did not help the national Trea sury. The 
central government defi cit of 1894 was especially large because of mili-
tary outlays required to suppress revolts against the regime in Rio de Ja-
neiro and Rio Grande do Sul. Defi cits in 1896 and 1897  were not as big 
but  were still substantial, increased by the cost of putting down the Can-
udos rebellion in the backlands of Bahia. The defi cit of 1898 was so large 
that it exceeded ordinary revenues. It stemmed not from a fall in taxes 
but from a near doubling of outlays. By then the steep decline in the ex-
change rate mechanically generated larger fi scal defi cits, a result of the 
need to ser vice the external debt and the requirement to pay railroad div-
idend guarantees in sterling.

The hypothesis that growing distress in servicing the Trea sury’s ex-
ternal obligations resulted solely from deteriorating fi scal fundamentals 
seems unlikely when one takes into account the monetary schemes pur-
sued  under the Republic. A major prob lem was the succession of fi nance 
ministers who pursued locally infl ationary monetary policies, rendering 
the milréis inconvertible. The most prominent of these was Ruy Barbosa, 
the renowned jurist and politician of both the Empire and the Republic 
and the fi nance minister of the provisional government that took power 
in the coup.17 At fi rst blush Barbosa’s banking policies varied  little from 
the expansion already put into motion by the last fi nance minister of the 
Empire. Ouro Preto’s reform had reintroduced banks of issue to boost 
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credit. The provisional government of the Republic went further, giving 
one bank in each of three banking regions a mono poly of issue. These 
banks  were then allowed to issue notes at a rate of 3:1 against the face 
value of apólices that they held. The late Imperial banking reform had 
allowed banks to issue notes against specie at a rate of 3:1. The diff erence 
between the two approaches was great, and the consequences of Barbo-
sa’s eff ort to energize banking soon ran out of control. The Empire’s hard- 
earned achievement of restoring convertibility to the milréis at the end 
of the 1880s went by the wayside.

Barbosa was not the fi nance minister for very long, but subsequent 
administrations followed a similar policy. The amount of paper money 
in circulation ballooned over the de cade. In 1895 the portion of the cur-
rency that had been issued by banks outstripped that issued by the Trea-
sury. Overall, paper money in circulation more than tripled between the 
overthrow of the monarchy and the external debt moratorium of 1898. 
The resulting price infl ation drastically reduced the real value of domes-
tic apólices.18 That the milréis declined continuously against sterling was 
not unexpected. This created a new challenge: how best to reduce the ex-
cess of inconvertible paper money in circulation without provoking (or 
exacerbating) downturns. Policy makers learned that there was no good 
way to do so. Twice during the decade— fi rst in 1892 and again with 
the Funding Loan agreement in 1898— Brazil undertook defl ationary 
monetary policies in the midst of contractions of the real sector.

All of these problems signaled creditors that something was funda-
mentally amiss. Doubts in London regarding the sustainability of the ex-
ternal debt only grew over the de cade. The spread of the yield on Brazil’s 
bonds over consols increased. The average risk premium across the 1890s 
was nearly double the level that had prevailed between 1870 and 1889.19 
Several institutional disparities between the Empire and the Republic 
shed light on why the Republic encountered such diffi  culty raising new 
debt whereas the constitutional monarchy had often done so with ease. 
As the postcoup provisional government lingered in power, its leader, 
General Deodoro da Fonseca, ruled without a legislature and was thus 
unchecked by any institutional veto player. Policies came directly from 
the ostensible cabinet, a handpicked advisory council. This situation per-
sisted  until 1891. That year the new federal constitution reestablished 
the legislative branch of the government and vested the new congress 
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with authority over public fi nances, much like that enjoyed by the old 
parliament. Deodoro shut down the congress soon  after. He was  later 
ousted by the vice president, General Floriano Peixoto, who then rees-
tablished the congress.20 By this time the center of policy- making author-
ity had shifted decidedly  toward the executive branch.21 The new federal 
legislature simply did not command in practice the infl uence over fi scal 
policy that its Imperial counterpart had demonstrated. By the end of the 
de cade both  houses of the congress would receive the executive’s bud get 
proposals at the eleventh hour and approve them, in the words of one 
critic, “without controversy, without study, and without discussion.”22 On 
fi scal matters Brazil’s congress became a rubber- stamping entity.

Against the backdrop of extremely loose monetary policy, growing 
defi cits, and the lack of legislative checks on the executive, the republican 
government ran into considerable diffi  culty raising new loans at home 
and abroad.23 In 1890, 100 million milréis of the existing 5  percent apólices 
 were converted to 4  percent apólices payable in gold in order to give some 
protection against rising infl ation. The other three- fourths of the 5  percent 
apólices in circulation continued to receive coupon payments in incon-
vertible currency. The infl ationary turn made most apólices increasingly 
unattractive to investors. Ironically, in the eff ort to tame infl ation, a 
fi nancially more orthodox administration succeeded in placing 100 
million milréis of new 5  percent apólices in the domestic bond market 
in 1896 as part of a plan to withdraw paper money from circulation and 
destroy it.

Brazil was not alone in starting the 1890s in a weaker position in ex-
ternal credit markets. The de cade had an inauspicious beginning for 
Latin American sovereign borrowers in general. There is evidence that 
the Argentine debt crisis of 1890 led to a reappraisal of default risk in Lon-
don for the region as a  whole.24 But the increasing spread between the 
yields on Brazil’s bonds and British consols predated the onset of the Ar-
gentine crisis by more than six months, beginning soon  after the over-
throw of the constitutional monarchy in 1889. Then, in the months 
immediately  after the onset of the Argentine crisis, the spread actually 
shrank some. Changes in Brazil’s risk premium  were only loosely asso-
ciated with Argentina’s misfortunes. More relevant to Brazil was the ris-
ing cost of servicing its existing external debt. Over the de cade the milréis 
had its most severe decline since the war against Paraguay. Monetary 
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policy accounted for much of the downward spiral, while real balance- of- 
payments issues exacerbated it.25 To the degree that the fall in the value 
of the currency resulted from loose monetary policy, the government’s 
actions  were self- defeating. The weak milréis played an increasingly 
central role in the rising burden of foreign debt ser vice.

As conditions for servicing the existing external debt worsened, new 
borrowing became diffi  cult. The bills issued through Rothschild in 1892 
had extremely short maturities of between nine and fi fteen months.26 
Brazil’s London banker had, in eff ect, put it on a short leash. It was a re-
markable stumble for a country that less than three years before, during 
the last year of the Empire, had borrowed with a maturity in excess of 
fi fty years. In need of money to buy materiel to suppress revolts against 
the regime, in 1893 the government took a highly unconventional ap-
proach. Having no legislative sanction to borrow directly, the fi nance 
ministry arranged a loan for the Oeste de Minas railroad com pany 
through N. M. Rothschild & Sons. It then entered into a side agreement 
with the com pany, giving the government control of the loan’s sterling 
proceeds in London, while promising to pay the com pany an equivalent 
amount of money in Brazil (in local currency). The government further 
promised to take over repayment of the principal and the payment of in-
terest. The Republic was able to directly take its own long- term foreign 
loan in 1895 but only  after agreeing to implement policies to curb infl a-
tion and stabilize the value of the currency. A large portion of the loan 
converted the existing short- term debt, retiring bills Rothschild & Sons 
had taken; the Trea sury did not have funds to redeem them outright.27 
The loan carried the largest discount at issue since Brazil borrowed at 
the start of the war against Paraguay in 1865.

By 1898, faced with ongoing defi cits, a milréis in  free fall, and rap-
idly rising costs of external debt ser vice, Brazil defaulted and entered into 
an orderly workout with its foreign bondholders. The deal was negotiated 
directly by President- elect Manuel Ferraz de Campos Salles during a visit 
to London.28 The accord suspended the requirement for Brazil to amor-
tize the external debt  until 1911. Interest payments to existing bondhold-
ers (along with railroad dividend guarantees) took the form of the new 
bonds rather than cash. Bondholders had to accept the new bonds at their 
face value. An increment of the new bonds was used to remove from cir-
culation part of the paper currency. For the second time in a de cade the 
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need to adopt defl ationary policies threw the economy into recession, 
culminating in a new banking crisis in 1900.

Recovery from the recession and strong demand for exports made it 
possi ble for Brazil to go on the gold standard in 1906. Foreign investors 
favorably interpreted the mea sure as a signal that the government would 
not pursue unsound fi scal and monetary policies. But Brazil’s move was 
prompted as much by desperation as by anything  else. It was the best it 
could do to try to recover some of the creditworthiness it had lost in the 
1890s. It worked for a few years, helping Brazil get new loans abroad. 
When the government defaulted again in 1914, requiring yet another 
funding loan, its fi nancial fall from grace was nearly complete. The 
default of 1931 severely limited the government’s access to capital markets 
for de cades. The postwar return to borrowing, using bank loans rather 
than bonds, ended badly in 1982. Call it what you will, but within a de-
cade of the overthrow of political- fi scal institutions of the constitutional 
monarchy, Brazil had become decidedly debt intolerant, increasingly suf-
fered from original fi nancial sin, and was on the path to becoming a 
serial defaulter. The consequences of the fall from grace linger in the 
pre sent. Twenty- plus years  after taming high infl ation and emerging 
from the last round of default, Brazil consistently has one of the highest 
real interest rates in the world. The succession of defaults in the  century 
 after the overthrow of the Empire left Brazil with a fi scal legacy that has 
proven remarkably diffi  cult to overcome.
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Two main arguments are advanced in the chapters of the text. The fi rst 
is that if a ruler assigns a fi scal control right to creditors (or to a parlia-
ment in which creditor interests are protected) the government is unlikely 
to default, even in a fi scal downturn. If this control right is strong enough, 
it makes the commitment to repay credible. The second argument is that 
po liti cal control of incorporation hindered private fi nancial development. 
This appendix pre sents two theoretical models that inform the analyses 
provided in the text. The fi rst is the model of sovereign borrowing intro-
duced in chapter 2 and applied in the three subsequent chapters. The sec-
ond model is that of the entrepreneur’s choice of or gan i za tional form 
 under expropriation risk that is used in chapters 6 and 7.

SOVEREIGN DEBT

The basic model of sovereign borrowing involves a strategic interaction 
between the ruler and potential lenders as well as the consequences of par-
tic u lar institutional arrangements governing this interaction. Three 
assumptions underpin the model. The fi rst is that borrowing is desirable; 
by covering defi cits, borrowing smoothes taxes and public spending over 
time.1 This sustains the supply of public goods while limiting effi  ciency- 
degrading distortions that tax- only fi nance would create. The second is 
that a ruler has strong incentives to default.2 If lenders believe they will 
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not be repaid, they do not lend. Sovereign promises to repay do not con-
fer credibility on policy actions. The third assumption is that the ability 
to borrow depends on the strength of the commitment to repay. Com-
mitting to repay is valuable to lenders but indispensable for the ruler who 
needs money that is other wise not available. All three assumptions are 
rooted in well- established theoretical propositions as well as empiri-
cal work.

Default penalties fi gure prominently in the lit erature on credible 
commitment. Eaton and Gersovitz emphasized how the costs of credit 
market exclusion could deter default.3 Bulow and Rogoff  demonstrated 
that a ruler could mitigate this exclusion penalty, rendering it in eff ec tive, 
so long as they could purchase assets.4 They further showed that only a 
stronger form of penalty could sustain lending to a sovereign state.5

To appreciate the importance of the default penalty, consider a ruler 
that seeks to borrow. Derived fi rst are conditions  under which lenders 
extend credit. The interaction between a ruler and lenders is modeled in 
the following terms.6 The ruler values a loan (of size L) in accordance with 
a benefi t function B(L) that has diminishing returns to loan size, so that 

∂B
∂L

> 0  and ∂
2B
∂L2

≤ 0. Financiers (F) can always secure a certain return by 

investing their capital in a safe alternative instead of lending it to the ruler. 
If they lend to the ruler, they do so at an interest rate i, which must be 
greater than or equal to the risk- free rate r. Assuming that the ruler repays 
the loan, the net gain to the ruler from borrowing is B(L) – L (1 + i), while 
the net gain to lenders is L*i.

There are fi ve stages in the basic model. In the fi rst stage the ruler 
decides  whether to seek a loan. In the second stage fi nanciers decide 
 whether to lend to the ruler and, if so, how much and at what rate of in-
terest. Any lending occurs  under a contract that specifi es an infl exible 
fi xed repayment obligation for the borrower.

If lending takes place there is a third stage. The ruler realizes the 
benefi ts of the loan, and a player called Nature determines the fi scal 
circumstances (this device serves to introduce exogenous conditions that 
bear on the ruler’s decision to repay). Lenders do not know Nature’s choice 
beforehand and make their lending decision  under uncertainty.7 In the 
fourth stage if fi scal circumstances are favorable, the ruler repays. If 
the fi scal situation is poor, the ruler may default.
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If the ruler defaults there is a fi fth stage in which lenders  either 
punish the ruler or not. Lenders can impose the penalty for default P(x), 
which is scaled by x. The eff ectiveness of the penalty depends on its mag-
nitude and the likelihood it can be applied. The pa ram e ter x captures 
these elements. The precise nature of the penalty is undefi ned in or-
der to fi rst focus on the impact of variation in the penalty’s strength 
(irrespective of its form).

Let the po liti cal cost to the ruler of debt repayment be a function 
C = C(T, s), where the taxes spent on repayment are T = L(1 + i), and in 
which s is the fi scal outcome selected by Nature, which is  either high (h) 
or low (l). The probability that Nature chooses a favorable fi scal outcome is 
p, while the probability of poor fi scal circumstances is (1 −  p). The repay-
ment cost function C is continuous in the taxes required to repay and 

is assumed to rise at a constant or increasing rate, so that ∂C
∂T

> 0 and 
∂2C
∂T 2

≥ 0.  The total po liti cal cost to the ruler of repaying the loan in bad 

times is always higher than in good times: C(T, l) > C (T, h).8

The structure of this borrowing game is portrayed in fi gure A.1. 
Potential lenders are fi nanciers (F) who know the penalty (P(x)) that 
is available in case the ruler defaults. They decide  whether to lend, 
how much to lend (L), and the interest rate (i) to charge. The interest 
rate the ruler must pay exceeds that on the risk- free alternative to the 
extent that repayment is uncertain. Nature (N) determines  whether 

figure a .1   Sovereign borrowing game with default penalties and risk premia
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the fi scal situation is one in which tax revenues are suffi  cient to repay 
debt.

For the ruler to repay requires that the penalty for default must ex-
ceed the ruler’s po liti cal cost of repayment:

C(P (x)) > C (L[1 + i], s).

Equilibria of the game are identifi ed by backward induction. In the last 
stage the ruler (labeled E for  either the emperor or the executive branch 
of government) decides to  either repay the loan L or default, incurring 
the penalty P(x). If E repays the loan, he receives the benefi ts of borrow-
ing and pays back the capital with interest, while the payoff  for the fi nan-
cier is the return (L(1 + i)). If E defaults, he receives the benefi ts of 
borrowing and pays the default penalty, while the lenders’ rate of return 
on L is zero.

Consider the ruler’s preferences for repayment  under three  diff erent 
levels of the default penalty (x ∈ {a, b, c}, with a < b < c). For x = a let 
C(T ,h) >C(P(a)).  The cost of repaying debt exceeds the size of the pen-
alty for default, even with high fi scal revenues. In this situation the 
ruler defaults with certainty. For x = c let the cost of repayment al-
ways be less than the cost of default: C(T , l) <C(P(c)).With such a 
penalty the ruler always repays, even when the fi scal outcome is poor.

At x = b let the penalty equal or exceed the cost of debt ser vice in favor-
able fi scal circumstances but fall short in unfavorable ones. In favorable 
circumstances the ruler repays, while in the low realization of income 
he does not, since the penalty is too small to support repayment: 
C(T , l) >C(P(b)) >C(T ,h). This condition defi nes a rationing constraint, 
LC, that gives the maximum loan size at which repayment is incentive- 
compatible given the default penalty and the interest rate on the loan:9

LC = P (x)
1+ i

.

The rationing constraint determines the supply schedule of loans to 
the ruler. With two possi ble fi scal scenarios, the supply schedule is a step 
function. Over the range of lending where repayment is certain, supply 
is perfectly elastic at the interest rate r. If the ruler’s demand for loans 
increases to the point where the penalty does not deter default in the weak 
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fi scal scenario, the supply schedule discontinuously shifts to i. At levels 
of loan demand where default is certain, the interest rate is undefi ned 
and there is no voluntary lending beyond the constraint.

Moving back to the lending stage, F knows the penalty for default 
that is available but does not know N’s choice of fi scal circumstances. F’s 
action depends mainly on the expected strength of the default penalty. 
If x = a the penalty is too weak and F denies credit to the ruler even if 
favorable fi scal conditions are certain. If x = c then F will lend, charging 
the risk- free rate of interest. If x = b, then F will lend up to the rationing 
constraint and charge a risk premium.

Figure A.2 portrays the rationing constraint with the penalty fi xed. 
Consider a rationing constraint at LL and let the ruler’s demand for loans 
be Li. Because the constraint is to the left of the amount demanded, the 
ruler would always default on the loan. Financiers anticipate default and 
refrain from lending. At the other extreme the ruler never defaults when 
the penalty is greater than the cost of repayment in poor fi scal circum-
stances; in terms of the fi gure, if the penalty exceeds LH the rationing 

figure a .2  Sovereign borrowing equilibria with default penalties and risk premia
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constraint LC does not bind. Loan size is determined by the fi rst- order 

condition, dU
dL

= ∂B
∂L

− (1+ r) = 0, where the marginal benefi t from bor-

rowing equals the ruler’s marginal cost. The ruler is able to borrow an 
amount LH at the risk- free rate (r) because fi nanciers face no uncertainty 
regarding repayment.

Further analy sis is restricted to the range of default penalties over 
which loans are rationed and the ruler pays a risk premium to borrow. 
The rationing constraint is at LC. Financers are risk- neutral, so their 
expected payoff  from lending must be at least as large as what they would 
receive from investing in the risk- free alternative. This certainty- 
equivalent payoff  to lenders is given by

(1 − p)L(0) + pL (1 + i) ≥ L(1 + r)

where L is loan size, zero is the rate of return to lenders who suff er de-
fault, (1 + i) is the lenders’ rate of return if the ruler repays, and (1 + r ) is 
the rate of return on the risk- free alternative. The equilibrium interest 
rate i in terms of r and p is

i = 1+ r
p

⎛
⎝⎜

⎞
⎠⎟
− 1

which includes a premium for the risk of default, based on the probabil-
ity of a poor fi scal outcome. The interest rate the ruler is willing to pay 
must exceed r by at least this risk premium in order to elicit credit. The 
premium equals the spread between i and r, and decomposes as

s = (i − r) = (1+ r)(1− p)
p

where the fi rst term is the risk- free return on capital and the second term 
is the odds ratio on default.

Both the interest rate and the risk premium decline with an increase 

in the probability of good fi scal circumstances: 
di
dp

= − 1
p2
(1+ r). 10 If the 

probability of repayment rises, the equilibrium amount of credit in-
creases, due to movement along the incentive compatibility constraint.11 
Note that the ruler cannot borrow more by simply paying a higher risk 
premium. If lenders accept a higher interest rate to supply more capital 
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than the ceiling permits, they increase the likelihood of default.12 The 
limit on the amount of credit that could be supplied to the ruler in 
fi gure A.2 approaches Lr as the probability of repayment approaches 
unity.

Several hypotheses tested in chapters 3, 4, and 5 emerge from the 
predictions of this basic model. First, submitting to a default penalty al-
lows the ruler to obtain loans, while increases in the penalty raise the 
ruler’s credit ceiling. Second, changes in the penalty are not necessarily 
the sole source of changes in the ruler’s ability to borrow. If a reduction 
in the po liti cal cost of taxation makes the cost of loan repayment less than 
the default penalty, borrowing becomes possi ble. Any further decline 
in the po liti cal cost of taxation will raise the credit ceiling and reduce the 
risk premium. Hence, a ruler with the power to extract a greater share of 
output as taxes, or who simply collects taxes more effi  ciently, can borrow 
more at a given default penalty. The implication of a productivity increase 
in tax collection is observationally equivalent to that of an increase in 
the default penalty.

MONITORING AND FISC AL CONTROL

Two key institutional features give specifi city to the penalty mechanism 
in the basic model. The fi rst is monitoring. Imposing a penalty for de-
fault requires that creditors monitor the ruler, in the sense that they can 
observe the ruler’s actions. The second feature is fi scal control. When 
creditors control the ruler’s spending, they can guarantee that resources 
required to repay debt are available. The importance of a control right to 
support sovereign borrowing is an implication of Hellwig’s insight that 
creditors seeking to penalize default must overcome their own dynamic 
inconsistency. The assignment to creditors of a control right over the bor-
rower’s revenue fl ows makes it easier for creditors to impose a penalty.13

These two features capture several attributes commonly held by leg-
islative bodies related to public fi nance. Parliaments often demand the 
authority to monitor executive actions and intervene to adjust spending 
as a condition of supplying taxes and authorizing loans. With a default 
penalty of P(b), a fi scal downturn can be partly or completely off set by 
parliamentary intervention that adjusts revenues and expenditures. This 
is the key diff erence from the basic model: repayment may occur in poor 
fi scal circumstances as well as in good ones.



236 appendix i

These features of the model have direct  counter parts in Imperial 
Brazil. The chamber of deputies held monitoring authority by virtue of its 
power to audit expenditures and review the spending made by the cabi-
net. It also delegated some of its monitoring authority directly to credi-
tors, through the Junta Administrativa da Caixa de Amortização. The 
chamber held fi scal authority by virtue of its initiative in setting new 
taxes, bud geting expenditures, and passing bills to provide for debt ser-
vice even in the absence of a new bud get.

Several modifi cations incorporate these elements to the basic model; 
the sequence of moves is portrayed in fi gure A.3. The ruler who seeks to 
borrow submits to some degree of monitoring by creditors and gives up 
some fi scal control; other wise no loans are extended. Financiers then de-
cide to lend or not; to lend, the expected return must exceed the risk- free 
rate of return. If loans are extended, F then decides  whether or not to 
monitor. F incurs a cost by monitoring, but if it does not monitor the ruler 
will default. If F lends, in the next stage the ruler realizes the benefi ts 
of the loan and Nature chooses the fi scal circumstances. In good fi scal 
circumstances the penalty for default elicits repayment. In poor fi scal 
circumstances F must decide to intervene or not in fi scal matters. If F 
declines to intervene, the ruler defaults. If F intervenes, N moves once 
more to determine  whether the intervention is suffi  cient to repay debt. 
If insuffi  cient, default is automatic. If suffi  cient, the ruler decides to  either 
repay or to default opportunistically.

Any fi scal intervention by creditors succeeds with a probability q. 
This probability can be thought of in  either of two ways. First, the credi-
tors intervene in fi scal matters in a way that still leaves them uncertain 
over the result, but in which they expect to prevent default with probabil-
ity q. Alternatively, q can be viewed as the degree of fi scal authority ceded 
to creditors. If creditors enjoy unlimited fi scal authority, q = 1.

While the gross benefi ts of borrowing and lending are the same as 
in the basic model, three additional costs arising from possi ble courses 
of action fi gure into the strategic calculus. Financiers pay a cost M to 

monitor, assumed  here to be a constant portion of the debt, M(L)
L

=m.  If 

lenders do not pay this cost they cannot observe the nature of default 
and therefore can neither intervene fi scally nor punish the ruler.14 There 
is a cost to the ruler from submitting to monitoring: δ1 (P) is increasing 



figure a .3   Sovereign borrowing game with monitoring and fi scal control
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in the size of the penalty. If the ruler assigns a control right to fi nan-
ciers, it comes at an additional cost to the ruler, δ2 (q), that is increasing 
in the amount of control the ruler gives up.

Equilibria are identifi ed by backward induction. Consider the sub-
game starting at the node where Nature determines the outcome of 
fi scal intervention by fi nanciers (“Suffi  cient” or “Not Suffi  cient”). In-
suffi  cient intervention results in default. If intervention is suffi  cient, 
the ruler will repay the loan so long as the default penalty is large 
enough.

F’s choice of action depends on the fi scal circumstances selected by 
N. In poor fi scal circumstances F will intervene to redirect revenue to 
debt repayment, so long as qL (1 + i) > 0, which holds if q > 0. F will always 
intervene in the low- income state if it holds even just a small amount of 
fi scal authority. If N instead selects a favorable fi scal outcome, no inter-
vention by F is required; at a default penalty P(b) the fi nancier can select a 
loan size and interest rate at which the ruler always repays in good fi scal 
circumstances.

Before Nature selects the fi scal situation, F chooses  whether to mon-
itor the ruler, which depends on m and the expected values of p and q. 
In poor fi scal conditions F’s expected payoff  from monitoring is (1 − p) 
[qL (1 + i) − M]. In the high- income scenario F’s expected payoff  from 
monitoring is p[L (1 + i) − M]. F will thus choose to monitor so long as 
m < [p + q (1 − p)] (1 + i), that is, whenever the expected rate of return with 
monitoring and fi scal intervention exceeds the unit monitoring cost.

In the lending stage,  whether F lends depends on  whether the ruler 
has assigned the authorities to monitor and to exert fi scal control to cred-
itors (which determine values of m and q for F). The interest rate required 
to make F at least as well off  as it would be investing capital in a risk- free 
asset is

i = 1
p + q (1− p)

⎡

⎣
⎢

⎤

⎦
⎥ (1+ r +m) − 1.

Intuitively the interest rate is a function of the cost of monitoring and 
degree of fi scal control the ruler concedes to creditors.15 Increases in q 
reduce the equilibrium rate of interest by reducing the risk premium. So 
long as the ruler’s costs of submitting to monitoring and delegating fi s-
cal control are less than the benefi ts of borrowing, the ruler gains a sur-
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plus and thus has an incentive to establish institutional arrangements 
that increase the degree of fi scal control by creditors.

Figure A.4 portrays lending with both monitoring and fi scal author-
ities assigned to creditors. The ruler’s demand for capital is LH, with 
a rationing constraint of LC. With fi scal intervention (so long as q > 0) the 
ruler can borrow a larger amount at a lower unit cost. The interest 
rate the ruler must pay decreases in the probabilities of favorable fi scal 
circumstances (p) and successful fi scal intervention (q):16

∂i
∂p

= − (1− q)
[p + (1− p)q]2

[1+ r +m] < 0, and

∂i
∂q

= − (1− p)
[p + (1− p)q]2

[1+ r +m] < 0.

Note that if fi scal circumstances are always favorable (p = 1), fi scal in-
tervention is irrelevant to repayment. The interest rate includes the cost 
of monitoring but requires no premium for default risk. Likewise, if there 
is no chance that fi scal intervention would stave off  default (q = 0), then 
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figure a .4   Sovereign borrowing equilibria with monitoring and fi scal control
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there is no distinction between the outcome with fi scal intervention and 
without it. The risk premium is determined in that case by p.

If fi scal intervention is completely eff ective (q = 1), then i = (r + m), 
which is the risk- free rate with monitoring. Fully eff ective fi scal interven-
tion in this model is analogous to the strong penalty (P(c)) for default in 
the basic model above. This is the main argument deployed in the text: 
if the ruler assigns a strong fi scal control right to a parliament whose ma-
jority represents creditor interests, the government is unlikely to default 
opportunistically, even in a fi scal downturn. Parliament’s authority over 
fi scal aff airs reduces the state’s borrowing cost relative to what it would 
be if there was no del e ga tion of fi scal control to creditors (since p + (1 − p) 
q > p when q > 0).

Finally, increases in both p and q attenuate each other to a certain 

degree. The cross partial derivative 
∂2i

∂p ∂q
> 0;  the decline in the interest 

rate that results from an increase in the probability of favorable fi scal 

conditions ∂i
∂p

⎛
⎝⎜

⎞
⎠⎟

 is less sharp when the effi  cacy of a fi scal intervention 

is increasing. By Young’s theorem the decline in the interest rate accom-
panying an increase in the effi  cacy of fi scal intervention (q) is similarly 
less steep when the probability of a good fi scal outcome is higher.

CREDIBLE COMMITMENT AND FINANCIAL DE VELOPMENT

If political- institutional changes that commit the ruler to repay debt also 
increase the credibility of sovereign promises across the board, it may im-
prove property rights in all assets. Robinson pre sents a general result along 
these lines in which the ruler’s actions  matter not only vis- à- vis sovereign 
borrowing but also with res pect to the broader capital market.17 If the ruler 
can expropriate the wealth of  either lenders or borrowers in the broader 
market (and not just those who loaned money directly to the ruler), 
then the private capital market exhibits credit rationing. In this scenario 
the ruler repays its loans only if the penalty for default exceeds the cost 
of the repaying sovereign debt plus the sum of private sector lending. 
Given a penalty low enough, lenders must ration credit not only to the 
ruler but also to private borrowers. Lending too much money will lead the 
ruler to default its own debt and expropriate money loaned between other 
parties. The eff ect is to reduce investment and lower the incomes of both 
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lenders and borrowers. Securing private property depends on limiting the 
same sort of discretionary authority that the ruler holds over sovereign 
debt. The political- institutional changes required to credibly commit to 
repay debt should also increase lending and investment in the market.

This framework provides a useful baseline scenario for considering 
situations between full commitment and complete capital market failure. 
If sovereign commitment can be more narrowly targeted to the state’s 
lenders, then there is no reason to expect broader fi nancial development 
to result from the commitment to repay. If sovereign promises can be 
rendered credible in a piecemeal fashion, without committing to com-
plete rights in fi nancial property, then improvements in the state’s cred-
itworthiness may have no impact at all on other markets or could even 
come at the expense of private saving and investment. The ruler might 
strike bargains with entrepreneurs and asset holders to supply property 
rights on a purely ad hoc basis, engage in fi nancial repression to steer 
private savings to the Trea sury, or impose limits on business fi nance for 
narrowly par tic u lar reasons. These considerations comprise the frame-
work underpinning the arguments in chapters 6 and 7.

Consider fi rst the entrepreneur’s choice of or gan i za tional form in the 
absence of po liti cal or regulatory costs. The activity the entrepreneur 
seeks to undertake requires more capital than can be invested as a sole 
proprietorship. The nature of the activity implies an effi  cient scale of in-
vestment that infl uences  whether the entrepreneur prefers to use the 
corporate form to raise capital or instead create a partnership. The entre-
preneur’s return from the partnership investment is Rp (k), while the re-
turn from investing in the same activity  under the corporate form is 
Rc (k). The function Rt (k) = Ai kα relates the total return to the capital (k) 
invested in the enterprise, the elasticity of the total return with res pect 
to capital invested (α), and the productivity of the investment (A). The 
entrepreneur’s criterion for incorporation is Rc (k) > Rp (k).

Consider three factors external to the fi rm that bear on the entrepre-
neur’s choice: the cost of petitioning the government for a corporate char-
ter (c), the probability that the petition will be approved (p), and the 
probability that the government will expropriate  after investment has 
taken place (1− s). The entrepreneur’s choice of or gan i za tional form is 
modeled as a four- stage pro cess.18 Assume that the entrepreneur spe-
cializes in an activity for which productivity is higher in a corporation 
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than in a partnership (Ac > Ap). In the fi rst stage the entrepreneur chooses 
between two alternatives: or ga nize a partnership or petition the govern-
ment to incorporate. The petition cost, c, is not simply a fee but may also 
require the entrepreneur to persuade politicians that incorporation is 
warranted. The term represents the vari ous possi ble lobbying expenses, 
bribes, and implicit losses from delay in establishing the business while 
the politicians consider the petition.

In the second stage the government  either grants a charter to incor-
porate by approving the fi rm’s statutes or it denies the petition. In the 
third stage, if the petition is denied the entrepreneur creates a partner-
ship and allocates capital in the amount k to the business and the rest of 
their wealth (w −  c−  k) to a risk- free asset. If the government grants the 
charter, the entrepreneur  either proceeds with incorporation or declines 
to incorporate. The latter choice could result from a changing assessment 
of expropriation risk or if government approval was conditioned on 
changes to the amended statutes that diff ered materially from what the 
entrepreneur had petitioned. If the entrepreneur proceeds with incorpora-
tion and raises investment capital, there is a fourth stage in which the gov-
ernment  either honors the entrepreneur’s property right or expropriates.

The conditions shaping the entrepreneur’s decision are derived by 
backward induction. In the last stage, if the government supports the en-
trepreneur’s property right in the corporation, the entrepreneur receives 
the entrepreneurial return on the portion of wealth invested in the busi-
ness, and the risk- free return on the rest of their wealth:

Vc (k) = Rc (k) + (w − c − k) (1 + r).

If the government instead expropriates, there is a zero return on the busi-
ness investment, but the entrepreneur gets the risk- free return on the 
remaining wealth. Let the probability that the government supports the 
entrepreneur’s property right be s and the probability of expropriation 
be (1 − s). The expected return from investing in the corporation is

Vc (k, s) = sRc (k) + (w − c − k) (1 + r).

The expected return from selecting the partnership form  after having a 
corporate charter approved is



appendix i  2 43

Vp (k) = Rp (k) + (w − c − k) (1 + r).

The entrepreneur will invest capital in the business up to the level 
that maximizes the total return.19 For given levels of expropriation risk 
(1− s), the rate of return (1 + r) on low- risk assets, α, and A, the optimal 
level of investment in the business is:

ki
* =

αsAi

(1+ r)
⎡

⎣
⎢

⎤

⎦
⎥

1
(1−α )

.

This also determines the allocation of the entrepreneur’s wealth between 
the business and the risk- free investment. The capital invested in the 
business increases in α, s, and A.

The threshold for the entrepreneur to choose to or ga nize a corpora-
tion, conditional on the government having approved the charter, is20

s >
Rp(k)

Rc(k)
.

The greater the expected return  under the corporate form, the higher the 
risk of expropriation the entrepreneur will accept when deciding how 
much to invest in the business.

In the second stage the entrepreneur takes into account the proba-
bility that a request to incorporate will be approved as well as the cost of 
seeking the charter. The government approves the entrepreneur’s peti-
tion for a charter with probability p. When the condition above holds, the 
expected payoff  to the entrepreneur from petitioning to incorporate is

∏c = p [Vc(k, s)]+ (1− p) [Vp(k)].

The expected payoff  from choosing the partnership form of the fi rm is

∏ p =Rp(k) + (w − k) (1+ r).

This implies that the entrepreneur will petition for a corporate charter 
if

p > c (1+ r)
sRc(k) −Rp(k)

.
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This is the ratio of the opportunity cost of having sought the corporate 
charter in terms of the return on the risk- free investment and the ex-
pected benefi t of choosing the corporate form of the fi rm over the part-
nership. If the probability of charter approval is less than the right- hand 
side, the entrepreneur will form a partnership, even if there is an under-
pinning productivity advantage for the corporation.

To defi ne an effi  ciency benchmark for activities in which the return 
on capital of the corporate form exceeds that of the partnership, the reg-
ulatory variables are c = ε (epsilon being a small administrative fee) and 
p = s = 1, petitions to incorporate are all approved with certainty at only 
trivial expense, and there is no risk of ex post expropriation. The entre-
preneur will choose to incorporate. At the other extreme is the case in 
which there is no chance the government will approve the corporation 
(p = 0). The entrepreneur will not waste money on a petition and will cre-
ate the partnership. This scenario is costly to the economy; it incentiv-
izes the entrepreneur to create the business using the or gan i za tional form 
that is less effi  cient and generates a lesser total return to capital.21

Two intermediate cases are relevant as well. In the fi rst, the cost to 
petitioning is low (c = ε), a charter will be automatically granted (p = 1), 
but there is expropriation risk. For the entrepreneur to incorporate, the 
risk must be suffi  ciently low and the return diff erential in the denomi-
nator suffi  ciently large. Other wise, the entrepreneur prefers the partner-
ship form because the expropriation risk outweighs any benefi ts from 
choosing the or gan i za tional form that is better suited to the activity. Fi-
nally, the most general case is one in which there is some probability of 
a petition being approved, a potentially large cost to petitioning, and some 
risk of expropriation. If the combined costs are too high, the entrepre-
neur will opt for the partnership. So long as there are activities that can 
be more profi tably undertaken using the corporate form, any institutional 
changes that reduce the cost of seeking a charter (c), raise the probability 
of approval (p), or reduce the probability of expropriation (1− s) support 
higher levels of capital formation and increase the social surplus.
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The empirical analyses of the chapters on public borrowing make use of 
time- series data at frequencies of observation ranging from weekly to an-
nual. Other chapters use data on banks and other private fi rms at inter-
vals ranging from annual to quinquennial. This appendix details the 
sources of these data and the basic manipulations involved in their use.

PUBLIC DEBT

Annual fi scal- year estimates of the public debt  were built up on a loan- 
by- loan basis from the early 1820s through 1889. Information on the stock 
of debt came from two sources. The fi rst was the annual report delivered 
by the fi nance minister to the chamber of deputies at the beginning of 
each parliamentary session. For the few years preceding the fi rst session 
in 1826, there was usually a report from the fi nance ministry or the Trea-
sury that served this purpose. The second source was the published an-
nual bud get, which up to the early 1850s usually provided more detail on 
the debt than the fi nance minister’s report.

External Debt: Up to 1853 the bud get was used as the principal source 
of information on the stock of the external debt; thereafter the fi nance 
minister’s report provides the numbers. Included in those used in the text 
are balances outstanding on the loans detailed in chapter 3, along with 
the Portuguese loan of 1823 for which Brazil assumed responsibility in 

appendix ii

Data
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1825. Adjustments to the reported amounts  were required in a number 
of instances. Occasional typographical errors in the published totals re-
quired careful reconciliation of the component fi gures in many years. 
From year to year the month for which the data  were reported varied 
considerably. The reporting dates on the external debt  were more often 
than not the end of June or December but  were frequently reported in 
other months as well. The discussion of the size and structure of the debt 
contained in the text of the fi nance minister’s report, all debt tables ap-
pended to the report, and the values for the debt appended to the bud get 
 were cross- checked for consistency and to help identify any sources of 
error. The annual fi gures  were placed on a common footing by express-
ing them all as of 30 June, which was the end of the fi scal year for much 
of the Imperial era. This put the debt series on the same annual basis as 
that defi ned for comparable data series (exports, revenues, expenditures, 
and the like). In the fi nal external debt series the data for 1829 through 
1850  were those actually reported for the end of June of each year. Data 
from 1825 through 1828, 1851 through 1876, and 1881 through 1888  were 
converted from an end- of- calendar- year basis to the end of June by linear 
interpolation. For 1878 through 1880 the data  were reported in odd months 
and  were converted to June estimates using a weighted (by month) interpo-
lation of the closest available observations. No fi gures on the stock of for-
eign debt  were located in  either the reports of the fi nance minister or the 
published bud get for the calendar years 1830, 1849, 1851, 1877, and 1889. 
Estimates for these missing observations  were obtained by interpolating 
the annual totals for adjoining years.

Domestic Funded Debt: In only two calendar years  were no data re-
ported on the stock of the domestic funded debt: 1830 and 1860. In every 
other year there was at least one report of the stock of the domestic debt 
in circulation; in many years there  were two reports. In some instances, 
such as in 1872, a span of only six months separated reported values 
(March and September). In other cases there  were intervals longer than 
eigh teen months without an update on the stock of the domestic debt (no 
fi gure was published, for example, between March 1875 and December 
1876). As in the case of the foreign debt, the month for which the domestic 
debt was recorded varied. Estimates for each year’s end- of- June domes-
tic debt stock  were obtained by interpolating the nearest observations. 
Debt fi gures for most of the 1820s are less reliable than those for other 
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years, since even Brazilian authorities experienced diffi  culty in sorting 
out what amounts  were owed. Before the establishment of the funded 
debt in 1827 there  were several early loans that  were securitized or that 
other wise paid fi xed rates of interest. These included loans in 1796, 1811, 
1818, and 1822. All of these instances of crown borrowing involved loans 
that  were forced to some degree. Over time much of this earlier debt was 
converted to apólices of vari ous coupon rates. The largest single category 
of pre-1828 domestic debt was unfunded loans made to the Trea sury by 
the fi rst Banco do Brasil. As those loans  were converted to apólices, which 
was a main goal of the debt law of 1827, the stock of funded domestic 
debt mechanically increased.

Unfunded Debt: Most domestic debt before the law of 1827 was un-
funded, a result of the heavy borrowing through the fi rst Banco do Bra-
sil. By the 1830s, however, the predominant form of unfunded, or fl oating 
debt, was the Trea sury bill (letra de tesouro). Vari ous bills had been issued 
as a means of payment beginning in the colonial period. No reliable 
indicator of their volume is available for the early postin de pen dence 
era. New provisions governing their use  were established in the early 
1830s. The monthly amount of bills in circulation was reported regularly 
beginning in 1836. For the fi rst de cade of the series there  were two types 
of bills. One type, bilhetes de tesouro, carried a fi xed rate of interest of 
6  percent. The issue of bilhetes tapered off  sharply  after 1844, and none 
remained in circulation  after September 1845. Letras did not carry fi xed 
rates like bilhetes but instead paid rates that varied with conditions in 
the money market and the letra’s maturity. At maturity investors would 
receive the face value of the bill, the eff ective interest being the diff er-
ence between the issue price and redemption price. Both types of bills 
 were issued in anticipation of revenues within the same fi scal year.

Debt Totals: The totals of each category are summed in two steps. All 
types of debt  were fi rst expressed in British pounds sterling. The stock 
of apólices denominated in Brazilian currency was converted by using 
the annual average market rate of exchange, while the National Loans of 
1868 and 1879  were converted to sterling at the fi xed rate of 27 pence per 
milréis, as specifi ed  under their foreign exchange clauses. The sterling 
fi gures for the domestic debt  were combined with the external debt totals 
for each year to give the total stock of funded public debt. To arrive at the 
total debt (funded and fl oating) the stock of Trea sury bills in circulation 
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on 30 June of each year was converted to sterling and added to the total 
stock of funded debt.

SEIGNIOR AGE RE VENUE S

Funds obtained by issuing paper money  were an im por tant component 
of the government’s fi scal resources at key moments. From 1830 through 
1852 and from 1866 through 1889, nominal seigniorage is derived by tak-
ing the fi rst diff erence of the annual series of the stock of paper money 
that had been issued by the Trea sury. For the period before 1830 the 
banknotes issued by the fi rst Banco do Brasil are treated as Trea sury 
issues. The annual data draw from Brazil, Relatório da Commissão de 
Inquérito . . .  , “Quadro da Emissão . . .  do Extincto Banco do Brasil . . .” 
and “Mappa Demonstrativo da Existência . . .  das Notas do Governo . . .”; 
and Carreira, História Financeira, 742–43. From 1830 and  after the data 
are for fi scal years. Before 1830 the fi gures are for the calendar year and 
are converted to a fi scal- year basis using a two- year moving average. The 
series is interpolated between 1830 and 1835, 1835 and 1838, and 1838 
and 1841. Occasional reductions in the currency stock between 1830 and 
1852 and between 1866 and 1889 are counted as negative seigniorage. 
The retirements of notes between 1852 and 1866 was performed by the 
Banco do Brasil  under the terms of its charter. While this represented a 
reduction in the paper currency stock, it was not a Trea sury operation, 
and the retirements are not included in the net seigniorage series.

FISC AL DATA

Ordinary revenues, primary expenditures, and debt ser vice outlays  were 
reconstructed from the original source for most years. The main source for 
public accounts is the Trea sury’s Balanço da Receita e Despeza. The fi rst 
Balanço published was for fi scal year 1831, and was the means by which 
the fi nance ministry presented its rec ord of spending and revenues to the 
chamber of deputies. For the 1820s accounts had to be reconstructed from 
tables in the reports of the fi nance minister, which  were considerably 
less detailed than the Balanço. In a few years for which no data  were lo-
cated the source used is Carreira’s study. While it is the most compre-
hensive of the early works on government fi nance, it suff ers from some 
errors and must be used with caution. In numerous instances the fi g-
ures reported by Carreira diverge from those in Balanço. It was nonethe-
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less the best available source for fi lling gaps, which fortunately was 
required only by exception. For 1830 no data  were available in any source, 
and all three fi scal series are interpolated.

Fiscal years coincided with calendar years up to the end of the 1820s. 
The basis of the fi scal year then switched,  running from the start of July 
 until the end of June. The 1820s revenue and cost data are adjusted ac-
cordingly. The fi scal year changed again in 1887. The available fi gures for 
the year 1886 encompass three semesters, from 1 July 1886 to 31 Decem-
ber 1887. To obtain estimates for fi scal year 1887, the approach was to 
take one- half of the value for calendar year 1888 and add it to one- third 
of the value of the “long” 1886. Similarly, calendar year 1888 and calen-
dar year 1889 are averaged to produce an estimate for fi scal year 1889.

The concept employed by the Brazilian Trea sury from the 1830s on-
ward in classifying ordinary revenues and outlays corresponds in most 
respects to modern practice. In a few areas adjustments  were warranted.

Revenues: The original fi gures overstate ordinary revenues. The main 
adjustment required involved stripping out expedient sources of income. 
Scrutiny of revenues by category made it possi ble to correct the exagger-
ated infl ows. Each year the Trea sury reported a category of so- called 
extraordinary income.  After the 1830s these extraordinary receipts came 
mainly from judicial fees and fi nes and the occasional sale of state- owned 
assets. Through the 1830s, however (and occasionally thereafter), extraor-
dinary revenues included funds received from credit operations and sei-
gniorage. At times these accounted for a large share of the government’s 
total annual infl ows. In 1824 extraordinary income was 40   percent of 
total revenues and included seizures of Portuguese properties and partial 
proceeds from the London loan. In 1827 extraordinary income  rose to 
nearly 45  percent of total revenues and came mainly from money ad-
vanced by the Banco do Brasil and other sources of credit. In fi scal year 
1828–29 more than 80  percent of the extraordinary receipts  were proceeds 
from the sale of long- term domestic bonds. In fi scal year 1829–30 the 
issue of copper coins and credit operations  were booked as extraordinary 
revenues. In 1830–31 infl ows came from the issue of yet more copper 
coinage, proceeds from loans, and public deposits. In 1831–32 the reported 
total revenues included the existing balances in the Trea sury as new in-
come, along with the proceeds of credit operations and the issue of cop-
per coins. In 1834–35 extraordinary revenues accounted for 11  percent of 
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total receipts, deriving from a modest issue of currency and “restitution” 
purportedly paid from the assets of the defunct Banco do Brasil. In 1836–
37, 10  percent of total revenues  were extraordinary, again mainly the pro-
ceeds from new borrowing. In all of these instances extraordinary 
revenues  were subtracted from total revenues, thereby giving a consis-
tent mea sure of ordinary revenue.  After the 1830s any bias that extraor-
dinary sources of income might have created diminished greatly. What 
 little remained consisted largely of items that derived not from pure ex-
pedients but from indemnizations, lottery revenues, and proceeds from 
the sales of properties, such as buildings.

Primary Expenditures: The chief adjustment to convert the reported 
total expenditures to a consistent mea sure of primary expenditure was 
to net out debt ser vice payments (interest and principal). As in the case 
of revenues, detailed information for the 1820s is more diffi  cult to 
come by, though the fi nance minister’s report fi lls most gaps. For 1827 
the government’s outlays in London  were reported in sterling, and these 
 were converted to milréis by means of the annual rate of exchange (see 
below).

Debt Ser vice: Payments on the funded debt included three compo-
nents: interest payments to bondholders, amortization to retire loans, and 
fees to loan contractors or other fi nancial agents who handled interest 
and amortization. For most years the Balanços provide detail suffi  cient 
enough to allow calculation of comprehensive debt ser vice fl ows. For 
years before 1834 these had to be estimated whenever detailed data  were 
not available in the reports of the fi nance minister. For example, debt ser-
vice for fi scal year 1824 is partly an estimate, based on bud geted expen-
ditures for the second half of calendar year 1823.1 On the pre-1828 funded 
domestic loans (including shares of the old 1796 loan), annual coupon 
rates ranged from 1  percent to 6  percent. A 5  percent average coupon rate 
was applied to the stock of these domestic debts through 1832 to estimate 
the fl ow of interest payments. The contribution of the domestic compo-
nent to overall debt ser vice payments in this period was quite small. In-
terest on the London loans was estimated for 1825 and 1826 from the 
implicit coupon payments on the face value of the debt that had been 
issued to that point. From 1830 through 1833 both the domestic and 
foreign components of debt ser vice  were estimated from the implicit 
interest on the outstanding stock of both components along with any 
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reported amortization in Rio (amortization in London had been sus-
pended).

All payments in London  were booked by the Trea sury at the fi ctive 
exchange rate of 27 pence per milréis. When the market value of the 
milréis was less than this exchange rate, the true pecuniary cost of ser-
vicing loans denominated in sterling was greater. To account for this 
diff erence the Balanço statements included what the Trea sury called “dif-
ference in exchange,” which  were the additional foreign exchange costs 
on transfers to London beyond those recorded at the notional parity. These 
are included as part of the overseas debt ser vice payments. Summing the 
component series of payments across the categories of debt gives the to-
tal debt ser vice each year.

LOAN PRO CEEDS

Brazil’s London loans nearly always entered the market at a discount to 
the loan’s contracted value. Rio loans rarely raised an amount equal to or 
in excess of the loan’s face value, so that in most instances these too  were 
issued at a discount.

With regard to the London loans and the National Loans, calculating 
the  actual proceeds of borrowing was straightforward. When loans  were 
raised in installments the infl ows  were assigned to a fi scal year accord-
ing to the date of each installment. For apólices the total volume of debt 
issued each year is available. Information on the loans’ proceeds was not 
always available. When the primary market apólice price was reported, 
the proceeds of that year’s debt issue are readily computed. In the absence 
of the primary market price, a three- step procedure was employed to es-
timate the year’s proceeds. First, an adjustment  factor Zt was calculated 
as the ratio of the apólice’s primary market price (Ppt) to the annual aver-
age secondary market price (Pst) for years in which the primary market 
price was reported. This ratio was then interpolated to produce an esti-
mated ratio Z

∧
t for years in which debt was issued but no primary market 

price was available. For each of these years, P
∧
t  was then calculated as the 

product of Pst and Z
∧
t . The proceeds on apólice borrowing  were then 

calculated as the product of P
∧
t  and the quantity of apólices issued. The 

money raised on borrowing in domestic currency was converted to pounds 
by using the annual average market exchange rate in order to sum it with 
the London issues.
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Estimates of the amounts raised on London loans come from the 
contracts cited in appendix III. Since early pay- ins by investors  were 
rewarded with an extra discount on the purchase of the bond,  actual 
amounts raised on the loan could be less than the contracted amount. 
But as the example from the 1883 loan in chapter 3 revealed, the diff er-
ence between the contracted amount and the amount raised net of early 
installment discounts was very slight.

PRIMARY BORROWING COS TS

Borrowing costs in the primary markets are calculated as ex ante inter-
nal rates of return at the time of borrowing. Chapters 3 and 4 pre sent 
details on the computation. The data for fi xed- maturity loans (all of the 
London loans and the National Loans in Brazil) come from loan contracts 
cited appendix III. For apólices the sources of the prices of new issues 
 were the annual reports to the parliament from the fi nance ministers, 
the commercial press, and correspondence of merchants, as detailed in 
chapter 4.

MARKE T YIELDS ON THE D OME S TIC DEBT

The bulk of Brazil’s domestic funded debt consisted of 6  percent apólices. 
In 1886 the government executed a conversion of apólices from a 6  percent 
coupon to a 5  percent coupon. The new 5 percents  were fi rst quoted in 
the offi  cial market on 3 April 1886, and serve as the basis for the apólice 
price series thereafter. For con ve nience they are all referred to  here sim-
ply as apólices (though it is im por tant to make clear that pre-1886 5  percent 
apólices and the old 4 percents are not used to calculate yields or capital 
costs, as they  were small in volume and not quoted frequently). Price quo-
tations for apólices before 1850 come from Rio newspapers. The most 
im por tant was the Jornal do Commércio, which carried the fi rst reported 
secondary market quotations starting in 1829. Occasional gaps in its cover-
age  were fi lled by the Correio Mercantil (intermittently during 1830–32) 
and O Constitucional (in 1831). For the pre-1850 period in general a check 
on the apólice prices quoted in Jornal do Commércio is possi ble at occa-
sional intervals via the city’s other commercial papers.  After 1850 the 
main sources of apólice price quotes are the manuscript quotation books 
of the Rio stock exchange. Regulation originating in the commercial code 
of 1850 formalized the ways of quoting prices and recording the transac-
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tions of the Rio exchange beginning in March 1850. Data drawn from 
these registers come from ANRJ, Fundo Bolsa de Valores do Rio de 
Janeiro (BVRJ), Livros das Cotações Ofi ciais da Junta dos Corretores, 
Livros 13187 through 13241, Codices 5692 through 5746. The prices re-
ported by the Jornal do Commércio by and large refl ected the offi  cial quotes 
in the exchange (occasional diff erences  were so slight as to be negligible). 
In 1858 the trading of apólices was unusually thin on the offi  cial market, 
perhaps as a result of the fi nancial crisis that began in 1857. Price quotes 
 were largely absent from both the stock exchange and the Jornal do Com-
mércio. Curb market quotes for apólices did, however, appear in Rio’s 
Correio da Tarde newspaper. There  were some weeks in which no price 
quotation could be located in any of the available sources. Of the more 
than three thousand weeks covered between 1829 and 1891 to create the 
series, in approximately 12  percent there was no reported apólice price. 
These gaps  were fi lled by cubic- spline interpolation to minimize any bias 
that might be imparted in the statistical manipulations of the series in 
chapter 5.

Yields to maturity  were derived from the apólice prices in two steps. 
Apólices became perpetual annuities  after 1838 and— since amortization 
had always been irregular— were likely viewed as such for most of the 
previous de cade. Over an infi nite number of payment periods, the yield 
to maturity is indistinguishable from the current yield. The fi rst step, 
then, was to simply divide the coupon rate by the market price of the 
bond. The current yield is then adjusted for the semiannual coupon 
frequency by

YTM = 1+ 1
2
current yield

⎛
⎝⎜

⎞
⎠⎟

2

− 1
⎛

⎝
⎜
⎜

⎞

⎠
⎟
⎟

to give the eff ective annual yield, on a week- by- week basis.

YIELDS ON BR A ZILIAN BONDS IN LOND ON

Weekly London bond prices come from three sources. The fi rst and most 
im por tant was the Course of the Exchange. In a few instances missing ob-
servations  were fi lled in by using price quotes published in the Times of 
London and the Economist. The main diffi  culty encountered with the Lon-
don bonds is that no single loan circulated for the entire period  under 
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study. The series thus links runs of yields from  diff erent loans, bearing 
 diff erent coupons, and issued with  diff erent maturities. The  diff erent cou-
pon rates are of some concern. Two bonds with identical risk of default 
and the same maturity, but diff ering coupon rates, will not only have 
 diff erent market prices but also can have  diff erent yields owing to se-
niority and  diff erent reinvestment risks.2 When maturities diff er for two 
other wise identical bonds, their current yields may diff er— one is priced 
higher and yields less because it is slated to mature earlier. This means 
that a change in the reference bond within the series, for example, from 
a 5   percent bond with a thirty- year maturity to a 5   percent that ma-
tures earlier than thirty years, may appear as a shift in the level of the 
current yield series. A partial solution is to compute the yield to matu-
rity, rather than using the current yield, to control for diff ering coupon 
rates and maturities across the loans that comprise the subseries. The 
resulting yields on bonds of diff ering maturity then become legitimately 
comparable.

From 7 January 1825 through 2 December 1852, yields to maturity 
are calculated on bonds from the loans of 1824 and 1825. Despite being 
issued through separate contractors some six months apart, they  were 
listed as a single loan on the London exchange. These had a 5  percent 
coupon and a maturity of 1 April 1854. When the shares of the loan of 
1852 fi rst hit the market, the bonds from the 1824 and 1825 loans quickly 
went above their par value, driving the yield to maturity below even that 
of the risk- free yield on British consols for a few weeks. The series  here 
switches over to the 1852 bonds as soon as they appeared in order to min-
imize any bias from this eff ect.

In the rest of the 1850s and the 1860s, no single loan was quoted with 
the desired regularity in the London market. This left two alternatives. 
One was to use 4.5 percents from the loan of 1852, supplemented by price 
quotes for 4.5 percents from loans in 1858 and 1860. The second alterna-
tive was to use scattered observations of the 5 percents still in circula-
tion. The 1824/1825 loans, originally set to mature in 1854,  were extended 
by agreement with the loan contractors for ten years, meaning that those 
bonds  were occasionally quoted as well in the 1850s. The market for the 
latter, however, was not very active and would require mingling price 
quotes of the limited number of bonds in circulation from the small loans 
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of 1829 and 1839 with those of the 1824/1825 loans. In many instances 
the issue year of the 5  percent bond being quoted could not be ascertained. 
Because of these concerns the following approach was taken. From 10 De-
cember 1852 through 5 March 1862, the yield to maturity was calculated 
on bonds from the loan of 1852, bearing a 4.5  percent coupon and with a 
maturity of 1 December 1882. In 1862 price quotes for the 1852 loan 
turned scarce, necessitating a shift to bonds of another loan. To avoid in-
terpolating over gaps as large as one month, yields beginning with the 
observation on 13 March 1862 and  running through 28 December 1863 
are based on a “composite” bond from the loans taken in 1852, 1858, 
and 1860. These  were separate loans, in  diff erent amounts and with dis-
tinct maturities, all with a 4.5  percent coupon. They  were nonetheless 
consistently quoted in the 1860s as if they  were a single issue. Their ma-
turities all fell within an eight- year win dow, and diff erences in their 
prices must have been so slight as to have been inconsequential in the 
eyes of most investors. The redemption date used for calculating the yield 
to maturity on the composite bond is a weighted average of the maturi-
ties of the individual loans, with weights derived from their relative 
amounts of each loan at issue.3 The resulting blended maturity for the 
1852/1858/1860 bond was 1 September 1887.

By 1864 prices for the new bonds of 1863 had appeared in the press. 
Given that the loan was regularly quoted in this period and does not suff er 
from any of the potential biases of the composite loan of 1852/1858/1860, 
its 4.5  percent bonds serve as the basis for calculating the yield to matu-
rity from 1 January 1864 through 10 October 1865 (with a maturity of 
1 October 1893). When Brazil took the large war loan in 1865, its bonds 
quickly became the most actively traded and most frequently quoted of 
the Brazilian issues in London. These are used in the series from 17 Oc-
tober 1865  until 17 March 1871. The bond had a coupon of 5   percent 
and matured on 1 March 1903. The remainder of the bond yield series 
was built up in the same way by using, in succession, bonds from the 
loans of 1871, 1875, 1886, and 1888, in accordance with the dates given in 
 table A.II.1.

Potential pitfalls exist in linking the subseries of bond yields, beyond 
the concerns about diff ering maturities and coupon rates detailed above. 
For a bond issued at discount, as almost all Brazilian loans  were, the price 
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of the bond will tend to par as its maturity draws near. Similarly, bonds 
that trade in the market above par will tend to move back to par as the 
redemption date approaches. Avoiding yields that are too close in time to 
the maturity date is prudent.

While calculating the yield to maturity improves the comparability 
of bonds with diff ering durations or diff ering coupon rates, the linking 
of the subseries remains necessarily imperfect.  Diff erent maturities are 
also associated with  diff erent degrees of se niority. In a scenario of par-
tial default, the bond due to be redeemed sooner might well be worth 
more, since it is more se nior and more likely to be repaid fi rst. This fur-
ther complicates linking the subseries to create a single uniform yield 
series. In practice, these types of problems are unavoidable but can be 
mitigated by attention to detail. If econometric analy sis returns a struc-
tural break at the point of linkage between two subseries of bonds from 
 diff erent loans, additional scrutiny is warranted to make sure that the 
shift is not an artifact of the way in which the series was constructed.

An additional risk of bias in calculating yields arises when the mar-
ket price of the bond exceeds par.  Under Brazil’s loan contracts a portion 
of bonds  were to be retired each year. When they  were above par, that 
year’s portion was callable by lottery drawing and would be paid at par 
value. Calculations of the yield to maturity in these instances should take 

 Table A.II.1
Components of Brazil Sovereign Bond Yield Series, 1825–91

start of 
subseries

end of 
subseries loan coupon

contr ac ted 
maturit y

7 January 1825 2 December 1852 1824/1825 5 1 April 1854*

10 December 1852 5 March 1862 1852 4.5 1 December 1882

13 March 1862 28 December 1863 1852/1858/1860 4.5 1 September 1887

1 January 1864 10 October 1865 1863 4.5 1 October 1893

17 October 1865 17 March 1871 1865 5 1 March 1903

24 March 1871 12 February 1875 1871 5 1 February 1910

19 February 1875 1 October 1886 1875 5 30 June 1915

8 October 1886 12 December 1889 1886 5 1 January 1924

20 December 1889 28 December 1894 1888 4.5 1 April 1928

* Maturity extended to 1864 by agreement with the loan contractors.
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into account the probability that the bond might be called. The “yield to 
call” rather than the yield to maturity would have to be computed for each 
 future period. Multiple call scenarios with their respective probabilities 
(a function of how many years remained to maturity) would have to be 
incorporated into the estimate of yield. Outside of its computational 
complexity, this approach is not pursued mainly because the Empire’s 
London bonds  were infrequently priced in the market above their par 
values. With the exception of the run-up to the conversion loans in the late 
1880s, bonds did not remain at high prices for extended periods. Bonds 
traded slightly above par fairly consistently from February through May in 
1853; again in late June through September in 1874; from May 1881 through 
December 1882; April through June 1883; November and December 1883; 
and April 1887 through May 1889. In the latter period the Empire’s bond 
prices  were unusually high, refl ecting the upcoming debt conversion to 
bonds with a lesser coupon and perhaps infl uenced by very low interest 
rates in the London market. But overall Brazil’s bonds traded at some point 
above par in roughly fi fty- seven months out of sixty- fi ve years.

YIELDS ON CONSOL S IN LOND ON

Converting yields to risk premia required stripping out the risk- free re-
turn on the basis of the London consol yield. Consol prices came from 
the same sources as the prices for Brazil’s London bonds.  Until 1862 the 
books  were closed on consol trades in the weeks between the announce-
ment of the ex- dividend date and the payment of the dividend. The Course 
of the Exchange did not normally report consol prices during the weeks 
when the books  were closed, as trades  were not offi  cially taking place. 
Other sources sometimes did report prices on consols, to be settled once 
the closure period had ended. Whenever possi ble, gaps in the series 
during closures  were fi lled by means of using the forward prices re-
ported in the Economist and the Times. Where gaps persisted, the last con-
sol price available was used.

 Until April 1881 the data are for 3  percent consols, which paid inter-
est twice yearly. In April 1881 the market value of the 3 percents exceeded 
par for the fi rst time, increasing the likelihood that they would be called. 
This makes them unsuitable from that point forward as a mea sure of the 
long- run rate of interest. From April 1881 the data are instead based on 
New Gladstones, the 2.5  percent consols fi rst issued in 1853, which also 
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paid interest on a semester basis. For semester interest payments the yield 
to maturity is calculated in the same way for consols as apólices.

r = 1+ 1
2
current yield
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The reference consol shifted again in 1884. The Conversion Act of 1884 
passed  under Chancellor of the Exchequer Hugh Childers authorized 
the conversion of outstanding 3 percents using new 2.5   percent and 
2.75   percent consols; on August 8, 1884, the conversion plan began.4 
Starting in 1884 the reference consols are the New Childers, as suggested 
by Klovland.5 Other than the  diff erent coupon rates, the key change in this 
period was the frequency of the dividend payment. The introduction of 
the New Childers consols shifted interest payments from a semester ba-
sis to a quarterly basis. This required a slightly  diff erent method of calcu-
lating the annual equivalent yield. For quarterly coupon payments the 
yield is

r = 1+ 1
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E XCHANGE R ATE

Weekly observations of the exchange rate in Rio de Janeiro came from 
newspapers and archival sources. Before 1850 the main sources for the 
exchange rate  were the city’s newspapers. The rates most often reported 
 were those on bills of exchange rather than gold sovereigns. The bills 
 were currency contracts to be settled in the  future, usually in sixty or 
ninety days. Gaps in sources made it impossible to establish a Rio ex-
change rate for part of the 1820s. During fi scal years 1825 and 1826 there 
 were data for only a few months of each year. If these had been scattered 
more or less randomly across the full twelve- month span, there would be 
 little concern, but in both of these years the available observations  were 
tightly clustered in time. As a result, the exchange rates used for 1825 
and 1826 are those quoted in London. This creates a potential bias. Gaps 
between the exchange rates reported on each side of the Atlantic  were as 
much as 10  percent (and occasionally greater) in the 1830s. But compari-



appendix ii  259

son of the annual rates in Rio and London for 1824 and years  after 1825–
26 suggests there is  little reason for concern in the mid-1820s. For 1824 
the average rate in Rio was 49.2 pence per milréis, while in London it was 
49. For 1827 the average Rio rate was 41, while for London it was 39.5. In 
1828 the average rate was 32.6 in London versus 32.9 in Rio. Weekly obser-
vations of the exchange rate in London for 1825 and 1836 came from the 
Course of the Exchange. For the rest of the 1820s the rates come from Semi-
nário Mercantil from June 1823 to May 1824; Folha Mercantil from June to 
October 1824; Diário Mercantil from November 1824 to September 1825; 
Folha Mercantil in September of 1825; and the Diário Mercantil from the 
second half of calendar year 1826 into 1829. From 1829 to 1850 the main 
source was the Jornal do Commércio. From 1850 on, the principal sources 
 were the same stock exchange rec ords that provided the apólice price quo-
tations. In the aftermath of the fi nancial crisis of 1857 offi  cial quotes 
for exchange rates became sparse, but the Correio da Tarde published reg-
ular quotations drawn from the curb market for most of 1858.

For thirteen months, from July 1876  until August 1877, quotations 
for pound- milréis exchange contracts vanished from both the fi nancial 
press and the offi  cial transactions of the exchange. The gap in the data 
was fi lled by using the rate at which the Trea sury remitted its funds to 
London. In most instances these  were remittances from the main Trea-
sury offi  ce in Rio. The remittances  were made at irregular intervals, 
giving observations that  were less frequent than desired. One concern 
is  whether the rate at which the Trea sury actually remitted was repre-
sentative of market rates. Comparisons of market- based rates from the 
period before and  after the thirteen- month interval reveal that the dif-
ferences between the Trea sury’s rate of exchange and the rate quoted in 
the market  were minuscule. The annual series of exchange rates was 
placed on a fi scal- year basis by taking an unweighted average of weekly 
quotes over each twelve- month interval from 1 July to 30 June.

DATA ON BANK S AND COMPANIE S

Chapters 6 and 7 rely mainly on published primary sources and news-
papers. For companies the Jornal do Commércio intermittently reported 
tables with the capital stock of the joint- stock fi rms listed on the Rio de 
Janeiro stock exchange. Occasional summary data, cited in the chapters, 
appeared in annual reports of cabinet ministers.
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The semester or annual reports of banks to their shareholders  were, 
in a number of instances, published as separate volumes. Many of those 
that have survived are available in the periodicals section of the Biblio-
teca Nacional. The London and Brazilian Bank annual reports to share-
holders are available in the archive of the Bank of London and South 
Ame rica at University College, London. Summary fi nancial statements 
of banks for years in which no separate reports  were available came from 
the Jornal do Commércio and the Diário Ofi cial do Império.
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The interest rate the Brazilian government agreed to pay on a new loan 
was the ex ante cost of capital implied by the loan contract. This is not 
the same as the interest rate that Brazil paid ex post. The ex post rate de-
pended on the timeliness of interest payments, the frequency of amorti-
zation, and the amounts actually paid in fees to the contractor  handling 
the ser vice on the loan. The ex ante cost of capital diff ers as well from the 
rate of return to the bondholder who acquired bonds at issue and held 
them  until maturity. Like the ex post cost of capital, bondholder re-
turns depended on the timeliness of interest payments. They did not 
include fees that the government paid to intermediaries, which meant 
they  were always less than the government’s ex ante borrowing rate even 
when the government strictly complied with the terms of the loan contract.

The distinction is im por tant because only the ex ante interest rate 
reveals the market’s appraisal of creditworthiness at the time of lending 
(the ex post mea sure reveals  whether lenders  were justifi ed in their ex 
ante appraisal of the borrower’s reliability). What the borrower commits 
to pay is detailed in the contract between the borrower and the interme-
diary  handling the loan: interest, regular amortization, onetime fees at 
issue, recurring fees for  handling interest payments and amortization 
drawings, the additional discount at issue resulting from the use of in-
stallments to raise the loan, and the settlement of any balance of principal 

appendix iii

Primary Market Borrowing Costs

sources and method
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at the loan’s maturity. For fi xed maturity loans, like those in London and 
the National Loans in Brazil, the interest rate is derived from the internal 
rate of return, (1 + i), in the expression

M =
Dt + At + Fdt + Fat

(1+ i)t
⎡

⎣
⎢

⎤

⎦
⎥

t = 0

T

∑ + B
(1+ i)T

where M is the money raised, D is the semester interest payment on 
bonds in circulation, A is the prescribed amortization along with inter-
est payments to the sinking fund on bonds already retired, Fd and Fa are 
fees on interest payments and amortization drawings, T is the loan’s term, 
and B is the balance (if any) to be paid off  at maturity. There is no closed- 
form solution for the internal rate of return, and it is calculated using 
numeric techniques. Because interest was paid on a semester basis, the 
calculation gives a semester interest rate, which is converted to an an-
nual equivalent rate: ia = (1 + is)2 − 1.

Interest rates for the loans issued in London and for the fi xed- maturity 
National Loans taken in Brazil depended on specifi c details set out in 
each loan contract. Several considerations are warranted in using the con-
tractual provisions to compute the ex ante cost of borrowing. The pre s-
ent value of the cash raised was less when the money came to the 
Trea sury in installments. Disbursement by installment was commonly 
used when the intermediary raised the loan through a public subscrip-
tion of bonds. The delay in receiving the borrowed money reduced its 
value and raised the loan’s cost. The borrower had to pay interest from 
the start date of the contract on money it received only  later. In such 
cases the pre sent value of the loan on the date that interest began to ac-
crue is calculated by discounting each installment by a daily interest rate 
implied by the coupon rate on the loan, taking into account the number 
of days that elapsed between the signing of the contract and each in-
stallment.

The amount of the cash raised was further reduced when subscrib-
ers received rebates for early completion of their installments. Such in-
formation survives for only a few loans, such as that of 1883. On the basis 
of the reported cash fl ows, the diff erence this made to the estimates  here 
is slight. Of 4 million pounds sterling, the discounts for early installments 
came to only around 1.4   percent (see RMF 1884, table 7). The total 
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amount rebated could not be anticipated at the time the loan was fi rst 
contracted and is disregarded in the calculations of chapter 3.

Loans that Brazil received in a single payment  were those in 1839, 
1843, 1852, the maturity extension of 1854, and the loan of 1859. All of 
these  either securitized existing unfunded debts or refi nanced outstand-
ing issues of bonds. Loans taken  under installments  were those of 
1824, 1825, 1829, 1858, 1860, 1863, 1865, 1871, 1875, 1883, 1886, 1888, and 
1889. It is not useful to detail in every case the precise adjustments 
made to the amounts of money raised. An illustration is provided in the 
discussion in chapter 3, using the case of the loan of 1871. The main 
implication is that installment loans had higher eff ective rates of inter-
est than loans made  under identical terms and conditions but which 
 were provided in  whole from the time of contracting.

A second adjustment involves the terms of amortization and the fees 
involved. Loan contracts required amortization  either by purchasing 
bonds in the open market or by lottery drawing. Purchase was used when-
ever bonds traded at less than their par value. Loan contractors used 
drawings to retire bonds whenever the bond’s market price exceeded the 
par value. The National Loan of 1865 mandated amortization at par, ir-
respective of the bonds’ market price. Amortization fees to the loan con-
tractor diff ered depending on the way amortization took place. To make 
the results of the internal rate of return calculations comparable over 
loans, the calculation of fees assumes that bonds  were called and retired 
at face value. Some loan contracts required amortization on a semester 
basis, while  others indicated the annual amount. The computation of the 
return was tailored, by loan, to account for this feature.

The interest payments on domestic loans raised through the issue 
of apólices did not involve intermediaries and  were handled directly by 
the Trea sury. Amortization was suspended indefi nitely in 1838, making 
the apólices perpetual interest- bearing securities. The ex ante return on 
apólice issues through 1838 was calculated like that for the London loans. 
The adjustment for computing the interest rate on apólice loans  after 
1838 in chapter 4 is to calculate the internal rate of return on an infi nite 
stream of coupon payments, using the bond’s initial issue price (P):

P =
coupont

(1+ iA )
t
,

t

∞

∑
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which in the limit approaches

iA ≅ coupon
P

.

Because interest was paid by semester it is adjusted to an annual rate. The 
government’s cost of borrowing using apólices of identical coupon rates 
varied solely with the initial issue price of the loan.

The following sources  were used to estimate the cost of domestic bor-
rowing presented in Figure 4.7: for 1828, Samuel, Phillips (SP) to Nathan 
Mayer Rothschild (NMR), RAL XI/38/215B, 17 January 1828, and 16 Feb-
ruary 1828; for 1829: SP to NMR, 12 July 1828, and 13 December 1828; 
Macedo, Tratado do Cavalleiro Hennet, pp. 142–44; Anexo B, “Quadro das 
Apólices . . . ,” Relatório da Commissão . . .  1859; 1830: SP to NMR, 28 
 January 1830, 8 February 1830; 1832: SP to NMR, 16 October 1831; 1833–36: 
Anexo B, “Quadro das Apólices . . . ,” Relatório da Commissão . . .  1859; 
1837–38: RMF, 1839; Anexo B, “Quadro Demonstrativo das Apólices de 
Fundos Públicos”; 1839: Anexo B, “Quadro das Apólices . . . ,” Relatório 
da Commissão . . .  1859; 1841: RMF 1841, table 7- A; RMF 1843A, table 
21; 1842: RMF 1843A, table 21; 1843: SP to NMR, 15 September 1842, 
RMF 1843B, table 3; 1844: RMF 1844, table 6; RMF 1845A, table 5; 
1845: RMF 1845B, table 6; 1846: RMF 1846, table 11; 1847: RMF 1847, 
table 6; 1849: RMF 1850A, table 11; 1850: RMF 1850B, table 7; 1851: 
RMF 1851, p. 12, table 8; 1852: RMF 1852, table 8; 1853: RMF 1854, p. 3, 
table 11; 1861: RMF 1862, p.  15; 1863: RMF 1864A, p. 8; “Retrospecto 
Anual” (RA), Jornal do Commércio ( JdoC), 7 January 1863; 1869: RA, JdoC 
for 1869, 7 January 1870; 1870: RA, JdoC for 1870, 7 January 1871; 1871: 
RMF 1871, p. 10; 1876: RMF 1877A, p. 33; 1877: RMF 1877B, pp. 18–19; 
1879: RMF 1879, table 10; RCJC for 1879, p. 43; 1887: RMF 1886, “Contrato 
feito com o Banco do Brasil”; RMF 1887, p. 58. For most annual observa-
tions the interest rate is based on a weighted average of apólice issue 
prices during a single fi scal year. In cases where new borrowing ran over 
fi scal year cutoff s, loan prices  were assigned to the fi scal year in which 
the bulk of the bond issue took place. In the mid-1840s the specifi c 
months of issue  were not reported, so that the fi scal year matching is 
approximate.

For borrowing in London, and borrowing with fi xed- maturity loans 
in Brazil, the contracts located and consulted are listed below.
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LOAN AGREEMENTS OF THE EMPIRE OF BR A ZIL

1824: AMFF 71.11.54, “[Agreement for General Bond] Between Felisberto 
Caldeira Brant and Manoel Rodrigues Gameiro Pessoa, Plenipotentiaries, 
and Messrs. Bazett, Colvin, Crawford & Co., Messrs. Fletcher, Alexander, 
& Co., and Messrs. Thomas Wilson & Co.,” 7 June 1824; ANRJ, Série 
Diplomacia, Manuscritos, [BR AN Rio] Q1 O DIL 89, “[Bond Certifi cate] 
Loan of £3,000,000 Sterling Money for the Ser vice of the Brazilian Em-
pire,” 7 June 1824.

1825: RAL 000/336/4, “An Agreement . . .  Between Felisberto Caldeira 
Brant . . .  and Chevalier Manoel Rodrigues Gameiro Pessoa . . .  and Na-
than Mayer Rothschild of the City of London . . . ,” 12 January 1825; RAL 
000/401/A, “Abstract of the Brazil Loan Contract 1825 Between the Bra-
zilian Gov’t FC Brant MRG Pessoa and NM Rothschild, 12 January 1825”; 
AMFF 77.11.201B, “[Contract] N. M. Rothschild to the General Felisberto 
Caldeira Brant and Chevalier Manoel Rodrigues Gameiro Pessoa, Pleni-
potentiaries of His Majesty the Emperor of the Brazils,” n.d.

1829: AMFF 77.11.57, and RAL 000/336/4, “An Agreement Between . . .  
Viscount de Itabayana . . .  and Nathan Mayer Rothschild . . . ,” 3 July 1829; 
AMFF 77.11.57A, “Private Agreement Between . . .  Viscount de Itabay-
ana . . .  and Nathan Mayer Rothschild,” 3  July 1829; AMFF 77.11.57B, 
“An Agreement Between . . .  Viscount of Itabayana and Messrs. Thomas 
Wilson & Co. merchants of the City of London,” 3  July 1829; AMFF 
77.11.57C, “Private Agreement Between . . .  Viscount of Itabayana . . .  and 
Messrs. Thomas Wilson & Co.,” 3 July 1829.

1839: RMF 1838,  p.  19; RMF 1875, Annexo B, “Tabella das diversas 
condições dos empréstimos levantados pelo Brazil em Londres desde o 
anno de 1824.”

1843: AMFF 77.11.58, “Notarial Certifi cate of the Deposit at the Bank of 
[the] General Bond and Full Powers for [the] Brazilian Fund [of] 1843,” 
20 May 1843.

1852: RAL 000/336/2, “Loan of £954,250 Sterling for the Ser vice of the 
Brazilian Empire,” 6 September 1852 (Notarized Copy, 12 November 
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1852); RMF 1853, [ Table] 43, “Traducção do Contracto do Empréstimo de 
£1.040.600.”

1858: RAL 000/336/2, “1858. Empire of Brazil. Loan of £1,425,000 Ster-
ling,” 19 May 1858; RMF 1859, Anexo 1, “Contracto para Levantamento 
do Empréstimo de 1858.”

1859: AMFF 71.11.63, “1859. Empire of Brazil. Loan of £508,000 sterling for 
the Financial Ser vice of the Empire of Brazil,” n.d.; AMFF 71.11.63A, “Mem-
orandum of Loan, 23 February 1859”; RMF 1859, Anexo 2, “Condições do 
Contracto para pagamento do Resto do Empréstimo de 1829.”

1860: RAL 000/336/2, “1860. Empire of Brazil. Loan of £1,210,000 Ster-
ling for Advances to be Made to Promote Industrial Undertakings,” 
16 March 1860; [Prospectus] “Imperial Brazilian Loan at 4 1⁄2 Per Cent”; 
RMF 1861, p. 6; RMF 1860, pp. 16–17.

1863: RAL 000/336/2, “1863. Empire of Brazil Loan of £3,300,000 Ster-
ling;” [Prospectus] “Imperial Brazilian 4 1⁄2 per Cent Loan 1863, for 
£3,300,000”; RMF 1864, Anexo B, “Empréstimo de 1863.”

1865: AMFF 77.11.69, [Agreement between Baron of Penedo and N. M. 
Rothschild and Sons], “1865. Empire of Brazil. Loan of £5,000,000 
Sterling,” 23 September 1865; AMFF 77.11.69A, “Memorandum of an 
Agreement . . .  Between the Imperial Brazilian Government by His Ex-
cellency the Baron do Penedo . . .  and Baron Lionel Nathan de Rothschild, 
Sir Anthony Rothschild, Baron Nathaniel de Rothschild, and Baron Mayer 
Amschel de Rothschild . . . ,” 12 September 1865; [Prospectus] “Imperial 
Brazilian 5 per Cent Loan of 1865, for £5,000,000 Sterling”; RMF 1866, 
Annexo A, “Empréstimo de 1865. Contracto.”

1868 (National Loan): AMFF 77.11.37, [Bond certifi cate] Empréstimo Na-
cional do 1868, issued  under Decreto 4.244, 15 September 1868.

1871: RAL 000/401C, “Memorandum of Contract for the Loan of 
£3,000,000 Sterling,” 23 February 1871; RAL 000/336/2, [General bond], 
26 April 1871; [Prospectus] “Imperial Brazilian 5 per Cent Loan of 1871, 
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for £3,000,000 Sterling”; RMF 1871, pp. 13–14, “Memorandum de Con-
tracto para o Empréstimo de £3.000.000 sterlinas . . .”

1875: RAL 000/401C, “Memorandum of Agreement . . .  Between the Im-
perial Brazilian Government by his Excellency the Baron do Penedo . . .  
and Baron Lionel Nathan de Rothschild, and Sir Anthony Rothschild Bar-
onet . . . ,” 18 January 1875; [Prospectus] “Imperial Brazilian 5 per Cent 
Loan of 1875 for £5,000,000 Sterling”; RMF 1875, Anexo B, “Contracto 
do Empréstimo de 1875 e Condições dos Empréstimos Externos.”

1879 (National Loan): RAL 000/337/2 [Bond Certifi cate], “Império do Bra-
zil, Empréstimo de 1879”; CLB, Decreto 7381, 19 July 1879.

1883: [Prospectus] “Imperial Brazilian 4 1⁄2 per Cent Loan of 1883, for 
£4,000,000 Sterling”; RMF 1883, Annexo A, “Memorandum do Contrato 
do Empréstimo Externo de 1883 e breve notícia sobre os empréstimos 
contrahidos pelo Brazil na praça de Londres desde 1824”; RAL 000/336/3 
[General Bond], 11 May 1883.

1886: RAL 000/401D, “Memorandum of Contract for the Loan of £6,000,000 
Sterling in 5 per Cent Stock”; RAL 000/336/3, [General Bond] 26 May 1886; 
[Prospectus] “Imperial Brazilian 5 per Cent Loan of 1886, for £6,000,000 
Sterling”; RMF 1886, Anexo B, Operações de Crédito, “Empréstimo de 
1886. £6.000.000 reaes ou £6.431.000 nominaes. Contrato Preliminar.”

1888: RAL 000/336/3, “[General Bond] Empire of Brazil. 4 1⁄2 % Loan of 
1888”; [Prospectus] “Imperial Brazilian 4 1⁄2 per Cent Loan of 1888, for 
£6,000,000 Sterling.”

1889: RAL 000/336/3, “1889 Brazilian Loan Contract Between . . .  Consel-
heiro Bacharel José Antonio de Azeredo Castro . . .  and N. M. Rothschild & 
Sons,” 30 September 1889; RAL 000/336/3, “Brazil 4% Loan of 1889, Gen-
eral Agreement,” 29 April 1890; [Prospectus] “Conversion and Redemption 
of the Imperial Brazilian Five Per Cent Loans of 1865, 1871, 1875, and 1886.”

1889 (National Loan): Decreto no. 10.322, 27 August 1889. For the issue 
fee, see Rui Barbosa, Obras Completas, vol. 16, no. 6, p. 301.
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notes

abbreviations
ACD Anais da Câmara dos Deputados
AL Almanak Laemmert
AMFF Acervo do Museu da Fazenda Federal
ANRJ Arquivo Nacional do Rio de Janeiro
CLB Collecção das Leis do Império do Brasil
LMA London Metropolitan Archive
RA “Retrospecto Annual” [do Jornal do Commércio]
RAL Rothschild Archive, London
RBB Relatório do Banco do Brasil
RCJC Retrospecto Commercial do Jornal do Commércio
RMF Relatório do Ministério da Fazenda

chap ter 1.  introduc tion
 1. Borrowing in London was cheaper for Brazil in 1824 and 1825 than in 1829, a 

result partly of the lending boom still  under way in London and partly of the 
fact that Brazil had not yet had trou ble making interest payments. For the 
costs of the government’s London borrowing, see chapter 3.

 2. Loans taken by the government in the domestic market before 1831  were 
cheaper, but not by much, costing some 11.5  percent per year in 1828. The 
cost of the last loan in 1889 was identical to the cost of borrowing in sterling 
in London, as Brazil had gone on gold. Chapter 4 provides estimates of pri-
mary market borrowing costs in Rio de Janeiro.

 3. Historians had long emphasized the fi nancial importance of the institu-
tional changes wrought by the Glorious Revolution; see Dickson, The Finan-
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cial Revolution in  England. For the po liti cal background to the institutional 
and economic changes of the Glorious Revolution, see Pincus, 1688: The 
First Modern Revolution, 366–99. The now- classic argument for the connec-
tion between institutional change, the credible commitment to repay sover-
eign debt, and fi nancial development in the British case is North and 
Weingast, “Constitutions and Commitment.” North and Weingast’s paper 
inspired a body of work that alternately disputed, confi rmed, or added to 
their argument. Those studies are cited below at the appropriate points.

 4. Stasavage, States of Credit, 70–131.
 5. North and Weingast, “Constitutions and Commitment.”
 6. Salvucci, Politics, Markets, and Mexico’s “London Debt,” 14–16.
 7. For these early arguments, and energetic rebuttals by a staunch defender and 

participant, see Figueiredo [visconde de Ouro Preto], A Década Republicana.
 8. Prado Ju nior, História Econômica do Brasil, 201.
 9. Furtado, A Formação Econômica do Brasil, 139.
 10. Rodrigues, Atas do Conselho do Estado, 10:xxviii.
 11. Spain holds the unenviable rec ord for the most defaults, and Philip II alone 

defaulted four times in the late sixteenth  century; see Drelichman and Voth, 
Lending to the Borrower from Hell.

 12. In light of Rodrigues’s characterization, the relative dearth of research on 
the Imperial debt is a peculiar elision. The emphasis to date in analyses of 
Brazilian state building at the national level— where one might think that 
the relevance of sovereign borrowing in par tic u lar would be most direct— 
is on other issues: the backgrounds of high- offi  ce holders, the workings of 
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 78. RMF 1846, table 11.
 79. RMF 1851, 12–14; RMF 1852, table 8. As broker- dealers Gomes & Paiva 

loaned money and traded in precious metals, foreign currencies, Imperial 
and provincial apólices, Trea sury bills, and commercial paper; AL 1850, 320; 
AL 1851, 371.

 80. Here and elsewhere in the text references to market prices are based on end- 
of- week observations in Rio de Janeiro using the sources detailed in appen-
dix II.

 81. RMF 1852, 12, table 8.
 82. RA 1852, Jornal do Commércio, 15 January 1853; RMF 1852, table 8.
 83. RMF 1854, table 11.
 84. The bank sold these bonds, redeeming paper currency  under its contract 

with the government as a bank of issue; RA 1861, Jornal do Commércio, 
2 January 1862. Gomes & Filhos  was a private bank that traded in foreign 
currencies, public securities, stocks, and discounters of commercial paper; 
AL 1861, 582.

 85. RA 1863, Jornal do Commércio, 7 January 1864; RMF 1864A, 8.
 86. Despite holding assets of more than 17 million milréis, including nearly 7 

million milréis in apólices, Gomes & Filhos was one of the main banking 
 houses to fail in the fi nancial crisis of 1864; RA 1864, Jornal do Commércio 
(supplemento), 9 January 1865. Montenegro, Lima & Cia. also failed; Brazil, 
Relatório da Commissão . . .  Inquérito Sobre as Causas Principaes . . .  , Docu-
mentos Anexos, Serie B, Documentos relativos à Casa Bancária de Gomes & 
Filhos, 7–35; and Documentos relativos a Casa Bancária de Montenegro, 
Lima & Cia., 37–47.

 87. Brazil, Tesouro Nacional, Relatório e Projecto de Lei.
 88. Almanak dos Negociantes do Império do Brasil, 191; Surigue, Almanak 

Geral. . . .  (1838), 174; AL 1844, 220; AL 1868, 501.
 89. On the Teixeira Leites in Vassouras, see Stein, Vassouras: A Brazilian Coff ee 

County, 17–20; Melo and Falci, “Eufrásia Teixeira Leite.” On the directors of 
the Banco Commercial e Agrícola in Rio, see AL 1858, 441. For the investors 
in the Banco Industrial e Mercantil, see ANRJ, Junta do Comércio, Livro 424, 
Registro 7, Galeria 3.

 90. On Carvalho, see Vasconcellos and Smith de Vasconcellos, Archivo Nobiliar-
chico Brasileiro, 43–44, 74–75, 398–99; AL 1868, 488, 597. The second barão 
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  do Amparo would become an initial investor in the Banco Industrial e Mer-
cantil, together with the aforementioned barão de Vassouras.

 91. The connections between the Teixeira Leites and other members of the pro-
vincial elite  were more extensive than sketched  here. See the genealogies in 
Needell, Party of Order, 328–31.

 92. RCJC 1869; RMF 1871, 10.
 93. RCJC 1876, 33.
 94. Total issues in 1875–76  were nearly 8.7 million milréis; Times, 2 February 

1877; RMF 1877A, 33; RMF 1877B, Tabela 19, 18–19.
 95. RCJC 1877, 34.
 96. RMF 1879, 16; RCJC 1879, 43. Wagner was a resident foreign merchant 

whose principal activity was trade; AL 1861, 42. Irapuá was from Minas 
Gerais and had built a ranching fortune in Rio Grande do Sul; Vasconcellos 
and Smith de Vasconcellos, Archivo Nobiliarchico Brasileiro, 197. A parlia-
mentary dispute over the loan, among other fi nancial issues, became a 
question of confi dence in the cabinet within the chamber of deputies; see 
the discussion in chapter 2 above, and Times, 4 February 1879.

 97. RMF 1880, table 8; RCJC 1879, 44–45.
 98. Cavalcanti, Elementos de Finanças, 392.
 99. RMF 1886, annex B, 6–10.
 100. Financial News, 27 July 1886; South American Journal, 1 May 1886.
 101. Francisco de Figueiredo (visconde, and  later conde) was one of the most im-

por tant banking investors of the late Imperial era. He had initial investments 
of nearly three thousand shares of the Banco Internacional in 1888, two hun-
dred shares of the Banco del Credere in 1886, and one hundred shares of the 
Banco União do Crédito in 1885, among other businesses. Such holdings eas-
ily placed him among the top fi nanciers in Brazil; Vasconcellos and Smith de 
Vasconcellos, Archivo Nobiliarchico Brasileiro, 152; ANRJ, Junta Comércial, 
Livro 26, registro 267; Livro 24, registro 523; Livro 23, registro 496.

 102. Investors who lived in the larger provinces could subscribe through the pro-
vincial branch of the Trea sury; Cavalcanti, Elementos de Finanças, 386.

 103. Cavalcanti, Resenha Financeira do Ex- Império do Brazil, 28.
 104. RMF 1838, “Estabelecimentos Possuidores de Fundos Públicos.” This caixa 

of 1838 pooled the savings of its members and functioned like an invest-
ment club. It had no relation to the government- created caixa that appeared 
in the 1860s; see Adams, “Caixa Econômica,” 2–3.

 105. RA 1872, Jornal do Commércio, 4 January 1873.
 106. RBB, 1877, “Balanço.” The bank’s stake in apólices at the end of the fi scal 

year was some 27 million milréis, which was not a trivial position for the 
bank and certainly not typical of its portfolio. The bonds accounted for more 
than 20  percent of the bank’s total assets and equaled more than 80  percent 
of the bank’s paid-in equity.

 107. This does not count the large National Loan of 1889, which was taken in fi s-
cal year 1890.
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 108. This fi gure includes around 27  percent of the total proceeds from the 1889 Na-
tional Loan, which was the amount that had been paid in to the Trea sury  under 
the contract by the time the army overthrew the constitutional monarchy.

 109. Even without a shift in the demand for credit, an increase in the penalty for 
default increases the volume of lending (to meet existing demand) and re-
duces the interest rate.

 110. Wright, “Reputations and Sovereign Debt.”
 111. For the discounted bills, see RBB, 1887, 13. For the amounts in circulation, 

see fi gure 4.3.
 112. RAL XI/38/215 B3, Samuel, Phillips & Co., to Nathan M. Rothschild, Rio de 

Janeiro, 16 February 1828; RAL XI/38/215 B18, 13 October 1828.
 113. RAL XI/38/215 B24, 13 December 1828.
 114. RMF 1835, 10–11, 15.
 115. RMF 1838, “Quadro demonstrativo da Apólices de Fundos Públicos de juro 

de 6 per cento.”
 116. RMF 1844, table 6.
 117. RA 1851, Jornal do Commércio, 14 January 1852.
 118. Times, 2 August 1876.
 119. RCJC 1877, 34; Telegraph, 27 January 1879.
 120. RMF 1851, 12–14, table 8.
 121. RMF 1852, 12, Tabela 8; RA 1852, Jornal do Commércio, 15 January 1853.
 122. RA 1860, Jornal do Commércio, 7 January 1861.
 123. RA 1861, Jornal do Commércio, 2 January 1862.
 124. RMF 1864A, 8.
 125. RMF 1871, 10.
 126. RMF 1877A, 33; RCJC 1879, 43; RMF 1879, table 10.
 127. Barbosa, Obras Completas, 151–52, 159–62, 301–2.
 128. RMF 1854, table 11.
 129. RCJC 1876, 33; Times, 2 February 1877; RMF 1877B, table 19; 18–19.
 130. RMF 1879, table 19. Taking further into account the minuscule 4  percent 

and 5  percent issues up to 1879, along with the National Loans of 1868 
and 1879, the government received 308.9 million milréis on obligations 
of 352.6 million milréis, or an average overall issue price of 87.6  percent 
of par.

 131. The amortization schedule implied  under the law was typical of the era, 
 being based on the system advocated by Richard Price (and implemented 
by Pitt) in late- eighteenth- century Britain; Oliveira, Systema Financial do 
Brazil, 115–30.

 132. The calculation takes into account the payment frequency of interest and 
amortization. Because interest was paid twice yearly, the calculation pro-
duces a semester interest rate, which is then annualized as iA = (1+ iS )

2 − 1.
 133. The price of a new bond in this case is the pre sent value of  future coupon 

payments to infi nity, P =
coupont

(1+ iB )
t

t

∞

∑ .  In the limit this expression equals the 
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current yield at issue, iB ≅
coupont

P
.  Like estimate A, estimate B is adjusted 

to account for the semester frequency of interest payments.
 134. Appendix III gives the sources of the loan’s price in each instance of bor-

rowing for which the information could be located.
 135. Primary market prices for issues of apólices in the years 1866–68  were not 

located. Prices  were, however, available for even larger issues in 1869 
and 1870, which pre sents reasonable, if incomplete, coverage of borrowing 
costs during the war against Paraguay.

 136. Note that the National Loan of 1868 did not involve fees on issue or ser vice 
since the Caixa de Amortização in Rio administered the loan. The Roths-
childs handled ser vice in Eu rope on the 1879 loan. As such there  were in 
practice fees of an unknown amount. These fees  were not contracted  under 
the loan per se and do not fi gure in the estimated cost of capital at issue.

 137. Although war time issue prices are available for some tranches of apólices, 
they are not available for every year in which borrowing took place, includ-
ing 1867 and 1868.

 138. In Rio, unlike London, there was  little diff erence between the bond inves-
tor’s expected return and the state’s borrowing costs on most of the apólice- 
based borrowing, since there  were no fees to bankers and the bonds  were 
perpetual  after 1838. The chief exception was the large issue of 1886, on 
which the Banco do Brasil charged an issue fee; RMF 1886, annex, 6–10.

 139. For the broad concept of original sin, see Eichengreen and Hausmann, 
“Exchange Rates and Financial Fragility.” For a revised statement, see 
Eichengreen, Hausmann, and Panizza, “Currency Mismatches, Debt Intol-
erance, and Original Sin,” 147–50.

 140. Domestic long- maturity borrowing became more widespread in the fi rst part 
of the twentieth  century; Reinhart and Rogoff , This Time Is  Diff erent, 105–6.

 141. The Republic that followed the Empire also relied on the domestic capital 
market, but  under the new institutions borrowing became more diffi  cult in 
the 1890s (see chapter 8 for discussions of some of the reasons for this shift 
and its implications).

chap ter 5.  turning points
 1. Baxter, “The Recent Progress of National Debts,” 4, 7.
 2. Bonds exhibit a variety of risks: interest rate risk, infl ation risk, reinvest-

ment risk, liquidity risk, and default risk. Credit risk that is unique to the 
borrowing state is alternately referred to as the default premium, the risk 
premium, or country risk.

 3. Bond prices and yields move inversely; higher default risk will reduce a 
bond’s price and increase its yield, while less risk will raise the bond’s price 
and reduce its yield.

 4. Sussman and Yafeh, “Institutional Reforms, Financial Development, and 
Sovereign Debt,” 15; Stasavage, “Credible Commitment in Early Modern 
Eu rope,” 164–74; Stasavage, “Partisan Politics and Public Debt.”
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 5. Cox, “Was the Glorious Revolution a Constitutional Watershed?” 54.
 6. Sussman and Yafeh, “Institutional Reforms, Financial Development, and 

Sovereign Debt,” 6.
 7. Since government may borrow only occasionally, in periods in which it ex-

hibits extremely high risk of default it may not be able to borrow at all. It is 
conceivable, then, that some intervals between new loans could conceal im-
measurably high credit risk.

 8. Willard, Guinnane, and Rosen, “Turning Points in the Civil War.”
 9. Another approach to identifying changes in sovereign risk is to focus on the 

largest “yield fl uctuations,” as Ferguson did for Eu ro pean states in the nine-
teenth  century. The approach focuses exclusively on the largest increases in 
the bond yield. Some events that abruptly raised yields, such as the Revolu-
tions of 1848, quite likely  were turning points. But visual inspection of the 
yield series for the major Eu ro pean states is suffi  cient to suggest that many 
of these large increases in sovereign risk for Eu ro pean states  were short- 
term changes, not structural shifts; Ferguson, “Po liti cal Risk and the Inter-
national Bond Market,” 78, 105–7.

 10. The bonds that the Empire issued in London  were never listed or quoted in 
Brazil. While some individuals and banking organizations in Brazil owned 
them, they found no active formal market there and give no indication of 
having been traded on anything other than an exceptional basis.

 11. RMF 1877A, 32.

 12. 
∂s
∂p

= − (1+ r)
p2

< 0, and
∂s

∂(1− p)
= (1+ r)

p
> 0.

 13. For more than half a  century  after the Glorious Revolution the bonds of Hol-
land remained less risky than those of Britain. By 1824, however, no state’s 
bonds consistently exhibited lower levels of risk than those of the British.

 14. The yield- to- maturity is the expected internal rate of return, i, on the bond 
when purchased at time t, given by

 Pt =
coupont

(1+ i)t
+

PR
(1+ i)T

.
t

T

∑

  Where Pt is the market price of the bond, which is equal to the discounted 
stream of remaining  future coupon payments and the discounted value of 
the redemption price (PR) of the bond at maturity in year T. Coupon is the 
coupon rate on the bond. The yield to maturity, i, cannot be isolated in the 
expression and is determined in practice by the use of numeric techniques.

 15. The series is extended slightly past the fall of the Empire in 1889 for statisti-
cal reasons related to the trimming pa ram e ter in the structural breaks esti-
mation below.

 16. If bonds  were trading at or above par, a lottery would select the bonds to be 
redeemed at par. This prospect made precise yield- to- maturity calculations 
even more diffi  cult for investors. A comparison of the yield- to- maturity that 
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takes into account the lottery redemption feature and one that ignores it 
shows that they are remarkably similar; see Mauro, Sussman, and Yafeh, 
Emerging Markets and Financial Globalization, 41–45. For Brazil the diff er-
ences would have been especially small; its London bonds rarely traded 
above par, so a lottery drawing was not relevant in most years.

 17. Pt =
coupont

(1+ rc )t

∞

∑

  where Pt is the net pre sent value of the bond given by its market price, cou-
pon is the interest payment implied by the annual coupon rate, t is the time 
index, and rc is the internal rate of return. In the limit this is the same as the 
current yield but is adjusted for the frequency of coupon payments:

 rYTM = 1+
rCt
2

⎛

⎝⎜
⎞

⎠⎟
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− 1
⎛

⎝
⎜
⎜
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⎟
⎟
.

 18. Klovland, “Pitfalls in the Estimation of the Yield on British Consols.”
 19. This required a slightly  diff erent calculation of the annual equivalent yield 

to maturity:

  rYTM = 1+
rCt
4
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 20. The shifts in the volatility of the series themselves serve as a proximate 
cause of changes in the level of the risk premium, since a more volatile 
stream of returns is viewed by investors as intrinsically more risky.

 21. Willard, Guinnane, and Rosen, “Turning Points in the Civil War”; Bai and 
Perron, “Estimating and Testing”; Bai and Perron, “Computation and Analy sis.”

 22. The procedure developed by Bai and Perron makes it possi ble to identify 
breaks by using a linear model and least- squares regression; Bai and Perron, 
“Estimating and Testing”; Bai and Perron, “Computation and Analy sis.”

 23. The series suff ers from heteroskedasticity in levels, but kurtosis is even 
more pronounced in logarithms. Since the Bai- Perron procedure uses stan-
dard errors corrected for heteroskedasticity and autocorrelation, the estima-
tion proceeds with the data in levels.

 24. While Bai and Perron restrict the applicability of their approach to stationary 
data series, the technique still performs reasonably well when there is high 
per sis tence in the series (nearing nonstationarity); see Paye and Timmer-
mann, “Instability of Return Prediction Models.”

 25. The Zivot- Andrews test allows for one endogenously selected structural 
break. The results  were robust to  diff erent maximum lag lengths (with the 
lag length selected through the Akaike Information Criterion) ranging from 
four weeks to fi fty- two weeks.

 26. To further allow the largest possi ble number of breaks, the required trim-
ming pa ram e ter is set at 5  percent of each end of the data series.
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 27. Based on the UD max and WD max statistics in the Bai-Perron procedure, 
which derive from the global minimization of the sum of squared residuals 
from the regression equations.

 28. Breaks are estimated by using the sequential procedure, which involves a 
series of Wald tests of the null hypothesis of no breaks, against alternative 
hypotheses of vari ous numbers of breaks.

 29. The estimates are conservative in that they reduce the chance of rejecting 
the hypothesis of a constant mean in  favor of a break, when in fact there is 
no break in the series. The confi dence intervals are also asymmetric, which 
provides better coverage if the data series verges on nonstationarity; Bai and 
Perron, “Computation and Analy sis,” 15.

 30. The break dates, along with their confi dence intervals, must be evaluated in 
light of the time required both for news to travel from Brazil to London and 
for the news to  settle—that is, to be verifi ed as true or likely to be true rather 
than just rumor or conjecture. Before the transatlantic telegraph, news took 
several weeks at best to travel from Rio to London. Once the telegraph was 
connected in the 1870s between the northeast and Eu rope and then from 
Rio to the northeast, news could travel nearly instantaneously but still re-
quired verifi cation.

 31. Note that the base of the series changes in December 1852 from the bonds of 
the loans of 1824/1825 to the bonds of the new loan of 1852. This switch 
comes  after the break but inside the 90  percent confi dence interval. The 
change is unavoidable, even desirable, for the estimation. As a practical 
 matter the 1852 loan quickly became the most frequently traded Brazilian 
issue in the market, while quotations of the earlier loans became more diffi  -
cult to locate. Since the new loan had a lower coupon rate, it created 
reinvestment risk, which would have increased the risk premium if the 
switch in the subseries was the source of the break. One would also expect 
the risk premium to increase as an artifact switching to bonds of a more ju-
nior loan. That the break instead generated a dramatic decline in risk points 
to the shift as a fundamental one, not an artifact.

 32. RMF 1853, 9–10; Times, 7 May 1852; Times, 8 May 1852; AMFF 77.11.229, Joa-
quim José Rodrigues Torres to Messrs. Goldsmid, King, & Thompson [copy], 
14 May 1852.

 33. “Tradução do Contracto do Empréstimo de £1,040,600,” RMF 1853, [annex] 
no. 43; RAL 000/336/2, “Loan . . .  for the Ser vice of the Brazilian Empire,” 
6 September 1852.

 34. Economist, 17 January 1852.
 35. Times, 21 February 1852. The  battle in which Rosas was defeated was also 

fought in early February; news of earlier progress in the campaign against 
Rosas was reported that week as well; Times, 23 February 1852. News of 
 Rosas’s fi nal defeat arrived in Southampton on 13 March and falls easily 
within the confi dence win dow around the break; Times, 15 March 1852.

 36. Economist, 14 August 1852.
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 37. The Alves Branco tariff  did not elevate customs revenues over what the 
previous “pro- British” tariff  had done, a point fi rst made by Adalton Diniz, 
“O Tratado de Comércio com a Inglaterra e a Receita Fiscal do Império 
Brasileiro no Período de 1821 a 1850” (ms. 2005). Its end did not adversely 
impact government revenue, according to reworked tariff  fi gures; Villela, 
“Política Tarifária no II Reinado,” 35–68.

 38. Dodsworth, Organizações e Programas Ministeriais, 119–22; Needell, Party of 
Order, 202–11.

 39. Times, “Brazil and River Plate Mails,” 2 September 1859.
 40. Times, 11 January 1859.
 41. Times, 7 September 1859.
 42. Note that the confi dence interval includes the shift in the base of the series 

from one loan (1852/1858/1860 composite) to another (1863) in  table A.II.1. 
However, the change did not involve a  diff erent coupon rate, and the only 
alteration was a relatively slight change in the se niority of the loan used 
for the subseries. This seems unlikely to have caused the mean of the 
yield series to durably shift.

 43. On the speech to the parliament, see Times, “Brazil and River Plate Mails,” 
4 June 1864. The near expiry of the deadline ultimately established by the 
Brazilians was reported in London as well, accompanied by reports that Brazil 
had twenty warships standing by at Montevideo and a large ground force on 
the border; Times, 20 September 1864.

 44. Times, “Brazil and River Plate Mails,” 3 September 1864.
 45. “Great military preparations are  going on in Asunción,” Times, 7 November 

1864.
 46. Dodsworth, Organizações e Programas Ministeriais, 137–38.
 47. The confi dence interval includes the change in the base of the series in 

March 1871; there was no change in the coupon rate, just a change in the 
se niority of the loan— which should raise the risk premium, not lower it.

 48. Times, 25 December 1869. The paper also off ered a lengthy editorial indict-
ment of the cruelty of the Solano López regime during the confl ict on 
24 December 1869.

 49. Doratioto, Maldita Guerra, 419–55.
 50. On the contrary, emancipation mea sures  were accompanied by calls for in-

demnities to slave  owners, which would have increased the debt burden and 
been more likely to raise the risk premium. Because of the question of in-
demnities and the implied need to fi nance them, proposals to end slavery 
would be more likely to raise the risk premium than to lower it.

 51. Seckinger, The Brazilian Monarchy and the South American Republics, 145–46.
 52. In this same period the chief determinant of large movements on the risk 

premia for Eu ro pean states— whether breaks or “blips”— was war; Ferguson, 
“Po liti cal Risk and the International Bond Market,” 77–83.

 53. Brazil’s 4  percent apólices and the early 5 percents made up only a small 
share of the domestic debt. These  were relatively illiquid, thinly traded, and 
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so infrequently quoted in newspapers and stock exchange ledgers as to rule 
out their use in statistical assessments. The National Loans of 1868 and 1879 
cover only a portion of the period of interest, and their fi xed exchange 
clauses made them far more similar to the London bonds than apólices.

 54. ANRJ, Série Bolsa de Valores do Rio de Janeiro, Junta de Corretores de 
Fundos Públicos da Cidade do Rio de Janeiro, “Livros de Registro Ofi cial 
de Cotações de Títulos e Valores,” years 1850–95. See appendix II.

 55. Like consols, the apólice’s yield to maturity was the internal rate of return 
that satisfi es:

 PAt =
coupont

(1+ rAt )
t

t

∞

∑ ≅
coupont

rAt
,

  where PAt is market price at time t, coupon is the interest payment implied by 
the annual coupon rate, t is the year, and rAt is the internal rate of return. 
Taking the limit as the number of dividend payment periods goes to infi nity, 
the yield to maturity at time t simplifi es to the current yield.

 56. Given semester payouts, the annual yield at any point in time is given by

 rat = 1+
rAt
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 57. On this episode, see Macaulay, Dom Pedro, 240–53.
 58. Results from the standard unit root tests (Augmented Dickey Fuller and 

Phillips- Perron) do not rule out a unit root in the Rio risk premium series at 
all levels of statistical signifi cance. Allowing for one endogenously selected 
structural break, the Zivot- Andrews test rejected the null of a unit root in 
the Rio risk series at the 1  percent level. The robustness of the result was 
checked by using lag lengths ranging from four to fi fty- two lags.

 59. The tests using the largest F statistic (supF(L+1/L) test), the sequential pro-
cedure, and repartition procedure all indicate four breaks in the series at the 
1  percent level of signifi cance. The locations of three of the breaks  under the 
repartition procedure are nearly identical to those  under the sequential pro-
cedure, while the fourth diff ers by forty- one weeks.

 60. While the data  here are in levels, transforming them to logarithms still gives 
four breaks, and at identical or nearly identical points in time.

 61. Jornal do Commércio, 24 November 1834; 29 November 1834; 6 December 
1834; Barman, Brazil: The Forging of a Nation, 178.

 62. Jornal do Commércio, 20 December 1834. See also Andrade, A Guerra dos 
Cabanos.

 63. There is nothing sacrosanct about the interval of time defi ned by the 
90  percent confi dence interval. In most instances its use limits the search 
for the “cause” of a break point to events that are relatively close by in time. 
The 95  percent confi dence interval expands the win dow around the break in 
which events can be considered at a conventionally acceptable level of statis-
tical signifi cance.
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 64. The revolt began in January 1835, the fi rst news of its imminence appearing 
late in the month; Jornal do Commércio, 25 January 1835; Cleary, “Lost Alto-
gether to the Civilised World,” 121–30.

 65. See especially Jornal do Commércio, 6 May 1836, 7 May 1836, and 4 June 1836.
 66. Jornal do Commércio, 26 May 1836. On the revolt’s origins, see Harris, Rebel-

lion on the Amazon, 176–220. Other events that historians identify as im por-
tant occurred inside the win dow around the 1834 break but collectively  were 
ambiguous in their implications for the market. There was the brief, abor-
tive uprising by slaves in Salvador— soon reported in Rio— which was put 
down by local forces in short order; Jornal do Commércio, 10 February 1835; 
Reis, “Slave Re sis tance in Brazil.” The revolt’s impact on the bond market 
was trivial.

 67. Barman, Brazil: The Forging of a Nation, 182.
 68. The Bahian uprising began in November 1837 and was defi nitively put down 

by April 1838; Kraay, “As Terrifying as Unexpected.”
 69. On the start of the Balaiada and the waning prospects of the Empire more 

generally, see Barman, Brazil: The Forging of a Nation, 200, 210.
 70. There is an extensive lit erature on the revolt by both contemporaries and his-

torians. For modern studies, see Naro, “Safeguarding Portugal’s Colonial 
Legacies”; Mosher, “The Strug gle for the State”; Barman, Brazil: The Forging 
of a Nation, 232.

 71. See, for example, Jornal do Commércio, 7 July 1848 and 23 July 1848.
 72. The fi rst reports that Rosas had fallen did not appear in print in Rio  until 

February; see Jornal do Commércio, 4 February 1852 and 11 February 1852.
 73. This is true even if one  were to restrict attention solely to events  after 1848. 

A variety of other events fall within this very broad win dow, including the 
entire confi dence interval for the third break and the resumption in 1851–52 
of the regular amortization of the London bonds, described above— though 
there was no resumption of sinking fund payments on the Rio bonds.

 74. Eaton and Gersovitz, “Debt with Potential Repudiation”; Diamond, “Reputa-
tion Acquisition in Debt Markets”; Cole, Dow, and En glish, “Default, Settle-
ment, and Signalling”; En glish, “Understanding the Costs of Sovereign 
Default”; Wright, “Reputations and Sovereign Debt.”

 75. Reinhart, Rogoff , and Savastano, “Debt Intolerance.”
 76. In a reputational model lenders focus on the borrower’s rec ord of 

repayment— creditworthiness at any given moment is necessarily retrospec-
tive, since it is the only information available. In the institutional model 
lenders focus on  whether the po liti cal penalty for default is still in eff ect and 
is likely to persist.

 77. Tomz, Reputation and International Cooperation, 19–20.
 78. All of the regressions in the  table use ordinary least squares and compute 

HAC standard errors with Andrews bandwidth se lection.
 79. Here I use the Davidson- McKinnon “J” test for non- nested models; see 

Caporale and Grier, “Time Series Tests for the Infl uence of Politics,” 85.



notes to pages 148 –155 299

 80. The dummy variable for the fi rst interval is suppressed in  favor of a regres-
sion constant. The regression returns the results of the structural breaks 
analy sis of  table 5.2, diff ering by the constant term in the equation and by 
the slightly longer span of the series (the structural breaks procedure has to 
trim the series to reliably locate possi ble break points closer to the begin-
ning and end of the series).

 81. One might be inclined to simply combine the structural breaks and the pay-
ment history variable into a single regression and perform the associated 
nested hypothesis tests. The rationale for  doing so is not clear. The existence 
of breaks is inconsistent with the reputational model put forth by Tomz. In 
any case, an ad hoc specifi cation that adds the interest payment index as a 
variable in the structural breaks regression leaves the signs of the coeffi  -
cients and the statistical signifi cance of the break point dummies intact. 
The estimated coeffi  cient on the reputational index is not signifi cant (results 
available on request).

chap ter 6.  controlling c apital
 1. It was the third bank to use that name to be authorized  under the law and 

the second to establish operation.
 2. By the commercial code of 1850 corporations  were always joint- stock con-

cerns with limited liability. In general these attributes are separable; corpo-
rations need not have tradable shares, and joint- stock companies need not 
enjoy limited liability.  Under Brazilian law the sociedade anônima was the 
only form of incorporation available; it existed only through the issue of 
shares and conferred on its investors limited liability.

 3. Guimarães, “Bancos, Economia e Poder no Segundo Reinado,” 74–83.
 4. Discount rates taken from “Quadro do curso do câmbio entre a Praça do Rio 

de Janeiro e as de Londres . . .  durante o period de 1850 a Março de 1860,” in 
Brazil, Commissão de Inquérito, Relatório da Commissão de Inquérito . . .  

 5. Cavalcanti, O Meio Circulante Nacional, 73–75.
 6. RMF 1853, 13.
 7. CLB, Lei 683, 5 July 1853; Lei 688, 15 July 1853.
 8. CLB, Lei 556, 25 June 1850, article 295.
 9. “A necessidade da fusão é inquestionável”; Jornal do Commércio, 12 July 1853.
 10. Barman, “Business and Government in Imperial Brazil,” 248–49.
 11. CLB, Decreto 1223, 31 August 1853.
 12. CLB, Decreto 1487, 13 December 1854.
 13. Vari ous facets of the episode have been addressed by historians, mainly in 

writing about the origins of the 1854 Banco do Brasil. Im por tant details are 
selectively recalled by Mauá in his autobiography; Mauá, Autobiografi a, 211–
20, 259–60. The episode is expertly reconstructed in Barman, “Business and 
Government in Imperial Brazil,” 242–57. Biographers tend to support the 
view that the government was to blame for Mauá’s recurrent problems in 
banking, which ultimately resulted in his bankruptcy in the 1870s; see, for 
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example, Caldeira, Mauá, 307–12. Government was certainly responsible for 
the restrictions on the or gan i za tional form that Mauá’s businesses could 
take. As for his per for mance as a banker per se, Barman’s assessment was 
that Mauá’s diffi  culties  were largely a result of his own  doing. This does not 
change the fact that entrepreneurs confronted a limited set of options for 
pooling capital.

 14. Garner, “In Pursuit of Order,” 388–89.
 15. Milet, O Meio Circulante e a Questão Bancária, 14.
 16. Freedeman, Joint- Stock Enterprise in France, 47–65. The French comandite 

par actions was eliminated by new legislation in 1856, but a similar form was 
authorized in 1863, and legislation in 1867 lifted restrictions on incorpora-
tion, giving entrepreneurs who wished to raise large amounts of capital 
another option.

 17. North and Weingast, “Constitutions and Commitment,” 824–28, and Rous-
seau and Sylla, “Financial Systems, Economic Growth, and Globalization,” 
374–77, stress the primacy of sound public fi nance for fi nancial develop-
ment.

 18. Robinson, “Debt Repudiation and Risk Premia,” 8–10.
 19. Levy, A Indústria do Rio de Janeiro, 39–101; Hanley, Native Capital, 30, 63–68; 

Musacchio, Experiments in Financial Democracy, 32–42.
 20. The rapid expansion of the number of joint- stock fi rms in 1889 corresponds 

to the contemporaneous creation of a vast liquidity  bubble (see below and 
chapter 8).

 21. The obstacles to fi nancial development through the banking channel are 
addressed in detail in chapter 7.

 22. The size of this eff ect would depend on the extent of reductions of the cost 
of capital and the stimulus to savings induced by the improvement to fi nan-
cial intermediation.

 23. CLB, Lei 556, 15 June 1850 (Código Commercial do Império do Brazil), articles 
300–28.

 24. CLB, Lei 3150, 4 November 1882, articles 35–42.
 25. CLB, Lei 3150, 4 November 1882, article 34; Decreto 8821, 30 December 

1882, articles 145–48.
 26. The only bank to operate in Rio de Janeiro with this authorization between 

the demise of the fi rst Banco do Brasil in 1829 and the creation of Mauá’s 
bank in 1851 was the Banco Commercial; Franco, Os Bancos do Brasil, 27–31.

 27. Internal considerations in determining the or gan i za tional form of the fi rm 
are detailed and formalized in Lamoreaux and Rosenthal, “ Legal Regime 
and Business’ Or gan i za tional Choice.”

 28. The fi gure for joint- stock companies is based on all companies registered, 
while the fi gure for partnerships is based on a 10  percent random sample of 
all newly registered comandita partnerships. Newly registered joint- stock 
companies and partnerships for 1851–65 from Relatório do Ministério da 
Justiça, 1866.
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 29. Sweigart, “Financing and Marketing Brazilian Export Agriculture,” 254.
 30. See La Porta et al., “Law and Finance”; La Porta et al., “ Legal Determinants 

of External Finance.”
 31. Harris, Industrializing En glish Law, 282–86.
 32. For an overview of those of the Pomabline era, see Carnaxide, O Brasil na 

Administração Pombalina, 67–142.
 33. This is the Portuguese lei da boa razão of 18 August 1769.
 34. Even if an entrepreneur formed a corporation in line with the law of another 

country, the law of good reason provided no guarantee that the fi rm could 
operate in Brazil.

 35. CLB, decree 575, 1 October 1849.
 36. CLB, Lei 556, 15 June 1850 (Código Commercial do Império do Brazil), arti-

cles 295–299; Lei 3150, 4 November 1882, article 2, section 2; decree 8821, 
30 December 1882.

 37. CLB, Lei 3150, 4 November 1882, article 7, section 2.
 38. It was the removal of this provision from commercial legislation by the 

military- led government in 1890 that helped make investment fraud a prom-
inent feature of the stock market  bubble in Brazil in 1890–92.

 39. CLB, Lei 1083, 22 August 1860, article 2, section 3.
 40. CLB, Decreto 2711, 19 December 1860, chapter 1, article 9, section 1.
 41. Garner, “In Pursuit of Order,” 381–420.
 42. Brazil, Relatório do Ministério de Agricultura, Comércio, e Obras Públicas, 

1868, 129.
 43. In 1865 Senator Nabuco de Araújo, in his capacity as minister of justice, pro-

posed to the chamber a reform pro ject on sociedades anônimas. The chamber 
considered a separate proposal of this type in 1877; Annaes do Senado, 
24 February 1882, 214.

 44. See, for example, the debate in the chamber of deputies, ACD, 30 June 1879, 
224–32; 3 July 1879, 7–13; 7 July 1879, 58–64.

 45. Annaes do Senado, 7 October 1880, 606–12; 24 February 1882, 213–16; 17 June 
1882, 9–16. Discussions continued through July and August of 1882, and the 
mea sure fi rst introduced in the chamber in 1879 was approved by the sen-
ate only on 14 September 1882.

 46. CLB, Lei 3150, 4 November 1882, article 1; decree 8821, 30 December 1882, 
article 130, section 4, and article 133.

 47. Lamoreaux and Rosenthal, “ Legal Regime and Business’ Or gan i za tional 
Choice.”

 48. Alternatively, it could be that the elasticity of the return with res pect to capi-
tal is higher for the corporation than for the partnership. Then the corpora-
tion would have a higher return than a partnership even if both had the 
same level of productivity and amount of capital.

 49. Institutions that restrict entrepreneurial choice of the form of the fi rm could 
thus make the economy smaller by reducing capital formation or by lower-
ing productivity. See appendix I for the derivation of the conditions that lead 
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the entrepreneur to or ga nize a partnership, when a corporation would be 
preferred in the absence of restrictive chartering.

 50. The same result obtains in any situation in which the numerator exceeds the 
denominator (since p is defi ned to never exceed one), such as when the cost 
of the petition is too high or when the risk of expropriation is too large.

 51. Many fi rst- time charters to foreign fi rms  were awarded to companies with 
established operations outside of Brazil and simply authorized the opening 
of a branch. The emphasis of the analy sis in any case is the impact of restric-
tions on the domestic capital market.

 52. The standard source for all authorizations is Brazil, Departmento Nacional 
de Indústria e Comércio, Sociedades Mercantis Autorizadas a Funcionar no 
Brasil. A sample of charters was cross- checked at vari ous intervals against 
contemporary published decrees.

 53. Augmented Dickey- Fuller tests and Phillips- Perron tests reject a unit root at 
most of the conventional levels of signifi cance.

 54. The number of breaks was determined by selecting the best- fi t model 
through the Bayesian Information Criterion.

 55. Because they stop just short of 1889, the fi gures do not refl ect the impact of 
rapidly rising liquidity that resulted from legislation liberalizing new banks 
of issue. This eleventh- hour eff ort by the Imperial government was tailored 
to try to stymie growing dissatisfaction with the regime.

 56. The estimates derive from fi gures published in the “Companhias Públicas” 
column that irregularly appeared in the Jornal do Commércio.

 57. “Companhias Públicas,” Jornal do Commércio, 15 December 1853.
 58. The authorized capital for the fi rms registered in 1851 was much greater 

than this, more than 9 million milréis; “Mappa das Companhias ou Socie-
dades Anônymas registradas no Tribunal do Commércio da Capital do Im-
pério,” Relatório do Ministério da Justiça, 1866.

 59. RA 1851, Jornal do Commércio, 14 January 1852.
 60. This includes every listed joint- stock com pany in Rio. It excludes Mauá’s 

bank, since it was a limited partnership that operated briefl y with shares, 
not a corporation.

 61. See the discussion of Trea sury bills in chapter 4.
 62. On subsidy to railroads, see Summerhill, Order Against Progress, 38.
 63. One of the few attempts to test  whether restrictions on corporate entry lim-

ited the growth of capital markets dismisses any role for the 1882 reform; 
Musacchio, Experiments in Financial Democracy, 36–37. However, the test re-
lies on a comparison of new charters in Brazil and new listings on the Rio 
stock exchange. Listings in Rio need not necessarily accompany increases in 
charters for all of Brazil because many corporations did not list in Rio. For 
example, in 1867 there  were twenty- four Brazilian fi rms based in Rio that 
listed on the stock exchange. Twenty- eight more Brazilian corporations  were 
scattered across the provinces, none of which listed in Rio. Comparing the 
number of new charters for Brazil as a  whole to the number of new fi rms 
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listed on the Rio exchange cannot gauge the capital market impact of the 
1882 liberalization of incorporation. For the corporations in 1867, see “Rela-
ção das Companhias nacionaes e estrangeiras que funccionam no Império,” 
Brazil, Relatório do Ministério de Agricultura, Comércio, e Obras Públicas, 
1867, annex T.

 64. Because the confi dence interval on the break is large there is some chance it 
came even earlier than 1887. Given that the upper limit on the interval is 
1887, the result rules out any role for the 1890 regulatory changes that fur-
ther loosened restrictions on com pany formation.

 65. It is a common conjecture that rising coff ee prices in the  later 1880s played 
an im por tant role in the increase in joint- stock investment. The average 
 wholesale price of coff ee in Rio in the 1880s was, however, less than that in 
the 1870s.  Legal restrictions on or gan i za tional form and credit, not coff ee 
prices,  were the principal constraint on the number of companies and their 
capital stock.

chap ter 7.  concentr ation and cronyism
 1. Sweigart, “Financing and Marketing Brazilian Export Agriculture,” 143–44.
 2. RMF 1874, 121; see also Brazil, Ministério da Fazenda, Additamento as Infor-

mações Sobre o Estado da Lavoura, 10.
 3. Brazil, Ministério da Fazenda, Informações Sobre o Estado da Lavoura, “An-

nexos,” for Espírito Santo, 77; Rio Grande do Sul, 103; Rio Grande do Norte, 
89; Minas Gerais, 114; São Paulo, 146; Pernambuco, 160; Paraiba, 125.

 4. Sylla, “U.S. Securities Markets and the Banking System.”
 5. Perotti and Volpin, “Lobbying on Entry,” 11–15. The same prob lem existed in 

some states in the antebellum United States where bank entry proved diffi  -
cult because of regulatory restrictions and po liti cal barriers; Sylla, “U.S. Se-
curities Markets and the Banking System,” 95–96.

 6. Peláez and Suzigan, História Monetária do Brasil, 395–401.
 7. Ibid., 85–100.
 8. AL 1886, 1211, 1215–16.
 9. RBB, 1866.
 10. AL 1886, 1213, 1219.
 11. Work on the roles of both banks and markets in fi nancial development sug-

gests that much of the debate may have been misdirected, since banks and 
securities markets appear to be  viable substitutes; Levine and Zervos, “Stock 
Markets, Banks, and Economic Growth.”

 12. Gerschenkron, Economic Backwardness, 5–30.
 13. Guinnane, “Delegated Monitors, Large and Small,” 73–75.
 14. Sweigart, “Financing and Marketing Brazilian Export Agriculture,” 194–201.
 15. Brazil was not unique in providing creditor protections. In periods during 

which the United States had federal bankruptcy protections in the nine-
teenth  century debtors  were heavily favored  under the law; Berglöf and 
Rosenthal, “Power Rejected.” The diff erence in the Brazilian case was that 
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the legally mandated pro cess for foreclosure on land potentially cost much 
more than the collateral was worth.

 16. RMF 1874, 121; see also Brazil, Ministério da Fazenda, Additamento as Infor-
mações Sobre o Estado da Lavoura, 10.

 17. In  England, Prime Minister Robert Peel’s legislation in 1844 imposed re-
strictions that limited bank entry, but the preponderance of legislation, in-
cluding acts passed in 1826, 1857, and 1862, liberalized joint- stock banking 
and promoted entry; Newton and Cottrell, “Banking Liberalisation in 
 England and Wales,” 76–77.

 18. Piñeiro, “Negociantes, Independência e o Primeiro Banco do Brasil,” 89–91.
 19. Franco, Os Bancos do Brasil, 27–31.
 20. The public fi nance logic  behind the creation of superbanks is pervasive: 

Broz and Grossman, “Paying for Privilege”; Calomiris, “Motives of U.S. 
Debt- Management Policy,” 69–79; Maurer and Gomberg, “When the State Is 
Untrustworthy,” 1087–1105; Tattara, “Paper Money But a Gold Debt,” 125.

 21. CLB, Decreto 1223, 31 August 1853, article 56.
 22. This concern was apparent in the debates between “metalists” (metalistas) 

and “paperists” (papelistas) during the Second Reign. These debates centered 
on the preferred means of backing for banknotes in banks of issue. The two 
positions  were roughly analogous to the contemporaneous debate between 
the currency school and the banking school in Britain; Guimarães, “Bancos, 
Economia e Poder no Segundo Reinado”; Villela, “The Po liti cal Economy of 
Money and Banking,” 37–42.

 23. Franco, Os Bancos do Brasil, 15–51.
 24. CLB, Lei 1083, 22 August 1860, article 1; decree 2711, 19 December 1860, 

article 1.
 25. CLB, Decreto 2711, 19 December 1860, article 1, section 2.
 26. CLB, Lei 3150, 4 November 1882, article 1, section 1.
 27. CLB, Decreto 8821, 30 December 1882.
 28. Schulz, The Financial Crisis of Abolition, 66–68.
 29. RMF 1889, 26–32.
 30. For 1 milréis of gold held in its vault, the bank could print and issue 2 

milréis in notes, which it could then lend at interest. By considering four 
assumptions it is possi ble to calculate the impact of a change in the note- to- 
gold issue ratio on the rate of return to the issue of notes. Assuming (1) the 
cost of printing and signing notes was negligible, (2) loans  were repaid as 
contracted, (3) parity between gold and the bank’s notes (convertibility) was 
maintained, and (4) the return the bank could earn (π) by investing its gold 
elsewhere was at least what the bank could charge on its own discounting ac-
tivities, then at a 2:1 ratio the return to the bank from issuing was (2*π)/1 = 2 
π per year. If the discount rate was 7  percent, the profi tability of issue was 
(2$000 * 0.07)/1$000 = 14  percent. Increasing the issue ratio raised the return 
to the bank from issue by the discount rate. Elevating the ratio to 3:1 raised 
the profi ts from issuing notes to 21  percent.
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 31. RMF 1877, 33–35.
 32. RMF 1879, 23–24. The chief features of this second eff ort  were to eliminate 

the amortization section at the Ministry of Finance; place government de-
posits with the Banco do Brasil, where they would earn interest and where 
the government could draw on short- term credit; and run the government’s 
foreign exchange transactions for overseas debt ser vice through the bank.

 33. RMF 1880, 5, 27.
 34. Sweigart, “Financing and Marketing Brazilian Export Agriculture,” 140–46.
 35. Times, 14 May 1875.
 36. Mauá’s fi nancial troubles stemmed primarily from loans he had extended to 

the government of Uruguay; Financier, 20 May 1875; Caldeira, Mauá, 495–
526.

 37. The largest amount of aid went to the Banco do Brasil, which paid the lowest 
rate of interest on the borrowing, a  little over 1  percent. The Banco Rural e 
Hypothecário paid around 2  percent for its loans, while the Deutsch Brasil-
ianische Bank, which ended up liquidating, paid around 3.6  percent, still a 
bargain by the standards of the day; RMF 1877A, table 9.

 38. For the information on these banks in 1873, see RMF 1874, 109–33, and 
 table 14.

 39. One of the most prominent fi nanciers of the Second Reign, the visconde de 
Figueiredo was an investor in vari ous Rio banks and personally loaned 
money to the provincial government of Rio Grande do Sul; RCJC 1881, 39.

 40. The data used  here are from joint work done with Joseph Ryan. Building the 
data series required scrutiny of more than fi ve thousand credit contracts 
from the Second Notary Offi  ce (Segundo Ofício de Notas) ledgers held in at 
ANRJ, for the period from 1835 (when interest rates  were fi rst recorded in an 
appreciable portion of the contracts) through 1889. The loans recorded in the 
Segundo Ofício  were compared with the loans of all notary offi  ces at ten- year 
intervals and  were quite representative; Ryan, “Credit Where Credit Is Due,” 
49–60.

 41. The mean of the private interest rate series in fi gure 7.1 is 12.4  percent. The 
mean of the annual apólice yield series for the same period is 6.6  percent. 
The spread fell slightly in the latter de cades of the period.

 42. A Zivot- Andrews test returns a structural break in the mean of the interest 
rate series in 1868.

 43. For the evolution of commercial banks, see Levy, “História dos Bancos Com-
merciais”; Peláez, “The Establishment of Banking Institutions in a Back-
ward Economy”; Peláez and Suzigan, História Monetária do Brasil, 44–121. 
Consolidated accounts for the assets and operations of the entire banking 
sector do not exist. Decree 2679 of 3 November 1860 required joint- stock 
banks to submit statements of their operations regularly to the Ministry of 
Finance. In 1866 the ministry was still trying to get banks to comply with 
the reporting requirement; RMF 1866, 17. Statements of operations intermit-
tently published by the ministry rarely included full balance sheets and 
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almost never included statements of income and expenditure. Joint- stock 
banks  were required to also publish their balance sheets regularly in public 
sources ( table 7.1 is crafted from these).

 44. The index is normalized  here such that a value approaching unity indicates 
an increasingly monopolized market, while a value approaching zero indi-
cates increasingly perfect competition.

 45. These are the standards employed by U.S. government agencies  today in as-
sessing, for example, the market impact of proposed mergers.

 46. Though attention  here is restricted to banks in Rio de Janeiro, the fi nancial 
center of Brazil, the markets for bank loans in the country’s other main 
ports, which often had only one or two joint- stock banks at most,  were likely 
even more concentrated.

 47. The initial directors of the bank are identifi ed in terms of the offi  ceholding 
and business professions. Po liti cal offi  ces are given in Nogueira and Firmo, 
Parlamentares do Império, supplemented by information in Dodsworth, Or-
ganizações e Programas Ministeriais. Merchant registrations are from ANRJ, 
Junta Commercial, “Registro de Matrícula dos Comerciantes, Corretores, 
agentes de Leilões, Trapicheiros e administradores de armazéns, de depósi-
tos, do Tribunal do Comércio da Capital do Império,” supplemented by in-
formation on occupations in the Almanak Laemmert for 1854.

 48. AL 1866, 401–3, 419, 424.
 49. AL 1868, 421.
 50. AL 1872, 418, 551; AL 1886, 1210.
 51. AL 1873, 457, 509.
 52. AL 1875, 572.
 53. AL 1858, 504; RBB 1865.
 54. See RBB for 1861–64, and Nogueira and Firmo, Parlamentares do Império, 

307–8; Garner, “In Pursuit of Order,” 814.
 55. RBB 1866; Nogueira and Firmo, Parlamentares do Império, 296–97.
 56. AL 1886, 1209–10.
 57. RBB 1867; Nogueira and Firmo, Parlamentares do Império, 214–15.
 58. RBB 1877–80, 1888–89; Nogueira and Firmo, Parlamentares do Império, 391.
 59. RBB 1872–76, 1881–86; Nogueira and Firmo, Parlamentares do Império, 134.
 60. AL 1872, 437; AL 1874, 520; Dodsworth, Organizações e Programas Ministeri-

ais, 297; Garner, “In Pursuit of Order,” 816.
 61. AL 1875, 571; AL 1878, 556; Nogueira and Firmo, Parlamentares do Império, 

400.
 62. AL 1886, 1212, Nogueira and Firmo, Parlamentares do Império, 249, 402.
 63. AL 1886, 1213.
 64. Times, 24 April 1879; Money Market Review, 14 June 1879.
 65. Urban real estate accounted for less than 6  percent. For the breakdown of 

the mortgages by province and municipality, see RBB 1880, 24–26.
 66. Sweigart, “Financing and Marketing Brazilian Export Agriculture,” 147–48.
 67. RBB 1885, 21–26.
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 68. The only new mortgages  after mid-de cade  were rollovers, or mortgages 
granted to buyers of properties sold to them by the bank. On the delin-
quency rate in 1887, see RBB 1887, 23–24.

 69. CLB, Lei 3263, 18 July 1885.
 70. RBB 1887, 14; RCJC 1887, 12; RBB 1888, 9.
 71. Revista Illustrada, 4 August 1888, 5.
 72. RMF 1886, 16–17.
 73. Figueiredo’s Banco Internacional had also availed itself of the Trea sury’s line 

of credit; RMF 1888, 10.
 74. RMF 1889, 29–31.
 75. Franco, Reforma Monetária, 54–55; RMF 1889, 27–29.
 76. CLB, Lei 3403, 24 November 1888; Decreto, 5 January 1889.
 77. RCJC 1889, “Lista dos Bancos pecuniariamente protegidos pelo Thesouro 

Nacional em 1889.”
 78. CLB, Decreto 10262, 6 July 1889, article 3.
 79. Compare RCJC 1889,  table 32, “Quadro de Títulos de Renda e Acções . . .” 

and RCJC 1888,  table 32, “Preços Extremos das Acções da Companhias. . . .”
 80. RCJC 1889, 34; Cavalcanti, Resenha Financeira do Ex- Império do Brazil, 

54–60.
 81. Revista Illustrada, 5 October 1889, 8.
 82. This point and the larger argument are expertly elaborated in Schulz, The 

Financial Crisis of Abolition, 59–78.
 83. Weingast, “The Economic Role of Po liti cal Institutions.” The conditions 

 under which a federal division of authority generates policy competition 
among subnational units of the federation may well be peculiar to the con-
fi guration of federalism in the United States. For a critique and qualifi ca-
tion of the general argument, see Treisman, The Architecture of Government, 
74–103.

 84. Chartering activity was not uniform across states, however, and varied 
considerably by region. Bodenhorn, State Banking in Early Ame rica, 72–248 
passim.

 85. Lamoreaux, Insider Lending, 52–83; Wallis, “Constitutions, Corporations, 
and Corruption.”

chap ter 8.  fall from gr ace
 1. LMA, CLC/B/110/MS19075, Hambro to Charles Sautter, Banque de Paris et 

Pays Bas, n.d. [around 16–17 July 1889]. The bank was the Paris- based prog-
eny of a Franco- Dutch banking merger in the 1870s and had partnered with 
Baring Bro th ers in lending to governments. The other three fi rms  were 
London businesses that had begun as merchants and over time came to 
specialize mainly in banking.

 2. Schulz, O Exército na Política, 121–40.
 3. “We have shown this letter to Messrs. Baring Bro th ers & Co. and likewise to 

Messrs. Brown Shipley & Co. who quite share our own views”; [Private] 
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Hambro & Son to Banque de Paris & des Pays Bas, 6 December 1889, LMA, 
CLC/B/110/MS19075.

 4. Colson, “Destruction of a Revolution,” 197–285; Carvalho, Construção da 
Ordem— Teatro de Sombras, 213–16.

 5. See RCJC 1890, 9, for the quotation and 10–13 for the new companies.
 6. See Levy, “O Encilhamento”; Levy, História da Bolsa de Valores, 172.
 7. On the banking sector in par tic u lar  under the Republic, see Triner, Banking 

and Economic Development.
 8. Hanley, Native Capital, 100–101.
 9. Suzigan, Indústria Brasileira: Origem e Desenvolvimento, 78.
 10. On manufacturing in general, see Versiani, “Industrial Investment in an 

‘Export’ Economy”; Suzigan, Indústria Brasileira: Origem e Desenvolvimento; 
Fishlow, “Origins and Consequences of Import Substitution.”

 11. And their use was ephemeral. There  were some large new issues between 
1904 and 1913, but overall corporate bond issues  were very small in most 
years.  After 1913 debenture fi nance fell off  to trivial levels. The presumed 
takeoff  in debentures  after 1890 is diffi  cult to detect, save for indicators that 
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 1. Barro, “On the Determination of the Public Debt.”
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“Optimal Fiscal and Monetary Policy.”
 3. Eaton and Gersovitz, “Debt with Potential Repudiation.”
 4. Bulow and Rogoff , “Sovereign Debt: Is to Forgive to Forget?”
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 8. Note that C(0, s) = 0; when there is no debt to repay, there is obviously no 
po liti cal cost to the government, irrespective of the state of the economy.

 9. The rationing constraint as defi ned  here impacts only the quantity of bor-
rowing. Rationing may also occur on other attributes of the loan, such as 
loan maturity. A borrower whose willingness to repay is unclear to lenders 
may, for example, receive loans that require repayment relatively soon.

 10. And it does so at an increasing rate, since 
d2i
dp2

= 2
p3
(1+ r) > 0.  Note that the 

derivatives are the same for both the interest rate i and the risk premium S. 
Any decline in the probability of repayment rapidly increases the size of the 
risk premium.
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p
⎛
⎝⎜

⎞
⎠⎟
− 1  into Lc ≤

P(x)
1+ i
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c ≤ pP(x)

1+ r
.  Then, for a 

given P(x) and risk- free return, the single rationing constraint plotted with 
res pect to i separates into a  family of rationing constraints Lr

c ,  each of which 
corresponds to a  diff erent probability of the high realization of income. In-
creases in p shift Lr

c  to the right, raising the maximum loan size for a given 
rate r. Expressing the incentive compatibility constraint in terms of i gives a 
single rationing schedule Lc.
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to repay, the threatened penalty does not elicit repayment, and applying the 
penalty is ineffi  cient for the creditors. Only by monitoring is it possi ble for 
lenders to assess the degree to which a default might be due strictly to an 
inability to repay.

 15. Note that the interest rate  here is not comparable to that of the basic model. 
This is owing to the fact that borrowing at the original rate i is not feasible 
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itoring and as a result to decline to lend.

 16. As in the case of the basic model, the second derivatives of the interest rate 
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tween the risk- free rate and the government’s borrowing rate opens rapidly 
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 19. The return function is, by convention, assumed to increase in k but at a de-
creasing rate, making it concave.

 20.  Under the assumption that the source of diff erential return is productivity, 
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As

Ac

.

 21. The same result obtains in any situation in which the numerator exceeds the 
denominator (since p cannot exceed one), such as when the cost of the peti-
tion is too high or when the risk of expropriation is too large.
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