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Abstract:
Using the records of several leading 19th century issuing houses, this paper analyses the transformation of
underwriting practices in London's primary sovereign bond market from 1870 to 1914. It shows how
underwriting risk developed from being a liability, which market intermediaries sought to avoid, to becoming a
valuable financial commodity. The impetus for this development was increased competition in the loan
business from the 1880s onwards, which weakened the negotiating position of issuing houses and forced them
to shoulder an increasing share of the underwriting risk. Issuing houses had to find methods to deal with this
risk, but they were initially hamstrung by public perception of underwriting as detrimental to the interests of
ordinary investors. Firms began to adopt informal underwriting arrangements, with limited scope, but these
only allowed for a relatively limited distribution of underwriting risk to third parties, the danger of which was
exposed during the Baring crisis. Consequently formal underwriting syndicates were developed, allowing for a
greater dissemination of underwriting risk. This meant that the risk associated with issuing loans could be
broken down into sufficiently small tranches so that no underwriter had to shoulder a risk greater than what he
desired. As a result underwriting risk came to be seen as a profitable investment opportunity, a financial
commodity in its own right, and a means of patronage for issuing housesB
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Dealing with risk: Underwriting sovereign bond issues in London 18701914
Between 1870 and 1914 there was a dramatic change in how underwriting risk associated
with issuing sovereign bonds was viewed and dealt with in the London market. Underwriting
risk is the risk that a loan will not be taken up by the public at the time of issue and it
comprises the risk that the issuing house has mispriced the bonds, as well as credit-spreadrisk and interest rate risk. 1 In the 1870s this risk was mainly borne by borrowing
governments. Only when a relatively weak negotiating position compelled issuing houses to
assume part or all of the underwriting risk were they willing to do so. In contrast, during the
years immediately preceding the outbreak of war in 1914 the situation was quite reversed.
Issuing a loan where the government shouldered the underwriting risk no longer held any
great attraction for issuing houses, all of which preferred to take loans firm (that is buy the
bonds outright from the government before issuing them to the public). The reason for this
change lay in the development of underwriting practices occurring between 1870 and 1914, a
development that is not satisfactorily explained by the existing literature. Using the records of
several leading issuing houses such as Barings, Hambros, Morgans and Rothschilds, as well
as the contemporary financial press, this paper analyses the transformation of underwriting
practices in London during this period.

The role of issuing houses and underwriting risk
The first witness to give evidence to the 1875 Select Committee on Foreign Loans was
George Henry White, a senior clerk from Barings who took a principle part in the firm's
issues of foreign government loans during his 39-year career with the firm. 2 White identified
two separate roles that issuing houses could take; either that of an agent, or that of a
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contractor. The central distinction between these two roles was the allocation of underwriting
risk; whether the issuing house actually incurred any direct liability for the loan it issued, or
whether the whole underwriting risk was borne by the government of the borrowing country.
In terms of underwriting risk, the role of agent was risk free. The bank acted merely as an
intermediary for the government, the underwriting risk effectively being borne by the
borrower. 3 In contrast, an issuing house assuming the role of a contractor became a principal
in its own right and incurred an underwriting risk proportional to the value of the bonds it
took from the government. 4 The two roles could be combined with an issuing house taking
part of a loan firm and acting in the capacity of an agent for the rest, a method used by J. S.
Morgan & Co. for the French loan in 1870, when it took the first 25 per cent firm, while the
rest was issued for account of the French government. 5 Alternatively, loans could be broken
into two or more tranches with a contractor taking the first tranche firm and retaining an
option to take further tranches within a given period of time. The initial firm subscription
could range from just a few per cent to well over half of the full amount of the loan. 6 Such
practices effectively allowed a deal to be structured, so that the underwriting risk assumed by
an issuing house could range from nothing to the full amount.
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Competition and the changing distribution of underwriting risk 7
Sovereign loans were often large compared to the capital of issuing houses, meaning that
taking a loan firm could potentially mean staking a house's future on the loan's success. It is
therefore not surprising that firms favoured methods of issuing that allowed them to minimise
their underwriting risk. 8 In the 1870s and the early 1880s, London issuing houses were
broadly speaking successful in prevailing on governments to shoulder most or all of the risk.
The role of agent appears to have been dominant, especially for the most prestigious issuing
houses, notably Rothschilds and Barings, and even when firms did act as contractors, the
amount taken firm was normally less than 50 per cent and seldom amounted to the full issue. 9
This was because of the relatively favourable international setting in which London firms
were operating during this period. The early 1870s saw London achieve a position in which it
possessed what The Economist triumphantly described as 'a manifest monopoly of every new
issue of any importance'. This resulted from the Franco-Prussian War and the subsequent
indemnity payments temporarily paralyzing Paris as a centre for foreign issues, while the fact
that smaller financial centres were oversaturated with securities left London as the only
market for new loans. 10 London’s rise was curtailed in the mid-1870s by a drastic contraction
of its loan market due to a string of defaults of small Latin American sovereign borrowers.
Subsequent revelations of the Select Committee’s report of 1875 uncovered the disgraceful
practices often used by the new and less reputable firms that had issued the defaulted loans,
resulting in the concentration of the remaining loan business within the hands of a small
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group of prominent firms that still commanded the trust of the investing public. 11 For the rest
of the 1870s, given the lack of alternatives, these firms were in a strong position to insist on
their preferred method of issuing.
The competitive environment changed during the 1880s, first with the re-emergence
of Paris as an international loan market and later with the rise of Berlin as a real competitor to
London and Paris. 12 London’s issuing houses also faced increased competition domestically.
British joint-stock banks started challenging the traditional monopoly of merchant banks in
the sovereign loan business more forcefully and foreign banks opened agencies or branches
in London, enabling them to issue loans in the British capital as well. 13 Emboldened by the
knowledge that any proposed loan would likely be met with interest from several different
houses, some countries abandoned the traditional method of negotiating their loans. 14 Instead,
they invited issuing houses to compete in a process of open bidding or initiated negotiations
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with several houses simultaneously, allowing them to play houses off against each other. 15
During the 1870s borrowing countries had refrained from inviting competition out of fear that
unsuccessful bidders would talk down the issue. 16 However, the return of French banks to the
international loan market reduced this concern in the eyes of borrowing governments
because, unlike their English competitors, French banks were willing to take loans firm. 17
According to Marichal and Flores, it was this willingness that accounted for the success of
French banks in obtaining the Argentine business in the early 1880s. 18 When German issuing
houses entered the international loan market in the second half of the 1880s, they also
embraced the practice of taking loans firm, thus increasing the pressure on London issuing
houses to do the same. 19 This competitive pressure only intensified as the period progressed,
with New York joining the list of international financial centres competing with London after
the turn of the century. 20 In fact, The Economist reported in 1911 that the rivalry between
issuing houses was more intense than ever before. 21
In response, from the mid-1880s onwards, London firms increasingly took the full
amount of loans firm. Issuing loans as agents continued to be used to a smaller extent during
the rest of the 1880s and into the 1890s, though mainly when governments were in a
15
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relatively weak negotiating position. After the turn of the century the rule was for all loans to
be taken firm, with only Rothschilds continuing to act as agent in connection with Brazilian
and Chilean issues. 22 Barings’ correspondence regarding negotiations for an Argentine loan
in 1911 testifies to the fact that issuing loans as an agent had mainly become a thing of the
past. In the course of negotiations, Barings and their fellow syndicate members were asked by
the Argentine government to consider acting as agents, to which Deutsche Bank replied:
'Method sale on commission repeatedly employed by Rothschild for Chili and
Brazil[,] although proposition on commission basis not favourable for future
business[,] German group has in principle no objection ...'. 23
That Deutsche Bank felt it necessary to point out Rothschilds’ continued use of this practice
is a clear indication that by this time it was seen as somewhat of a curiosity. This point is
further supported by the clear refusal of the French members of the syndicate to issue the loan
on such terms and the fact that Barings '[were] not enamoured of the idea and ... discouraged
further consideration of an arrangement on such lines.' 24 What explains this change of attitude
among issuing houses against issuing loans as agents? The driving force was the change in
underwriting practices that occurred — allowing for risk to be more widely distributed.

Syndicates as a means of reducing underwriting risk
From the mid-1880s, London issuers of sovereign loans faced the twin challenge of increased
competition and heightened underwriting risk. The first threatened to render loan operations
less profitable, while the second could potentially endanger the very existence of a firm. A
way in which issuing houses dealt with these challenges was through increasingly forming
issuing syndicates, though collaboration between issuing houses was by no means a new
development and the use of syndicates nearly as old as the loan business itself. 25 Evidence
presented to the 1875 Select Committee clearly showed a link between the practice of using
syndicates and that of taking all or part of a loan firm, the primary objective being the
22
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division of underwriting risk among members. 26 According to banker Albert Grant, this also
explained why syndicates were normally not adopted for first class issues, when issuing
house usually acted as an agent of the government. 27 The validity of this rational for the
adoption of syndicates is strongly confirmed in the case of loans in which Rothschilds and
Barings were involved during the 1870s and early 1880s. The vast majority of contracts these
houses entered into during these years they entered into alone, or in the case of Rothschilds
together with their Paris house. However, once they were asked to take part or all of an issue
firm, they did so as part of larger syndicates comprising several other houses, domestic as
well as foreign. 28 Issuing houses also recognized that beyond reducing underwriting risk,
such collaborative combinations reduced the level of competition. 29
The nature of loans issued by Rothschilds from the mid-1880s onwards clearly shows
how issuing houses turned to syndicates when faced with increased competition and
underwriting risk on sovereign issues. The Egyptian loan of 1885 was the first loan after 1870
(ignoring the large French and US loans of the 1870s), which Rothschilds contracted together
with a non-Rothschild house. The non-Rothschild house in this case was Bleichrӧders, which
had served as Rothschilds’ Berlin agent since the 1830s, but in spite of this long-standing
relationship the inclusion of Bleichrӧders owed more to its close relationship with Bismarck
than Rothschilds. Germany, France and Britain guaranteed the Egyptian loan, and Bismarck
used this fact to insist on the inclusion of Bleichrӧders. 30 The fact that Bismarck’s
intervention was necessary in order to compel Rothschilds to include its long-standing agent
in a loan stands in sharp contrast to the experience of the following decade, when the London
house contracted no less than seven loans together with various non-affiliated houses. In all
26
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of these loans the issuing houses took either part or the entire amount of the loan firm,
(though the Chilean loans of 1886 and 1887 were taken firm and not shared with outside
houses). 31 Similarly, loans for which Rothschilds acted as agents during this period were all
kept within the family. In fact, from the mid-1880s up to 1914 there seems to be a clear link
between Rothschilds decision to take all or part of a loan firm and contracting for the loan
with any non-Rothschild houses. Looking at other houses, there is also evidence of an
increasing use of syndication, with a trend towards larger syndicates, often including several
houses from the same country, a fact that is best explained with the desire to diversify
underwriting risk, eliminate competition, or both. 32
When a syndicate agreed to take a loan firm it could do so in two ways: Firms could
either collectively take up the loan, or each firm could subscribe for a specific share of it,
without taking any responsibility for the rest. The former method was used in connection
with the 1888 and 1890 Egyptian loans, which Rothschilds issued together with one and two
German banks, respectively. In these cases the underwriting risk to the individual firm was
reduced because responsibility for any bonds that the syndicate failed to place was shared
between the members of the syndicate. Yet, individual houses were liable for the overall
success of the issue, so that even if the loan was a success in a firm’s domestic market, a
failure in other markets could leave it and other members ending up holding a significant
amount of bonds. Furthermore, in the event that one or more of the participating houses were
unable to meet their obligations, the rest of the syndicate could be called upon to meet the
shortfall. It is thus not surprising that this method seems to have been used only in connection
with smaller syndicates, where all participants could be reasonably assured of the other
participants’ financial solidity. 33
Larger syndicates were normally organized on the basis of 'sans solidarité', which
meant that each firm was only liable for the specific share of the loan that it had taken firm.
Thus as long as a firm successfully placed its share in the market, it was absolved of all direct
31
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liabilities for the loan, even if other members of the syndicate were less than successful. 34
This latter method effectively limited the liability that the individual syndicate members
incurred in connection with a loan. From a reputational point of view, it could however still
be risky. If another house was unable to place all of its bonds, it could attempt to sell the
reminder at a discount, driving down prices, and hurting the reputation of all the syndicate’s
members.
Though syndicates could reduce the underwriting risk incurred by individual firms,
they were a less than perfect solution. The reduction in underwriting risk that could be
obtained through organising issuing syndicates came at a significant cost. Issuing houses
combining to form an issuing syndicate shared not only the underwriting risk associated with
an issue but also the profits and prestige. Even when issuing syndicates were organised on the
basis of 'sans solidarité', the reduction in underwriting risk achieved by the individual houses
came at the price of the loss of a commensurate share of the spoils. The use of issuing
syndicates therefore did not bring issuing houses closer to detaching the profitable and
prestigious role of issuing a loan from the risky role of underwriting it. The reduction in
underwriting risk achieved was offset by a commensurate reduction in the rewards accruing
to the individual house.

Red List Participations
Issuing houses could only rid themselves of the underwriting risk associated with issuing a
loan, without the benefits being diluted, if they could find a method of subcontracting this
risk to other parties. What was needed was the separation of the role of issuing a loan from
the role of underwriting it. Suzuki has argued that the crystallization of the roles of issuing
syndicates and underwriting groups into two distinct syndicate groups took place during the
1880s. 35 It would, however, seem that the use of a syndicate merely to guarantee an issue
dated back further. This can be seen by Rothschilds’ use of a syndicate to guarantee the
success of a bond issue in 1871 for the South Austrian & Lombardo-Venetian Railway
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Company. The terms upon which the members of this syndicate participated were nearly
identical to those of later underwriting groups. 36 Similarly, Erlanger formed a syndicate that
guaranteed the placement of part of the 1872 Costa Rican loan. 37
When issuing houses incurred any form of liability for a loan, they often sought to
sub-contract part of the underwriting risk. But during the 1870s and 1880s, this was normally
not achieved through the organization of underwriting groups in the form that would become
common for the last twenty years up to 1914. Instead, the most common way by which
issuing houses outsourced part of their underwriting risk was to offer their friends among
other issuing houses a participation in the loan as silent partners. Such participations will here
be referred to as 'red list participations' following the Bankers’ Magazine, which in 1892
reported that houses like Barings kept 'red lists' containing the names of the friends to which
they offered such participations. 38 The Victorian use of the term 'red-list' has passed out of
common currency, but readers of the Bankers’ Magazine in 1892 would recognize the
reference to mean a list of a chosen few—a specially selected and favoured inner circle. Each
house participating in a red list syndicate would get a certain part of the issuing house’s share
of the loan, which it could then either keep for itself or further distribute among friends or
clients. 39 The price at which such participations took place was normally slightly above that
paid by the original house, which was normally granted a small commission of around ¼ per
cent for organizing the issue—similar to the praecipium earned by modern lead managers
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today. 40 In fact, the distinction between participating in the issuing syndicate or the red list
syndicate resembles the one between lead managers (or co-lead managers) and co-managers
of modern bond issues, the former being more prestigious and receiving a higher
remuneration, while the latter can still be profitable and, for less distinguished firms, may
serve as a useful way to gain a reputation. 41
Offering other firms red list participations held certain advantages for the issuing
house over admitting them as full members of the syndicate. First, the issuing house
benefitted from the small commission paid by its friends on the part of the loan taken.
Second, it retained full control over issuing the loan and enjoyed the prestige associated with
this role. 42 Given these advantages it is not surprising that the practice of using red list
participations was widely adopted when all or part of a loan was taken firm. According to the
Bankers’ Magazine, offers of red list participations were not open to negotiation, but were
considered an act of grace on the part of the issuing house to be accepted with humility,
refusal being unthinkable. 43 The widespread use of this practice during the 1880s and early
1890s is reflected by the large number of issues in which J. S. Morgan & Co. either
participated as a sub-contractor or invited other firms to assume this role in connection with
its issues. 44 From the point of view of the issuing house, this method of distributing
underwriting risk was clearly preferable to the use of an issuing syndicate, but it failed to
offer the same protection against competition, since not all rivals were likely to accept an
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inferior position. Red list participations therefore in many cases co-existed with issuing
syndicates, with each member of the syndicate having its own red list of friends and clients. 45
The practice of offering red list participations was effectively a system of
underwriting, and the underwriting risk associated with the loan was distributed to a network
of sub-contractors in the same way as in subsequent periods through the organization of
formal underwriting groups. But, as will be shown below, it only allowed issuing houses to
distribute the risk to a limited extent compared with what would eventually be achieved. 46 In
fact, the limited extent to which red list participations allowed issuing houses to outsource the
underwriting risk associated with an issue, was to prove the Achilles-heel of the system.

The bad name of underwriting
The widespread use of red lists, despite their limited ability to distribute underwriting risk,
was due to their discreet nature, which gave them a distinct advantage over the more formal
methods of underwriting where the underwriting risk was better distributed. Contemporary
advocates considered underwriting a service to the investing public providing a seal of
approval attesting for the quality of the issue, arguing that men of finance were unlikely to
underwrite a bad loan. 47 In spite of such arguments, the investing public identified
underwriting (and to a lesser extent also issuing syndicates), at best with sharp practice, and
at worst with fraud. 48 It was partly this impression that a journalist writing for Truth in the
late 1870s sought to dispel when arguing that 'It is by no means clear to me that a syndicate
which "underwrites" a foreign loan is necessarily an assemblage of thieves.' 49 That public
perception of underwriting had not dramatically changed by the early 1890s is shown by the
Bankers’ Magazine’s derogatory description of underwriting in 1892 as: 'a regular branch of
45
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the company promoter’s art'. 50 Public knowledge that a firm used underwriting in connection
with a loan might therefore damage its reputation, in many ways its most important attribute,
and could also negatively affect subscriptions for the loan. It is therefore not surprising that
during the 1870s and 1880s, issuing houses seem to have preferred the more discreet method
of underwriting a loan by offering their friends red list participations, over organising a
formal underwriting group. This reliance on red list participations as the main method for
underwriting sovereign loans came to an end, however, once the danger of relying on such a
system, one that offered only limited scope for distributing underwriting risk, was brutally
exposed through the Baring Crisis of November 1890.

The effect of the Baring crisis
Over the course of the 1880s, Barings had increasingly moved from acting as an agent of the
Argentine government (or a London agent of French or German contractors for Argentine
loans) to taking Argentine loans firm, either by themselves or as a member of an international
syndicate. 51 In spite of Barings use of the red list system to limit its own exposure to risk, the
firm ended up with £4.16 million in Argentine securities by October 1890. 52 After investor
confidence in Argentina evaporated, these securities became unsalable except at a heavy loss,
leading to the Baring Crisis of November 1890. 53 If the red list system had allowed Barings
to outsource the underwriting risk associated with its issues to a much greater extent, then the
house would not have had to carry itself what nearly proved a fatal share of underwriting risk.
There can be little doubt that Barings used every possible means to divest itself of the toxic
securities it held on its books. The Economist commented in November 1890 that: '[Barings]
50
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did not neglect to use all the means in their power to rid themselves [of the securities].' 54 The
Economist was referring to attempts to induce investors to buy the Argentine securities, but
Barings also seem to have stretched the red list system to its limits, as according to the
Bankers’ Magazine, those 'un'-fortunate enough to have been on the firm's red list, had been
served an 'indigestible feast' of securities. 55 Yet Barings still ended up shouldering a large
enough share of the underwriting risk to necessitate its rescue. Even though it was realised
that Barings had been imprudent, the embarrassment of Barings likely sent a shiver down the
spine of every issuing house in the City. 56 Barings was far from the only issuing house which
was weighed down by unsold securities in the late 1880s, with The Statist arguing in July
1889 that 'the great houses ... were already carrying a load [of unsold securities] almost as
large as they could safely manage'. 57 Other issuing houses would therefore undoubtedly have
taken heed. The crisis highlighted the possible consequences of taking loans firm without
resource to an effective way of outsourcing the underwriting risk, not least in connection with
sovereign loans, which were often larger than the capital of the house(s) involved.
The Bankers’ Magazine in 1892 stated that red lists, inner circles and select syndicates
were now 'as dead as Queen Anne', but from the ashes of the red list system arose a system of
underwriting groups which revolutionized the loan business. 58 Rather than abandoning the
red list system altogether, issuing houses appear to have expanded and formalised it, leading
to the practice of forming underwriting groups to underwrite sovereign loan issues. The
notion that the Baring Crisis precipitated this transformation from red list participations to
underwriting groups is strongly supported by the timing of the shift. It occurred in the years
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immediately following the crisis, with underwriting groups becoming common practice from
the mid-1890s onwards. 59

From red list participations to underwriting groups
The organization of an underwriting group was a device by which issuers could ensure that
an issue was successfully placed, even if the public did not readily take up the loan. In
advance of the public issue, the issuing house, or syndicate responsible for its management,
would offer participation in the underwriting group to potential underwriters on a given set of
terms. If participation was accepted, an individual underwriter guaranteed the placement of a
certain part of the loan in exchange for an underwriting commission, the size of which varied
depending on how risky the issue was thought to be. The size of the commission was usually
1-3 per cent for sovereign issues, though after 1900 it dropped to generally 1-2 per cent. In
the event that the public took up the entire loan, nothing further was demanded from the
underwriters and they could pocket their commission as profit. However, if the whole loan
could not be sold to the public, the underwriters would be called upon to take a share of the
remaining bonds proportional to their participation in the underwriting group. 60
The use of underwriting groups instead of red list participations offered issuing
houses two advantages. The first and less significant one was the difference in remuneration,
as a fixed commission replaced a share in the overall profits commensurate with the size of
participation. In most cases this meant that relative to the share of the underwriting risk
59
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assumed, the formation of an underwriting group was often the more cost effective choice for
the house organising the issue. 61 On the other hand, for other issuing houses it was ceteris
paribus more attractive to be offered a red list participation in a loan compared with
membership of an underwriting group. Issuing houses therefore continued to reward their
closest friends among other issuing houses with what was essentially red list participation
throughout the period up to 1914, even when the whole underwriting risk was outsourced to a
separate underwriting group. 62
The second and more important advantage offered by underwriting groups was that
they allowed issuing houses to divest themselves of the underwriting risk to a much greater
extent than under the red list system. In the latter case, the issuing house normally always
retained a much larger share of the loan for itself than it offered to any of its friends. 63 This is
hardly surprising, since red list participations were mainly limited to other issuing houses,
each of which was expected to take a significant part of the loan. 64 These houses would have
viewed their participation in the loan in much the same way as the original issuing house. An
issuing house could therefore hardly invite its friends to take up part of the underwriting risk
in connection with one of its loan issues if the house itself was not willing to lead by example
and take the largest share of the risk.
This same sentiment also seems to have prevailed in connection with early
underwriting groups such as the one formed by Rothschilds when it issued the 1895 Brazilian
government loan. Here the underwriters were also mainly other issuing houses, as it was not
until later that other institutional investors like insurance companies came to play a
61
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substantial role in underwriting. 65 In the case of the 1895 Brazilian loan, none of the
underwriters apart from Rothschilds underwrote a nominal value of more than £250,000,
while Rothschilds underwrote nearly six times that amount. The use of an underwriting group
nevertheless allowed Rothschilds to distribute part of the underwriting risk associated with
the issue to a large number of different underwriters. Rothschilds was therefore able to reduce
its share of the underwriting of the loan to less than a third of the total £4.96 million
underwritten. 66
For smaller loans, red list participations could allow issuing houses to reduce their
share of the risk associated with taking a loan firm to a similarly low level. In connection
with several smaller Scandinavian loans in the 1870s and 1880s, Hambros was able to reduce
their share of the risk from taking the loans firm to between a quarter and a third of the total,
by offering participations to their friends both at home and abroad. 67 However, the fact that
Barings and Hambros ended up taking £3 million out of the £6.5 million unsold bonds of the
1882 Italian loan onto their own books, is a clear indication that the same level of reduction
in risk could not be achieved for larger loans by relying solely on red list participations. 68
Compared to the risk assumed by issuing houses in connection with later sovereign issues
were underwriting groups were used, the share of risk incurred by issuing houses in
connection with all of these loans were nevertheless still significant. For the 1913 Brazilian
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loan Rothschilds underwrote less than two per cent of the loan, while Barings assumed no
share of the underwriting risk for the 1907 Argentine loan. 69
That underwriting groups became such efficient mechanisms for subcontracting
underwriting risk was due to the fact that from the mid-1890s onwards, stockbrokers and
their clients, as well as institutional investors, came to play an increasingly important role,
with the result that participation in underwriting groups came to be viewed differently. 70 The
importance of institutional investors in the market for foreign government bonds grew
significantly during the last quarter century before the war, with the amount of foreign
government bonds held by UK life offices increasing from just £3.5 million in 1890 to £24.6
million in 1913. This seven-fold increase compares favourably with the two and a half fold
increase in the total value of investments by UK life offices, indicating that institutional
investors increasingly invested in foreign government bonds. 71 The presence of institutional
investors was felt especially strong in connection with the underwriting of loans. Withers
commented a few years before the war that for gilt-edged securities institutional investors
normally took up much of the underwriting. 72 Often institutional investors participated in
underwriting groups in order to effectively get bonds they desired at a lower price.
Frequently, they would therefore underwrite their part of the loan firm, which meant that they
took a given part of the loan at a price equivalent to the issue price minus the underwriting
commission. 73 For such underwriters, participation in an underwriting group was thus not
viewed as incurring risk, but rather as a way of obtaining an effective discount on the bonds
they wished to take. Stockbrokers on the other hand shared their underwriting participation
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with their clients, which meant that, apart from institutional investors who deliberately
wanted large shares of the underwriting, individual participations were relatively small. 74
The inclusion of stockbrokers and institutional investors drastically expanded the
capital available for underwriting and also meant that underwriting risk could easily be
spread to such an extent that no individual member of the underwriting group had to accept a
participation that could in any way tie its continued financial solvency to the success of the
loan. This in turn effectively allowed the risk to be assessed, priced and traded as a financial
commodity in its own right. Since participations in underwriting groups thus came to be seen
as financial commodities, there was no longer any reason for issuing houses to take the lead
by underwriting the largest part of their issues themselves. In fact, the opportunity to
participate in underwriting groups seems generally to have been so much in demand that
issuing houses could limit their share of the underwriting to whatever degree they wished. 75
Using underwriting groups, issuing houses were able to divest themselves of underwriting
risk to a much greater degree than had been possible when relying on issuing syndicates or
red list participations. As already noted, in some cases issuing houses bore no share of the
underwriting risk and for others their underwriting commitments were much smaller than the
share of some of the individual underwriters. 76
While the growing use of underwriting groups by reputable houses undoubtedly made
the practice more accepted from the mid-1890s onwards, it nevertheless continued to be
viewed with some suspicion with The Economist defending it in 1911 as being of distinct
advantage when it was not abused. 77 Its acceptance is evidenced by the fact that in spite of
Lord Rothschild’s reported sceptical attitude, Rothschilds started using underwriting
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routinely in its issues from around 1905. 78 In fact, by the end of the first decade of the
twentieth century the use of underwriting had become the norm to such an extent that
choosing not to have an issue underwritten was in itself newsworthy. 79

The use of underwriting in connection with sovereign loans
The use of underwriting groups meant that even in cases where an issuing house acted as an
agent, it would be possible for the government to rid itself of the underwriting risk. This
happened with the Brazilian loans of 1895, 1908, 1910 and 1911, the only difference from
other Brazilian loans (where no underwriting was arranged) being the additional expense to
the government of an underwriting commission. 80 In fact, during the last decade before the
war, the question of whether a loan was taken firm or not sometimes boiled down to whether
a government was willing to pay the underwriting commission. This was the case with the
Chilean loans, where Rothschilds gave the government the choice of saving the underwriting
commission and having the house issue the loan as an agent, or Rothschilds taking the loan
firm, but at a lower price, allowing for an underwriting commission. 81
In most cases, governments were not involved in the matter of underwriting. Loans
were simply taken firm by an issuing syndicate, which then chose to either pay underwriters a
commission in order to eliminate the risk of the loan not being taken up, or to bear the risk
itself and retain the commission. This was the case with the 1909 Argentine loan where no
underwriting was arranged by the syndicate, while in connection with both the 1906 Russian
loan and the 1907 Argentine loan, underwriting groups were organised. In neither of the two
latter loans did the contracts with the governments make any specific provisions for
78
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underwriting. 82 For loans where the underwriting risk associated with an issue was borne by
an underwriting group, the distinction whether issuing houses acted as an agent of the
government or took the loan firm became practically meaningless. In either case, the issuing
house would only incur a liability for the issue to the extent that it participated in the
underwriting group. Risk remained if the loan was taken firm and no underwriting group
could be formed, but there is no evidence of major issuing houses ever facing such a
situation.
As with red list participations, issuing houses had lists of underwriters to which they
offered participation in their underwriting groups, and to be on the underwriting lists of first
class houses was seen as being in 'the circle'. According to Singleton, a solicitor and one time
managing director of The Underwriters Trust, underwriters who failed to accept any share of
the underwriting they were offered were quickly struck off the list and found that they were
not invited to share in the underwriting of future issues. 83 In this last aspect, the practice in
New York appears to have been identical to that in London. 84 Underwriters therefore had to
balance the possibility of short-term losses stemming from having to take up bonds of a failed
issue against the long-term profitability of being invited to participate in the underwriting of a
firm's future issues.
Often a condition for participating in underwriting groups was that the underwriter
agreed to refrain from selling bonds directly or indirectly in the market until allotment had
taken place. It was also expected that if an issue failed, underwriters would not rush to relieve
themselves of their share of unsold bonds by sales in the market, and that any sales they did
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make would be done through the issuing house. 85 A breakdown of discipline by one or more
underwriters in this area could potentially undermine attempts by the issuing house to support
the pre-allotment or secondary market, with offending underwriters essentially selling their
bonds back to the issuing house. 86 The condition that underwriters abstain from engaging in
the market and channel any business through the issuing house resembles the syndicate
discipline imposed by the modern practice of fixed price re-offer. Adopted in the Eurobond
market in 1989 to combat the practice by which weaker members of selling syndicates
recycled bonds back to the lead manager through the grey market, the fixed price re-offer
model required the whole syndicate to agree to sell bonds at a common price fixed by the
lead manager. 87
In spite of the conditions attached to participation in underwriting groups and the fact
that in some cases underwriters were called upon to take significant parts of loans, there
generally seems to have been no shortage of interest in participating in the underwriting of
sovereign issues. In fact, eminent issuing houses often received letters from underwriters
begging for a bigger slice of the underwriting than usual when news of an impending loan
spread through the City. 88 By the 1900s, the use of underwriting groups thus resulted in a
situation where issuing houses could take loans firm without having to incur any liability
greater than that which they themselves chose to undertake. Furthermore, since participations
in underwriting groups were sought after, underwriting a loan allowed issuing houses to
reward their friends and clients by offering them participation in the underwriting almost as a
form of patronage. In the case of other issuing houses it also offered the prospect of
85
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reciprocal inclusion into their underwriting groups. The value of dispensing participation in
underwriting groups is highlighted by Barings’ decision to underwrite a larger share of the
1906 Russian loan than originally intended, simply in order to increase the amount of
underwriting available to satisfy its many applicants. 89
Indeed, failure to satisfy the desire for underwriting participation could have a
negative impact on the success of a loan. In 1910, the Daily Mail reported that the Argentine
loan was being boycotted on the stock exchange by jobbers quoting very wide prices and thus
discouraging trade in the bonds. Owing to the small size of the loan, the underwriting had
been taken up purely by the big financial houses, which displeased members of the stock
exchange. This was not merely an isolated incident as the Daily Mail described the situation
as 'remarkable ... but not so very uncommon'. 90 It is worth noting that this sense of
entitlement on the part of the stock exchange had developed even though the involvement of
stock exchange firms in underwriting was a relatively recent development.
Thus in the last years leading up to the Great War, the earlier preference amongst
issuing houses for issuing loans as agents of governments had been reversed. By this time
issuing houses clearly favoured taking loans firm or, what could effectively amount to the
same thing, issuing them as agents with an underwriting group shouldering the risk. 91

Conclusion
The Period 1870–1914 saw a major change in how underwriting risk associated with
sovereign bond issues was viewed and dealt with in the London capital market. Increased
competition resulted in issuing houses progressively shouldering the underwriting risk
associated with their issues from the mid-1880s, requiring firms to adapt their market
practices to the new situation. In this, they were nevertheless hamstrung by the public
perception of underwriting, which meant that issuing houses initially turned to the less than
89
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optimal solutions of issuing syndicates and red list participations to mitigate underwriting
risk. These methods only allowed for a partial outsourcing of the risk and only partially
overcame the fundamental problem that an issuing house, when taking a loan firm, merged
the prestigious and profitable role of managing a loan issue with the more risky role of
underwriting it.
The potential dangers of this situation were brought home to London issuing
houses by the Baring Crisis. This led issuing houses to develop the existing red list system
into a system of formal underwriting groups, which in turn allowed for underwriting
participations to be extended beyond the relatively narrow circle of a firm's friends. The
expansion of underwriting groups to include other types of underwriters was in part
facilitated by the increasing interest of institutional investors in foreign government bonds
from the 1890s onwards. Seeing underwriting as an excellent opportunity to gain an effective
discount on bonds they wished to buy for investment purposes, institutional investors came to
play an increasingly important role in the underwriting of sovereign bonds between the 1890s
and 1914. This together with the inclusion of stockbrokers and their clients in underwriting
groups, led to a drastic increase in the number of individual underwriters and the capital
available for underwriting. The result was a system of underwriting which allowed risk to be
far more widely distributed and eliminated the need for any one underwriter to bear a risk
beyond what could safely be managed. This development of the practice of sub-contracting
underwriting risk resulted in two important developments: first it allowed issuing houses,
whether they acted alone or as part of an issuing syndicate, to separate issuing a loan from
underwriting it. And second, it transformed the way in which the underwriting risk associated
with a loan was viewed, namely from being seen as a distinct liability preferably to be
avoided, into being perceived as a valuable financial commodity, one to be traded, and one
that issuing houses could allocate as a form of patronage to their friends and clients.
The development of underwriting practices between 1870 and 1914 shows that the
loan industry was a dynamic and evolving business, with market practices adapting to meet
the challenges posed by changing market conditions. Though market suspicion could limit
innovation, its ability to do so was limited. Once the Baring Crisis exposed the necessity for a
more effective method of underwriting, formal underwriting groups were relatively quickly
adopted and within two decades were considered standard practice by all.
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