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CLIOMETRICS

The Rationality of French Investors before World
War I: A Cliometric Contribution

Antoine Parent & Christophe Rault”

Abstract: This paper can be seen as an illustration of the
cliometric approach and its contribution to the knowledge
of French international capital movements before WW1.
Using a formal theoretical framework and advanced eco-
nometric technics improves our understanding of the influ-
ences of French capital exports from the end of the 19" cen-
tury until the eve of World War. We recall here the main
findings of our research published in The Journal of Eco-
nomic History (June 2004) which highlights the crucial in-
cidence of economic and financial factors, whereas conven-
tional wisdom limited the explanation of French capital
exports to political and diplomatic causes.

In a former article published by the JEH on “The Influences affecting French
Assets Abroad Prior to 1914, we analysed capital movements observed by the
end of the 19™ century until the beginning of World War 1, between France and
foreign countries. Initially, we presented and studied the available estimates of
French capital exports; we also made a critical review of the various available
indicators on capital movements in the French Balance of Payments (based on
the aggregation of current account balance of payments surpluses and the esti-
mates of capital income). We found these indexes inappropriate because of the
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earnings’ estimates and more generally because of the methods used. As a
matter of fact geographical characteristics of French investment abroad, stood
as the backbone of the “old literature”: according to common knowledge,
French investment abroad was politically driven whereas British ones appeared
economically motivated. We made a discussion of this conventional wisdom.
We gave preliminary evidences that French market had developed institutional
support for extensive international transactions at the end of the 19" century;
we illustrated our point of view with examples of French openness to interna-
tional finance. Then, we developed of sets of new calculations of investment
earnings and overseas’ capital stock. Our estimate of the stock of overseas
assets aggregated with the Archives du Crédit Lyonnais data on new issues in
Paris market. In addition, we underlined that estimates of the stock of overseas
assets should consider adjustments for changes in the market value of the out-
standing assets. To that end, we compiled indexes on bonds and stocks using
information from the market transactions reported in the financial press, mostly
L’économiste frangais. With these new indexes, we were liable to test the ques-
tion: did French capital exports respond to economic factors? We found that
French foreign investments were determined by differences in yield and de-
mand for capital in “Europe and its periphery”. Econometric analysis based on
these new and improved estimates of French capital exports, allowed us to
conclude that French foreign investment did react to economic variables that
influence portfolio’s decisions. This result obviously contrasts with the existing
literature according to which French investment overseas were politically
driven.

In the following part, we underline the scope and limits of cliometric ap-
proach as well as the difficulties encountered in evaluating French assets allo-
cation abroad using a portfolio approach.

According the Old Thesis, French Foreign Investments
were Politically Driven

Feis (1930) argued that over the 1870-1914 period, French assets allocation
abroad relied mostly on political factors whereas British investment strategies
abroad depended on economic ones. White (1933) and Cameron (1961) have
further developed this theory which overall stands as the core proposition of
what could be called the “old literature”. This view depended entirely on the
geographical orientation of French assets abroad. France rather invested in
mere dynamic regions such as South and Eastern Europe, Russia, the Ottoman
Empire and Egypt than in prosperous economies (e.g. the United States, Ca-
nada, Australia, South Africa). According to Lévy-Leboyer (1977), France
remained too tied to the old continent and did not manage in diversifying its
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foreign investment. This geographical concentration is seen as not inefficient,
risky and inconsistent with commercial flows. Lévy-Leboyer (1977) argued
that profitability was not considered in France when setting up business abroad.
This common knowledge became the thesis of “economic inconsistency” of
French capital investment strategy: The French geographical structure of fo-
reign financial investments showed that France was seeking to strengthen its
hegemony within the sphere of diplomatic influence; French capital exports in
Russia or in the Balkans, complementing in the financial field the political and
diplomatic alliance with these countries.

Questioning this one way and limited explanation of British and French
capital export characteristics, Parent and Rault (2004) test whether economic
arguments can be applied to French investments’ decisions.

Testing the Significance of Economic Factors in French
Foreign Investment with a Portfolio Approach

To deal with this question, the CAPM basic international portfolio’s model
happens to be the appropriate framework. It says that the asset demand func-
tions in foreign currencies depend on speculative and hedging investor’s beha-
viour. Two elements compose the demand function of foreign assets: a yield
difference for speculation and an exchange rate level to hedge against exchange
rate risks.

For this theoretical framework to be valid, a number of conditions have to
be met: the shares of foreign funds and equities in the global portfolio, the
exchange rate of the Franc against a panel of currencies, and domestic and
foreign observed yields. Various difficulties were encountered both in collect-
ing appropriate data on these variables and in applying a portfolio approach
from these historical data.

Regarding the relevance of applying portfolio approach to annual data on
capital stocks and yields, objections can be made. Short-term usually defines
the time framework of arbitrage and portfolio choices. However, we argue that
learning about the past can be done while using the economic modelling what-
ever the periodicity of historical data.

In order to obtain a stock at a market value (valid for a portfolio analysis),
we have: (1) gathered available data from direct sources; (2) impose the initial
stock in 1891 according to financial analysts’ estimates; (3) use the annual
flows of subscriptions from this starting point onwards; (4) adjust the market
value of the stock using share and bond prices published by L ’Economiste
frangais. Then, using these improved series for the stock in French foreign
assets, we tested whether a portfolio model could account for French foreign
financial asset relocation.
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In our portfolio approach, we needed to consider asset risk. However, we
did not include it in our specification since difference between a risky and a
fixed income asset could not be precisely established with our data. We had to
consider that the yield difference between foreign and French financial assets
was sufficient to test the portfolio hypothesis according to which foreign fixed
(variable) income assets are globally balanced with equivalent domestic assets.
This limit is part of our current research in order to improve the model.

The observed yield for each foreign bond has been compiled as the ratio of
coupon to price, and the rate of return index as the simple arithmetic mean. We
made this simplification for three reasons: First, the amount of each subscrip-
tion was unknown; Second, although calculating the return to maturity on each
foreign bond would have been more accurate, it was not possible. Calculating
an actuarial rate of return for each bond needs to know the value of the coupon,
the dates of distribution of this coupon (unknown for several bonds of the
panel), the redemption price (if the bond is redeemable and some are), the price
at the end of the year, and the advance redemption possibility (which must not
be undervalued, because it may significantly increase the return rate). We have
chosen to consider a larger number of assets rather than limiting our sample to
those on which we could have calculated actuarial returns (our panel is com-
posed of 18 foreign bonds) because portfolio diversification played a key role.
We considered them as perpetual rents since a twenty-year period is covered
(1890 to 1913). In that case, the coupon to price ratio emerges as a proxy of the
actuarial rate of return. Thus, in this data-constrained simplification, calculating
the coupon to price ratio is technically justified. A similar ratio was compiled
for stocks (our panel is composed of 7 foreign equities).

The relationship between observed return rates to expected return rates was
another problem concern. We were restricted by data and forced to make a
constrained choice. We assumed that economic agents over this period formu-
late rational and true expectations. Therefore, in our econometric test, it en-
abled us to take the calculated rate of return of the t+1 year as the indicator of
the expected rate of return in t. Since no other hypothesis could, for lack of data
reason, permit us to implement a portfolio test, this choice appears to be a
methodological requirement

Our model is not a “pure” portfolio model testing only the sensitivity of the
portfolio to yield returns. We adopted Edelstein’s (1974) formulation of the
debate in terms of “push or pull factors”. Thus, we analysed whether French
financial investment in Europe and its periphery was affected by financial or
real needs of the host countries of this area on top of the yield relationship,
besides the yield relationship. Did French capital exports respond to industrial
and financial needs of the host countries that offered investment potentialities
in public funds or in share participation with sustained industrial growth per-
spectives?
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We carried out two tests separately, given the model presented above (and
its limits): One concerning foreign fixed income financial assets (in which the
endogenous variable R is the “ratio of foreign bonds to total French and foreign
assets held by French residents”) and the other concerning foreign variable
income financial assets held by French residents (in which R’ the endogenous
variable is the “ratio of foreign equities to total French and foreign assets held
by French residents”).

We test the following equations over the 1890 to 1913 period:

R =f(PDI, 1, r’y, &)
R'= f(IPI, rA, rA’,, e,), where

PDI; is the public debt index for the area “Europe and its periphery”, r; (1
actual) the expected rate of return on French bonds, r’; (', actual) the ex-
pected rate of return on foreign bonds, e, the exchange rate of the French Franc
against a panel of European currencies, plus the US dollar, and IPI; the indus-
trial production index of the area “Europe and its periphery”, rA’, (rA’.,; ac-
tual) the expected rate of return on foreign stocks, rA, (rA.; actual) the ex-
pected rate of return on French stocks.

In line with our theoretical priors, the econometric methodology adopted in
Parent & Rault (2004) yields the two final models (estimated with Maximum
Likelihood) with parsimonious dynamics, and fully identified long-run rela-
tionships. These models are both theory consistent and congruent with the data.

A Revisited Story of French Foreign Investments before
World War [

In this paragraph, we recall the main findings related to the first equation in
order to highlight the contribution of this cliometric approach to the under-
standing of France capital exports prior to 1914 (for further development the
reader should refer to Parent and Rault, 2004). The economic driving factors of
French financial property abroad were successfully rebuilt with this model: we
found that the long-run target of the French investor was negatively correlated
with the level of domestic expected rates of return; positively correlated to the
level of foreign expected rates of return, and also positively correlated to the
public sector borrowing requirements of the area “Europe and its periphery”. In
the short run, the investor corrects the distance to this long-term target accord-
ing to the variation of the domestic rate of exchange, the variation of the public
sector borrowing requirements of the area, and the variation of foreign assets’
expected rate of return (all signs correctly oriented). Thus, the economic and
financial arguments underlying the diversification of French capital abroad at
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the turn of the 19" century until 1914 were highlighted by combining micro-
economic and econometric approaches.

We have stressed the role of economic and financial factors in French capi-
tal exports, contrary to the usual conclusions on the French case, which insist
on political or diplomatic considerations. Using economic modelling, it has
been shown that the destination of French financial flows was consistent with a
rational economic behaviour. Notably, in line with the portfolio theory, this
study highlights the core role played by the expected returns on foreign and
domestic assets. We showed that the economic and financial hypothesis could
not be rejected when using economic or financial explanatory variables exclu-
sively to reassess the French financial position in the world before WWI. This
argument puts the diplomatic and political thesis into perspective.

This study (Parent & Rault, 2004) illustrates that cliometrics (economic
modelling plus advanced econometrics applied to history) can help to fight
against myths in economic history. Obviously, these first results need to be
improved by an accurate study of risk in French foreign asset allocation. This is
a part of current research.

References

ANNUAIRE STATISTIQUE.

ADLER, M, DUMAS, B., (1983): “International Portfolio Choice and Corporation
Finance: a Synthesis”, Journal of Finance, XXXVIII, 925-84.

ARBULU, P., (1998): “Le marché parisien des actions au 19°™ siécle: perfor-
mance et efficience d’un marché émergent”, Thése de Doctorat, Université
d’Orléans.

BECQUE, E., (1912): “L’internationalisation des capitaux”, Paris

BLOOMFIELD, A. 1., (1968): “Patterns of Fluctuation in International Investment
before 1914, Princeton Studies in International Finance, n°® 21, Princeton.

BORDO, M. D., SCHWARTZ, A. J. (1996): “The Operation of the Specie Stan-
dard: Evidence for Core and Peripheral Countries 1880-1990”, in J. Braga de
Macedo, B. Eichengreen and J. Reis, eds Currency Convertibility: The Gold
Standard and Beyond New-York: Routledge.

BOURGUIGNON, F., LEVY-LEBOYER, M., (1986): “L’Economie frangaise au
19¢me siecle, analyse macro-économique”, Economica.

BULLETIN DE STATISTIQUE ET DE LEGISLATION COMPAREE (revue).

CAMERON, R., (1961): “France and the economic development of Europe —
1800-1914”, Princeton University Press.

CLEMENS, M. A., WILLIAMSON, J. G. (2000): “Where Did British Foreign Capi-
tal Go? Fundamentals, Failures and the Lucas Paradox, 1870-1913”, NBER
Working Paper 8028, Dec.

COURTOIS, A., (1910): “Traité élémentaire des opérations de bourse et de
change”, Paris.

292



CREDIT LYONNAIS: “Un siecle d’économie frangaise (1863-1963)”, Draeger
(1963).

DENUC, J. (1934): “Dividendes, valeur boursiére et taux de capitalisation des
valeurs mobili¢res francaises de 1857 a 1932”, Bulletin de la Statistique Gé-
nérale de la France.

DESSIRIER, J. (1927): “Cours, revenu et taux de capitalisation des valeurs mobi-
liéres frangaises”, Journal de la Société Statistique de Paris.

DESSIRIER, J. (1928): “La prévision statistique des mouvements des valeurs de
bourse”, Journal de la Société Statistique de Paris.

DESSIRIER, J. (1929): “Nouveaux essais de statistiques sur les mouvements
boursiers”, Journal de la Société Statistique de Paris.

L’ECONOMISTE FRANCAIS (Revue).

ESSARTS, P. DES, (1897) : “Les dépdts de titres a la Banque de France”, Journal
de la Société Statistique de Paris, 10.

EDELSTEIN, M., (1970): “The Rate of Return on UK Home and Foreign In-
vestment, 1870-1913”, PhD, University of Pensylvania.

EDELSTEIN, M., (1974): “The Determinants of UK Investment Abroad, 1870-
1913: The US Case”, Journal of Economic History, Déc 1974.

EDELSTEIN, M., (1977): “Realized Rates of Return on UK Home and Overseas
Portfolio Investment in the Age of High Imperialism”, Explorations in Eco-
nomic History, 13

EDELSTEIN M., (1982): “Overseas Investments in the Age of High Imperia-
lism”, 1850-1914, London

EICHENGREEN, B., (1996): “Globalizing Capital: A History of the International
Monetary System”, Princeton, New-Jersey: Princeton University Press.

FEI1s, H., (1930): “Europe the World’s Banker, 1870-1914 — an account of
European foreign investment and the connection of world finance with di-
plomacy before the war”, New Haven, Yale University Press.

FEINSTEIN, C. H., (1961): “Income and Investment in the UK, 1856-1914”,
Economic Journal, 71.

FISHLOW, A., (1965): “American Railroads and the Transformation of the Ante-
Bellum Economy”, Havard Economic Studies, Harvard University Press.

FIsHLOW, A., (1985): “Lessons from the past: capital markets during the 19th
century and the interwar period”.

FOVILLE, de, (1888) : “Les valeurs mobiliéres en France”, Economiste frangais,
Juil., Aott, Sept.

INTERNATIONAL HISTORICAL STATISTICS.

HoBSON, C. K., (1914): “The Export of Capital”, Londres.

IMLAH, A., (1958): “Economic Elements in the Pax Britannica”, Cambridge:
Harvard University Press.

JENKS, L. H., (1927): “The Migration of British Capital to 1875”, New-York:
Knopf.

Kouri, P. J. K., (1976): “The Exchange Rate and the Balance of Payments in
the Short Run and in the Long Run: A Monetary Approach”, Scandinavian
Journal of Economics, 280-304.

293



LENOIR, M.: “Cours des valeurs mobilieres francaises depuis 1856, Bulletin de
la Statistique Générale de la France, (1919).

LEwis, W. A.: “Economic Survey, 1919-1939”, London: Allen & Unwin,
(1949).

LEVY-LEBOYER, M., (1977): “La balance des paiements et 1’exportation des
capitaux frangais”, in “La position internationale de la France”, Ed de I’E-
HESS.

MARNATA, F., (1973): “La bourse et le financement des investissements”,
A. Colin.

MARTIN, G., (1927): “Histoire économique et financiére”, Paris.

MATTHEWS, (1982): “British Economic Growth”, Standford: Standford Univer-
sity Press.

MITCHELL, B. (1980): “European Historical Statistics”, New York: New York
University Press.

MOREAU-NERET, (1939): “Les valeurs mobili¢res”, Paris.

NEYMARCK, A., (1888): “Les valeurs mobiliéres en France”, Journal de la
Société Statistique de Paris, XXIX.

NEYMARCK, A., (1903): “La statistique internationale des valeurs mobiliéres”,

Bulletin de I’Institut International de Statistique, IV® rapport.

NEYMARCK, A., (1911): “Finances contemporaines”, 3 vol, Paris.

NURSKE, R., (1954): “International Investment Today in the Light of Nine-
teenth-Century Experience”, Economic Journal 64 (Dec).

PARENT, A., RAULT, C., (2004): “The Influences Affecting French Assets
Abroad Prior To 1914”, The Journal of Economic History, Vol. 64, N°2,
June, pp. 328-362.

PuPIN, R., (1916): “La richesse frangaise devant la guerre”, Paris.

SAINT-MARC, M., (1983): “Histoire monétaire de la France”, P.U.F.

SIMON, M., (1967): “The Pattern of New British Portfolio Foreign Investment,
1865-1914”, in Hall, “The Export of Capital from Britain 1870-1914”, Lon-
don Methuen.

LA STATISTIQUE GENERALE DE LA FRANCE (revue).

THERY, E., (1900) : “L’Europe économique et financiére dans le dernier quart
du siecle”, Economiste frangais.

THERY, E., (1897): “Les valeurs mobiliéres en France”, Paris.

WHITE, H. D., (1933): “The French international accounts”, Cambridge, Mass.

294



