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Abstract

We construct a new, comprehensive instrument-level database of sovereign debt for 18 advanced
and emerging countries during 1913-46, an eventful period characterized by notoriously high debt
levels. This database is thus the first to provide public debt time series with such a high degree
of comparability across countries and time. Documentation of qualitative instrument characteristics
offers unique insights about the debt management policies that were implemented and the broader
policies they helped finance. We document how interwar governments rolled over debts that were
largely unsustainable and how the external public debt network contributed to the collapse of the

international financial system in the early 1930s.

JEL classification: E6, F5, H6, N10
Keywords: Economic History, Debt Policy, Public Finance, Macroeconomics

*nend@imf.org
"The views expressed herein are those of the author and do not necessarily represent the views of the IMF, its Executive

Board, or IMF management.



1 Introduction—Making bricks without clay

Governments’ liabilities are complex and involve different types of securities, domestic and external com-
mitments, with varied characteristics (e.g., denomination, maturity, coupon rates, and marketability).
Even under benign economic conditions, public debt management requires a deep understanding of these
elements to ensure that governments can borrow when they need to and that the sovereign is not overly
exposed to risks. Debt management practices are more complicated during times of high and rising debt
levels and when global interconnectedness is high. From this perspective, the interwar period, the focus

of our paper, lends itself as a natural case study for investigating debt management.

The interwar period was rich in macroeconomic events, including times of hyperinflation, deflation,
depression, liquidity constraints, debt conversions, and debt defaults. It was a transition period between
two international monetary systems and a laboratory for experiments in adjusting monetary and foreign

exchange rate policies and regulating the global financial and trade architecture.

However, since this period was politically and economically turbulent, available data on sovereign debt
are often sparse, aggregated or hard to interpret. Even so, several researchers have compiled historical
databases on public finance, enabling a review of past policies and comparisons with present day. These
studies typically rely on country-specific sources to compile fiscal and debt aggregatesﬂ Yet they do not
account for the fact that in the past national statistics varied greatly in terms of definitions and that it
was not uncommon for countries to manipulate definitions over time to serve political purposes or conceal
problemsﬂ This absence of generally-accepted statistical standards to ensure comparability of aggregates
can obscure cross-country comparisons. The coverage of aggregate debt data also varies across time and

countries.

This paper describes a new historical database on public debt for 18 countries, which adds to existing
databases in two ways. First, we provide instrument-level data on debt issued domestically and abroad for a
relatively large group of countries. Second, we construct public debt aggregates using this instrument-level
data. We believe that this database is not only rich in detail, but allows for a greater degree of comparability
of aggregates across countries. The debt security can be thought of as a common denominator of public
finance across countries for this period, providing objective, contractual, cash-based information on public

debt and fiscal policy. This is because a debt contract by its very nature corresponds to a series of

1. We refer the reader to Abbas et al. (2011, pp.719-20) for a broad review of databases on public debt published up to
2010. Since then, there have been others, including Abbas et al. (2010), C. M. Reinhart and Rogoff (2011), C. M. Reinhart,
V. R. Reinhart, and Rogoff (2012), Abbas et al. (2014), Mauro et al. (2015)), and Jorda, Schularick, and Taylor (2017). While
these databases cover more countries and a longer timeframe than we do, they focus on debt-to-GDP ratios, with aggregate
breakdowns (external vs. domestic and long vs. short-term). The World Wars and interwar period are generally covered
with substantial gaps; and since historical GDP statistics are heuristic and of varying quality, we argue that debt ratios are

not reliable.
2. In the interwar period, we came across examples of countries falsifying central bank balance sheets, concealing debt

service costs in other spending items, and modifying the length of fiscal years.



predictable cash flows. By contrast, aggregate debt data is less reliable because its coverage varies across
time and country. As for flow data, such as spending and revenue, it was generally presented in budgeted
terms as opposed to the amounts actually spent or collected. Budgets were also often scattered across
different accounts, as special accounts were common practice, making consolidation of the overall budget

a difficult exercise, particularly a century later.

The resulting database (the interwar debt database, or IDD, henceforth) contains data on amounts
outstanding for some 3,800 individual debt instruments as well as detailed instrument-level characteristics.
The latter include the nature of the instrument, coupon rates (the nominal interest payment promised on
issuance, excluding the various premia that were often granted upon issuance or redemption), maturity
dates, currency denomination, and taxation regimes. From an international perspective, the database also
sheds light on who owed what, and to whom (that is, to which country). To our knowledge, this is the first
cross-country database that captures instrument-level information on debt obligations for a large sample

of countries and for the entire gamut of debt instrumentsﬂ

The period is limited to 1913-1946, but we focus on 18 key economies that provide a reasonable
geographic coverage and constitute majority of public debt issued in the interwar periodﬁ The focus on
sovereign bonds is appealing as bonds, and particularly sovereign and quasi-sovereign bonds, constituted a
large share of financial instruments, both domestically and internationally (Eichengreen and Portes 1989)E|
The qualitative information included in the database provides useful information about the nature of the
public debt instruments and the purpose for which they were issued, thereby giving useful insights about
policies that were pursued. The IDD complements existing databases by improving the breadth and depth
of instrument coverage and addressing data gaps (especially the two World Wars). Section [2| describes the

IDD, while the extensive appendices documents precisely the data compilation strategy.

During the interwar period, sovereign debt in most countries was sizable and comprised a large number
of instruments. The level of detail contained in the IDD provides new insights on debt management in the
interwar period—for example, what types of instruments were most widely issued, what was the maturity
structure of debt, in what currency public debt was denominated, and what kind of incentives were offered
to bondholders. Studying debt instruments offers new insights on debt management policies, while the

literature usually considers debt management either irrelevant or a question of maturity and currencyﬁ

3. G. J. Hall and T. J. Sargent (2015) and G. Hall, Payne, T. Sargent, et al. (2018) compile instrument-level information
on government debt for the U.S. over the period 1776-1960. Ellison and Scott (2019) construct a dataset for public debt
over the period 1694—2017 for each individual bond issued in the U.K.. Kaminsky (2017) and Meyer, C. M. Reinhart,
and Trebesch (2019) compile cross-country instrument-level data, but only for external debt bonds that were traded on
international markets.

4. In 1935, for example, our sample covers some 88 percent of the total debt reported in the League of Nations publications
5. Equity markets were much less developed and syndicated bank lending did not yet generalize; the gold standard period

is thus often described as the era of bond finance—even firms primarily financed their investment projects through debt

(Mitchener and Weidenmier 2010)).
6. This is a consequence of term structure formulas & la Hicks (1939). The irrelevance of debt management also arises

from Barro’s (1974) Ricardian equivalence proposition, which postulates that it is irrelevant whether the government decides



As summarized by T. J. Sargent (1993), this irrelevance no longer holds when taxes are accounted for
(Missale 1997)) and when the government operates under imperfect commitment, so that the risk premium
increases with debt maturity. Debt also implicitly constrains the set of tax policy choices available to
future governments. In other words, debt management matters when the government’s credibility—about
future taxes or future inflation—is in question or when taxes are distortionary. This was clearly the case

for many countries in the interwar period.

Moreover, debt management matters for political economy reasons. First, it implicitly constrains
the set of tax policy choices available to future governments Lucas and Stokey (1983). Second, debt
management underpins liquidity and interest rate risks (through the structure of future payments that
the government contractually commits to)—as opposed to sustainability risk (the ability to eventually
repay the stock). In other words, debt management is important to level off promised repayment cash
flows, while fiscal policy cares about the level and dynamics of public debt. Third, investors seem to
care about bond design—this was well-acknowledged by interwar governments. Andritzky (2012) shows
that the composition of bondholders influences bond pricing. Fourth, the choice between foreign and
domestic bonds entailed tapping very different sorts of markets. Foreign capital markets were relatively
sophisticated and careful (see End (2019a) and Metzler (2006]) for an account of the Morgan’s intrusion
into Japan’s domestic polciies), whereas domestic investors were generally captive, not as well-informed

(Bassetto and Galli 2017), and vulnerable to inflation or financial repression.

We show how interwar governments rolled over debts that were largely unsustainable (subsection .
We find clear signs that governments faced persistent sustainability and liquidity issues during the period
and could roll over their debt and their ambitious spending plans only through the segmentation of their
investor base, the adoption of credibility-enhancing devices, and the complacent support of their central
banks. The wide variety of debt instruments issued during the interwar suggests that the design of
debt instruments in terms of promised cash flows and embedded options matters—especially so when
the investor base is segmented and when governments fail to credibly secure towards debt sustainability.
Debt management in the interwar period entailed pursuing different objectives: enhancing the credibility
of sovereign bonds, managing short-term financing pressures, and financing ambitious spending defense
and social programs. Central banks also played a significantly supportive role, which highlights fiscal

dominance[’]

Using graph (network) analysis, we then examine the structure and evolution of the external public
debt network, initially generated by World War I (WwiI) and reparation loans (subsection . Sovereign
debt was issued abroad in significant amounts. The accumulation of foreign sovereign debt by France,
Germany, Italy, the U.K., and several smaller European and Commonwealth countries generated a vast

international network, with significant implications for many private investors, governments, and central

to finance itself using debt or taxes, or whether the government borrows using short-term or long-term debt. Theories of
optimal debt management hinge on failures of one or more of the assumptions underpinning this proposition.
7. Further research could investigate whether a specific combination of debt instruments, financial repression, or debt

restructuring affected debt sustainability, and could inform current episodes of fiscal stress.



banks in the world. We document how the structural weaknesses of this network contributed to the
collapse of the international financial system in the early 1930s. Absent thorough statistical reporting,
contemporaries probably failed to acknowledge how entangled the sovereign debt network had become.
Such a systematic analysis of the public debt network could not be undertaken without instrument-level
information. In our view, this is another contribution of this paper to the literature, which bridges the
gap between two separate streams of research: the one about the international financial system around the

Great Depression and that about war debt sustainability. We draw heavily from the narrative developed

in Dabla-Norris et al. (2019).

2 The Interwar Debt Data—Flements of Art

2.1 Methodology

This subsection outlines our broad methodological approach to compiling the 1DD (Figure . More details
are provided in Appendices [AHE]

Figure 1: Data collection strateqy for each country

Stage 2

Fill in missing

using
ernative gaps and Conversions

SOuUrces

We took the League of Nations publications as a starting point to construct the IDD. The League
compiled information on public finances for about 60 countries over the 1913-1946 period. The data on
public debt, in particular, are quite detailed, with amounts outstanding reported for various instruments
and debt aggregates. Figure [2] provides a snapshot of a public debt table for the U.K.: in addition to
aggregates such as domestic and floating debt (i.e., short-term debt of maturity that is usually two years
or less), the tables published by the League of Nations would also include amounts outstanding for each

instrument (for example, “4% Victory Bonds”).

To compile such data, the Financial Section and Economic Intelligence Service of the League (in many
ways a precursor to the International Monetary Fund) sent regular questionnaires for countries to complete.

Countries used information from several sources, including national accounts, budgetary accounts, central



Figure 2: A snapshot of a League of Nations table on public debt

UNITED KINGDOM 179

The following table gives particulars regarding the Public Debt as on March 31st, 1922 and 1923,

{4 (ooo.000's amitted).

Maturity. Mu;;l;z“.ul. Mar::;;lst.
DowmesTtic DEBT:
Funded Debi:
Consols, ete. . . . . . . . . . . .. Permanent 314.5 314.2
Terminable annuities * . . . . . . . For life and
terms of
years 16.2 13.4
31/, % Conversion Loan . . . . . . | Permanent 266.1 (i8g.~
31,% War Lean . . . . .. . . . | 192528 b2y bz2.7
5% War Loan . . . .. .. .. 1920-47 1,886.9 2,030.5
4% War Loan . . . . . . . . .| Ig2g-42 65.5 64.8
41/, % War Loan* . . . . . . . . 1025-45 12.8 12.8
4 % Funding Loan * . . . . . . . 1960-go 403.~ 400.6
4% Vietory Bonds . . . . . . . . | Annual
drawings 355.9 3539
3, 5,and 5/, % Exchequer Bonds . . . | 1922-30 185~ 150.
5 and 51/, % Treasury Bonds . . . | 1§25-35 453~ 400~
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National Savings Certificates . . . . . 2. 354.2
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Other capital liabilities . . . . . . . — 66.2 68 -
Total Funded Debt. . . . . . ~5.632.9 5.875.9
Floating Debt :
Treasury bills . . . . . . . . . .. B73.6 6G16.—
Ways and Means advances . . . . . 147.3 193.9
Total Floating Debt . . . . . 1,020.9 800.9
Total Domestic Debt . . . . . 6,653.8 6,685,

Source: LoN ((1923b))



bank reports, and statistical yearbooks. This created several statistical challenges, which include varying
definitions of fiscal years, different recording standards for revenue and expenditure items (cash versus
commitment bases, gross versus net), lack of comprehensiveness of national budgets, and nature of the
national debt ﬁguresﬁ For national debt data in particular, the League highlighted two reasons that
make international comparisons difficult: (1) there are differences in what various countries included in
their aggregates for public debt (i.e., inclusion or otherwise of debts of special funds, debts to national
banks, etc.), and (2) there are differences in how public debt is organized into various classifications (i.e.,
domestic versus foreign debt, classifications according to currency of issue, classifications according to terms
of repayment, etc.). The IDD circumvents a bulk of these issues by focusing explicitly on instrument-level
data.

Despite the League of Nations’ efforts to produce regular and comprehensive coverage of public debt
statistics, there were gaps in reporting. In most cases, there are years for which amounts of debt outstand-
ing are not reported or disaggregated information is unavailable (such as “Treasury bills” in Figure . To
fill these gaps, we supplemented the League of Nations data with several other sources. These typically
consisted of national sources, such as budget documents, statistical yearbooks and other specific resources

(an exhaustive list of sources is in Appendix .

Where even additional sources were insufficient to fill the gaps, we used inference and interpolation
methods. We also decided to convert fiscal years into calendar years and all amounts into common

currencies to ensure cross-country comparability. Details are in Appendix

The final step in the data compilation strategy for the interwar database was to use Moody’s publica-
tions and national sources to obtain qualitative information for each instrument. Taking once again the
example of the U.K. ’s 4-percent Victory Bond, Moody’s provided additional information for this instru-
ment, such as interest payable, maturity, rating, whether the instrument had a sinking fund, and where
it was listed. Although Moody’s publications covered a significant portion of the instruments included
in the IDD, it excluded information on instruments that were not traded on the largest stock exchanges
or instruments that were of less interest to the American investors (Moody’s target audience)ﬂ In these

instances, we used the alternative sources listed in Appendix [A]
Although the IDD is a fairly comprehensive database, some caveats apply.
1. The 1DD is based on the amount outstanding concept of government debt debt (reported in the

database in local currency units, U.S. dollars, or gold equivalent), not the market value of government

debt. Collecting price data for the individual instruments included in the IDD requires more extensive

8. See for example the methodological notes in LoN (1922b} 1924c).
9. For instance, nominative bonds (which were sold over the counter; Thomson and Christian 1911)), pension-like instru-

ments, annuities, or debt issued through state-owned enterprises or banks.



efforts that fall beyond the scope of this paper. There are recent studies focusing on single countries

that provide instrument-level price and quantity datam

2. The DD does not include information on the ownership of the individual instruments either. We
do, however, supplement IDD data with detailed information on central bank balance sheets for the
countries included in the database (Appendix. This gives an idea about the extent of central bank

exposure to sovereigns and fiscal dominance during the interwar period.

3. Some information included in the IDD remains incomplete despite our best efforts. Data quality is
inevitably worse during times of war and political tensions. Many interwar governments also hid or

misreported items they felt uncomfortable disclosing.

Nevertheless, we still consider the IDD as the best starting point for research on individual bonds and debt

management practices for a wide range of countries during the interwar period.

2.2 Resulting database

The DD covers 18 countries for the period 1913-1946. Some salient features of the IDD are discussed in

this subsection, thereby showcasing the various characteristics of instruments included in the 1DD, details
of which are presented in Appendices |E|

Country coverage. Our choice of countries was strategic. First, we picked countries for which the
LoN provided relatively long times series and that also had a comparatively large cross-section of debt
instruments. Our initial focus were Western European countries, the U.S., Japan, and selected members
of the British CommonwealthB Therefore, the database includes countries that were considered the
biggest players at the time, while also making room for other countries which were not as covered as
comprehensively in other studies on histories of public debt (e.g. Japan and some of the Commonwealth
countries). All in all, the IDD has a reasonable geographic coverage while also accounting for majority of
public debt issued in the interwar period (Figure H In terms of contributions to global debt in the
interwar period, Europe and the Americas were by far the two most dominant regions (Figure .

Instruments. Public debt in this database refers to debt contractually incurred by the central gov-
ernment of a country. This definition excludes municipal and other sub-central government debts, as

well as debt merely guaranteed by the government. The IDD contains some 3,800 individual debt instru-

10. For example, G. J. Hall and T. J. Sargent (2015) and G. Hall, Payne, T. Sargent, et al. (2018) compile detailed data
on the market value of debt for the U.S. and Ellison and Scott (2019) for the U.K..
11. But this is a non-exhaustive list of lenses to examine public debt: since the IDD includes data on individual instruments,

other representations of interwar debt are also possible.
12. Dabla-Norris et al. (2019) studies in-depth the history of public debt in some of these countries.
13. For example, some 88 percent of the total debt reported by the League of Nations for 1935 was that of the 18 countries

in our sample.



Figure 3: Country coverage

(a) Countries and country codes (b) Total sovereign debt, by region
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Note: In this paper, we use gold as the common currency, as this was the reference at the time; even countries outside of
the gold standard used gold in the formulation of their monetary policy and diplomatic negotiations. This also prevents us

from choosing a reference currency to describe a period where leading international currencies competed for that status.

ments, which were classified into eight different types, defined by the nature of promised cash flows (see
Appendix |C| for detaﬂs)ﬂ

Bond Debt instrument that obligated the government to two types of cash flow: (1) a principal when
the bonds were presented to the paying agent on or after their maturity date; (2) interest payments

when attached coupons were presented to the paying agent.

Perpetual These instruments, also called consols or rentes, had no maturity date, which means that the
principal was never paid unless the government or the bondholder activated their potential options

to redeem it.

Bill These are debt instruments without coupons, generally with a shorter-term maturity than bonds. The
interest was implicitly or explicitly pre-counted, that is, deducted upfront, as a discount between

the issue price and the principal.

Credit These instruments were generally contracted with financial institutions or in the form of bilateral
trade credits and entailed annual payments of some principal and interest. They came in the form

of either one-off borrowing, or as lines of credit on which governments could draw on demand.

Advance These financing facilities were arranged with local bodies, government departments (e.g., Trea-
sury, central bank), savings banks, or foreign authorities. They generally involved a low or null

interest rate, and an open-ended maturity.

14. The LoN standard classification, as reflected in the questionnaire they would prepare for data collections, mixes consid-
erations for residency, maturity, redeemability, and whether the debt was funded or floating. Another classification is Tobin
(1963))’s: (a) transferable demand obligations, (b) marketable short-term securities, (c) marketable long-term securities, (d)
non-marketable securities, and (e) other commitments (such as pensions or social security benefits). Interestingly, both

classifications can be retrieved by combining several descriptors of our database.



Account Governments often had access to demand or term deposits. This instrument is similar to a credit

line, but it is up to the account owner (e.g., public companies) to change the outstanding amounts.

Annuity Annual budget payments could be pledged by law (e.g., compensation for old-age or war pensions)
and were recorded as capitalized annuities. It differs from a perpetual because the annual payment

is not a contractual coupon rate, but a lump-sum allocated in each annual budget.

Other Public debt instruments or aggregates for which no decomposition was possible fit in none of the

above categories (e.g., arrears).

Although bonds were most popular, other instruments such as bills, advances and perpetuals also featured
in the interwar period (Figure 4). Shorter-term instruments, such as bills and advances, were used in

difficult financial circumstances.

Figure 4: Typology of instruments

(a) Number of instruments by country (b) Total debt by instrument
Amount of debt
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Instrument characteristics. The database contains a wealth of detailed information on character-

istics of individual instruments (see Appendix [D] for details).

Residency and currency. As today, there is only anecdotal information about sovereign bond ownership.
However, it appears that interwar governments segmented and tailor-made their debt instruments to
specific investor bases. Consequently, we can as a first approximation assume that the currency of issuance
of an instrument was a good indication of where it was held. In particular, we classify a security as “foreign”
when it was issued mainly on foreign stock exchanges, in foreign currency, or with exchange rate guarantees
(typically, a “gold clause”). Majority of the bonds were issued in the United Kingdom and United States.
Although the latter gained prominence at the start of Wwi, it was not until the mid-1930s that United
States overtook the United Kingdom as a dominant market (Figure [5a)).

Coupon rates. Almost half the debt between 1920 and 1930 had coupon rates of 5 percent or higher
(Figure . Low-coupon debts (or prepaid interest bills) represented a large number of instruments but

10



only a small portion of the outstanding amount of debtlEl However, average coupon rates decreased in

the 1930s as financial repression policies were implemented by many interwar governments.
Figure 5: Breakdown by residency and coupon rate

(a) Decomposition by residency (b) Coupon rates

Debt Decomposition by Residence / Currency Coupon rate
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Notes: All charts in this section are based on the entire database, excluding instruments for which the examined
characteristic is unknown. Precisely, the formulas used for numbers and amounts at time ¢ of all instruments ¢ having a
characteristic X; = x are respectively: D, = Zi|Xi:z D;: and N; ¢ = Zi\Xi:I and Dy 40 Wist: We need indeed to account
for the fact that some countries have lots of small instruments, while other focus on a handful of large issuances. Hence, we
weigh observations using a country-specific weight w; ; = [{j|C; = Ci and D;; # 0 and X is known}|™" where C; is the
country that issued ¢ and | - | is the cardinality function. Lines represent numbers, shaded areas amounts.

The “unknown” category includes indexed or floating rates—typically, this is the case for credit lines or short-term T-bills

for which we do not have the breakdown by instrument.

Maturity. Longer-term maturity debt dominated the first half of the interwar period (with perpetuals
and maturities above 20 years). However, governments were progressively issuing more shorter-term debt
into the 1940s (Figure [6).

Redeemability. Since debt instruments were largely very long term, they contained an embedded option,
for either the government or the lender to trigger principal repayment earlier than maturity. This was
necessary for the government to be able to restructure its debt, smooth its repayment profile, and ensure
some liquidity for investors, as secondary markets were underdeveloped. Government’s early redemption
could involve lotteries or randomization, as well as generosity when computing the current latent value of
the bond. More than half of the instruments in the IDD, in value, were redeemable (Figure .

Sinking fund. Permanent or funded debt was usually debt for which a sinking (redemption) fund had
the liability to pay the interest. This was an important feature that helped in placing long-term bonds
because it served as a commitment-enhancing mechanism. Earmarked revenues or budget transfers were
allocated to these funds. During the interwar period, these mechanisms were instrumental in enhancing
the credibility of public debt management. Almost half of the instruments in the IDD for which information
was available had sinking funds (Figure .

15. These instruments were likely used as adjustment variables.

11



Figure 6: Debt instruments by maturity
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Note: Roll refers to instruments that were issued on tap and often renewed automatically unless lenders opted out.

Figure 7: Debt instruments by maturity

(a) Redeemable versus non-redeemable instruments (b) Debt with sinking fund (in percent of total debt)
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Taz. Tax incentives to hold sovereign debt were common at the beginning of the interwar period but
became progressively less important (Figure. Tax exemptions could be granted for interest gains under
the income tax or for capital gains related to holding sovereign bonds; blanket exemptions were almost
always granted to foreign bondholders. Such tax incentives changed the debt instruments’ effective rate

of return.

Purpose. Interwar governments often earmarked a specific instrument to a specific purpose, as par-
liaments often had to approve each issuance. This was also a marketing tool for investors, who liked to
know what they were contributing to finance (e.g., war or liberty loans). Figure provides a broad
categorization of the purposes for which debt was issued. Unsurprisingly, war and reconstruction took the
lion’s share of financing resources during the interwar period. By contrast, the number of bonds that were
explicitly issued to support banks through the banking crises that occurred in the 1920s and 1930s does

not stand out, but the related amounts provide a rough quantification of the fiscal cost of these banking

crises.
Figure 8: Debt instruments by maturity
(a) Taxable instruments (in percent of total debt) (b) Purpose of public debt (in percent of total debt)
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3 Debt and Credibility Management during the interwar—Stone lace
and walls of light

In this section, we use the IDD to illustrate how, from houses of financial cards, governments were able
to build cathedrals of public debt. Interwar governments uncannily rolled over overwhelming war-related
debts, infringing on any liquidity and sustainability limits. External indebtedness was an unavoidable
component of the toolkit used by governments to maintain debt credibility in the midst of large shocks,
even though currencies were not as well anchored by the gold standard as before wwi. We look successively

at: (1) how interwar governments rolled over debts that were largely unsustainable, and (2) the manner
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in which the external public debt network contributed to the collapse of the international financial system
in the early 1930s.

3.1 Managing rollover risks and reputation in the interwar period
3.1.1 Public debt unsustainability—a house of cards?

Interwar governments regularly faced liquidity and refinancing issues (Dabla-Norris et al.[2019). Financing
would dry up during confidence crises or international financial tightening episodes, and governments
would struggle to smooth out the maturity structure of their public debt portfolio. Most countries ended
WWI with a massive stock of public debt, often exceeding their national income and revenues by several
multiples. Was public debt unsustainable for many of the belligerent countries in the interwar period?
There is no easy answer to this question as a universally acceptable indicator of fiscal sustainability does

not exist.

In Appendix [G] we draw on sustainability tests from the empirical literature to show that public
debt was unsustainable for most belligerent countriesm We first we run stationarity tests on our series of
government debt for each country, as well as panel unit root tests. We then use Bohn (1998)’s sustainability
criterion, which is based on a time series regression of the primary surplus of debt on public debt and
other controls for each of the countries in our sample. Our results suggest that for most countries in our
sample, the response of the primary fiscal surplus to variation in our measure of government debt was not

consistent with meeting the intertemporal budget constraint, and the debt ratio was not stationary.

The 1DD also sheds light on how governments managed the imminent refinancing needs that they
faced—the so-called wall of money that contemporary commentators describedﬂ As shown in Figure
49 the short-term debt-servicing needs were sizable, representing 2 billion of gold ounces in the overall
international system (or two fifths of 1920 U.S. GDP). This raises several questions: were short-term
financing needs so large because average maturity was short, interest payments were large, or governments
were simply too indebted? The IDD allows us to compile average maturities and effective interest rates to

address these questions.

To proxy effective interest rates since interwar budgets did not report debt service consistently, we
average the coupons serviced by each instrument. Figure demonstrates on a European sample how
the average rate could vary and differ across sovereigns. However, the resulting rates are surprisingly

low, by comparison with levels sometimes observed today. This is in part because bond payoffs included

16. These are distinct from insolvency tests; they test whether current fiscal and debt policies were unsustainable rather

than the immediate ability to face financing needs.
17. For example, Sauvy (1965).
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Figure 9: International financing deeds
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Note: Shaded areas are for wwI and WwII.

other forms of remuneration than couponsE Further, some countries relied on monetary policy incentives
to issue discounted short-term Treasury bills, which do not carry any coupon—these instruments were

typically used by central and commercial banks for liquidity management purposesﬂ

As for maturity, there are different ways to envisage the maturity of a security D issued in ty. First, the
contractual maturity is 7 =ty — to where t; is the latest payment date (typically, when all the principal
has been paid back). This measure underpins the general classification of short-term versus long-term
bonds. Second, at any point in time ¢, it is possible to account for the remaining maturity ¢y —¢. Third,
duration is a measure of the average maturity of all future cash flows, weighted by these cash flows. For a
bullet bond, duration and maturity are identical. Figure [I0D]plots two maturity measures at the aggregate
levelm We find that, even though average maturity declined throughout the interwar period (especially
during the war when emergency short-term financing had to be promptly tapped), maturities were much

longer than those found today in most emerging countries.

18. For instance, the dollar-indexed zero-coupon Treasury bills that Germany issued during the hyper-inflationary period
promised to repay the indexed principal with a premium. The latter could in some instances be as high as 70 percent, which,
for a maturity of twelve years, and leaving aside compounding, roughly corresponds to a 6 percent annual interest rate.

19. It is well-documented that the Austrian and German Finance Ministries forced their central banks to hold large amounts
of such discounted Treasury bills during the period of high inflation/hyperinflation. This explains the low average coupon
rate for these two countries on Figure

20. To aggregate the maturity of a debt portfolio composed of n; instruments (Dit), ., <n,» We weigh each instrument by
_ 2 TiiDiit .

its outstanding amount. Therefore, the weighted average maturity is WAM; = S by and the remaining maturity is
_ Xi(tip—t) Dy
WARM = S Dy
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Figure 10: Liquidity Indicators

(a) Average coupon rate (in percent) (b) Average maturity (in years)
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Note: Coupon rates are weighted by the outstanding amounts of the respective instruments. Only those instruments with

available coupon information are part of the average. WAM (WARM) = weighted average (remaining) maturity.

3.1.2 Credibility-enhancing devices and financial innovation

How did countries manage to roll over unsustainable public debts, while doling out new and costly spending
(either social protection policies or military spending)? One piece of the answer lies in debt management
policy choices and the design of debt instruments. While financial market development in the second half
of the twentieth century contributed to the creation of new financial instruments, debt practices today use
fewer and simpler instruments than they did in the past. The wide variety of bonds during the interwar

period is evidence that bond engineering sophistication played a role.

The methods used to sell domestic debt were similar across countries (M. Dornbusch, R. Dornbusch,
Draghi, et al. |1990). The Treasury and the central bank would organize auctions to place long-term debt,
announce the rate to be paid, and hold the subscription open for a given period. By contrast, T-bills would
be continuously on sale (on tap) at predetermined rates of interest. In-kind payment was possible for both
types of debt, namely, using older bonds to subscribe to new ones, sometimes at a discount. External
debts, apart from intergovernmental debts and small bank credits, were mostly in the form of syndicated
loans. Sovereign bond offerings would go through a lead underwriter and a consortium of banks, which

would help the government in exchange for a substantial commission@

Bond design was often complex as bonds were tailor-made for different classes of investors, at odds with

today’s standardization of bonds@ For instance, according to contemporary sources, short term bonds

21. Fees of 5 to 7 percent of the issued amount were common.
22. In France, for instance, the number of active public debt instruments was around 72 in 1938. By way of comparison, less

than ten different types of bonds feature on the website of France’s debt management office in 2019. This is not surprising
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were intended for institutional investors and perpetuities for small savers. Features such as lotteries,
perpetual annuities, indexation mechanisms, tax incentives, and premia also targeted different investors,
in a context where banking sectors were relatively small, money markets shallow, and private savings
primarily hoarded in cash. Marketing of public debt auctions was a crucial part of debt management
strategies. Many public bonds had a moniker or nickname, either related to specific events (Liberation
bonds) or purposes (conversion bond). Patriotic feelings were frequently invoked: financing the government
was marketed as a nationwide effort “for the motherland” (Figure [L1)).

Figure 11: Propaganda for the National Defense Loans by the Lyon Credit

LYONNAIS

CREDIT
C _

DEVAMBEZ, FARES -VIA 13.993.

Note: “Lyon Credit—Subscribe to the Fourth National Loan.” The reader will admire the simplicity of the allegory...

In terms of debt management, governments could not manage their debt portfolio or hedge risks as
actively as today, given relatively underdeveloped secondary markets. Interwar governments optimized
the debt profile through conversion operations and were able to secure relatively long average maturities
and low interest rates. When prevailing conditions were deemed favorable, long-term bonds were issued to
replace selected securities with higher coupon rate or shorter maturity. Preferential prices were generally

set to provide an incentive to subscribe and remit older securities.

Taking advantage of the granularity of our database, we can simulate what the expected debt service

structure was at any given point in time. This requires making some assumptions, as most instruments

when seen from the perspective of financial market development: the sovereign market usually matures first, targeting market
players’ needs, then private markets develop and the variety of sovereign instruments tends to decrease (Chami, Fullenkamp,

and Sharma .
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included stochastic and discretionary elements. As an illustration, Figure [[2]shows how the 1926 Poincaré
debt conversion in France succeeded in reducing short-term expected repayments by half. Implementing
such conversions was a common practice at the time as a means for governments to reprofile their debt
maturity structure and benefit from favorable market prices. Many sovereign bonds included a call option
that could be triggered in good times, in which case a markup was generally paid. Moral suasion and
premiums were also used to entice bondholders to swap old instruments for new ones. Less benign debt
conversions occurred as well in several countries on the eve of WWII, in conjunction with financial repression

(e.g., in Japan, Italy, and France).

Figure 12: The effect of the Poincaré conversion on expected debt service

120
Other instruments (short or unknown maturity)

Other instruments (1-3 year maturity)
# Bonds and annuities with finite maturity

Perpetuities and open-ended annuities

10 I i # P FrEFFEER R

1927 1931 1935 1939 1943 1947

Source: End (2019b)
Note: The plain/dotted bars show the expected debt service profile before/after the conversion.

Another perennial challenge was to convince creditors that the government would pay back debt—in
other words, how to establish the government’s credibility. As the average public debt maturity was quite
long, it was not only about the current government’s reputation; they needed to convince investors that
the debt contract would be honored, thereby tying the hands of future governments that would have to
service it. Adding a form of collateral (e.g., an implicit claim on future taxes through a sinking fund) to

the debt contract was used to lower the risk premium.
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The most formalized commitment mechanisms were sinking fundslfl Upon issuance, the government
would commit to paying back the bonds by provisioning a share of the budget surplus or tax revenues to
redeem the bonds in accordance with a pre-announced schedule. Typically, a price ceiling below which

the sinking funds were authorized to buy the bonds back was established.

But even without an explicit sinking fund, the government could commit, as part of a bond’s design, to
buy back (redeem) some of the principal regularly, with quantitative limits on how much the government
could call back at each period. These regular redemption payments helped to level off the amortization
schedule but also convince investors that governments were willing to repay. The desire to lengthen debt
maturity also underpinned the rationale for redemption funds. For investors to accept longer maturities,
bonds should generally be redeemable at predetermined rates long before maturity, and carry a higher
return the longer investors have held them (Chami, Fullenkamp, and Sharma . The share of such
redeemable debt increased during the interwar period (Figure .

Figure 13: French public debt by redemption mechanism (in percent of total debt, 1913-45)
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B Redeemable & Lottery # Nonredeemable Other

Source: Dabla-Norris et al. (2019))
Notes: Redeemable debt are bonds that the government had the option to amortize earlier than the face maturity, which

was usually permitted only after a contractual grace period. “Other” includes bonds for which no information is available.

Non-government public entities played also a role in rolling over the public debt. Public banks and cor-
porations were instrumental in canvassing investors, making the market for sovereign bonds, and smoothing

out confidence shocks. Public banks served as guarantors and played a promotional role in debt place-

23. The first occurrence of sinking fund in history can be traced back to Italian city-states in the 14" century. Richelieu
advocated such a sinking fund for sovereign debt to avoid costly and disruptive defaults, and Colbert was the first to attempt
it at the end of the 17" century.
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ments. Likewise, the government could utilize non-financial public companies to borrow on its behalf (the

epitome was Germany’s Mefo bill scheme, involving the Metallurgische Forschungsgesellschaft company)@

The central bank played in most countries a key role as well. While the Treasury was the government’s
main financial representative and accountant in charge of debt issuance and service, the central bank
could assume several debt policy responsibilities. It provided deficit financing—directly through advances
and portfolio investments and through repurchase agreements. It behaved as the government’s broker,
leveraging its regional and foreign branches to promote sovereign paper, sometimes granting advances to
subscribers. It could commit financial repression or manipulation of security prices by intervening on the

market or changing its discount rate (especially ahead of conversions).

Bignon and Flandreau (2018)) note that there were two alternative credibility models before wwr:
either the central bank was focused on monetary policy and the government relied on sinking funds;
or the central bank was actively involved in financing sovereign debt. War financing created the need
for both. Figure [14] uses our central bank balance sheet data to illustrate how central bank exposure to
government rose steadily in the interwar period. As the monetary policy standard was to adhere to the gold
standard (or a gold exchange standard), a large central bank exposure implied fiscal dominance. During
the interwar period, adherence to the monetary rule was “a good housekeeping seal of approval,” which
signaled to international capital markets that the country was committed to pursuing prudent monetary
and fiscal policies (Bordo and Rockoff [1996)). Confidence that the value of the currency would be stable,
and particularly that debt would not be inflated away in the future, provided assurances to both domestic
and external creditors. Yet, fiscal dominance meant for the central bank the existence of multiple, possibly

contradicting objectives and a reputational cost—a tradeoff between fiscal and monetary credibility@

3.2 The external public debt network in the interwar period
3.2.1 Buildup and collapse of the external sovereign debt network

The 1920s are often viewed as an earlier period of globalization. Studying the interwar period from the
public debt perspective can provide interesting insights into international financial linkages between private
and public agents. Existing research on this period mostly focused on overall external imbalances and the

role of monetary and exchange rate policies, thereby largely ignoring the role of sovereigns.

The role of sovereign debt in the intensifying financial network and its collapse in the early 1930s is
not to be neglected. Large foreign borrowing during wwi and the following reconstruction resulted in a

complex sovereign debt network (Figure . In 1928, continental European sovereigns owed 10 percent

24. The fragmentation of issuances likely contributed to deceiving market players about the true extent of public indebt-

edness and consequently obfuscated the pricing of sovereign risk.
25. See End (2019al) for an account of how Japan went from a regime of monetary dominance (with the objective to return

to the gold standard) to one of fiscal dominance and financial repression (led by militarism).
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Figure 14: Central bank exposure to government (percent of total public debt)
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Note: This chart shows the distribution of ratios of central bank claims on the government to public debt in 1913, 1920,
and 1938. The crosses represent mean average values.

of U.S. GDP to the U.S. government and 27 percent of U.K. GDP to the U.K. government (De Broeck
et al. . By 1933, most of this debt had been written off from governments’ balance sheets. In addition
to initial large intergovernmental debt flows, the period between Wwi and WWII saw sharp movements in
private external financing of sovereigns. The stage of the interwar finance drama was set with constant
renegotiations of the reparation payments from defeated (mainly Germany) to Allied countries. Figure
sketches the timeline of negotiations, and Figure [17] illustrates how the network evolved over time. The

rest of this section examines these evolution in a systematic way.

This interconnectedness brought benefits such as improved financial intermediation and broader access
to finance. But the network was vulnerable in many ways and created risks. Shocks in one part of the
network could now be amplified and transmitted through common linkages, thus heightening the potential

for systemic risk.

The DD allows us to describe the external sovereign debt network in a systematic way. Formally,
the external debt network is a dynamic, directed graph whose nodes are countries and whose directed
edges are the outstanding public debts owed to each other@ Drawing on graph theory and topology
metrics, we analyze the evolution over time of some graph metrics. Specifically, we examine the role
played by some countries and bilateral financial bonds in the overall network, and the transformation

of that network during the successive rounds of international negotiations and the advent of the Great

26. Either on each instrument as in Figure [15| or in aggregate terms as in Figure The Young loans are not part of the

network, as it was mostly subscribed by domestic investors.
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Figure 15: The sovereign debt network at the instrument level, in 1928

Notes: Each edge is a foreign debt instrument. The picture is dominated by the links between Commonwealth countries,

indicated with purple diamonds.
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Figure 16: The evolution of financial interconnectedness during the interwar Period

Parallel bilateral nego
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Versailles
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wwi U.S. government financial links with Europe intensified
= Prior to this point, main worldwide lenders were UK and France
= During the war, U.S. lent more than us$ 10bn to the Allies through
Liberty Loans Acts
= After the war, U.S. continuously rejected calls to cancel these debts,
but gradually accepted to renegotiate
Treaty of Versailles Conclusion of the Paris Peace Conference and estab-
lishment of the Reparation Commission
= Allies demanded that Germany compensated war costs and damages
= Reparation Commission determined the amount and nature of repa-
ration and schedule payments in Spring 1921
= As soon as December 1921, Germany requested a partial postpone-
ment of the scheduled payments. Germany found it increasingly dif-
ficult to make the payments, repeatedly activating its escape clause
and eventually defaulting in January 1923 (thus triggering France
and Belgium’s invasion of the Ruhr)
= U.S. endorsed only partially the treaty and requested amendments,
particularly on the issue of collective security and the League of Na-
tions (which the U.S. never joined)
Dawes Plan Formalization of interconnectedness, including war debt and
reparation payments, proposed by Reparation Commission
*= Lower annual reparation payments by Germany (become higher as
economy recovers), although the total amount was not determined
= Germany’s economic policy was to be supervised by foreign powers,
and new currency adopted
= U.S. (mainly) banks lent to German government to help economic
recovery; Germany started reparation payments to the European Al-
lies, who in turn repaid their war debts to the U.S.
Kellogg-Briand Pact International agreement to renounce war as an in-
strument of national policy
= Originally signed by Germany, France and the U.S. in 1928; most
other nations followed (including the historically belligerent Japan)
= Limited prospects to enforce debt contracts through military inva-
sion

Wall Street
Crash

1929

Lausanne
Conference

1932

WWwII
1939-1945

Young Plan
1929

Bilateral negotiations on debt rescheduling Buildup of the web between
war, reconstruction, and reparation debts

= Under pressure to repay its significant debt to the US, the UK for-
mally addressed its European debtors with the Balfour note, point-
ing out that U.K. cannot really be expected to meet its obligations
to the U.S. without some international settlement that would ad-
dress Ally obligations to the U.K. and German reparation payments
(i.e. an attempt to link reparations to inter-allied war debt); U.S.
rejected this proposal and formed its World War Foreign Debt Com-
mission in 1922, to negotiate repayment plans with debtor countries
(on concessional terms)
France and Italy used the same strategy of conditioning its debt

service to German payments

Young Plan Reviewing German reparations once more

* Some of the earlier terms were revised, most notably the total
amount of reparations was reduced
Another loan would be floated on the foreign markets (the “Young
Bond”)
The Young Plan also established the Bank for International Settle-
ments, tasked with facilitating payment of reparations in lieu of the

ad hoc Reparation Commission
‘Wall Street Crash Beginning of a breakdown in the financial system
* U.S. banks had to recall flows to Europe; German and Austrian
banks failed
* Hoover moratorium issued in 1931, suspending reparation payments
for one year
Lausanne Conference New attempt to extract reparations from Germany
» Total amount of reparations reduced even further; interallied debt
implicitly repudiated
* Agreement rejected by U.S. congress, but Germany nevertheless sus-
pended all payments shortly thereafter (Hitler elected in early 1933)
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Figure 17: The evolution of the external public debt network at the aggregate level

(a) 1917 (b) 1924

Note:

Contrary to Figure edges here represent the aggregate bilateral debts, with the width of each edge being proportional to

its gold equivalent amount.
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Depression. Appendix [H] provides a graph theory background and the formal definitions of the graph

concepts used in this section.

First, we look at the topology of the network. As shown on Figure [I8a] the cross-country sovereign
debt network was enlarged tremendously in 1924, probably as a consequence of the Dawes plan, which
restored confidence in the system while adding a new layer of loans to existing liabilities. We find also
new evidence that the Great Depression was precipitated by the cross-country public debt network: the
number of elementary circuits, that is the number of debtor-creditor paths that involved distinct countries

and formed a cycle, spiked dramatically in 1931.

Figure 18: Intensity of connections in the network
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Note: Nodes are countries involved in the network, edges are their debt links, circuits are circular debt dependencies.
inDegree is the number of countries a country is borrowing from; outDegree is the number of countries a country is lending

to; and inDegreeW and outDegree W are respectively the amount borrowed and lent by each country.

To measure the extent to which the number of connections increased in the network, we compute
several statistics. The degree of a node is the number of nodes in direct connection and can be interpreted
as the number of countries that directly depended on a given country. The in-degree is the number of
incoming connections to a country (the number of countries lending to it), while the out-degree is the
number of countries borrowing from a country. The degree can also be weighted by the size of each
connection—i.e., by the amount of outstanding debt. Figure plots the evolution of the average degree
metrics over time. It confirms that the network became more intricate in the mid-1920s. Unsurprisingly,
we observe that the network collapsed in terms of volumes in the wake of the Great Depression, with total
external sovereign debt in the network dropping by approximately two thirds and returning to pre-wwi
levels. However, there were always some satellite countries that were not connected to all others—in graph

theory terms, the network was never strongly connected.
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Figure 19: Country connectedness
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(b) Importance of countries as lenders (weighted out-
degree)

DEU —FRA —GBR —USA

"y SN N A
®®%@®%®$®$@®%,®%®%’é&@®%®#

D2

(d) Centrality as lender (out-degree centrality)

—FRA —GBR —USA

B A D AN S S A S N D S A SN D S
NN Nt N
R MR MR- R LN U LNV TR TN IS o

Note: On these charts as well as those that follow, the light blue shaded areas represent the range of results for the entire
sample, and the dark blue ones the central half of the distribution (from the 25" to the 75" percentile).
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Second, we investigate what countries dominated the network, either as a source or as a recipient of
funds in the form of sovereign debt. Figures [19a show that the network was dominated (until the
early 1930s) by:

» Germany, France, and the U.K. as sovereign borrowers. External debt in these countries was mostly

related to war financing and subsequent reconstruction.

= The U.S. and the U.K., and to a smaller extent France, as the main lenders to other sovereigns.
This reflects both the dominance of London and New York as international financial centers as
well as the financing provided to their allies during the war. Contrary to the recent literature on
international currencies (Chitu, Eichengreen, and Mehl 2014; Eichengreen and Flandreau [2009), we
find no clear evidence that the United States dominated the external sovereign debt market since
WWI. Instead, our analysis suggests the United Kingdom maintained its prominent role, regularly
outpacing the United States during the interwar period. This finding thus goes along with the

conventional historical narrative (Triffin 1960).

Degree centralityy—the unweighted in/out-degree normalized by the number of possible connections—
is another informative measure of connectedness as it quantifies how many countries were exposed to a given
sovereign’s default or to a sudden stop from a given country. On the one hand, there was no clear universal
borrower; most countries had a constant in-degree centrality, apart from Russia’s sudden appearance in
the first half of the 1930s and the high number of creditor countries to Germany, Austria, and post-wwi
France (Figure . On the other hand, the out-degree centrality exhibits the same outsiders as the
weighted out-degree: United Kingdom, United States, and France (Figure . Notably, while in terms
of amounts the United Kingdom and United States were roughly on equal footing; the United Kingdom

financed more countries than the United States, in part owing to its close ties within the Commonwealth.

Next, we turn to the importance of a country, as debtor or creditor, for the overall system. The
overall systemicity and exposure of a country can be proxied by its closeness to other nodes in the
network, which is larger when a country can reach other countries in the network in fewer stepsm While
the average exposure (in-closeness) built up during wwr and in the runup to the Great Depression, the
average weighted systemicity remained low (Figure . Such an asymmetry between a high number of
borrowers and a small and central number of lenders likely contributed to propagate the shock in the early
1930s. Surprisingly, the U.K., the United States, and France were not only the main lenders (and thereby
closely exposed to the network), but they were also close in the sense that their default would have quickly
impacted most countries in the network (Figure .

So far, we have only looked at countries that could generate or receive a shock. Next, we investigate the

importance of a country as a vector of contagion, that is its betweenness. Betweenness can be understood a