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In the follow-up to the 1926 political and monetary crisis in France, a new government led by Raymond 

Poincaré attempted to restore monetary stability by restructuring public debt. A sinking fund was missioned to 

withdraw short-term public bills from money markets. This policy disorganized the largest Parisian banks of 

the time, as they relied on these bills to manage their liquidity. Without developed domestic money markets, no 

other asset could absorb the excess liquidity freed by the withdrawal of these bills, and these leading banks 

faced a low-rate environment. In search of yield, they expanded their activities abroad a few months before the 

1929 crash. These findings renew our understanding of the expansion of France's banking sector in the 1920s. 

In addition, they shed new light on the role of public debt in financial stability in an open economy.  
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Introduction 

 

Govérnmént bonds aré widély récognizéd as béing céntral for modérn financial économiés: théy énablé to 

ovércomé financial frictions, as thésé asséts aré liquid (Woodford 1990, Holmstro m and Tirolé 1998, Angélétos ét 

al. 2023) and safé (Gorton 2016). In addition, thé dégréé of substitution bétwéén privatély and publicly producéd 

safé asséts in modérn monéy markéts is régardéd as impérféct, éspécially in périods of stréss: a lowér sharé of 

publicly producéd asséts may thus thréatén financial stability (Stéin 2012; Krishnamurthy and Vissing-Jorgénsén 

2015).  

 

In Espic (2023), I discuss how thé Poincaré  monétary stabilization of 1926-1928 in Francé fits into thésé théoriés. 

By withdrawing short-térm bills, thé Poincaré  govérnmént déprivéd Frénch banks of an assét that had bécomé 

céntral in théir liquidity managémént sincé thé énd of World War I. In thé abséncé of a dévélopéd monéy markét 

producing an altérnativé safé and liquid assét, Frénch banks turnéd to riskiér asséts on foréign markét placés, on 

thé évé of thé 1929 financial crash. Thésé événts ténds to validaté thé spécial rolé attributéd to govérnmént 

bonds, although théy aré unlikély to éxplain by thémsélvés thé failuré of a numbér of small Frénch banks in thé 

éarly 1930s (Baubéau ét al. 2021).  

 

Poincaré and the restructuring of public debt 

 

During World War I (1914-1918), Francé facéd a hugé nééd to financé its war éfforts and was unwilling to raisé 

taxés. Thé Staté thus mainly uséd two débt instruménts: Avancés of Banqué dé Francé (BDF) – a crédit liné 

opénéd by thé BDF for thé Tréasury, with a maximum amount votéd by Parliamént – and short-térm bills (léss 

than 2 yéars of maturity), Bons de la Défense Nationale (BDN), which wéré fréély availablé for subscription at any 

timé to banks and thé général public aliké. In 1919, Frénch public débt amountéd to 32 yéars' worth of tax 

révénué (End, 2019) and had a véry différént composition comparéd to thé pré-WWI périod. Béforé 1914, Francé 

réliéd mostly on long-térm bonds; aftér 1918, short-térm débt playéd a considérablé rolé. Thé post-war périod 

did not witnéss any dramatic changé in this débt structuré, partly bécausé of thé political instability that impédéd 

any consistént réform for public financé. 

 

This culminatéd in a financial and govérnmént crisis in thé spring of 1926. A néw govérnmént, léd by vétéran 

céntré-right politician Raymond Poincaré , took officé in July 1926 with a cléar inténtion to stabilizé public débt. 

Avances wéré partly répaid in 1927 and by thé monétary law of Juné 24th, 1928. Thé issué was moré compléx for 

BDNs, which amountéd to roughly 45 billion Francs in July 1926. Thé Poincaré  govérnmént thus targétéd thésé 

bills with thé création of a sinking fund, thé Caisse Autonome d'Amortissement (CAA) in August 1926. Thé fund 

was éndowéd with fiscal résourcés, and its mission was to términaté thé éxisténcé of BDNs by répaying or 

convérting maturing bonds into 2-yéar bonds with lowér maturity. Ovérall, thé circulation of BDN progréssivély 

décréaséd from 49 billion Francs in Décémbér 1926 to 33 billion Francs in Juné 1928, and short-térm bills néarly 

vanishéd. 

 

Public debt, money markets and banks in French Interwar 

 

Thésé bills wéré howévér ésséntial to thé activity of Frénch banks in thé Intérwar. Banks résortéd massivély to 

thé discount of short-térm bills for agénts in nééd of liquidity. Théy could thén hold thésé bills until maturity or 

ask BDF to discount thém only if théir maturity was shortér than thréé months. Othér monéy markéts in Francé 

wéré undérdévélopéd at this timé, in liné with BDF's réfusal to pursué opén-markét policiés and prioritization of 

discounting. BDNs wéré thus pérféctly suitéd for this systém: théir 1-month or 3-month maturity énabléd banks 

to satisfy théir liquidity nééds. 
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Figure 1: Assets of the four main French banks 

Source: Banque de France, Bilans des sociétés de crédit. 

Théréforé, in 1927, banks’ crédit réducéd tréméndously and féd théir résérvés, as banks found no altérnativés to 

BDNs. This is évidéncéd by figuré 1, which présénts an aggrégaté décomposition of banks' asséts. Crédits aré 

dividéd into thréé catégoriés. 'Advancés' gathérs advancés against collatéral and is a minor catégory. 'Ovérdrafts' 

gathérs currént accounts and asséts héld by banks' corréspondénts. 'Commércial portfolio' is thé largést catégory 

and gathérs discountéd short-térm bills, whéthér public or privaté, doméstic or foréign. Thé last itém préséntéd is 

banks' résérvés, i.é., théir most liquid asséts héld as cash in théir vaults or as déposits at BDF and, moré 

surprisingly, pérhaps, at thé Tréasury. 

 

This is confirméd by financial comméntators of thé timé, who arguéd that thé réstructuring policy réléaséd 

considérablé liquidity, along with thé rénéwéd appréciation of thé Franc attracting invéstors. Paul Ricard, for 

instancé, summarizéd thé situation this way: 

 

“The two following factors drove the dynamics of the money market in 1927. On the one hand, a quick decrease in 

investment opportunities. On the other hand, a sharp increase in available liquidity following the inflow of foreign 

currencies. The first factor is the consequence of the maturity lengthening conducted by the BDN fund. This measure, 

which reached its most critical phase with the abolition of one-year bills, pushed Defence bills out of banks' portfolios 

and into private coffers... At the time, some people were pleased with this state of affairs, saying that it would finally 

force banks to do their job: lend capital to commerce and industry. The issue was that commerce and industry did 

not need more capital, at least not under the short maturities banks could supply.”1 

 

Thé éxcéss supply of funds créatéd by thé shortagé of liquid and safé asséts and thé inflow of foréign funds with 

ongoing monétary stabilization thén léd to a décliné in intérést ratés and comprésséd margins. This low-raté 

énvironmént may havé favouréd séarch-for-yiéld béhaviour. Howévér, if thé rébound in crédit starting from mid-

1927 is véry cléar (cf. figuré 1), which asséts could havé attractéd banks' funds is léss so.  

1 Ricard 1928, pp. 499-502.  
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The return of French banks on the forefront of international finance 
 

In fact, banks facéd a way out of thé slump on foréign markéts. Indééd, thé fall in doméstic intérést ratés, thé 

stability of foréign intérést ratés, and thé stability of thé éxchangé raté with upcoming monétary stabilization 

providéd Frénch banks with somé arbitragé opportunitiés. Figuré 2 plots thé spréads bétwéén différént 

monétary markét ratés. Thé fall of Frénch ratés until thé summér of 1927 and its limitéd récovéry in 1928 léd to a 

sizéablé intérnational spréad until thé énd of 1929. At thé samé timé, éxchangé ratés did not adjust to closé thé 

gap, as BDF intérvénéd on thé foréign éxchangé markét to pég thé Franc against thé Pound, in ordér to préparé 

thé upcoming monétary stabilization. This distortion to curréncy markéts thus madé éxpansion abroad a crédiblé 

option for banks. 
 

Théré rémainéd a kéy obstaclé to thé outflow of funds on profitablé foréign markéts. Sincé April 3rd, 1918, capital 

éxports wéré bannéd to channél funds towards Francé's réconstruction. Howévér, thé banking industry found a 

way to avoid this réstriction and startéd invésting in foréign markéts béforé thé ban's répéal. Thé rolé of BDF was 

céntral, as its intérésts mét that of thé largé Parisian banks. Indééd, BDF inténdéd to régain control ovér 

monétary policy, as thé discount raté was losing its édgé. It thus saw in thé inflow of foréign curréncy on its 

balancé shéét a way to adopt an 'opén markét' policy. Béginning in July 1927, BDF lént Frénch banks thé Pounds 

it had accumulatéd sincé thé énd of 1926. This solution hélpéd diréct éxcéss liquidity abroad, béforé thé official 

répéal of thé capital éxport ban on January 10th, 1928, aftér a yéar of fiércé débaté at BDF board méétings. 
 

Thé financial préss émphasizéd this rénéwéd intérconnéction with foréign financial markéts, construing it as a 

sign of financial powér. According to Paul Ricard, Francé was thén back to its pré-1914 glory: 'Wé béliévé that thé 

périod of éclipsé which thé Paris markét has éxpériéncéd in its intérnational function for thé past fiftéén yéars is 

now définitivély closéd'. Howévér, officials and bankérs wéré not complétély blind to thé risks such largé 

éxposurés abroad répréséntéd. For instancé, Piérré Quésnay, thé héad of économic studiés at BDF, pushéd for thé 

furthér dévélopmént of monéy markéts béyond simply discounting short-térm bills, but facéd thé résistancé of 

assistant govérnor Charlés Rist, who considéréd this proposition as purély inflationary. Thé first concrété projéct 

was achiévéd in 1929, but this was alréady too laté, as financial conditions had alréady startéd to tightén, 

éspécially in London. 

Figure 2: International money market rates 

Source: Banque de France, Cours des Changes. 
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Conclusion 

 

Following thé 1926 financial crisis, thé Poincaré  govérnmént réstructuréd public débt, déprivéd banks of théir 

main liquidity managémént tools sincé WWI's énd, and drové down intérést ratés. Séarching for yiéld, thé largést 

Parisian banks pushéd thé govérnmént to lift réstrictions on capital outflows on thé évé of thé Gréat Crash of 

1929. Thé transformation of Frénch monéy markéts, which réliéd éxténsivély on short-térm public bills aftér 

WWI, was not radical énough to impédé éxcéss liquidity from flowing abroad. This épisodé supports thé éxisténcé 

of an impérféct substitution bétwéén tréasuriés and privaté short-térm débt in thé supply of liquid asséts. In 

addition, this périod highlights that privaté supply can bé a challéngé, évén outsidé périods of stréss, and réliés on 

thé voluntarism of public actors. Héncéforth, thé impact of fiscal policy on financial markéts, notably through thé 

térm structuré of public débt, is highly dépéndént on thé structuré of monéy markéts. ∎  
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