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“The Germany of the inflation was paradise for anyone who owed money.”

— Frederick Taylor, The Downfall of Money (2013).

1 Introduction

In the presence of nominal debt contracts, unexpected inflation redistributes wealth from
creditors to debtors (Keynes, 1923). If levered firms are financially constrained, such
wealth redistribution can affect real economic activity and potentially have aggregate
effects (Fisher, 1933; Tobin, 1982). In theory, unexpected inflation can thus increase
economic activity via a debt-inflation channel that can operate even when prices and wages
are flexible. While the transmission of inflation to the real economy through financial
frictions is well understood theoretically (Gomes et al., 2016), there is limited evidence
supporting the empirical relevance of such a financial channel.

In this paper, we use Germany’s inflation of 1919-1923 as a laboratory to study
how a large inflationary shock transmits to the real economy through the debt-inflation
channel. The German inflation is a key event in monetary history. It has been studied by
generations of economists to understand the causes and consequences of high inflation
(e.g., Bresciani-Turroni, 1937; Cagan, 1956; Sargent, 1982).1 We revisit this important
episode through the lens of several newly digitized sources at both the macro- and micro-
level. The setting is particularly appealing for studying the debt-inflation channel because
the inflation was to a large extent unanticipated. Moreover, the enormous increase in the
price level puts the effects of inflation on balance sheets into sharp relief, allowing us
to study a channel that may be harder to identify empirically during times of moderate
inflation.

We find that the debt-inflation channel was an important factor for the transmission of
the German inflation to the real economy. In the aggregate, the inflation was associated
with a large reduction in real debt burdens for levered nonfinancial firms, which resulted
in a large decline in bankruptcies. In the cross-section, firms with higher leverage at
the onset of the inflation saw a larger decline in their interest expenses, along with a
larger relative increase in their book and market equity values. The reduction in real debt
burdens had real effects, as high leverage firms saw the largest increase in employment
during the inflation. Altogether, our findings highlight the role of nominal rigidity in
debt contracts and financial frictions in the transmission of a large inflationary shock to

IThroughout the paper, we refer to the entire postwar inflation from November 1918 to November 1923
as the “German inflation.” As we discuss below, we reserve the term “hyperinflation” for the phase from
July 1922 to November 1923 when monthly inflation exceeded 50%.



the real economy.

We begin by describing the macroeconomic environment surrounding the German
inflation. The postwar German inflation can be divided into two broad phases. The first
phase occurs from the end of WWI in November 1918 to June 1922.2 In this phase, the
price level increased by a factor of 30. Economic growth was strong and, unlike most other
major economies at the time, Germany avoided a large economic downturn following
WWI. The root cause of the inflation was deficit-financed war spending, massive WWI
reparations, and a lack of political will to adjust to the burden of higher debt through
reduced spending and increased taxation in an attempt to maintain social peace (Graham,
1931; Sargent, 1982; Kindleberger, 1985; Feldman, 1993). Moreover, there was no central
bank policy response to high inflation; instead, the Reichsbank accommodated large
deficits by discounting government securities. Evidence from forward exchange premium
data and narrative accounts suggest that the inflation was initially unanticipated.

The second phase of the inflation is the hyperinflation from July 1922 to the stabiliza-
tion in November 1923. This phase begins after political turmoil over WWI reparations
and the assassination of the prominent foreign minister Rathenau. In this phase, the price
level spirals out of control. In line with inflation expectations becoming unanchored and
a flight from the mark, the forward exchange premium turns to a large discount from
July 1922 onward. The hyperinflation coincides with deteriorating economic conditions
and rising unemployment. The economic downturn is exacerbated by the invasion of the
Ruhr and resulting collapse in industrial production.

To study the impact of the inflation on the real economy through firm balance sheets,
we construct a new firm-level database by digitizing a financial manual with firm-level
information on balance sheets, income statements, employment, and outstanding bonds
for about 700 joint-stock firms in Germany. We merge these data with newly digitized
stock returns. Information on employment and stock returns is particularly valuable, as
accounting statements potentially provide a distorted representation of firm financial
conditions during the hyperinflation phase, especially in 1923.> We supplement these
data with a range of other newly digitized datasets, including data on bankruptcies, retail
prices, and wages.

What are the macro-financial implications of the inflation? Using time-series variation,

2Inflation begins with the outset of WWI following the abandonment of the gold standard. The price
level in German increased by a factor of 2.4 during WWI. We focus mainly on the post-WWI period because
inflation was higher during this period and economic activity and inflation during the war was heavily
influenced by wartime policies and controls.

3 Accounting statements become more reliable again starting in January 1924, when firms were required
to draw up revalued “Goldmark” balance sheets, as we discuss in section 3.



we find a striking negative relation between inflation and firm bankruptcies. Bankruptcies
consistently declined with rising inflation and remained at historically low levels even
with the economic turmoil of 1923. Moreover, the relation is convex. For low to moderate
inflation, additional inflation is associated with sharply lower firm bankruptcies. At levels
of annual inflation above 500%, additional inflation only weakly reduced bankruptcies.
Intuitively, once the price level has doubled several times within a few years, debts have
already been wiped out, making bankruptcy increasingly unlikely. To better understand
the negative relation between inflation and bankruptcies, we document that inflation is
associated with a massive fall in financial leverage. We find that the ratio of nominal
liabilities to assets falls by around 25 percentage points for the average firm, representing
a 60% decline. Interest expenses as a share of total expenses also fall by 10 percentage
points from 1918 through 1923.

The aggregate decline in real debt burdens and bankruptcies during the inflation
raises several intriguing questions. What is the extent of redistribution toward levered
tirms from the inflation? Does the erosion of the real value of nominal debt have real
effects in terms of firms” employment? Do equity-holders benefit from leverage, and how
is this reflected in equity prices?

To answer these questions, we examine the impact of inflation in the cross-section of
firms. We estimate a difference-in-differences specification, sorting firms by their leverage
at the onset of the inflation. Firms with higher initial leverage have significantly stronger
employment growth relative to firms with lower leverage. In terms of magnitudes,
10 percentage points higher initial leverage is associated with 3.5% higher employment
during the inflation. The expansionary effect on employment is strongest in the first phase
of inflation up to 1922. The hyperinflationary phase of 1922-23 has limited additional
real effects on high leverage firms. Abstracting from general equilibrium effects, the
debt-inflation channel accounts for a 17% increase in employment, which is similar to the
overall employment increase during the inflation.

We provide several pieces of evidence to support the interpretation that the real
effects on employment are driven by the debt-inflation channel. First, high leverage
tirms see larger reductions in the share of interest expenses to total expenses. At the
same time, these firms increase the share of production expenses, such as expenses for
salaries and raw materials. This pattern is consistent with inflation lowering real debt
payments, relaxing liquidity constraints, and thereby allowing firms to increase spending
on production inputs.

Second, the debt-inflation channel should especially benefit firms with a higher

proportion of long-term debt, as these firms are less exposed to a repricing of debt as



expected inflation rises. Many firms in our sample relied on fixed-rate long-term debt
financing. Exploiting additional details on the maturity structure of firms’ liabilities, we
estimate a triple difference-in-differences specification and find that the decline in interest
expenses and the increase in employment is strongest for highly levered firms with a
high proportion of long-term debt to total debt.

Third, high leverage firms see a larger increase in the real value of book equity. Firms
do not use the windfall reduction in interest expenses to increase dividends, instead
keeping the money inside the firm. Finally, while market equity returns are very negative
during the inflation, high leverage firms experience relatively higher stock market returns.
On average, high leverage firms have 10-13% higher annual risk-adjusted returns relative
to low leverage firms during the inflation. Overall, firm-level evidence suggests that
the largely unexpected inflation redistributed wealth from debt holders to shareholders
of levered firms, relaxing financing constraints and allowing these firms to expand
employment and production.

We reinforce these results and rule out several potentially confounding explanations
with a series of robustness tests. First, the estimates are robust to a range of firm-level
controls such as size, the share of fixed assets, and profitability. Second, high leverage
firms might have differential exposure to growth opportunities or credit supply shifts,
but we show that the results are robust to controlling for proxies of these confounders.
Third, the results are also unlikely to be driven by differential cyclicality, as firms with
high leverage at the onset of the inflation do not have higher business cycle exposure in
other periods. Finally, higher employment growth for highly levered firms is unlikely
to be explained by differential exposure to wage rigidity. Wages were mostly set at the
industry level by union bargaining, and all the results are robust to the inclusion of
detailed industry-by-time fixed effects.

The debt-inflation channel relies on nominal rigidity through debt contracts, rather
than nominal rigidity in wages and prices, as traditionally assumed in New Keynesian
models (e.g., Gali, 2015). There is an analogy between nominal debt rigidity and nominal
wage rigidity, as both can reduce firm expenses following an inflationary shock. However,
a difference is that existing nominal debt contracts cannot be renegotiated after a large
inflationary shock, whereas prices and wages can potentially be reset. Consistent with
this, we document that wages adjust with increasing frequency in response to rising
inflation. For example, wages are adjusted every 9 months when annual inflation is
close to 0% but every 60 days once inflation exceeds 100% and every 30 days or less
once inflation exceeds 200%. We find a similar pattern for retail prices. This evidence
is consistent with menu cost models (Alvarez et al., 2019). While a quantification of



the relevant roles of nominal rigidity through debt versus prices and wages is beyond
the scope of this paper, the evidence is consistent with the view that the debt-inflation
channel can operate even for large inflationary shocks when nominal rigidity in wages
and prices becomes less relevant.

Our paper relates to four strands of literature. First, we contribute to the literature
studying the role of firm debt in the transmission of inflation to the real economy. Our
empirical evidence speaks directly to theoretical models of the debt-inflation channel
(Bhamra et al., 2011; Gomes et al., 2016). Hausman et al. (2019) document that the
departure from the Gold Standard during the Great Depression led to an increase in
crop prices in the U.S., which boosted spending in regions with high farm debt. An
empirical literature focusing on the 1970s inflation in the U.S. finds mixed evidence for
the hypothesis that equity valuations of firms with leverage benefit from inflation (see,
for example, Summers, 1981; French et al., 1983; Ritter and Warr, 2002). More recently,
Kang and Pflueger (2015) find that inflation risk is priced in corporate bond yields, as
unexpectedly low inflation increases a firm'’s real liabilities. Bhamra et al. (2021) find that
high inflation is associated with low equity market valuations and low default rates in
U.S. data since 1970, similar to our evidence for Germany’s inflation. We complement
these papers by examining whether inflation has real effects at the firm level during an
extreme inflationary shock.

Second, our findings contribute to the literature on firm financing frictions and the
transmission of shocks to firms’ net worth. Empirical studies find that firms adjust
investment and employment in response to exogenous shocks to their net worth (e.g.,
Blanchard et al., 1994; Kaplan and Zingales, 1997; Rauh, 2006; Benmelech et al., 2019).
Our analysis shows that an unexpected inflationary shock can generate substantial real
effects on firms’ real activity through its impact on firm balance sheets.

Third, our findings on the frequency of price and wage adjustments inform the
literature on price setting. The evidence that the frequency of price and wage adjustment
rises with inflation is consistent with the early accounts of Pazos (1972) and Simonsen
(1983). Alvarez et al. (2019) show theoretically and empirically that higher levels of
inflation increase the frequency of price changes and lead to a wider price dispersion,
but only in high-inflation regimes (see also Gagnon 2009; Nakamura et al. 2018). Alvarez
et al. (2019) also calibrate large welfare losses in hyperinflations due to high dispersion in
relative prices. There is less evidence on wage adjustment during high and hyperinflation,
but existing work focusing on times with low and moderate inflation finds that wage
contract lengths shorten with higher inflation (Cecchetti, 1987; Card and Hyslop, 1997).

Finally, our paper contributes to the large literature on the German inflation and big



inflations more broadly.* Few episodes have attracted as much attention from economists.
The extensive work on the German hyperinflation, however, has almost entirely relied on
aggregate time-series data.” We provide several new insights based on novel industry-
and firm-level data. Previous studies have discussed that inflation eroded public debt
(Dornbusch, 1985) and private debt (Graham, 1931), but we are the first to document
that the fall in bankruptcies lines up closely with the preceding rise in the price level.
Moreover, we are the first to quantify the impact of the debt-inflation channel of the
inflation on firm balance sheets, stock market valuations, and real firm-level outcomes.
The remainder of the paper is structured as follows. Section 2 provides a conceptual
framework to motivate the empirical analysis. Section 3 describes our newly digitized
macro- and firm-level data. Section 4 presents aggregate evidence on the debt-inflation
and nominal rigidity channels of inflation. Section 5 presents evidence of the financial

channel in the cross-section of firms, and section 6 concludes.

2 Conceptual Framework

This section lays out a conceptual framework summarizing our hypotheses for how a
large increase in the price level can affect the real economy. The discussion in this section
is based on a simple model laid out in Appendix B. Since the mechanisms are intuitive,
we leave the formal model for the appendix.

In theory, the equity owners of a firm with nominal debt will benefit from unantici-
pated inflation, as inflation reduces real debt burdens. This should increase net worth and
the market value of equity for more levered firms. In the absence of financing frictions or
costs of financial distress, the reduction in real debt burdens benefits equity owners but
does not change employment, investment, or production.

If tirms face financing frictions and/or costs of financial distress, inflation can boost
real activity through what we refer to as the debt-inflation channel of inflation. The
debt-inflation channel is the inverse case of Irving Fisher’s famous debt-deflation channel
(Fisher, 1933). Our model highlights that the debt-inflation channel can operate through
two mechanisms. First, the reduction in real debt burdens reduces the likelihood that

4Prominent studies of the German inflation include Schacht (1927), Bresciani-Turroni (1937), Graham
(1931), Holtfrerich (1986), and Feldman (1993). Important studies of hyperinflations, including the German
inflation, include Cagan (1956), Sargent (1982), Dornbusch and Fischer (1986), and Lopez and Mitchener
(2020). Section 4 and Appendix A provide an overview of the historical context and reviews existing
historical studies on Germany’s inflation.

SA recent exception is Braggion et al. (2022), who analyze security holdings of clients of a major bank.
They find that investors exposed to higher local inflation have lower demand for stocks, likely due to money
illusion.



a firm will default and go into bankruptcy. This mechanism is also at the heart of the
models in Bhamra et al. (2011) and Gomes et al. (2016), where unanticipated inflation
reduces leverage and reduces the share of firms in costly bankruptcy, thereby increasing
output.

Hypothesis I: Inflation and Firm Bankruptcies. When firms have nominal debt and can
default, unexpected inflation increases firms’ net worth, leading to a decline in bankruptcy rates.

Second, the reduction in real debt burdens reduces debt overhang and allows a
financially constrained firm to expand employment, investment, and production (Myers,
1977). The reduction in real debt burdens increases both a firm’s liquidity and net worth,
so it can affect real outcomes by relaxing both collateral or cash-flow based constraints
(e.g., Kiyotaki and Moore, 1997; Lian and Ma, 2021). Along similar lines, Cordoba and
Ripoll (2004) consider a variant of the Kiyotaki and Moore (1997) model with money
and nominal debt. In that model, unexpected inflation leads to redistribution toward
constrained productive agents, which relaxes their financing constraint and leads to an
increase in production. Furthermore, if an increase in inflation also increases expected
inflation, then the increase in net worth and production is larger when debt is of longer
maturity and at a fixed interest rate.

Hypothesis II: The Debt-Inflation Channel and Firm Activity. If firms are financing-
constrained, unexpected inflation relaxes financing constraints and leads to an increase in employ-
ment and output. The debt-inflation channel is stronger for firms with higher initial leverage.

Several caveats to this financial channel are worth noting. First, at the firm level, infla-
tion has real effects through a debt-inflation channel if firms are financing-constrained
and if debt contracts are nominal and at fixed interest rate. If instead debt is floating,
indexed to inflation, or denominated in foreign currency, then inflation does not necessar-
ily increase firms’ net worth or output. Second, in general equilibrium, unanticipated
inflation results in a loss for the holders of nominal debt. If the holders of the debt are
households, then this can lead to an increase in labor supply through a wealth effect,
leading to a further increase in employment and output (see Appendix B). On the other
hand, if inflation reduces the net worth of banks holding the debt, then the reduction in
credit supply can depress firm activity.®

The debt-inflation channel is relevant even in the absence of nominal rigidities tradi-
tionally assumed in macroeconomic models of inflation (e.g. Gali, 2015). In our model in

appendix B, we introduce a nominal rigidity by assuming a fixed cost of wage adjustment.

®While our main focus is on the debt-inflation channel operating through nonfinancial firms’ balance
sheets, we discuss the impact of inflation on bank credit supply in section 5. For recent evidence that
inflation can impair the intermediation of credit, see Drechsler et al. (2022) and Agarwal and Baron (2022).



With this assumption, moderate inflation leads to a fall in real wages, boosting labor
demand, employment, and output. This nominal rigidity channel and the debt-inflation
channel both lead to an increase in employment. However, in the model, high inflation
leads wage setters to pay the fixed menu cost of updating wages, and wages adjust to
the higher price level. Thus, for high levels of inflation, inflation only has real effects
through the debt-inflation channel, though the absence of nominal rigidities also weakens
the debt-inflation channel. Golosov and Lucas (2007) emphasize that menu costs imply
small real effects of money-induced inflation. Inflation could nonetheless have substantial
real effects through the debt-inflation channel, as existing nominal debt contracts cannot

be renegotiated following an inflationary shock, in contrast to wages and prices.

3 Data

3.1 Firm-Level Data

We construct a firm-level dataset with annual information on balance sheets, income
statements, employment, and outstanding bonds from Saling’s Borsen-Jahrbuch, an investor
manual. The data from Saling’s are available for over 700 nonfinancial firms and 60 banks
each year. In this paper, we focus on the sample of nonfinancial firms and exclude banks
and insurance companies. We focus our data collection on the period 1916-1926, covering
the entirety of the postwar inflation period (1919-1923), as well as the three preceding
and subsequent years.

We digitize the balance sheets and income statements in Saling’s using optical character
recognition (OCR), applying the methods discussed in Correia and Luck (2023). We hand-
check the OCR output, with particular attention to cases where accounting identities
fail to hold. We then standardize the financial statement items to obtain harmonized
balance sheets and income statements. Other data from Saling’s such as employment and
information on outstanding bonds are hand-collected. Appendix D provides a detailed
discussion on how these data were collected, validated, and standardized. As a concrete
example of the underlying data source, Appendix Figure D.1 provides annotated balance
sheet and income statements for the firm H. Berthold AG, the largest type foundry in
the world at the time. Table 1 provides summary statistics for key firm-level variables.
Appendix Figure C.1 presents a map with the geocoded location of firm headquarters.

An important point to note when using data from Saling’s Borsen-Jahrbuch is that

balance sheets provide a misleading account of firms’ financial situations during the



hyperinflation, especially in 1923.7 “Inflation accounting” did not exist at the time, and
dealing with inflation was a major challenge for firms” accounting. In particular, real
items such as fixed assets become significantly undervalued relative to nominal items
such as cash holdings. In response to the distortion of paper mark balance sheets caused
by the hyperinflation, the government passed the regulation on Goldmark accounts
(Verordnung iiber Goldbilanzen) in December 1923. The regulation required firms to prepare
new opening balance sheets for financial years beginning on or after January 1, 1924
in Goldmarks.® This preparation required a full revaluation of all assets and liabilities
(Sommerfeld, 1924). In Appendix D, we provide a more detailed discussion of these
measurement issues and the revalued Goldmark balance sheets.

Our analysis uses two approaches to overcome the inflation-induced measurement
challenge. First, we rely on balance sheet variables before the hyperinflation (before 1922)
and from the more accurate Goldmark balance sheets (usually from January 1, 1924),
avoiding use of the 1923 balance sheet values. This allows us to see what happened
to key balance sheet variables from before to after the inflation, but it has the obvious
drawback of not being informative about the timing of the effects on balance sheet
outcomes. Moreover, our main analysis sorts firms based on their balance sheet exposure
to inflation before the start of the inflation.

Second, we examine variables that are not subject to accounting issues throughout the
inflation—employment and stock prices—as well as ratios based on income statements,
where measurement error is less severe. Employment is reported for about one-third of
the firms in Saling’s. Aggregating employment growth across firms in Saling’s captures
the aggregate fluctuations in employment reasonably well (see Figure D.5). There are
gaps in the firm-level employment variable for some firms, as some firms do not report
employment in all years. In our baseline analysis, we use the raw employment data
reported by firms, but in the appendix we show the results are robust to requiring that
tirms report in all years and to interpolating missing employment values.

Finally, monthly stock and bond prices for nonfinancial firms and banks are hand-
collected from Berliner Borsen-Zeitung (BBZ), a financial newspaper. We also collect
dividends to construct total returns. Appendix Figure D.8 provides an example of
data from Berliner Borsen-Zeitung. The equal-weighted stock price indexes constructed

“Income statements can also be distorted due to the addition of nominal values at different price levels,
but the distortions are most severe for balance sheets. For income statements, we rely on ratios such as
the share of interest expenses to total expenses, which are less likely to be distorted by inflation as long
as different expenses occur at similar times in the year. See Sweeney (1934) for details on how inflation
distorted balance sheets during the 1920s hyperinflations in Europe.

8The Goldmark was not an actual currency in circulation but used for accounting purposes and
equivalent to the new Rentenmark, which had an exchange rate of 4.2 per U.S. dollar.



from the BBZ data closely track corresponding indexes published by a contemporary
statistical publication (Wirtschaft und Statistik), providing a reassuring validation of our
hand-collected stock market data (see Appendix Figure C.3).

Table 1: Summary Statistics: Firm-Level Dataset.

N Mean Std. dev. 10th 90th

Liabilities/Assetsi,1918_1919 794 0.46 0.18 0.23 0.68
Debt/Assetsi,1918_1919 794 0.37 0.18 0.13 0.59
ll’l(ASSGtS)Z‘,lglg_lglg 794 15.02 1.25 13.51 16.76
Fixed Assets/Assets; 1918—1919 794 0.36 0.24 0.09 0.74
ROA; 19181919 739 0.10 006 003 018
EBIT margini,191871919 754 0.36 0.22 0.10 0.68
A1919_1924Liabilities / Assets; 656 -0.25 0.20 -0.47 0.00
Employment,; 1o 233 4,167.06 942245 400.00 9,934.00
AIn(Employment); ; 1,353  3.52 21.94 -2.90 19.24

Notes: This table reports summary statistics for the firm-level dataset based on Saling’s Borsen-Jahrbuch.
Variables with “1918 — 1919” subscripts are averaged over 1918 and 1919. A In(Employment) is the annual
change in log firm employment (times 100) from 1919 through 1923.

3.2 Aggregate, Industry-level, and Regional Data

We supplement our new firm-level dataset with aggregate-, industry-, and regional-level
data by digitizing contemporary publications of various government agencies. Our
main source is a publication called Zahlen zur Geldentwertung in Deutschland von 1914
bis 1923, published by the government agency for statistical analysis, the Reichsamt fiir
Statistik, in 1925. This publication provides data on the daily mark-per-dollar exchange
rate, cost-of-living and wholesale prices indexes by month, wages by industry, weekly
prices for consumption goods in Berlin during 1923, as well as stock market indices
by broad industry categories. Additional data on wages by industry and monthly
prices for consumption goods at the city level are obtained from the contemporary
publication Wirtschaft and Statistik, which was published at a monthly frequency starting
in January 1921, and at a bi-monthly frequency from January 1922 onwards. Further,
we obtain information on firm bankruptcies and liquidations by industry and prices for
wholesale goods from the Vierteljahrshefte zur Statistik des Deutschen Reichs Herausgegeben
vom Statistischen Reichsamt and the annual Statistisches Jahrbuch fiir das deutsche Reich, which
were published through 1919-1923 at the quarterly and annual frequency, respectively.
Finally, we digitize parts of the appendix of the Reichsarbeitsblatt, published by the

10



Ministry of Labor (Reichsarbeitsministerium), which contains information on monthly

unemployment.

4 Aggregate Evidence on the Debt-Inflation Channel

4.1 Background on Weimar Germany’s Inflation

To set the stage, we start with a brief overview of Weimar Germany’s inflation. Appendix
A provides further historical background and a chronology of critical events.

Figure 1: The Price Level during Germany’s Inflation.
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Notes: This figure shows the evolution of the price level in Germany between January 1914 and June 1924,
with the cost-of-living index only available from February 1920 onwards. Due to the extreme changes in
price levels, prices are reported in logarithms and over two axes, with the first phase of the inflation on the
left axis and the second phase on the right axis. The source for the wholesale price index (Gesamtindex der
Grosshandelspreise) and cost-of-living index (Lebenshaltung insgesamt) is Zahlen zur Geldentwertung in
Deutschland von 1914 bis 1923.

Two phases of the inflation. Figure 1 plots the time series of the wholesale price
index and the cost-of-living index. Germany’s inflation has its roots in WWI, when the
gold standard was abandoned and the government increasingly financed the deficit by
discounting government securities at the Reichsbank (Feldman, 1993). During WWI, the
wholesale price index increased by a factor of 2.45. This rate of inflation was slightly
higher than in the UK., where prices increased by a factor of 2.3, but lower than in France,
where prices increased by a factor of 3.3. At the end of the war, German inflation and
public finances were not in significantly worse condition than France’s (Graham, 1931).
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There are two broad phases of the postwar inflation. The first phase is from the WWI
Armistice in November 1918 to the summer of 1922. Panel (a) of Figure 1 shows that
inflation accelerated in the second half of 1919, after the signing of the Treaty of Versailles
in June 1919. The Treaty assigned sole blame for the war on the Central Powers (the “War
Guilt Clause”) and imposed large and uncertain reparations on Germany. Lopez and
Mitchener (2020) present evidence that policy uncertainty was important in generating
high inflation. From the end of 1918 to the end of 1919, the wholesale price index
increased by a factor of 3.3. The price level stabilized during 1920 with the Erzberger
tiscal reforms and the successful suppression of the “Kapp Putsch,” a right-wing coup
attempt, in March 1920. The price level then rose again in May 1921 after the Reparations
Commission determined Germany’s exact reparations bill and imposed an ultimatum of
a substantial upfront payment in 1921.

The second phase of the inflation runs from July 1922 to stabilization in November 1923,
shown in panel (b) of Figure 1. This phase was ushered in by three events that undermined
confidence in Germany’s ability to meet reparations (Kindleberger, 1985). First, in early
June 1922, the French government insisted on the original reparations schedule, rather
than a reduced schedule. Second, hopes of an international loan to stabilize the mark
were disappointed by the Reparations Commissions Banker’s Committee. Third, on
June 24, the foreign minister Walther Rathenau was assassinated by an ultra-nationalist
terrorist group. That day the mark depreciated by 7% against the dollar. Germany then
suspended and formally demanded a 2.5 year postponement of reparations in July 1922.
From July 1922, monthly inflation exceeded 50%, marking the start of the hyperinflation
phase. Inflation rose further after the invasion of the Ruhr by France and Belgium in
January 1923 in response to arrears on the delivery of reparations in kind. The occupation
was met with passive resistance, which the government financed by discounting treasury
bills, further fuelling inflation. Inflation was finally stabilized in November 1923 through

a combination of monetary and fiscal reforms.

Inflation expectations. Narrative accounts suggests inflation expectations were an-
chored only increased gradually in the first phase of the inflation (Kindleberger, 1985).°
Expectations of inflation then shifted decisively in the summer of 1922, and expectations
of further depreciation became widespread (Feldman, 1993).

9Ferguson (1995) reports that Keynes lost £20,000 speculating on the mark (about £500,000 today). He
was later reported to have said that “everyone in Europe and American bought mark notes... the argument
has been the same... Germany is a great and strong country; some day she will recover; when that happens
the mark will recover also, which will bring a very large profit. So little do bankers and servant girls
understand of history and economics.”
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Figure 2: Inflation Expectations Implied by Forward Exchange Rates.
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Notes: Forward and spot exchange rate data are from Einzig (1937), which records the data from the weekly
circular of the Anglo-Portuguese Colonial and Overseas Bank, Ltd. The annualized forward premium is
based on one-month forward contracts and is calculated as 12%, where S; is the spot exchange rate in
marks per sterling and F; is the forward exchange rate. A higher value implies that the forward price of
sterling (in terms of marks) is at a premium compared to the spot price.

This narrative is supported by the behavior of the forward exchange rate. Figure 2
plots the annualized mark/sterling forward premium based on one-month forward

contracts. From covered-interest parity and abstracting from a risk-premium, the forward
1+i
T+
sterling interest rate. Taking an approximation and applying the Fisher equation yields
Ft—St
St

premium is given by % = where i; is the mark interest rate and i} is the pound

~ iy — iy = By — Byt + 11 — 1, where 74 is the rate of inflation and r; the
real interest rate. Assuming that most variation in interest rates is due to expectations
about inflation in Germany (IE;7t;1), the forward premium provides a proxy of inflation
expectations.!’

Before June 1922, the mark forward rate was at a premium relative to the spot rate,
suggesting that the forward market did not imply a large increase in Germany’s inflation.
Therefore, high inflation came as a surprise relative to expectations in the first phase

of the inflation.!* While this is perhaps surprising ex post, inflation had been low from

10Frenkel (1977) also makes this assumption and uses the same forward-premium data to construct a
measure of inflation expectations to estimate money demand during the German hyperinflation.

1 Another piece of evidence for anchored inflation expectations is that firms were able to issue long-term
fixed rate bonds in 1919-20, as we discuss below (see Figure C.21). Moreover, in 1922 many borrowers
repaid loans early to take advantage of the depreciated mark because they (wrongly) expected the mark to
strengthen again (Hughes, 1988).
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Germany’s unification in 1871 until WWI, at an average rate of 0.7% per year.!? The last
hyperinflation occurred over a century earlier during the French revolution (Sargent and
Velde, 1995).

The forward price of sterling moved decisively from a discount to a premium the week
of the Rathenau assassination in late June 1922, suggesting that inflation expectations
became unanchored (Holtfrerich, 1986). After the political turmoil during the summer of

1922, the forward traded at an increasingly large premium.

Real activity during the inflation. The postwar inflation was associated with a booming
economy through the third quarter of 1922, followed by a severe bust starting at the
end of 1922.13 Figure 3 plots an index of real GDP per capita for Germany starting in
1918. For comparison, we also plot an index of average real GDP per capita growth for
other major industrial economies, weighted by GDP. While the U.S., UK., and other
industrial economies underwent deflation and declining output to maintain or return
to pre-war gold parities, Germany’s real GDP per capita rose by 20% from 1919 to 1922.
Further, unemployment was low from the end of WWI until the last months of 1922 (see
Figure C.4). Germany’s inflationary boom slows with the hyperinflation in the second
half of 1922 and decisively reverses in early 1923, following the invasion of the Ruhr
and the resulting passive resistance. In 1923, Germany saw a large fall in real GDP, and
unemployment rose to nearly 30% at the height of the hyperinflation and in the run-up

to the stabilization.

4.2 Aggregate Evidence on the Debt-Inflation Channel

Inflation and firm bankruptcies. In the presence of nominal debt contracts, unexpected
inflation will increase the net worth of levered nonfinancial firms and reduce the likelihood
of bankruptcy. Figure 4 plots the relation between the number of firm bankruptcies in
a quarter and inflation over the past four quarters. There is a striking negative relation
between inflation and firm bankruptcies. Bankruptcies fall with rising inflation in 1919,
then rise with falling inflation in 1920, before falling as inflation rises from the second
half of 1921. The relation is also convex. It is steep during the first phase of the postwar
inflation for 1919Q1 to 1922Q2, but flatter in the hyperinflation phase from 1922Q3 to

2Inflation had been low in all major economies for multiple decades under the Gold Standard before
WWI Eichengreen (1995).

13As emphasized by Graham (1931): “that business in Germany was booming during most of the inflation
period is a universally admitted fact.” Graham (1931) further argued that inflation contributed to the boom.
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Figure 3: Real GDP in Germany and Other Major Economies, 1918-27.
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Notes: This figure shows real GDP per capita for Germany and an index of other major economies. The
series are indexed to 100 in 1918. The data are from Jorda et al. (2017) and Barro and Ursua (2008). “Other
major economies excluding Germany” is an index of average real GDP growth per capita, weighted by
lagged nominal GDP in U.S. dollars. The index is constructed using 15 countries with continuous coverage
in the Jorda et al. (2017) database between 1914 and 1927 (Australia, Belgium, Canada, Denmark, Finland,
France, Italy, Japan, Norway, Portugal, Spain, Sweden, Switzerland, the U.K,, and the U.S.).

1923Q4.1 Once annual inflation is high, further increases in inflation are not associated
with additional defaults. It is worth noting that bankruptcies remained low even in 1923,
when output declined significantly.

The pattern is robust to different ways of measuring bankruptcies and inflation.
Figure C.5 confirms the above patterns for the bankruptcy rate, rather than the level of
bankruptcies. The bankruptcy rate falls from 1.5% in 1920 to close to zero in 1923.1°
Further, while Figure 4 uses the level of annual inflation on the x-axis, Figure C.6 in the
Appendix reveals a similar pattern when using the “accelerationist” version that uses the

change in inflation.

Inflation eroded real firm debt burdens. Our hypothesis is that the negative inflation-
bankruptcy relation emerges because inflation erodes firms” nominal liabilities. Figure 5
provides direct evidence that the inflation reduced firm leverage. Panel (a) compares the
distribution of firm book leverage in 1919 and 1924 in the Saling’s firm-level data. Book

leverage is defined as liabilities-to-assets. We choose 1919 as the start year, as it marks the

l4Gee Table C.1 in the appendix for the corresponding regression estimates.
15We plot the number of firms in bankruptcy in Figure 4, rather than the bankruptcy rate, because the
total number of registered firms used in the denominator of the bankruptcy rate is only available annually.
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Figure 4: Inflation and Firm Bankruptcies.
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Notes: This figure plots the number of firm bankruptcies in quarter ¢ against realized inflation over the
past four quarters from t — 4 to t. Inflation is calculated as the log change (times 100). Quarterly counts of
firm bankruptcies are obtained from the Vierteljahrshefte zur Statistik des Deutschen Reichs Herausgegeben vom
Statistischen Reichsamt. Inflation of wholesale prices as reported in Zahlen zur Geldentwertung. The thick
lines represent quadratic fits, computed separately for each of the two stages of inflation.

beginning of the postwar inflation. We choose 1924 as the endpoint to utilize the more
reliable Goldmark balance sheets, which firms were required to report by January 1924,
shortly after the stabilization.

Figure 5(a) shows that the distribution of leverage shifts significantly to the left during
the German inflation. The leverage ratio falls by 25 percentage points for the average firm
in the sample. Figure C.2(a) in the Appendix plots the median of firm liabilities, deflated
by wholesale prices, by quarter.!® It shows that real debt declines substantially during
the first inflation acceleration in 1919. Debt in real terms then falls again once inflation
accelerates in 1921, before falling sharply from mid 1922, once hyperinflation takes hold.
The large decline in debt from the summer of 1922 onward also suggests that firms were
not able to take on new debt once expectations of inflation become unanchored.!”

Panel (b) of Figure 5 analyzes firm leverage from the perspective of interest expenses.
Specifically, it shows the evolution in the share of interest expenses in firms” total non-

16 As discussed in section 3, systematic measurement error of balance sheet items during the hyperinflation
is less of a concern for nominal items such as debt.

17 As we discuss in section 5 and Appendix A, credit conditions were not particularly tight for most of
the first phase of the inflation, but credit availability tightened sharply starting from late 1921 onward.
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Density

depreciation expenses. We calculate the within-firm change using the estimated year fixed
effects from a firm-level regression with firm and year fixed effects. Firms do not always
break out interest expenses from other expenses in the income statements reported in the
Saling’s data, so this measure is a lower bound on interest expenses. Figure 5(b) shows
a clear decline in the share of interest expenses to total expenses during the inflation.
The interest expense share declines by about 10 percentage points. The erosion of real
debt thus directly boosted firms” interest coverage ratios and benefited their liquidity
positions.

Figure 5(b) also plots the evolution of production expenses to total expenses. Produc-
tion expenses are defined as revenue minus EBITDA. Production expenses as a share of
total expenses rise during the inflation. This is consistent with firms reallocating expenses

from interest payments to payments to materials and employment to boost production.

Figure 5: Hyperinflation Led to Collapse in Leverage and Interest Expenses.

(a) Distribution of leverage in 1919 and 1924. (b) Evolution of expense shares over time.
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Notes: Panel (a) shows the distribution of firm book leverage at the start of the postwar inflation in 1919
and in the aftermath of the hyperinflation in 1924. Leverage is defined as Assets — Equity /Assets. Panel (b) plots
the evolution of interest expenses and production expenses, both as a share of total expenses, during the
inflation. Specifically, it plots the sequence of estimated year fixed effects {7} from firm-level two-way
fixed effects regression regression of the form: Expense Share;, = a; + y; + €j, for interest expenses to total
expenses and production expenses to total expenses as the dependent variables. Expenses are from the
previous twelve months for fiscal year ending in a reported year. This regressions captures the change in
the expense share within firm. Errors bands represent 95% confidence intervals based on standard errors
clustered at the firm level.

4.3 Price and Wage Flexibility during the Inflation

Inflation reduced real debt burdens from fixed nominal debt contracts. How did wage and

price setting respond? Real wages, an implicit nonfinancial liability for firms, may also

17



have declined if wages were sticky and slow to respond to inflation, further benefiting
firms. At the same time, wages can be renegotiated ex post and can therefore have
significantly shorter effective maturity than debt contracts. Similarly, prices, which matter
for firm revenues, can also be adjusted after a shock to inflation.

We first analyze the frequency of wage adjustment during the inflation. The “Stinnes-
Legien” agreement from November 1918 enshrined a set of workers’ rights long coveted
by the German labor movement, including the recognition of trade unions as the official
representatives of the workforce. This allowed for industry-level union bargaining. We
therefore collect industry-level wages for seven industries from 1920 through 1923.

Panel (a) in Figure 6 examines the frequency of wage adjustment during the inflation.
It plots the number of days since wages were last increased, averaged across the seven
industries, against wholesale price inflation.!® As inflation accelerated, wages were
adjusted with increasing frequency. At low levels of inflation, wages were adjusted, on
average, every 9 months. This frequency increased to every 60 days or less once inflation
exceeded 100% and every 30 days or less during hyperinflation.'?

Figure 6: Interval between Price Adjustment Falls during the Inflation: Evidence from Wages and
Cost-of-Living Index Prices.

(a) Frequency of wage adjustments and inflation. (b) Frequency of price adjustments and inflation.
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Notes: This figure plots the duration of unchanged wages and of prices of products underlying the cost-of-
living index. Wages and retail prices are as reported in Zahlen zur Geldentwertung in Deutschland von 1914
bis 1923 and Wirtschaft und Statistik (various issues). Inflation is defined as the difference between the log of
the price level in month t and month ¢ — 12, times 100.

The increasing flexibility of wages informs the evolution of real wages. Relative to

8Figure C.7 plots the average number of days elapsed since wages were last increased separately for
each of the seven industries.

Narrative evidence suggests that wages were adjusted weekly once the inflation reached hyperinflation
(Feldman, 1993). We obtain union-bargained wages only at the monthly frequency and thus can only
provide an upper bound on the time elapsed since the last wage increase.
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pre-war levels, real wages declined during the inflation. Given that the Stinnes-Legien
agreement primarily benefited blue-collar and low-skilled workers, the decline in real
wages is more pronounced for higher-skilled salaried workers (see Appendix Figure C.10
for state employees from 1914 through 1923). However, most of the decline in real
wages had already occurred by the end of 1920. During 1920-23, real wages fluctuate
substantially, but there is no clear evidence of a downward trend. This is consistent with
wages becoming flexible and racing to keep up with prices once inflation becomes high.

Inflation also led to a shortening in the duration of retail prices. Figure 6 panel (b)
presents a similar analysis for the frequency in the adjustment of goods prices. The
analysis is based on the prices of goods underlying the cost-of-living index. The data are
at the city-product-month level for 18 major cities and 12 retail products such as sugar,
pork, and milk. The price quoted for each city is the average of 4 samples taken over
the course of a month for each city. An important caveat is that because data are not
quoted prices but averages of quoted prices, they may overstate the frequency at which
individual quoted prices were adjusted upwards.?

Figure 6(b) relates the average days elapsed since the last price increase against the
level of inflation. There is a negative relation between inflation and the duration of price
adjustment. For cost-of-living inflation around 0%, prices are adjusted every 80 to 100
days. However, once inflation exceeds 50%, product prices are adjusted at least once
every 30 to 40 days. By early 1922, before the hyperinflation phase, prices of most goods
in all cities are adjusted upwards every 30 to 60 days. By the hyperinflation, prices are
adjusted even every 7 days or less (see Appendix Figure C.8).

Overall, Figure 6 indicates that prices and wages became increasingly flexible with
rising inflation. The reduction in the time elapsed between price and wage adjustments
with rising inflation is consistent with menu cost models (Gagnon, 2009; Alvarez et al.,
2019). There was thus likely limited stickiness in the aggregate price and wage levels
once the inflationary shocks became large (Golosov and Lucas, 2007; Caballero and Engel,
2007).2! Revenues and wage expenses of nonfinancial firms increased at a similar pace
as overall inflation once inflation became high. In contrast, the debt-inflation channel
may still be active even for large shocks to the price level, as long-term financial contracts
cannot be renegotiated.

20Note that this caveat does not apply to wages. Further, to partially address this concern, we also
hand-collected the daily prices of two widely circulated newspapers. These represent actual quoted prices,
but only for two goods. We find similar results on the frequency of price adjustment for these newspaper
prices, as shown in Figure C.9.

ZINevertheless, menu costs could have induced large economic costs through price dispersion, as
calibrated by Alvarez et al. (2019) using micro-data on prices in Argentina’s 1989-90 hyperinflation.
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5 Firm Level Evidence on the Debt-Inflation Channel

The analysis of aggregate data in section 4 shows that the increase in the price level
reduced the real value of nominal debt claims and interest payments, which in turn led
to a drastic decline in firm bankruptcies. The aggregate data thus suggest that inflation
relaxed firms” financial constraints and thus potentially stimulated economic activity
through the debt-inflation channel. A concern with interpreting patterns in aggregate
data, however, is that other unobserved shocks that are correlated with inflation may
have reduced bankruptcies, leading to a spurious negative relation. Moreover, while the
inflation may have redistributed from debt-holders to equity-holders, this redistribution
may not necessarily have affected real economic activity.

In this section, we address these concerns by analyzing cross-sectional variation using
tirm-level data. We ask: do firms with higher leverage experience differential outcomes
during the inflation? We exploit that firms with relatively higher leverage naturally have
a higher nominal balance sheet exposure to unexpected increases in the price level. This
analysis allows us to tighten the empirical link between inflation and real economic

outcomes through the debt-inflation channel.

5.1 Main Result: Leverage and Firm-level Employment

Empirical specification and identification. We test whether firms with high leverage
increase their overall level of economic activity relative to firms with low leverage during
the inflation. We proxy a firm’s real economic activity by its total number of employees.
Studying employment as the outcome variable is especially informative, as balance sheets
become less reliable during the hyperinflation. Hence, the reported number of employees
dominates alternative indicators of real economic activity constructed from financial
statements, such as capital expenditure.

We examine the evolution of firm outcomes across firms with high and low leverage
through the lens of a standard dynamic difference-in-differences model. We estimate

variants of the following specification:

In(Employment;;) = a; + dst + Z BrLeverage; 1918191k~ + 2 Xl ey + € (1)
k#1918 k#1918

where Employment;; is the number of employees at firm i in year ¢. Leverage; 19131919 is
a measure of firm i’s leverage at the start of the inflation. Furthermore, «; is a firm fixed
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effect, J; is an industry-time fixed effect, and X; is a set of firm-level control variables.?2
All controls are constructed by averaging across 1918 and 1919 and have year-specific
coefficients. The sequence of estimates {f;} captures the evolution of employment for
high leverage firms, relative to low leverage firms, with 1918 as the benchmark year. Our
main estimation period is 1916-1923; we consider longer samples below.

We measure a firm'’s balance sheet exposure to inflation by its leverage ratio at the
onset of the inflation. Intuitively, firms with relatively more nominal liabilities—to the
extent these are not short-term and constantly repriced, floating rate, or indexed to the
price level—benefit more from unexpected increases in the price level. In a frictionless
economy in which the Modigliani-Miller theorem holds, equity-holders would benefit
from unexpected inflation, but the resulting changes in a firm’s capital structure would
have no impact on firm real investment or employment decisions. However, if firms are
financing constrained, unanticipated inflation can relax financing constraints for levered
tirms, leading them to increase investment and employment.

We define leverage either as the ratio of a total liabilities to total assets or a financial
debt to total assets. The latter measure incorporates both short- and long-term financial
debt such as trade credit, bank debt, and bonds. The former measure also includes
other nominal liabilities such as accrued wages, unpaid taxes, and pensions. Most debt
contracts, especially long-term debt contracts, were fixed-rate.”> Long-term debt was
common, and firms often issued fixed-rate bonds with a maturity from 10 to 50 years.
Further, when calculating a firm’s leverage we average over the respective ratio reported
in 1918 and 1919.2*

The identifying assumption behind our empirical strategy is that of parallel trends:
In the absence of differences in leverage, firms with high and low leverage would have
evolved in parallel during the inflation. Identification does not require that leverage be

22The industry classification corresponds approximately to two-digit SIC industries.

ZWhile no detailed information on the contractual structure of bank debt is available, it is technically
possible that short-term bank debt was floating-rate and indexed to the Reichsbank’s discount rate. However,
the Reichsbank’s discount rate remained unchanged at 5 percent between summer 1914 and July 1922. The
lack of a policy response hence implied that any floating-rate debt claims were effectively fixed rate. The
Reichsbank eventually gradually increased its discount rate to 18 percent by April 1923 and then to 90
percent in summer 1923.

24We prefer the average for two reasons. First, as seen in Figure 1 inflation starts to pick up towards the
later months of 1919, implying that the treatment date is slightly different than the available as-of dates of
the firm balance sheet data. Most balance sheet data are available for December 31 of a given year; thus,
the end of 1918 balance sheets may be outdated by mid-1919. Second, using the average of both years also
alleviates the concern that the 1918 end-of-year balance sheets may be affected by the Armistice and the
political instability around the revolution in November 1918 and arguably less reliable and more noisy.
Table C.3 in the Appendix shows that results are similar when using leverage either as reported in 1918 or
in 1919, as opposed to their average.
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randomly assigned, but it assumes that leverage at the onset of the inflation is uncorrelated
with other shocks to employment during the inflation, conditional on controls. This
identifying assumption would be violated if, for example, highly levered firms were also
exposed to positive demand shocks or faced better investment opportunities. We take a
series of steps to alleviate concerns about such threats to identification.

First, we study what factors explain the variation in firm leverage. Table C.2 shows that
the main factors in explaining cross-firm variation in leverage are firm size and industry.
The positive correlation between leverage and size is consistent with a size-dependent
borrowing constraint, perhaps due to a lower probability of default for large firms (Rajan
and Zingales, 1995; Gopinath et al., 2017). After controlling for these variables, leverage
is uncorrelated with EBIT margin, return on assets, and the share of fixed assets in total
assets. Moreover, there is considerable unexplained variation, consistent with the evidence
that debt ratios often vary widely even for similar firms (Myers, 1984; Graham and Leary,
2011). Historical accounts suggest that firms did not borrow in 1918-19 in anticipation of
the inflation, as the inflation was unexpected (Lindenlaub, 1985; Balderston, 1991).

Second, the cross-section provides a stronger test than the aggregate time series, as
we can control for aggregate and industry-specific shocks impacting firms. Industry-year
fixed effects, J5;, absorb aggregate shocks such as the Ruhr invasion as well as industry-
specific shocks that might be correlated with leverage. For example, inflation led to a
flight from the mark toward durable assets, which disproportionately benefited firms in
industries producing these assets (Graham, 1931). Related to this, the depreciation bene-
tited exporting firms, so industry-year fixed effects control for industry-level differences
in exposure to the exchange rate channel. Further, price and wage rigidity may vary
across industries and be correlated with leverage. For example, D’Acunto et al. (2018)
find that U.S. public firms with more flexible prices have higher financial leverage. In this
context, union-bargained wage setting was common but industry-specific. Industry-year
tixed effects absorb effects of industry-specific rigidity in wages or prices.

Third, we include a range of controls to capture differences in firms” investment
opportunities that may be correlated with leverage. Our baseline analysis controls for
size, fixed assets-to-total assets, return on assets, and profit margin, all as of 1918-1919.

Fourth, below we present additional tests to further alleviate concerns about specific
threats to identification such as differential cyclicality or exposure to credit supply
shocks. Finally, we study pre- and post-trends and show that the impact of leverage on
employment is concentrated in the inflation period, with the largest effects occurring
between 1919 and 1922.
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Results. We start by illustrating the basic result in the raw data. We sort firms into
terciles based on their 1918-1919 average liabilities-to-assets ratio and compute the average
evolution of employment for each group of firms.?> Panel (a) of Figure 7 shows the results.
Most firms see strong employment growth from 1918 through 1923. This is in line with
evidence from section 4 that the inflation was associated with increased economic activity
through 1922. The strongest employment gains during the inflation occur for high
leverage firms, followed by intermediate leverage firms. Employment at firms in the top
tercile of the leverage distribution grows by approximately 30% from 1918 through 1922.
In contrast, firms in the lowest tercile only experience an 8% increase in employment. The
tigure also shows that employment growth was similar across high, intermediate, and
low leverage firms in the years before the inflation.

Figure 7: Employment Dynamics across Low and High Leverage Firms.

(a) Employment by tercile of liabilities to assets. (b) Results from estimating equation (1).
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Notes: Panel (a) presents the average growth of employment for firms in the bottom, middle, and top terciles
of leverage. Leverage is defined as the average ratio of liabilities to assets over 1918-1919. Employment is
indexed to 100 in 1918 for each group. Panel (b) presents the sequence of estimates { Sy} from estimating
equation (1). Firm-level control variables are omitted for the light-blue coefficient estimates but included
for the dark-blue estimates. Firm-level control variables are firm size (log of assets), the share of fixed assets
to total assets, return on assets, and profit margin (EBIT-to-revenue), all as of 1918-19. Errors bars represent
95% confidence intervals based on standard errors clustered at the firm level.

Panel (b) in Figure 7 presents the results from estimating (1) using Liabilities / Assets; 191319
as the measure of leverage.?® Firms with higher leverage see stronger employment

growth in 1919-1922 relative to firms with lower leverage. The estimates are similar

ZFigure C.11 show that the results are similar using financial debt to assets (averaged over 1918-1919)
and liabilities to assets averaged over 1917- 1919 (instead of 1918-1919). As an alternative way to visualize
the results, Figure C.12 plots binned scatterplots of employment growth for various years relative to 1918
against initial firm leverage.

26 Appendix Figure C.20 shows that the findings are similar when using the ratio of financial debt to
assets.
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when including industry-year fixed effects and firm-level controls interacted with year
tixed effects. In line with the evidence of panel (a), panel (b) of Figure 7 reveals that
employment at high leverage firms remains elevated through 1923. Altogether, we
interpret the patterns from panel (b) of Figure 7 as an indication that the inflation starting

in 1919 transmitted to the real economy at least partially via a debt-inflation channel.

Table 2: Firm Leverage and Employment.

Dependent Variable In(Employment)

(1) (2) (3) (4) ) (6)
Liabilities/Assetsi,1918,1919 X 1t21920 45. 7% 36.6** 44.2**
(16.1) (17.0) (20.4)

Debt/ASSQtSl‘,1918_1919 X 1t21920 44.0*** 39.5** 40.1**
(162) (16.6) (19.9)
Observations 1912 1864 1726 1912 1864 1726
Number of Firms 357 351 322 357 351 322
R? 0.97 0.97 0.97 0.97 0.97 0.97
Year FE v v
Firm FE v v v v v v
Industry-Year-FE v v v v
Controls x 1;>1920 v v

Notes: This table reports results from a model estimating equation (2) for log employment (times 100) as the
dependent variable. Firm-level controls consist of firm size (log of assets), the share of fixed assets to total
assets, return on assets, and profit margin (EBIT-to-revenue). The estimation period is from 1916 through
1923. Standard errors in parentheses are clustered at the firm level. ***, and *** indicate significance at the
10%, 5%, and 1% level, respectively.

Table 2 reports results for employment from a difference-in-differences specification
of the form:

In(Employment;;) = a; + o5t + B(Leverage; 19181919 Li>1920) + XiT + €it, (2)

where Leverage; 1913—1919 is either the ratio of total liabilities to assets or financial debt
to assets, and 1;>19p0 is @ dummy that takes the value one after 1920. The estimation
period is 1916 to 1923. The estimated coefficient on Leverage; 1913_1919 interacted with
14>1920 is positive and statistically significant at the 5% level or lower, irrespective of
how we proxy firm leverage. Further, as above, the effects of leverage on employment
during the inflation is robust to the inclusion of firm-level control variables and granular
industry-year fixed effects.

The magnitude of the effect is economically meaningful. Increasing a firm'’s leverage
ratio by 10 percentage points implies 3.5-4.5% higher average level of employment
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between 1920 and 1923 compared to the average level from 1916 through 1919. Applying
the estimated coefficient (37%) to the average ex ante leverage of 47% implies a partial
equilibrium aggregate increase in employment of 17% from the debt-inflation channel.
This is similar to the average firm increase in employment from 1919 to 1922 of 17.5%.
We stress that this calculation abstracts from general equilibrium effects. For example, if
more exposed firms expand at the expense of less exposed firms, this would dampen the
aggregate effect. Further, losses to creditors could be contractionary by depressing credit
supply, as we discuss further below, or they could be expansionary by boosting the labor

supply of households who hold debt claims, as in our model in appendix B.

5.1.1 Robustness and additional results

Credit supply shifts. Our hypothesis is that high leverage firms benefit from the infla-
tion through an increase in their net worth and a relaxation of financing constraints. A
related channel that may differentially affect high and low leverage firms is a shift in
credit supply caused by inflation. Financing was available in much of the first phase of the
inflation when additional inflation was not expected. However, credit supply contracted
in 1922 with increased expectations of depreciation.?”

The bias introduced by the credit supply channel in the estimation of (1) could be
either positive or negative, as it is not clear whether high or low leverage firms are most
exposed to a credit supply contraction. Controlling for size, industry, and profit margin
partially addresses this concern, as these are common proxies of exposure to credit supply
(e.g., Gertler and Gilchrist, 1994). Furthermore, our evidence below that the effect of
leverage is strongest for firms with longer maturity debt also points to the importance of
the firm balance sheet channel.

As additional robustness, we add controls that more directly proxy for differential
exposure to shifts in bank credit supply. First, we collect information on firm-bank
relationships in 1919. We follow Doerr et al. (2018) and measure firm-bank relationships
based on information on the banks that paid out a firm’s dividends (Zahistellen). With this
information, we control for bank-time fixed effects, distinguishing between seven major
banks, other banks, and firms without banking relationships. This essentially compares
two firms with different leverage but connected to the same bank, thereby holding fixed
bank-specific changes in credit supply.?® Second, we control for the distance to Berlin, as

firms located closer to Berlin may have had better access to Reichsbank credit during the

?’See Appendix A for a detailed discussion of the impact of the inflation on banks and credit conditions.
28We note that this only controls for credit-supply shocks that are bank specific. It would not capture
credit-supply changes that affect firms differently based on their unobservables.
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inflation. The estimated effect of leverage on employment is quantitatively similar with
these controls (see Appendix Table C.4 and Figure C.13).

Investment opportunities. Higher leverage could be correlated with future investment
opportunities, leading to an upward bias in the estimate of the debt-inflation channel.
Given that investment opportunities are unobserved, it is challenging to perfectly address
the concern that investment opportunities in 1919-1922 are correlated with leverage. In
Appendix Table C.4 and Figure C.13, we present two tests that control for proxies of
investment opportunities. First, we add controls for lagged investment in 1916, 1917, and
1918 to capture the idea that a firm with high future investment opportunities may have
a high recent rate of investment. Second, we control for future profitability, proxied by
return on assets and EBIT-to-revenue in 1920, 1921, and 1922. This second test is likely
to “overcontrol,” as changes in profitability could be outcomes of firms expanding in
response to relaxed financing constraints. In our model in Appendix B, the debt-inflation
channel increases firm profitability. In this case, controlling for future profitability leads
to a downward bias in the effect of leverage on employment. Nevertheless, the basic
result is reasonably similar when including these controls.

It is worth noting that the concern that leverage is positively correlated with investment
opportunities goes against basic capital structure theories. Agency theories of capital
structure predict that managers of firms with high future investment opportunities should
choose lower leverage because these firms are more concerned about debt overhang
restricting profitable investments (Jensen and Meckling, 1976; Myers, 1977; Stulz, 1990).

Cyclicality. A related concern is that firms with high leverage at the onset of the inflation
could be more exposed to business cycle risk. One version of this concern is that high
leverage firms have more cyclical employment. To address this concern, in Figure C.16
we collect additional data on firm employment through 1933 and show that firms with
high leverage as of 1918-19 do not see a larger increase in employment in the late 1920s
boom or a larger employment decline during the Great Depression (our data do not allow
us to examine earlier cycles). Leverage at the onset of the inflation therefore does not
appear to capture general cyclicality. In addition, one would expect industry-year fixed
effects to capture a significant portion of cross-firm differences in cyclicality.

Another version of this concern is that the economic expansion during 1919-1922
may have differentially affected high leverage firms through a demand channel. For
example, Giroud and Mueller (2017) find that high leverage firms in the non-tradable
sector reduced employment more than low leverage firms following household demand
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shocks in the 2008 Great Recession. These effects should matter less for firms that produce
tradable goods, as these firms are exposed to both domestic and global demand. In
contrast, the debt-inflation channel should still affect tradable sector firms. Appendix
Table C.4 shows that the results are similar when restricting the sample to firms in the

tradable sector, defined as firms in mining and manufacturing industries.

Longer-run effects. The main analysis in the paper focuses on the impact of the inflation
on highly levered firms during the inflation period from 1919 to 1923. A natural question
is whether the debt-inflation channel has longer-run effects. In this context, there is a
measurement challenge in estimating longer-term effects, as the number of firms reporting
employment declines substantially between 1924 and 1926, before increasing again in
1927.% This leads to attrition that could bias the results. We thus present two sets of
analyses. First, we report results from estimating our baseline specification (1) on the
raw data for a longer sample. Second, since most of the firms that report employment in
1923 but not in 1924-26 report again in 1927, we linearly interpolate employment for these
firms. This has the drawback of not capturing any temporary changes in employment in
1924-26, but it allows for a clearer visualization of longer-term trends.

Figure C.14 presents the results from these two exercises. The estimation on the
raw data reveals a dip in 1924-1925 and partial recovery in 1926. However, once we
interpolate employment for firms with missing employment in 1924-26, the dip is much
less pronounced. On balance, the evidence points toward persistent employment gains

from the inflation for high leverage firms.3°

5.2 Additional Evidence Supporting the Debt-Inflation Channel

We next provide evidence on the mechanisms through which the inflation affected levered
tirms. First, we ask, do more levered firms pay less in interest expenses and have more
resources available to spend on production expenses such as salaries and raw materials?
Second, are the effects stronger for firms with a higher proportion of long-term debt?
Third, do firms with higher leverage see a larger increase in their book equity values and
a higher valuation in the stock market?

2The number of firms reporting employment is 342 in 1923, 280 in 1924, 127 in 1925, 135 in 1926, and
358 in 1927.

30A related concern is that the baseline results may be affected by the unbalanced nature of the panel
data on employment. Figure C.15 addresses this concern by estimating (1) on full and balanced panels
for both raw and interpolated employment. The patterns are similar across different samples during the
1916-1924 period.
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Interest expenses and production expenses. First, we study the dynamics of interest
expenses and production expenses at the firm level. Recall from Figure 5b that the average
share of interest expenses to total expenses falls during the inflation. We now ask whether
this fall is more pronounced for high leverage firms. The decline in interest expenses
would provide liquidity for firms to pay production expenses broadly defined as expenses
for labor, raw materials, consumable manufacturing supplies, and general overhead (i.e.,
total non-depreciation expenses net of taxes and interest expenses).

Similar to our analysis of firm-level employment, we estimate equation (1) using either
the ratio of interest expenses and total expenses or the ratio of production expenses and
total expenses as the dependent variable. Figure 8 shows the results. Firms with a higher
share of nominal liabilities relative to total assets at the onset of the inflation dedicate
fewer resources to servicing their debt claims, as the real burden of debt service declined.
The effect is persistent and builds throughout the inflation. A similar pattern arises
when using the financial debt-to-assets ratio as the measure of leverage (see Appendix
Figure C.20). The decline in interest expenses allows a financially constrained firm
to spend more of its revenue on expenses to boost production. Indeed, we find that
more levered firms start spending relatively more of their total expenses on production

expenses.

Figure 8: Firm Leverage, Interest Expenses, and Production Expenses and Salaries.

(a) Interest Expenses. (b) Production Expenses.

(ESEE |

Coefficient estimate
Coefficient estimate
N

I

1916 1917 1918 1919 1920 1921 1922 1923 1916 1917 1918 1919 1920 1921 1922 1923

Industry-Year-FE Industry-Year-FE
B |ndustry-Year-FE and firm controls B |ndustry-Year-FE and firm controls

Notes: This figure plots the sequence of estimates {B;} from estimating a version of equation (1) with
the the ratio of interest expenses to total expenses (panel (a)) or the ratio of production expenses to total
expenses (panel (b)) as the dependent variable. Firm-level control variables are firm size (log of assets), the
share of fixed assets to total assets, return on assets, and profit margin (EBIT-to-revenue), all as of 1918-19.
Error bars represent 95% confidence intervals based on standard errors clustered at the firm level.

We also estimate a model similar to equation (2) using interest expenses and produc-
tion expenses as the outcome variables. Table 3 reports the results. Our findings confirm

the patterns in Figure 8 and indicate that more levered firms paid less interest as a share
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of their total expenses after the inflation started in 1919. For instance, we find that a 10
percentage point increase in initial leverage is associated with 1.2 to 2 percentage points
lower interest payments as a share of total expenses from 1920 onward. At the same
time, a firm with a 10 percentage point higher leverage ratio spends around 2 percentage
points more of its total expenses on production expenses. Altogether, these findings are
in line with highly levered firms benefiting from the inflation by decreasing the amount
of resources that need to be spent on interest payments, allowing these firms to hire more

employees and spend more funds on salaries, raw materials, and other production inputs.

Table 3: Firm Leverage, Interest Expenses, and Production Expenses.

Dependent Variable Interest Expenses/Tot. Expenses Production/Tot. Expenses
@ @) ®) ) ©) (6) @) ®)
Liabﬂities/ASSEtS,‘,191871919 X 1,}21920 -0.12%*%*  -0.15*** 0.17***  0.20***
(0.037)  (0.037) (0.048) (0.053)
Debt/ASSGfSillglg,wlg X 1t21920 -0.16***  -0.19*** 0.21***  0.23***
(0.036)  (0.036) (0.050) (0.054)
Observations 3461 3224 3461 3224 3461 3224 3461 3224
Number of Firms 551 502 551 502 551 502 551 502
R? 0.71 0.74 0.71 0.74 0.68 0.70 0.69 0.70
Firm FE v v v v v v v v
Industry-Year-FE v v v v v v v v
Controls x 1¢>1920 v v v v

Notes: This table reports results from estimating (2), with either firm i’s share of interest expenses
of total expenses (columns 1-4) or the share of production expenses of total expenses (columns 5-8).
Leverage; 19131919 is either firm i’s ratio of financial debt or total liabilities to total assets averaged over
1918-1919. Firm-level controls consist of firm size (log of assets), the share of fixed assets to total assets,
return on assets, and profit margin, all as of 1918-1919. The estimation period is from 1916 through 1923.
Standard errors in parentheses are clustered at the firm level. ***, and *** indicate significance at the 10%,
5%, and 1% level, respectively.

Impact on firms with longer maturity debt. The debt-inflation channel should be
especially strong for firms with a higher proportion of long-term debt (see, for example,
Gomes et al., 2016). As inflation rises and increases expected inflation, firms that have
secured long-term financing are less exposed to a repricing of new loans. As a finer
test, we therefore examine whether, within firms that are more levered, firms with more
long-term debt benefit relatively more.

Nonfinancial German firms relied extensively on fixed-rate long-term bond financing.
We collect detailed information on the contractual loan terms of all bonds issued by
tirms in our sample as of 1918 and 1919. These loan terms are detailed in Table 4. All

bonds in the sample pay a fixed coupon, and the coupon rates are almost all between
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400 and 500 basis points of par. After origination, the loan terms typically specified an
interest-only period lasting 5 years, on average, during which no amortization took place.
Once repayment started, bonds would be typically amortized evenly until a specified
final repayment date. Notably, bonds were of very long maturity. For instance, for bonds
outstanding in 1918 and 1919, the median origination year was 1906 and the median final
maturity year was 1940. Figure C.21 in the Appendix also shows that most bonds were

originated before WWI, and a final maturity date after 1950 was not uncommon.

Table 4: Interest Rates, Volume, and Maturity Structure of Bonds Outstanding in
1918 and 1919.

Mean p5 p25 Median p75  p95

Panel A: Interest rates and volume

Interest rate (ppt) 4 4 425 4.5 4.5 5
Volume (in thousand RM) 3961 500 1000 2000 5000 13000

Panel B: Origination and maturity

Origination year 1906 1895 1901 1906 1911 1919
Repayment start year 1910 1897 1905 1910 1916 1922
Repayment end year 1941 1926 1933 1940 1947 1961

Notes: This table provides information on all outstanding bonds issued by firms in our sample. Data are
obtained from Saling’s Borsen-Jahrbuch published in 1919 and 1920 (covering 1918 and 1919). The table is
based on a sample of N = 417 firms. 51% of firms in the sample report information on at least one bond.

To test whether the impact of the debt-inflation channel is stronger for firms with
relatively more long-term bond financing, we interact a firm’s debt-to-assets ratio with a
set of four dummies that indicate the quartile of the firms’ ratio of long-term-debt to total
debt. Here, we use the ratio of debt-to-assets rather than the ratio of liabilities-to-assets,
as interest expenses are more naturally connected to financial debt rather than other
non-debt nominal liabilities. Specifically, we estimate triple-difference specifications of
the following form:

Debt
Assets

it = ai+ 0t + Y _ By Qig < ) 111920 + I X; 11>1920 + €it, 3)
7 1191819

where Q; ; is an indicator for each quartile g of the distribution of long-term debt to total
debt.
The results are presented in Table 5. Firms with a high share of long-term debt

experienced the largest reduction in the share of interest payments of total expenses.
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The effect is close to zero for firms in the lowest quartile of the long-term debt and
builds monotonically for firms in higher quartiles of the long-term debt distribution. For
example, a 10 percentage point increase in the debt-to-assets ratio implies that firms in the
second, third, and fourth quartiles of the long-term debt share experience a reduction of
interest payments of about 1.4%, 1.8%, and 3.1%, respectively. At the same time, the effect
of leverage on the production expense share is largest for firms with more long-term debt.

Table 5: Firm Leverage, Long-term Debt, Interest Expenses, and Employment.

Int. Expenses Prod. Expenses

Dependent Variable Tot. Expenses “Tot. Expenses In(Employment)
1) 2) 3) (4) (5) (6)
Debt/ASSEtSillglg_]glg X 1¢>1920 -0.0063  -0.023 0.16 0.17 25.2 29.5

(0.045) (0.057) (0.11) (0.12) (26.1)  (32.1)

Q2 X Debt/ASSetSi/1918,1919 X 1t21920 -0.093 -0.12 -0.029 -0.032 17.5 -17.2
(0.073)  (0.080) (0.14) (0.15) (52.1)  (50.4)

Q3 X Debt/Assetsi,1918,1919 X 1t21920 -0.12 -0.16* 0.048 0.11 13.4 14.4
(0.086) (0.090) (0.15) (0.15) (33.6) (37.3)
Qy X Debt/ASSGtSi,1918_1919Xltzlgz() -0.30*"*  -0.29*** 0.15 0.15 77.1%* 109.0*
(0.087) (0.085) (0.14) (0.14) (36.2)  (63.7)

Observations 3446 3217 3446 3217 1901 1749
Number of Firms 546 499 546 499 354 324
R? 0.68 0.74 0.66 0.69 0.97 0.97
Firm FE v v v v v v
Industry-Year-FE v v v v v v
Controls x 11‘21920 v v v

Notes: This table reports results from estimating equation (3) for interest expenses as a share of total expenses
(columns 1-2), production expenses as a share of total expenses (columns 3-4), and log employment times
100 (columns 5-6) as the dependent variables. Firm-level controls consist of firm size (log of assets), the
share of fixed assets to total assets, return on assets, and profit margin, all as of 1918-1919. The estimation
period is from 1916 through 1923. Standard errors in parentheses are clustered at the firm level. ***, and
*** indicate significance at the 10%, 5%, and 1% level, respectively.

We also ask whether the employment effects are stronger for firms with relatively
more long-term debt. Although the results are less precise, we indeed find that not only
do more highly levered firms hire more employees after 1920, but the effect is strongest
for firms with more long-term debt. The effect of leverage is especially strong for firms in
the top quartile of the long-term debt distribution.

Book equity. The reduction in real debt burdens should increase the book equity values
of levered firms. On average, the real value of nonfinancial firms’ book equity increased
by 122% from 1919 to 1924. Table 6 asks whether this increase was larger for highly
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levered firms. As discussed in section 3, balance sheet outcomes during the hyperinflation
(especially in 1923) are subject to systematic measurement error. For this analysis, we
therefore focus on the change in balance sheet outcomes from the start of the postwar
inflation in 1919 to the aftermath of the inflation in 1924, when the new and more
accurate Goldmark balance sheets are available. We present estimates of the following
long-difference firm-level regression for book equity to assets and real book equity as the

outcome variables:
A19_24Y; = a + BLeverage; 19181919 + X;I' + €;. (4)

Panel A of Table 6 documents that firms with higher leverage at the start of the
inflation see a larger subsequent increase in equity to assets, or, equivalently, a larger
decline in leverage. Moving from a zero to 100% leverage ratio is associated with a decline
in leverage of about 60 percentage points. Columns 2 and 4 show that the relation is
robust to controlling for firm controls and industry fixed effects. Industry fixed effects
absorb differential growth rates across industries, which might be correlated with initial
leverage. In columns 3 and 6, we further control for the change in equity to assets from
1916 to 1919 to account for any differential pre-trends in the dependent variable. The
results are similar. Panel B of Table 6 shows that firms with higher leverage see faster
growth in the real value of book equity from 1919 to 1924. In the revalued book values
constructed after the inflation, equity holders of more levered firms thus experienced an
increase in equity values. Book equity measures thus suggest that the inflation led to

redistribution from debt to equity holders of levered firms.

Market equity returns. Do more levered firms see an increase in their stock market
valuations? The decline in interest expenses and increase in real book equity values
suggest that the inflation should increase the market equity returns of highly levered
tirms. Studying market equity values also has the benefit that they are not subject to
accounting errors but instead reflect the equity values of firms as perceived by investors
in real-time. At the same time, equity investors subject to “money illusion” may also
misperceive the impact of inflation on firm value (Modigliani and Cohn, 1979; Ritter and
Warr, 2002; Campbell and Vuolteenaho, 2004; Cohen et al., 2005).

Table 7 reports the returns across firms with high and low leverage. We follow the
standard asset pricing approach and sort firms into five portfolios by quintiles of lagged
leverage each year of the postwar inflation, from 1919 to 1923. We then compute the equal-
weighted average log total return for each portfolio, as well as the difference between
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Table 6: Firm Leverage in 1919 and Change in Firm Leverage and Book Equity from 1919 to 1924.

Panel A: Dependent var.= Ajg_y i";sléttz

(1) 2) ) 4) ) (6)
Liabilities/Assetsillglg_1919 0.62*** 0.79*** 0.73***
(0.043)  (0.063)  (0.063)

Debt/Assetsi,191g,1919 0.56™**  0.71"** 0.65"**
(0.044) (0.063)  (0.062)

Observations 650 600 551 650 600 551

R? 0.293 0.353 0.382 0.253 0.308 0.351

Panel B: Dependent var.= Ajg_»4 In(Equity)

(1) 2) 3 4) ) (6)
Liabilities/Assetsi,1918_1919 98.6*** 185.9*** 155.8***
(26.7)  (33.7)  (30.0)

Debt/ASSGtSillglg_lglg 80.7*** 165.1"** 145.2***
(28.5) (34.8) (27.1)
Observations 650 600 568 650 600 568
R? 0.015 0.094 0.135 0.011 0.088 0.134
Industry FE v v v v
Firm Controls v v v v
Lagged dep. var., 1916-19 v v

Notes: This table presents estimates of equation (4). The dependent variable in panel A is the change in
book equity-to-assets from 1919 to 1924. The dependent variable in panel B is the change in log deflated
book equity, using the wholesale price index as the deflator. Firm controls are size (log of assets), the share
of fixed assets to total assets, return on assets, and profit margin (EBIT-to-revenue), all as of 1918-1919.
“Lagged dep. var., 1916-19” refers to a specification that controls for the change in equity-to-assets (panel
A) or real equity growth (panel B) from 1916 to 1919. Robust standard errors in parentheses. *,**, and ***
indicate significance at the 10%, 5%, and 1% level, respectively.

the high-minus-low portfolio. Returns are deflated by wholesale prices. Panel A reports
results using the liabilities to assets ratio as a proxy for leverage, and Panel B reports
results using the ratio of financial debt to assets.

Table 7 reveals two notable patterns. First, returns are, on average, negative during
the inflation, despite the large increase in the book value of equity during this time. Prior
research argues that the poor performance of the stock market during Germany’s inflation
is explained by lower expected future cash flows, including from high expected taxes on
tirms, high uncertainty, and money illusion on the part of investors. Bresciani-Turroni
(1937) argues that investors mistook large nominal capital gains for large real capital
gains. Consistent with this, Braggion et al. (2022) present evidence of money illusion
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Table 7: Stock Returns across Portfolios Sorted by Leverage.

Panel A: Sorting by Liabilities-to-Assets.

Quintile of Liabilities / Assets; ;1 Returny
Liabilities/ Assets; ;1 | Mean S.E. Mean S.E.
1 0.29 (0.01) -36.62  (3.93)
2 0.48 (0.00) -34.45 (3.88)
3 0.58 (0.01) -30.90 (3.82)
4 0.67 (0.01) -30.48 (3.62)
5 0.79 (0.01) -23.92  (3.89)
High-Low \ 0.51 (0.01) 12.70 (4.63)

Panel B: Sorting by Debt-to-Assets.

Quintile of Debt/Assets; ;1 Return;
Debt/Assets; ;1 Mean S.E. Mean S.E.

1 0.34 (0.01) -36.11 (3.93)
2 0.49 (0.01) -35.97 (3.81)
3 0.57 (0.01) 3149 (3.71)
4 0.65 (0.01) -25.79 (3.84)
5 0.77 (0.01) 26.68 (3.82)

High-Low | 0.44 (0.01) 943  (4.58)

Notes: This table presents total returns on five portfolios of nonfinancial firms sorted by lagged leverage.
Panel A uses firm liabilities-to-assets in year t — 1 as the measure of leverage, while Panel B uses debt-to-
assets. Returns are defined as log total returns (times 100) and are deflated by the wholesale price index.
The analysis uses annual data on returns from 1919 to 1923.

among stock market investors during Germany’s hyperinflation.

Second, returns are (almost) monotonically increasing across the leverage portfolios.
The difference between the high minus low portfolio is large (10-13% annual return)
and statistically significant (p-values of 0.6% and 3.6% for panels A and B, respectively).
Figure C.22 plots the cumulative return on the high-minus-low leverage portfolio over
time. The portfolio has significantly positive returns in 1919, 1922, and 1923. Returns are
especially high during 1922-23, when annual inflation surpassed 1000%. The relatively
poor performance in 1921 is puzzling given the high rate of inflation in that year (141%).
One possible explanation is that investors were slow to realize the benefits of high inflation
for highly levered firms, as hypothesized by Modigliani and Cohn (1979).

Table 8 explores the robustness of the relation between leverage and subsequent

returns using linear regressions of the form:

Returnj = vyt + B Leveragej; 1 + €;y. (5)
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We include time fixed effects in all specifications to compare firms within-year.3! Columns
1 and 4 show that there is a robust, positive, and highly statistically significant relation
between both leverage measures and subsequent equity returns during the inflation.
Columns 2 and 5 in Table 8 include industry-year fixed effects, and columns 3 and 6
turther include lagged firm-level controls. The estimate on Leverage;;_; is essentially
unchanged with these controls.

Table 8: Leverage and Stock Returns: Linear Regressions, 1919-1923.

1) (2) 3) 4) 5) (6)
Liabilities/Assets;;_1 19.3*** 17.0%** 227+
(547) (5.89) (6.82)

Debt/Assets; ;1 15.8%**  14.1***  20.4***
(6.11)  (B.27)  (5.72)

Observations 2739 2735 2614 2739 2735 2614

R? 0.71 0.76 0.76 0.71 0.76 0.76

Year Fixed Effects v v

Industry-Year FE v v v v

Firm Controls v v

Notes: This table presents estimates of equation (5). Firm controls are size (log of assets), the share of fixed
assets to total assets, return on assets, and profit margin (EBIT-to-revenue) in ¢t — 1. Robust standard errors
in parentheses. ***, and *** indicate significance at the 10%, 5%, and 1% level, respectively.

The relative outperformance of high leverage firms could be driven by higher prices
or payouts in the form of dividends, depending on whether firms return the unexpected
windfall to shareholders or keep the money inside the firm. Interestingly, we find that
dividend yields decline during the inflation and essentially fall to zero by 1923, as shown
in Figure C.23. Firms keep the money inside the firm, presumably because firms have
better access to stores of value than investors, consistent with the increase in book equity.
That firms reduce, rather than increase, payouts is also consistent with the substantial
real effects of the reduction in real debt burdens.

Nonfinancial firms with higher leverage fare relatively better during the inflation.
By definition, the gain must come at someone else’s expense. Thus, we ask: who loses

at the same time? Nonfinancial firms” equity should have greater positive net nominal

31Results are considerably stronger without a time fixed effect. On the other hand, the estimates are
smaller and usually statistically insignificant when fixing leverage in 1918 or 1919. For the result that high
leverage firms have higher stock returns, resorting firms each year using lagged leverage is important,
especially as most of the excess return for high leverage firms occurs in 1922 and 1923. Note that we avoid
using leverage based on balance sheets from 1923, which are subject to measurement error, as we discussed
in Section 3. Results are also similar if we use leverage from balance sheets only through 1921.
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exposure compared to banks. Nonfinancial firm equity is a levered claim on real assets,
while bank equity is a levered claim on nominal assets. Moreover, banks are exposed to
duration mismatch. Figure C.3 in the Appendix compares the returns on nonfinancial
tirms and banks during the inflation. While inflation was associated with negative real
returns on both indexes, we find that nonfinancial firms performed better than banks.
Altogether, our findings suggest that the inflation redistributed from those that held debt
of nonfinancial firms (such as banks) to equity holders, with equity investors in leveraged

firms benefiting relatively more.

6 Conclusion

This paper examines how inflation transmits to the real economy through a debt-inflation
channel via firm balance sheets. We study Weimar Germany’s big inflation from 1919
to 1923 using newly digitized macro and firm-level data. Inflation led to a substantial
decline in nonfinancial firms’ leverage and interest expenses, resulting in a downward
sloping and convex relation between inflation and firm bankruptcies. Exploiting variation
across firms in initial leverage, we find that high leverage firms saw larger increases
in employment, book equity, and market equity valuations during the inflation. These
tirms also saw larger declines in the share of interest expenses along with an increase in
production expenses. At the same time, we find that prices and wages were adjusted at
shorter and shorter frequencies with rising inflation, consistent with menu cost models.
These results are consistent with the view that the inflation affected real activity through
a debt-inflation channel that can be operative even in the absence of nominal rigidities in
prices and wages.

Our analysis invites questions of external validity. Previous researchers have studied
hyperinflations as extreme events that can provide insights into the workings of inflation
more broadly (e.g., Sargent, 1982).32 The debt-inflation channel may be present during
times of more moderate inflation if debt contracts are nominal, long-term, and denomi-
nated in domestic currency. However, with other debt contract structures, such as floating

or foreign currency debt, inflation would be neutral or even negative for more levered

32The insights that can be gleaned from studying the German hyperinflation, as well as the concerns
about external validity, were perhaps best summarized by Lionel Robbins’s foreword to Bresciani-Turroni
(1937)’s study of the German inflation: “When disturbance takes place, it is sometimes possible to snatch
good from evil and obtain insight into the working of processes which are normally concealed. No doubt
there are dangers here. We must not ignore the possibility that the processes thus revealed are themselves
abnormal. .. We must not infer... that propositions which apply to large inflations necessarily apply, without
modification, to small inflations. But the dangers are clear: it is not difficult to keep them in mind and
guard against them. And the opportunities for fruitful research are enormous.”
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tirms. Moreover, the debt-inflation channel, while still present, may be dominated by
other forces during times of lower inflation. For example, if monetary policy responds
aggressively to rising inflation by raising interest rates and tightening financial conditions,
this can offset the expansionary effects from the reduction in real debt burdens.

Finally, an important caveat is that we have not quantified the full aggregate effect of
the inflation through private-sector balance sheets. We focus on firm debt due to data
availability, but the debt-inflation channel through household debt could also have been
quantitatively important (Doepke and Schneider, 2006; Diamond et al., 2022). Moreover,
we have not estimated the effect of inflation through bank balance sheets and credit
supply, which presumably offsets the expansionary effect of the debt-inflation channel.
We are exploring the impact of the inflation on bank credit supply in ongoing work.
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