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Insights into the international monetary system and effective principles for governing it 
can result only if it is seen as a historical phenomenon; extending from the gold standard 
period to interwar instability, then to Bretton Woods - and finally to the post-1973 period.

How a debt trap in 20th Century Germany led to the 
formation of the IMF and World Bank

World War I and the Treaty of Versailles

The Treaty of Versailles officially ended WWI. The treaty’s so-called “war guilt” clause 
forced the Weimar Republic (modern day Germany) and other Central Powers to take the 
blame for World War I, and for the Weimar Republic to pay punitive reparations to the 
Allies, in particular France. 

Why this series?
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After the war, in 1919, the US (and Britain) suspended the Gold Standard.



3

The Roaring ‘20s

A post-war euphoria was witnessed in the United States - the ‘roaring 20s’ was a 
consumer driven, credit-based economy that led to huge risks being taken in Wall 
Street. Risky loans that were unlikely to be repaid were given out by bankers, so 
that bankers could get rich off the interest paid on the loans. (This is one of the 
ways banks could make money.) Eventually, this bubble burst as debtors (those 
with debts to pay) could not repay their big loans. This culminated in the 1929 Wall 
Street stock market crash, where panic caused a rush to sell stocks and prices of 
stocks then plummeted. 

 

This provoked the Great Depression. A ‘Depression’ means a prolonged period 
of economic contraction. People lost most or all of their savings. Unemployment 
increased and many people had to declare bankruptcy. At this time there was also a 
trade war as the United States attempted to promote its own goods by taxing imports. 
This triggered what is known as a ‘deflationary spiral’. 



Under normal circumstances, having high employment means there is high demand for 
goods and services; high demand keeps the prices of goods high enough for businesses 
to make enough money to stay open. However, in the Great Depression unemployment 
increased, which meant that demand dropped, which meant that the prices of goods had 
to be lower, which meant less income for businesses, which meant less money for wages 
(given that profits support employment), and so on. To make matters worse, with less 
wages, it meant there was less tax going to the government. This meant less money for the 
government to support people and pay for public services. That meant less opportunities 
for employment. In these situations, people tend not to spend money because they are a) 
worried about losing their job and b) watching how prices are dropping and waiting to get 
the best bang for their buck! This further reduces demand.

Watch this video for a thorough explanation.

Unregulated capitalism and greed were held responsible. 

At the same time …

Moving across the water, let’s look at what the Wall Street Crash did to Germany (then called 
the Weimar Republic). Germany was already poor as a result of the punitive reparations it 
was required to give to other countries after WW1 (as enshrined in the Treaty of Versailles). 
This meant they had to borrow lots of money. They borrowed from the USA. The Depression 
had a huge impact on Germany (again, it was then called the Weimar Republic), because 
the US, as it was struggling so much, called in its loans. The reason for the financial collapse 
was Germany’s large pile of foreign debt which was in gold currency. 
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https://www.khanacademy.org/economics-finance-domain/macroeconomics/macro-economic-indicators-and-the-business-cycle/macro-price-indices-and-inflation/v/deflationary-spiral


This forced the government to cut spending, raise taxes, and lower wages in the middle of 
a worldwide recession brought on by the 1929 Crash. The German industry lost finance 
and lowered its production (supply). It had to let many workers go as it couldn’t pay them. 
And as more people became unemployed, the less money they spent (demand fell). This 
then led to prices of goods dropping. Sounds familiar? This was another deflationary 
spiral in action, only this time in the Weimar Republic.

Source: BBC

In three years, German production halved. Thousands of small businesses collapsed 
and unemployment rose to over 6 million. A third of the population had to be supported 
by social welfare. In the face of the Depression, and with German democracy collapsing, 
the German people looked for new solutions.

US calls in loans

Geraman industry loses finance, lowers production, lays off workers

People spend less, prices drop, demand fails

Industry loses more money, lowers production further, lays more workers off

People spend less, prices drop

Depression
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As the political resistance to this austerity policy grew, the German government began to 
question its debt obligations, wondering if it should pay. This prompted foreign investors 
to panic and sell their German assets, further weakening the German economy.

Hitler profited from the crisis, rising to power in 1933, largely because he had been the 
most vocal critic of the reparation regime. As the financial system collapsed, his populist 
attacks against foreign creditors and the alleged complicity of the existing German 
government resonated more than ever with the electorate who were feeling the cold 
wind of austerity policies (cutting spending and increasing taxes).

Perhaps, if those to whom Germany had owed money gave them debt relief, Hitler might 
not have had such an opportunity. In three years, the Nazi Party went from 12 seats in 
the Reichstag to 230 seats in 1932, or 42%. They went into power because of deflation, 
not inflation! 
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The New Deal

Back to the US: The Depression led to massive political change in the USA as Franklin 
D. Roosevelt was elected in 1932. The US came off the gold standard, meaning that 
banknotes could no longer be exchanged for gold - they were no longer ‘fixed’ 
to gold at a ‘fixed’ exchange rate. 

His administration began to implement the ‘New Deal’. This was a 
series of infrastructural reforms, financial regulations, public work 
projects and labour-promoting projects across the US between 1933 
and 1939. There was heavy state involvement, lots of redistribution 
of money to help improve living standards, and generally lots of 
public investment. This has been described as an attempt by capitalist 
leaders to address some inequality issues in order to try to win the 
‘battle of ideas’. It is important to remember that at this time, the Soviet 
Union, which was communist, was very strong.

WWII

Ironically, the war effort in the USA massively transformed the economy, and it was this 
effort that brought the USA out of its depression. Industrial production skyrocketed. 
Many women were brought into the workforce because so many men were fighting in 
the war (look up Rosie the Riveter!). The power and necessity of labour allowed labour 
unions to gain power. What’s more, taxes needed to be raised in order to pay for the war 
effort, so inequality diminished in the USA as those earning higher wages were taxed at 
a higher rate.
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WWII caused a huge shift in wealth and income inequality. “In the face of death, we 
are all equal” (however this was still in a society stratified by race, gender, sexuality 
and other identities). What’s more, power relations changed as governments needed 
to source revenue from many sources, something that was very different in pre-WWI 
aristocratic Europe and USA. The social landscape changed and a benefits system was 
created; public intervention, state support, nationalisation of industry, high taxation of 
property and wealth. Capital, anything that can be privately owned, was restrained, and 
instead of the goal being capital accumulation, now it was the harnessing of capital for 
public benefit. Capital is now seen as something that should be used for the people, not 
something for the rich.
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The Bretton Wood Institutions

After the war, there was literally no functioning global economy, so the Allied nations 
(the US, the UK, France, Canada and Australia) got together to create a new trading 
system and a new monetary system. That monetary system was devised at a three-week 
conference in a town in New Hampshire in the USA called Bretton Woods - hence it 
was called the Bretton Woods Agreement. One of the key elements was that the dollar 
would be pegged to gold at $35 an ounce. Other central banks could exchange the 
dollars they held for gold. So dollars could be exchanged for a value of gold, and this 
was fixed. This is why it is called a ‘fixed exchange rate system’. Every other currency had 
a fixed exchange rate to the dollar, and therefore to gold. The dollar became the global 
currency. Everyone was happy to hold it, in large part because they could exchange it 
for gold if they had any doubts about its value. It was part of the phenomenal recovery 
from the war in Europe and Japan. It also created enormous economic prosperity in the 
U.S. throughout the ’50s and ’60s.

Preceding instability prompted an extensive global political consensus around the need 
for international financial stability. The institutions brought in strict limitations on how 
much foreign currency could be brought into and taken out of a country, as the capital 
flight of foreign assets in Germany compounded the austerity. 

At the end of the conference, the United States dollar replaced the gold standard as the 
global currency, essentially making the United States the most powerful country in the 
world. The IMF and World Bank for Reconstruction and Development (now just called 
World Bank) was set up to monitor this new system.

Bretton Woods
Carrol, New Hampshire, United States
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