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Case Study: Hyperinflation in Germany Between the Wars

(DKent)

Versailles, Reparations, Money Creation, and the Collapse of the Mark

Case Study Focus: Germany’s 1922-1923 hyperinflation shows what can happen when a government faces
heavy obligations, weak tax capacity, political instability, and falling production, then tries to bridge the gap by
creating money faster than the economy can produce goods and services. The result was not simply “higher
prices”; it was the breakdown of money as a reliable store of value, unit of account, and medium of exchange.

Introduction: A Monetary Disaster with Political Roots

When you study inflation, it is tempting to think of it only as a change in prices. The German hyperinflation
after World War I teaches a deeper lesson. Inflation becomes dangerous when money growth is not matched
by real production. Hyperinflation begins when that imbalance becomes extreme, when people no longer trust
money to hold value even from one week to the next. In the classic definition used by Phillip Cagan and later
summarized by Fischer, Sahay, and Vegh, hyperinflation begins when monthly inflation first exceeds 50
percent and ends only after it falls below that threshold for a sustained period.! Germany crossed into that
territory in 1922 and reached its most destructive phase in 1923.

The German case was not caused by one simple mistake. It grew out of the financial legacy of World War I,
the Treaty of Versailles, reparations, domestic political conflict, and a government that lacked the will and
capacity to align its spending with its revenue. The Weimar government was expected to pay external
obligations in gold or foreign exchange, maintain social order at home, support veterans and widows, subsidize
food and employment, and rebuild a defeated economy. Those obligations were larger than the state’s fiscal
base. Rather than solve the fiscal problem through taxes and spending reductions, the government increasingly
relied on borrowing from the Reichsbank and expanding the paper money supply.>

This case study explains how Germany moved from postwar inflation to hyperinflation, why reparations
mattered, why money creation became the government’s escape valve, how ordinary people lived during the
crisis, how employment and production were affected, and what it cost to stabilize the economy. The central
economic lesson is plain: if the quantity of money rises far faster than the production of goods and services,
each unit of money purchases less. When the public expects that process to continue, money loses its
usefulness and the economy begins to reorganize itself around barter, foreign currency, hard assets, and
survival behavior.

Background: Versailles and the Reparations Problem

The Treaty of Versailles did not by itself determine the exact final amount of Germany’s reparations. It created
the legal and political framework. Article 231, the famous “war guilt” clause, made Germany and its allies
responsible for the losses and damages caused by the war; Article 232 narrowed the payable obligation mainly
to civilian damages because the Allies recognized that Germany could not pay the full cost of the war. The
final settlement was assigned to a Reparation Commission. In 1921 that commission fixed Germany’s
obligation at 132 billion gold marks, a number that became a symbol of national humiliation inside Germany.>

A good case study must handle this point carefully. German political rhetoric presented the reparations bill as
impossible and vindictive. Some later scholarship, especially the work of Sally Marks, argues that the formal
headline amount overstated the practical burden because a large part of the total was embodied in “C” bonds
that would not become payable unless Germany proved able to pay. Still, the obligation was politically
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explosive. It required Germany to transfer real resources abroad, either through exports, foreign exchange,
gold, or deliveries in kind such as coal, timber, and industrial goods.* The problem was not merely accounting.
Reparations meant that Germany had to produce more than it consumed and transfer the surplus to foreign
governments while also restoring domestic stability after defeat.

Germany began making payments because refusal carried serious consequences. The 1921 London Schedule
of Payments and the Allied ultimatum made continued nonpayment a threat to German sovereignty. The Allies
could occupy territory, seize customs revenues, or demand goods directly. Germany therefore attempted to
comply through a mixture of tax revenue, borrowing, deliveries of goods, and purchases of foreign exchange.
But the mark was depreciating, and Germany needed hard currency or real goods for external payments.
Buying foreign exchange with paper marks placed additional pressure on the exchange rate. As the mark fell,
imports became more expensive, domestic prices rose, and the government’s real fiscal problem became
worse.’

From Fiscal Deficit to Money Creation

Germany’s hyperinflation cannot be understood without the government budget. During the war, Germany had
relied heavily on borrowing rather than taxation. Defeat left the new republic with debt, veterans’ benefits,
social welfare obligations, demobilization costs, and political pressure to avoid austerity. The new democratic
government also feared that aggressive tax increases and spending cuts could intensify revolution from the left
or nationalist rebellion from the right. Inflation therefore became, in Gerald Feldman’s phrase, part of a
broader political economy of social management: it postponed conflicts that the government did not yet know
how to resolve.

The mechanics were straightforward. When tax revenues were insufficient, the government issued short-term
debt. The Reichsbank discounted government bills and provided credit, expanding the monetary base. As the
supply of paper marks increased faster than goods and services, prices rose. Higher prices then reduced the
real value of taxes collected with a lag. This is one of the cruel fiscal mechanics of high inflation: if the
government collects taxes after prices have already risen, those taxes buy less than expected. The state then
faces a larger real deficit and prints still more money. This feedback loop turns inflation into a self-reinforcing
fiscal crisis.’

The process became more severe after 1922. Confidence in the mark deteriorated, foreign exchange reserves
were strained, and capital fled from the currency. Once people expected the mark to lose value, they tried to
spend it immediately. Households bought goods quickly, firms raised prices preemptively, and workers
demanded more frequent wage adjustments. Velocity increased because money moved faster. That meant the
same money stock could support higher spending and higher prices. Then the Reichsbank supplied even more
money to keep transactions going. In this sense, money creation was both a cause of inflation and an
accommodation of inflation that was already accelerating through expectations and exchange-rate collapse.®

For a macroeconomics student, the equation of exchange is useful here: MV = PY. If output Y is stagnant or
falling while the money supply M and velocity V rise sharply, the price level P must rise. In Germany’s final
hyperinflation phase, production was not expanding enough to absorb the expanding money stock. In 1923,
production actually fell sharply because the Ruhr, Germany’s industrial heartland, was disrupted by foreign
occupation and passive resistance. The country had more paper claims to goods at the same time that fewer
goods were being produced. That is the essential inflationary imbalance.

The Ruhr Crisis and the Final Acceleration

The decisive political shock came in January 1923, when French and Belgian troops occupied the Ruhr after
Germany was declared in default on reparations deliveries. The Ruhr contained much of Germany’s coal, steel,
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and heavy industry. The German government responded with “passive resistance”: workers and firms were
encouraged not to cooperate with the occupying authorities, while Berlin promised to pay wages and support
the region. Economically, this was devastating. The government accepted a large new spending burden while
one of the country’s major productive regions was partially removed from normal production.’

This was the moment when the gap between money and production became catastrophic. The state created
money to pay workers who were not producing, to subsidize firms that were not operating normally, and to
maintain political resistance against the occupation. Meanwhile, coal and industrial output fell, tax revenue
weakened, imports became more expensive, and public confidence in the mark collapsed. The more the
government printed, the less each mark was worth. The less each mark was worth, the more marks the
government needed to print. Sargent’s data show the extraordinary scale of the price explosion: the German
price index that stood in the thousands in 1922 rose into the millions, billions, and then trillions by late 1923.1°

At the peak, prices could change within hours. Money wages rose, but prices often rose faster. Firms and shops
struggled to quote prices because the mark changed value before transactions could be completed. Workers
sometimes received wages more than once a day and rushed to spend them before they lost value. The
currency no longer performed its basic social function. It did not reliably measure value, preserve value, or
settle obligations. It became a wasting asset.

Daily Life: How People Lived During Hyperinflation

The human experience of hyperinflation was uneven. It did not hurt everyone in the same way. People who
held cash, savings accounts, fixed pensions, insurance policies, or government bonds were punished severely.
Their claims were written in nominal marks, and nominal marks became nearly worthless. Middle-class
households that had spent decades saving found that thrift no longer protected them. Pensioners, widows,
salaried employees, and people living on fixed incomes were among the most vulnerable because their
incomes could not adjust fast enough.!

Life became a race against depreciation. A paycheck was not a promise of purchasing power; it was a
temporary ticket that had to be exchanged for goods quickly. People bought durable goods, food, coal,
clothing, and foreign currency whenever possible. Barter became more common. A person with cigarettes,
bread, coal, shoes, or dollars might have more economic power than a person with a large pile of paper marks.
The economy did not stop, but it became less efficient and less civilized. Instead of planning, saving, and
investing, people spent time searching for goods, negotiating informal trades, and protecting themselves from
monetary loss.

Employment conditions were also complicated. During the earlier inflation, some businesses with debts
benefited because inflation reduced the real burden of what they owed. Recent research by Brunnermeier,
Correia, Luck, Verner, and Zimmermann shows that firms with more nominal liabilities saw larger reductions
in real debt burdens and, in some cases, higher employment during the inflationary period.'? This is an
important nuance. Inflation can temporarily help debtors and some employers by eroding real liabilities. But
by 1923 the hyperinflation had become so extreme that the broader economy could not function normally. The
Ruhr crisis reduced production, and stabilization later exposed unemployment that inflation had temporarily
hidden.

Workers did not experience the crisis simply as unemployment or employment. They experienced insecurity.
Wages were renegotiated frequently, unions pushed for indexation, and employers faced uncertainty over
costs, prices, and credit. Real wages could fall even when nominal wages exploded. Farmers and shopkeepers
often preferred goods or stable currency to paper marks. Landlords, creditors, and bondholders saw wealth
evaporate. Debtors, including some businesses and property owners with fixed-rate loans, gained.
Hyperinflation therefore redistributed wealth in arbitrary and socially corrosive ways. It rewarded some
borrowers, punished savers, and made economic outcomes seem disconnected from work, thrift, or merit."

3
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When Money Fails: The Ruin of the Economy

By late 1923 Germany’s crisis had passed beyond ordinary inflation. The economy was not merely
experiencing rising prices; it was losing the institutional basis of exchange. A modern economy depends on
contracts, accounting, credit, wages, and taxes being stated in money that people trust. Hyperinflation
shattered that trust. A price written in the morning could be meaningless by afternoon. Taxes assessed in paper
marks were obsolete by the time they were collected. Long-term lending became almost impossible unless
indexed to stable value. Business planning shortened to days or hours.

The government also lost credibility. A state that pays its bills by destroying its currency is, in effect, taxing
the public through inflation. But this inflation tax becomes less effective as people stop holding money. In the
early stages, printing money can extract real resources from the economy because people still accept and hold
the currency. In hyperinflation, people reject the currency as quickly as possible, so the government must print
vastly more money to obtain the same real resources. This is why hyperinflation is both a monetary crisis and a
fiscal crisis.'*

The political consequences were severe. Hyperinflation deepened resentment against the Weimar Republic
because the republic appeared unable to defend national dignity, protect savings, or provide economic order.
The crisis did not mechanically cause the Nazi seizure of power a decade later; the Great Depression and the
political failures of the early 1930s were more immediate causes. But hyperinflation helped delegitimize
democratic government, radicalized portions of the middle class, and gave extremist movements a powerful
story: the republic had betrayed the nation and ruined honest citizens. In November 1923, as the currency
crisis reached its peak, Adolf Hitler attempted the Beer Hall Putsch in Munich. The putsch failed, but the
moment revealed how economic collapse could become political opportunity.'s

Stabilization: What It Cost to Correct the Crisis

Germany stabilized the mark only after changing the rules of the game. In September 1923 Chancellor Gustav
Stresemann ended passive resistance in the Ruhr. This was politically painful because many Germans saw
passive resistance as a defense of national honor. But economically it was necessary. The government could
not continue paying people not to produce while printing the money used to pay them. Ending passive
resistance reduced a major source of deficit spending and signaled that the government would no longer
finance unlimited resistance through the printing press. !¢

The second step was currency reform. In November 1923 Germany introduced the Rentenmark. It was not
backed by gold in the ordinary sense; instead, it was backed by mortgages on agricultural and industrial
property and, more importantly, by a strict limit on issuance. One Rentenmark equaled one trillion old paper
marks. The exact backing mattered less than the credible limit on money creation and the government’s
willingness to stop automatic monetary financing. A new currency can work only if people believe that the old
behavior will not continue under a new name. "’

The third step was fiscal reform. Germany had to reduce deficits through spending cuts, layoffs of public
employees, improved tax collection, and more realistic fiscal administration. These measures carried social
costs. Stabilization meant that the government could no longer hide conflict by printing money. Workers,
firms, and public employees now faced the real limits that inflation had disguised. Unemployment rose during
the transition, many households remained impoverished, and some firms that had survived under inflationary
credit conditions struggled in a harder monetary environment. '$

The fourth step involved the reparations settlement. The Dawes Plan of 1924 did not eliminate reparations, but
it reorganized annual payments, helped restore international confidence, and opened the way for foreign
lending, especially from the United States. This helped Germany recover in the mid-1920s, but it also created
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vulnerability. A recovery financed by foreign short-term capital can reverse quickly if international credit
conditions change. That vulnerability became painfully important after 1929.

The cost of correcting hyperinflation was therefore not limited to printing a new currency. Germany had to end
a politically popular resistance policy, accept austerity, rebuild taxation, restore central bank credibility,
renegotiate external obligations, and tolerate the unemployment and bankruptcies that stabilization revealed.
The cure was necessary, but it was not painless. Hyperinflation had allowed Germany to postpone hard
choices; stabilization forced those choices back into the open.

Economic Lessons for Inflation Analysis

The German case is valuable for a macroeconomics course because it connects theory with lived experience.
First, inflation is not simply a matter of greedy sellers or bad luck. Relative prices can rise for many reasons,
including supply shocks, but sustained general inflation requires a monetary and fiscal environment that allows
total spending to outrun real production. Germany’s 1923 collapse illustrates the extreme version of this
principle: the government created money claims far faster than the economy created goods and services.

Second, expectations matter. When people believe money will lose value, they reduce money holdings, spend
quickly, and demand higher nominal payments. This increases velocity and worsens inflation even before new
money fully circulates. Third, inflation redistributes wealth. Debtors may gain, creditors and savers lose, and
fixed-income households can be devastated. Fourth, inflation can temporarily conceal real problems. It may
keep some firms alive, reduce real debt burdens, and postpone unemployment. But once confidence breaks,
inflation stops being a cushion and becomes a solvent that dissolves the economy’s institutions.

Finally, stabilization requires credibility. A government cannot restore money simply by announcing a new
currency. It must convince the public that deficits will no longer be monetized, that the central bank will no
longer supply unlimited credit, and that the fiscal system can fund the state without destroying the currency.
Germany achieved stabilization in late 1923 and 1924 because monetary reform, fiscal reform, political
decisions, and external renegotiation arrived together.

Summary of Consequences

Germany’s hyperinflation was a social, economic, and political disaster. It destroyed the savings of households
that had trusted the mark. It punished pensioners and salaried workers whose incomes lagged behind prices. It
rewarded some debtors and speculators in ways that seemed unfair to those who had behaved prudently. It
shortened business horizons, weakened credit markets, disrupted production, and made ordinary exchange
costly and uncertain. Most importantly, it damaged trust: trust in money, trust in contracts, trust in
government, and trust in the democratic institutions of the Weimar Republic.

The crisis also left a powerful historical memory. Germans learned that price stability was not a technical issue
reserved for bankers; it was a condition for social order. Yet the lesson must be stated carefully. Reparations,
Versailles, the Ruhr occupation, and political conflict all mattered. The final economic mechanism, however,
was the imbalance between money and production. The state issued claims on goods that the economy was not
producing in sufficient quantity. As confidence collapsed, people tried to escape money itself. The result was
hyperinflation: not merely rising prices, but the near destruction of money as an institution.

For your study of macroeconomics, the German case provides a warning and a framework. The warning is that
governments cannot print real resources into existence. The framework is that inflation must be studied
through the connection among fiscal policy, monetary policy, production, expectations, and credibility. When
those elements break down together, inflation can become more than an economic problem. It can become a
crisis of society itself.
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Key Chronology
Year/Date Event and Economic Significance
Treaty of Versailles creates the reparations framework and
1919 transfers the question of final payment amounts to the
Reparation Commission.
London Schedule fixes reparations at 132 billion gold
1921 marks, with complex bond categories and payment
obligations.
July 1922 The inflation enters its hyperinflation phase as

expectations and the exchange rate deteriorate sharply.

January 1923

French and Belgian occupation of the Ruhr triggers
passive resistance and sharply worsens fiscal deficits and
production problems.

November 1923

The Rentenmark is introduced at one trillion old paper
marks to one Rentenmark; strict limits on issuance help
restore confidence.

1924

The Dawes Plan reorganizes reparations payments and
improves access to foreign credit, supporting recovery but
increasing dependence on international capital flows.
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