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    Introduction




     




     




    The invention of bitcoin has kindled interest in monetary history, offering people a historically unparalleled opportunity to experience firsthand the transformative potential of upgrading monetary technology. In 2018, I published The Bitcoin Standard, a book that focused on monetary history and monetary economics, explaining the problem of money over millennia in order to illustrate bitcoin’s true potential and historical significance. In 2021, I published The Fiat Standard, which also focused on monetary history and economics to explain the functioning of fiat money and its far-reaching implications. In 2023, I published Principles of Economics, a book that explained the economics of human action and detailed how civilization emerges from the cooperation of individuals. All three books offered readers a departure from the usual approach of modern economics books, in that they challenged the inevitability and desirability of government-controlled money and illustrated its many devastating impacts on individuals and society. A central theme through all three books is that human civilizational progress is inextricably linked with the hardness of our money: the harder the money is to make, the less its supply will increase over time, the better it will hold its value, and the more it will allow its holder to provide for the future more effectively, decreasing the uncertainty surrounding the future, and causing us to discount the future less. In other words, hard money makes us more future-oriented, lowering our time preference, which is what initiates the process of civilization. As we increasingly value the future more, we defer immediate gratification in favor of long-term rewards. We save our resources for the future and invest them to increase our productivity. We control our base instincts and passions, subduing them to our reason, which calculates what is in our long-term interest. We cooperate and resolve differences peacefully because we recognize that the long-term benefits of peaceful cooperation far outweigh the short-term advantages of aggression. We engage in trade and build a highly sophisticated division of labor. If practiced over generations, this process of civilization manifests as a continuous increase in the material well-being of a society, with each generation living better than the previous generation.




    The obverse is also true, unfortunately. The easier money is to produce, the more its supply increases and its value declines over time, the less it will allow us to provide for our future selves, increasing the uncertainty surrounding the future, and causing us to discount the future more. In other words, easy money makes us more present-oriented, raising our time preference, which is what destroys the process of civilization. As we discount the future more, we consume our resources with little regard for the future. Saving and capital investment decline. We are more likely to act to satisfy our present urges at the expense of our future well-being, since it matters increasingly less. We are less likely to cooperate and resolve differences peacefully, which compromises our division of labor and, in turn, our productivity. Much of the history of the past century has reflected this civilizational decline. The collapse of society witnessed under hyperinflation is just a faster and more noticeable version of the same process that slow fiat inflation brings about.




    A contentious thesis for many, yet one that has found support among a growing worldwide readership with more than a million copies sold across 39 languages. I believe much of the books’ success is due to their ability to explain to readers many of the phenomena they experience as they use different forms of money. The more I wrote and spoke about the impacts of money on time preference, the more stories I would hear from readers and listeners about their own personal experiences with inflation and how moving to bitcoin helped them become more future-oriented, as well as their countries’ experiences with inflation and hyperinflation through the century of fiat money. Everywhere, there are countless stories to tell of how the destruction of money leads to the destruction of economic security and the destruction of civilization.




    Pervading all three of my books is a deep sense of historical regret over a world that could have been—a world where money escaped the grip of the state, was chosen freely on the market, and constantly increased in market value, allowing savings, protecting from government and central bank debasement, and limiting government power by restricting its funding to transparent taxation. Countless times when examining one particular aspect of fiat’s devastation of humanity, I would find myself wondering how different things could have been, how much prosperity was lost, and how much human suffering could have been averted. For years, I have found myself drifting off into lengthy thought experiments around the question: What would the twentieth century have looked like on a hard money standard? We can see how consequential the reduction in the value of money is in episodes of hyperinflation, high inflation, and even low inflation. We can see the impact upgrading from easy money to harder money has on individuals, as the stories of bitcoiners attest. And we can see how hard money is already showing signs of transforming President Nayib Bukele’s El Salvador. Every time I observe one of these phenomena, I wonder how different the world would have been in the past century had it used hard money. In many interviews, I would be asked such questions and I would find myself overflowing with ideas for answers, my mouth unable to articulate them at the rate at which my mind produces them. That feeling is what puts fire in my fingers and gets them itching to pound them into my keyboard, systematically exploring and elaborating on them, culminating in the production of a book.




    It would have been a natural continuation of my first two books on bitcoin and fiat to complete the series by writing a new book stretching back further in time to study the gold standard, its workings, and the implications for society. However, that book was already written in 2001 by the late Swiss banker Ferdinand Lips, under the title Gold Wars: The Battle Against Sound Money As Seen From A Swiss Perspective. That book was one of my inspirations for writing The Bitcoin Standard, and I learned a lot from it; most of its important ideas have already been reflected in my three books. A more interesting question was to examine the failings of the gold standard and why it was replaced by fiat money. There were many imperfections in the gold standard during the nineteenth century. Even at its best, it fell short of the ideal form of a gold standard in which all monetary instruments are backed by 100% of their face value in gold in the vaults of the issuer. The classical gold standard still allowed for the creation of money and credit far in excess of the amount of gold held in reserve. What would happen if we had a perfect gold standard? What would the world look like if no entity were capable of creating money without opportunity cost? This question, along with the question of what the twentieth century would have looked like on hard money, inspired the writing of The Gold Standard.




    This book builds upon the ideas from my three previous books on the importance of monetary soundness and applies them to a series of elaborate questions: What would the world look like if we had a gold standard in the twentieth century? What if, instead of downgrading from an imperfect gold standard to the catastrophic fiat standard at the beginning of the twentieth century, the world had upgraded to a better gold standard? Given everything we know about the impact of hard money, just how different would a hard money twentieth century have been? What would life be like with constantly appreciating money and declining prices? What would have happened if governments had not financed themselves through inflation in the last century without accountability? How much less blood would have been shed had governments had to fight their wars with their own treasuries without having recourse to inflation to rob all their citizens? How would living standards and wages change? How would the state and banking have evolved? What would have happened to education, technology, politics, and our production of energy?




    The Gold Standard attempts to answer these questions with a fictional economic history of an alternative twentieth century in which the fiat money experiment fails in 1915. Since money is pervasive in all aspects of life, I endeavoured to make this as realistic as possible. Rather than simply assuming the monetary system I want and shaping the world around it, I chose to construct a history that could have conceivably led to this monetary transition taking place, thereby producing realistic historical developments throughout the century. When considering scenarios for an alternative history, there are many historical junctures where an author could take the liberty of choosing a different outcome from reality, thereby changing history. Franz Ferdinand’s assassin’s gun could have jammed, and the conflict between Serbia and Austria would have been averted, preventing the snowball of war that was to consume the planet. Austria’s old Emperor Franz Joseph could have easily died a week before his crown prince nephew, Franz Ferdinand, traveled to Bosnia, making him emperor and potentially preventing his modernizing influence from causing conflict with Serbia and Russia altogether. However, such simple changes do not address the underlying historical and economic factors that led to the war, and thus would not offer a convincing rationale for the fundamental historical change. The same governments and central banks that went to war in 1914 could have gone to war a few years later with similar consequences. It was essential for me to alter a fundamental aspect of the monetary technology of the time to make this story engaging and realistic. Economists of the Austrian school have long emphasized the pivotal role entrepreneurship plays in changing history, and since this is an Austrian economist’s book, I chose to make it a work of entrepreneurial fiction. It is an entrepreneur who creates a business that causes the world to undergo significant change, and the business idea draws inspiration from the creation of bitcoin, exactly 100 years later. In essence, this book asks: What would have happened if something like bitcoin had existed in 1911?




    The fork in reality from which this book originates begins in February 1910, with an imaginary letter that was to advance the development of the aviation industry in the following years. A few entrepreneurs established an airplane-based international gold clearance service in 1911, and it would have a drastic impact on the world in 1915, during the war. Outside of the aviation industry, all of the world’s major events remain the same in this story until September 1915, when the fiat money experiment fails and our alternative history begins in earnest. The years 1914–15 were of extraordinary historical importance, as they gave birth to the monetary system and world order in which we live today. By introducing developments that are not entirely outlandish to the aviation industry, this book derails the fiat money experiment in its infancy and strangles the fiat century in its crib, inviting you, dear reader, to teleport yourself via the power of imagination to this alternative world and think deeply about what it would have looked like.




    When considering how best to write this thought experiment, I had considered writing a fictional novel, a history book that’s partly factual and partly imaginary, and a fictional economics textbook. Each of these three forms of writing would have been ideal for some part of the thought experiment but would have been too cumbersome and unworkable for all of it. The history book can explain the political and economic realities of the world in the early twentieth century, which is essential for playing out the thought experiment for the century. The novel is a good tool to introduce and explore the technological and entrepreneurial story that changes the course of history by focusing on the pivotal individuals involved. The economic textbook can provide an overview of the economic history of the alternative twentieth century. But each of these tools has its limitations. It would not have been very engaging to study the economics of the twentieth century through a fake history book that takes the reader through fake historical events with anything close to the level of detail needed to explain real historical events, and I even think it would have been disrespectful to the reader’s time to spend too much time dwelling on fake history, when the point is to get to the economics. Nor could the economics of the twentieth century have been fruitfully explained through a novel playing out over a century. An economic history book would not have been able to construct an elaborate and realistic story for why history changed in 1915, without getting into the personal stories of the pivotal individuals in the same way a novel can.




    After much thought and consideration, my independent publisher self granted my author self the permission to do something strange, which, to my knowledge, has never been tried before: write a book that’s a mix of a novel, a history book, and an economics textbook. I hope the reader appreciates the variety!




    The book is divided into five Parts. They are constructed as follows:




    Part I: The Old World




    Based on real-world history, covering events up to September 1915. All the facts presented here are historically accurate in our real world, to the best of my knowledge. Some of these facts may appear made-up and outlandish, but they are real.




    Part II: Capital Flight 




    The story transitions to an alternative history of aviation, which begins in February 1910, and leads to a different outcome for World War I and the rise of a new world order. Events in this section are almost entirely fictional.




    Part III: The Modern World




    Examines how a modern gold standard would work and how states and banks might have evolved in this alternative timeline. This part contains a mix of real historical events, which are things that happened before September 1915, and fictional events, which happened after that date.




    Part IV: The Century of Affluence




    Explores changes in living standards, energy, technology, society, and education over the twentieth century under the gold standard.




    Part V: Postscript from Fiat World




    This final section overviews the story and timeline of the previous chapters, providing commentary from the perspective of our real world, comparing the economic outcomes of this thought experiment to our fiat world.




    
IMPORTANT NOTES:




    All historical events happening before September 1915 are real, and all events happening from September 1915 onwards are fictional. Events in the history of the aviation industry are an exception, as these are real up to January 1910 but fictional from February 1910 onward.




    All referenced quotes are genuine quotes by the quoted person. All quotes without references are fictional. 


  




  

    PART I




     




    THE 
OLD 
WORLD




    This part of the book is based on real history, and events here are real. The alternative history begins in Part II.


  




  

    I.




    The Classical Gold Standard




    Gold is the money of kings, silver is the money of gentlemen, barter is the money of peasants, and debt is the money of slaves.




     




    To understand the economic history of the twentieth century, we must first examine the monetary system that dominated at its inception. The classical gold standard era, from 1873 to 1914, represented the first time since antiquity that Western civilization was using the same monetary standard. And given European industrial and economic advancement over the rest of the world, by the end of the nineteenth century, the classical gold standard had arguably extended to the whole planet, as most of the world was now using gold as money, or gold-backed currencies, while only a few governments still clung to the silver standard and became increasingly marginalized economically, with the largest capital holders in their territories shifting to gold.




    Why Gold?




    But why did money concentrate in gold and silver, and then gold alone? The answer can be best understood with reference to these metals having the lowest growth rate of their stockpiles. A detailed study of monetary history shows that, at any time and place, whatever is used as money is whatever fungible, divisible, groupable, and transportable good happens to have the lowest stockpile growth rates. For instance, pre-industrial societies used seashells that were very hard to find. Societies that had not invented glass production used imported glass beads as money. Islands that had no limestone used limestone as money, because limestone could only be obtained at great risk and cost from other faraway islands, making their supply difficult to increase. Prisoners use cigarettes as money because they usually cannot be manufactured in prison, and getting new ones is difficult. As metallurgy began to spread, metals proved remarkably suited for serving as money, as they were fungible, divisible, groupable, and transportable. Iron, copper, silver, and gold had all been used as money, but over time, the first three metals gradually lost their monetary role to gold, the hardest-to-make monetary metal, because their supplies could be increased at rates faster than that of gold’s supply.




    It is remarkable that the rise of the gold standard did not occur through the efforts of any conscious designer or government mandate. The majority of the world had dealt with gold, silver, and copper as money for centuries. There was no international treaty between governments that would give gold monetary primacy and mandate the demonetization of silver. Individual governments had usually sought to maintain the monetary role of silver alongside gold, but they were powerless to do so in the face of overwhelming monetary incentives shaped by technological reality. Gold kept growing in prominence, and governments’ regulations either facilitated its wider adoption to the benefit of their people, or impotently attempted to stymie its growth at the expense of their people’s economic well-being.




    Whether it was through rational consideration leading people to abandon alternative moneys for gold or through the holders of these moneys bleeding wealth to supply inflation far faster than gold holders, the end result has been the same everywhere in the world: the vast majority of wealth was concentrated in the hands of the holders of the monetary good that was the hardest to produce and had the lowest liquid stockpile growth rate.




    Gold is distinct from the three other monetary metals in that it is chemically stable and practically impossible to destroy. It is the only one of these metals that does not corrode, disintegrate, rust, or tarnish. This means that all the gold humanity has produced over thousands of years remains available today, used as gold. Whereas the other metals’ stockpiles are constantly disintegrating, gold’s stockpiles just continue to grow. This means that, at any given time, the liquid stockpiles of gold held by people worldwide are orders of magnitude larger than any year’s production. Data from the past century indicates the annual production of gold is usually in the range of 1.5%–2% of total stockpiles. Even if production were to increase through large discoveries of gold or increases in the productivity of mining processes, the increased supply growth rate will be transitory and self-defeating, as it is added to the existing stockpiles, making the denominator in the supply growth rate larger, bringing the supply growth rate down. Since silver, copper, and iron are constantly being consumed and ruined, their fungible liquid stockpiles are constantly declining, resulting in new production constituting a larger fraction of existing stockpiles as production becomes more efficient and as industrial uses increase.1




    From the most primitive seashell to the most sophisticated modern gold bank, the choice of monetary medium has always been one determined by the market and subject to the iron forces of economic incentives. Governments enforced the market’s choice, benefitting from obeying it and suffering when opposing it. By the start of the nineteenth century, money was gold and silver virtually everywhere, iron had lost its monetary role long ago, and copper’s monetary role was confined to increasingly inconsequential small change. For millennia, under what came to be known as bimetallism, governments would mint gold and silver into fixed-weight coins and put their imprint on these coins to make them fungible and easy to trade, obviating the need for weighing and measuring irregular chunks of gold and thus making trade easier and less costly. However, the variations in the price of gold in relation to silver created a problem for monetary authorities, who would have liked to fix the price between their silver and gold denominations to facilitate trade, but the vagaries of supply and demand constantly shifted the price away from the desired fixed ratio.




    Bimetallism and Its Discontents




    The classical gold standard emerged from the increasingly unworkable nature of the bimetallic monetary system that had dominated the world for millennia. Both gold and silver were used as money. Gold’s higher value per unit of weight gave it the leading role for larger transactions, whereas silver’s lower value made it the dominant choice for lower-value transactions. The gold-­silver ratio, which measures how many ounces of silver one needs to purchase an ounce of gold, has changed significantly throughout history, but nothing like its changes in the last century. Before 550 BC, we have records of the ratio varying between as little as 2 and as high as 21. Around 1000 BC the price was 3 in ancient Egypt thanks to the abundance of gold in the Nubian mines. In Phoenicia around 800–600 BC, the ratio was around 8 to 12. In the Levant, it was around 6 to 7; and in Mesopotamia and Anatolia, around 8 to 10. In the 7th century BC, the price in Persia was at 13 to 1. In Ancient Greece, the price was around 10 in the 4th Century BC. In the Roman Empire, Emperor Augustus fixed the price at 12 to 1 in the year 23 BC.2 The debasement of the silver denarius led to the rise in desirability of gold and the rise of the GSR to 14 to 18, but the restoration of the Roman Empire in Constantinople led to the decline of the ratio to the range of 12 to 14. In the Islamic world, the ratio was closer to 10 to 15 from the 7th century AD, and under the Ottomans, from 1500 onward, the ratio was around 12 to 15. Medieval Europe saw silver appreciate to as little as a 9 to 4 GSR after the Black Death, but the ratio returned to the 12 to 15 range. The influx of silver from the new world to Europe around 1500–1800 stabilized the ratio around 15.3




    As global trade became more advanced, cheaper, and widespread, the price harmonized globally. By the 17th century a global steady price of approximately 15 prevailed in the majority of the world’s major markets and economies. But then, in the nineteenth century, modern banking, banknotes, checkbooks, the telegraph and train, making trade more efficient, all conspired to undermine silver’s monetary role. But the market rate had remained fixed around 15 because of many governments imposing that rate.




    The intractable problem of bimetallism was that, being market goods, silver and gold would fluctuate in value as a result of variations in supply and demand conditions, causing them to diverge from any fixed exchange rate monetary authorities would set between their two denominations. If the exchange rate was set between the two and then the price of silver rose, the government’s monetary standard presented an opportunity for arbitrage: any citizen could acquire gold coins and exchange them at the mint for silver coins at the fixed rate set by the government. In effect, the citizen was getting cheap silver from the government, which he could then export abroad and sell for gold at the prevailing foreign market rate, thus obtaining a larger quantity of gold than he had started with. By fixing the exchange rate, governments would necessarily undervalue one of the metals as soon as the market exchange rate between them moved slightly, which would drive the undervalued metal out of its borders and flood its markets with the overvalued metal.




    It was through the process of bimetallic arbitrage that the classical gold standard emerged, thanks to the genius of the great English physicist Isaac Newton. Having dedicated his life to alchemy and developing a deep understanding of the processing of precious metals, Newton was appointed the warden of The Royal Mint. He set the bimetallic ratio to undervalue silver, as in the example above, which led to silver leaving Britain and gold flooding in. Newton described this process in a report to the Lords Commissioners of His Majesty’s Treasury on 21 September, 1717.




    And according to this rate [in England], a pound weight of fine gold is worth Fifteen pounds weight six ounces seventeen penny weight & five grains of fine silver … Gold is … in Spain and Portugal of Sixteen times more value [than] Silver of equal weight and allay … In France a pound weight of fine Gold is [reckoned] worth Fifteen pounds weight of fine Silver … In China and Japan one pound weight of fine Gold is worth but Nine or ten pounds weight of fine Silver; & in East India it may be worth Twelve … And it appears by experience as well as by reason that Silver flows from those places where its value is lowest in proportion to Gold, as from Spain to all Europe & from all Europe to the East Indies, China & Japan; & that Gold is most plentiful in those places in which its value is highest in proportion to silver, as in Spain and England.4




    By this overvaluation of gold compared to the global markets, Britain was effectively on a gold standard, with silver progressively marginalized, until 1816, when the Coinage Act defined the pound in terms of gold and prohibited the use of silver for transactions larger than 40 shillings. As silver continued to decline in value compared to gold, the British people’s money and wealth appreciated, as did the Spanish people’s wealth, while countries on silver became poorer through their money’s devaluation. Asian countries were harmed over the coming decades by their overvaluation of silver. They lost their gold and accumulated a significant amount of silver, whose supply increased at a higher rate than that of gold; as a result, it subsequently lost value in relation to gold, particularly after 1870. It is impossible to understand the economic supremacy of Europe over Asia during the nineteenth and early twentieth centuries without this monetary context.




    There are important technological factors to which the decline in silver value can be attributed. Increased productivity, specialization, and division of labor meant people were engaged in more trade, and physical coins became increasingly inconvenient for an increasing number of trades. Coins are inconveniently expensive to divide into precise quantities for trade. It was far easier to use paper notes backed by physical money, as these are lighter, cheaper to transport, less conspicuous, and more easily exchanged for smaller or larger denominations. Paper receipts for physical money became an increasingly common medium of exchange, obviating the need for holding physical money and increasing demand for holding gold in bank vaults while its receipts circulated.




    Facilitated by the rise of industrial engines and electricity, the speed and distances at which trade takes place increased beyond the capacity of physical money to move with every physical trade. This led to a significant rise in reliance on banking institutions, with checks and bank transfers accounting for a progressively larger percentage of total trades. As these transactions all took place on bank balance sheets, there was little incentive to hold the easier silver money for conducting them, and demand for silver continued to decline compared to demand for gold. The market value of cash balances in gold continued to grow while balances in silver stagnated or declined. The greater the cash balances in a particular market good, the more significant its monetary role. Money, after all, is the good with the largest cash balances, and people spend as money the goods in which they have large holdings.




    If silver’s monetary role had relied on its lower value, making it more convenient for small transactions, paper and credit money obviated that role. Why use paper backed by silver for small denominations when you could just as easily use paper backed by gold, which holds its value better? Further, using the same metal for large and small transactions meant no fluctuating exchange rate between moneys. No longer were kings and nobility the only ones who could afford gold as their money; everyone could hold gold in the form of small-denomination paper backed by gold. The hardest money in the world became increasingly available to more and more people worldwide.




    While the demise of silver was a centuries-long process driven by economic incentives, the decisive event that ended silver’s monetary role was a clear historical moment: the Franco-Prussian War of 1871. At the end of the war, France was on a bimetallic standard of gold and silver, while newly united Germany was the world’s largest silver-standard industrial economy. It was obvious that silver was declining, and Germany astutely seized the opportunity its victory presented by taking its indemnity from France in gold and using that gold as the new basis for its monetary cash balances. After officially adopting the gold standard in 1873, Germany experienced remarkable economic growth over the following decades, while silver’s gradual decline accelerated. Also in 1873, the United States Congress passed the Coinage Act, which ended the minting of silver into monetary coins by the United States Mint and effectively put the US on a gold standard. In 1900, the Gold Standard Act legally defined the dollar as 23.22 grains of fine gold and formalized the gold standard explicitly.




    The Latin Monetary Union (LMU) was a monetary coinage convention adopted in 1865 between Belgium, France, Italy, and Switzerland to standardize the denominations of coins across these countries and their precious metal content. Greece joined in 1867, and many countries and colonies adopted all or some of the coin specifications without formally joining the LMU. The LMU specified the exchange rate between its members’ silver and gold coins, making the two metals interchangeable at a price of 15.5 ounces of silver per ounce of gold. But in the wake of the American and German switch to the gold standard, the price of silver plummeted, making the LMU’s gold/silver price unsustainable. Citizens of LMU countries could purchase silver and send it to the local mint to make coinage, and then convert that coinage to gold at the specified rate. Since the rate overvalued silver, they would end up with more gold than the amount they had used to purchase physical silver. This profit came at the expense of the government’s mint. The LMU de facto switched to a gold standard in 1873, then formally limited the minting of silver coins in 1874. With the price continuing to decline, the LMU suspended minting silver coins completely in 1878.5




    With Germany, the United States, France, Italy, Switzerland, Belgium, and Greece all practically going on a gold standard in the 1870s and joining Britain, Holland, and Sweden, the vast majority of the world’s economic output and trade was now gold-based. This era also marked the emergence of economic globalization. Even countries that weren’t formally on a gold standard used gold extensively in trade. Anyone, anywhere, could now trade with anyone, anywhere, using the same monetary unit, with no concern for exchange rate fluctuations or monetary instability. A gold coin could travel the world, and banks based on gold built ever-widening settlement and clearance networks, facilitating ever-cheaper trading by crediting transfers and settling them collectively with periodic rebalancing. This resulted in an unparalleled economic boom that was to last for decades, though it was punctuated by frequent severe financial crises. When goods flow peacefully across borders, bombs and armies become far less likely to cross them, and the end of the nineteenth century was relatively peaceful, although it too was punctuated by crises. After the Franco-Prussian War of 1871, there were no wars pitting the major European powers against each other except the Turkish-Russian war of 1877–78, but imperial ambitions meant a constant threat of major conflicts breaking out.




    The Classical Gold Standard’s Achilles’ Heel




    However, the classical gold standard had a major problem that prevented it from functioning optimally in its ideal form: the incessant extension of bank credit without corresponding savings. In 1912, at the young age of thirty, the Austrian economist Ludwig von Mises wrote The Theory of Money and Credit, which astutely identified the root of, and the enormous implications of, the problems with the classical gold standard. Mises identified two types of credit issued by banks. The first was commodity credit, which is credit for which the bank has full backing in terms of savings at the bank equal to the entire sum of the loan, and which is deposited for the entire duration of the loan. The second was circulation credit, where the bank has no savings matching the loan’s sum and duration.




    Should there be a discrepancy between the quantity of credit the bank borrows and the quantity it lends, or a discrepancy between the maturity dates, then the bank is no longer engaged in lending commodity credit, but rather in circulating credit. In this case, the bank is not merely transferring the money of savers to entrepreneurs; it is issuing credit that is being used as money, effectively inflating the money supply and causing substantial consequences.




    Money, Mises explained, is unique in that it is the one good that is obtained purely to be exchanged for something else. It is not consumed, like consumer goods, nor is it used in the production of other goods, as capital goods are. Since its sole purpose is to be passed on and it performs no physical function for its owner, a claim on it, or a substitute for it, is capable of playing its role in a way that cannot be played by any substitute or claim on another consumer or capital good. A voucher for a steak cannot be eaten, and a receipt for a machine cannot produce the goods that the machine produces, but a receipt for money can be used to settle payment just like the money itself.




    Due to the unique nature of money, monetary substitutes can apparently serve the functions of money. They can be acquired and spent as payment for goods or services without having to be redeemed for money at the issuing bank. The banknotes or bank accounts that the bank issues as circulation credit are themselves the medium of exchange, without requiring redemption for money. By producing credit and paper without full backing with savings, banks and central banks were effectively creating new money to add to the money supply. Even though the entire reason gold was money was that its supply is hard to increase, banks had managed to create monetary instruments that were as good as gold by generating credit without backing and then having their customers use this credit as money. Rather than long hours in labs trying to unravel the mystery of the philosopher’s stone, alchemy in the nineteenth century was carried out every day by bankers issuing credit without corresponding savings.




    But of course, there is no free lunch in economics, and the creation of more money had to come at a cost. In his masterpiece, Mises explained that the extension of credit without savings covering the entire sum of the loan results in the recurring financial and monetary crises that plagued both the nineteenth century and the early twentieth century. When a government allows banks to suspend redemption of their notes and credit for gold, it effectively turns these instruments into money themselves, causing a decline in their value compared to gold. As Mises concluded:




    Attempts to carry out economic reforms from the monetary side can never amount to anything but an artificial stimulation of economic activity by an expansion of the circulation, and this, as must constantly be emphasized, must necessarily lead to crisis and depression. Recurring economic crises are nothing but the consequence of attempts, despite all the teachings of experience and all the warnings of the economists, to stimulate economic activity by means of additional credit.6




    Mises had astutely identified the Achilles’ heel of the classical gold standard: banking monopolies could engage in inflationary credit expansion, which would cause recessions and financial crises and increase the supply of money substitutes on the market. This, in turn, would cause a decline in the value of money substitutes that offset the rise in their value caused by increased productivity. He would be proven correct in the most devastating way imaginable within three years of the publication of his book.




    The primitive nature of the classical gold standard would become apparent as people engaged in the same predictable herd behavior every few years, with little awareness or ability to change course. “This time is different” was a constant refrain among people involved in financial markets, as inflationary credit expansion created several large and destructive speculative bubbles.




    The pattern repeated frequently: banking monopolies would extend credit cautiously at first, increasing the money supply imperceptibly to most people, with little impact on prices. Instead of declining slightly (as would be expected due to gold’s low supply growth rate), prices would increase slightly. Most people would neither notice nor understand why. Asset prices would also rise, which would drive speculative manias, particularly in new economic sectors. The more cautious the inflation, the longer the inflationary monetary policy could go on, which in turn encouraged banks to become more inflationary and walk too close to the edge of the monetary cliff, so to speak. A perverse competitive dynamic would then develop between the banks, wherein the most conservative and most honest would lose their market share to the most reckless and most inflationary. Banks would gradually increase their credit creation until they reached a point where they created speculative manias and bubbles in various sectors of the economy, typically in new sectors and industries with rapid growth. At a certain point, like chickens coming home to roost, an excess of outstanding bills would come back to the bank for redemption in gold. The banks’ vaults would not have enough gold for this.




    In normal times, this would be considered fraud, and the owners and managers of the bank would be held criminally liable for issuing redeemable financial instruments that cannot be redeemed. But in the nineteenth century, with this practice growing increasingly common, and with banks increasingly powerful and influential thanks to the centralization of gold in their vaults, banks, governments, and bank-financed media and academia came to see this as an inexplicable quirk of the gold standard, and a temporary problem which could be rectified with the correct policies.




    The broad outlines of the deal between governments and banks under the classical gold standard went like this: governments would pretend to be regulating banks but, in reality, they would simply use their oversight to enforce banking oligopolies, which would allow the bank significant leeway in expanding credit beyond its gold holdings. In exchange, the banks would use their expanded credit to purchase government bonds, which government regulators would treat as being as good as gold for the purposes of the bank’s reserve requirements. The quid pro quo was great for banks, as it allowed them to create money without an opportunity cost. It was great for governments, too, as they could finance their wars or projects with the credit the banks used to lend to them. Government money allowed banks to leverage their customers’ deposits to create more credit money and lend it to the government. This was usually done in a surreptitious manner, or advertised as being some genius scheme for the purpose of “boosting the economy,” “stimulating demand,” “bolstering public finance,” or various other euphemisms. As long as this arrangement held, the purchasing power of money declined, or it did not rise as much as it could. When the issue of credit money increased significantly and redemption requests strained the bank, a bank run would happen, and its resolution would be a complicated legal matter in which blame could be ascribed to particular individuals but not to the inherently unstable system. But the vast majority of people did not understand the very simple reality of what was going on: their wealth was being stolen by banks and governments.




    By suspending the redemption of gold, providing money from the public treasury, or issuing more government bonds to finance the insolvent bank, the bank could continue to operate, its financial instruments could maintain value, and a painful collapse was avoided. But these measures effectively transfer the bank’s liabilities onto the shoulders of future taxpayers. These practices constituted a highly rewarding form of ‘punishment’ for financial mismanagement, and they encouraged banks to engage in more and riskier inflationary credit creation. They also succeeded in portraying the suspension of redemption as a necessary corrective measure for markets to resume operations, rather than acknowledging that it is a sure sign of fraud, embezzlement, or catastrophic loss. This repeated pattern meant that the classical gold standard was plagued with financial crises throughout the nineteenth century.




    The pattern was set for government intervention in the banking system, and for a political dynamic as dangerous as the dynamic of banking leverage excess. The more leverage the banks took on, the more they became insolvent, and the more the banks’ arms in the media, academia, and politics would call for more government intervention and bailouts of the banks. This, in turn, served to encourage further irresponsibility on the part of the banks, which then led to even greater government intervention and support. The process inevitably culminated in the centralization of reserves into a central bank owned by the major banking cartels and granted monopoly status by governments.




    The result of this constant inflation is that the money supply grew a lot more than the growth in the supply of gold. This expansion would accelerate until the bubbles burst and a solvency crisis hit the affected bank, causing the money supply to shrink. Asset prices would rise during the bubble phase and crash during the bust, and consumer good prices largely behaved similarly, though less extremely.




    The fundamental distinguishing feature of the classical gold standard was its reliance on central banks to facilitate its operations. As communication and transportation advanced in the nineteenth century, making trade across distances increasingly common, bank reserves had to be increasingly centralized to facilitate trade quickly. The average distance between a man and his money grew steadily as bank reserves became more centralized. Not only was he no longer taking possession of his money, but increasingly larger fractions of it were not even held in his own bank. Instead, they were held in the bank’s head branch or the regional or national central bank. Without a quick and cheap mechanism for moving gold, it had to be held away from transacting parties.




    At the time, the Bank of England was the center of the financial universe, and its pound sterling was recognized worldwide for being as good as gold. The creditworthiness of the British government, its powerful military, and its unrivaled global payments settlement network had given it the supreme position in the global financial order, with around half of global foreign exchange reserves held in sterling.




    The Bank of England operated a gold exchange standard for British colonies worldwide. Under the gold exchange standard, foreign central banks were relieved of the trouble of having to perform clearance of physical gold or take custody of gold by instead using the paper notes and credit lines of the Bank of England. As more remote territories joined the global economy and traded with one another, it became far more convenient for them to deal with the world through the Bank of England. Gold at the Bank of England was faster than gold outside it. As the British Empire expanded, the clearance market for the Bank of England grew larger and more liquid, making it increasingly sensible for global banks to rely on a balance at the Bank of England for global trade.




    Since the colonies used the bank to settle their international payments, they were expected to hold significant amounts of these reserves at the Bank of England and not seek redemption in gold. Since taking custody of their gold was expensive, most central banks rarely did it. The more countries placed their gold at the Bank of England, the more the Bank of England could expand the supply of its paper and credit without commensurate gold backing. This allowed the bank a certain inflationary margin, to the point that by 1913, the ratio of official reserves to liabilities to foreign monetary authorities was only 31%.7 As long as fewer than 69% of the liabilities were seeking redemption at any point in time, this arrangement worked fine. The Bank of England used its reserves to issue more liabilities, benefiting its shareholders and the British government, which borrowed from it at the lowest interest rates in the world. The bank had exported its inflation to the colonies, financing itself and the British government by devaluing the savings of people worldwide but placing itself in a precarious liquidity position. So long as most colonies, depositors, and paper holders did not ask to convert their bank accounts and notes to gold, liquidity would not be a problem.




    Even in the absence of an official central bank, the gold standard required the progressive centralization of reserves to facilitate clearance and settlement across increasingly long distances, as was the case in the United States, where major national banks held the lion’s share of reserves. After Russia’s central bank switched from a silver standard to a gold standard in 1897, the US became the last remaining major economy on a gold standard without a central bank. This anomaly would change on Christmas in 1913, as all the world’s major economies then had central banks on a gold standard. Only nine months later, centralization of reserves, monopolization of banking, and the increasing tendency for inflation through credit creation would all add fuel to the fire of a war in the Balkans that would become humanity’s most brutal and consequential, threatening to incinerate human civilization itself.
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    II.




    The Great War




    Friends Today
Friends in Future
Friends Forever




    —Message from King George V to Germany and Kaiser Wilhelm II, delivered on June 30, 1914, by the commander of the British squadron taking part in the Kiel Regatta Week celebrations in Germany, which were cut short by the news of the assassination of the Austrian crown prince.




    The relative stability of the monetary order from 1873 coincided with the stability of the political order. As the world traded one money, it also approached an ideal of one economic unit, with declining restrictions on trade and reductions in military conflicts. Relations between the major powers continued to improve over time, and the prospect of war became increasingly less likely. Britain and France, bitter rivals for centuries, signed the Entente Cordiale in 1904, an agreement that delineated British and French colonies in North Africa, prevented conflict between the countries, and led to growing cooperation between the two empires. Anglo-Russian relationships had also improved with the signing of the Anglo-Russian Convention in 1907, in which Britain and Russia delineated their Asian colonies to avoid conflict.




    The Blaze of Splendor




    Britain’s relationship with Germany was also improving. Through royal marriages of her children to European monarchs, Britain’s Queen Victoria was the grandmother of many royals across the continent, most notably the German Kaiser Wilhelm II, whose coronation in 1888 marked an auspicious moment for British-German relations, as he was the eldest of the forty-two grandchildren of Queen Victoria through her eldest daughter, Princess Victoria. At his birth, Wilhelm II was third in line for succession to the Prussian throne and sixth in line for succession to the British throne. When Queen Victoria was on her deathbed in 1901, Wilhelm II, who loved her dearly, traveled to be by her side. It is said that she passed away in his arms. He carried her coffin at her funeral.




    After its victory in the Franco-Prussian War, Germany focused on consolidating its empire in the European mainland, and Britain expanded its empire everywhere else. The two countries approached the twentieth century with their interests harmonized and the threat of war subsiding. An alliance between the two great powers was even seriously considered at the end of the century.




    Between 1890 and 1902, three potential problems arose in British-­German relations. Kaiser Wilhelm II removed Bismarck as chancellor and ignored his advice to avoid pursuing a foreign empire, which inevitably aroused the distrust and discontent of the British, who had the world’s biggest empire and did not want Germany competing with them for territories. Wilhelm II also became obsessed with building a navy to support the empire, provoking more animosity from Britain, which had the world’s largest and most powerful navy, controlling the entrance to the North Sea, Germany’s gateway to the world.




    The death of Queen Victoria in 1901 and the ascension of her son Edward VII to the throne added to the friction in British-German relations. Kaiser Wilhelm II had a jealous rivalry with his uncle Edward, who had always looked down on him as a young man and his nephew, rather than treating him as an equal, the ruling monarch of a superpower. Known as “the possessor of the least inhibited tongue in Europe,”8 Wilhelm II had suffered injury during his birth, which gave him a withered left arm, and, some speculate, caused him to be erratic, impulsive, and emotional. His behavior created needless tension between Germany and Britain that threatened to sour the increasingly cordial and cooperative international order. In an infamous interview with The Daily Telegraph in October 1908, Kaiser Wilhelm II’s attempts to win over British public opinion backfired, as his outbursts created resentment not only in Britain but also France, Russia, and Japan. Wilhelm’s naval and imperial ambitions alarmed the British, and he grew increasingly concerned that Britain’s rapprochement with France and Russia was meant to encircle and suffocate Germany.




    These fears were alleviated in the second decade of the twentieth century. After King Edward VII’s death, Kaiser Wilhelm II attended his funeral on May 20, 1910, which helped mend relations with the British people and royalty. A popular king at the zenith of his empire, Edward’s funeral procession drew an estimated three to five million people, with 35,000 soldiers lining the funeral’s route. From across Europe and the world, monarchs packed the palace in the largest gathering of monarchs to date. The astonishing spectacle and sense of solidarity and togetherness suggested the superpowers were entering a period of extended peace and friendship. Barbara Tuchman immortalized the occasion in a famous passage of her book, The Guns of August:




    So gorgeous was the spectacle on the May morning of 1910 when nine kings rode in the funeral of Edward VII of England that the crowd, waiting in hushed and black-clad awe, could not keep back gasps of admiration. In scarlet and blue and green and purple, three by three the sovereigns rode through the palace gates, with plumed helmets, gold braid, crimson sashes, and jeweled orders flashing in the sun. After them came five heirs apparent, forty more imperial or royal highnesses, seven queens—four dowager and three regnant—and a scattering of special ambassadors from uncrowned countries. Together they represented seventy nations in the greatest assemblage of royalty and rank ever gathered in one place and, of its kind, the last. The muffled tongue of Big Ben tolled nine by the clock as the cortege left the palace, but on history’s clock it was sunset, and the sun of the old world was setting in a dying blaze of splendor never to be seen again.9




    The new king, George V, ascended to the throne in 1910 with his first cousin, Wilhelm II, ruling Germany, and his first cousins, Emperor Nicholas II and Empress Alexandra, ruling Russia. In June 1914, Britain and Germany arrived at an understanding that eased their differences over the Baghdad Railway. Even the naval rivalry between the two powers seemed like it could be resolved after extensive negotiations from 1912 to 1914.




    In 1913, Kaiser Wilhelm II’s daughter, Princess Victoria Louise, married. Her wedding was also a great gathering of European monarchs, suggesting further amicability. Any semblance of Anglo-German tension looked to have disappeared in the fateful final week of June 1914. The German Kaiser had joined the festivities of the annual Kiel Regatta Week, where he inaugurated the new Kiel Canal locks. That year’s regatta was a historical occasion, for it saw the invitation of Britain’s Royal Navy’s Second Battle Squadron, which comprised the four newest and most powerful dreadnoughts in the world. As the German Navy had grown to become the second biggest navy in the world, the invitation of the biggest navy to this occasion signaled that the two navies had found a way to peacefully coexist, and the naval rivalry between them was coming to an end. Kaiser Wilhelm II, who was bestowed the rank of admiral in the British Navy by his grandmother, wore his British admiralty uniform to inspect the British warships. The evening of Saturday, June 27, saw raucous parties as British and German sailors visited each other’s boats, drank together, engaged in friendly boxing matches, and partied into the morning of the fateful day of June 28. At 6 p.m. on that day, with sailors still nursing their hangovers, news would arrive of the assassination of Archduke Franz Ferdinand, heir to the throne of the Austro-­Hungarian Empire. The world would never be the same.




    The news would take the joy out of the events of the week and cause Kaiser Wilhelm to cut his visit short. He left Kiel the next day. King George V then sent a message delivered by the commander of the British squadron leaving Kiel on June 30:10




    Friends Today
Friends in Future
Friends Forever




    It was almost completely inconceivable for anyone in Kiel that these two friendly navies would be at war in a mere five weeks, but that is exactly what happened. It was an astonishing turn of events. Within the space of one week between July and August, Europe went from optimism that Austria and Serbia were going to find a diplomatic solution to their quarrel to an all-out war with the five major powers in conflict: Austria-Hungary, Russia, Germany, France, and Britain, and three more powers to follow over the coming months: the Ottoman Empire, Italy, and Japan. To get a sense of just how unlikely this was at the time, note that the Serbian-Austrian crisis had not been mentioned in the British parliament for four weeks after it happened. Hardly anybody had even thought this affair carried any significance for the British. On July 24, British Prime Minister Herbert Asquith wrote to his lover Venetia, “We are within measurable, or imaginable, distance of a real Armageddon. Happily there seems to be no reason why we should be anything more than spectators.”11 On July 27, a day before Austria-Hungary declared war on Serbia, Chancellor of the Exchequer David Lloyd George stated that there could be no question of taking part in any war, and he was aware of no minister who was in favor.12




    The Sleepwalkers




    On August 4, Germany invaded Belgium, and on August 5, the first battle of the Great War began: the Battle of Liège, which pitted the German army against the Belgian army. Liège fell on August 16, and the German army continued its march through Belgium on its way to France, where one of the most brutal warfronts in history awaited them against the French and British armies.




    On August 12, 1914, the Austro-Hungarian military under the command of General Oskar Potiorek launched its first offensive into Serbia. Hundreds of thousands of soldiers were killed and injured on both sides as Serbia succeeded in fending off the Austro-Hungarian attack, in one of the greatest upsets in military history. Soon after, on August 17, Russia invaded Austrian East Galicia and East Prussia, where it suffered large losses in a successful German counter-attack. At the Battle of Tannenberg, which took place the following week, Germany achieved a crushing defeat of Russia, setting Russia on the wrong foot from the start of the war. On May 23, 1915, Italy declared war on Austria-Hungary, opening a new front.




    Perhaps no better testament to the senselessness of this war existed than the Christmas Truce of 1914, when German and British soldiers on the Western Front both decided to stop fighting over the Christmas holidays (without having received orders to do so) and crossed enemy lines to socialize and exchange gifts. They even played a game of football together before going back to their trenches and resuming their attempts to slaughter each other. The absurdity of the war was palpable: German soldiers, many of whom had worked in England and grown fond of the country, had learned to play football there. They were now in France to fight the British army of King George V, their Kaiser’s cousin. Germany had no plans to take over Britain, and Britain had no plans to take over Germany, so neither of these sets of soldiers felt a serious threat from one another. None of the soldiers could quite understand how things had spiraled so quickly into a large-scale war, nor could the diplomats and intellectuals in the respective countries explain it either. The Christmas truce laid bare the truth that these soldiers had nothing against each other, had nothing to gain from fighting this war, and could see no reason to continue it. Whatever rivalry existed between these nations could very well be acted out peacefully on the football pitch at the cost of disciplined training rather than the blood of an entire generation.




    In the aftermath of the war, virtually nobody could explain how the major powers had gone to war against each other. There was a sense that this was a disaster into which the major powers inadvertently sleepwalked, as historian Christopher Clark put it, “watchful but unseeing, haunted by dreams, yet blind to the reality of the horror they were about to bring into the world.”




    After the assassination of the Austrian crown prince in Sarajevo by Serbian nationalists, Austria seemed overconfident in its ability to bring Serbia to heel. Russians were extremely cavalier about smashing the Austrians in defense of Serbia. The Germans, gripped by paranoia that the British, French, and Russians were aiming to destroy Germany, seemed to think they could take on France, then Russia, and expect Britain to stay out. The French vastly overestimated their ability to fight the Germans and regain Alsace-Lorraine, and the British imagined their entry would decisively and quickly settle the war.




    They were all unfathomably wrong.




    There is a compelling case to be made that all parties deserve some blame for their overreaction and instigation. It is easy for historians to simply cast blame everywhere and virtue-signal about peace being good and war being bad. Yet, there was also a very real historical context in which this tragedy was born, one that has its roots in nineteenth-century military conflicts and alliances, as well as in the imperial ambitions of monarchs who had grown callous to the true cost of their ambitions in men and treasure, thanks to the enormous hoards of gold sitting in their capital city’s central banks, close to their thrones, constituting the majority of their nations’ liquid wealth. While the mass slaughter can never be justified, it can at least be understood with the benefit of hindsight and a treasure trove of secret documents released over the decades.
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    III.




    Tsargrad




    Whoever possesses Constantinople ought to rule the world.




    — Napoleon Bonaparte




    The Russian Empire was already in a precarious state as it entered the Great War. Tsar Nicholas II had taken over power at the young age of twenty-six, following his father, Alexander III’s, unexpected death at forty-nine. Early in his reign, Nicholas complained to his Minister of Foreign Affairs, saying, “I know nothing. The late emperor did not foresee his death and did not let me in on any government business.”13 Throughout his reign, he seemed more interested in validating this statement than overcoming it. Tsar Nicholas II aroused discontent with his amateurish handling of Russia’s war with Japan as well as his decidedly autocratic rule at home.




    Witte’s Golden Wisdom




    Sergei Witte was an important and outstanding Russian statesman bequeathed to Nicholas II by his father, Alexander III, who had made Witte Minister of Finance in 1892. On his deathbed in 1894, Alexander told his son to heed the advice of Witte. Witte remained Minister of Finance until 1903, during which time he nearly doubled the government’s revenue.14 In 1897, he put Russia on the gold standard, redefining the ruble in terms of gold rather than its traditional denomination of silver, which had witnessed a significant reduction in its market price over the previous three decades. Moving to the gold standard led to a surge of international investment, and Witte oversaw the mass industrialization of Russia, including the building of the Trans-Siberian Railway. In 1900, Russia produced three times as much iron, and twice as much coal, as it had in 1890.15




    Witte was adeptly managing Russian advances in the Far East, but Nicholas II would ignore his father’s advice to listen to Witte, firing him in 1903 and letting his policy in Manchuria and Korea fall under the sway of ambitious, belligerent nationalists. After being fired as Minister of Finance, Witte was appointed Chairman of the Committee of Ministers, a role that was supposed to be more ceremonial. However, circumstances made it a very important role in the years to come. It was a catastrophic mistake to fire Witte, and it would set in motion the chain of events that would eventually cost Tsar Nicholas everything. While Witte constantly warned about the dangers of provoking Japan by extending Russian influence into Korea, Russia’s affairs in its Far East were now handled by ambitious reactionaries who sought to acquire as many resources as possible from the region, while neglecting the threat of Japanese retaliation. They were very cavalier in their approach to Japan, not expecting what they viewed as an inferior race to attack a European power. After several Japanese proposals for an understanding over Korea and Manchuria were rebuffed by the Russians, Japan surprised the Russians by attacking their heavily outnumbered forces in Port Arthur and declaring war against Russia on February 8, 1904. Russia may have been a great terrestrial and naval power, but its military and navy were in Europe. Manchuria was a world away, and it would take the Russian Navy nine months to mobilize from Europe to China, around the Cape of Good Hope. Meanwhile, terrestrial supply lines consisted of a single railway track that ran 9,200 kilometers from St. Petersburg to Port Arthur in Manchuria. The Tsar’s terrestrial ambition had exceeded his military’s capacity to back it up, and he had not even planned for the contingency of a Japanese attack. The Japanese pounced mercilessly, destroying Russia’s meager Pacific fleet and then laying siege to Port Arthur in August of 1904.




    Even as the war continued decisively in favor of Japan, which won battle after battle and secured more Manchurian territory, the Tsar continued to delude himself, supremely confident that his military’s racial superiority would guarantee him victory. He sent Russian soldiers to slaughter with little in the way of coherent plans, as his German cousin Wilhelm II egged him on and harangued him for considering peace. Wilhelm II repeatedly told Nicholas II how important it was for him to be the bulwark of the white race against the yellow peril and implored him to destroy the Asian races before they turned to Europe. Behind the racist, pugnacious rhetoric of Wilhelm II lay an ulterior motive. Wilhelm wanted Russia to expand in Asia, thereby bringing it into conflict with France. Doing so would result in the end of the alliance between Russia and France in Europe, which was Germany’s existential nightmare. Nicholas II fell for his cousin’s ruse and pushed on aggressively in East Asia, imagining Japan would not dare to challenge him.16




    Tsar Nicholas saw war as an inevitable God-given victory, ignoring the enormous cost as well as American efforts for mediation.17 Fearing the humiliation of signing a peace treaty on the terms of an inferior race, Tsar Nicholas continued to double down on a losing war, deciding to send most of his Baltic fleet to Japan to relieve the siege of Port Arthur. They left in October 1904, and after a tortuously long journey rife with obstacles, they were ambushed by the Japanese on May 27, 1905 in the Tsushima Strait between Korea and Japan. The Russian fleet was completely devastated. It would go down as history’s only decisive battle between modern steel battleship fleets.18




    Tsar Nicholas was playing tennis when he received a telegram informing him of the destruction of his navy. He read the message, put it in his pocket, and continued his tennis match.19 Russia had practically destroyed its expensive and critically important navy, months away from its European home, in pursuit of unimportant, faraway land. Only then did Tsar Nicholas accept American offers of mediation, and he appointed Sergei Witte as head of the Russian delegation. Two years after firing him had precipitated the war, Nicholas II went back to his father’s sage advisor to extricate him and Russia from the consequences of his actions. US President Teddy Roosevelt arranged for the Portsmouth Peace Conference in August in New Hampshire, but Tsar Nicholas was initially very intransigent, instructing the delegates to agree to no territorial concessions or reparations. Eventually, Sergei Witte masterfully succeeded in securing a deal that ended the war while ceding some of the territory the Japanese wanted, without having to pay an indemnity. He had managed to stop the senseless sacrifice of Russian lives and treasure by disobeying Tsar Nicholas’ instructions and avoiding too many concessions to the Japanese.




    The failure of the unpopular war against Japan had increased opposition to Nicholas II. The people of Russia were angry at conscription, which had resulted in the deaths of tens of thousands, as well as the enormous expenditure on attempting to secure faraway Chinese territory, which was insignificant to their lives.20 Protests increased around the country, culminating in the Bloody Sunday massacre in January 1905, when soldiers of the Imperial Guard opened fire on unarmed demonstrators seeking to present a petition to Tsar Nicholas at the Winter Palace in St. Petersburg, killing and injuring hundreds. The opposition was emboldened, and thousands of opposition groups and worker cooperatives across the country simmered with malcontent and revolutionary and Marxist ideas. Strikes, riots, and even military mutinies increased. In his palaces, Nicholas II remained serene in his misplaced confidence that he was divinely inspired and could do no wrong.




    After the October 1905 strike paralyzed the Russian train network, Witte outlined the two options available to the Tsar: “Either he must put himself at the head of the popular movement for freedom by making concessions to it, or he must institute a military dictatorship and suppress by naked force for the whole of the opposition.”21 Witte was very clearly in favor of the first option.




    Tsar Nicholas would write in his diary:




    Through all those horrible days I constantly met with Witte. We very often met in the early morning to part only in the evening when night fell. There were only two ways open: to find an energetic soldier to crush the rebellion by sheer force. There would be time to breathe then but as likely as not, one would have to use force again in a few months, and that would mean rivers of blood and in the end we should be where we started.




    The other way out would be to give to the people their civil rights, freedom of speech and press, also to have all laws confirmed by a state Duma—that of course would be a constitution. Witte defends this energetically. He says that, while it is not without risk, it is the only way out at the present moment. Almost everybody I had an opportunity of consulting is of the same opinion.22




    Nicholas II, ever obtuse, would not listen to Witte, his father, or anybody he consulted. He wanted to impose a military dictatorship, and for it, he chose the man who had the combination of loyalty, popularity, and respect of the armed forces necessary for this crucial job. Grand Duke Nicholas Nikolaevich was the cousin of Nicholas II’s father and a highly decorated officer who had been uninvolved with the Japanese war, thus preserving his popularity and respect among the military and the Russian people. To distinguish the two Nicholases, the Tsar was known as Nicholas the Short, while the Grand Duke was known as Nicholas the Tall, as he stood at 1.98 meters tall. The Grand Duke had urged the Tsar to implement the reforms suggested by Witte. But Nicholas the Short summoned the Tall to the palace and tasked him with becoming a military dictator instead. The Grand Duke drew his pistol and pointed it at his own head, and told the Tsar that he would shoot himself there and then if the Tsar did not accept Witte’s plan and retract his plans to institute a military dictatorship. The Tsar succumbed to the Grand Duke’s threat, sparing Russia a military dictatorship.23




    The result of agreeing to Nicholas the Tall’s ultimatum and Witte’s reforms was the Tsar’s October Manifesto, which provided for freedom of conscience, speech, meeting, and association. It also required Duma approval for new laws. However, it kept in the hands of the Tsar the power to dissolve the Duma, appoint ministers, and most importantly and tragically, declare war. The Tsar also created an upper chamber, the State Council, half of whose members he would nominate. The Tsar was not happy with the watered-down Duma, and so he dissolved it twice in quick succession. The radicals were also not appeased and continued to plot against the government. Witte became Russia’s first prime minister, but his position was untenable; he resigned in April 1906 and was appointed to the upper chamber of parliament. A third and fourth Dumas fared slightly better than their two predecessors, but political unrest continued to plague Russia, and revolutionaries continued to become more emboldened in their demands. Separatist elements in border provinces became stronger and more emboldened, adding to the trouble of the Tsar. In his memoirs, Witte wrote of this period:




    The policy of converting all Russian subjects into “true Russians” is not the ideal which will weld all the heterogeneous elements of the Empire into one body politic. It might be better for us Russians, I concede, if Russia were a nationally uniform country and not a heterogeneous Empire. To achieve that goal there is but one way, namely to give up our border provinces, for these will never put up with the policy of ruthless Russification. But that measure our ruler will, of course, never consider.24




    Dreams of Tsargrad




    Rather than seek to solidify his grip over the core of his empire, the Tsar continued to press for its expansion. Having seemingly learned nothing from the calamity of the Russo-Japanese war, the tensions in the Balkans offered Tsar Nicholas the opportunity to repeat the same mistakes, only this time, at a larger scale. On its face, the decision of Nicholas II to go to war seems the oddest among all European rulers. His empire, monarchy, navy, and military were not in their best shape when he recklessly drove them into a war against three of the world’s largest militaries, and over a part of the Balkans with no direct borders with Russia, offering no credible threat to his empire. He had already suffered one devastating defeat during his reign, and he had no official defense treaty with Serbia obliging him to defend her. He had survived a revolution in 1905 and was becoming less popular as revolutionaries aimed to unseat him, and his trusted appointees and family members had grown increasingly bold in opposing him. To mobilize for a confrontation with Germany in that situation seemed insane. Whatever the fate of Serbia, it was hard to imagine Russia could emerge from such a war without enormous losses. But with military conscription compulsory and the gold standard centralized enough for the Tsar to suspend it, the cost seemed tolerable to Nicholas II in his palaces.




    Describing Nicholas II, one of his biographers, Robert Warth, writes:




    His tolerance if not preference for charlatans and adventurers extended to grave matters of external policy, and his vacillating conduct and erratic decisions aroused misgivings and occasional alarm among his more conventional advisers. The foreign ministry itself was not a bastion of diplomatic expertise. Patronage and “connections” were the keys to appointment and promotion.25




    While nowhere near justifying or validating the choice to go to war, historians would soon be able to explain and decipher the motivations behind this calamitous decision, thanks to the release of classified documents from the Russian Foreign Ministry after the war.26




    Russia had taken a keen interest in the Balkans because of its long-term goal of seeking to control the Turkish straits, the Bosphorus and the Dardanelles, which connect the Mediterranean Sea with the Black Sea, where Russia’s only warm-water seaports lay. Without the ability to send its navy through the Turkish straits, Russia’s navy was immobile for half of the year, during which its Baltic seaports were frozen. By controlling these straits, Russia would be able to move its warships in and out of the Black Sea and grow its empire. With its position straddling two continents and controlling the Turkish Straits, control of Constantinople had been of enormous strategic importance for centuries, during which empires vied for it. Napoleon had famously remarked that controlling Constantinople would mean controlling the world, and the Great War was a testament to his foresight, as Russian attempts to conquer Constantinople would embroil the planet in its biggest war ever.




    Conquering Constantinople was also a centuries-old religious dream for the Russian Orthodox Church, as it sought to reclaim the seat of the ancient Byzantine Empire from the Muslim Ottomans who had conquered it. Ivan III had married the niece of the last Byzantine emperor in 1472 and adopted the double-headed eagle of the Byzantine Empire as Russia’s symbol.27 Even though they never conquered it and no Russian Tsar ever ruled it, Russians referred to Constantinople as Tsargrad: “the city of the emperor.” Nowhere in history has a foreign nation yearned for a city as much as Russia yearned to rule Constantinople. And it was the control of Constantinople that was the main driver of Russian foreign policy and their quest to rush into the Great War.28




    In 1908, when Austria-Hungary sought to annex Bosnia-Herzegovina, Austria’s Foreign Minister Alois Lexa von Aehrenthal met with Russian Foreign Minister Alexander Izvolsky and offered a bargain: if Russia were to support Austrian annexation of Bosnia and Herzegovina, Austria would support the opening of the Turkish straits to Russia. The two men agreed on this in principle, but no official agreement was signed. Izvolsky said he would write the conclusions of the meeting and send them to von Aehrenthal, but he never did.29 When Austria announced the annexation of Bosnia on October 6, 1908, it triggered an international outcry of condemnation, and even the Russian public was livid. This led Izvolsky to deny he had made such an agreement with his Austrian counterpart. Christopher Clark provided the context for Izvolsky’s behavior in his book The Sleepwalkers:




    Yet the evidence suggests that the crisis took the course it did because Izvolsky lied in the most extravagant fashion in order to save his job and reputation. The Russian foreign minister had made two serious errors of judgement. He had assumed, firstly, that London would support his demand for the opening of the Turkish Straits to Russian warships. He had also grossly underestimated the impact of the annexation on Russian nationalist opinion. According to one account, he was initially perfectly calm when news of the annexation reached him in Paris on 8 October 1908. It was only during his stay in London a few days later, when the British proved uncooperative and he got wind of the press response in St. Petersburg, that he realized his error, panicked, and began to construct himself as Aehrenthal’s dupe.30




    With the Turkish straits not forthcoming, Izvolsky developed a deep opposition to the Austro-Hungarian annexation of Bosnia and Herzegovina. He called for an international conference to solve the crisis. This resulted in Germany threatening war in defense of its ally, Austria. With Russians still smarting from the Japanese defeat, they decided to back down to avoid a German confrontation. Izvolsky had humiliatingly discovered that the diplomatic path to opening the Turkish Straits was a dead end, blocked by the intransigent Germans. From that moment onwards, Russian foreign policy sought to acquire Tsargrad through military means. They set about laying the groundwork for the war that would neutralize German opposition and finally get them the jewel of Constantinople.




    The debacle led to Izvolsky’s resignation as foreign minister, and he was subsequently appointed Russian Ambassador to France. Although a demotion on the surface, the new appointment allowed Izvolsky to continue playing a leading role in the Russian quest to take Constantinople by recruiting France to the cause. The alliance with France was an important element of Russian foreign policy in this period, as they saw France as a natural enemy of Germany and Alsace-Lorraine as a great pretext to mobilize public opinion for war.




    The increasing detente between France and Britain also meant that an alliance with France would help recruit Britain to a war in which Russia was involved. Only if France and Britain entered the war could Russia realistically expect to defeat the German and Austrian militaries, and Izvolsky worked tirelessly to that end. He secured large amounts of Russian funding for French agents in politics and the press.31 Most significantly, Russia supported the election campaign of President Raymond Poincaré because he had been willing to go to war with them against Germany, while his opponent, Joseph Caillaux, favored staying out of war. Between 1900 and 1914, Russia had given more than 6.5 million francs per year to Arthur Raffalovich,32 the Russian financial agent in Paris who distributed the money to the French Press, and to French Minister of Finance Louis-Lucien Klotz, to promote the candidacy of Poincaré and his pro-Russian policies, to provide favorable publicity for the many Russian loan requests from the French capital markets, and to push for the expansion of mandatory military service from two to three years.33




    France had signed treaties with Russia in 1891 and 1893. In August 1912, when Poincaré was the Prime Minister, he made a trip to Russia with Izvolsky, the mastermind behind the Russian-French alliance. On this trip, in a secret agreement, Russia convinced Poincaré to concentrate the French Navy in the Eastern Mediterranean to support the Russian fleet in the Black Sea, a tactic suggesting an attack on Constantinople was in the plans very early. France concurrently made an agreement with Britain, whereby France would withdraw its navy from its northern shores to the Mediterranean, and Britain would defend these shores against a possible German attack. This arrangement had two significant effects for Russia: it made the French navy available to help them take Constantinople, and it obliged Britain to enter a war against Germany, as Britain could not tolerate German control of the French northern coast. In September 1912, Poincaré assured Russian Foreign Minister Sergey Sazonov that if Germany helped Austria in a conflict in the Balkans, France would join Russia in a war against Germany and Austria-Hungary. In the same month, Izvolsky met with King George V and his Foreign Secretary, Edward Grey, and both confirmed that they stood ready to help Russia in a war against Germany.
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