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			To my grandchildren, India, Hayes, and Riz, who remind me that history is never finished.

		

	
		
			Translating Sums of Money

			This book is full of financial figures in a variety of currencies. To keep things simple and help the reader, I have converted amounts that would normally be expressed in other currencies (for example pounds sterling or German marks) into U.S. dollars—except in those cases where the context clearly requires otherwise.

			Understanding the significance of economic numbers from the 1870s and relating them to today’s dollars is not a straightforward exercise. Not only have prices risen enormously since then, but the U.S. and European economies have also grown gigantically. Financial magnitudes that relate to an individual’s economic situation are best translated by adjusting for changes in the cost of living. As a rule of thumb, to compensate for the effects of inflation, multiply by a factor of 25. Thus the cost of James de Rothschild’s country château at Ferrières of $5 million would be the equivalent today of $125 million, only a third less than the most expensive house sale in Britain to date.

			By contrast, in order to grasp the true significance of sums of money that relate to the economic situation of whole countries—such as the size of the indemnity imposed on France after the Franco-Prussian war—it is most useful not simply to make allowances for changes in the cost of living but instead to adjust for changes in the size of economies. To translate such figures into comparable 2026 magnitudes, multiply by a factor of 1,200. Thus the $500 million that went into U.S. railway bonds annually during the boom years of the early 1870s would today be the equivalent of $600 billion, roughly what is projected to be invested by major tech companies in 2026.
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					A Thomas Nast cartoon titled “The ‘Long’ and ‘Short’ of It Is a General ‘Bust’ Up in the ‘Street’ ” depicts the aftermath of Wall Street’s “Black Friday” on September 19, 1873, triggered by the failure of Jay Cooke & Co., a major backer of the Northern Pacific railroad.

				
			
		

	
		
			Introduction

			When the Vienna Stock Exchange collapsed on Friday, May 9, 1873, few people were taken by total surprise. For months, observers had been sounding alarms about how the market was becoming untethered from reality—the value of stocks listed on the exchange had gone up an eyewatering 300 percent over the previous three years—and predicting that it was bound to eventually implode. Hundreds of newly minted companies had been floated on the exchange, and the volume of stock trading had exploded. For a while, it seemed as if everyone in Vienna had succumbed to a kind of collective madness. People from every stratum of society—not just the usual middle-class doctors and lawyers with savings to spare but waiters from the coffeehouses on the Ringstrasse and shoeshine boys from the Graben, even archdukes and generals, duchesses and their housemaids—had joined in the frenzy of gambling, buying stocks on margin with money they did not possess. The speculative fever was not restricted to stocks alone. The bubble had in fact originated in the real-estate market. Beginning in the late 1860s, prime Viennese properties had started climbing in price, and by the early 1870s, they were doubling in value every eighteen months.

			What did come as a shock, though, when the stock market finally tumbled that Friday, was the sheer velocity of the fall. Bank stocks, the most speculative segment of the market, went down a staggering 45 percent in a single day, which the papers promptly dubbed, not very originally, “Black Friday.”[*] While the turmoil on the exchange created wider ripples (for example, the Bank of England, which set credit conditions for much of the world, did briefly tighten by raising its base rediscount rate from 3 to 7 percent), the reverberations proved to be short-lived. Within weeks, international bankers were dismissing the crash in Vienna as an isolated event, a much-needed correction in a single market that had lost its moorings.

			Four months later, however, in early September, financial troubles emerged across the Atlantic in New York, suggesting that perhaps more profound, systemic forces were at work beneath the surface prosperity of the global economy. Jay Cooke & Co.—the preeminent American investment bank with branches in Philadelphia, New York, and Washington, D.C.—had fatally overextended itself after making loan commitments that it could now no longer meet. In a desperate bid for survival, the firm tried to raise additional funds but, despite offering extremely generous terms to potential investors, found no takers. Jay Cooke, the bank’s founder and namesake, insisted, in total denial of reality, that his institution faced only temporary liquidity problems and remained fundamentally sound. No one else, not even any of his partners, was persuaded. Within a few days, the bank shuttered its doors and declared bankruptcy.

			The collapse of this one institution had a devastating impact; in one fell swoop it dramatically changed the psychology of investors, setting in motion a scramble for cash that metastasized into a full-blown run on the New York banking system. The New York Stock Exchange took the unprecedented step of suspending trading entirely—the market would remain closed for ten days. To calm Wall Street, the president and his secretary of the Treasury were compelled to step in by providing emergency liquidity to the market. While the most visible sign of distress was the implosion of the stock market, the real trouble, its true epicenter, in fact lay in the bond market, particularly railway bonds. Within five years, more than half of the $2.2 billion in railway bonds listed on the New York Stock Exchange would default, leaving investors with losses of almost $600 million.

			The contagion of fear now shifted, reversing course and crossing back over the pond. On September 20, as the news from New York arrived in Europe, German and Dutch investors who had put money into American railroads took flight. A wave of panic selling hit exchanges across Europe, including in Berlin, Amsterdam, and Brussels, which in turn reignited the selling in Vienna. On November 1, the Vienna Stock Exchange took another giant tumble. Over the next three years, both the Berlin and Vienna stock markets would plummet by 40 percent. In the meantime, the scare spread to other markets closely linked to those in central Europe, such as those of Switzerland and Italy, though Europe’s two largest markets, those of London and Paris, remained strangely immune.

			The turmoil on the stock exchanges of Vienna, Berlin, and New York had its most immediate impact on the economies of central Europe and the United States. It took a little while for it to register across the wider world. The transmission went through London, the world’s financial capital, as bankers, chastened by the mounting risks of default, slashed their lending. By 1876, the volume of loans channeled from Britain to the rest of the world had fallen by 80 percent. Only a couple of years before, British and French banks had competed with reckless abandon to lend money to the poorer countries of the world. Now with their supply of new credit cut off, these countries found it impossible to keep servicing their existing debts. Fifteen non-European nations, collectively owing more than $2 billion, suspended interest payments. The two biggest defaulters—Ottoman Turkey, with $1.1 billion outstanding, and Egypt, with nearly $500 million—faced particularly severe consequences. The autocrats at the helm of these two countries—Abdülaziz, sultan of the Ottoman Empire, and his cousin and vassal Ismail Pasha, khedive of Egypt—who had mortgaged their nations during the boom years to finance their extravagances, paid dearly. Sultan Abdülaziz was deposed in a palace coup on May 30, 1876. A few days later, on June 4, he was found dead in his private chambers at Çırağan Palace in Constantinople, where he, his family, and selected members of his harem were being held prisoner. Both of his wrists had been slashed—an apparent suicide with a pair of scissors, though the circumstances were highly suspicious. The Egyptian, Khedive Ismail, survived somewhat longer. But he, too, was ultimately deposed. In the summer of 1878, he was replaced by his son Tawfiq and sent into luxurious exile at a royal palace nestled on the slopes of Mount Vesuvius, outside Naples.
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			Despite the profound changes in the financial landscape since then, it is remarkable how so many elements of the preceding story—the real-estate bubble, stock-market mania, careless lending, cascade of defaults, financial disruptions ricocheting across the ocean, drastic austerity programs, and ensuing social unrest—carry such a familiar ring. The events of 1873 are now largely forgotten. But to the generation growing up in the early twentieth century, 1873 loomed as large in the public consciousness as the Great Crash of 1929 does today. And like the Great Crash, it was viewed as having set the stage for a twenty-year period of economic upheaval that in its day even came to be known as the Great Depression.

			The year 1873 marked the first truly significant global financial crisis. Like so many of the cataclysms that were to hit the capitalist world over the next 150 years—the Great Depression of the 1930s, for instance, and the global financial crisis of 2008—the crisis of 1873 was foreshadowed by an extraordinary boom. The two and a half decades from 1848 to 1873 represented the first worldwide economic expansion in Western history, fueled by a massive spread in international trade and a jump in capital investment. This quarter century, which would prove to be the first era of globalization, was dominated by four powers—Britain, the United States, France, and Germany—which collectively grew by 80 percent over those twenty-five years.

			Britain remained the world’s dominant economic force, serving as the manufacturing, financial, and trading powerhouse at the hub of the global system. The fastest-growing economy, however, was that of the United States, which nearly tripled, despite an intervening civil war, and stood poised to overtake Britain’s as the world’s largest. France and the recently unified Germany occupied third and fourth place with nearly equal economies, roughly two-thirds the size of Britain’s and America’s.

			When the financial collapse came in 1873, the global economy was struck not by a single shock but by a cascading chain of them, originating in different parts of the world—in Europe, in the United States, and in developing countries—each with distinctive causes yet all feeding upon one another as financial chaos in one corner of the globe successively contaminated other parts of the world.

			And yet what is also notable, and what makes 1873 so distinctive, is that the immediate economic impact of all the financial turbulence proved to be relatively modest. Though it was being buffeted by one shock after another, the global economy seemed to possess a natural resilience that allowed it to rebound. Of the four major economic powers, only the United States experienced a significant downturn, with a peak-to-trough decline of barely 6 percent in industrial production. While the other great powers—Germany, Britain, and France—experienced a few years of stagnation, none faced any significant decline in industrial production or a deep recession. As a result, economic historians now reject the once-common characterization of the aftermath of 1873 as a great depression.

			In fact, the Crisis of 1873 might have easily gone down in history as just one in the long series of minor setbacks that peppered the nineteenth century, leaving little lasting damage, had the governments of the major economic powers not simultaneously blundered, amid all the financial tumult, into a precipitous and totally unnecessary reordering of the global currency system. This proved to be a self-inflicted wound that generated a giant squeeze in the volume of global liquidity, and it had enormous unintended economic, social, and political consequences that would unfold for decades.

			It first started when the government of Germany sold a large portion of the country’s silver reserves, a tactical move principally aimed at undercutting France, Germany’s recent adversary in the Franco-Prussian War of 1870. What initially began as a localized and limited clash between two rival nations quickly spiraled out of control, and within a couple of years, every country in continental Europe had abandoned silver as a foundation of its monetary system. It also happened to coincide with a correspondingly ill-considered move by the United States to suspend the use of silver as a form of money.

			For centuries, silver had been one of the two principal monetary metals. The effect of such a far-reaching and abrupt shift from a “bimetallic” currency system—a system built around a combination of gold and silver—to one based on gold alone was to place half the world’s monetary reserves under a vast cloud of uncertainty. In normal circumstances, a more resilient global economy might have been able to withstand the jolt of such a sudden contraction in international money. But coming right in the middle of a global financial crisis, it proved disastrous.

			Most importantly, it triggered a massive deflation in prices that would reverberate for the next quarter century. Over the following six years, prices across the world dropped by 20 to 25 percent. In the United States, still in the process of readjusting after the Civil War, the deflation cut even deeper—the prices of wholesale goods plummeted by 35 percent. Though prices would stabilize briefly in the late 1870s and early 1880s, the fall would resume thereafter and continue until the mid-1890s, by which time overall prices had fallen by one-third and wholesale prices by more than one-half. According to one economic historian, it was “the most drastic deflation in the memory of man…. In the long history of money and prices from the Middle Ages to the present, there is nothing like it.” Most shockingly, almost all of it, according to Nobel Prize–winning economist Milton Friedman, can be blamed on that single blunder—the global demonetization of silver.

			The effects of lower prices were not all bad. It meant that everything became cheaper. The growing legions of working- and lower-middle-class people in towns and cities—all those schoolteachers, clerks, and small-time shopkeepers—found that even though their wages had fallen, the money they earned went further, and their standard of living improved. The lowering of prices was also a boon for thrifty middle-class savers who had invested in government bonds, which gained massively in value as the purchasing power of money appreciated. But the twenty-five-year price decline squeezed profits, as wages failed to dip in parallel, and the burden of existing debts was magnified. The resulting low profitability of businesses damaged the incentive to invest, leaving the global economy suffering from a profound and simmering underlying malaise.

			Most significantly, the ubiquitous fall in prices created a giant redistribution of wealth from debtors to creditors. Coming in the wake of a quarter century’s buildup of debt, this transfer—from businessmen and farmers (who owed money and saw their debt burdens double in real terms) to the bankers, financiers, and rentiers who had lent to them, and who now received a whopping and unanticipated windfall as lower prices boosted the real value of the loans they had made—was extraordinarily large. The impact on society was wide-ranging. It left the losers, who came from every stratum of society and could be found in every country on every continent—Midwestern American farmers, mineowners in the West, Southern cotton planters, central European artisans and shopkeepers, landowning Prussian aristocrats—deeply aggrieved. Watching bankers and financiers, the very groups most to blame for the crisis, profit so inordinately from the deflation that trailed in the aftermath of the crunch only further inflamed populist ire. Faith in the economic order that had powered mid-Victorian prosperity crumbled.

			The financial crisis of 1873 and the two-decade deflation that followed did more than inflict economic pain. As falling prices strained the social fabric, the buoyant optimism of boom years gave way to a pervasive mood of pessimism. Liberal economic principles—free trade chief among them—were discarded and replaced by protectionism. Around the world, people were driven by a widespread sense of resentment at the injustice of things, and politics took a darker turn. Every country had its own story.

			In the United States, the Grant administration’s ineffectual response to the combination of economic disarray and deflation led to the fracturing of the Republican Party, seemingly unassailable after the Civil War. In a stunning reversal, the Republicans lost the House in the midterm elections of 1874—the second-largest swing in the House’s history. Faced with a resurgence in the fortunes of the Democratic Party, the Republicans barely clung to their hold on power in the election of 1876, taking the Electoral College by a single vote, the result of a corrupt backroom deal that awarded the presidency to Rutherford B. Hayes in exchange for his withdrawal of federal troops from the South, prematurely ending Reconstruction. By enabling the Democrats to reassert control in the South, this bargain led very directly to the rise of Jim Crow. The Democratic comeback ushered in two decades of political stalemate, with the country almost evenly divided between the two parties. The 1876 election was followed by three presidential elections—in 1880, 1884, and 1888—in which, despite intense partisanship and high turnout, the popular margin separating the two parties hovered under 1 percent, and neither party was able to hold on to the presidency for more than a single term; the party in power lost the election four out of the next five times.

			In central Europe, a different type of scourge emerged from the convulsions. The hundreds of thousands of novice investors who had lost their savings in the German and Austrian stock-market crashes sought scapegoats for their own greed and folly. Goaded by a group of rabble-rousing pamphleteers, they increasingly directed their anger against Jews. In the decades after 1873, a wave of antisemitism swept over Europe, cutting across class lines and poisoning the political climate in ways that echo through history. Meanwhile, the debt defaults by the governments of Turkey and Egypt upended the strategic map of the Middle East. The Ottoman Empire—branded “the Sick Man of Europe” by Tsar Nicholas I in the 1850s—entered its final death throes. Torn by rebellion and facing bankruptcy, Turkey suffered military defeat at the hands of the Russians. The subsequent Carthaginian peace resulted in Turkey’s losing most of its empire in Europe—a catastrophic blow that cost it a third of its population and more than half of its potential tax base. In exchange for getting its debt restructured and its obligations more than halved, Turkey had to submit to putting much of its public finances under the control of foreigners. Egypt fared even worse. In what critics called a “bondholders’ war,” it was invaded and occupied by Britain, which turned it into a virtual colony while forcing it to honor its debts to investors in full, despite the crushing burden on Egyptian nationals.
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			The crisis of 1873 unfurled against a backdrop in which governments, for the most part, took a hands-off approach to the economy. They fixed the value of their currency against precious metals like gold and silver but otherwise did very little else to smooth out downturns in industrial activity, believing as they did that the economy was a self-regulating mechanism best left alone. Central banks, which are today the most important institutions for managing fluctuations in the economy, were then mostly privately owned associations of bankers with very limited remits—generally to ensure that the value of the currency was maintained by responding to ups and downs in their precious metal reserves and, in extremis, to act as lenders of last resort during financial panics, thereby preserving public confidence in the banking system. It was a world in which no single group of protagonists controlled events or dictated responses.

			Nevertheless, as I researched the story of 1873 and its aftereffects, one name kept reappearing: Rothschild. At the time, the Rothschild family was the richest in the world, running the largest and mightiest private European bank, whose capital dwarfed that of all its competitors. The Rothschilds’ bank then had four branches—in London, Paris, Vienna, and Frankfurt. For fifty years, it had been a major force in the international bond market, playing a dominant role in raising capital for governments and railroads during the twenty-five-year borrowing boom after 1850. Because of the family’s ascendancy in the world of finance and its global reach, the Rothschilds popped up in the narrative again and again—sometimes as protagonists, other times as informed observers, still others as policymakers in the halls of power, and occasionally even as victims. Even when the Rothschilds did not take center stage (as in the United States), by virtue of their reputation and the power they wielded in Europe, even just by the aura their name evoked, they exerted an ominous presence. The Rothschilds appear so frequently in the narrative that the family serves as a natural connective thread around which to weave the story of 1873. Though largely forgotten today, it is a tale that offers unsettling parallels to our current economic woes.

			
				Skip Notes

				
					* There had already been a “Black Friday” for the New York Stock Exchange on September 24, 1869. In the decades that followed, it became common parlance to call market crashes “black” days. The Wall Street crash of 1929 saw a sequence of such days in quick succession: Black Thursday (October 24), Black Monday (October 28), and Black Tuesday (October 29). Monday, October 19, 1987, when the U.S. stock market fell by a record 22 percent in one day, also came to be known as Black Monday.

				

			

		

	
		
			
				Part One

				The Boom

				1867–1871

			
			
				
					[image: Historical photograph of a large crowd of railroad workers and officials gathered between two steam locomotives facing each other at Promontory, Utah, on May 10, 1869, with men standing on the engines and along the tracks, some raising hats or bottles in celebration.]
				

				
					An iconic photograph depicting railroad employees celebrating the driving of the golden spike that linked the Union Pacific and the Central Pacific lines at Promontory, Utah, on May 10, 1869, thus creating the first transcontinental railroad.

				
			
			
				
					[image: Historical illustration showing the November 17, 1869 ceremonial opening of the Suez Canal, with dense crowds of spectators in robes and turbans lining both sandy banks while multiple sailing ships and steam-powered warships move along the canal, flags flying from tall poles, and a distant pavilion on a low hill overlooking the scene.]
				

				
					On November 17, 1869, the ceremonial opening of the Suez Canal was marked by the meeting of two flotillas of ships, one southbound from Port Said and the other northbound from Suez. At the halfway point, where they met, three thousand European guests were treated to a sumptuous banquet and a fancy-dress ball.

				
			
		

	
		
			
				1.

				In Bonds We Trust

			
			As the 1860s ended, the world’s economy had never appeared in better shape. Few events were more emblematic of its health than the successful completion, within a few months of one another, of three monumental and iconic infrastructure projects that promised to remake global commerce.

			On May 10, 1869, several hundred luminaries and railroad workers gathered on the windswept plateau of Utah’s Promontory Summit, north of the Great Salt Lake. They were there to witness the linking of the Central Pacific and Union Pacific Railroads, marked by the ceremonial driving of an eighteen-karat gold spike into the tracks. The moment signaled the realization of the first transcontinental railroad across the United States, collapsing the New York–San Francisco journey from six months to a mere six days. It had taken seven years to build at an estimated cost of $70 million.

			Scarcely six months later, in November 1869, a more extravagant ceremony unfolded halfway around the world to mark the opening of the Suez Canal. It had cost $100 million. The celebration was a much grander affair. Three thousand European guests, including Empress Eugénie of France, Emperor Franz Joseph of Austria, Crown Prince Friedrich Wilhelm of Prussia, Prince Henry of the Netherlands, and Prince Louis of Hesse, were invited for the festivities, which lasted four days and came with a hefty price tag, said to have been $10 million. On the morning of November 17, 1869, a flotilla of forty-eight ships, festooned with bunting and escorted by half a dozen Egyptian men-of-war, entered the canal at Port Said. At sunset, a northbound flotilla from Suez met them at Ismailia, the halfway point along the canal, where a new town featuring a palace, a hotel, and numerous villas had been built on the banks of Lake Timsah. There the guests enjoyed a sumptuous banquet—five hundred cooks had reportedly been imported from Trieste, Genoa, and Marseilles—followed by an elaborate fancy-dress ball.

			Four months later, on March 7, 1870, a more modest function took place at Jubbulpore (now Jabalpur), in central India, to mark the junction of the Great Indian Peninsula Railway with the East Indian Railway, thus linking Bombay on the west coast of India with Calcutta, fourteen hundred miles away on the east coast. Attendees included Prince Alfred, Queen Victoria’s second son; Lord Mayo, the British viceroy; Sir William Vesey-FitzGerald, the governor of Bombay; and a collection of Indian royalty, including the maharajas of the houses of Holkar, Rewa, Nagod, and Maihar. The prince opened the line by ceremonially hammering a simple silver spike into the tracks with a silver mallet, both specially cast for the occasion.

			The near-simultaneous completion of these three grand projects prompted much commentary in newspapers across Europe, saluting the transformative impact they would have on international trade and travel. One French paper even hazarded a guess that these three critical links in the global transportation chain would now enable a traveler to go around the world in fewer than eighty days—it even went so far as to provide a detailed itinerary for the imagined journey. The French adventure novelist Jules Verne chanced upon one such article, which seeded the idea for his classic book about a wager to circumnavigate the globe. Around the World in Eighty Days would eventually be published in early 1873.

			All three projects had been built with substantial financial support from governments—tens of millions in land grants and government guarantees for the transcontinental railroads, $40 million poured into the Suez Canal by the Egyptian government, and a British government guarantee on the Indian railway bonds. Yet all three had been primarily financed through private capital, raised by issuing bonds on the stock exchanges of London, Paris, and New York, a testament to the remarkable financial machinery, constructed over the previous twenty years, for harnessing middle-class European savings and channeling them into investments around the world.
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			As the new decade began, the machinery seemed to be humming along very smoothly. The world had just gone through a two-decade-long period of economic growth—the first truly global boom in Western economic history. The combined GDP of the four major economies had almost doubled, and the volume of world trade had expanded fivefold. Powering this surge was a jump in capital investment, which rose almost two and a half times (increasing as a percentage of their combined GDP from below 10 percent to above 15 percent), led by railroad construction. The growth was fueled by a massive increase in credit, both domestic and international: Between 1850 and 1873, the global bond market quintupled in size. Economic prosperity, previously concentrated in a small group of countries, spread across the globe. And as the demand for labor soared, for the first time since the start of the Industrial Revolution in the early nineteenth century, unskilled workers began experiencing steady improvements in their standard of living.

			Two factors made the jump in investment possible. First was the rise in savings in the major countries. As a burgeoning middle class—doctors and lawyers, solicitors and insurance men, civil servants and clergymen, teachers and headmasters, writers and scientists—began to emerge across Europe and the United States, every country saw a boost in its savings rate. In Britain, then home to the world’s largest economy, the savings rate went from 8.5 percent of the GDP to 13.5 percent; in Germany, from 9 to 14 percent; in France, historically a highly thrifty nation, from below 17.5 to 19 percent; and in the United States, from around 15 percent in the 1840s to above 20 percent.

			Equally important was a revolution in finance that channeled these savings from the wider public to those who could invest them most productively. The spike in savings and the improvements in financial markets led to a major decrease in the cost of borrowing around the world—after inflation was taken into account, long-term interest rates in London, the world’s preeminent financial center, fell by half, from around the typical 6 percent that had prevailed before the 1840s to 3 percent in the 1850s and ’60s. As a result financial markets swelled in size. Across the world, the amount of investment in projects like railroads and other infrastructure undertakings rose from $1 billion a year in the early 1850s to nearly $4 billion a year by the late 1860s. Much of this money was routed through banks and exchanges in the form of bonds and stocks. Over those two decades, the quantity of capital funneled through the financial markets of London, Paris, and New York skyrocketed. The total value of investments in all their myriad forms—company shares, government bonds, bank loans, trade credits, and real-estate mortgages—shot up from under $20 billion to over $50 billion.
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			Talk of a financial boom typically conjures up images of wild speculation and frenzied trading on stock markets. In fact, the new middle-class investors who emerged in such large numbers in Britain and France during the 1850s and ’60s were a remarkably cautious and sober-minded group of men and women. They may have had money to spare, but they were also highly risk-averse, and they put an enormous premium on safety. As a result, they tended to be leery about investing in the shares of private companies.

			Well before the boom began, that wariness had been stoked by a crash that hit the British and French stock markets in the late 1840s. In 1844 and early 1845, a spectacular bubble in railway shares developed in Britain. Hundreds of the newly incorporated railway companies that were floated on the London Stock Exchange saw their share prices more than double. Thousands of middle-class British investors piled into the market, most of them putting only a fraction of the capital down. The bubble burst in late 1845, and over the next three years, share prices fell by more than 60 percent. Many of the railway companies proved to be bogus or fraudulent, and a whole generation of potential equity investors was left on the hook for hundreds of millions of pounds in losses. These troubles on the stock market were compounded in 1848, when Europe was roiled by political turmoil and a series of failed harvests. This confluence of events led to the single worst bear market of the nineteenth century, with equity markets tumbling by 30 percent.

			Public hesitation over investing in stocks was reinforced by a three-volume book published in 1841 under the intriguing title Memoirs of Extraordinary Popular Delusions (later more catchily titled Extraordinary Popular Delusions and the Madness of Crowds). The author, Charles Mackay, was not an expert in finance but a journalist, an erstwhile editor of The Illustrated London News, an amateur composer of ballads, and a writer of popular history. Extraordinary Popular Delusions is a history of outbreaks of mass public hysteria, or what Mackay calls “moral epidemics.” There are chapters about the Crusades, about epidemics of dueling, about spontaneous eruptions of fear of the apocalypse, about waves of collective belief in quacks and alchemists, and about our periodic obsessions with witches, which stretch back to the Middle Ages. Thrown into this eclectic mix are what Mackay dubs “money manias”: three episodes in which an irrational public, immersed in a frenzy of financial speculation, bid up prices of assets to absurd levels, only to watch them crash precipitously a few months later.

			The most infamous of these, and certainly one of the strangest incidents in the history of financial markets, was the Dutch tulip mania that occurred during the fall and winter of 1636–1637, when the prices of bulbs went up twentyfold in a span of three months, only to collapse by 95 percent over a period of mere weeks. The other examples that Mackay describes were twin manias—the Mississippi Bubble and the South Sea Bubble—mirror images of each other that swept through France and Britain in 1719 and 1720. While less bizarre than the tulip craze, they would prove to be more consequential. The rationales behind both the South Sea Company and the Mississippi Company were similar. They had originally been set up as vehicles to help reduce the interest costs on the debt of their respective governments. Since both companies committed to pay more in dividends than they were able to earn on the government bonds they held, neither had any hope of making money. For reasons that no one can properly explain, however, both companies became the darlings of investors, with their stock prices rising in value between ten and thirty times. At their peak, each was valued at the equivalent of three times the annual national income of its respective country. Eventually, both bubbles burst, with prices falling by some 80 percent, leaving thousands of people, including many members of the aristocracy and the political elite, ruined.

			The episodes that Mackay covers in his book were so outlandish and compelling—a tulip worth a house, a single company worth triple the income of an entire nation—that they acquired an iconic status. There is, in fact, some evidence that Mackay may have even fabricated or exaggerated some of his tales. Even so, his book became a bestseller and has never gone out of print. It exerted a profound influence on popular thinking about stock markets, feeding the view that speculating in shares is nothing more than gambling, like betting on horses or rolling the dice in a casino, and reinforcing the perception that the stock market is a place where it’s all too easy to be duped or defrauded.

			So burned were investors by the equity turmoil of the late 1840s that even during the boom years of the 1850s and ’60s, when downturns in the equity market were modest, the investing public remained wary of putting their money into shares. Consequently, the size of equity markets remained comparatively small. Even by the early 1870s, the value of shares in companies on the three largest exchanges—those of London, Paris, and New York—was only $10 billion, compared with a total of $30 billion in financial securities issued on the exchanges. Even rich Americans, traditionally thought to be bigger risk-takers and speculators than the British or French, maintained portfolios that looked much like those of their British and French counterparts.

			What the new generation of savers wanted most from their investments was a steady and stable income. Their preferred investment vehicles were bonds of various types—reliable, hopefully uneventful investments that delivered a regular stream of income. The real money, some $20 billion, whether in London, Paris, or New York, was thus channeled into the bond market: During those twenty years, it shot up in value sixfold.

			The biggest beneficiaries of the bond market’s expansion during the 1850s and ’60s were the railroads. Until then, bonds had largely been issued by governments. Private companies in need of funds to invest either raised capital by issuing equity or paid for their investments out of their profits. But even a modestly sized railway line anywhere in the world cost such a colossal amount, and took so long to build, that the capital required far exceeded the sums that an individual entrepreneur could muster. A mile of track cost anywhere from $30,000 to $100,000, depending on the terrain to be crossed. A railway line stretching a few hundred miles could cost as much as $20 million, an amount that, at the time, barely a handful of the world’s richest businessmen could raise from their own pockets.

			It was the bond market’s unique ability to aggregate and channel pools of middle-class savings that made large-scale investments in the railroads possible. Railroad bonds became the totem of the age. And though railroads accounted for the vast bulk of bonds issued in the 1850s and ’60s—according to one estimate, some $10 billion out of the total of $20 billion in new debt—they were not the only borrowers to tap the markets. The explosion in railroad borrowing spurred a copycat boom in borrowing by municipalities from different parts of the world that were looking to finance other forms of public infrastructure. Cities such as Cairo, Buenos Aires, and Bombay embarked on enterprises to build ports, gasworks, and water systems, all of which were paid for through the issuance of bonds. By the 1870s, bonds for Austrian railways, Hungarian mines, Cairo’s waterworks, Indian railways, and silver mines in Utah were all trading on the London Stock Exchange.

			While the financiers of London held sway across the globe in a sort of invisible empire, their power had very little to do with Britain’s imperial might. More than half the bonds traded in London during the 1850s and ’60s were issued by European borrowers; a quarter of them, by Americans. The three biggest borrowers on the London market—Russia, Turkey, and Egypt—were not even part of the British Empire. The only big borrower over which the Crown held suzerainty was India, and it barely accounted for one-tenth of the total bonds issued.

		

	
		
			
				2.

				The Gods of Our Time

			
			London, Paris, and Vienna

			Standing astride the bond market was the Rothschild family. It had originally made its fortune during the Napoleonic Wars. Though Mayer Amschel Rothschild, the founder of the dynasty, did accumulate substantial wealth as a banker in Frankfurt during the 1790s, the true architect of the Rothschilds’ success was Nathan Mayer Rothschild, Mayer Amschel’s third son. Dispatched to England with £20,000 in seed capital to invest in Manchester’s textiles, Nathan instead established a smuggling ring to evade the French naval blockade of Britain. He directed operations from London, while his four brothers—Amschel, Salomon, Carl, and the youngest, Jakob, who later changed his name to James—handled the Continental side of the business. With its unique infrastructure for getting contraband, including gold bullion and coins, undetected across the English Channel, the family became the principal agent for transferring British subsidies to European allies. All the funds for the Duke of Wellington’s campaign in the Peninsular War, for instance, passed through Rothschild hands.

			By the final years of the Napoleonic Wars, the family had developed a distinctive modus operandi. By cultivating politicians and high officials in the major capitals, the Rothschilds established a network of contacts, informants, and spies that allowed them to stay abreast of political developments and impending military actions, insider knowledge they were able to use to speculate on exchange movements and bond prices. By the end of the wars, they had built a fortune of approximately $10 million.

			In the aftermath of the Napoleonic Wars, as Europe rebuilt after a generation of conflict, the Rothschilds entered the business of underwriting loans to governments. They were almost single-handedly responsible for creating the international bond market. Over the next two decades, the government loan business in Continental Europe became a virtual Rothschild monopoly. They became the primary financiers of nearly every government in Europe—Austria, Prussia, Russia, Spain, Belgium, the Kingdom of Naples, the Papal States, and all the German princeling states.

			The family’s ability to mobilize capital at the necessary scale depended largely on its having a network across Europe; the five brothers were fanned out across the Continent. Following the death of their father, the autocratic Nathan effectively became the head of the family. He remained in London, operating out of his office at New Court. The eldest brother, quiet and retiring Amschel, the most pious and conservative of the five, stayed on in Frankfurt. Salomon, the second brother, the diplomat of the family, moved to Vienna, where his skill in dealing with princes and courtiers could be put to best use. He became a trusted confidant of Prince Klemens von Metternich, Austria’s foreign minister and chancellor and Europe’s most important statesman, who provided Salomon with political intelligence. The fourth brother, Carl, moved to Naples in 1821. Naples never became much of a financial hub, and the branch there, which remained modest compared with the others, was closed in 1861. The youngest brother, James, set himself up in Paris. Following the 1830 July Revolution, which brought to power Louis-Philippe, “the Citizen King” and the head of the house of Orléans, whose fortunes the Rothschilds had long managed, James became the most prominent banker in Paris, courted by the highest circles of French society.

			To maintain their lock on the international bond business, the Rothschilds liberally distributed gifts, loans on preferential terms, and, when necessary, outright bribes to the right people in politics. Many a European royal—Louis XVIII and Charles X of France; various members of the house of Saxe-Coburg-Gotha, including Leopold I, king of the Belgians; and a number in the English royal family, including George IV, the prince regent, as well as the Duke of Clarence and the Duke of York—took advantage of loans from the Rothschilds, often dispensing with the formality of paying interest. But the Rothschilds’ most important client was Prince Metternich—he and his entire family, including his wife and his son, borrowed the equivalent of several hundred thousand dollars to finance their investments in real estate. In 1820, as a show of his gratitude for the Rothschilds’ postwar loan to Austria, Prince Metternich elevated the brothers to nobility by granting them the title of baron—the first Jews to be so ennobled. Such was the antisemitism of Austrian society at the time, though, that despite their ennoblement, the Rothschilds were never officially received at court.

			In exchange for influence, the Rothschilds offered not just money but superior information. In an era when European politics were neither stable nor predictable, government bond markets were constantly being rocked by unexpected events. To maintain their dominant position and ensure that they did not get caught on the wrong side of a downturn in credit markets, they found it imperative to be better informed about political events than their competitors. They even developed their own private network of couriers to communicate with one another. It was a formula that proved remarkably successful.

			By the 1840s, however, the Rothschilds appeared to have passed their prime. Most major European countries had managed to get their finances in order, and mandates for issuing or restructuring government bonds by blue-chip borrowers like Britain, France, and Prussia—the mainstay of the Rothschilds’ business—were beginning to dry up. The biggest threat to their survival, however, came in the late 1840s, when Europe was roiled by the worst economic and political crisis of the entire nineteenth century.

			Over two years, a sequence of interrelated calamities—natural disasters, financial crises, and revolutionary turmoil—plunged the region into a deep depression. The crisis severely affected the Rothschilds’ bank. As the most important dealer in European government bonds, it typically had to hold substantial inventories of such debt. When simultaneous revolutions in Paris, Naples, Vienna, and Frankfurt collided with a financial crisis in London, government securities everywhere cratered in price by as much as 60 percent, and the total losses sustained by the Rothschilds were so extensive that for a few months it seemed as if the Paris and Vienna branches of the bank might actually go under. Only emergency loans from the London and Frankfurt houses and a sub-rosa bailout by the French government—which boosted debt prices by 20 percent by improving the terms—saved it. During this tumultuous period, the Rothschilds are thought to have lost as much as a quarter of their $40 million in capital.

			The 1848 crisis was a near-death experience for the Rothschilds. Simultaneously, in the early 1850s, the family was confronted with a major generational change. Nathan had died prematurely, at age fifty-nine, in 1836, but in 1855, three of the four remaining founding brothers—Amschel, who ran the Frankfurt branch; Salomon, who ran the Vienna branch; and Carl, who ran the Naples branch—all died. James was now the sole survivor of his generation.

			Their problems had compounded after 1848, when many of the leaders who had once provided them with political cover—including Prince Metternich in Austria and King Louis-Philippe in France—were deposed, leaving the family to face less sympathetic regimes. Under King Louis-Philippe, the Rothschilds had enjoyed an effective monopoly over the French bond market. The 1848 revolution and the subsequent coup d’état in 1851 ushered into power Napoleon III, who was determined to reduce France’s dependence on the Rothschilds.

			With the generational shift, the Rothschilds might have been expected to follow the usual life cycle of commercial dynasties, whereby those in the third generation, less driven and hungry for success than their predecessors, either squander their wealth or devote themselves to their own individual interests, whether in business or fields like politics. The post-1850 generation did indeed prove to be less driven and more cautious than their risk-taking fathers. Yet despite these headwinds, the Rothschild family was to embark on its most successful two decades.

			With James at the helm, the family was able to leverage its position as the dominant underwriter of bonds to capitalize on a once-in-a-generation boom in global borrowing. In the process, it did more than recoup its losses from the setbacks of 1848; it achieved unprecedented profitability. It was involved in bringing to market more than half of all the bonds issued during the 1850s and ’60s. It had the most prestigious list of clients of any bank in the world, having underwritten loans for almost every major sovereign borrower, including the governments of France, Prussia, Russia, Austria, Portugal, Greece, Holland, Belgium, Hungary, Brazil, New Zealand, Turkey, and even the Papacy.

			Under James’s leadership, the Rothschilds also displayed an impressive ability to diversify their activities, moving from the low-margin business of underwriting and trading in mainly blue-chip government bonds to the more lucrative business of underwriting the bonds of higher-risk governments and the many and varied railroad companies around the world. Eventually, they began directly investing in railroads and mining companies.

			The Rothschilds had missed the early stages of the worldwide railroad boom. Nathan had been highly skeptical of investing in the early railway companies of Britain, where the whole business had started, and he was seemingly vindicated when the first great British railway boom proved to be a mania and burst in the early 1840s. The Rothschilds had also steered clear of investing in American railroads because of concerns about the governance of those companies.

			But as railroads radiated out across Europe, James was determined not to repeat the same mistake. Under his stewardship, the Rothschilds became major players, both as investors and as underwriters, in railroads around the world, beginning with the nascent French railway system. They also became major investors in the railroad network that would eventually span the Austro-Hungarian Empire, connecting Vienna to Poland in the north and to Lombardy in the south. In addition, during the 1860s, as governments around the world began directly investing in the creation of railroad lines, the Rothschilds floated mammoth bonds for the governments of Italy, Russia, and Brazil that were designed to fund the construction of their railroads. By the late 1860s, the bank’s investments in European railroads had become the single most profitable element on its balance sheet, exceeding even the profits from underwriting government bonds. It also went into industrial finance and acquired stakes in various mining interests across the globe—coal in Belgium; copper, zinc, and mercury in Spain; and ironworks in Central America.

			Until 1850, the bank had typically generated annual profits of around $1 million. Over the following two decades, profits surged so much that by James’s death in 1867, they were running close to $6 million. By reinvesting the surplus into the business, the bank almost quadrupled its capital from $40 million to $150 million, accounting for a third of the capital of the entire European banking system and cementing its status as the largest and best-capitalized bank in the world.

			The Third Generation of Rothschilds Following the Death of Baron James
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					Anselm von Rothschild, the partner in charge of the Vienna arm of the Rothschild bank, who by virtue of being an only son was the richest of the third generation of Rothschilds.
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					Lionel de Rothschild, head of N. M. Rothschild & Sons, the London arm, which dominated the global bond business.

				
			
			
				
					[image: Alphonse de Rothschild in a drawing seated in an ornate armchair with carved lion heads on the armrests, wearing a dark jacket, waistcoat, and light trousers, hair styled with mutton chops and a moustache, holding a cigar in his right hand with smoke curling upward, his legs crossed, with a circular wall safe with a keyhole visible behind him.]
				

				
					Alphonse de Rothschild, the partner in charge of Rothschild Frères, the best-capitalized arm of the Rothschild bank and one of the leading members of the Parisian beau monde.
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					Mayer Carl von Rothschild, head of the German arm of the Rothschild bank, a fervent supporter of Bismarck’s, viewed as a lightweight by his cousins.
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			The position of the Rothschilds as the dominant bankers in Europe gave rise to much uninformed and hyperbolic speculation about their wealth. At the time of James’s death in 1867, The Times estimated his personal estate to be worth over $200 million, while the Kölnische Zeitung guessed its value to be as much as $350 million. It was a sign of the secrecy and aura of mystery that surrounded the family that even the serious press was so far off. The actual figure, including the grand hôtel particulier on rue Laffitte, the country estate at Ferrières, and the vineyard of Château Lafite in Bordeaux, was closer to $50 million—still enough to make him, at the time of his death, one of the world’s two richest men. His only real competitor for the title was his nephew Anselm in Vienna. Anselm had inherited two fortunes: the first one from his father, Salomon, who had had no other sons, and the second from his uncle Amschel, who had had no children of his own and distributed his inheritance equally among the families of his four brothers.[*] This wealth, combined with the fortunes of James’s other nephews (his four English nephews and his two other German nephews), meant that they were collectively worth as much as $250 million, which made the Rothschilds the richest private family in the world. In relative terms, compared with the size of the global economy, the Rothschild family is the richest family in history.

			By the late 1860s, the family name had become a byword for extravagance, luxury, and over-the-top displays of wealth. Collectively, they had put tens of millions of dollars into some of the most expensive châteaus and country houses in France and Britain, opulent homes that would provide a lifestyle model for the robber barons, steel magnates, and oil tycoons that later emerged during the American Gilded Age. At one point, they owned forty-one stately mansions in the most coveted locales across Europe, the vast majority of which were in England and France.

			Jews were legally prohibited from owning land in Vienna until the 1840s. James’s brother Salomon had gotten around this by renting the entire Römischer Kaiser, the nicest hotel in Vienna, and eventually, when legal restrictions were lifted, he bought and renovated it as his palace, but he and his family much preferred Paris as a place to live. In addition, the family owned a few mansions in Frankfurt but ultimately gravitated to England and France, finding life there more congenial.

			In London, beyond the New Court office, James’s elder brother Nathan owned 107 Piccadilly. Nathan’s son Lionel acquired 148 Piccadilly, adjacent to Apsley House, the Duke of Wellington’s residence, and later expanded the property by purchasing the neighboring house at 147. Over the years, the English Rothschilds also acquired numbers 142 and 143, progressively coming to control a significant stretch along Piccadilly. Three of Nathan’s sons—Lionel, Anthony, and Mayer—bought large estates and built sprawling manor houses in the prime foxhunting country around Buckinghamshire. Lionel owned Tring, Anthony had Aston Clinton, and Mayer developed Mentmore Towers. They were joined by two cousins: Ferdinand, Anselm’s second son, built the grandest of the houses at Waddesdon, and Alfred, Lionel’s son, built Halton. So many of the stateliest houses in the Vale of Aylesbury ended up in the hands of the Rothschilds that the area came to be known as “Rothschildshire.”

			But it was the French Rothschilds who really gave the family its reputation for grand living. James’s Paris house at 19 rue Laffitte, which he acquired in 1818, had previously belonged to Empress Joséphine’s daughter, Hortense, wife of Napoleon I’s brother Louis, and later to the sinister Joseph Fouché, minister of police under Napoleon I. James had bought the two adjacent buildings, and he had had the whole complex rebuilt in the 1830s, occupying the main wing himself, while the two subsidiary wings overlooking the forecourt served as the head office of Rothschild Frères, the bank. The interior of the house, with its gilded and silk-clad walls, filled with the best eighteenth-century French furniture and opulently decorated with all sorts of antiques, objets d’art, and works by the old Dutch masters, was, according to the radical poet Heinrich Heine, a friend of James’s and a frequent visitor, the “Versailles of the absolute monarchy of money.” In addition, James’s son Alphonse lived in a mansion on 2 rue Saint-Florentin, overlooking the Tuileries Garden and the Place de la Concorde, which had once served as the Paris residence of Charles-Maurice de Talleyrand.

			James’s real extravagance, however, was his country estate at Ferrières, on the outskirts of Paris. He acquired the land in 1855 and commissioned a château designed by Joseph Paxton, the English architect behind the Crystal Palace in London. At $5 million, it was then the world’s most expensive private home. The showpiece main hall measured 120 by 60 feet and had a full skylight roof, a Paxton signature. The residence boasted a sixty-seat dining room, a massive eight-thousand-volume library, and eighty guest suites. Visitors were waited on by an army of 120 servants. To eliminate the odors of cooking, the kitchens were placed away from the house, and food was transported via underground carriages. The house itself was surrounded by a three-hundred-acre English landscape garden, stables for eighty horses, and a vast private hunting forest.

			During the 1860s, James became an almost legendary figure in the public imagination. Heine described him as “this Nero of finance, who…rules the stock markets as the absolute imperator.” He left a personal stamp on French culture of the era. His home, where he and his wife, Betty, entertained on a grand scale, hosting at least four soirees a week, became the focal point of Parisian high society. On a typical day, there might be thirty for lunch and sixty for dinner. The buffets were created by the famous Antonin Carême, former chef to Talleyrand and Tsar Alexander I. In his cushy post at the Rothschild residence, he invented legendary dishes such as soufflé à la Rothschild (a sweet soufflé with candied fruit soaked in gold-flecked liqueur), saumon à la Rothschild (salmon poached in Champagne), and filet de boeuf à la Rothschild (slices of cold beef covered with foie gras and truffles). A typical soiree drew not only the moneyed elite of Paris, ambassadors of the great powers, and visiting dignitaries but also preeminent artists of the day—composers Rossini, Berlioz, Chopin, and Liszt, as well as painters Delacroix and Ingres. James and Betty were great patrons of the arts—Chopin became a piano tutor to their daughter, Charlotte, and composed a waltz dedicated to her, while Ingres was commissioned to paint Betty’s portrait.

			James had an unusual capacity for friendship. He befriended the radical poet Heine despite their ideological differences. He even established an uncommon bond with Balzac, who dedicated one of his books to the Great Baron, as he had come to be called. Though they seemed to have enjoyed a bantering relationship, especially when it came to the subject of the writer’s amorous exploits, Balzac was totally cynical about exploiting the Rothschild connection. He had no qualms about borrowing tens of thousands of francs and accepting gifts of shares from James. He repaid these favors by using the baron as the thinly disguised inspiration for one of his more sinister characters: Baron de Nucingen, a ruthless, coarse, and unscrupulous banker who speaks French with a heavy German accent.

			By the late 1860s, the Rothschilds were considered to be on par with the grandest royal families of Europe. The awe in which they were held was visible when James died in November 1867. At his funeral, in a show of silent respect, forty thousand working-class Parisians standing five deep lined the three-mile route from his home to the cemetery. Observing this extraordinary public outpouring, a nephew remarked that the funeral felt “more like that of an Emperor than of a private individual.” Every major Parisian newspaper carried a long and laudatory obituary on its front page. The Journal de Paris credited James with reconstructing the finances of France after the disasters of the Napoleonic Wars and asserted that the nation owed its international credit standing to him. La France reminded its readers that he was known as “the king of bankers and the banker of kings.”

			
				Skip Notes

				
					* There is always some uncertainty in these calculations, but the second-richest man was most likely Anselm Salomon von Rothschild, James’s Vienna-based nephew, followed by Cornelius Vanderbilt, the American shipping and railroad magnate.
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				An American Rothschild?

			
			New York

			During the 1850s and ’60s, no other bank could match that of the House of Rothschild around the world. Boasting branches in London, Paris, Frankfurt, and Vienna—reduced from five to four after 1861, when the Naples arm was shuttered—it dominated European finance with unrivaled authority. Initially concentrated in the core countries of western Europe—Britain, France, Belgium, Austria, and Italy—it expanded its reach across the Continent during the boom years, becoming the major underwriter of Spanish, Portuguese, Hungarian, and Russian bonds. It also further extended its influence into Latin America, particularly Brazil. As its business took root worldwide, it appointed representatives in far-flung cities, from Mexico City to Havana, Cape Town to Melbourne, Singapore to Shanghai, creating a global network that would have been unimaginable a generation earlier.

			The one part of the world where its presence remained conspicuously absent was the United States. In 1850, America appeared uniquely positioned to capitalize on the coming worldwide boom. Having sidestepped the upheavals created by the depression of the late 1840s and the 1848 revolutions that convulsed Europe, the United States—though its $4 billion economy roughly matched that of Germany and was smaller than that of France or Britain—offered, at least on paper, many of the world’s most enticing investment opportunities. Its widely dispersed population centers and great open spaces made it perfectly suited to the building of railroads. American workers were, on average, more educated than their European counterparts and thus more equipped with the sorts of skills needed to man the new steam-powered industries propelling growth around the world. Wages in the United States were higher than in Europe, and the flood of new immigrants flocking across the Atlantic in search of a better life ensured that labor was plentiful.

			During those first few years of the boom, many of these expectations were met. The United States became the fastest-growing of all the major economies, expanding by 60 percent over the decade of the 1850s—more than double that of western Europe. It had the highest investment rate of any country, channeling almost 20 percent of its annual GDP into building its capital stock. The distinctive feature of growth during this time was how broad-based it was, encompassing as it did both the industrial North, where two-thirds of the population lived, and the plantation economy of the South. Growth in the North was driven by many of the same factors that galvanized the expansion in Europe—the leap in railroad construction and the surge in steam-powered industrial production—while the South, still dominated by agriculture, benefited from soaring demand for raw cotton as textile production boomed worldwide.

			Despite these advantages, American companies struggled to raise capital. New York remained a financial backwater as against London or Paris—the total value of equities and bonds traded on the New York Stock Exchange was less than $4 billion, compared with $12 billion on the London Stock Exchange and even $8 billion on the Paris Bourse. Fledgling American companies, especially those in the railroad industry with big capital requirements, had little choice but to turn to Europe for a substantial portion of their capital needs. To raise funds in Europe, however, Americans found themselves having to pay up. It cost them 8 or 9 percent to borrow money, instead of the usual 5 to 6 percent that European borrowers paid. They had to overcome the deep-seated ambivalence among European bankers about investing in the United States. Indeed, it is not an exaggeration to say that in many European financial circles, the country had come to be viewed as a nation of swindlers.

			That suspicion went back a few decades to the boom of the 1830s, when not only private American corporations but also and especially the states had borrowed heavily from London banks to finance the construction of canals and the beginnings of a railway system. The debt owed by the states jumped from $26 million in 1830 to $170 million seven years later. When the U.S. was hit by a severe depression in 1837, many of the states struggled to service their obligations. The federal government refused to intervene, insisting that each state was autonomous and responsible for its own debts. Over the next few years, nine states and the territory of Florida, accounting for two-thirds of the total outstanding debt, defaulted.

			In trying to salvage what they could, the creditors, most of whom were British, discovered, to their astonishment, that the U.S. Constitution did not permit them to sue the states. The City, London’s financial district, reacted with fury. American travelers in England found themselves blackballed from clubs and even confronted on the streets by irate investors. While a few states—Pennsylvania, Maryland, Indiana, and Illinois—eventually resumed interest payments, others repudiated their debts, some in part, some in full.

			Among those who sustained significant losses from these defaults were the Rothschilds. In an 1842 letter, Anthony de Rothschild, of the English Rothschilds, exhorted his brothers to liquidate all of their American investments: “Let us get rid of that blasted country—as much as we profitably can,” he wrote. “It is the most blasted & the most stinking country in the world.” So burned were European bankers by the experience that most, including the Rothschilds, vowed to restrict their lending to the United States. In the summer of 1842, when representatives of the U.S. Treasury arrived in London, hoping to raise money for the federal government, James de Rothschild told them, “You may tell your government that you have seen the man who is at the head of the finances of Europe, and that he has told you that they cannot borrow a dollar, not a dollar.”
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					August Belmont, the American financier and Rothschilds agent in the United States who reputedly taught New Yorkers of the 1860s how to live according to the rules of refined European society.

				
			
			Despite their protestations, the Rothschilds did not completely miss out on the subsequent boom in lending to the United States, thanks to August Belmont, their remarkable agent, who was based in New York City. Born near Frankfurt, the Rothschilds’ hometown, Belmont had joined the bank as an apprentice at the age of fifteen. Ambitious and aggressive, he so impressed Amschel Mayer von Rothschild that he was rapidly promoted until, in 1837, at only twenty-three years old, he was asked to go to Havana to become the Rothschilds’ agent in Cuba. While changing ships in New York at the height of the financial crisis, he discovered that the Rothschilds’ American agent had gone under. Within a few days, on a gamble, he rented a small office at 78 Wall Street under the name August Belmont & Co. and announced that he was to be the new Rothschild representative.

			Trading in the name of the Rothschilds, and relying on the family’s credit, Belmont took advantage of the panic to scoop up all sorts of assets—banknotes, state bonds, private securities, commodities such as cotton and tobacco, even real estate—often at ten cents on the dollar. Within three years, at twenty-six, he had amassed a personal fortune of $100,000 and had begun to establish himself not only among New York’s wealthiest men but as a prominent Wall Street banker. Though James was furious at young Belmont’s presumption in exploiting the family name, variously describing him as “a stupid young man,” “a scoundrel,” and “an ass [who] needs to be kept on a short leash,” it was hard to argue with the profits he had generated for the Rothschilds in the immediate aftermath of the panic.

			But he only truly succeeded in making his mark, cementing his reputation as a gentleman to contend with, when in 1841 he challenged Edward Heyward, a member of a prominent South Carolina family—the Heywards were descendants of one of the signatories of the Declaration of Independence and could trace their American roots back to 1670—to a duel. One account claimed that Heyward had accused Belmont of having an affair with a married society lady; another, that Heyward had made a veiled reference to Belmont’s Jewishness. While Heyward escaped the duel unscathed, Belmont took a bullet to the hip, leaving him with a pronounced limp.

			Over the next few years, he became a fixture in New York social circles, admired by some for his sophisticated European tastes and manners. As The Sun would later describe him in 1877: “He taught New Yorkers how to eat, how to drink, how to dress…how to furnish their houses, how to live generally according to the rules of the possibly somewhat effete, but unquestionably refined, society of the Old World.” But others, particularly from the old guard of patroon families such as the Van Rensselaers, resented his relentless social climbing. His ascent was dogged by rumors—that he was an illegitimate Rothschild son, that he had changed his name from Schonberg to Belmont in order to become more socially acceptable—all false. And in the wake of his duel, which imbued him with a “sinister allure,” he was shadowed by gossip about his inveterate womanizing.[*]

			In 1848, those whispers were largely put to rest, and his entrée into higher society seemed all but assured, when he announced his engagement to Caroline Perry, daughter of Commodore Matthew Calbraith Perry, a member of the Protestant elite and a hero of the Mexican-American War, who would later open up Japan to the West. Following a glittering Episcopalian wedding at Grace Church, the Belmonts moved into the most palatial mansion in New York, created by combining two houses on the corner of Fifth Avenue and Eighteenth Street. The Belmonts entertained ostentatiously and extravagantly—their monthly wine bill was reputedly $20,000. Further emulating the Rothschilds, Belmont became one of the leading lights of American horse racing, creating a stud farm in Babylon, on Long Island, and serving as the first president of the American Jockey Club.

			Belmont appeared destined to become the “American Rothschild.” But James could never quite overcome his mistrust of Belmont. The wariness was mutual. Belmont refused in turn to show the appropriate deference to the family. As he complained in a letter to his sister, “Accustomed to flattery and people paying court to them, they cannot forgive me for keeping my independence…. What provokes them more than my independent manners is that I have made a fortune for myself.” As Belmont’s personal capital increased, he was able to enter into financing deals under his own name rather than relying solely on the credit of the Rothschilds.

			In 1848, dissatisfied with his bank’s American representation and ultimately believing that only immediate family members could be fully trusted, James dispatched his eldest son, Alphonse, then just twenty-one years old, to the United States to spend several months traveling between New York, New Orleans, and Cuba, investigating whether they should establish an American operation. Alphonse’s visit to the U.S. only intensified the tensions between Belmont and the Rothschilds. Having reigned as absolute master in New York for twelve years, and feeling insecure about the possibility that James was trying to replace him, Belmont went out of his way to snub the young Rothschild scion. For his part, Alphonse was impressed by how much money Belmont seemed to be making, as evidenced by his lifestyle: “Belmont is a real grand seigneur, with a sumptuous house, carriages, and footmen,” he wrote. Yet he also made a point of noting how “consumed by conceit and vanity” Belmont revealed himself to be.

			Alphonse returned to Paris convinced that the Rothschilds should set up a full bank branch in New York. “The country possesses such elements of prosperity that one would have to be blind not to recognise them,” he noted in a report back to his father. “In Europe there are many prejudices about America, but they dissolve when confronted by the facts…. I have no hesitation in saying that a Rothschild house, and not just an agency, should be established in America.” But he also came away believing that the family could not trust Belmont to look after its interests, describing him enigmatically as “an American in the full sense of the word.” He therefore proposed a complete change in the Rothschilds’ representation in New York, volunteering himself “to take charge of the new office.”

			Following Alphonse’s visit, Belmont seems to have reluctantly reconciled himself to losing his status as the Rothschilds’ American representative. He grudgingly set about making plans to return to Germany. Yet mysteriously, nothing happened. Perhaps Alphonse had returned to a Paris no longer in turmoil and realized that it would be too personally painful to uproot himself from his privileged perch at the top of Parisian society. Perhaps it was because the Rothschilds were generating such high profits in Europe that an expanded presence in the United States seemed unnecessary. Perhaps, as the 1850s progressed, James calculated that the risks of civil conflict between the North and South were simply too great to justify a significant capital investment in the U.S. As James would remark late in life, “America is a country that defies all calculation.”

			Consequently, much to Belmont’s frustration, he was never able to persuade the leaders of the family in Europe—neither James nor his nephew Lionel, head of the London arm, with the most to gain from an expanded American presence—to commit capital to establishing a full New York branch. The Rothschilds carried on without a physical presence in the United States, relying on Belmont to channel deals to them. By the 1850s, Belmont’s relations with the Rothschild family had grown increasingly distant.

			Having accumulated enough of a fortune to live more than comfortably for the rest of his life, Belmont developed a new passion: politics. His political career, however, would be hobbled by one bad decision after another. Though personally opposed to slavery, he aligned himself with a Democratic Party then dominated by Southern slaveholders and entering what he later admitted was “the most disastrous epoch” in the party’s history. He compounded this grave error by financially backing James Buchanan’s presidential campaign despite the latter’s proslavery stance. While Buchanan won the White House in 1856, he proved to be a calamitous president—his failure to prevent Southern secession in 1860 has earned him last place in historians’ rankings of presidential leadership. By then, Belmont had broken with Buchanan and supported Stephen A. Douglas’s failed 1860 presidential bid. During the war, as a War Democrat, he strongly backed the Union cause, though he was falsely accused of channeling Rothschild money into Confederate bonds. He was elected to be the national chairman of the Democratic National Committee, but his political pursuits would never match the heights of his earlier financial success.

			
				Skip Notes

				
					* August Belmont was supposedly Edith Wharton’s model for the British banker Julius Beaufort in The Age of Innocence.
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				God’s Chosen Instrument

			
			Philadelphia
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					Jay Cooke, whose bank sold over a billion dollars of Union government bonds, became convinced that he was God’s chosen instrument in the work of saving the Union.

				
			
			As Belmont wandered into the political wilderness, the man who would instead come closest to claiming the title of “American Rothschild” was an unlikely, eccentric figure named Jay Cooke. Wearing his trademark uniform of cowhide boots, black cape, and gray slouch hat, his long white beard giving him the appearance of an Old Testament prophet, he was an improbable titan of banking. A deeply religious man who reportedly read little else besides the Bible, Cooke never allowed religious scruples to stand in the way of his business activities. At heart, he was a promoter and a salesman of uncommon ability.

			When the Civil War erupted, Cooke was virtually unknown—an up-and-coming forty-year-old Philadelphia banker who had amassed a modest nest egg from commissions earned during the Mexican-American War. But just as the Rothschilds had emerged from obscurity two generations before by helping the British government finance itself during the Napoleonic Wars, Cooke would build his fortune by helping the Union government raise funds during the American Civil War.

			In January 1861, weeks before the secession of South Carolina, Cooke, sensing that the imminent conflict would offer enormous opportunities to make money, established an investment bank to specifically raise funds for the Union government. It helped that his younger brother, Henry Cooke, the proprietor and editor of the Ohio State Journal, the principal Republican newspaper in its namesake state, had a close friendship with Salmon P. Chase, a former Republican senator from Ohio who had recently been appointed secretary of the Treasury and would be responsible for financing the Union war effort.

			At the time, the Union government was totally ill-prepared financially. Chase, a lawyer with no financial experience, was slow to recognize the scale of the fiscal challenge he would face. Like most politicians confronted with war, he would consistently underestimate how long it would last, how much it would cost, and what measures would be necessary to raise the money for it. His first budget, released in July 1861, projected the cost at a little over $300 million—it would eventually cost ten times that amount. He proposed raising a quarter of this, some $75 million, through higher taxes—this at a time when the total revenues of the federal government, derived mainly from customs duties, barely reached $50 million annually. Eventually, he would introduce new tax measures to generate $600 million: increased duties on everyday essentials like coffee, tea, and sugar; higher import tariffs; and even America’s first income tax. But by far the largest amount he planned to raise was by borrowing from New York banks. In the first year, he successfully raised $150 million through bank loans. But in December 1861, the banks, drained of gold reserves, cut back their lines of credit to the government, forcing Chase to consider alternatives. Cooke convinced Chase that New York was a “hotbed of Southern sentiment and scheming” whose bankers harbored Confederate sympathies due to their involvement in the financing of the cotton trade and were intent on ruining the government’s credit. He persuaded Chase to try raising the requisite cash by issuing bonds and selling them directly to the public.

			Over the next four years, Jay Cooke & Co. would become the single most important source of finance for the Union war effort, responsible for raising over $1 billion by selling Union government bonds. While it can be said that the Rothschilds invented the government bond market in the early part of the century, it was Jay Cooke & Co. that democratized this market. Appealing to patriotism, the bank launched a mass educational campaign to promote the bonds to the broader public. It distributed millions of handbills, plastered post offices across the country with flamboyant posters, and took out advertisements in every type of newspaper, from great metropolitan dailies to obscure country weeklies. It hired twenty-five hundred subagents to go door-to-door selling securities to small-time investors in denominations as low as fifty bucks, and it even employed a small army of hacks to churn out articles and editorials extolling the virtues of investing in bonds.

			By the end of the war, one in twenty households in the North owned Union government bonds. Though the commissions that the bank took were modest—one-half of 1 percent on the first $10 million and three-eighths of 1 percent on amounts after that—the sheer scale of the bond drive was so enormous that by 1865, Cooke had become one of the wealthiest men in the country.

			Cooke borrowed yet another page from the Rothschilds’ playbook. Like Salomon von Rothschild, who had secured the mandate to issue bonds on behalf of the Austrian government by catering to the personal financial needs of Prince Klemens von Metternich, or James de Rothschild, who had obtained a monopoly over the French government’s bond market by extending loans to King Louis-Philippe, Cooke went out of his way to be financially helpful to Chase. Recognizing that he personally did not have the glad-handing skills needed to succeed in getting government contracts, he persuaded his brother Henry to move to Washington to manage the required influence peddling.

			Chase had extravagant tastes and liked to live well, renting a large house on Sixth and E Streets, where he threw big parties for senators, congressmen, generals, and diplomats. Frequently in financial straits, he was less than scrupulous about potential conflicts of interest. Jay Cooke & Co. became his private banker and invested his capital in a series of sweetheart schemes that generated implausibly high returns at minimal risk; one investment yielded $1,000 in profit over sixty days on a $13,000 investment—an annualized return of 50 percent. It also lent money on highly favorable terms to close family friends of his.

			The bank’s largesse extended to other key politicians. It developed subtle ways of funneling funds into the pockets of important politicos. Jay himself maintained a distance from the grubbier aspects of the business, leaving it to his glad-hander of a brother.

			By war’s end, Cooke was, as noted, one of the three or four richest men in America. His bank was estimated to have $10 million in capital. By European standards, this was small—the Rothschilds collectively commanded $150 million in capital, and the Barings commanded $15 million—but it made Jay Cooke & Co. the largest investment-banking firm in the United States. Cooke’s closest competitors were the Drexels of Philadelphia, with $7 million, and the Morgans (Junius and his son John Pierpont), with $5 million. More significantly, because of his contribution to the war effort, Cooke came to be hailed by the public as an authentic American hero, someone who had done as much as General Ulysses S. Grant to preserve the republic.

			Inflated by his success, Cooke developed something of a messianic streak. He would later write in his memoirs, “Like Moses and Washington and Lincoln and Grant, I have been—I firmly believe—God’s chosen instrument, especially in the financial work of saving the Union.”
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			Even after the Civil War was over, the Cooke brothers kept up a big presence in Washington, D.C. While the government’s need for new funds did wind down, there was still enough money to be made from refinancing some of the higher-cost government debt that the Cookes were induced to maintain their connections with Treasury officials and Washington politicians. They contributed large amounts to Grant’s presidential campaign in 1868, and after Grant won, Jay was among the front-runners for secretary of the Treasury. Even though he did not land the position, his brother Henry stayed on in Washington and became part of Grant’s inner circle.

			The brothers continued to use Jay Cooke & Co.’s financial clout to expand their political influence, providing attractive unsecured loans, as they had done during the war, to important figures in the administration and in Congress. The vice president, Schuyler Colfax; the Speaker of the House, James G. Blaine; Hugh McCulloch, Treasury secretary under Lincoln and Johnson—all borrowed large sums from Jay Cooke & Co. And while Grant did not personally avail himself of Henry’s largesse, several members of his family, including his wife, Julia, were not so punctilious—rumor had it that Henry would pick up the tab on some of Julia’s extravagant shopping trips.

			Jay also built for himself a palatial fifty-three-room Italianate mansion called Ogontz, nine miles north of Philadelphia. Located on a two-hundred-acre estate featuring oak woodlands and a deer park crisscrossed by winding pony trails and babbling brooks, the house—said to have cost $1 million and to have been the largest private home in the country—boasted a five-story tower, a music room, a miniature theater, a large library with giant bookcases, and a conservatory looking out onto an Italian garden. The house had fourteen servants and was always full of Washington politicos—members of the cabinet, senators, congressmen, and foreign diplomats. A typical weekend might see the following guests come to stay: Constantin Catacazy, Russian minister plenipotentiary to the United States, and his wife; Vice President Colfax; Minnesota Senator William Windom, chairman of the Select Committee on Transportation; and Chase, who had been appointed chief justice in 1864. Even the president and his family became frequent guests at Ogontz, where Grant could rely on getting his favorite brand of Cuban cigars.

			After the war, as the issuance of government bonds dried up, Cooke, following the example of the Rothschilds in Europe, began to diversify out of the low-margin business of underwriting government bonds into areas that promised higher profits. The obvious one was railroads. His network of connections in Washington was an enormous advantage in a business like railroads, heavily reliant as it was on government largesse provided through various subsidies and guarantees.

			The most significant of these schemes were loans from the federal government, which ranged from $16,000 to $48,000 for each mile of track built. These loans nominally carried a 6 percent interest rate, but because of an anomaly in the way that the legislation was framed, a substantial portion was effectively interest-free and required no repayment for thirty years.

			Equally important were the so-called land grants provided by both the federal and state governments. Beyond the two-hundred-foot right-of-way—the corridor of land on which the tracks were laid—railroads were granted 12,800 acres for every mile of track built; this acreage was divvied up into twenty parcels that were staggered in checkerboard fashion along either side of the track. The sum total of these public land grants amounted to 175 million acres, equivalent to about 7 percent of the land area of the contiguous forty-eight states. Though they were difficult to monetize in the short run, their value at prevailing prices came to $200 million—eventually, their value would amount to multiples of that. But these land grants served as collateral for mortgage bonds, dramatically reducing the cost of capital to railroads.

			The lavish public subsidies for railroad construction offered almost inevitably a powerful invitation for corruption. Many directors of railroad companies established their own shell companies, which were then subcontracted in sweetheart deals to do the actual construction work at grossly inflated prices of often double or even triple the real cost. These shadowy subcontracts allowed railroad insiders to directly share in all the spoils, though it meant bilking their own shareholders.

			The best-documented examples of such schemes were the two deployed by the transcontinental railroad companies. Union Pacific subcontracted the construction of its line to a dummy corporation, the exotically named Crédit Mobilier, owned by directors and officers of Union Pacific. The majority stake was held by a consortium led by Massachusetts Congressman Oakes Ames, a millionaire who had made his fortune in the shovel business during the California Gold Rush. Central Pacific subcontracted the construction of its line to a shell company with a suitably bland name: the Contract and Finance Company, fully owned by the original four Sacramento businessmen behind Central Pacific—Collis Potter Huntington, Leland Stanford, Mark Hopkins, and Charles Crocker. Even in an era of extreme corruption, the scale of the numbers involved would end up dwarfing every other financial scandal of the era. Excess profits siphoned off to the owners of Crédit Mobilier and the Contract and Finance Company proved to be truly extraordinary—all told, they added some $30 million to the $70 million that building the transcontinental railroad had actually cost.

			In 1868, with the first transcontinental railroad—which would link the Union Pacific and Central Pacific rails—about to be completed, interest in a variety of alternative routes connecting the East Coast to the West Coast had been revived. Several companies vied to build the second country-spanning railroad. Among them were Northern Pacific, originally chartered by Congress in 1864, for a line stretching from the Great Lakes to Puget Sound, following roughly the same route that Lewis and Clark had taken on their 1804–1806 expedition; the Atlantic and Pacific Railroad Company, chartered in 1866, for a line linking Springfield, Missouri, to the Pacific Ocean; and Southern Pacific, also chartered in 1866, for a series of lines from New Orleans, Louisiana, through Texas, New Mexico, and Arizona, and on to California.

			In 1868, Cooke was approached by a group of New England investors who controlled the concession for the Northern Pacific. The project had been moribund for the four years since the company’s original charter, unable to raise the $100 million that it would cost. Unlike Union Pacific and Central Pacific, Northern Pacific had not been given subsidized loans at the time of its charter, although it did get a generous land grant of sixty million acres. The investors were hoping he could use his unparalleled political connections in Washington to persuade Congress to sign up for a direct cash subsidy or, failing that, at least provide a federal guarantee for bonds issued by the company, as it had done for Union Pacific and Central Pacific.

			Cooke initially refused. But after taking a trip through the upper Midwest and becoming persuaded of the rich economic potential of the region, he began to seriously reconsider. What ultimately swayed him were the enormous fees being dangled in front of him. In the government bond business, he had earned a commission of less than one-half of 1 percent on the bonds he sold. Northern Pacific was so desperate for his help that it was willing to not only pay him a commission of 12 percent but also grant him $200 of stock for every $1,000 in bonds sold. It was an offer Cooke could not refuse, a sweetened pot tempting him with the same sorts of riches that the sponsors of the first transcontinental railroad had realized. And so began Cooke’s final and most ambitious venture.

			Little did he realize that he had already missed the boat. The completion of the first transcontinental railroad in 1869 had captured much of the public excitement over the linking of the two coasts. His new gamble could not promise the same transformative impact. His excessive optimism was to have fateful and far-reaching consequences a few short years later.

		

	
		
			
				5.

				The Greatest Financial Event in History

			
			Paris and London, 1871

			As the 1870s opened, in welcoming the new decade, The Economist, the most authoritative voice on the global economy, struck a remarkable note of optimism. Saluting “the present progressive condition of invention, discovery, and enterprise,” as reflected in the expansion of the “railways in Russia, Turkey, Austria, South America, and the Western regions of North America,” the “rapid improvements in the speed, size, and navigation of Ships,” and the “extension of Telegraphs to all the principal ports and centres of the world,” the newspaper—which all too often tended to take a dour view of events—rosily predicted that the global economy was about to enter “a period of some three, four, or more years” of strong growth and sustained productivity.

			Output in the major economies of western Europe was booming. The explosion in railroad construction around the world continued apace, with some twelve thousand miles of track being added every year to the ever-expanding European and North American networks. Profits remained buoyant, wages were steadily increasing, and prices were largely stable. While the supply of credit continued its relentless expansion, its growth did not seem to be excessive. There were few signs of the sort that suggested the credit boom had gone too far, that the financial sinews stretching across the globe had become dangerously distended. None of the major economies exhibited any telltales of overheating and strain that typically mark the end of booms or betoken an imminent collapse. This complacency was reflected on the major stock exchanges. Over the previous three years, investors on the London Stock Exchange, by far the biggest market in the world, had earned in excess of 18 percent a year after inflation, as a result of the high profits and generous dividends generated by railroad companies around the world, which constituted the vast majority of publicly quoted companies. Importantly, despite the high returns, there was none of the euphoria or frantic trading characteristic of speculative bubbles.

			But the tranquility was shattered in the summer of 1870, when war suddenly erupted between Prussia and France. During the twenty-five-year boom between 1848 and 1873, there had been numerous conflicts between nations, including several involving the five major economic powers: the Crimean War, pitting Britain and France against Russia from 1853 to 1856; the Franco-Austrian War, which unfolded during the unification of Italy in 1859; and the Seven Weeks’ War between Prussia and Austria in 1866—a short but transformative clash that determined which of them was to control the states of Germany. Each time, the impact on commercial activity had been minor, and the global economy had quickly rebounded. But a war between France and Prussia was a different matter. France was the third-largest economy in the world, and Paris was second only to London as a financial hub.

			The war seemed to come out of the blue. Even the Rothschilds, who boasted the best intelligence network in Europe, were, like everyone else in the financial world, caught off guard. The origins of the conflict were highly murky. The putative cause was a disagreement between Prussia and France over the succession to the Spanish throne, vacant following revolution and the deposition of Queen Isabella II. Prussia, led by Otto von Bismarck, supported the candidacy of Prince Leopold of Hohenzollern-Sigmaringen, a distant cousin of the Prussian king, Wilhelm I. France, under Napoleon III, vehemently opposed this appointment, fearing encirclement by Prussian royalty.

			The French emperor, thinking that perhaps the Prussians did not fully appreciate the depth of his opposition to seeing a Hohenzollern prince ascend the Spanish throne, attempted to enlist the Rothschilds as intermediaries to have them persuade the British government to intervene in some way that would avert the slide into war. But Britain remained resolutely neutral. In any case, British involvement likely would have served little purpose. Bismarck was then intent on a military confrontation with France, believing that it would be just the catalyst to forge the German states into a single nation. Though Prussia withdrew Prince Leopold’s candidacy for the Spanish crown, Bismarck manipulated communications between Napoleon III and King Wilhelm I in such a way as to allow their mutual suspicions over each other’s intentions to spiral disproportionately out of control. Fearing that the unification of Germany under Prussian leadership would destabilize the balance of power in Europe, Napoleon III declared war on Prussia on July 16, 1870.
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			At first glance, the war seemed as if it could be catastrophic for the Rothschilds, a threat that might fatally divide the family. Their success during the boom years had crucially depended on their astounding capacity to stay together as a single unit. Mayer Amschel Rothschild, the family’s founder, had believed in an extreme version of Salic law that stipulated that Rothschild women should receive only modest dowries, that their husbands could not join the business, and that only his immediate male descendants could be admitted as partners.

			After James de Rothschild’s death in 1868, the ownership of the bank had passed on to ten partners, all first cousins of the next generation. The eldest, Anselm, Salomon’s only son and heir, was based in Vienna. Working out of London were three of Nathan Mayer Rothschild’s sons: Lionel, Anthony, and Mayer. In Paris were James’s three sons: Alphonse, Gustave, and Edmond. They were joined by Nat, one of Nathan’s sons, who had married James’s daughter and moved to France. After Amschel Mayer von Rothschild, the original partner based in Germany, died in 1855 without an heir, and after the Naples bank was shut down in 1863, following the Risorgimento (unification of Italy), the two brothers Mayer Carl and Wilhelm Carl, sons of Carl Mayer, were put in charge of the Frankfurt bank. Another brother, Adolphe Carl, was the only member of his generation to decide early on that he had had enough of banking, and at the age of thirty-seven, in 1863, he withdrew his capital from the bank, built a large mansion on the shores of Lake Geneva, and retired.

			Not everyone among the ten partners was equally productive or engaged in the business. Nathan’s fourth son, Mayer, namesake of his grandfather, the first British Rothschild to study at Cambridge, never showed much interest in banking, preferring to devote himself to foxhunting and managing his Buckinghamshire stud farm. Similarly, Edmond, James’s third son, chose to pursue philanthropic interests, funding a variety of intellectual and scientific research institutes (including the Institut Henri Poincaré, France’s leading mathematical and theoretical physics center), as well as archaeological digs in the Middle East, eventually becoming the principal financier of early Zionist settlements in Palestine. But, as a whole, the family bank generated such immense profits that it could easily afford to carry members like Mayer and Edmond.

			The leadership of the bank passed quite seamlessly into the hands of four men: Lionel in London, Anselm in Vienna, Mayer Carl in Frankfurt, and Alphonse in Paris. They were more than merely first cousins. The Rothschilds had built on Mayer Amschel’s principle of not diluting the family’s control by supplementing it with a unique technique for preserving family cohesion and husbanding capital—intermarrying among themselves. James had originally set the precedent when, in 1824, at the age of thirty-two, he married his nineteen-year-old niece Betty, the daughter of his older brother Salomon. In the next generation, of the eleven grandsons of Mayer Amschel who reached adulthood and married, all but one wed their first cousins.[*]

			The extraordinary degree of intermarriage within the family created an intricate web of connections among them, ties that led to some highly tangled and divided loyalties. Anselm was married to Lionel’s older sister, Charlotte, making them brothers-in-law as well as first cousins. Lionel, in turn, was married to Mayer Carl’s older sister, another Charlotte, while Mayer Carl had married one of Lionel’s younger sisters, making the two of them double brothers-in-law. Alphonse had the most complicated network of relationships. In addition to being Anselm’s first cousin, he was his nephew—his mother, Betty, was Anselm’s sister—and he also happened to be Lionel’s son-in-law, having married Lionel’s daughter Leonora.

			Despite these complicated bonds, there were early signs that relationships between the cousins had begun to fray. As they had done since the bank’s founding days, all partners continued to share in the collective profits—and rare losses—of the bank in proportion to their capital. But, whereas each of their fathers had had a roughly equal stake in the capital of the bank, by the time this third generation assumed control, because of the vagaries of inheritance, their individual shares had begun to diverge. For instance, Lionel had to share his inheritance with his three brothers, while Anselm, an only son, had his father’s entire share to himself. Consequently, Anselm emerged as the richest of all the partners, roughly twice as rich as Mayer Carl, three times wealthier than Alphonse, and four times more affluent than Lionel.

			Adding another layer of complexity was the fact that the capital of each of the four houses was so very different. Due to James’s astute investments in Continental railroads, the Paris house had become, over the previous two decades, the most heavily capitalized branch, carrying nearly two-thirds of the group’s $200 million in capital. By contrast, because of the debacle of 1848, Vienna was the most poorly capitalized, with a base of $16 million. Paris’s wealth did not translate into greater earnings for the French partners. All the cousins, including those in London, Frankfurt, and Vienna, held stakes in the capital of the Paris house. Nonetheless, serving as the official head of Rothschild Frères gave Alphonse disproportionate influence over how it invested its outsize pool of capital. This growing discrepancy between the cousins’ relative wealth and their internal control over decision-making—the disparity between their income and the power they wielded—inevitably generated family tensions.

			Anselm’s situation proved particularly problematic. On the one hand, he was by far the richest of all the partners. On the other hand, the Vienna house, which he ran, was, as noted earlier, the most poorly capitalized of all four houses due to the losses sustained in 1848. As a result, he was always complaining that his partners excluded him or failed to consult him in making major investment decisions.

			Historically, the various Rothschild houses, though they were not obliged to, had typically shared in deals, coinvesting alongside one another. Over time, however, they increasingly found themselves going their separate ways as the national interests of the various regimes under which they operated came into conflict. Anselm, for instance, strongly identifying himself with the Habsburgs, became a significant investor in Austrian government bonds as a gesture of support for the dynasty, despite its shaky finances. His cousins in Paris and London resisted going along due to the risks involved. The family thus appeared locked in an unsustainable dynamic that seemed sure to end in an eventual rupture. For the moment, however, they were all making so much money that it seemed to be in everyone’s interest to let sleeping dogs lie.

			The Franco-Prussian War created a profound rift between the French and German wings of the family. Though the Rothschilds’ banking empire had its roots in Frankfurt, the German house had, over the years, diminished considerably in importance. The city of Frankfurt had itself become something of a financial backwater compared with Berlin and certainly next to London or Paris. Neither of the two brothers who ran the Frankfurt branch, Mayer Carl and his younger brother Wilhelm Carl, possessed the same ambition or craving for wealth that drove their cousins elsewhere. Many in the family attributed this lack of drive to the fact that, with ten daughters and no sons between them, the two brothers had no male heirs to leave the business to. As the volume of banking work at the Frankfurt house stagnated, its capital base had been allowed to shrink by 50 percent.

			Exacerbating the tensions, Mayer Carl, head of the German house, had become a fervent supporter of Bismarck’s during the 1860s. With his gregarious, extroverted personality, Mayer Carl had always been viewed somewhat dismissively as something of a lightweight by the other partners. As he grew more and more truckling toward the Prussian leadership—writing fawning letters to Bismarck in which he announced his “proven and unbounded devotion” and loyalty “to Prussian interests”—the rest of the family’s confidence in his judgment continued to erode, and they began to dismiss him as a source of intelligence about events.

			The French Rothschilds were no less partisan. Unlike their father, James, who had never become a French citizen, Alphonse and his brothers Gustave and Edmond, while not especially supportive of Napoleon III, identified ardently with the cause of France. Having grown up within the French elite and attended the best Parisian schools, they unequivocally viewed the war as resulting from Prussian aggression. During the Siege of Paris, when most other Parisian bankers fled the city, Alphonse stayed behind, though he sent his wife and young children to her parents’ home in London for safety. Throughout the four-month siege, he remained in Paris, sharing in the general deprivation of the rest of the city’s population. The brothers were even called upon to man the ramparts of the besieged city.

			Meanwhile, Lionel, harboring little sympathy for either side and believing both to be equally culpable for the descent into war, tried to maintain some neutrality in the growing breach between his brother-in-law and his son-in-law. In the process, all he succeeded in doing was alienating both branches of the family.
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			Despite their renowned intelligence network, the Rothschilds were completely blindsided by France’s declaration of war on Prussia. Alphonse and his wife, Leonora, happened to be in Frankfurt, visiting relatives on July 15, the day before France authorized troops mobilized for war. In the resulting disruptions to rail travel, they had to scramble to get back home. Forced to rent a horse carriage, they were barely able to cross the border into Alsace, arriving just hours before the frontier was closed.

			The fighting lasted a mere six weeks. Prussia and its allies mobilized much faster than France, and after a series of swift Prussian victories culminating in the Battle of Sedan on September 2, Napoleon III was captured and forced to abdicate. Even with Napoleon III’s departure, the Prussian army continued advancing toward Paris, and on September 15, the Prussian general issued orders for the investment of the city—harking back to medieval times, this tactic entailed surrounding, isolating, and starving a city into submission. After Napoleon III’s abdication, a new French republic was proclaimed, and though it voted to continue fighting, prolonging the conflict for another few months while Paris was surrounded and starved into submission, France had, for all intents and purposes, been defeated.

			Secret peace negotiations commenced even before the new French republic officially conceded defeat. Bismarck’s terms were no secret. As early as August 1870, Mayer Carl had warned his London cousins of Prussia’s principal demands: “The French must be humiliated…and I have no doubt that the French must give up Alsace and Lorraine, a great part of their fleet and at least one hundred million sterling [$500 million], as war contribution [indemnity].”

			The French, assuming that Bismarck, a consummate realist, would always be willing to strike a deal, were taken aback by how implacable he proved to be. He refused to concede on any of his territorial demands. And while he was more flexible regarding the indemnity, his ultimate objective was to financially hobble France and leave it permanently weakened. Describing his strategy later, he was reputed to have said that France was “the richest country in Europe [and] nothing could keep her quiet but effectually to empty her pockets.” The challenge lay in accomplishing this without simultaneously triggering a general European financial crisis that would rebound on Germany.

			Though Bismarck possessed an unusual grasp of how to wield political power and, as an impoverished aristocrat, appreciated the importance of money, he was, by his own admission, a “dilettante in financial matters.” He instead relied on his personal banker, Gerson von Bleichröder, to help determine the amount of the indemnity. As Bleichröder consulted various informed bankers, it became apparent that no one at the time had an analytical framework for determining how much a country could afford to pay. A reference point they might have used was the amount that France had paid in 1815 after the Napoleonic Wars: the equivalent of 7 percent of its GNP—equal, in 1871, to $400 million. But so much had changed in the intervening fifty years. The financial world had been transformed, and the bond market had expanded more than tenfold. France could borrow far greater amounts on much better terms than in 1815. On the other hand, the 1815 indemnity had been set following a twenty-five-year war that had devastated half of Europe, while the 1870 war had barely lasted three months.

			So with no frame of reference to guide them, bankers resorted to plucking figures out of thin air on the basis of intuition and national prejudice. One French banker tried to persuade Bleichröder that $200 million was the upper limit of what the country could afford. Even among German bankers, opinions on how much could be safely extracted from France varied enormously. Some argued that a figure of $1 billion would be too large. Bleichröder himself believed that given the conditions in France—racked by civil unrest and revolution, its economy enfeebled by war—even $800 million would prove impossible. At the other extreme, one of Bismarck’s alternative advisers, Count Guido Henckel von Donnersmarck, the rich industrialist and military governor of Lorraine, argued that France could afford a much larger sum. He had solid financial credentials as a major stock-market speculator, and having lived in Paris in the 1860s—he had married his French mistress, the Marquise de la Païva—he could profess to know France well. Many years later, he would claim that he had advocated imposing an indemnity of $6 billion, 100 percent of France’s GDP, though perhaps this was colored by hindsight. There was some support for the higher number among a few informed impartial observers. The Prussian correspondent for The Times, for instance, agreed that such a sum would be perfectly feasible without too much pain.

			Confronted with bankers’ recommendations that ranged from $600 million to $6 billion, Bismarck settled on $1 billion, a figure he also conjured up out of the clear blue sky, but one that he believed would be sufficient to cripple France for a generation without wreaking market havoc.

			The French objected strenuously that the proposed amount was too onerous. Before the war, French government revenues had totaled roughly $400 million a year. Paying Germany the equivalent of two and half years’ worth of total tax revenues seemed an impossible burden. After five days of wrangling with no agreement in sight, Bismarck began to lose patience. He became rude and hectoring, threatening to resume military operations if no agreement was signed by February 26. Finally, with the Germans still intractably fixed on reparations in excess of $1 billion, and with the negotiations at a standstill, Adolphe Thiers, prime minister–designate in the new republican government, invited Alphonse to join the negotiations at Versailles.
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			It had been barely three years since James’s death in November 1867, and Alphonse, his eldest son, was still emerging from beneath the Great Baron’s giant shadow. Until the very end, James had kept his sons on a tight leash, permitting them little discretion to make decisions without his approval. Consequently, the urbane, sophisticated Alphonse and his younger brother Gustave were best known to the public as fashionable society figures. In the 1850s and ’60s, during the Second Empire, as the important currency of influence in high society shifted from pedigree and titles to money and wealth, the Rothschild brothers had become two of the leading members of the Parisian beau monde.

			Alphonse seemed to have all the requisite hobbies of a prominent man-about-town. He was a passionate art collector, and, despite losing sight in one eye after a shooting accident, an enthusiastic, talented amateur painter. An avid horseman, he had become a well-known figure on the French turf, immediately recognizable by his distinctive walrus mustache and magnificent muttonchops. He and his brother Gustave could regularly be found at the most prominent racecourses, their famous blue-and-yellow racing colors familiar to all the bettors. For a time in his twenties, Alphonse’s name had been associated with the Marquise de la Païva, better known as simply La Païva, the renowned Franco-Russian courtesan who, as previously mentioned, later married one of Bismarck’s financial advisers. Gustave did him one better, conducting a well-publicized affair with the Countess of Castiglione, once Napoleon III’s mistress.

			Alphonse was, in fact, much more than just a society figure. Like other members of his generation of Rothschilds, he had served a twenty-year apprenticeship within the bank, beginning with his 1848 mission to the United States. In the intervening years, he had been made president of the Rothschilds’ railroad company, the Compagnie du Nord; he had managed the bank’s gold-bullion business; and, in 1855, he had been dispatched to Constantinople to investigate whether the family should expand its lending to Turkey. Moreover, since joining the Banque de France’s board of directors at the age of twenty-eight, he had become one of the board’s most powerful regents, and a prominent defender of the French monetary system of bimetallism. But all of this had been well out of public view.

			When the invitation to join the French negotiating team arrived, Alphonse, confident that “the governments always turn to us,” happened to be in London, already planning how to finance indemnity payments. After hurriedly returning to France, he was greeted coldly by Bismarck as he joined the French negotiating team at Versailles. His presence seemed to bring out all of Bismarck’s worst traits—his casual antisemitism, his aristocratic disdain for bankers. He made no pretense at politeness toward the Frenchman. Though he had courted the Rothschilds in his youth, Bismarck had since developed an almost irrational resentment toward the family. During the Siege of Paris, when the high command of the German army had occupied the Rothschilds’ country estate at Ferrières, Bismarck had behaved with remarkable boorishness—hunting on the estate despite King Wilhelm I’s orders to the contrary, raiding its renowned wine cellar, and even shipping some of the family sheep back to his estate in Germany. During negotiations, he directed all his frustration with the French delegation at Alphonse, insisting on addressing him in German, treating him with “monstrous brusquerie and intentional rudeness.” Alphonse, recognizing that the Germans held the cards, remained stoically composed.

			When Alphonse first heard the Germans’ bargaining position, he was stunned, describing their demands as “shameful” and “disastrous.” He was convinced that a $1 billion indemnity would not only plunge France into a deep depression but also damage the broader European economy, including Germany itself. But when the haggling finally concluded on the morning of February 26, Bismarck still had not materially budged in his demands. France agreed to pay his demanded $1 billion through installments beginning in May 1871 and ending in March 1875. Alphonse managed to extract one minor concession: Should France pay the indemnity ahead of schedule, Germany would accelerate its withdrawal of troops from French territory.

			Over the next few weeks, Alphonse developed a plan for the government to spread the indemnity burden over some years by floating a series of giant bond issues. He remained acutely aware of the challenges involved. Before the war, the Parisian market had absorbed approximately $200 million annually in new bonds. During the German siege, the Paris Bourse had been closed, most bankers had fled to London, and capital markets in France had shut down. He doubted that the financial machinery of Paris could by itself be revived enough to absorb as much as $250 million a year over the next four years, in the wake of the wartime disruptions. The capital would therefore have to be raised on the international capital markets.
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			Over the previous two decades, the combination of N. M. Rothschild & Sons, the London arm of the Rothschilds, and Rothschild Frères, its Paris arm, had overwhelmingly dominated the global bond business, accounting for over one-third of all capital raised on the international markets. The man most responsible for making the bank such a powerhouse in international bonds was Lionel, Alphonse’s cousin and father-in-law. In 1836, Lionel had been prematurely thrust at age twenty-eight into the position of head of the London house when his father, Nathan, suddenly collapsed and died. Of all the key partners in 1870, he had been involved in the business the longest and had emerged as the dominant figure after James’s death. Though now a gout-ridden sixty-two-year-old who had trouble walking, Lionel had been running London for thirty-four years and had inherited the mantle of the Great Baron.

			Unlike his father, who had loved nothing more than the thrill of gambling on the London Stock Exchange and had made enormous profits over the years by taking big positions, long and short, in the government bond market, Lionel did not have a flair for speculating. His interests were much more cerebral. He preferred the complex interplay of high finance, politics, and diplomacy involved in securing bond mandates for the family bank on behalf of sovereign clients. Over the years, he had proved to be a shrewd businessman with an instinct for which countries to support and, equally important, which to avoid. By one calculation, throughout the span of his career, he had personally participated in deals to raise almost $8 billion in capital for various borrowers, steadily expanding the boundaries of international lending to encompass new countries.

			For all his wealth, Nathan, Lionel’s father, had always been something of an outsider and a maverick in Britain, more feared than liked. Lionel, by contrast, was self-effacing and reserved. Though educated at a Jewish boarding school outside London rather than at one of the grand British public schools, and—because of restrictions on Jews receiving degrees at Oxford or Cambridge—at the University of Göttingen in Saxony, he had been brought up as an integral member of the British establishment. His dry, sardonic humor earned him a wide range of friends across the political spectrum. Though a Liberal himself and a follower of William Ewart Gladstone, he maintained especially close ties with Conservative leader Benjamin Disraeli.

			While sometimes accused of being too acutely conscious of status, Lionel maintained a relatively low profile in society. He left the social prominence of the Rothschilds in England to his younger brothers Anthony and Mayer, who both acquired grand estates in Buckinghamshire. Lionel contented himself with a more modest house in Gunnersbury Park, where he could be found most weekends riding to hounds.

			He did attract some notoriety in 1847, when he stood as a Liberal candidate for the City of London and became the first Jew to be elected to the House of Commons. Because he refused to swear a Christian oath on a Christian Bible, as incoming members were required to do, he was barred from taking his seat. Though the Commons passed legislation removing this provision, it was vetoed by the House of Lords. After standing for a second time, Lionel was once more reelected and once again barred by the Lords from taking his seat in the Commons. It would take eleven years and several more elections before a compromise, allowing each of the Houses of Parliament to determine its own requirements, was reached, enabling Lionel to finally take his seat as an MP. Ironically, despite expending such political capital to enter Parliament, and despite sitting in the Commons for sixteen years, Lionel never bothered to make a speech on the floor of the House.

			Having its base in London was crucial to cementing the family bank’s status atop the international bond market. In 1870, London stood as the undisputed financial epicenter of the world—a safe haven for investors and the destination of choice for capital whenever war or revolutionary rumblings hit the Continent. It offered not only security but also a strong currency, the freest port, and the lowest tariffs in the world. By contrast, Paris, its closest competitor, kept on being rocked by periodic bouts of political turmoil—the not-yet City of Light saw a violent change of regime in 1830, a revolution in 1848, and a coup in 1851.

			London also benefited from having the most developed financial infrastructure in the world, decades ahead of Paris. It boasted the deepest and most sophisticated money market, where merchants and banks could borrow money on the best terms for intervals of anywhere from a few days to a few months. Over time, a complex edifice of specialized firms—bill brokers, discount houses, stockjobbers, merchant banks, and acceptance houses—had sprung up in the warren of streets and alleyways around the Bank of England and the Royal Exchange, all dedicated to some aspect of the task of taking in money—from across Britain and the rest of the world—and lending it out.

			Nowhere else in Europe were bankers and financiers held in such high regard. In no other country could they become so rich, and no other society in Europe offered them the same social opportunities. A wealthy and successful City financier could achieve acceptance on equal terms among the British aristocracy in ways impossible in France or Germany or Austria.

			But London’s domination was not absolute. After Napoleon III’s coup in 1851, Parisian bankers made a play to catch up with London, achieving some success in wresting business away from English competitors in certain parts of the world, particularly Russia and the Middle East. The emergence of France and French bankers as a dominant force in world finance came as a surprise to many observers. But while British bankers tended to focus on infrastructure investments, many of which would generate higher exports for Britain, French bankers largely concentrated on government loans that came with important political and strategic considerations.
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			In a first step toward raising the funds for the French indemnity, the Rothschilds proposed arranging a $400 million bond flotation. Though the issue would raise only 40 percent of the total funds owed to Germany, it would still constitute the single largest bond ever floated on the international capital markets. Before the war, the government of France had been ranked among the world’s premier borrowers, with a total of $2.5 billion in debt outstanding and the ability to raise funds at an interest rate of a little over 4 percent. Only Britain could claim to have better credit. But after France’s humiliation and defeat, with a fog of uncertainty and a giant indemnity looming over it, investors could not be induced to purchase the new bond unless the government increased the interest rate to 6 percent.

			Even the House of Rothschild, for all its capital and global reach, could not hope to handle a bond issue of $400 million on its own. Accordingly, it organized two international syndicates of bankers: one in Paris, to be led by Rothschild Frères, handling half the issue, and one in London, to be jointly led by a partnership of N. M. Rothschild & Sons and the British firm Baring Brothers. The bond was launched in June 1871. Before the first day’s end, it had been fully subscribed by Parisian investors. By the time the books were closed at the end of the month, it had been almost three times oversubscribed, with applications flowing into the bank’s offices from as far away as India. As every bank in Europe clamored to snag a part of the business, even the Rothschilds were taken aback by the enthusiasm among investors. Within three months, the bonds had risen in price by 15 percent.

			So successful was the first bond issue that a second one was promptly launched in July 1872, again through the House of Rothschild, which assembled a syndicate of fifty-five European banks to sell the investment globally. Again, demand proved to be extremely strong. In France, people stood in line all night to subscribe. One bank alone attempted to buy $100 million of the issue. It was even rumored that $350 million in subscriptions had come from investors based in Berlin, Frankfurt, and Vienna. The irony of German investors scrambling to lend France the money to pay its debt cannot have been lost on the bankers. When the total volume of subscriptions was finally counted, they amounted to $9 billion in all—an astronomical sum, fifteen times the required amount. Some of this demand was no doubt fueled by speculators hoping to turn a quick short-term profit by flipping the bonds at a higher price. But the underlying demand for these bonds was so great that over the next two years, they appreciated in price by 25 percent. The success of the two bond issues proved to be an astounding testament to the capacity and depth of the international bond market, the Rothschilds’ network and global reach, and to the enormous untapped demand for safe, liquid investments among the middle classes of Europe. The British financial magazine Investor’s Monthly Manual heralded it as “the greatest financial event in history.”

			Though the Rothschilds and the syndicates of bankers had underwritten $400 million of the total $1.1 billion raised through the two bond issues—meaning that they guaranteed the funds to the government should the issue not be fully subscribed—given the exceptional demand, this assurance turned out to be unnecessary. The Rothschilds still received a commission of $4 million for managing the bond issue, in addition to whatever capital gains, estimated to be in the tens of millions of dollars, it earned on the bonds retained on its balance sheet.

			Beyond the enormous profits that the two Rothschild houses earned, Alphonse was hailed in France as a national savior. He was urged to accept a nomination to the new National Assembly. The meteoric success of the two bond issues enabled France to pay the indemnity ahead of time, in under two years, forcing Germany to withdraw its troops early. Bismarck had hoped to lastingly weaken France—to enervate it for at least a generation. Instead, though it faced depressed economic conditions for a short period, it emerged united and defiant. For the Rothschilds, it was a resounding victory.

			
				Skip Notes

				
					* Marriage among first cousins was not uncommon in Europe during the nineteenth century. Queen Victoria and her consort, Prince Albert, were first cousins, as were several other members of the European royal families. Both Charles Darwin and Albert Einstein married their first cousins.
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				Drunken Cities

			
			Berlin and Vienna, 1871–1872

			The success of the two massive French bond issues in 1871 and 1872, both underwritten by the Rothschilds, allowed the government of France to discharge its indemnity to Germany two years ahead of schedule. At the time, Germany still had a predominantly rural agricultural economy, smaller even than France’s, and it was certainly nowhere near the economic powerhouse that it would later become; it had a GDP of roughly $4 billion and a primitive, fractured financial system. The total currency in circulation barely reached $700 million.

			Faced with this $1 billion windfall—one and a half times the total amount of currency in circulation—the German authorities were so awash in money that they found themselves utterly bewildered about how to deploy it. Mayer Carl von Rothschild reported that after encountering the finance minister in the upper house of Prussia’s parliament, “he asked me if I could make use of money as he has so much that he did not know what to do with it.”

			Some of the ways that the German authorities pumped the money into the economy were sensible enough. About a tenth was sequestered as gold bullion in the Juliusturm, part of the Spandau Citadel, a sort of German Fort Knox, to serve as a war chest for the future. A third went into military spending: modernizing and strengthening fortifications along the French border, expanding the navy, and establishing pensions for veterans, their widows, and their orphans. A modest amount was channeled into the development of the railways and other infrastructure projects in Berlin, most notably the parliament building. But fully half—approximately $500 million—was distributed to individual states to liquidate their outstanding debts, unleashing a torrent of free cash into the hands of the public. Compounding the problem, banking regulations were simultaneously liberalized, permitting institutions to hold less specie against note issues. Consequently, money in circulation jumped 50 percent over three years. With credit suddenly remarkably cheap—interest rates fell from 5 to 3 percent—and plentiful, the economy boomed, spending jumped, and though imports, acting as a release valve, soared, prices still rose by 30 percent.

			The most dramatic effect, however, was in financial markets. Injecting such vast amounts of cash into a backward economy in so short a time was akin to shooting a jolt of cocaine directly into the bloodstream. The resulting surge of adrenaline had financial markets instantly hopped up. Until then, the German middle classes had tended to be highly risk-averse. A typical burgher from Hamburg or Munich traditionally kept his life savings invested in government bonds or perhaps mortgage bonds yielding 5 percent, never contemplating speculation in the shares of companies or the bonds of foreign countries. Now flush with cash and lacking safer alternatives, such burghers began experimenting with all sorts of exotic investments. They started buying Russian state bonds, American railway bonds, and even Swedish and Norwegian mortgage bonds. Some of the flows went into even more speculative areas of the world—bonds issued by Spain, Romania, Turkey, Brazil, Egypt, Tunisia, Mexico, and Japan became favored investments.

			The most popular investment vehicle, however, was the stock market. Heady about Germany’s military victory over France, the public plunged into a frenzy of speculation on shares. At the same time, laws governing the formation of joint-stock companies were liberalized, eliminating requirements for prior state permission. Between 1871 and 1873, nearly 850 new companies—five times the number formed during the entire previous century—were incorporated. Of these, approximately 450, with a combined market capitalization of nearly $1 billion, were floated on the Berlin Stock Exchange. So many start-ups were founded during those two years that the period came to be called the Gründerzeit, or the Founders’ Era.

			Over the decades, the Rothschilds had accumulated their wealth by approaching investment fads with a healthy dose of skepticism. That had enabled them to successfully navigate the periodic waves of speculation that swept through European markets during the nineteenth century. In the 1820s, they had largely avoided being harmed in the lending mania over Latin America; two decades later, Nathan Mayer Rothschild had steered clear of British railway stocks during the 1840s stock-market bubble that devastated so many English investors. But it took considerable discipline to maintain that resolve during such periods of general euphoria. Now, as a wave of speculative fever washed over Germany, Mayer Carl had to steel himself against joining the masses, confessing to his partners how difficult it was to resist getting sucked in while everyone else was minting money: “Others have become Millionaires &…the public laughs at our constant stupidity.” But as dozens of new banks sprang up—140 in total—Mayer Carl remained steadfastly skeptical, convinced that it would all end in a crisis. “The wild speculation in all the new bank shares continues to be the chief topic of conversation & nobody understands the mania shown in favour of all these new rubbishing schemes which absorb a good deal of money,” he wrote to his English partners.

			In the two years leading up to 1872, stock prices of the largest companies more than doubled, while those of the smaller start-ups—their boards filled with minor aristocrats or retired Prussian army officers—rose by multiples of that. Every segment of society was gripped by the mania. A journalist, Felix Philippi, recalled of that era: “Everyone, everyone flew into the flame: the shrewd capitalist and the inexperienced petty bourgeois, the general and the waiter, the woman of the world, the poor piano teacher and the market woman; people speculated in porter’s lodges and theatre cloakrooms, in the studio of the artist and the quiet home of the scholar…. The market had bullish orgies; millions, coined right out of the ground, were won; national prosperity rose to apparently unimagined heights. A shower of gold rained down on the drunken city.”

			Perhaps the most surprising aspect of the whole mania was how obsessed the traditional Prussian elite became with playing the market, a business they once considered squalid and beneath them. Friedrich Engels, watching them fall so easily under the spell of easy money, scoffed at how the bubble “dragged all the ruling classes into the whirlpool of speculation…. Ministers, generals, princes, and counts gamble in stocks in competition with the most cunning stock-exchange wolves.” Altogether, 105 members of the Reichstag, 62 members of the Prussian House of Lords, and 90 members of Prussia’s Chamber of Deputies had seats on the boards of the new start-ups.

			By creating an entire new class of nouveaux riches, the sharp climb in the market proved to be massively disruptive to the traditional social order. Arthur von Brauer, a young diplomat newly posted to Berlin on his first assignment, expressed shock at finding the city “swimming in gold and gusto…. The hunger for profits and wealth possessed the new capital of the Reich, and even a large part of the once so solid Prussian officialdom and officer corps had joined the dance around the Golden Calf with no pangs of conscience. Swindlers gained large fortunes in a few days. Everyone, from princes to workers, gambled on the bourse. An obtrusive, undignified opulence predominated everywhere.”

			As Berlin, once thought to be a dull provincial city, displaced Frankfurt as the financial capital of Germany, it experienced a massive real-estate boom. Rents tripled over two years, partly fueled by the enormous influx of people from the East riding the wave of money. Banks, awash in excess liquidity, competed to finance construction projects. By the end of 1872, at the height of the boom, though the population of Berlin had yet to reach a million, planned construction projects would have accommodated a city designed for nine million inhabitants.

			The most celebrated of the new real-estate magnates was Heinrich Quistorp. Born into a family of merchants and theologians in Szczecin (known as Stettin in German), on the Baltic Sea, he had emigrated to Glasgow as a young man. In 1868, at age thirty-two, he returned to Berlin, initially working for his brother before striking out on his own to develop residential properties in the city’s western suburbs for the newly rich and aspiring bourgeoisie. With Berlin exploding in size and rents tripling every couple of years, it was an especially lucrative time to be in real-estate development.

			The jovial and gregarious Quistorp seemed born for real-estate sales. He cultivated friendships in the highest social circles—even persuading the kaiser to endorse his projects—and made himself the talk of Berlin. Within a few years, he had launched development projects across multiple German cities: Magdeburg, Frankfurt, Danzig, and Szczecin. In 1870, he founded an investment bank—one of a hundred such institutions that popped up during the boom years. His investors included the queen dowager and several members of the royal family. While most financed construction projects on the outskirts of cities like Berlin, Quistorp diversified into the underwriting of start-ups. One month, he launched a tobacco company; another, a paper mill; the next, a steamboat company, a tool factory, and a metal manufacturer. Then came a construction company, a brewery, a railroad, and even a company for providing workmen with cheap lodging. Altogether, Quistorp’s bank brought thirty different companies to market during the boom years, earning enormous fees and distributing annual dividends of 15 to 20 percent on its capital.
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			In 1871, as the construction and real-estate boom in Berlin gathered momentum, Vienna, the capital of the Austro-Hungarian Empire, was already in the fourth year of its own building frenzy. The transformation of Austria into a modern economy had begun in the early 1860s. Seeking to restore its national finances after two disastrous wars—against France in 1859, and against Prussia in 1866—Emperor Franz Joseph embarked on an ambitious experiment to liberalize the economy. Conservative by nature, with little sympathy for liberalism in politics, he was also a quintessential realist, opening the country to foreign investors, privatizing the Imperial-Royal State Railways, and establishing a free-trade agreement with the German republics that created new economic opportunities throughout central Europe. During the 1860s, Austria-Hungary became one of Europe’s fastest-growing regions as capital from France, Britain, northern Germany, and even the United States poured in.

			During this same period, Vienna doubled in size as people streamed in, not just from the broader Austro-Hungarian Empire but from other parts of central and southern Europe. By the 1870s, it ranked as Europe’s third-largest city after London and Paris, while the influx of Czechs, Magyars, Serbs, Croatians, Italians, Swabians, and Poles made it Europe’s most cosmopolitan metropolis. The city’s expansion received further impetus in 1858, when the emperor launched a major modernization project. He ordered Vienna’s old medieval walls demolished and its moats filled. In their place, he planned to put a modern city center. It would mirror Paris, newly renovated by Georges-Eugène Haussmann (known as Baron Haussmann), with wide boulevards showcasing grand public buildings. A new parliament building, city hall, and grand opera house were all slated for construction, with designs solicited through competitions attracting the finest architects in Germany and Austria. Though the eventual selections were criticized for their eclecticism—the new parliament building resembled a Greek temple, the opera house looked like an Italian Renaissance palace, and the town hall was a replica of a magnificent Gothic cathedral—the project’s scale was monumental.

			To fund these public buildings, Emperor Franz Joseph devised a scheme to auction off public land along the Ringstrasse—the grand boulevard encircling the original medieval city—to private investors. The unique opportunity to acquire plots for private homes in one of Europe’s great urban centers triggered a scramble, and the land parcels sold quickly. While some of these plots were bought by aristocrats—Archduke Ludwig Viktor, the emperor’s youngest brother, among them—the majority were acquired by newly enriched bankers and industrialists, more than half of whom were Jews, who had only been granted the right to own land in Vienna in the 1860s.

			The most expensive plot, adjacent to the site for the new parliament building, was purchased by the Epstein family, who planned a five-story neo-Renaissance palace. The Epsteins had originated in Bohemia, where they operated cotton-printing factories. After relocating to Vienna in the 1840s, the family entered banking, and its head, Gustav Ritter von Epstein, was ennobled in the 1860s in recognition of his financial support for Austria during the Austro-Prussian War. Other buyers included the Todescos (a banking family that had made its fortune in cotton), who acquired land directly in front of the planned opera house; the Scheys (led by Friedrich Schey von Koromla, one of Vienna’s leading Jewish bankers), who purchased a parcel adjacent to the Jockey Club; and the Ephrussis (originally from Odessa, Ukraine), who operated Europe’s largest grain-trading enterprise and were reputedly Europe’s second-wealthiest Jewish family after the Rothschilds.

			Many of these wealthy Jewish merchants and bankers were elevated to the nobility by Emperor Franz Joseph during the 1860s and early 1870s. But while that theoretically meant joining the aristocracy, Austria was still a traditional society, hidebound with prejudice, and these new aristocrats were never fully accepted at the top of the social ladder—they were, for example, never received at court. Indeed, with their extravagant, ostentatious lifestyles, they came to be mocked for their pretensions. The general populace derisively dubbed them “Ringstrasse Barons.”

			In 1870, Emperor Franz Joseph fanned the construction boom by making a bid for Vienna to host the fifth international exhibition, or world’s fair. It was a controversial decision. Compared with Britain and France, which had alternated hosting the previous exhibitions, held roughly every four years, the Austro-Hungarian Empire was not a leading industrial nation—its GDP amounted to half that of the other major powers. But Emperor Franz Joseph was keen to showcase the achievements of the Habsburg monarchy, and over the next three years, the center of Vienna became the site of the biggest construction project in Europe.

			The Exhibition Committee, headed by one of the emperor’s younger brothers, Archduke Karl Ludwig, selected a location in the Prater, a public park on the banks of the Danube that had once been the emperor’s private hunting ground. The previous exhibition, held on Paris’s Champ de Mars in 1867, had attracted a record nine million visitors. Anticipating as many as twenty million, the organizers planned for the Prater exhibition grounds to be five times as large.

			The exhibition plans featured a massive glass-and-steel building, the Rotunda, loosely modeled on the Pantheon in Rome. It would have a dome more than double the size of that capping St. Peter’s Basilica, and it would be surrounded by twenty-eight smaller pavilions housing the national exhibits. To accommodate the expected crowds, an entire complex of hotels, restaurants, taverns, and cafés arose around the exhibition site. A giant Ferris wheel also went up. The Württemberg Palace—one of the grandest residences on the Ringstrasse, originally built as the city residence of Philipp, Duke of Württemberg, but sold soon after he moved in, when his wife, an archduchess, decided she did not like the house—was converted into a luxury hotel, the Imperial. Much to the annoyance of the locals, the Prater’s meadows and their magnificent trees were uprooted.

			During the 1860s, the population growth and the construction boom dramatically increased land prices along the Ringstrasse and throughout Vienna. Real estate that had once changed hands at two or three dollars a square foot now went for ten to twenty dollars a square foot, while prime plots of land in the city center went for as much as fifteen times their pre-boom prices—a small tract that had previously fetched $5,000 now commanded more than $70,000.[*]

			If Vienna’s story in 1873 had merely involved skyrocketing real-estate prices, it would not have entered the history books. It was the knock-on effects of the real-estate boom—the way the rise in property prices percolated through the economy, distorting the flows of money and the psychology of investors—that transformed what would have been a minor local disturbance into something of far greater import.

			No industry is more connected to the world of money and banking than real estate. Land and buildings are so tangible and immovable that, over the centuries, bankers have come to rely on them, often excessively, as the best source of loan collateral. The construction and real-estate boom in Vienna thus inevitably triggered an explosion in banks. The boom became self-propelling through a virtuous circle: As land prices soared and collateral values rose, developers were able to secure additional loans and purchase more land, driving up prices even further. With Viennese banks achieving returns on capital of 15 to 25 percent—some even as high as 60 to 80 percent—close to five hundred new banks opened, all competing to lend for construction and many willing to lend substantial sums against half-completed buildings or even projects still in the planning stages.

			Markets frequently overshoot because individual investors fail to account for hundreds of others reacting in the same way. The high returns attracted so much capital into construction that it almost guaranteed that no one could make any money. In February 1873, the Tagblatt calculated that if all the capital raised for construction were to be deployed, Vienna would need to triple in size.
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			Among those who refused to join the crowd and build a new palace on the Ringstrasse during Vienna’s real-estate bubble was Anselm von Rothschild, head of the Austrian Rothschilds. Though he was by far the richest man in Vienna—indeed, in the world—he insisted on remaining in the house his father, Salomon, had acquired, the Römischer Kaiser on Renngasse, claiming somewhat disingenuously that land on the Ringstrasse was simply too expensive for him. Known to be “an awkward character, difficult to get on with,” Anselm had a long history of bucking the crowd. Even his partners, his very own cousins, complained about how obstinate he could be. During his youth, he had developed a reputation as a playboy, a spoiled princeling, and his own father had never showed much confidence in his business acumen. But after the debacle of 1848, when the Vienna branch nearly collapsed and Salomon was forced to retire to Paris, Anselm had taken over. Since then, he had made it his life’s mission to restore the Vienna house’s reputation and rebuild its capital base, tirelessly pursuing deals to that end.

			During the 1850s, when his London-raised wife, Charlotte, decided that she could no longer endure the social ostracism of life as a Jew in Vienna and moved back to her home city, Anselm stayed behind. For the remainder of their married life, they lived apart. Judging by the swirl of rumors about his many romantic entanglements across Europe, including in Vienna, Paris, Copenhagen, and Berlin, the arrangement apparently suited him quite well.

			Living alone for all those years, occupying just two rooms in the palace that his father had purchased, and devoted as he was to his work, he earned a reputation as something of a misanthrope. A fellow Viennese described him as living “the life of an immigrant and a miser. He was averse to any outward displays of wealth, travelled only by hansom cab and never had his own coach and four.”

			His great financial coup was the founding of Creditanstalt. In the early 1850s, Crédit Mobilier, a new type of institution, had been established in Europe to challenge the dominance of traditional bankers like the Rothschilds. Instead of relying on private capital, it raised $12 million in equity capital by floating shares on the stock exchange and further leveraged itself by issuing bonds up to ten times its equity, potentially giving it $120 million dollars in capital. Founded with the support of Napoleon III, who was determined to reduce France’s dependence on the Rothschilds, Crédit Mobilier, for a while, thrived. It did not just make loans; it promoted and took equity stakes in companies throughout Europe, including railroads and banks in Switzerland, Austria, Italy, Spain, Holland, and Belgium. It had investments in everything from Spanish mining concessions to Silesian coalpits and worldwide steamer lines. It financed the reconstruction and beautification of Paris, including the establishment of a grand hotel and department store on rue de Rivoli.

			Earning a profit rate of 50 percent, the bank was initially so successful that it became a darling of the stock market, where its share price quadrupled in value, and for a while it even seemed to threaten the position of Rothschilds. But it expanded too quickly and made some terrible investment decisions. In 1867, its share price collapsed, costing investors more than $100 million.

			During the 1850s and ’60s, as Crédit Mobilier was beginning its decade-long expansion, Anselm decided to take it on by launching a competing venture: Austria’s first joint-stock bank, Creditanstalt. Instead of relying exclusively on Rothschild family capital, Creditanstalt floated shares on the stock market—a move strongly opposed by Anselm’s English and French cousins, given their aversion to having any partners outside the family. To Anselm’s credit, the venture proved to be enormously successful, and by 1870, Creditanstalt had grown into the single biggest bank in Austria-Hungary.
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			It is easy to understand why Vienna’s construction boom naturally spawned an explosion in the number of the city’s banks. What is harder to explain is why the normally staid and sober citizens of Vienna, not previously known to have an appetite for risk, now succumbed, like their counterparts in Berlin, to a wave of enthusiasm for investing in start-ups. For beyond the dozens of construction companies and the scores of banks formed, hundreds of new enterprises were launched on the Vienna Stock Exchange. Some were legitimate, but many were fraudulent, paper-only companies with no real underlying businesses, offering free shares to editors and journalists in exchange for positive press, all promising absurd returns. As a Viennese journalist put it: “Companies were founded to transport the aurora borealis in pipelines to St. Stephen’s Square and to win mass sales for our boot polish among the natives of the South Sea Islands.” The boom in new issuance on the Vienna Stock Exchange was even bigger than that on the Berlin Stock Exchange. By early 1873, the number of companies listed on the Vienna Stock Exchange surpassed one thousand, and their total value reached $750 million, making it the second largest market in the world relative to the size of its economy after the United Kingdom. For a brief period, with the entire city gripped by stock mania, the volume of trading on Vienna’s exchange surpassed that of every financial market in the world except London’s.

			Vienna exhibited all the classic symptoms of overspeculation. More and more of the trading was done on margin; firms specializing exclusively in securities trading proliferated. The financial paper Der Tresor griped that messenger boys on the stock exchange were impossible to find because they were so busy trading on their own accounts.

			Austria was then still dominated by an insular landowning aristocracy—men more preoccupied by factional rivalries at court who prided themselves on their disdain for moneymaking. But faced with the avalanche of money snowballing through the system, Austria’s political elite proved to be even more venal than Prussia’s. The new start-ups filled their boards with minor aristocrats and politicians happy to lend the prestige of their names in return for fat fees. After the collapse, 46 out of the 167 deputies in the Austrian Parliament were found to have had their fingers in the till by being on the payrolls of the new companies, many holding three or four directorships. Even though most of the newcomers had yet to make any profits, they paid ridiculously high levels of compensation. For example, directors of the main railway company linking Austria to Moldavia and Walachia, among them a former minister of the Interior, were each paid annual fees of $50,000, the equivalent of almost $1.2 million today. When these directors’ fees later became public, an ex-minister lamely responded that in Austria, it was “customary to accept gratuities.”

			Scandalized by the avarice and corruption, the country’s most prominent essayist, Ferdinand Kürnberger, viewed by many as the conscience of Austrian society, wrote that the “whole nation seems to have been bribed and bought…. Swarms of educated people who had previously stood upright are now prostrating themselves and kissing the patriotic soil of the share index.”

			Bankers and other informed observers across Europe repeatedly warned that the stock market was in a bubble. The main newspapers, even while carrying advertisements for investment schemes that promised outsize returns of 15 percent a month, agonized about “the wild orgies” of speculation on the stock exchange. To try to dampen it, the exchange authorities issued new regulations on margin requirements, tried to limit fresh stock issuances, and controlled the pace of new banking and railway concessions. All to no avail. Vienna, like Berlin before it, was drunk on money, and the hangover would prove as punishing as the intoxication had been euphoric.

			
				Skip Notes

				
					* At twenty dollars a square foot, land prices in Vienna were not excessive compared with those in the other great cities of western Europe or the U.S. In downtown New York during the early 1870s, land fetched around twenty-five dollars a square foot and would go for almost ten times more than that a decade later. If Vienna had indeed become New York, all the speculators who had bought land in Vienna at these steep 1873 prices would have been congratulating themselves twenty-five years later for securing a bargain.
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				Ingenious Mendacity

			
			London, 1872

			It was perhaps predictable that pumping a billion dollars into a $4 billion economy like Germany’s within a two-year window would create a financial bubble that spilled over into central Europe. More surprising were the repercussions of the Franco-Prussian War and its aftermath on the economies of the rest of the world. When the conflict first broke out, with the Paris Bourse closed, the convertibility of the franc suspended, and international lending by French investors at a standstill, most observers expected there to be massive disruptions in the flow of credit around the world.

			Instead, as factories in both France and Germany were forced to curtail production, and demand for their products was diverted to Britain, British exporters received a giant boost to their incomes. Simultaneously, scores of French bankers, escaping Paris for the safety of London, brought with them millions in flight capital. This combination—a surge in earnings flowing to British exporters and hot money leaving France for London—created a windfall for bankers of the Square Mile. Suddenly flush with excess cash, they slashed their lending rates to below 2 percent. As inflation climbed to almost 4 percent, the real effective cost of money turned sharply negative.

			The scale of France’s borrowing to fund its indemnity payments logically might have been expected to starve the rest of the world of capital. Instead, through some mysterious process that no one fully understood, and still do not, the astounding success of the two French government bond issues floated by the Rothschilds and other European bankers seemed to pry open a hidden wellspring of untapped savings from around the world. A torrent of capital poured into London and New York, the two financial centers unscathed by the war. Between late 1869 and late 1872, the money supply and volume of bank credit in Britain and the United States jumped an astounding 50 percent. World trade, which had typically grown by 5 percent a year between 1850 and 1870, started climbing at double that rate.

			Until then, the global bull market in stocks had been well underpinned by strong economic fundamentals—robust industrial growth, massive investment outlays on the railroads, and year after year of record-breaking profits. But now, with money suddenly so plentiful, asset prices became turbocharged. During those same three years, prices on the London Stock Exchange increased by over a third and on the New York Stock Exchange by almost 40 percent.

			As typically happens at the end of bull markets, the euphoria came to be concentrated in a handful of sectors. In New York, the fever centered on one alone: railroads. Within three years, nearly one and a half billion dollars poured into the railroad bond market, an unprecedented commitment of capital that at its peak amounted to an extraordinary 5 percent of GNP. Railroad companies multiplied accordingly—by the close of 1872, more than three hundred had their securities listed on the New York Stock Exchange. Buoyed by this surge of funds, the construction of new lines soared from 4,000 miles annually to above 7,600 miles in 1872. The extraordinary push to expand mileage was driven partly by fear that Congressional land grants would lapse. Much of this investment would prove to be ill-conceived. The land grants encouraged railroads to build capacity in the sparsely populated Western states of Michigan, Illinois, Indiana, Wisconsin, and Iowa, areas unable to generate the traffic necessary for profitability. But investors, fearful of missing out, refused to be discouraged by conventional standards of rationality.

			Meanwhile, on the London Stock Exchange a wave of new corporate issues, both domestic and foreign, “of a highly speculative and dangerous character,” came to market. Dailies carried column after column of advertisements for what The New York Times called “bubble” companies—everything from foreign mining ventures to South American railroads, from land development companies to European tramlines. The other big mania in London centered on the international bond market, as governments and private enterprises from every corner of the world came to market and found willing City bankers ready to underwrite their bond issues.
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			When all that global capital first surged into London, Walter Bagehot, then the editor of The Economist, warned his friends to avoid the resulting short-term speculative boom. He was in a good position to know. Few vantage points offered a better perspective on flows of money through the world’s financial markets than the top of The Economist’s masthead. Despite its modest circulation—barely three thousand copies per week—the paper wielded enormous influence in London’s financial circles. It was the “organ of the aristocracy of finance,” as Karl Marx, an avid reader and admirer, described it.

			By 1871, Bagehot had been editor for ten years, having arrived at the position by the unconventional route of marrying the founder’s daughter. At the time of his wedding, he had been a director of a moderately sized Somerset bank owned by his mother’s family—a position he would retain until his death. But his true passion had been writing. Dabbling as an amateur journalist, he had acquired a modest reputation as a man of letters. In 1859, when his new father-in-law, James Wilson, was dispatched to India to become the country’s equivalent of the chancellor of the Exchequer and died of cholera shortly thereafter, Bagehot took over as editor in chief.

			In the years since, he had become a consummate insider. One of London’s best-connected men, he seemed to know everyone who was anyone in the literary and political circles of the capital. He counted some of the most prominent writers of the time, like George Eliot and Matthew Arnold, among his close friends, as well as many senior politicians from both parties. He belonged to all the right clubs, such as Brooks’s, the Windham Club, and the Athenaeum. He was a member of the Metaphysical Society, a who’s who of London literati whose members included Alfred, Lord Tennyson; Henry Edward Manning; John Ruskin; Thomas Henry Huxley; and Leslie Stephen (Virginia Woolf’s father), and a founder of the Political Economy Club. Once a week, he lunched with the governors and directors of the Bank of England—indeed, he was so frequently consulted on financial issues by civil servants and politicians of both parties that he came to be known as “a sort of supplementary chancellor of the Exchequer.”

			It was under Bagehot’s editorship that The Economist acquired that distinctively trenchant voice for pronouncing on financial matters that it still carries today. People read it not simply for what it said but also for the way it said it. Bagehot had always possessed a clever way with words, a talent for phrasemaking, and an ability to write wittily about the world of money that made him delightfully quotable. It was a gift that he had displayed from a young age. Among his earliest published articles, written at barely twenty-six years old, was a precociously insightful piece on the tendency for investors to take excessive risks. “Common sense,” he wrote, “teaches that booksellers should not speculate in hops, or bankers in turpentine; that railways should not be promoted by maiden ladies, or canals by beneficed clergymen…in the name of common sense, let there be common sense.”

			At first, Bagehot’s big worry was that all this footloose capital flowing so readily into London could just as easily reverse direction, potentially destabilizing the market. But as the speculative boom continued into 1872 and early 1873, his concerns shifted. Now, as he watched individual investors pile into the new-issue market, claiming they had stumbled on a foolproof way to make money—by applying for shares in the primary market and selling them at a premium as soon as they began trading on the exchange—Bagehot grew increasingly worried about all this euphoria.

			Throughout his career, he had habitually questioned the wisdom of individual investors. Back in the 1850s, as a young neophyte journalist, he had written cynically of “the blind capital” held by the “great many stupid people [with] a great deal of stupid money.” Another sign that the boom was overdone was the proliferation of fraudulent investment schemes. In a much-quoted passage from Lombard Street, a book about the financial world of London that he was then in the middle of writing, he warned, “The good times…almost always engender much fraud. All people are most credulous when they are most happy; and when much money has just been made, when some people are really making it, when most people think they are making it, there is a happy opportunity for ingenious mendacity.”
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			Much of Bagehot’s anxiety about the feverish atmosphere in the markets and all the money being haphazardly thrown at all sorts of speculative ventures during 1871 and 1872 was shared by others. In the early 1870s, the correspondence among the partners of the Rothschilds’ bank overflowed with similar concerns about how it was too easy to make money, and about the excessive competition from unscrupulous new players entering the banking business. Mayer Carl von Rothschild, for instance, grumbled to his cousins, “The public does not care anymore about names & merely wants profit…. You have no idea how great the competition is.”

			It wasn’t just entrenched merchant princes of the City, like the Rothschilds, or prescient financial journalists, like Bagehot, who lamented how the financial boom had permeated the entire culture. In late 1872, the great chronicler of mid-Victorian Britain, Anthony Trollope, returned to London after having spent the better part of 1871 and 1872 away from England, visiting his son in Australia and then touring New Zealand. In those eighteen months, he observed that the social and political life of the capital seemed to have been taken over by financial impresarios and speculators; society in London had been corrupted, he wrote, by “a certain class of dishonesty, dishonesty magnificent in its proportions, and climbing into high places.”

			Appalled by the dramatic change in the atmosphere of the city and taken aback by what he called “the commercial profligacy of the age,” he embarked, in May 1873, on a novel, The Way We Live Now, in which he hoped to capture the greed, dishonesty, and crass materialism of the London of those heady years. The central character of the book is Augustus Melmotte, a corrupt company promoter of mysterious provenance. Amid the floating of hundreds of companies on the London Stock Exchange, company promoters had become well-known figures in English financial circles. As one contemporary account described them: “There is no more remarkable being in the city of London…than the company promoter…. [They are] enormously wealthy, they have palaces at Kensington or mansions in Grosvenor Square, besides charming places in the country, and they are usually…aspirants…for Parliamentary honours. They are, as a rule, Conservatives in politics, and have a large circle of titled acquaintances—impecunious lords, baronets, generals, admirals, and the like.”

			In the novel, Melmotte launches a scheme to sell shares to the usual unsuspecting English investors—baronets and dukes—in a company purportedly building the South Central Pacific and Mexican Railway, a two-thousand-mile-long railroad from Salt Lake City to Veracruz. The whole scheme turns out to be a total sham, and when Melmotte is discovered, he commits suicide by drinking prussic acid.[*]

			Trollope already had a jaded view of the City—his novels from the 1860s almost always feature venal stock-market manipulators. Unscrupulous financiers, a fixture of the era, are familiar figures in Victorian novels, many of them in fact modeled on real people. Trollope, for instance, modeled Melmotte on the enigmatic Albert Grant, an Italian baron, then at the height of his notoriety in London financial markets. Grant had been born as Abraham Gottheimer in Dublin in 1831. His father was an itinerant Jewish merchant from Germany who, during Albert’s youth, operated a London business importing European luxury goods. Grant began as a modest city clerk before trying his hand as a traveling wine salesman. In 1859, at age twenty-eight, he launched the Mercantile Discount Company, a bank specializing in import-export finance, but within two years the business had collapsed, leaving unpaid debts of several million dollars.

			In 1863, he resurfaced, heading the Crédit Foncier and Mobilier of England, a finance house he established to float companies on the London Stock Exchange. It achieved one significant success—the construction of Milan’s Galleria Vittorio Emanuele II, a massive shopping arcade in the city center that remains standing today. His work earned him a baronetcy from the Italian king for whom the galleria was named.

			He was also elected to Parliament from the corrupt borough of Kidderminster, but retired in 1868 amid allegations of financial impropriety when his second finance company failed. He reemerged once again, this time during the feverish bull market in new issues of the early 1870s. Over the next three years, he sponsored nineteen different company flotations, many from faraway countries, including the Cadiz Waterworks Company, the Central Uruguay Railway, Lima Railways, the Odessa Waterworks Company, the Imperial Land Company of Marseilles, the Russian Copper Company, the Lisbon Steam Tramways Company, and the Emma Silver Mining Company of Utah. A single glance at the list should have raised red flags.

			By 1872, Grant had amassed enormous wealth. Unlike his Wall Street contemporaries, whose primary motivation seemed to be simply making a lot of money, delighting in thumbing their noses at society, Grant craved respectability and constantly sought social recognition. He took great pride in his Italian title. He himself may not have been welcomed into society’s higher echelons or received in the finest homes of 1870s London, but he was desperate for his daughter to be. He made a splash by acquiring land adjacent to Kensington Palace, where he began constructing an Italianate mansion with landscaped gardens and an ornamental lake, projected to cost nearly $2 million. He also purchased a country estate, Horstead Hall, near Norwich. Grant enhanced his public reputation in 1874 by acquiring Leicester Fields, a dilapidated area of central London, from the numerous freeholders who had allowed the square to fall into disrepair. After revamping it with an ornamental garden and placing statues and busts of Shakespeare, Newton, and Hogarth, he presented it as Leicester Square to the people of London.

			As 1873 opened, Grant was still riding high. As the economist John Kenneth Galbraith once pointed out, in an embezzlement, there is a lulling stretch of time between the fraud and its discovery. For a while, everyone feels richer. The victims are blissfully unaware for months, even years, that they have been robbed, while the embezzler enjoys the fruits of his ill-gotten gains, sometimes with the added benefit of being lauded as a financial genius. And so it was with Albert Grant during the brief period between 1871 and 1874. By 1874, however, Grant’s honeymoon period was coming to an end. He was hit by a barrage of lawsuits accusing him of paying himself exorbitant director’s fees and commissions—in the case of the Emma Silver Mining Company, $1 million. He was charged with having rigged the market in the shares of his companies by surreptitiously buying stock in the secondary market to create the illusion of high demand. It also emerged that he had paid $40,000 in bribes to the city editor of The Times in return for positive coverage about his companies. Shares in the Emma Silver Mining Company fell from thirty pounds a share to two pounds a share.

			Grant did somehow survive the lawsuits. But eventually, in 1878, he filed for bankruptcy, with debts of over $4 million. His ostentatious Italianate palace was demolished, the land broken up into smaller lots and sold off. He repeatedly attempted to reestablish himself in business but never succeeded, declaring bankruptcy one last time in 1897. He died two years later, in 1899.
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			The other great mania on the London Stock Exchange was in loans to the developing countries of the world. During the 1860s, the volume of all foreign bonds issued in London had typically averaged around $200 million to $300 million a year. This figure now ballooned to more than $500 million a year as the number of countries considered creditworthy enough to tap the market expanded. The cascade began in 1870, when Japan launched its first issue on the international bond market, a modest $10 million. This was followed by a $50 million bond issued by Peru and a $60 million bond issued by Russia. In 1871 and 1872, as confidence surged after the two giant French bond issues, the flow became a flood: One after another, Argentina, Brazil, Hungary, Peru, Russia, Spain, Turkey, Liberia, and Uruguay all came to the market.

			It was not the first time that the British public had developed an infatuation with lending to developing countries. Back in the 1820s, a brief speculative bubble in loans to South and Central America had cost investors many millions. Between 1822 and 1825, ten different Latin American governments had floated bonds totaling $100 million on the London market. Additionally, some fifty private companies, set up to operate businesses in Latin America, issued shares on the London Stock Exchange. Most were gold-, silver-, and copper-mining companies. But the list also included an Argentine dairy farm, a pearl-fishing company, a steamboat line, and an enterprise set up to find a passage through the Isthmus of Panama.

			Much of the lending had proved to be ill-conceived. Nearly all of the bond-issuing countries had defaulted by the decade’s end—except Brazil, brought to market by the Rothschilds’ bank, which followed its practice of bailing out its borrowers to maintain its default-free record. One of the “countries” that had supposedly failed to pay its debts was the nation of Poyais, which turned out to be an entirely fictitious nation, conjured up by the imagination of a Scottish con man, Gregor MacGregor. He used a small part of the initial proceeds to finance four ships filled with settlers, who sailed for the fake country only to end up stranded in a swampland in Honduras. By then, MacGregor had absconded with the rest of the money. Of the private companies that raised capital, most of the mines proved unproductive, and the Argentine dairy farm failed when the cows proved ill-suited to dairy production, even after a troupe of milkmaids was dispatched from England to the Pampas.

			Even before the craze for investing in loans to developing countries resurfaced in the speculative market of the early 1870s, few commentators had been more vociferous about the risks of such loans than Walter Bagehot in the pages of The Economist. His skepticism about speculative investments in faraway countries went back a long way. Even as an aspiring journalist, he had decried the tendency of overoptimistic investors to place “their careful savings in something impossible—a canal to Kamchatka, a railway to Watchet, a plan for animating the Dead Sea, a corporation for shipping skates to the Torrid Zone.”

			His focus on the dangers of such lending was spurred by the highly publicized grand tour of European capitals by Abdülaziz, sultan of the Ottoman Empire, and Ismail Pasha, khedive of Egypt, in the summer of 1867. The avowed purpose of the official visit by the two leaders had been to show how modern and westernized they were, deserving of being considered on par with the European powers. But the real motive was money. The treasuries of their respective nations were in deep financial trouble, and both rulers felt the need to boost confidence among their bankers in Paris and London.

			It was a historic trip—the first time in the four-hundred-year history of the Ottoman Empire that a Turkish sultan had ever traveled to western Europe. The reception accorded to the two “oriental” potentates, as the press called them, was quite overwhelming. Everywhere they went, the two leaders and their entourages became subjects of intense curiosity—their public appearances attracted tens of thousands of people eager to catch a glimpse of these rulers from the Near East.

			Many people remarked on how similar they looked, not realizing that they were in fact first cousins—their mothers, both Circassian consorts, one in the court of the Ottoman sultan and the other in the court of the Egyptian khedive, were sisters. And while some members of the public were disappointed that they were not especially “exotic”—they dressed alike in stamboulines (black frock coats buttoned to the chin, a version of Western clothing popular in the Near East) and wore red fezzes—their social graces and impeccable manners were commented upon. On several occasions, some awkward questions of protocol did come up. Ismail kept on being introduced everywhere as the king of Egypt, an exaggeration of his rank. Strictly speaking, his title of khedive was more equivalent to that of a viceroy, and he was actually a vassal of the sultan, who owed allegiance to him.

			Abdülaziz, in particular, made a big impression on the tour. After being received with much pomp in France by Emperor Napoleon III, he proceeded on to Britain, where he was hosted by Queen Victoria at Buckingham Palace. While he was in London, a great ball was given in his honor, and the queen had a lunch for him at Windsor Castle, where she was charmed by his “true, splendid, soft, brown oriental eyes.” He spent an evening at the opera and visited the Crystal Palace. He was also entertained by the Lord Mayor and hosted by parliamentarians at the House of Commons. He even attended a review of the fleet off Spithead. On the decks of the royal yacht, Queen Victoria invested him with the Order of the Garter, an honor upon which “he had set his heart,” according to her diaries.

			Not everyone, however, was impressed with the Muslim leaders. Mark Twain, who happened to be passing through Paris on his way to the Holy Land with a group of sightseers, viewed the whole spectacle as a big charade, characterizing Abdülaziz as a “weak, stupid, ignorant [man]…who believe[d] in gnomes and genii and the wild fables of the Arabian Nights.” Describing the public appearance of Napoleon III and Abdülaziz at the Place de l’Étoile, Twain wrote: “Napoleon III, the representative of the highest modern civilization, progress, and refinement; Abdul-Aziz, the representative of a people by nature and training filthy, brutish, ignorant, unprogressive, superstitious—and a government whose Three Graces are Tyranny, Rapacity, Blood. Here in brilliant Paris, under the majestic Arch of Triumph, the First Century greets the Nineteenth!”

			The official visit proved to be a great success. Despite their growing financial woes, both rulers were greeted with euphoria on their return home—a testament to the power of public relations. European bankers began flocking to Constantinople and Cairo, eager to issue bonds on behalf of the two countries. In November 1867, Bagehot, watching this latest manifestation of investor myopia, felt compelled to publish an editorial in The Economist. The piece, which bore a title offensive to modern sensibilities—“The Danger of Lending to Semi-Civilised Countries”—warned its readers against investing in countries that lacked the prerequisites of “national good faith,” healthy finances, a stable polity, and a commitment to “political morality.” Arguing that “it is difficult to prove that Egypt, or Turkey, or any Oriental power, possesses these,” the article urged those readers who were rushing to buy Turkish or Egyptian bonds to stop. “It seems a truism to say,” it averred, “that no lender to a country can be safe unless he knows something about that country…. We lend to countries whose condition we do not know, and whose want of civilisation we do not consider, and, therefore, we lose our money.” What The Economist failed to recognize, or perhaps did not want to admit publicly, was how much bankers actually did know about the financial conditions of these two countries. The financiers pushing loans to Turkey and Egypt did not suffer from ignorance—most of them knew these countries’ economic circumstances perfectly well. Rather, they were being driven by the cynical calculation that so long as loan defaults could be stalled for a few years, they and their clients would earn so much from the high interest rates on these loans they might still come out well ahead. But as the magazine wrote a few years later: “People who lend to States like…Turkey and Egypt deserve to lose their money, and the clever people who think they will go in for a little time and get out before the crash comes are among the most likely of all to lose.”

			
				
					
					[image: Historical photograph of Ottoman sultan Abdülaziz seated in formal military dress, wearing a fez, a dark buttoned tunic with ornate embroidered cuffs, a broad sash across his chest, and large star-shaped medals, while resting one hand on the hilt of an elaborately decorated curved sword.]
				

				
					Abdülaziz was the first Ottoman sultan in history to travel to Europe in peace. By the early 1870s, his reckless spending and extravagant ways left the Ottoman Empire saddled with a foreign debt of more than $1 billion, just as he had begun to display serious signs of mental instability.

				
			
			
				Skip Notes

				
					* Melmotte’s suicide is modeled on that of John Sadleir in 1856. After digging himself into a financial hole through a combination of ill-conceived speculation and mismanagement, Sadleir, an Irish financier and politician, tried to raise funds by selling forged shares in a Swedish railway company and borrowing against fraudulent deeds. He committed suicide in 1856 by drinking prussic acid.
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				Blind Capital

			
			Constantinople and Cairo, 1871–1873

			Turkey had first begun tapping the international bond market in the 1850s, after the Crimean War. Until then, the Ottoman state had relied, as it had done throughout most of its history, on a system of tax farming, which despite its wastefulness raised sufficient revenues to meet its needs. But by the early nineteenth century, as the Ottoman Empire’s growing military spending started to outpace its ability to collect taxes, its sultans resorted to various stopgap measures, including borrowing from local moneylenders. Once that market was fully tapped, they would just delay paying their soldiers. Finally, when the risks of military mutiny became too high, they would resort to the age-old expedient of printing paper money and depreciating the currency.

			In 1855, the British and French governments, having rescued the Turks from the Russians during the Crimean War, sought to bolster the failing Ottoman state by guaranteeing a loan of $25 million on the international bond market. The hope was not only that an inflow of European capital would give the Ottoman sultan—at the time, Abdülmecid I—financial reprieve but also that oversight by European bankers would reduce waste and improve governance in the Ottoman state. Ironically, it was Rothschilds that was selected to be the principal underwriter for that first loan—a commitment it agreed to only because the bond was secured by guarantees from England and France.

			In 1857, as a follow-up to that first loan, Alphonse de Rothschild was sent to Constantinople to explore whether the family bank should establish a wider financial partnership with the fledgling Ottoman Bank, recently established as a semiofficial arm of the Ottoman government. The international bond market was just beginning to open up to less creditworthy borrowers. Alphonse found the capital teeming with French and British bankers eager to lend. A British economist visiting Constantinople at around the same time reported that the country seemed to be operated for “the benefit of some fifty or sixty bankers and usurers, and some thirty or forty pashas, who make fortunes out of its spoils.” The problem, as Alphonse discovered, was that with the sudden influx of foreign money, the sultan, finding himself liberated of all budget discipline, was embarking on a giant spending spree. Fearing that Ottoman finances were headed for disaster, Alphonse recommended that the Rothschilds avoid giving any more loans to the government.

			Abdülmecid I’s greatest folly was Dolmabahçe, the palace he had constructed on the banks of the Bosporus. Built to house the court and his now vast harem, it had 285 rooms. Made from bluish-white Marmara marble, its walls gilded from floor to ceiling and framed by wreathed pilasters and ornamental arabesques, it was a garish and extravagantly overdecorated mass, every inch of space crammed with mirrors, chandeliers, sculptures, priceless porcelains, and brocades. It featured a crystal staircase, and the throne room was said to contain not only the world’s largest mirror but also its heaviest chandelier. It took eleven years to complete at an estimated cost of $15 million, roughly one-third of the state’s annual revenues.

			To pay for his private expenses, the sultan officially granted himself an allowance of almost $6 million a year—higher than that of any European monarch and four times that granted by the British Parliament to Queen Victoria. But in the absence of a budget system or spending controls, state finances remained intermingled with the sultan’s, resulting in actual spending that was likely much higher—for instance, he spent $2 million on his two daughters’ wedding celebrations alone. In addition, Abdülmecid I had amassed a harem of 688 concubines, and as time went on, he seemed to lose all interest in the business of government, seduced, according to the London magazine The Spectator, by the “attractions of the seraglio…. Enfeebled in energy, and worn out in constitution, [he was] a slave to the caprices of his women, and addicted to drink.” He also paid each of his 30 ministers and 120 generals a salary of between $40,000 and $50,000 a year, roughly double that of the president of the United States.

			By the time Abdülmecid I died of tuberculosis, at the age of thirty-nine in 1861, the Ottoman public accounts were in complete shambles. There had been no constitutional limits on how much he could borrow, and Ottoman public officials and foreign bankers alike had only the vaguest idea how much the sultanate owed and to whom. After Abdülmecid I’s death, it turned out that soldiers in the provinces had not been paid for months, while paper money issued by the court was trading at a massive discount in the local bazaar.

			Following Ottoman practice, Abdülmecid I was succeeded by the eldest surviving male member of the family, his thirty-one-year-old half brother, Abdülaziz. The new sultan initially announced a series of economizing measures to reverse some of his brother’s extravagances—the harem was trimmed in size and many of his brother’s concubines pensioned off. He managed to reestablish confidence and restore his creditworthiness with backing from British officials; they seem to have been drawn to him for his love of sports and athleticism—qualities highly valued by Englishmen of that era. Compared with the sickly Abdülmecid I, Abdülaziz was robust and healthy, a sportsman with a muscular physique. He enjoyed wrestling, archery, and hunting, and had a passion for the more esoteric Ottoman sports, like ram fighting and camel wrestling.

			Unfortunately, no sooner had Abdülaziz’s financial circumstances stabilized than he succumbed to the same temptations as his brother. He, too, developed a weakness for expensive construction projects, squandering money on two new palaces: Beylerbeyi on the Asian side of the Bosporus and Çırağan on the European shore. By 1867, he had accumulated a debt of $500 million, owing more to European bondholders than did the entire U.S. railroad system. Much of this new debt was contracted at effective interest rates of close to 10 percent, and by granting the underwriters involved very generous fees. Many of these loans were theoretically secured by highly specific sources of tax revenues—for example, the tithe paid by Egypt to the sultan; customs revenues from Constantinople, İzmir, or Syria; excise duties on tobacco, salt, silk, fish, and olive oil; and a per capita tax on Anatolian sheep. But investors regarded these guarantees with great skepticism. Apart from the Egyptian tithe, which the khedive paid directly to the Bank of England and which could be sequestered into a separate bondholders’ account, there was simply no mechanism for earmarking any other tax revenues for debt service. Instead, all revenues, including the tax on sheep, went into a giant pool of funds from which the Sultan could draw almost at will. Investors understood that the guarantees were meaningless. In 1863, when word got out about the issuance of a loan supposedly collateralized by the copper mines of Tokat, part of the sultan’s personal property, newspapers mockingly speculated that the Sultan’s crown would be next.

			Interest payments on the Turkish debt absorbed almost 40 percent of the budget. With court expenses accounting for another 15 to 20 percent, the government had little left over to run its empire of seventeen million people. Without major tax reforms or substantial cuts in spending, the only way that the sultan could continue to meet the nation’s debt payments was by borrowing more.

			In 1868, amid the euphoria following Abdülaziz’s enormously successful historic grand tour of Europe, Parisian bankers successfully floated a bond issue of more than $100 million aimed at French investors, and the year after, another $100 million bond was issued, this time targeting German and Austrian investors.

			Flush with all this money, Abdülaziz embarked on his newest, most significant extravagance: his navy. After watching the review of the Royal Navy at Spithead, he had been deeply impressed by the sheer scale of Britain’s naval forces. Obsessed with battleships from an early age—he even had images of destroyers painted on his palace ceilings—he returned to Constantinople with a new ambition: to build a fleet of ironclads. Even before leaving Britain, he placed an order worth several million dollars with British shipyards. By the early 1870s, the Ottoman Navy would rank as the third largest in the world after those of Britain and France.

			Lulled into complacency by his continued easy access to foreign money, Abdülaziz made no attempts to economize. To impress the parade of European royalty that passed through Constantinople in the late 1860s, he staged lavish entertainments at Dolmabahçe. Foreign correspondents remarked on “his expensive toys and wasteful luxuries,” as well as on “his ‘follies’ in those long rows of empty kiosks and palaces…and unemployed ironclads.” His retinue kept expanding—eventually, he had nine hundred women living in the harem. By 1870, court expenses amounted to more than $12 million annually, close to a fifth of the Imperial Treasury’s expenditure.

			More ominously, after returning from his grand tour, Abdülaziz began displaying all the signs of mental instability that ran through the Osmanli dynasty. He had always been somewhat capricious and self-indulgent—that came with the privilege of being sultan. But now his whims became wildly eccentric and unpredictable. For a month, he insisted that the imperial garden be filled with parrots; this was followed by a passion for pianos, then a craze for gambling. He also became prone to violent outbursts. He ordered all ministers to prostrate themselves before him during an audience and demanded that any official bearing the same given name as him change it. Imperial business ground to a halt for months at a time because he insisted that all documents, including the credentials of foreign envoys, be submitted in red, and he refused to read anything inked in black. Paranoid that he might be poisoned by would-be assassins, for a while he ate nothing but hard-boiled eggs. He developed acute pyrophobia, living in fear of fire, and would not allow candles to be lit in the palace. He arranged for the army to stage mock battles solely for his amusement and bestowed military decorations on his favorite fighting cocks. Even his physical appearance was transformed. Like many athletes who stop exercising, he began putting on weight, his figure changing from stocky, barrel-chested wrestler to corpulent potentate.

			The British, who had been much taken by him on his accession to the throne in 1861, finally began to see him for what he was. The man who in 1867 had charmed all of British high society, including the queen, was now viewed as simply a madman: “His conduct passed the bounds of mere eccentricity,” observed Sir Henry Elliot, the British ambassador, with characteristic understatement. Antonio Gallenga, The Times’s correspondent in Constantinople, reported, “Nothing, it seems, could equal the inanity, triviality, and utter blank of the Sultan’s mind…. He appeared altogether destitute of all powers of reasoning, incapable of any intellectual exertion, and especially of any such effort of imagination as might enable him to break through the magic circle of his concentrated selfishness, and to feel or even show sympathy with any living being.”

			Meanwhile, his financial situation continued to deteriorate. Most of the courtiers surrounding him were too obsequious to confront him about the need for economy. Those who tried, willing to brave his explosive temper—like Midhat Pasha, who was appointed grand vizier in 1872 and objected to the sultan’s corrupt practice of taking money directly from officeholders or concession holders rather than channeling it through the public coffers—were summarily dismissed. He increasingly ruled as an autocrat—over the next three years going through six different grand viziers.
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					Ismail Pasha, khedive of Egypt, had grand ambitions to remake the Egyptian economy into a developed nation on par with Europe, but his vanity and pretensions left the country so indebted that he was deposed and sent into exile.

				
			
			The ruler of Egypt, Khedive Ismail Pasha, may not have been as pathologically self-indulgent as Sultan Abdülaziz, but Egypt’s finances were in only marginally better shape. Though the country was theoretically an Ottoman province, with its ruler a vassal of Abdülaziz, it was largely run as an independent sovereign power. Ismail had never expected to rule Egypt. But an unforeseen succession of deaths—his father, Ibrahim, from natural causes in 1848, his eldest brother, Ahmed, in 1858 after a freak railway accident, and his uncle Said from cancer at the age of forty—brought Ismail to the throne in 1863 at the age of thirty-three.

			When Ismail inherited the throne, he appeared on paper to have all the credentials that would make for an effective ruler. At an early age, he had been sent to Paris to be educated by French tutors and to attend the cadet school at Saint-Cyr. He remained in Paris after graduation, enjoying life as a spoiled Eastern princeling. In 1858, following his elder brother’s death, he felt compelled, as next in line to the throne, to return to Cairo. But he kept away from the court and its intrigues, instead devoting himself to amassing wealth. He became the largest landowner in Egypt, accumulating one-fifth of the arable land in the country, astutely purchased in the prime locations. He also built the country’s largest shipping fleet, acquired cotton plantations, and constructed sugar factories that were considered to be the best run in Egypt.

			Ismail’s appearance was unprepossessing—he walked with an ungainly little waddle, and because of a drooping left eyelid and a lazy right eye, one could never be sure what he was looking at. But his elevation as khedive was welcomed by foreigners in Egypt, who saw him as a sharp businessman with a knack for efficiency—“the only one of his family who appears to have anything like order in his private affairs,” according to the British consul general. Unlike most other Near Eastern rulers, he was energetic, curious, and cosmopolitan. Foreigners found themselves pleasantly surprised by his work ethic—he would wake up early, be at the small gilt desk in his office suite on the first floor of Abdeen Palace by 8:00 a.m., spend the morning receiving ministers and foreign consuls, work till 7:00 p.m., return to his office after a quick dinner, and be in bed by 11:00 p.m. Unlike his predecessor, his uncle Said, he had a typical autocrat’s attention to detail. Nothing was too minor for him. One minute he would be addressing Egypt’s relationship with the Ottoman court; the next, the “best rotation of crops” or “the latest Liverpool price of ‘Fair Middling’ [cotton].” Despite his physical peculiarities, in private he would take visitors aback by being a delightful conversationalist, good-humored and genial, charming and eager to be liked.

			But for all his skills as a businessman, Ismail seemed to have little understanding of what governing a country entailed. As one foreign observer, passing through Egypt in 1865, remarked, while he had “all the qualities of a merchant and a man of business,” he was “deficient in most of the qualities necessary to a governor…. His main object is to amass wealth.” Egypt at the time was largely run by a plutocracy of large landowners, many of them, like Ismail, of Turkish origin. His circle of advisers and ministers—mostly Turks, Armenians, Albanians, and Circassians, with very few native Egyptians—all came from this narrow segment of society: large landowners with no intention of giving up their prerogatives. Meanwhile, his position as both the richest man in Egypt and the head of government created a minefield of potential conflicts of interest, which he seemed oblivious to or simply chose to ignore. Many of the infrastructure projects he launched, for example, were selected and designed expressly to benefit his own personal estates. The system of land revenues on which the government depended was antiquated and riddled with anomalies and inequities. As a result, much of the tax burden fell on smallholding peasant cultivators, while large estates, including Ismail’s own extensive landholdings, paid virtually nothing.

			Upon his accession, Egyptian finances were actually in reasonable shape. The Treasury was still flush with windfall revenues from a short-lived boom in raw cotton prices during the American Civil War. Construction of the Suez Canal, which had stalled due to a dispute over the amount of forced labor that Egypt was required to provide, was restarted, and the country’s stake in the project was increased at a cost of $36 million. In addition, Ismail also embarked on a massive program of public works: gas pipelines and running water for Cairo; irrigation canals across Egypt; railroad tracks connecting all the major cotton centers of the eastern Nile Delta; the harbor works at Alexandria; the docks at Suez; and the reclamation of land from the desert, which added almost a million and a half acres to the area cultivatable for agriculture.

			When cotton prices collapsed after the American Civil War ended in 1865, Ismail had to contend with a major decline in tax revenues just as many of his spending commitments came due. By 1867, when he accompanied Sultan Abdülaziz on his grand tour of European capitals, his need for cash was acute. Though Egypt’s debts were, at this juncture, considerably smaller than Turkey’s—it owed a little less than $150 million to foreign and local bankers—the speed of its deterioration was alarming. As spending jumped by $20 million a year to over $70 million, the government found itself having to borrow as much as $50 million a year at interest rates well in excess of 10 percent.

			According to James Carlile McCoan, founder and editor of The Levant Herald, the first English newspaper in the Near East, Ismail, having acquired while in Europe “the reputation of being the richest Prince of the time,” whose personal spending “exceeded that of any crowned head in Europe,” was constantly courted by European financiers of all stripes, eager to push loans on Egypt. The German diplomat Baron de Malortie remarked on how visitors to the khedive’s palace would find “the ante-rooms of his ministers…overcrowded with bankers anxious to lend him millions.”

			As with the Ottoman sultan, all this easy money caused Khedive Ismail to lose all sense of financial discipline. While about half of the extra spending went into legitimate infrastructure projects, there was enormous waste. All too many of the Europeans who had been granted construction contracts were renegades and adventurers “whose sole object was to enrich themselves at the expense of the country.” Baron de Malortie described how Ismail “gave concessions right and left without inquiring much into the antecedents of the contractors” and without paying attention to costs. He seemed to think nothing of entering into contracts that resulted in the waste of millions of dollars and enormous cost overruns—the construction of Alexandria’s harbor works, for example, cost $15 million when they could have been built for half that.

			After seeing the transformation of Haussmann’s Paris, with its long, gracious boulevards, elegant vistas, and lively ronds-points, Ismail became obsessed with the idea of remodeling Cairo along similar lines. During the cotton boom of the early 1860s, droves of foreigners—respectable British and French bankers, Greek merchants, Levantine traders, and all sorts of miscellaneous renegades looking to secure public-works contracts—had flocked to Cairo and Alexandria, hungry for their share of the spoils. Whereas in 1854 there had been 25,000 Europeans out of a total population of 380,000 in the two major cities, by the late 1860s, that number had climbed to 150,000—among them 25,000 Greeks, 20,000 Italians, and another 35,000 English, French, and Germans. In addition, there were perhaps 80,000 other nationals: Armenians, Copts, Turks, Jews, Syrians.

			To house this influx of foreigners, Ismail planned a whole new European-style residential quarter: Ismailia, named after him and developed to the west of the city in the swampy district between the Nile and the medieval souks, which had been an area of foul streets and tumbledown houses. With its new look—leafy tree-lined avenues, grand mansions, and spacious gardens—it would become the preferred location for European bankers, Levantine merchants, and ministers. Ismail hired the official gardener of Paris to create the Ezbekiyeh Gardens, modeled on the Parc Monceau, with its expansive green lawn and shady walks. He extended Cairo’s southern boundaries into the desert, creating a watering spa at Helwan, complete with its own Grand Hotel des Bains and served by its own rail line from Cairo.

			Ismail did not skimp on court expenses either. The official civil list he granted himself was the equivalent of $3.5 million a year, double Queen Victoria’s allowance. He moved his official residence and the seat of government from the Cairo Citadel to a new five-hundred-room rococo palace at Abdeen, constructed at a cost of $12 million. With it came a giant retinue of officials, ladies of the harem, and countless other hangers-on. (Many years later, after Ismail had gone and his son Tewfik had taken over, it was discovered that ten thousand people were on the palace’s payroll.) In addition, Ismail built new palaces, one for each of his fourteen wives and their entourages of slaves and musicians, eunuchs and ladies-in-waiting. All were designed in an Italian baroque style—“structurally as rotten as they are aesthetically abominable,” according to one English observer. He also had a private yacht built for himself: El Mahrousa, which means “the protected one.” It was the longest private yacht in the world at the time and would remain so for 120 years, until it was overtaken by the Saudi royal family.

			The military expeditions that Ismail dispatched to the Sudan (with the aim of creating an empire of his own up the Nile in East and Central Africa) were another big drain on the public purse. Frustrated by his official position as a mere vassal of the Ottoman sultan, over the next three years, he spent more than $10 million dispensing bribes among the courtiers in Constantinople, including bribes to the sultan himself, to renegotiate his statutory arrangements as the ruler of Egypt.

			The higher his status, the more extravagant his personal spending became—objets d’art, diamond-studded dinnerware, jewels for his concubines. He also tried to make Cairo a social center for the beau monde of Europe, indiscriminately inviting any European with a royal title, however minor, to visit as his guest, using these occasions as opportunities to throw ostentatious banquets. For one ball at the Gezirah Palace, Ismail even had a floating bridge of boats built across the Nile to transport his guests back and forth. It was all part of the same PR exercise: to impress Europeans with Egypt’s apparent wealth so that he could continue borrowing.
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			Walter Bagehot was not the only one to raise questions about the creditworthiness of Turkey and Egypt. At the time, the market for developing-country bonds was dominated by two firms: the House of Rothschild and Baring Brothers. Between them, they accounted for almost two-thirds of the $20 billion raised on the London and Paris Stock Exchanges between 1850 and 1870, essentially dividing up the world: Rothschilds took Europe, the Middle East, and Brazil, while Barings handled Russia, North America, and Argentina.

			Like Rothschilds, Barings had an illustrious history dating back to the Napoleonic Wars, when it had emerged as the single most important bank in Europe. In 1817, the Duke of Richelieu had supposedly listed the great powers of Europe as “England, France, Prussia, Austria, Russia, and Baring Brothers.” It was responsible for the two single largest financial transactions of the early part of the century: In 1802, it arranged financing for the United States’ $15 million purchase of Louisiana from Napoleon I, and in 1816, it led the $120 million loan that France issued to pay indemnities to the Allies after the Battle of Waterloo.

			Like Mayer Amschel Rothschild, Sir Francis Baring, the founder of Baring Brothers, also had five sons. But unlike Mayer Amschel, whose five sons dutifully joined the business, as did all eleven of his grandsons, the Barings family had been unlucky in its lineage, seemingly unable to muster a sufficient number of heirs with a single-minded interest in or aptitude for making money. Francis’s two eldest sons did join the family business, and they succeeded as bankers. But his third son, Henry, initially thought to have a brilliant future, became, early in his career, “passionately addicted to gambling,” a trait that would reappear in future generations of Barings. Henry could be found night after night at louche French casinos, “at the Palais Royal, Paris, and other famous ‘hells’ of the time…with mountains of gold and bank notes before him.” He actually proved to be quite an accomplished gambler, breaking the bank at the Entreprise Générale des Jeux in Paris several times and even winning a palatial Mayfair house in a card game. But he also acquired a certain notoriety in London society for his private life. Both he and his elder brother Alexander had married sisters, daughters of William Bingham of Philadelphia, reputedly one of the wealthiest men in America. When his wife eloped with another man, he dragged her very publicly through the family courts, where charges of adultery that left all parties “covered in dirt” were flung on both sides. His banking partners concluded that his behavior was incompatible with the discretion required of a member of England’s most respected banking firm, and he was quietly eased out.

			Francis’s younger children were even less suited to becoming partners in the bank. The fourth son, William, was sent out to Canton (now Guangzhou) to join the East India Company, where he fell ill and remained in frail health until he died early at the age of forty. The youngest son, George, also went out East to work for the East India Company, where he lost a fortune speculating in opium. Upon returning to England, he joined the clergy but lived so extravagantly that, in 1827, he went bankrupt. Bailed out by his family, he was packed off to a villa in Florence, where he passed the rest of his life in an alcoholic haze.

			This tendency to recklessness, seemingly almost hereditary within the Baring family, continued into the next generation. In the 1860s, as a whole new crop of Barings joined the bank, one of them, also named Francis Baring, initially tried to launch a massive real-estate development project in Mexico City. When the senior partners balked at the size of the commitment, he was forced to divest at a loss. He then proceeded to lose a fortune speculating in the French sugar market. Eventually, his partners—his uncle and cousins—tired of looking over his shoulder and fearful that his lack of judgment might someday threaten the entire bank, politely suggested he find an alternative occupation. He became an MP. But having married the daughter of the Duke of Bassano, Napoleon I’s secretary of state, he acquired a palatial property on the Place Vendôme, where he would spend his winters and springs.

			Despite the dearth of banking talent within the family, Barings was saved by its willingness to bring in outsiders. It had always had a particular franchise in the United States, and it was there that it found the best recruits, bringing in new American partners. By the 1860s, only three of the seven partners, accounting for less than half the capital, came from the family.

			From the beginning, the Barings had a taste for conspicuous consumption. Unlike the Rothschilds, who plowed a significant portion of the family bank’s profits back into the business, the Barings paid out most of their bank’s profits to finance the family’s grand lifestyle. And unlike the Rothschilds, who, as Jews, found so many activities, including politics, essentially closed to them, the Barings found it all too easy to be assimilated into the British ruling elite, especially by entering politics.

			Some were supremely successful. Francis’s second son, Alexander, abandoned banking in his fifties for the world of politics. In 1834, he joined Robert Peel’s cabinet as master of the Mint and was elevated in 1835 to the House of Lords as Lord Ashburton. He was not alone—by the late 1860s, six members of the Baring family sat in Parliament, four in the Commons and two in the Lords.

			While Barings generated annual profits of $250,000 a year in the early part of the nineteenth century, so much of it was paid out that its capital base stagnated—as late as 1850, it was the same as it had been thirty years earlier. As a result, while individual Barings were often very wealthy, with grand houses, some of the finest collections of paintings in Britain, and sprawling country estates—they particularly favored the rolling hills of Hampshire—the bank itself was starved of capital. In 1850, at the start of the boom, Barings had barely $5 million in capital, whereas Rothschilds had $40 million.

			With its much larger capital base, Rothschilds captured the dominant share, underwriting double the amount of Barings. The latter did, however, manage to remain a force to be reckoned with by leveraging its balance sheet much more, holding only fifteen cents of capital for each dollar of assets, while Rothschilds very prudently maintained a capital cushion of forty cents for each dollar of commitments. Barings also began to speculate heavily on its own account. Initially, it traded in the safer markets: French and English stocks or U.S. railway bonds. But as its fortunes prospered, it began taking positions in much riskier markets: Russian stocks or Panama bonds or Australian railroad shares. This strategy paid off during the boom, when it earned close to $1 million a year. But it continued to face pressure to pay most of this out to partners and family members, and only a small fraction was plowed back into the bank. By 1870, Barings had less than $15 million in capital, compared to Rothschilds’ $200 million.
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			Though Rothschilds and Barings had been each other’s biggest competitors for more than half a century, and despite their divergent histories and attitudes toward risk, they in fact brought similar philosophies to the business of underwriting. As lending boomed during the 1850s and ’60s, expanding the number and variety of borrowers, many from riskier parts of the world, both banks felt compelled to become increasingly selective about which clients they would take on. The two firms viewed the task of underwriting as a form of covenant: When a bank like Rothschilds took on a client as a borrower, it was not only signaling that it had done the due diligence to satisfy itself that the particular investment was productive; it was also implicitly promising to back its judgment with its own money—to keep the borrower afloat in a time of financial stress, including by pumping in capital if necessary.

			As a consequence, the market for developing-country bonds became increasingly two-tiered: between those that received the imprimatur and backing of a prestigious firm like Rothschilds or Barings—thus having lower chances of defaulting and able therefore to borrow on much finer terms—and those that didn’t. The lower tier had to pay up for access to money.[*] During the boom, this tiering had little impact. The credit markets were humming along, fly-by-night operators with promises of capital proliferated, and there were almost no defaults. How so many shaky borrowers were seemingly able to get access to funds remains one of the enduring mysteries of the era, especially considering what happened later. It was only when the economic tide turned and markets faltered that the full ramifications of the tiered system became painfully clear.

			By the early 1870s, the market had become especially vulnerable. Two of the largest borrowers in the world—Turkey and Egypt—were conspicuously absent from the first-tier list of countries that Rothschilds or Barings considered creditworthy enough to lend to. That the two foremost lenders in the world deemed two of the largest borrowers in the world too risky underscored just how fragile the market was and hinted at the scale of the impending upheaval.

			
				Skip Notes

				
					* Of forty-one issues underwritten by Rothschilds between 1860 and 1885, including bonds issued by such different entities as the Government of Brazil, the City of New York, the Channel Tunnel Company, and the Spanish Quicksilver Mortgage Co., not a single bond defaulted. See Stephanie Collet and Anno Stolper, “The Credibility of Certifiers: Rothschild and Moody’s,” paper presented at the annual conference of the Economic History Society, University of York, U.K., April 6, 2013.
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				The Desolate Home of the Ruined Gamester

			
			Vienna, 1873–1874

			By early 1873, the first German print run of a paltry thousand copies of Das Kapital, Karl Marx’s magnum opus, had finally sold out. Though the tome would one day be hailed as a masterpiece and sell in the millions, it had taken more than five years for the publishers to exhaust that disappointing initial run. When it was first published in 1867, the book had received so little attention that Marx’s closest friend and colleague, Friedrich Engels, had resorted to submitting fake hostile reviews to German newspapers under various pseudonyms in a desperate bid to drum up interest.

			Marx was then living in exile in London, where he had resided for the last twenty-four years after having been expelled as a threat to national security by the governments of Prussia, France, and Belgium and denied entry by almost every other major European country following the wave of revolutions in 1848. His first few years in London had been a time of Dickensian penury. The family endured a series of personal tragedies—two of his young children died in infancy before the age of two. But eventually, despite his poor English, he managed to scrape together a living as a journalist, serving as the London correspondent for the New-York Daily Tribune. He also relied on generous handouts from his friend Engels, the son of a prosperous textile mill owner. After the outbreak of the American Civil War in 1861, however, the paper decided to completely discontinue its coverage of European affairs for lack of interest, and Marx was let go. Down again, he turned full-time to writing a long-planned book on political economy, to be called Das Kapital.

			The writing was slow going. He kept being distracted from his work by polemical feuds with other radical exiles. Moreover, ground down by poverty, he suffered from a multitude of ailments. Since first arriving in London, he had battled hemorrhoids and contended with long-standing liver problems, for which he took opium and Spanish fly. Additionally, he was constantly plagued by chronic digestive complaints, exacerbated by his taste for “highly seasoned food, such as ham, smoked fish, caviare, and pickles” and his excessive consumption of wine and cheap cigars. In 1863, he developed a serious case of boils—one on his back grew into a carbuncle the size of a fist. Over the next few years, he had recurring breakouts in his armpits, on his neck, across his buttocks, and around his groin. Though he was never properly diagnosed, he most likely had a chronic skin disorder in which the sweat glands become blocked and inflamed. The excruciating condition also explains many of his other maladies: the joint pain and the nagging eye problems. He experimented with various treatments—lancing the boils, applying poultices, and even resorting to arsenic-based drugs at the suggestion of both his physician and Engels—but nothing seemed to work.

			After ten years of research, during which Marx would daily and diligently head off to the British Museum’s Reading Room and sit for hours at the same seat—G7 in the atrium—meticulously combing through everything, from old copies of The Economist, economic pamphlets, the proceedings of parliamentary select committees (known as blue books), factory inspectors’ reports, and Royal Commission proceedings to dusty works of history, he had accumulated dozens of notebooks, many thousands of pages in all, covered in his tiny, cramped script, full of cross-outs, underlines, quotes, tables, and comments. He finally resolved, in early 1867, to compile some of this copious material into what would become volume one of Das Kapital, leaving the rest for future volumes. Over the summer of 1867, Marx forwarded page proofs of the manuscript to Engels for critique. His friend, usually the most generous of commentators, could barely disguise his disappointment, describing the book as a mess—it has “the marks of your carbuncles rather firmly stamped upon it,” he remarked acidly. It was badly organized, too theoretical and abstract, “dreadfully tiring and confusing” to read, and would have benefited from being divided into shorter sections, Engels told Marx.

			Marx was brilliantly well read, could recite large passages from Shakespeare or Goethe by heart, and had peppered Das Kapital with erudite literary allusions to writers as varied as Sophocles, Dante, and Cervantes. But the book was a slog to read. Its fundamental thesis—that the major Western capitalist economies would eventually self-destruct, doomed by their chronic instability to end in a catastrophic and terminal crisis—had all the makings of an Old Testament drama of epic proportions. But Marx had buried the lede beneath several hundred pages of turgid prose and densely obscure metaphysical arguments about the “labor theory of value,” and it read like a German philosophical tract.

			A reader patient enough to plow through the initial pages of indigestible and muddled economic theorizing would encounter fascinating material on working conditions and factory life in nineteenth-century Britain, or a brilliant sweeping history of the transition from feudalism to capitalism in Europe, all laced with Marx’s wonderfully biting and contemptuous sarcasm. But few readers made the effort.

			The book was poorly received by the smattering of critics who paid any attention. The Contemporary Review sniffed that “we do not suspect that Karl Marx has much to teach us.” The Saturday Review, commenting that “the author’s views may be as pernicious as we conceive them to be,” still complimented Marx on “the charm with which he invests the driest problems of political economy.” Marx had promised to have the next two volumes in the hands of the German publisher within a year. But he was too despondent by the poor sales of the first volume to continue, ruefully observing that his earnings from Das Kapital did not even cover the cost of the cigars he had puffed while writing it. No further volumes would be published in his lifetime.

			In 1872, the first foreign-language edition of Das Kapital came out. It was in Russian and did surprisingly well—the initial print run of three thousand copies sold out within a year. It would later emerge that the book had only passed the tsarist censors because it was thought to be so abstruse and difficult that few people would read it and even fewer would understand it.

			Ironically, in 1871, after a life of relative obscurity, with his economic writings largely ignored in the West, Marx suddenly found himself catapulted into the public eye. The circumstances bordered on the farcical. Back in 1864, Marx had helped found the International Working Men’s Association (IWMA)—the so-called First International—a motley collection of radicals from all over Europe: English trade unionists, French socialists, Italian republicans, Polish nationalists, and German exiles, some belonging to legal organizations, others members of clandestine groups. Though it claimed to have millions of members on its rolls, actual dues-paying individuals numbered no more than a few thousand, and it had become mostly a talking shop, constantly riven by doctrinal disputes and feuds.

			In early 1871, at the time of the Paris Commune, a right-wing French newspaper, the Journal de Paris, ran a story about how the Communards were supposedly being steered by a shadowy radical group called the IWMA under the direction of the so-called Red Doctor—Karl Marx. It was a completely bogus report, based on forged documents. While seventeen of the ninety-two elected members of the Communards happened to be members of the IWMA, neither the organization nor Marx had been even tangentially involved in the Paris Commune uprising, except as observers. The scurrilous French report, however, was picked up by the British press, including The Times. Suddenly, Marx found himself briefly famous across Europe.

			This spurious catchpenny of a story happened to coincide with the publication of a pamphlet by Marx on the Paris Commune titled The Civil War in France, which Marx had prepared for the IWMA. In it, he had rediscovered his talents for invective, the quality that had once made his journalism such a guilty pleasure to read. Here, for example, is his description of the French foreign minister: “Jules Favre, living in concubinage with the wife of a drunkard resident at Algiers, had, by a most daring concoction of forgeries, spread over many years, contrived to grasp, in the name of the children of his adultery, a large succession, which made him a rich man.” And here is his profile of “that monstrous gnome” Adolphe Thiers, the French prime minister, “a master in small state roguery, a virtuoso in perjury and treason, a craftsman in all the petty stratagems, cunning devices, and base perfidies of parliamentary party-warfare,” whose “private life [is] as infamous as his public life is odious.”

			Much to Marx’s delight, the combination of his newfound notoriety and the sheer virtuosity of his writing made the pamphlet a bestseller—it would be the most widely read of his publications during his lifetime. In the first two months, it went through three printings in English alone, with sales exceeding ten thousand copies. Within a year, it had been translated into French, German, Russian, Italian, Spanish, Dutch, Flemish, Croatian, Danish, and Polish and serialized in newspapers across Europe.

			Marx became so renowned that in September 1871, when a false rumor of his death circulated, The New York Times even ran a premature obituary. Acknowledging that his celebrity was “only of recent date,” it identified him as the leader of the International and described him as having had a life “full of adventure, like all other political conspirators.” No mention was made of Das Kapital or any of his writings on economics. According to the Times, he was something of a “visionary,” though he “never achieved any decided reputation as an agitator, and he frequently rendered himself obnoxious to those who happened to differ with him in his opinions. So far did he carry this trait of his character that it was only a short time since he threatened to shoot the editor of the Pall Mall Gazette for a criticism deemed by him offensive.”

			Perhaps because of his recent fame, or perhaps because of the success of the Russian edition of Das Kapital, his German publishers decided on a second printing, to be published in January 1873. Marx was asked to add an afterword to the new edition. Writing in his usual overheated prose, he predicted that economies of the West were on the verge of a “universal crisis,” which would be characterized “by the universality of its theatre and the intensity of its action.”

			Back in the 1850s, as a journalist, Marx had had a history of forecasting so many never-to-materialize crises that, much to his irritation, his fellow exiles in London used to take great pleasure in poking fun at him. This latest prediction of a so-called universal crisis was still pretty bold, even for Marx. The global economic boom was then at its height. Every major economy except that of France was in overdrive, powered by easy credit, low interest rates, a surge in worldwide railroad construction, a stock-market bubble in Germany and central Europe, and an explosion in foreign borrowing on the London bond market. At times, it felt as if the global economy were experiencing the equivalent of a vertical liftoff, turbocharged by the engine of credit creation. All the economic indicators were, even at this late stage, still accelerating. After growing at 3 to 4 percent a year for twenty years, industrial production of the major economic powers—Britain, the United States, France, Germany, and Austria-Hungary—was now rising at double that rate, and world trade, after growing at 6 percent a year during the same two decades, was now going up at the unprecedented rate of 10 percent a year.

			This time, however, Marx proved to be half right. Within six months, Vienna’s stock market would experience a giant crash; within nine months, U.S railroads would begin defaulting en masse; within a year, Germany, much of central Europe, and the United States would fall into a recession lasting till almost the end of the decade; global lending would dry up; and prices across the world would fall by 30 percent.
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			The first signs that the stock markets in Berlin and Vienna might be topping out became apparent in early 1873. In January, several senior officials of a major Austrian railway company, including two members of the high nobility, were arrested for fraud. Though they claimed to have themselves been duped, they were sentenced to heavy jail terms. As liberal politicians launched a campaign against fraud, railway companies, until then one of the main highfliers on the Austrian market, stopped going up. The action on Vienna’s exchange now became increasingly concentrated in banks and construction companies, which began to look ever more overstretched as credit conditions in Austria began to tighten.

			Despite the apparent faltering in demand for stocks, as prices plateaued, new issuance continued unabated. Brokers found it increasingly difficult to identify buyers for the flood of securities coming to the market, and unsold stock began to pile up on the books of local finance houses. The market found itself in a sort of limbo, marooned at the highs. Everyone seemed to accept that the bloated stock market was ripe to be popped.

			It does not actually take enormous prescience to spot when a market has entered bubble territory—what is difficult is predicting when, exactly, it will burst. On April 10, the stock market took a tumble, but miraculously, within a few days, it quickly regained its footing. No one dared cut prices for fear of bringing the whole house of cards down, clinging on in hope that the opening of the Vienna Universal Exhibition on May 1 would boost the market.

			For all the ominous rumblings on the stock market, Vienna was in a festive mood that April. The pomp and pageantry of the Habsburg court were on full display throughout the month. On April 20, the emperor’s sixteen-year-old daughter, Archduchess Gisela, was married to Prince Leopold of Bavaria at the Augustinian Church, the parish church of the winter palace. The city was flooded with European royalty, among them the Prince of Wales, his brother Prince Arthur, and the Crown Princes of Germany, Saxony, Denmark, and Belgium along with their consorts, all there to attend the wedding and in anticipation of the opening of Vienna’s world’s fair. There were balls and dinners almost every night, including one where Johann Strauss II conducted the Vienna Philharmonic in a waltz specially composed for the occasion.

			On May 1, 1873, Emperor Franz Joseph presided over the formal opening of the Vienna Universal Exhibition. On the dais with him was an entourage of Austrian royalty and “foreign princes…made up exclusively of mustachios and medals,” observed seventeen-year-old Sigmund Freud, who had just taken his university entrance exams and was in the crowd.

			From the start, the exhibition was plagued by bad luck. Many of the twenty thousand Viennese citizens who braved the drenching rain and “well-nigh Siberian cold” to watch the promised opening festivities found themselves having to wade through fields of mud to get to the pavilions, most of which remained unfinished. The site was too large and the distances too great for the women in their long, elegant dresses. Moreover, shortly after the opening, the taxis of Vienna went on strike, making it difficult for visitors to get around the city.

			Meanwhile, on the bourse in late April, a report made the rounds that Creditanstalt, the bank run by Anselm von Rothschild, had withdrawn its deposits on the stock exchange and liquidated a position of twenty million guilders in equities. Anselm was well known to have long been skeptical of the stock bubble—reputedly recommending that investors approach it like a Russian steam bath: quickly in and just as quickly out. The report contained little new information. It still sparked a sell-off. The following week, according to an unusually graphic contemporary account, “was a time of quiet fermentation, of simmering and boiling in the bowels of the stock exchange…as banks, whose existence was threatened, fought with dogged desperation to conceal the mortal danger from the public eye. All their arts of deception and fraud were used to hide the millions of dollars in value that were floating around the market completely ownerless.”

			In early May, as brokers realized that the opening of the exhibition would not provide the anticipated boost, the stock market continued to falter. On May 5, following the collapse of a Franco-Hungarian bank, the major banks began calling in their loans to speculators with large equity positions. The market tumbled the following day. On May 7, the major brokers organized a meeting to coordinate their actions in a last-ditch effort to collectively protect their positions and prevent the house of cards from totally folding. But the following day, as prices continued to fall and paper losses mounted, reaching $150 million, it became apparent that the attempt to prop up the market had failed. One hundred members of the exchange were forced into default. When the market opened at 12:30 p.m. on Friday, May 9, it was announced that the portfolios of several dozen insolvent investors would have to be liquidated to cover their debts. Scuffles and fistfights broke out on the floor of the exchange. In the subsequent chaos, the twenty-nine-year-old Salbert von Rothschild and two banker colleagues, scions of the Schey and Goldschmidt families, all “bearers of the greatest financial names in Vienna,” were nearly lynched by infuriated stockjobbers and had to be rescued by the police.

			That afternoon, prices crashed. As thousands of shares in railways and banks hit the market, there was mayhem on the exchange. An English journalist described the scene: “The Bourse became a Pandemonium…. Men cursed one another, shook fists at one another, raged and stamped and tore. The little bell which rings whenever an insolvency is announced seemed never to be still. Outside a miserable crowd had assembled. There were representatives of all classes and callings: ex-princes of the Bourse, chamberlains, billiard-markers, haggard clerks from the offices of the Government, commanding officers and subalterns, grocers and countesses, servant-maids and singers from the opera.”
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					On May 9, 1873, the Vienna stock market suffered a massive fall that created chaos on the floor of the exchange and brought scenes of pandemonium outside the Börse.

				
			
			As one broker after another declared himself unable to meet his obligations, the exchange authorities tried to prevent the failures from spreading uncontrollably. They declared a moratorium on all margin payments, extended the settlement period to allow brokers to secure cash to meet their obligations, and permitted brokers to continue valuing securities on their books at pre-crash prices. If the collapse had been smaller or temporary, these measures might have worked. But the fall in prices was so large, and the amounts involved so enormous, that it merely delayed the inevitable reckoning. On May 15, when the stock exchange opened once again and began normal operations, over a hundred brokers and speculators were forced into default.

			Despite the financial disaster on the stock exchange, at the palace, the royal visitors carried on with their festivities as if nothing untoward were happening. On May 8, the Prince of Wales hosted a formal ball for three hundred guests, including Austria’s archduke and all the foreign princes. On May 9, the night of the crash, he gave a gala dinner in honor of his sister, the Imperial Crown Princess of Germany, at the Ministry of Finance, barely a few hundred yards down the street from the turmoil on the exchange. Finally, on May 10, in a wonderful display of aristocratic sangfroid, the emperor himself hosted a state dinner at the palace for the many heirs to the royal thrones of Europe collected in Vienna.
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			Following the stock crash in May, the value of real estate in Vienna cratered. The building boom on the Ringstrasse ground to a halt. Work stopped on many of the great public buildings for lack of funds—the Rathaus, the neo-Gothic city hall that was supposed to be the centerpiece of the new Vienna, would remain unfinished for another nine years. Laborers working on construction projects were dismissed, and unemployment in the city shot up. Over the next few months, as real-estate losses mounted, many of the so-called Ringstrasse Barons, the nouveaux riches who had done so well out of the boom, were driven into bankruptcy.

			Thanks to Anselm’s caution, the Rothschilds emerged from the crash largely unscathed. The biggest casualty was the Epstein bank. In 1871, Gustav Ritter von Epstein, though only forty-three years old, had developed throat cancer and relinquished day-to-day control. On Black Friday, he was in Italy for medical treatment. He immediately returned to Vienna, only to find himself insolvent. The bank’s treasurer, Adolf Taussig, had been speculating with the bank’s funds. On May 15, Epstein’s nephew Gustav Ritter von Boschan committed suicide. On May 26, Taussig also took his own life, he by throwing himself from the top floor of the Palais Epstein. The bank was closed shortly thereafter. In 1877, when his son died prematurely, Epstein and his wife would move into a modest apartment in the Leopoldstadt district, Vienna’s main Jewish quarter, where he died a pauper in 1879.

			The journalist and writer Ferdinand Kürnberger penned an open letter the day after the crash. “The stock exchange has collapsed under the weight of its own crimes,” he wrote. “Since yesterday, people can once again walk the streets and people are no longer taken as idiots. Since yesterday, a thief is once again a thief and no longer a baron.” Kürnberger’s call for a restoration of values was initially applauded. But it soon became apparent that the victims came from all walks of Viennese society, from high-ranking court officers and members of the exclusive Jockey Club to traders and shopkeepers, from countesses to laundresses. Thousands of small investors, who had put money into all sorts of bogus schemes and ventures, lost their entire life savings and were ruined.

			Across the aristocracy, the impact of the bubble and its burst varied enormously. Some had done well by cashing in their inherited real-estate holdings at the boom’s height, before the collapse. Archduke Albrecht, for example, Austria’s topmost military general and a cousin of the emperors, had sold his land on the Ringstrasse, making him one of the richest men in Austria. But Emperor Franz Joseph was shocked to discover how many members of his immediate family had been playing the market and lost much of their fortunes. For instance, Archduke Ludwig Viktor, the emperor’s dissolute and flamboyant younger brother, was found to have used the legacy he inherited from his mother to buy stocks on margin, ultimately making him the equivalent of $200,000 poorer.

			Another prominent victim close to the court was Ludwig von Gablenz, a highly paid army commander and an imperial favorite. He, too, had speculated heavily on margin and sustained major losses. At the end of 1873, deeply in debt and facing ruin, he turned to the emperor, sending him a telegram pleading for financial support. The message was intercepted by the emperor’s adjutant, who, fearing that the court might be tainted by scandal, never passed it on. Having gotten no response and fearing that his request had incurred His Majesty’s displeasure, Gablenz took his own life, shooting himself in Zurich in January 1874. Only later did the emperor find out about the circumstances of the general’s death. Gablenz was the most prominent of more than 150 desperate speculators who reportedly committed suicide in the aftermath. The number of suicides may have been exaggerated—Viennese newspapers reported that to evade creditors, stock traders feigned suicide by piling old clothes on the side of a bridge and escaping in a new outfit.

			It did not take long for the effects of financial distress to become apparent. An odd hodgepodge of luxury goods—gowns from bankrupt fashion stores, jewelry belonging to the wives of “luckless defaulters,” the furniture of newly constructed hotels now being converted into private homes—came on sale at knockdown prices. Apartments for rent in the center of Vienna came flooding onto the market. Country villas and summer homes that had been leased at extravagant prices in anticipation of a great festival season were suddenly abandoned.

			The Vienna Universal Exhibition on which so much hope had been pinned was severely affected by the financial crisis. As the satirist Daniel Spitzer scoffed sardonically in his weekly column: “ ‘Come, come,’ cried the prophets of rejuvenated Austria, ‘visit our World Exhibition.’…The guests arrived full of curiosity, and were received in the desolate home of the ruined gamester.” As if the dismal welcome weren’t enough, the expo continued to be hobbled by bad luck throughout the summer. In July, the city of Vienna was struck by a cholera epidemic that claimed over three thousand lives. The papers tried to suppress the news, which only spawned more rumors and provoked greater panic. The exhibition had originally been expected to attract twenty million visitors. Only seven million came.

			The crash sparked the usual debate about whether to bail out the losers or let them suffer the consequences of their own folly. Some argued it was “far better to let the inevitable process of purging proceed now, and to let all that is unsound die.” The debate turned out to be theoretical. The Austrian National Bank was in no position to provide a bailout—it had barely $35 million in reserves, a fraction of the losses sustained. While it also had the authority to issue another $100 million in paper currency over and above its gold reserves, even this proved to be inadequate.

			In the immediate aftermath of the crash, Vienna’s leading men of finance, supported by the minister of finance, did try to organize a fund to lend against the collateral of good securities, thus allowing brokers to gradually liquidate their positions and prevent fire sales of equities. They managed to raise $15 million, a laughably inadequate amount in light of the paper losses in the several hundreds of millions and the realized losses of $150 million.

			Everyone seemed to have agreed that the market was grossly overvalued and that a crash was bound to come. But each had been convinced that when the music stopped, they would be able to exit. And so as the market had continued rising, Austrian investors had remained invested. It was a pattern that would be repeated many times over the next decades. When the crash finally came, it was so sudden that no one had time to escape. Once the breach occurred, there was no stopping the cascade of sales. The intense and unremitting selling that followed over the next months and years took the stock market down by 40 percent. The scale of the losses associated with the dual crash in stocks and real estate was as large as any in the nineteenth century. Within a few years, 40 percent of the start-ups and more than three-quarters of the banks newly created in the bull market had disappeared, wiping out the equivalent of 30 percent of the country’s GDP in wealth.

		

	
		
			
				10.

				A Financial Thunderbolt

			
			New York, 1873

			As Black Friday was wreaking havoc on Vienna’s stock market, barely a stir could be felt on the other side of the Atlantic. In early June, in the immediate aftermath of the Vienna crash, the Bank of England, concerned that London banks might face withdrawals from abroad, increased its discount rate to 7 percent, raising the cost of credit across the world. But when no run on the reserves of London banks materialized, the Bank of England allowed rates to fall to 3 percent by September.

			While the turmoil in Europe stirred up little reaction on the New York Stock Exchange, sentiment remained torn throughout the summer. Inveterate optimists like William Buck Dana, founder and publisher of The Commercial & Financial Chronicle, the nation’s leading business weekly, reassured readers that Vienna’s stock-market bubble was a purely domestic affair, that Austrians were not significant investors in American securities, and that Vienna’s troubles would have marginal impact on New York. More cautious observers, however, like The New York Times, believed that events in Austria carried ominous warnings for Americans. While acknowledging that “nothing has ever been seen in financial history to surpass the feverish intensity of the Vienna Bourse, Wall Street is peaceful and rural beside it,” the paper nevertheless cautioned that because of parallels in the currency policies of the United States and Austria, New York could be “tending precisely in the same direction.”

			For all these crosscurrents, during those first two weeks of May 1873, as European stock markets were losing over a billion dollars in value, the financial columns of New York’s papers, parochial as ever, fixated once again on the activities of that Mephistopheles of Wall Street—Jay Gould.
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			No one better personified the cynicism and corrupting power of Wall Street in the years after the Civil War than Gould. In time, he would become one of the great railroad robber barons of the era. But at this stage, he was just a neophyte stock-market speculator, barely out of his thirties.

			He first surfaced on the scene in the heady days of Wall Street during the Civil War. Initially, when war broke out, the stock market predictably tumbled. Instead, Americans took to gambling on the commodity markets. Betting that the war would last a long time and lead to shortages, solid and respectable middle-class professionals—lawyers, doctors, merchants, bank officers, government officials—began buying inventories of essential goods like flour and cotton. Within a year, though, as military spending in the North fueled an industrial boom and profits rose, money started to flow into the stock market. “The whole nation flung itself into the Stock Exchange,” Henry Adams wrote. “Everyone speculated, and for a time everyone speculated successfully.” In 1862, stock prices jumped by more than 50 percent, followed by another 50 percent the next year. By war’s end, even after accounting for inflation, stock prices had risen an unprecedented two and a half times.

			As James K. Medbery, one of the first journalists in the country on the finance beat, put it, with all this money coursing through the system, “the whole population of the North gave itself up to a speculative frenzy.” Americans had long had a reputation as gamblers. Early travelers from Europe, like Charles Dickens in 1842, had remarked on their taste for speculation and their desire “to make a fortune out of nothing.” As London’s Spectator would later write, “Millionaires in America make ‘corners’ as if they had nothing to lose,…as if it were only an expensive game. An Englishman…fears poverty excessively, and a Frenchman shoots himself to avoid it; but an American with a million will speculate to win ten, and if he loses take a clerkship without thinking much about it…. The peculiarity makes them the most dangerous business gamesters in the world.”

			Harper’s Weekly, the New York political magazine, dismissed the higher stock prices as “fictitious wealth” conjured up by the vast issue of paper money. Nevertheless, a “thirst for excitement” stimulated by the war and the “deranged state of society” had led to an explosion of trading on the stock exchange. It was a time, wrote the magazine, of “enormous speculations…and a curious and tragical recklessness.”

			Gould, along with his friend and partner James “Jim” Fisk, had first entered the public eye in 1867, when they became involved in an infamous takeover battle for control of the Erie Railroad, a modestly sized $20 million railroad connecting New York City to the Great Lakes. The struggle pitted Daniel Drew, an illiterate former cattle drover and self-made Wall Street speculator, against Cornelius Vanderbilt, owner of the New York Central Railroad and, at the time, the richest man in America. For weeks, the takeover fight dominated the New York headlines. It ended up in the courts, with both sides freely paying enormous bribes to state senators and judges. When Vanderbilt eventually conceded defeat, Gould and Fisk emerged as controlling stockholders in the Erie Railroad Company.

			Over the next two years, the pair used their control of this minor railroad to milk it for cash. They borrowed against its assets and used the money to finance their stock-market speculation. Gould, who had all the instincts of a master criminal, became especially notorious for his carefully concocted schemes to manipulate the stocks of companies. He discovered that to succeed on Wall Street, it was not necessary to be more prescient about the future or more astute about markets. The New York equity market was then still small, and one could make money by exploiting its thinness—“squeezing” issues, creating artificial shortages, and pushing the prices of stocks both up and down.

			Gould was the brains behind the operation. He was a small, nervous man, only five feet four and hardly 110 pounds. His appearance—dark, haggard eyes, Svengali beard, fidgety and furtive demeanor—added to his sinister reputation. One observer described him as looking like a bearded little ferret. During tense moments, he would tear up small bits of paper to relieve his anxiety. Socially awkward and ascetic, Gould rarely appeared around town but lived quietly with his wife, Helen, and their six children in a four-story townhouse at Fifth Avenue and Forty-Seventh Street, dining at home every night, then retiring to his library to read. His one passion was cultivating orchids in the greenhouse he had constructed on the roof.

			The contrast with Fisk could not have been greater. Chubby and florid-faced, the exuberant and outgoing Fisk occupied a suite at the Fifth Avenue Hotel on Madison Square. “Perfumed like a milliner,” this “oiled and curled Assyrian bull of Wall Street,” as one journalist described him, could often be found at Delmonico’s, a popular restaurant on Broad Street, or at the theater, surrounded by “actresses.” He sported a waxed mustache, loved flashy clothes, and always wore a five-carat diamond stickpin in his cravat. The press adored his antics, dubbing him “Jubilee Jim.” In December 1868, he and Gould had bought Pike’s Opera House (later the Grand Opera House), a splendid five-story marble structure with architectural sculptures at Eighth Avenue and Twenty-Third Street. They retained the theater on the ground floor, where Fisk, ever the showman, produced plays and French operas. The upper floors were converted into the head office of the Erie Railroad Company.

			The pair’s greatest escapade came in 1869, when they launched an audacious scheme to corner the gold supply of the United States and engineer a dramatic surge in its price. While the open market for trading gold was relatively small—daily transactions barely reached $15 million—a sophisticated futures market had developed where speculators could contract to buy gold for future delivery with minimal cash down. A $10,000 down payment, for example, could secure contracts for $2 million in gold. This futures exchange saw $70 million in gold change hands daily, allowing the conspirators to accumulate an enormous holding worth tens of millions with a modest amount of capital.

			Their position, large as it was, remained dwarfed by the $75 million in gold reserves that the federal government used to manage the supply of money and stabilize the gold market. The success of their scheme to raise prices thus crucially depended on keeping the government out of the market. To this end, they enlisted Abel Rathbone Corbin, President Ulysses S. Grant’s sixty-seven-year-old brother-in-law, a successful lawyer and speculator, to lobby on their behalf. On several occasions during the summer of 1869, the conspirators met with the president himself to persuade him that it would be in the best interest of the country, especially farm exporters, to go slow on federal gold sales. Additionally, Treasury officials who could spill insider information about the government’s intentions were put on their payroll.

			For several weeks in the summer of 1869, their plan appeared to be working. By the third week of September, Gould and Fisk had between themselves accumulated $50 million in gold contracts, and they began leaking to the press news of a supposed policy shift by the government. Gold prices jumped by 20 percent to above thirty-four dollars an ounce. The scheme eventually unraveled, however, when Gould overreached by trying to bribe Grant’s personal secretary, who revealed all to the president. Grant demanded that his brother-in-law Corbin sever all ties with Gould, and he instructed the Treasury to begin selling gold to break the suspected corner. The ever-vigilant Gould, warned by Corbin of the pending Treasury sale, had already begun quietly unloading his position. When word of the Treasury sale finally reached the market, prices collapsed within minutes to below twenty-eight dollars an ounce. Over the following week, as speculators, forced to cover their losses in the gold market, sold other securities, the stock market fell by 20 percent, triggering the New York Stock Exchange’s first Black Friday. Dozens of brokerage houses went bankrupt. The squeeze on gold prices was ultimately foiled. But as rumor had it, Gould still walked away from the swindle $10 million richer.

			He became, by his own admission, one of the most hated men in America, branded by James Gordon Bennett, founder and publisher of The New York Herald, as “The Skunk of Wall Street.” When news of his involvement in the corner became public, he was attacked by an angry mob in New York and, for months thereafter, had to move around the city accompanied by a bodyguard. While he had always been unconcerned with others’ opinions of him and seemed indifferent to the “hatred and dread” his name evoked, he kept a low profile for the next few years.

			His accomplice, Jim Fisk, on the other hand, relished the publicity. Mere days after the gold panic, in an interview with The New York Herald—which described the duo very colorfully as “the great gorilla of Wall Street, the gold-gobbling Gould, [and] the amphibious…financial orangutan, otherwise known to naturalists and the world at large as the ‘irrepressible Jim Fisk Junior’ ”—Fisk could not resist bragging about their boldface co-conspirators. Not only were “Members of the President’s family…in with us,” he claimed, but the president himself had also been complicit.

			It was Fisk’s private life that proved his undoing. In 1867, he had met Josie Mansfield, a divorced nineteen-year-old “actress,” who became his mistress. He set her up in a four-story brownstone (bought for $44,000 on West Twenty-Fourth Street, a few doors from the Erie Railroad Company’s headquarters) and showered her with presents—dresses, jewels from Tiffany’s, a horse and carriage, and a weekly allowance of $200 to $300.

			Despite all this attention, in 1870, she left him for one of his business associates, Edward Stiles Stokes, a handsome young dandy with whom she had fallen in love. When Fisk found out, he attempted to have Stokes arrested for embezzlement. Stokes countersued him for malicious prosecution and tried to have Fisk in turn arrested for fraud, threatening to publish letters to Josie that would allegedly expose his illegal business practices. Fisk then sued the couple for blackmail, and Josie sued him for $50,000 that she claimed he owed her. During the ensuing fraud trial in November 1871, the yellow press delighted in tantalizing its readers with testimony from Josie’s servants about the salacious details of her complicated amorous life. On January 6, 1872, the judge ruled in favor of Fisk. That same morning, a grand jury indicted both Josie and Stokes for blackmail, and a warrant was issued for their arrest. Enraged, Stokes sought out Fisk, confronted him at the Grand Central Hotel, and shot him dead with two bullets. Fisk was only thirty-seven. After three separate trials—the first resulting in a hung jury, the second producing a guilty verdict later overturned on appeal—Stokes was eventually convicted of manslaughter and served four years in Sing Sing.

			As for Gould, even by April 1873, four years after the failed attempt to corner the gold market, he continued to be viewed with almost morbid fascination on Wall Street, his name still evoking “hatred and dread” and carrying with it “a certain whisper of ruin.” On April 29, Gould was at Delmonico’s, Fisk’s old haunt, peacefully lunching with a business colleague, when he was accosted by Joseph J. Marrin, a noted Wall Street lawyer. Apparently, Marrin had attempted to contact Gould several times, unsuccessfully, about an unfilled commitment that the financier had made to one of the lawyer’s clients. Gould, irritated at having his lunch disturbed, declared that he was too busy to speak to Marrin. Angry words were exchanged, and Marrin punched the frail, scrawny Gould in the nose, drawing blood.

			The incident seemed to captivate the New York press. The sensationalist New York Herald devoted many inches of column space to it, while The New York Times editorialized that the aggrieved Marrin, however justified, should not go unpunished. After all, it wrote in its deadpan way, if everyone who had been swindled by Gould was allowed to exact vengeance by slugging him in the face, the “flattening of Gould’s nose would be an incident of hourly occurrence,” and it, the nose, would disappear and “completely lose its identity.” The newspaper opined that perhaps a $200 fine would establish a useful benchmark for those among Gould’s impoverished shareholders who wished to give him a shiner, a price that was, “in view of the relief” it might provide, “extremely cheap.”
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			Aside from the distractions provided by Jay Gould, Wall Street’s real concern that spring was Jay Cooke’s attempts to secure financing for Northern Pacific, which he hoped would become the second transcontinental railroad. Until the Civil War, a significant portion of the capital flowing into U.S. railroads had come from European investors—of the $1 billion invested in the fledgling U.S. railroads during the 1850s, more than half came from Europe. During the war, when railroad construction had ground to a halt, those investment flows had largely dried up. But now that the war was over, as Cooke embarked on his effort to raise the $100 million needed by the Northern Pacific Railway Company, the obvious place to turn to for such a massive amount of capital was Europe.

			He first approached the Rothschilds—“those old money bags,” as he called them—to underwrite an issue of Northern Pacific bonds in Europe. As an incentive, he dangled the offer of a piece of American government business in return—a big U.S. bond-refunding program was then in the works—and he also promised to help pry away American government deposits held in Europe with Barings, which had long maintained a lock on the business. But Rothschilds, chastened by its checkered history of sour American investments, and still deeply suspicious of American borrowers, would take on Northern Pacific business only if the bonds received a federal government guarantee. As so many American bankers of the time would complain, it was hard to deal with “so haughty and purse-proud a people as the Rothschilds.”

			Undeterred, Cooke organized another syndicate of German and Dutch investors that were prepared to lend $50 million. Unfortunately, he was supremely unlucky in his timing. Just weeks before the deal was slated to be signed, France declared war on Prussia, European capital markets shut down, and the deal fell through. Jay Cooke & Co. next tried to sell bonds directly to European investors. It established a London branch and hired Hugh McCulloch, former Treasury secretary in the outgoing administration, to lead it. It had limited success.

			The dilemma for bankers like Cooke was that the stock-market manipulations of speculators like Gould had soured British investors on American railroad bonds. Immediately after the Civil War, more than three-quarters of the Erie Railroad Company’s capital had come from Britain. But during the battle for control over the Erie, many of these investors had lost much of their principal, and in London’s Square Mile, the view took hold that fraud on the U.S. exchanges was rampant and its financial markets all too easily manipulated by unsavory operators. The Economist singled out the “swindlers” like Gould as the driving factor behind the new wariness of railroad bonds among British investors. The newspaper claimed that “it is fear of him, and of men like him, which induces English investors to demand eight, nine, and ten per cent for their loans to American railways, instead of the six per cent with which they would otherwise be well content.”

			The Continent was now flooded with American railroad men trying to raise money, many employing disreputable tactics—for example, promoters of the Southern Pacific Railroad were going around Europe falsely claiming that their bonds had government guarantees—and conservative European houses steered well clear. Adding to their reluctance to buy U.S. railroad bonds was the fact that they now had an attractive alternative. The massive wartime bond issuance by the Union government offered Europeans who wished to invest in the U.S. not only a much safer instrument but also one that provided a reasonable yield—over 5 percent compared with the paltry 3 percent on British government bonds.

			Despite the explosion in foreign lending on the London market at the time, every U.S. railroad trying to raise capital in Britain encountered the same obstacles. Consequently, American railroads were increasingly forced to turn to domestic investors for funds—of the $2.5 billion spent on railroad construction in the U.S. during the seven years after the Civil War, less than 20 percent came from Europe, and 80 percent had to be raised from domestic sources.

			Unable to find European buyers for his Northern Pacific bonds, Cooke redirected his efforts at home. During the Civil War, he had managed to raise $1.5 billion from small investors on behalf of the Union government at a time when economic circumstances were much tougher, and he was confident he could repeat this success now that the economy was booming. Employing the same high-pressure sales tactics that had worked so well before, he recruited an army of agents to crisscross the country armed with maps and pamphlets about the Pacific Northwest, delivering lectures on the region’s glories—for example, promising balmy weather that was billed as a cross between the climates of Paris and Venice. Cooke rehired one of the star wartime publicists, Samuel Wilkeson, now a reporter at The New York Herald, to spin copy. Wilkeson made such exaggerated claims about the unusual fertility of soil along the Northern Pacific route that his hyperbole became a running national joke: It was said that Cooke and his people had discovered a land of “orange groves and monkeys,” to be named “Jay Cooke’s Banana Belt.” Cooke launched an unprecedented promotional campaign, taking out advertisements in hundreds of publications nationwide, plying key reporters with gifts of Pacific salmon or cases of wine, and, in some cases, liberally dispensing plain old cash in exchange for favorable stories.

			Pulling out his old Civil War playbook, Cooke also set up a private $1 million pool to finance grants of stocks and bonds in the new railroad at below-market prices for a who’s who of key politicians, including Vice President Schuyler Colfax, Chief Justice Salmon P. Chase, several governors, and the Prussian minister to the United States. These gifts had little impact. By 1870, the mood in Washington toward railroads, especially the transcontinental ones, had begun to shift. Northern Pacific faced opposition from every quarter: resistance from supporters of the existing transcontinental railroads, who were trying to forestall the potential competition; hostility from backers of the two or three other transcontinental railroad projects in the works, especially the Southern Pacific; and skepticism about the benefits of a northern route—the total population of the states through which it was supposed to flow was then barely six hundred thousand.

			Political enthusiasm for the railroads curdled even further when, on September 4, 1872, New York’s Sun broke the story of Crédit Mobilier’s bribing of politicians with the sensationalist headline The King of Frauds: How the Crédit Mobilier Bought Its Way Through Congress. The exposé described how Massachusetts Congressman Oakes Ames, the millionaire businessman who controlled Crédit Mobilier, the dummy corporation with a construction subcontract from Union Pacific, had been bribing fellow congressmen and senators with grants of shares. The list of figures that it claimed had been paid off by Ames included some of the most senior politicians in the country: Schuyler Colfax, the outgoing vice president; Massachusetts Senator Henry Wilson, Grant’s running mate in the ongoing presidential campaign; George Sewall Boutwell, secretary of the Treasury; James G. Blaine, Speaker of the House; and a dozen other senators and congressmen.

			During the election campaign, all were dogged by accusations of corruption. All denied it. When Congress reconvened after the election in early 1873, a congressional investigation was opened. Called before the investigating committee, Ames admitted to distributing Crédit Mobilier stock at par, when its real value was three to four times that. He had retained the securities he dispensed under his own name, keeping track of transactions in a little black ledger. However, he insisted that transactions had been between friends and were therefore not illegal.

			There was, in fact, much less to the political scandal than first met the eye. Many of the accused politicians, including Speaker Blaine, Treasury Secretary Boutwell, and Senators Roscoe Conkling and Thomas Francis Bayard, had been offered stock but refused to accept it. Others, failing to appreciate the true value of the stock on offer, had promptly sold it back to Ames at a fraction of its market price. Some, such as Senator Henry Dawes, Representatives James Garfield and William Kelley, and now former vice president Colfax, were found to have lied about their ownership of the stock, but were exonerated of bribery. The corruption charge only stuck in the case of Oakes Ames and another congressman. If Ames was trying to bribe members of Congress to influence railroad legislation, he went about it in an especially ham-fisted way. None of the politicians on the list were members of the Pacific Railroad Committee, where they might have significantly influenced railroad legislation. Rather, Ames seems to have been motivated by the desire to let his congressional allies, many of whom were from Massachusetts, in on an extraordinarily profitable deal.

			Nevertheless, the revelation that some of the most powerful politicians in Washington were being accused of taking massive bribes killed any hope that Northern Pacific would be able to extract from Congress the sort of direct subsidies or federal guarantees that had been so critical to financing the first transcontinental railroad companies.
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			By early 1873, it was clear that Northern Pacific had also been excessively optimistic about the challenges of building a railroad in the difficult terrain out West. Construction was delayed by sinking tracks, washed-out roadbeds, and collapsing bridges. Survey parties and construction crews faced armed resistance from Native American tribes against the incursions into their homelands. Costs turned out to be much higher than budgeted, and the project was plagued by rumors that managers were bilking the railroad with sweetheart construction contracts like Crédit Mobilier’s. By May 1873, they had only reached Bismarck, North Dakota. Barely five hundred miles of track had been laid, and thirteen hundred miles remained to be built.

			When Cooke originally took on Northern Pacific as a client, he had committed to raising $100 million. By 1872, cumulative bond sales amounted to only $13.5 million. Much to the unease of his partners, who had never been as enthusiastic about Northern Pacific as he was, Cooke resorted to supporting the railroad with short-term loans from his own bank. Throughout 1872, his partners hounded him to reduce the bank’s exposure to Northern Pacific, alternately begging and threatening him. His New York partner, Harris C. Fahnestock, wrote to him in June 1872, pleading for him to reduce advances to Northern Pacific in order to “save the company from ingloriously breaking down within the next year and involving us in discredit, if not in ruin.” Cooke dismissed their concerns as mere “croaking.” As whispers of Northern Pacific’s problems circulated, investors turned skittish, and its bond sales collapsed. By mid-1873, Jay Cooke & Co. had been forced to provide close to $7 million to keep track construction going.

			Other railroad bankers were facing similar problems. In the summer after the Vienna panic, demand for American railway bonds, which had been strong in Germany and central Europe, completely dried up. Many New York firms involved in the railroad business were forced to carry unsold bonds on their own books.

			Skeptics of the railroad boom such as The Nation magazine had since the fall of 1872 begun pointing to the poor profitability of the industry—the $3 billion investment in the railroads was barely earning a return of 5 percent at a time when companies were having to pay 10 percent for capital—a sure symptom of overbuilding. Of the more than 350 railroads in the country whose accounts it could analyze, fewer than 100 were able to pay dividends. The magazine wrote, “Railroad securities now constitute probably the most popular form of investment…open to the people of the United States. A sort of mania as regards them may be said to exist…. We see no reason to suppose that any general panic or financial crisis is now immediately impending over the country at large…. But unless we are greatly deceived, within the next few years a great many very handsomely engraved railroad bonds will go to protest and certificates of stocks by the millions will find their way into the hands of the trunk makers.” The New York Times similarly warned that “the spirit of speculation which pervades every department of trade and every condition of life, the haste to get rich by gambling…the accumulation of capital in the hands of the few…the universal tendency to extravagance and high living” was bound to precipitate a crisis.

			Investors continued to dismiss these ominous predictions. Even after the crash on the Vienna stock exchange, and despite the mounting difficulties railroads were facing in raising capital and the mood of “gloom and mistrust that hung over the business world like a pall,” stock prices mysteriously remained suspended near their highs, barely down 2 percent from their peak at the end of August. Old-timers on Wall Street kept muttering, “This thing can’t last.”

			Jay Cooke & Co., meanwhile, was facing other financial woes. A massive $300 million government bond-refunding operation that the firm had been counting on to bolster its income was delayed. The other New York banking firm involved, J.S. Morgan & Co., was rumored to be deliberately dragging its feet to embarrass Jay Cooke & Co., having heard that it was in trouble. In early September, the New York branch of Jay Cooke & Co. experienced a serious outflow of client deposits. The first signs of stock-market jitters appeared. Even then, the apprehension was just based on rumors and hearsay. There was talk that Jay Gould was organizing a ring to sell gold short, a signal, perhaps, that he expected credit to tighten and economic activity to weaken. The New York Herald, which had the most extensive Wall Street coverage of any New York paper, commented on these straws in the wind: “It is almost an impossibility to diagnose the condition of the stock market at the present moment. It has no foundation. It is tremulous, uneasy and quickly affected by rumors.”

			On September 8, two brokerage companies involved in the railroad business were suspended. Scuttlebutt spread that other brokerage companies were also in trouble. On Sunday, September 14, President Grant, on his way to drop off his son at the Cheltenham Academy, a boarding school in Pennsylvania, spent the night at Ogontz. Cooke displayed no obvious signs of worry, and Grant returned to Washington without being warned of the impending storm. As Cooke saw it, while the bank had, by this point, lent close to $8 million to Northern Pacific, it had total assets of $16 million and only $8 million in liabilities; it had earned $2 million over the previous two years; and it was perfectly solvent. True, it was facing some liquidity problems and needed cash in the short term. But he was convinced that with his impeccable reputation and the bank’s strong balance sheet, surely someone could be found to lend it enough money to tide it through this rough patch.

			Unbeknownst to him, on the morning of Thursday, September 18, eight of the presidents of the city’s largest banks met at the office of Jay Cooke & Co. on the corner of Nassau and Wall. They told Harris Fahnestock, the New York partner, that they could not provide any further credit to Jay Cooke & Co. It was therefore in the firm’s best interest to start liquidating its assets and suspend the ability of depositors to withdraw money. Without contacting Cooke, Fahnestock made the decision to close Jay Cooke & Co. on his own, but not before transferring over $100,000 into his wife’s name to protect his assets from potential suits by creditors. He tried to alleviate some of the drama by announcing that the suspension was only temporary.

			Neither he nor the bankers who recommended this action anticipated what would happen next. That Jay Cooke & Co., the fiscal agent for the government, “the foremost American banking-house in this country,” according to the New-York Tribune, should have to close its doors came as a total surprise to Wall Street. It was “like a thunderbolt in a clear sky,” wrote The New York Herald. At 11:00 a.m., when the president of the New York Stock Exchange rapped his gavel and announced the suspension of the bank, “a monstrous yell went up and seemed to literally shake the building.” All at once, “dread seemed to take possession of the multitude.” Members on the floor of the exchange began selling stocks in a panic. The New York Times reported that “the bear clique was already selling the market down…and prices were declining frightfully.’’ Western Union, one of the most actively traded securities on the exchange, fell by 10 percent in less than an hour. The New York Herald noted that brokers “tore their hair and ran about as if crazy, pushing, battling, shouting, shrieking to others equally crazy.” The more sober New York Times conjured up a similar scene: “Some of the men who were ruined swore, some of them wept, some went out of the street without saying a word; others talked of the trouble in a jovial way, and went about trying to borrow money from friends.” One reporter described Broad Street as being anomalously full of the most distinguished Wall Street operators, the heaviest hitters—“stout, fat men” who were “wilted by perspiration and covered with mud,…rushing this way and rushing that, while the wildest confusion reigned everywhere.”

			Cooke only learned about the events in New York from the wire services. He was dumbstruck. He knew, of course, that his bank faced a liquidity problem and needed cash. But to the very bitter end, he thought that his New York partner had panicked and allowed himself to be bullied by the bank’s creditors. Up against a fait accompli, he ordered the Philadelphia office closed, tears streaming down his face. Later that day, the Washington office, besieged by depositors trying to withdraw their money, was also forced to close its doors.

			As news of the crash spread, “the scene was simply indescribable.” A crowd gathered on the sidewalks of Wall and Broad, as it always did on such occasions, “a swaying, agitated, and excited” mob of people who “clambered over the railings, filled the basements, [and] peered through the windows” of adjacent buildings.

			That evening, a reporter found Cornelius Vanderbilt at his home on Park Avenue and managed to persuade the Commodore, as he was nicknamed, to give an interview. The crash was caused by the “great many worthless railroads started in this country,” Vanderbilt declared. “Building railroads from nowhere to nowhere at public expense is not a legitimate undertaking.” According to him, they had also borrowed too much. “People who live too much on credit generally get brought up with a round turn in the long run,” he tutted.

			The next day, the panic on Wall Street persisted. Prices continued to plummet. Western Union fell by another 15 percent. The major railroad stocks, like Union Pacific and Vanderbilt’s New York Central, fell by 20 percent. The governors of the exchange met at 11:00 a.m. and, in an unprecedented move, voted to shut it down “for an indefinite period.” Nineteen other brokerage houses on the New York Stock Exchange, all involved in the railroad bond business, were unable to meet their debts and thus forced to suspend operations.

			Grant learned about the crisis at 4:00 p.m. on September 18, upon his return to Washington. He himself knew little about finance. Boutwell, his first-term Treasury secretary, had resigned the previous year to stand for the Senate, and his new Treasury secretary, William Adams Richardson, was inexperienced. On Saturday, September 20, Grant and Richardson traveled to New York to meet with banking representatives at the Fifth Avenue Hotel on Madison Square at Twenty-Third Street. Financiers who were typically opposed to measures to expand the money supply, especially when it was the fates of others and not their own at stake, now all urged the government to intervene. Vanderbilt proposed that it shift between $20 million and $40 million of its deposits to New York banks. Richardson, claiming that he lacked the legal authority to take such an action, instead pledged to inject cash into the system by buying government bonds on the open market. The president was resolute that he would take no measures simply aimed at “the relief of speculators who have brought this trouble upon us.” Eventually, the administration did accede to a modest temporary increase of $26 million in currency under circulation.

			Senator Oliver H. P. T. Morton, who was at the Fifth Avenue Hotel with Grant, would later testify to Congress: “I happened in New York on the Sunday after the panic, and saw the crowds of bankers, brokers, capitalists, merchants, manufacturers and railroad men who throughout that day thronged the halls, corridors, and parlors of the Fifth Avenue Hotel, beseeching the President to increase the currency by every means in his power, and declaring that unless the Government came to the rescue nothing could save the country from bankruptcy and ruin.”

			Reflecting on the week’s events, The Nation wrote, “Anyone who stood on Wall Street, or in the gallery of the Stock Exchange last Thursday, and Friday, and Saturday, and saw the mad terror, we might almost say the brute terror…with which great crowds of men rushed to and fro, trying to get rid of their property, almost begging people to take it from them at any price, could hardly avoid feeling that a new plague had been sent among men.”
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					On September 18, after the collapse of Jay Cooke & Co., the largest investment bank in the U.S., panic hit the New York Stock Exchange. The following day, the governors of the exchange voted to shut it down for an indefinite period. It would remain closed for ten days.

				
			
			The stock exchange remained closed for ten days. When it reopened on September 30, it turned out that the rout had largely spent itself. But stocks continued to trade lower over the next two months, losing another 20 percent of their value. Western Union, which had been at $92 a share in early September, had halved in value, trading at $46 a share; Vanderbilt’s New York Central, which had traded at $105 a share before the crisis, was now at $83 a share, down 20 percent; and Union Pacific, which had been at $27 a share, was now at $16. But the panic was over, and stocks would recover half their losses in the early part of 1874.

			The stock market was too small at the time to pose a direct threat to the U.S. economy. However, under the national banking system established during the Civil War, state and regional banks across the country had to maintain significant balances with New York’s national banks, which in turn held a substantial portion of their reserves as call loans to stockbrokers. This interconnected system was precarious, leaving the entire banking network susceptible to runs after downturns in the market. The first major bank to experience a run was the Union Trust Company of New York, which was forced to shutter on September 20, owing $6 million to depositors. Its directors included some of the most eminent bankers in the city, and no institution was “considered safer or more reliable.” As so often happens, the financial upheaval brought to light gross mismanagement at the bank. It turned out that the secretary of the bank had been speculating on the street and lending money to his relations and friends.

			Over the next few days, panic intensified as a run began on all the savings banks in New York City and Brooklyn. Within days, this turbulence extended to Washington, D.C., and Philadelphia, thence down the Eastern Seaboard to Virginia, Georgia, and South Carolina. Simultaneously, it spread to the Midwest, states like Ohio, Indiana, and Illinois. A nationwide bank collapse was narrowly avoided, however, thanks to decisive action by the New York Clearing House, which introduced a form of emergency currency to settle payments among its members, a measure that, in the absence of a central bank, provided liquidity to banks under stress. By the middle of October, currency had begun to flow back into the banks, and the wave of runs sweeping through the nation’s banking system had subsided. By year’s end, only one hundred out of thirty-five hundred banks nationwide had failed.

			In the ensuing months and even years, Cooke found himself villainized in the press for his vanity and greed, accused of having deliberately fleeced thousands of middle-class families. At the height of his power, he had had numerous newspapermen on his payroll. None of them now came to his defense. By his telling, he had lost everything when his bank went under—he was forced to sell Ogontz and move in with his daughter. But word on the street was that he had spirited away large chunks of his wealth. These rumors only seemed to be confirmed when, in the early 1880s, claiming to have made a quick $2 million from a Utah gold mine, he bought back his mansion and moved into his old office on South Third Street.
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			In December 1873, three months after the panic, a novel titled The Gilded Age: A Tale of Today by Mark Twain hit the bookstalls. Twain, still only thirty-eight years old and on the cusp of his great fame, had made his initial reputation as a humorist and travel writer. His first travelogue, The Innocents Abroad, a chronicle of a journey through Europe and the Holy Land with a group of American travelers, had come out in 1869 and been a bestseller—eighty-five thousand copies sold in the first year and a half. Three years later, he had published Roughing It, an account of roaming through the American West in the 1860s, which sold a respectable seventy thousand copies.

			Most surprisingly, the new book was jointly written with Charles Dudley Warner, his friend and neighbor. Neither he nor Warner, also an essayist and newspaper editor, had ever written a novel before. The whole project was something of a lark, conceived late one night in 1872 after dinner, when the two authors began scoffing at the light fiction their wives were reading and were challenged by the two women to do a better job. They decided to craft a social satire that would mock the greed, crass materialism, and moral decay of post–Civil War America. The book, hastily written between February and April 1873, told the story of a Tennessee family, the Hawkinses, trying to make it rich by speculating in land.

			The setting moves between Tennessee, Missouri, New York, and Washington, D.C., and features a rogues’ gallery of land speculators, venal politicians, naive investors, and corrupt and cynical journalists. The central figures in the book are Silas Hawkins, the patriarch, and his adopted daughter, Laura Hawkins, a Southern beauty living in Washington, D.C. The two scheme to get the federal government to buy their large but mostly worthless family landholdings in Tennessee at an inflated price. In their quest to get the necessary land bill passed through Congress, they become entangled in a crooked world of Washington lobbyists, politicians, and speculators, including one of Twain’s classic comic figures: Colonel Beriah Sellers, a young, eternally optimistic promoter full of ideas for one get-rich-quick scheme after another. Laura’s life begins to unravel, however, when she encounters a man who once seduced her and shoots him in a fit of rage. Acquitted in a sensational trial by reason of temporary insanity, she ultimately dies of remorse and a broken heart.

			The Gilded Age is not a good book. There are too many characters; the plot is too convoluted and overly melodramatic; Twain’s and Warner’s writing styles are incompatible. The book received mixed reviews. While the plot had nothing to do with the railroads or Wall Street, written against a backdrop that Twain would later describe as “an era of incredible rottenness,” a time of “all-pervading speculativeness” in business and “shameful corruption” in politics, the book seemed the perfect sardonic commentary on the events of the previous year. Buoyed by the reputation of its authors, it sold fifty thousand copies in its first year. In 1874, Twain would convert the book into a play that saw a successful run. But in the years that followed, the book, the play, and even the titular phrase itself would disappear from the public imaginary. Contemporaries did not talk about living in a gilded age. The book’s title would not enter the lexicon and put a stamp on the era until fifty years later, in the 1920s, when historians rediscovered the expression and adopted it as the label for the quarter century of boisterous economic change after 1873.

		

	
		
			
				11.

				The Crimes of 1873

			
			Paris, Berlin, and Washington, 1873

			It took less than forty-eight hours for news of the failure of Jay Cooke & Co. and the closing of the New York Stock Exchange to hit the European markets. Following the laying of the first workable transatlantic cable in 1866, information that would have taken days or even weeks to travel from the United States to Europe could now be transmitted instantaneously, thus accelerating the speed with which financial turmoil tore across the world. The Berlin Stock Exchange, which had already fallen by some 16 percent over the spring and summer after the May collapse in Vienna, was hit by a “complete panic,” according to the Berliner Börsen-Zeitung, the city’s premier financial newspaper. A wave of selling swept through the market, bringing it down by almost 10 percent. On October 12, Quistorp & Co., one of the market’s new high-flying bellwether stocks, announced that because of the declining real-estate values, it was unable to meet redemptions from investors. Heinrich Quistorp managed to persuade the finance minister to provide an injection of liquidity through Prussia’s central bank, claiming that thousands of jobs were at stake. But that wasn’t enough. On October 15, it filed for bankruptcy, leaving investors nursing losses of almost $8 million, including the queen dowager, who was said to have lost half a million dollars of her own money.

			This development, combined with the October 23 news that the Bank of England was raising rates to 9 percent, its highest in a century, to protect itself from a run on its gold reserves, created a second wave of panic selling on the Vienna market. The evaporation of investor confidence did not affect every stock market. The largest market in the world, that of London, was spared the sell-off, as was that of Paris. France was still just recovering from the aftereffects of losing the war against Prussia and having to cough up reparations, and the Paris market had been the only European market that had failed to rise significantly in the previous three years. The major declines were concentrated in the three markets that had been the frothiest and most speculative—those of Vienna, Berlin, and New York—lending further credence to the idea that the seeds of every bust are planted during the preceding upswing. By the end of November, all three markets were down between 20 and 25 percent from their highs and over the next few years would fall a total of 40 percent.

			The tumble in asset prices was concentrated in those sectors that had been the highest fliers during the boom. This meant that in Austria and Germany, the two countries at the heart of the crisis in Europe, banks and real-estate companies—especially those that were recently formed—experienced the biggest collapses. German banks, gripped like everyone else by the mood of euphoria during the bubble, had placed an unusually large fraction of their assets—almost one-third—in stocks, and they suffered accordingly in the downturn. Of the 140 new banks that had been created in Germany during the boom, fully one-half would go belly-up over the next five years. The shakeout in Austria was even worse. Only 8 of the more than 70 new banks formed in Vienna during the bubble survived.

			The impact of the stock-market crashes on the economies of Germany and Austria was similarly lopsided. In the final months of 1873, both countries tumbled into recessions as luxury spending slumped. All the pricey restaurants that had proliferated in the center of Vienna and Berlin during the boom were either closed or converted into beer halls. Real-estate construction in both cities came to a grinding halt. But for the most part, industrial production held up well. The railroads, which had been adding one thousand miles a year to their network, maintained that pace, and coal production actually picked up.

			The biggest casualty of the crash in Germany was Bethel Henry Strousberg, a mysterious Prussian railroad magnate who had first surfaced in Berlin in the late 1850s, seemingly out of nowhere, and gone on to become the richest man in the country ten years later. At his height, Strousberg ran a railroad empire worth tens of millions of dollars, employing over 150,000 people and controlling more than fifteen hundred miles of track across Prussia, Hungary, and western Russia.

			It would later emerge that he had been born in 1823 as Baruch Hirsch Strausberg, the son of a respectable middle-class Jewish family from East Prussia. Following the early death of his father, he had moved to London at age sixteen. In his twenties, he was arrested for embezzlement and sentenced to six months of imprisonment with hard labor. After his release, he immigrated to America, where he spent a year doing odd jobs—teaching languages in New Orleans, even reportedly running a brothel. He eventually made money trading in salvaged cargoes and returned to England in 1850, where he became a magazine publisher and entered the insurance business.
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					An 1873 caricature in a Frankfurt newspaper showing the devil running off with bags of money extracted from German investors after the stock market crash.

				
			
			Forced to leave London when his criminal past came to light, he moved back to Berlin in 1855, where, with financial backing from British investors, he secured a concession to construct a modest railway line from Tilsit to Insterburg in East Prussia. He seemed to possess a remarkable ability—one that would be astonishing today, let alone for a nineteenth-century German Jewish orphan—to reinvent himself every few years.

			Over the following decade, he became the largest railroad contractor in Prussia, responsible for building a network of more than a thousand miles of railroads across Prussia and eastward into Hungary and Russia. To support his railroads, he created a vertically integrated conglomerate, acquiring iron-ore mines, collieries, and blast furnaces to supply raw materials; ironworks in Dortmund to provide the tracks; and an engineering plant in Hanover for the design work. To build traffic on his railroads, he even established a cattle market and slaughterhouse outside Berlin so that he could freight fresh meat into the city.

			It was well known that in building his business, he had relied on methods that were not entirely honest. He acquired many of his railroad concessions through bribery, appointing to his board high-ranking civil servants and aristocrats, who, in return for fat fees of as much as $75,000, used their influence to obtain construction rights from the Ministry of Trade. His board included some of the grandest names in Prussian nobility: Wilhelm Malte I, Prince of Putbus; Hugo, Prince of Hohenlohe-Öhringen and Duke of Ujest; Victor I, Duke of Ratibor and Prince of Corvey; and Prince Biron von Kurland—all close friends and associates of the emperor. In addition, he bribed newspaper proprietors to run favorable articles and even established his own newspaper, Die Post, as a mouthpiece for his personal business interests.

			Less well known were the ways he found to milk shareholders for his own personal benefit. Using a technique very similar to that employed by Crédit Mobilier in the U.S., Strousberg entered into deals for the construction of his railroads at inflated costs with subsidiaries he personally owned. He relied on a distinctive financing system: Deploying very little of his own capital, he paid for everything—outlays to subcontractors, bribes to politicians and journalists, fees to directors—with shares in his railroad companies, which could then be sold into the secondary market.

			During the late 1860s, at the height of his fame, while he still had an enormous following of investors from every stratum of society—dukes, generals, court chamberlains, royal ladies-in-waiting, coffeehouse owners, and cabmen—the technique worked brilliantly, giving him access to huge amounts of low-cost capital. Critics argued that his success depended crucially on the gamble that he could always find new investors to take up shares, creating hostages to fortune for existing shareholders. It made the whole Strousberg empire a giant castle of cards, a Ponzi scheme, highly vulnerable to the slightest tremor in confidence.

			Along the way, he acquired a larger-than-life public persona. He lived in the largest private mansion in Berlin on the Wilhelmstrasse, sandwiched between Bismarck’s official residence and the offices of the Ministry of Foreign Affairs.[*] He entertained on a grand scale and maintained similar palaces in Vienna and London. He also owned a medieval castle in Bohemia, outside Prague, surrounded by a shooting estate of one hundred thousand acres; no fewer than nineteen other country homes across Germany; and a private train to transport him to his various properties. The amalgam of his extravagant lifestyle, enigmatic origins, and spectacular climb in social and financial circles only enhanced his mystique. In 1869, on a visit to Germany, Friedrich Engels remarked in a letter to Karl Marx, “The greatest man in Germany is undoubtedly Strousberg…. Everywhere you go people talk of nothing but Strousberg.”

			In 1868, he embarked on his most ambitious project: the building of a four-hundred-mile network of railway lines in Romania at a projected cost of $50 million. He raised a portion of the capital through a bond issue, guaranteed by shares in his Prussian investments and mortgages on his other properties. But, as always, his ability to complete the project depended on finding new shareholders.

			In 1870, when war erupted between Prussia and France, commercial activity became paralyzed for several months. Passenger rail services were suspended, locomotives and wagons were requisitioned by the army, and workers were called up. Without a constant flow of revenue, things began to fall apart. He ran out of money and had to stop construction on the Romanian project. Unable to fulfill the terms of the concession, he was forced to withdraw with a massive penalty and had to liquidate a substantial portion of his Prussian industrial and real-estate assets to pay his debts. His timing proved to be unfortunate: He was forced to sell a year too early, before the subsequent bubble had time to work its magic and send stock and real-estate prices skyward.

			By 1872, his business empire was much diminished. Ever the optimist, he set about rebuilding his fortune by creating an industrial and mining complex at his estate outside Prague. But the aura of genius that had once so dazzled his investors was now tarnished. Everyone began to question how an adventurer like Strousberg had managed to hoodwink so many prominent aristocrats. As one German politician would later observe, “Charlatanry in all realms has no more credulous adherent than the aristocracy, financial wizards [like Strousberg] always manage to entrap many aristocrats.” Bismarck would later scoff that because of his Romanian venture, “two dukes, one general who is an aide-de-camp, a half-dozen ladies-in-waiting, twice that many chamberlains, a hundred coffeehouse owners and all the cabmen of Berlin found themselves totally ruined,” all their possessions “buried in the Romanian mud.” In January 1873, Strousberg’s method for securing railway concessions was very publicly denounced in the Prussian Parliament—liberal deputies called it the “Strousberg system”—and he came under investigation for corruption.

			What finally tipped his giant rickety enterprise over the edge was the Berlin stock-market crash in October 1873. With markets in chaos, he could no longer raise capital by issuing stock. Desperately needing cash, he was forced to liquidate half his industrial holdings and pledge the remainder as collateral for a $5 million loan from Moscow’s Commercial Loan Bank—the only institution still willing to lend to him. But his troubles deepened when the German market’s continued decline brought down the loan bank itself in September 1875. During the subsequent criminal investigation, Strousberg—who was in Moscow when the bank collapsed—found himself arrested on charges of fraud, accused of bribing the bank’s directors to secure his loan. He spent two years under house arrest in Russia before being deported to Germany in 1877.

			Meanwhile, bankruptcy proceedings commenced in Berlin and Vienna against his nearly $20 million in unsecured debts. Over the following two years, his remaining empire crumbled piece by piece: the mines, railroads, palatial residences in Berlin and Vienna, and his Bohemian castle—all sold for a fraction of their former worth.
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			Across the Atlantic, in the United States, it was the railroad companies that bore the brunt of the fall. Railroad stocks fell by almost 50 percent between the summer of 1873 and the summer of 1877. Railroad bonds fared almost as badly. They had taken on so much debt over the previous seven years—borrowing three dollars for every dollar of equity—that between 1874 and 1876, a third of U.S. railway bonds, which amounted to $2.2 billion in all, went into receivership. It was to be the worst three-year period of corporate defaults in American history, even worse than the Great Depression. Over the rest of the decade, a further 20 percent would default, and by 1879, more than half of the railway bonds issued in the United States had stopped paying interest. Not surprisingly, with this overhang of debt looming above the industry, the building of new railroad lines in the country sputtered to a stop. Half the iron furnaces were forced to shut down.

			While the scale of the losses in railroad bonds, totaling some $600 million, was enormous—more than 7 percent of the GDP of the United States—much of the damage was restricted to that narrow slice of society that had the means to invest. One writer thought that it might have just been a “rich man’s panic” affecting those “who buy and sell constantly on the stock exchange,” only lightly impacting “the merchant and the farmer, the manufacturer and the mechanic.” As a result, much as in Germany and Austria, the hardest-hit economic sectors were those catering to the rich. Imports of luxuries such as silks and carpets fell dramatically. But industrial production in the U.S. as a whole fell by barely 6 percent. And while unemployment in the country briefly shot up from below 4 percent to above 8 percent, with pockets such as New York experiencing even higher rates, the country held up quite well overall.

			As of 1874, therefore, the impact of the financial crisis was still primarily restricted to the United States, Germany, and Austria, radiating out from there to adjacent parts of central Europe. The two biggest economies in Europe, those of Britain and France, remained largely untouched at this stage.

			In the aftermath of the crisis in the U.S., there was much public hand-wringing about its causes. Observing that the men on Wall Street had gone through three great financial crises during their careers—in 1837, 1857, and now 1873—the New York monthly Harper’s Magazine asked rhetorically what it was about the system that made it so prone to these periodic upheavals. Some, like The Atlantic Monthly, blamed the panic on the supposed collapse in moral standards and ethical values that had accompanied the boom. It editorialized that the crisis had been caused by “fraud, by corruption, by the most shameless breaches of trust, and by open dishonesty.” Others blamed the crisis on Wall Street speculators or banks for “departing from their legitimate line of business” and feeding an irrational railroad mania. Harper’s Magazine argued that the whole financial system was at fault, that the country had outgrown it in the same way that “a boy of eighteen has outgrown the coat which fitted him at nine,” but they were not very clear about what was wrong or how to fix it.

			The most common explanation heard on the street, however, was that the “currency situation” lay at the root of the problem. The crux was that no one seemed to agree on exactly how the “currency situation” was to blame. Was it, as major borrowers like the big railroad directors and farmers claimed, a matter of money being too scarce? Or was it, as big creditors like bankers and bondholders argued, a matter of money being too easily available? With so much disagreement about the fundamental causes of the financial crisis, it was not surprising that the response of the authorities in charge of monetary matters would be equally muddled and contradictory.
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			At this point, if past crises, such as those in 1857 and 1866, were anything to go by, the global economy, after weathering short and sharp localized downturns to allow for a purging of the boom years’ excesses, should have experienced a quick rebound and a return to growth. Instead, in early 1873, all the key Continental European countries, as well as the United States, stumbled into a series of unplanned, uncoordinated, and ill-conceived steps to refashion the foundations supporting their currencies in what would prove to be a giant experiment to radically reshape their monetary system. To understand how this sequence of self-inflicted wounds came about, one must go back to the mid-1860s. Since time immemorial, banks around the world, both private and public, had relied on bullion—usually gold, silver, or a combination of the two (bimetallism)—as a guarantee of their note issues. The economy’s supply of money and credit provided by banks was thus directly linked to the volume of bullion reserves.

			In 1850, the base of reserves underpinning the world’s money consisted of about $2 billion in gold and $3 billion in silver. Some of this circulated in the form of coins; some was stored as ingots in the vaults of banks. The discoveries of new goldfields—in California in 1848 and a similarly giant find in Victoria, Australia, three years later—led to an eightfold surge in the annual output of gold, from $20 million a year to over $150 million a year. In the twenty-five years after 1850, as much gold was produced as was in the previous millennium, and the value of gold in circulation doubled from $2 billion to more than $4 billion. Silver reserves also increased but not by as much, going from $3 billion to $4 billion. Thus, by 1873, the total value of precious metal reserves had risen from $5 billion to $8 billion, an increase of 60 percent.

			It was largely this leap in reserves that had provided the essential lubricant for the global economic boom of the 1850s and ’60s. With reserves so plentiful, the world’s banks, flush with newfound liquidity, were able to lend freely. Short-term interest rates fell to 2 percent, and the amount of credit provided by banks soared. Most of this credit was channeled into supporting the economy. It also fueled a modest increase in inflation, allowing prices to keep rising steadily at a rate of 1 percent per year, which in turn helped to support profits and bolster confidence.

			The link between the volume of bullion reserves and credit conditions in the economy was slightly complicated by the fact that not all currencies were tied to the same precious metals. Countries were divided into essentially three groups. The first were those whose currencies were tied to gold: Britain, Portugal, Turkey, Brazil, and Australia. The second were those whose currencies were tied to silver: the German states, Austria, Holland, Scandinavia, Mexico, and most countries in Asia, especially India and China. Finally, there was a third group of countries with so-called bimetallist currencies, tied to both gold and silver. This group, consisting of France, Switzerland, Italy, Belgium, and the United States, played a critical role in stabilizing the global monetary system by acting as a buffer, drawing down its use of silver and expanding its use of gold when gold was plentiful and vice versa when silver was abundant. Basing the financial system on two precious metals rather than one had some big advantages. Most importantly, it made global monetary conditions much less dependent on vagaries in the supply of a single precious metal.

			The institution that ended up playing the pivotal role in managing the complications wrought by this international monetary system based on one or both of the two precious metals was France’s central bank, the Banque de France. The country had a long tradition of relying on large holdings of gold and silver—the most extensive in the world, amounting to around $1.4 billion, or one-fifth of the world’s monetary reserves in the late 1860s—which gave it the ammunition needed to stabilize the system. During the 1850s, for example, as world gold production doubled, gold and silver prices had remained stable largely because the Banque de France had absorbed the increase in gold by allowing the share of gold in its currency circulation to go from 30 percent to 80 percent. Moreover, following the surge in silver production in the late 1860s after silver discoveries in the Rockies, there was every indication that the Banque de France would be able to replicate its stabilizing role by absorbing the extra production and keeping silver prices within a narrow range.

			Behind the Banque de France stood the Rothschilds. Alphonse de Rothschild was then the largest single shareholder of the Banque de France, owning an even greater percentage than the government. He was a long-standing member of the Council of Regents, the bank’s governing body, and, by virtue of his position and wealth, carried enormous influence. He was also a firm believer in the Banque’s strategy of holding a diversified portfolio of gold and silver as the dual foundation for the French franc. He argued vociferously that France’s status as the swing country made it the linchpin of the international monetary system, putting it at the very center of global affairs.

			Not only were the French Rothschilds big supporters of the philosophy behind bimetallism, their bank also controlled some of Europe’s largest refineries for precious metals and therefore had a vested interest in maintaining the system. At several critical points during the 1850s and ’60s, when the Banque de France’s intervention to maintain stable gold and silver prices resulted in its silver reserves falling below a critical threshold, threatening the stability of the currency itself, the Rothschilds’ bank had actively supported France’s central bank by swapping some of its own silver for gold, in effect acting as a lender of last resort.

			While the system of bimetallism had worked remarkably smoothly to facilitate the growth of the global economy during the 1850s and ’60s, it was not without its critics. In June 1867, a group of French technocrats conceived of an ambitious plan to restructure the international monetary system by creating a single global currency based on gold. It was to be built around the twenty-five-franc coin, which was close in value—within a few percentage points—to the U.S. five-dollar coin and the one-pound gold sovereign. The scheme was unveiled at the annual International Monetary Conference, convened in Paris that year on the margins of the international exhibition. Few people paid much attention. On June 6, a young Polish exile had attempted to assassinate Tsar Alexander I as he and the French emperor, Napoleon III, were driving through the Bois de Boulogne on their return from the Longchamp races. Though the assassin’s pistol had misfired and he’d succeeded only in wounding one of the horses, it was still the talk of the conference. The press was also focused on the impending arrival of the Ottoman sultan, Abdülaziz, for his hotly anticipated tour of Europe’s capitals.

			The subject of international monetary reform, esoteric at the best of times, was overshadowed in the press by all the drama surrounding the assasination attempt. The idea for a conference on international money had been the brainchild of Félix Esquirou de Parieu, vice president of the Conseil d’État (the supreme administrative tribunal of France under Napoleon) and one of the highest-ranking French civil servants. De Parieu was part of that generation of French thinkers and scientists who viewed France as uniquely important in the world, especially well positioned among nations to lead the global effort to develop international standards. Their model was the metric system, originally developed in France after the Revolution and championed by Foreign Minister Charles-Maurice de Talleyrand. It had gone on to be adopted as the standard for measurement across much of the globe. De Parieu brought to the world of money the same rationalizing spirit that had animated the campaign to promote the metric system. He had been the driving force behind the 1865 creation of the Latin Monetary Union, in which France, Belgium, Italy, and Switzerland had unified their currencies into a single currency based on the French franc, a way station, as he viewed it, to a single European currency and eventually a federated European union. He harbored a similarly grandiose ambition to create a single world currency.

			In 1867, he persuaded Napoleon III to invite twenty of the most important Western countries, including the United States, to a conference to sign on to a plan that would collectively move the basis for their currencies to a single precious metal, gold. At the time, it did not look like a fanciful idea. Gold supplies were abundant and forecast to remain plentiful. Silver was increasingly scarce, and what was available had flowed into India and China.

			De Parieu’s visionary plan had little backing within his own government. He faced deep opposition not only from Alphonse de Rothschild and the other regents of the Banque de France but also the top brass at the French Treasury, who saw little reason to abandon the existing arrangements, arguing that by moving to a single gold standard, France would be destroying a significant amount of the capital in its silver reserves and coinage. The plan was also met with opposition from the British Treasury, which, besides the Banque de France and Rothschilds, was the other real power in European monetary affairs. While Britain did send a delegate to the International Monetary Conference in Paris, Treasury officials in London viewed the whole exercise with the superciliousness they reserved for all European initiatives on money and made it clear that they were certainly not ready to sign on to a theoretical scheme dreamed up by a French bureaucrat.

			Despite the hostility toward his scheme, de Parieu successfully managed to get the conference to adopt a resolution advocating the move to a universal gold standard. But the idea never got off the ground and was largely ignored. Most importantly, de Parieu’s plan failed to offer a solution to the problem of what to do about all the existing silver. A move to a purely gold-based system would involve the sale of vast quantities of silver, which would surely lead to a collapse in silver prices. Any country left holding silver bullion would sustain large losses. Each country, therefore, would have a strong incentive to be among the first to off-load its silver. As Swiss monetary expert Carl Feer-Herzog explained at the time, “The State which demonetizes [silver] first will do so at only a small cost, whereas the one which hesitates and waits will take all the losses resulting from previous demonetizations and pay for everyone else.”

			Each of the major countries was also fully aware that once one started selling, others were bound to follow. The resulting downward spiral in silver prices could potentially become uncontrollable and would be very costly to all countries, especially France and Germany, the two largest holders of silver in Europe. Neither country seemed to have any good reason to disturb the status quo. Following the 1867 conference, despite the unanimous resolution to move to gold, nothing changed.

			So it came as a surprise when, in July 1871, barely two months after the signing of the Treaty of Frankfurt, ending the Franco-Prussian War, Germany announced that it was unilaterally transitioning to a gold-based currency and would no longer accept silver bullion to be coined at the State Mint of Berlin. A few weeks later, the newly created federal government of a united Germany began buying vast quantities of gold on the London market using some of the early proceeds from the French indemnity.

			Germany’s actions set off a chain reaction across Europe. In 1872, Holland followed Germany’s lead, suspending purchases of silver and stopping all further coinage of silver the subsequent year. In 1873, the Scandinavian countries—Norway, Denmark, and Sweden—also announced that they were moving to gold. On September 6, 1873, the day after it had paid the last installment of its indemnity to Germany and was no longer under Prussian control, France announced that it, too, was limiting the coinage of silver, though it would not officially sever its link to silver for another three years. Over the next few months, Belgium, Italy, and Switzerland all followed suit. By the end of 1873, silver had been effectively demonetized across Europe. The only major countries still using silver as basis for the currency were Russia, India, and China.

			No one is quite sure why Germany chose that moment in 1871 to risk such a destabilizing move. Some have argued that because of the country’s extensive trade ties to Britain, German bankers, merchants, and shipping companies had the most to gain from more trade with Britain and pushed for Germany to adopt the same currency regime—the pound was linked to gold. Others have contended that through linking to gold, Germany hoped to be viewed by the rest of the world as a great power on par with Britain. As Ludwig Bamberger, the German Liberal politician most responsible for the decision to abandon silver and move to the gold standard, confessed: “We chose gold, not because gold is gold, but because Britain is Britain.” Another view holds that it was a defensive act—that Germany, motivated by the fear that France might beat it to the gold standard, acted preemptively to avoid sustaining a big loss.

			At the time, France had so much gold that it could have easily absorbed the silver Germany had for sale and still maintained its position as the stabilizing force in the international monetary system. Convinced, however, that Germany was out to get the better of it, France decided to strike first, taking some comfort that while it would sustain losses, the cost to Germany, whose currency had until recently been entirely based on silver, would be even bigger. By the end of 1873, thanks to the shared suspicion and enmity between Germany and France, the international monetary system had been upended in a spiral of mutual destruction. Within two years, silver prices, which had been stable for decades, fell by 15 percent. Over the next two decades, they would tumble by 50 percent.
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			The unraveling of the international monetary system in Europe happened to coincide with a similar move by the U.S. Congress to suspend silver as a basis for the dollar. It was a step even more haphazardly taken than the sequence of European actions to abandon silver. The architect of the move was Ohio Senator John Sherman, chairman of the Senate Finance Committee. The eighth in a family of eleven children—his elder brother was the Civil War hero General William Tecumseh Sherman—the senator had entered politics as one of the first House representatives of the newly formed Republican Party. In 1861, he was elected to the vacated Ohio Senate seat of Treasury Secretary Salmon P. Chase. By the time he got to the Senate, he had made himself one of its experts on currency matters and, early in 1867, was selected to be chairman of the Senate Finance Committee.

			That summer, Sherman, who happened to be passing through Paris on a grand tour of Europe’s capitals, was invited as a VIP guest to some of the celebrations surrounding the international exhibition. The austere and charmless Sherman, known in the papers as the Ohio Icicle, was unused to European high life; looking totally out of place in formal evening attire—cutaway dress coat, britches, and black silk stockings—he attended official receptions hosted by the emperor and empress at the Palais-Royal and the Tuileries, and was greatly flattered to be introduced to Tsar Alexander I and Count Otto von Bismarck. More importantly, while in Paris he found time to attend the International Monetary Conference. Even though de Parieu’s pie-in-the-sky plan for a single currency based on gold was largely dismissed in his home country of France, Sherman became a full convert to the idea.

			Accordingly, in 1868, upon his return to the United States, he introduced legislation that set a ten-dollar limit on the use of silver as legal tender, signaling that once resumption occurred—that is, when the U.S. dollar became freely convertible into precious metal—it would no longer be into either gold or silver but into gold alone. The bill did not immediately pass. Undeterred, Sherman persevered and ensured that the proposal was kept in front of Congress for the next few years. In 1873, when the Grant administration submitted the Coinage Act, formalizing how the currency of the United States would be organized once resumption took place, Sherman took charge of the drafting. In the act that came before Congress, the standard silver dollar, the official unit of currency for the U.S. since 1792, was very deliberately left off the list of coins that the U.S Mint would produce—a clear sign of the newly diminished status of silver.

			The legislation passed overwhelmingly—by a vote of 110 to 13 in the House and 36 to 14 in the Senate—with almost no debate. Many years later, when the decision to “demonetize” silver, as the process was called, became a point of bitter political contention in the country, many of the legislators who had voted for it would disavow their vote, alleging that the clause to abandon silver had been buried so deep within the act that they had had no idea of the significance of the measure they were approving. Even Grant would claim he did not realize that the real purpose of the act had been to demonetize silver; perhaps, given his lack of financial acumen, that may actually have been true. Sherman, defending himself against accusations of subterfuge, would insist that his opponents were being disingenuous, that the measure had been before Congress for three years before it went to a vote, and that the act had received thirteen printings and the debate had consumed 144 columns in The Congressional Globe. But he would lose the battle in the court of public opinion. The infamous legislation that he sponsored would go down in history as “the Crime of 1873.”

			Few people fully understood the implications of these various measures on both sides of the Atlantic to reshape the world’s currency system. They could not have come at a worse moment. In the aftermath of 1873, as financial storms whipped through central Europe and the U.S., there was a rush into cash as traders and merchants liquidated stocks of goods to bolster their reserves, and banks and financial institutions turned risk-averse. The resulting demand for cash put enormous strain on the financial system, requiring an injection of more liquidity. But at that precise juncture, the shrinking of the role of silver, one of the two precious metals that had for centuries been anchors of the global financial system, produced the exact opposite effect. It spurred a worldwide scramble into gold on the part of central banks and official entities: Germany spent $350 million to build up its gold reserves; the Banque de France, $500 million; and the United States, $125 million. The result was a dramatic and unintended contraction in the amount of liquidity flowing through the world’s credit system.

			In the ensuing credit squeeze, wholesale prices across the globe collapsed, falling over the next six months by anywhere from 15 to 25 percent. By trying to eliminate the role of silver within the credit system, the authorities distorted what might have been the normal aftermath of a typical nineteenth-century financial crisis into a long, protracted, and painful period of global price deflation. Over the subsequent twenty years, prices would fall by a further 20 percent.

			As prices kept falling, all those billions’ worth of bonds issued at the height of the boom proved to be a giant deadweight on the global economy, exacerbating the sluggishness. As the real value of their liabilities kept rising, tens of thousands of debt-strapped farmers and businesses found it increasingly hard to keep servicing their debts and were forced to file for bankruptcy. So, for example, while the U.S. economy, according to statistics on industrial production, had hit a bottom by 1875, the number of businesses bogged down by debt and going under climbed relentlessly—5,800 in 1874, 7,700 in 1875, close to 10,000 in 1876 and 1877, and, at the eventual ruinous peak, close to 10,500 in 1878.

			The persistent and relentless decline in prices would have a profound effect on every part of the world economy, hurting profits, damaging the incentive to invest, and eroding the so-called animal spirits of businessmen and entrepreneurs. Most importantly, they would also expose deep political and social fissures in both the United States and many European countries, creating the sort of universal crisis that Marx had augured.
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					* It would later be acquired by the British government for its embassy in Berlin.
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				Chaff Before an Autumnal Gale

			
			Washington, D.C., 1873–1874

			The debate about how best to respond to constantly falling prices had a transformative impact on American politics. During the Civil War, the Union government had been remarkably successful in drumming up money to pay for the war—$600 million was raised through higher taxes and $2 billion through the issuance of long-term bonds. But when the war proved more expensive and drawn out than originally anticipated, the government still found itself short of cash. By early 1862, it had begun resorting to issuing paper currency backed by neither gold nor silver—so-called greenbacks because they were printed with green ink. By the end of the war, $450 million in these greenbacks had been put into circulation, doubling the supply of money and pushing prices higher; in the first two years of fighting, prices rose by 30 percent and by 1865 had increased by almost 80 percent.

			Following the end of the war, the postwar Republican administration under Andrew Johnson, with the support of Congress, made the decision to gradually return the dollar to the gold standard. To achieve this in a sustainable way, the federal government planned to run substantial budget surpluses to accumulate gold reserves to sell on the open market in exchange for greenbacks and thus withdraw paper currency from circulation. This contraction in the floating supply of greenbacks meant that money would be less freely available and credit would inevitably become costlier, adding to the usual economic pains and adjustments that accompany the shift from a wartime economy to a peacetime one—the demobilization of half a million men and the closing of the spigot of military spending.

			Despite this, there was a surprisingly widespread consensus that the U.S. would be better off in the long run if it were to return to the gold standard at the prewar parity. There was a historical precedent. Britain had faced the same dilemma after the Napoleonic Wars. For nearly a decade, it had put itself through the wringer: a period of tight money and deflation during which prices had fallen by 30 percent. The policy had led to a decade of high unemployment, economic stagnation, and popular discontent. It had also torn the country apart, as declining prices benefited creditors (those who were owed money, such as bankers and owners of capital) but squeezed debtors (farmers and producers). Nevertheless, it had enabled Britain to emerge as the strongest economy in the world.

			There was, however, deep disagreement about how quickly to return the dollar to the gold standard by shrinking the overhang of greenbacks. In a country already deeply divided over Reconstruction, the debate about monetary policy became a new bone of political contention, a new fault line. Bankers and investors based in the Northeast pressed for a speedy return to gold, which would involve an aggressive program for retiring greenbacks and result in falling prices; on the flip side, domestic manufacturers and farmers in the South and the West, who would bear the brunt of lower prices, pushed for a slower pace. In the first two years after the end of the war, the Treasury managed to sell enough gold to reduce outstanding greenbacks by 20 percent, thus reversing about a third of the wartime spike in prices. But the resulting sharp fall in commodity prices hurt farmers, squeezed borrowers, and caused such a severe business contraction that it provoked a public outcry.

			In 1869, a new Republican administration under Ulysses S. Grant took office. Grant had emerged from the Civil War a hero, greatly admired for his willingness as a general to take risks and his principled stance on civil rights and the full enfranchisement of African Americans. He won the 1868 election with an overwhelming majority in the Electoral College. But he came to the presidency with a long history of making bad personal financial decisions, including ones that had led to near bankruptcy, and few people had much confidence in his ability to deal with the complexities of the economic challenges confronting the United States.

			In his first few months in office, he added to their doubts by appointing too many cronies not up to the task of running the government. Moreover, his postwar behavior raised misgivings about his ethical judgments regarding money. Lionized for his military prowess, he had been showered with extravagant gifts by a grateful public: One group presented him with a fully furnished mansion in Philadelphia; his hometown of Galena, Illinois, gifted him a second home there; and a consortium of New York businessmen paid off the mortgage on his Washington home and threw in a bonus gift of cash and securities worth $105,000. He seemed blithely unaware that accepting such largesse created, at the very least, the appearance of impropriety. He was also careless in the company he kept, acquiring a whole new circle of rich friends, many of them cynical opportunists eager to curry favor by helping him out financially.

			Most of Grant’s new associates, like the majority of the moneyed class, favored a quick return to gold. But Grant himself possessed enough political sense to recognize that the contraction in the last two years of the Johnson adminstration had been excessive and had imposed too much economic hardship. By the time he took office, the U.S. had begun recovering from the two-and-a-half-year postwar recession. So although he maintained the previous administration’s commitment to restoring the dollar to its prewar level, he responded to pressure from farmers and others hurt during the economic slowdown by pulling back the pace of gold sales. The Public Credit Act of 1869 set a time horizon of ten years to fully reverse the wartime jump in prices and return to the gold standard. It was thought that such a long interval would give the economy enough time to expand, allow its currency to grow commensurately, and enable the excess currency overhang to be painlessly absorbed.

			But eight years after the end of the Civil War, the country still had not returned to the gold standard, and monetary policy remained in flux. While prices had fallen substantially since 1865, reversing most, but not all, of the wartime surge in inflation, the price levels in the United States remained some 5 percent higher than international prices. Under normal circumstances, the situation would have called for a few more years of monetary stringency to wring out the last remnants of wartime inflation before the country resumed its place on the gold standard. But these were not normal times.
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					An 1873 cartoon by Thomas Nast, from the cover of Harper’s Weekly, depicts President Ulysses Grant as the “nation’s financial savior,” standing tall amid the ruins of the stock market panic. In actual practice, Grant’s ineffectual response to the economic turmoil led to a massive bout of deflation.

				
			
			After the panic, in the last months of 1873, it became harder and harder to get one’s hands on readily available cash. As bank failures mounted from fewer than thirty in the preceding two years to nearly one hundred, and as surviving banks slashed their loan portfolios, businesses found themselves starved for credit. Simultaneously, a public spooked by financial turmoil began hoarding cash. As one observer described it, money seemed to go into hiding. Interest rates briefly spiked to 1.25 percent per day, equivalent to an annual rate of several hundred percent. With money growing scarcer and prices falling, the incentive to squirrel away cash intensified, creating a vicious circle of monetary contraction. The right policy in these circumstances would have been to issue more currency.

			In the winter of 1873–1874, a great national debate about the currency question unfolded. Around half the country believed that credit had been too easy for too long in the years preceding the crisis, that a glut of money in the system had led to overinvestment and speculation in railroads. This group found it difficult to argue that issuing even more currency was now the right solution. They advocated curbing the issuance of greenbacks and restoring the dollar to the gold standard as quickly as possible.

			On the other side of the debate were those who argued that the crisis resulted from excessive monetary tightness brought on by the policy of redeeming greenbacks and attempting to return to gold too hastily. They contended that in the wake of the panic, the United States should exploit the additional flexibility afforded by not being tethered to gold to issue more paper currency and temper the deflationary impulse then spreading around the world.

			The whole country came to be split between so-called hard-money men and soft-money men. It was a division that transcended political party. There were hard-money Republicans (typically bankers but also large numbers of the Northeastern elites, who by virtue of their wealth owned most of the outstanding government bonds) and soft-money Republicans (predominantly from the prairies and the West—farmers and ranchers and other producers of raw materials in industries where a high percentage of the products were exported onto world markets). Likewise, there were hard-money Democrats (including most of the elites of New York, historically a Democratic stronghold) and soft-money Democrats (typically Southern farmers but also shopkeepers and craftsmen, inheritors of anti-bank sentiment dating back to the time of Andrew Jackson).

			Some of the most vocal advocates of easy money were the great railroad barons, now struggling for financial survival, including Cornelius Vanderbilt of the New York Central, Russell Sage of the Milwaukee Road, John Newell of the Illinois Central, and Collis Potter Huntington, one of the Big Four of California railroads and head of the Chesapeake and Ohio Railway Company (C&O). They were joined by other industrialists hurt by the collapse of the railroad boom—the big iron manufacturers from Ohio and the major Pennsylvania coal producers. The most dramatic shift was among Western farmers. As recently as October 1873, the organ of the Illinois Farmers’ Association had vociferously opposed the issuance of more paper currency, arguing that “a debased currency is a design of the devil to fleece…farmers.” By January 1874, it had begun clamoring for more greenbacks.

			Hard-money advocates regarded their opposition to the further issuance of paper currency as almost a moral principle that transcended the exigencies of the moment. Issuing more currency now would be giving in to the demands of “loafers, gamblers, and bankrupts.” Not only would it lead to a future of monetary incontinence and national bankruptcy, but it would also be “demoralizing to all who buy and sell…borrow and lend.” The most vocal were the Boston Brahmin intellectuals like Charles Francis Adams Jr. and his brother John Quincy Adams II or Francis Amasa Walker (professor of economics at Yale and a future president of MIT), as well as Northeastern bankers and financiers like August Belmont, Henry P. Kidder of Kidder Peabody, and George Opdyke, former mayor of New York. They were supported by the editors of every major newspaper (including the New-York Tribune, The New York Times, and Harper’s Weekly) and led by The Nation’s founding editor, Edwin Lawrence Godkin, who claimed to speak for the country’s “leading scholars, thinkers, merchants, traders, manufacturers, bankers and administrators—in short, nearly the whole body of those by whose labors it [the country] maintains itself in civilization.”

			Grant had arrived at the presidency with a reputation for decisiveness, acquired as a general in the Civil War. During his first term, he had displayed a deft hand in managing the highly fraught political challenge of reintegrating the South while securing the rights of newly enfranchised African Americans. Even on economic matters, he had demonstrated admirable flexibility, tempering the deflationary policies of the Johnson administration in order to provide the economy with some headroom to grow. The resulting boom had been a tribute to the benefits of his natural common sense.

			But after the panic, all those qualities—resoluteness, pragmatism, realism—seemed to desert him. Confronted with the cacophony of voices from both sides, Grant became paralyzed. He began to flounder, apparently out of his depth as the economic and financial challenges mounted. There were times when he toyed with some quite radical ideas—for example, a large-scale public-works project to cope with the spike in unemployment, a castle in the air that he was talked out of by Treasury Secretary William Adams Richardson. He also floated the idea of returning to silver-based currency as a means for expanding the money supply, despite having signed a bill demonetizing silver just the previous February. But he soon dropped the proposal and retreated once again into inaction.

			Into this vacuum stepped the members of Congress, never at a loss for opinions, however half-baked. Over the winter of 1874, more than two thousand different bills related to currency matters were circulated through the halls of Congress and debated on the floor. The proceedings would end up filling more than seventeen hundred columns of the Congressional Record, a printed record that was so voluminous, Charles Francis Adams Jr. tartly observed that it exceeded the entirety of Edward Gibbon’s History of the Decline and Fall of the Roman Empire.

			The quality of the speeches varied enormously. The man who spoke the most was the Republican senator from Illinois, John A. Logan. Having served under Grant in the Union Army, he now led the soft-money faction in the Senate. Proudly declaring that he had spent several weeks patiently studying the science of finance, he still seemed incapable of grasping basic financial concepts—for instance, the distinction between income and wealth. This did not seem to deter him. He engaged in protracted arguments with adversaries, blissfully unaware that everyone could see he hadn’t the faintest understanding of the subject at hand. It did not help that he was also extremely ill-mannered to others and bad-tempered to boot.

			Much of the debate in Congress was overwrought and melodramatic, as participants tried to disguise their ignorance with fervor. But some of it was also remarkably erudite, with quotes from Marco Polo on the uses and abuses of paper money in medieval China; reflections on the assignats at the time of the French Revolution, with the requisite excerpts from the Count of Mirabeau’s speeches to the French National Assembly; and asides on the Bank of England’s experience of the gold standard during the Napoleonic Wars.

			The proposals advanced covered the gamut. Some called for the immediate return of the United States to the gold standard, others for no increase in government-issued paper money but a higher ceiling on private banknotes. Still others involved an expansion in the issuance of federal greenbacks to be offset by a cut in private banknotes. Most, however, were for more paper currency of both types.

			In April, after much palaver, a compromise Senate bill emerged from the Finance Committee. Sponsored by Michigan Senator Thomas W. Ferry, a rich Republican businessman who had made a substantial fortune in lumber and mining and belonged to the Western wing of the party, it called for the issue of more currency. Officially called the Ferry Bill, it became pejoratively known as the Inflation Bill. The measures contemplated therein were hardly radical—they would have added only $64 million to the currency supply, an expansion of barely 8 percent. On April 6, the bill passed in the Senate by 29 to 24, and eight days later, it sailed through the House, passing by a substantial margin—140 to 102. Over three-quarters of the congressmen from the agrarian South and the West (including Pennsylvania) and many of Grant’s Senate allies voted for it, while 95 percent of the representatives from the Northeast opposed it.

			The bill landed on Grant’s desk on April 14. He spent a week wrestling with what to do. His initial inclination was to sign it. Most of his cabinet urged him to do so, including the most prominent Westerners: Secretary of the Interior Columbus Delano from Ohio, Secretary of War William W. Belknap from Iowa, and Attorney General George Henry Williams from Oregon. He would later recount being warned that a veto would “destroy the Republican party in the West, that the West and South would combine and take the country,” creating an electoral disaster for the Republicans in that year’s midterm elections. But the most powerful member of his cabinet—Secretary of State Hamilton Fish, an establishment figure who could trace his ancestry back to Peter Stuyvesant, a founder of New York—urged a veto.

			Staying up late one night, Grant listed all the reasons for signing. The most persuasive was that after the sort of panic the United States had just experienced, with several big banks going under, the hoarding of cash was creating shortages of liquidity. As one observer described it to him, in “all parts of the country west of the Alleghenies…the people are starving for money, for currency! There is absolutely no money among the masses in the far west.” Moreover, Grant worried that the congressional bill had raised expectations, and dashing those hopes risked making the liquidity crisis worse. But the more he thought about it, the less certain he became. He claimed that printing more money at a time of panic was an untested theory, unaware that this was precisely the central recommendation in Lombard Street, written by the editor of The Economist and published just a year earlier.

			While he deliberated with himself, he heard from one banker after another, all full of high-flown rhetoric about the lasting damage the bill would do to the reputation of American government. Twenty-five hundred New York bankers and merchants issued a public statement advocating a veto, lest the money bill “inflict a stain on the honor of the Republic, and impair confidence in every future pledge and promise given in its name.” One banker wrote, “Those who urge these measures on are either ignorant of the laws of finance or are willing to sacrifice the honor of the government and the financial future of the country to a few months of unhealthy activity of business to be followed by a depression more disastrous than any which we have suffered in the past.”

			Ultimately, Grant suffered from a failure of nerve. He simply lacked confidence in his own economic judgment and was unwilling to challenge the conventional wisdom of the financial establishment, despite more than half the country being in favor of trying something unorthodox. On April 22, he announced to the cabinet his intention to veto the bill.

			Every major newspaper—the New-York Tribune, The New York Times, Harper’s Weekly, and The Nation, all mouthpieces for the hard-money crowd—greeted the decision with resounding applause. The New York Herald declared that he had saved the credit of the country. The reaction from the soft-money advocates was equally melodramatic. A group of merchants from Indianapolis accused him of having sold out to those “whose god is the dollar.” A Republican congressman from Tennessee called the veto “cold-blooded murder.” The Cincinnati Enquirer proclaimed it “a victory for Wall Street and the New England National Bankers and bondholders.” A Cincinnati trade journal predicted that the Republicans would forever be labeled as the party of business and wealth, and would suffer badly in the upcoming midterms, as the “west and south have the means to ultimately command the situation by their overwhelming majority of voting population, and when the question comes to a decision by the people, they will scatter the dry bones of the Shylocks and sophists like chaff before an autumnal gale.”

			Grant’s veto came as a particular bombshell to his erstwhile supporters in the Senate. Indiana Senator Oliver H. P. T. Morton, one of his most loyal champions in the Senate, who had served as floor manager for many of his civil-rights bills and had been partially paralyzed by a stroke a few years earlier, appeared on the verge of a second stroke. There was talk of a total schism in the party. Senators Morton, Logan, and Ferry, all close friends and allies of Grant, even contemplated a resolution denouncing the president. Party leaders had to dissuade them from a move that would have put the rift in the Republican Party on too-open display.

			The measure would have produced only a modest change in the actual supply of currency. But changes in monetary policy can work in subtle ways to influence expectations. By dashing any hope of even a marginal easing of credit policy at a time of apparent economic distress, the veto had a profound effect on shaping the mood of businessmen and farmers and their projections for the future. This change was most immediately apparent in the prices of assets. The stock market, which had rebounded by almost 20 percent since its November lows after the September 1873 crash, once again resumed its downward spiral—eventually declining by a further 40 percent over the next three years.

			The belief that the country was becoming locked into a deflationary dive had an especially damaging effect on commodity prices. While the Inflation Bill had raised hopes that congressional action to ease credit would prevent further deflation, Grant’s veto scuttled those hopes. The wholesale price index, which had stabilized and even risen by 4 percent since its low in November, now reversed course, declining by 7 percent over the remainder of the year. It, too, would continue falling for the next four years, eventually bottoming out at the end of 1878 after dropping by nearly 40 percent. While most of the deflation was global in nature, Grant, by vetoing the Inflation Bill and failing to use what flexibility he still had while the dollar remained off the gold standard, had made the situation worse. Populists would later cry foul, claiming that deflation in the United States was the result of a conspiracy by foreign bankers like the Rothschilds to control the world’s money. The truth is that the rigid embrace of the gold standard was homegrown.

		

	
		
			
				13.

				Palace Intrigues

			
			Constantinople and Cairo, 1876

			In 1872, at the peak of the boom in lending to developing countries, a scandal rocked the market. It originated with a loan to Honduras. The villain of the story was Claude-Joachim Lefèvre, a French financier who appeared in London out of nowhere during the late 1860s as an agent for the bank Bischoffsheim, Goldschmidt & Co. He arrived promoting a scheme to raise $35 million for the construction of a so-called transoceanic railway linking the Atlantic to the Pacific through Honduras.

			What lent him credibility was that his partners were Don Carlos Gutiérrez and Don Victor Herrán, the Honduran ministers in London and Paris, respectively, and the bonds were guaranteed by the Honduran government. It was rumored that the price to secure the government guarantee was a bribe of $50,000 to the president of Honduras. In the speculative atmosphere of the time, the bonds were successfully marketed and sold. It would later emerge that Lefèvre had manipulated the secondary market by enlisting a group of stockbrokers to enter into bogus transactions at artificially high prices, creating the impression that public demand for the bonds had been solid.

			For a brief period, Lefèvre prospered. He developed a reputation for flamboyance, once even presenting Don Carlos’s wife with a $20,000 set of diamonds. He also made a name for himself in the high social circles around the English turf by acquiring a string of racehorses, hiring England’s best jockeys, and building one of the country’s most successful stables.

			In 1872, the three partners launched a new, more ambitious project to raise $50 million for the building of a transoceanic ship railway that would supposedly transport entire cargo ships across the Isthmus of Panama from the Pacific to the Gulf of Mexico via a system of hydraulic lifts and fifteen parallel tracks. This scheme proved to be altogether too fantastic for even the most credulous of investors, and the public balked at buying the new bonds. At the time, the government of Honduras was already having trouble meeting its existing debt-service payments—the Treasury’s revenues barely amounted to $1 million a year, while its debt service on the bonds came to several times that. Lefèvre had planned to use the proceeds from the new loan to service the debt on the prior loans. Following the public’s rejection of the new loan, the existing bonds plummeted in price by more than 90 percent.

			It became apparent that both the investors in the bonds and the government of Honduras had fallen prey to a massive scam. The government had received less than 10 percent of the $35 million, and only fifty-three miles of railroad had been constructed. The rest of the money had gone to pay commissions to bankers and stock traders in London. Lefèvre himself had supposedly pocketed somewhere between $5 million and $10 million. A warrant for his arrest was issued, but by then he had already fled to France. It would later come to light that Lefèvre had milked a long career as a professional scam artist. He had first been arrested by French authorities at the age of twenty-three for embezzlement and only avoided a two-year prison sentence by absconding to America. A year after his latest swindle was uncovered, the Honduran government defaulted on the $35 million bond issue.

			The fear that similar frauds might pervade other loans to faraway developing countries awakened investors to the inherent risks of such lending, and there was a slowdown in the approval of new deals. However, the true turning point came with the sharp decline in commodity prices in late 1873 and early 1874. Many of these nations, heavily dependent on exports of raw materials to Europe, experienced big declines in their tax revenues. Simultaneously, they faced a second, equally devastating blow; during the preceding years of easy money, British and French banks had extended credit so liberally that many developing countries had grown dependent on continued flows of new loans not only to finance fresh investments but also to service existing debts. Now as their economic prospects dimmed and European bankers underwent a dramatic psychological shift from irrational exuberance to blind pessimism, securing new loans became increasingly difficult. The shift in mood proved self-fulfilling. With the influx of new capital abruptly cut off, one country after another began defaulting on their debts.

			The wave of defaults began in 1873 with Colombia. Unable to roll over its debts of $35 million, it stopped paying interest. In 1874, so did Santo Domingo. Over the next twelve months, it was followed in turn by Costa Rica, Paraguay, Bolivia, Guatemala, and finally, in 1876, by Peru, which owed $180 million, making it the largest foreign debtor in South America.

			But by far the largest defaulters were Turkey and Egypt. For almost twenty years, the two biggest lenders, Rothschilds and Barings, had steered clear of underwriting loans to either borrower. Nevertheless, throughout the 1860s and into the early 1870s, constant parades of European bankers had willingly shoveled enormous amounts of their clients’ capital into Turkey and Egypt, allowing these countries to maintain payments on their debts. The process had continued far longer than anyone had forecast. But once the two countries arrived at the brink of national bankruptcy, the final descent occurred much faster, and more dramatically, than anyone had predicted.

			By 1873, Turkey and Egypt, having jointly accumulated a total debt of $1.3 billion, were facing a terrible dynamic. In both cases, they found themselves fighting against the power of compound interest. Debt-service payments had begun to eat up an impossibly large proportion of the government budget: in Turkey’s case, 60 percent; in Egypt’s, over 70 percent. They were caught in a vicious circle—the more they borrowed, the greater were the chances that they would ultimately be forced into default and hence the higher the interest rate they were required to pay, which in turn raised the chances of them defaulting.

			Once the European financial crisis hit in 1873, the capital markets of London and Paris slammed shut to all but the safest debtors, and default by both borrowers seemed almost inevitable. And yet both would be granted one last reprieve. Over the years, to meet its debt payments, the Ottoman court had resorted to pledging one revenue source after another to its creditors—the tax on sheep in Rumelia and Anatolia, the money from the copper mines of Tokat, the yield from the tobacco monopoly, the duty on land, and the poll tax were all theoretically mortgaged, though no one remotely believed that these promissory notes could actually be collected upon.

			In the fall of 1874, Turkey unveiled a novel scheme for guaranteeing that bondholders would be paid on time. It proposed appointing the Imperial Ottoman Bank—a private bank based in Constantinople but under foreign management and backed by predominantly British and French shareholders—as the treasurer and paymaster for the Ottoman state. All tax revenues would be deposited in branches of the Imperial Ottoman Bank, which would also be responsible for meeting the government’s debt service. With this new scheme, the Ottoman government miraculously negotiated a gigantic new bond issue exceeding $200 million, to be placed with British and French investors at an effective interest rate of more than 11.5 percent. Despite the almost usurious cost, most observers remarked that, since Turkey had been unable to borrow at any price just a few months earlier, the new bond issue, which was oversubscribed by many times, should be viewed as a “remarkable success.” The Times admitted to finding the success of the new loan “a somewhat puzzling phenomenon” and expressed skepticism about both Abdülaziz’s readiness to reform his administration and whether officials of the Imperial Ottoman Bank would have the courage to stand up to the sultan when one grand vizier after another had failed to.

			Unfortunately, no one would have a chance to find out if these doubts were justified. Just as the new loan was finalized, the Ottoman Empire was rocked by a sequence of terrible natural disasters. The winter of 1874 proved the coldest in seventy years. The freeze was followed by a severe drought that summer, then by widespread flooding later in the year, and finally by yet another extremely frigid winter. The Ottoman Empire confronted its worst famine of the entire nineteenth century. Between 100,000 and 150,000 Turks lost their lives in the snowbound villages of Anatolia that winter, dying from a combination of exposure, starvation, and disease. Constantinople, flooded with refugees, was menaced by packs of hungry wolves that prowled through the capital’s suburbs. Atop the human suffering, the financial cost—the collapse in agricultural tax collection and massive government spending on disaster relief—wrought havoc with the budget.

			An uprising in the Balkan provinces of Bosnia and Herzegovina, and an invasion by Serbia and Montenegro in support of the rebels, led to war in the Balkans. In April 1876, civil strife between Christians and Muslims flared up in Bulgaria. While atrocities occurred on both sides, Turkish irregular forces, the infamous bashi-bazouks (their name roughly translating to “crazyheads”), lived up to their reputation through massacring Christian civilians by the thousands. Descriptions in the Western press of these “Bulgarian atrocities” provoked popular outrage across the world, but especially in England, destroying whatever remaining support the Ottoman government could muster from its traditional ally. In the spring of 1876, all signs indicated that the Ottoman Empire was disintegrating.

			A 25 percent jump in military spending necessitated by war in the Balkans left the Ottoman Treasury nearly empty. In early 1876, Constantinople sank into chaos as the government stopped paying its employees, including some of the highest-ranking civil servants in the bureaucracy. Every day, crowds of women, the wives of low-level clerks, staged loud protests in the area outside the Sublime Porte, the official name of the gate controlling access to the main government offices. Government workers—among them foreigners employed at the naval arsenal and stonecutters at the new mosque that the sultan was building (supposedly at a cost of $10 million) on the hill behind his palace, Dolmabahçe—went on strike for lack of pay.

			In April 1876, the Ottoman government ceased making debt-service payments to foreigners. It was, up to that point, the largest sovereign-debt default in history and came as an enormous shock to investors. Turkish bond prices, which had already declined by 20 percent from their highs in the early 1870s, collapsed. By May 1876, Turkish government bonds were trading at the equivalent of sixteen cents on the dollar. The decision to default not only hurt British and French bondholders but also hit local Armenian and Greek bankers especially hard. Rumors that senior Ottoman officials had been tipped off about the announcement and sold their investments in the nick of time only fueled deeper resentment against the court among local merchants.

			Meanwhile, Constantinople teemed with stories about the sultan’s continued extravagance. Reportedly, he had demanded funds from the Imperial Treasury and been refused. In a fury and desperate for cash, he had then, by some accounts, dispatched an escort of soldiers to seize the equivalent of $200,000 from Treasury offices. Another story had the sultan sending his guards to pull $400,000 in gold off a ship that was about to depart for Herzegovina carrying pay for soldiers fighting there. It was whispered that, unable to face reality, the sultan had shut himself in his harem, supposedly spending days and nights in the arms of his new favorite, a seventeen-year-old Circassian concubine.

			The British ambassador, Sir Henry Elliot, relayed that public opinion had massively turned against the sultan, writing in a dispatch to the Foreign Office: “From the pashas down to the porters in the streets and the boatmen on the Bosphorus—no one [thinks] any longer of concealing his opinion…. An attempt to depose him [Sultan Abdülaziz] appear[s] almost inevitable.” On May 9, six thousand divinity students staged a mass demonstration. With so much of the army in the Balkans, the students had the streets largely to themselves and successfully closed down Constantinople.

			Frustrated by the total paralysis at court in the face of simultaneous crises—economic and political, domestic and foreign—a group of high officials decided they had no alternative but to intervene and depose Abdülaziz. The organizers of the palace coup were drawn from every faction of the Ottoman elite: court officials, the armed forces, and the clergy. In the early morning hours of May 30, 1876, the military sealed off Dolmabahçe with two battalions of soldiers on the landward side of the palace and a cordon of ships on the Bosporus. Abdülaziz was awakened and brought to meet the minister of war in the palace’s throne room, where the previous night the sultan, oblivious to the troubles and stirrings around him, had staged a cockfight. The minister read out a fatwa prepared by the grand mufti, deposing Abdülaziz as sultan on multiple grounds—his impaired mental state, his general ignorance of political affairs, and his diversion of public funds into his own profligate hands.

			He acceded without a fight, and that day, he and his immediate family were taken by barge across the Golden Horn to Topkapı Sarayı. After several nights in the dark and depressing old palace, Abdülaziz asked to be transferred to Çırağan, a brighter palace on the Bosporus. On the morning of June 4, he was found dead, both wrists slashed. The official verdict was suicide, apparently with a pair of scissors that he had requested to trim his beard.

			Abdülaziz’s successor as sultan was Murad V, his thirty-five-year-old nephew. An admirer of the West since first accompanying his uncle on his European grand tour in 1867, Murad V had, over the previous decade, become a fixture of fashionable society in Constantinople, meeting intellectuals and visiting foreigners. Having developed a taste for Champagne and Cognac on his Paris trip, he had also become an alcoholic. It quickly became apparent that he was unsuited to the sultanate.

			Ten days after Abdülaziz was deposed, a deranged young army officer, an aide-de-camp in the imperial household and a brother of one of Abdülaziz’s concubines, burst into a cabinet meeting brandishing a revolver and firing wildly. The minister of war and the foreign minister were both killed, while several others were wounded. Badly shaken by Abdülaziz’s death, Murad fainted upon hearing the news and for two days after suffered fits of vomiting. The new sultan was pushed over the edge by the news of his ministers’ assassinations and had a nervous breakdown. He would sit on a sofa for hours at a time, “as one possessed…motionless and speechless, smoothing his thin moustaches,” haunted by “terrors” and “his nerves…shaken.” Concluding that he lacked the mental constitution to govern the empire, the powers that had seated him on the throne arranged for a second fatwa to be prepared, deposing him on the grounds of insanity and proclaiming his younger brother Abdülhamid II as sultan. The deposed Murad V was transferred to Çırağan, where he was allowed to live out the remainder of his life in seclusion. He would survive for another twenty-eight years, dying in 1904.

			[image: ]

			As this saga of palace intrigue—with its assassination plots, murders, and two sultans in succession being deposed—played out in Constantinople, on the other side of the Mediterranean, that other giant debtor, Egypt, was beset by its own melodrama. While Khedive Ismail Pasha would not face the same operatic fate as his cousin Abdülaziz, the geopolitical consequences of events in Cairo would prove no less dramatic than those in Constantinople.

			In 1872, Ismail unveiled an economic scheme in which anyone who paid six years of land taxes in advance would be freed from half their tax obligations in perpetuity. Though he was effectively robbing from the future, over the next two years, the plan served its purpose by providing a one-time boost of $40 million to Ismail’s finances. By December 1875, however, with some $15 million in debt payments due and the Treasury bare, Ismail had to scramble again for funds. Egypt had one large liquid asset remaining: its 176,000 shares in the Suez Canal Company, representing a 44 percent stake in the enterprise. Since the remaining 56 percent was owned by French investors, the obvious route was to approach them. Ismail began secret negotiations with two competing French syndicates.
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					An 1878 Punch cartoon titled “The Lion’s Share” depicts Benjamin Disraeli buying the major shareholding in the Suez Canal from Khedive Ismail, thus securing the route to India for the British Empire.

				
			
			When the plan for a Suez Canal had first been floated, the British government had dismissed the idea, fully expecting the project to fail and become a giant white elephant. The British prime minister at the time, Lord Palmerston, had announced in the House of Commons that he was sure the canal would eventually “rank among the many bubble schemes that from time to time have been palmed upon gullible capitalists.” But after the canal was, against all odds, completed in 1867, the British government dramatically changed its tune. The United Kingdom accounted for 80 percent of canal traffic in its first few years and it now feared that in French hands, the canal would threaten Britain’s imperial interests.

			When Prime Minister Benjamin Disraeli learned through a journalist of Ismail’s negotiations with French syndicates, he became alarmed, concerned that had they succeeded, “the whole of the Suez Canal would…belong to France and they might…shut it up.” As Disraeli described it, with “all the gamblers, capitalists, financiers of the world organized and platooned in bands of plunderers, arrayed against us,” he threw precedent to the wind and proposed the bold idea that the British government buy Ismail’s shares. Because Parliament was not then in session and had yet to appropriate funds for the investment, Disraeli had to arrange a short-term loan. For this, he turned to his friend Lionel de Rothschild. For almost twenty years, the Rothschilds had resolutely avoided contending with the murky finances of Egypt. But now, with an offer from Disraeli that was difficult to refuse, they finally took their first step into Egyptian affairs, albeit tentatively at this stage, under the aegis of the British government and at a safe distance.

			The story of how Disraeli approached Lionel has been told so often, undoubtedly embellished by the prime minister, that it has acquired almost mythical status. In Disraeli’s telling, he dispatched his private secretary, Montagu Corry, to N. M. Rothschilds’ imposing office at New Court, where the secretary informed Lionel that the prime minister needed the equivalent of $20 million by the following day. Lionel, when presented with the request, first picked up a muscat grape, peeled it carefully, ate the flesh, discarded the skin, and asked very deliberately, “What is your security?” Corry replied, “The British government,” to which Lionel decisively declared: “You shall have it.”

			The deal had to be consummated under the tightest secrecy. The fear was that if word got out, it might be seen in Paris as an opening move toward a British takeover of Egypt. Lionel was also acutely aware that once the news became public, his French cousins would face intense criticism at home for having been party to a transaction that allowed Britain, in one fell swoop, to eclipse France as the dominant power in Egypt. In the end, it seemed, the French government concluded that an injection of capital into the khedive’s hands, notwithstanding its British origins, would help stabilize the fast-deteriorating financial situation in Egypt and was thus in France’s interest.

			The transaction proved a sweet deal for Rothschilds—it earned a commission of 2.5 percent, equivalent to $500,000, on a short-term loan of a few weeks to the world’s strongest financial power at almost no risk. For Britain, in addition to all the geostrategic benefits of canal control, buying the shares from the khedive at such a fire-sale price proved a brilliant financial investment—by the end of the century, the shares acquired for $20 million would be worth almost five times that much. For Egypt, however, the transaction would prove disastrous. Immediately after the deal was announced, Egyptian debt, which had been trading at slightly above fifty cents on the dollar, briefly jumped twenty points. But the price fell back again as investors realized that with the country’s interest payments running at $40 million annually, the $20 million generated from the sale of the Suez shares had merely bought a six-month reprieve.

			In early 1876, Disraeli, having committed such a significant investment on behalf of the British government, dispatched the paymaster general, Stephen Cave, MP, to Egypt to better assess the financial situation on the ground. The rumor in Cairo was that he had been sent to check out Egypt’s finances as a preliminary step toward a creeping takeover of the country. Once in Egypt, Cave was given the runaround by the cabal of Coptic accountants who maintained the Ministry of Finance’s books—they had succeeded in holding on to their monopoly for multiple generations by keeping them in a secret Arabic code. Despite the stonewalling, Cave managed to piece together a broad picture of Egypt’s finances, which, it turned out, were in an even greater mess than anyone had imagined.

			In round numbers, Ismail owed some $350 million in debt to bondholders, mostly British investors, and another $100 million, mostly to French investors, in the form of high-interest floating-rate debt, about half of which had been contracted against Ismail’s personal land holdings. There was some debate about how much debt the state should assume versus how much Ismail personally owed, but it proved academic, since his finances were inextricably linked with the government’s. It would later emerge that the state owed another $50 million because of unpaid bills to contractors and arrears in pay to civil servants and members of the military.

			Cave’s report placed the blame for Egypt’s chaotic finances squarely on Ismail’s administration—on its waste and extravagance, on the excessively generous concessions granted to foreign fortune hunters, and on its ill-fated military adventures in Sudan and Abyssinia. The findings, issued in black and white in an official document, destroyed at a stroke any hope of Ismail restoring his credit. Within hours, Egyptian securities on the London Stock Exchange had collapsed in value. On April 8, Ismail announced a three-month suspension of all payments on Egypt’s debts.
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				14.

				“The Jews Themselves Are to Blame”

			
			Berlin, 1874–1876

			The financial upheavals of 1873 would result in several billions of dollars in investor losses. However, the extent of the devastation, especially from defaults in the bond market, took several years to be fully recognized. For example, even though in America, by the end of 1875, more than 125 railroads, accounting for approximately a third of the $2.2 billion of railroad bonds issued, had stopped paying interest and were in default, investors clung firmly to the expectation that the debt would be restructured, allowing them to salvage a good portion of their investments.

			The same hope was apparent in the market for the debt issued by Turkey and Egypt. By early 1876, both governments had entirely ceased making interest payments on their loans of $1.5 billion, and their bonds were trading at a paltry twenty cents on the dollar in the secondary market on London’s exchange. Nevertheless, most investors continued to believe that political pressure from abroad would eventually force these two delinquent regimes to honor their commitments to foreign creditors. It helped that the types of investors who had put their capital into bonds, whether American railroad bonds or Turkish or Egyptian debt, overwhelmingly came from the wealthy classes, willing and able to weather the short-term fluctuations in price without being forced to liquidate their investments.

			By contrast, in the Berlin and Vienna market collapses, as $800 million simply evaporated into thin air within a matter of months, the sting was felt immediately. Many of those who had lost money in the stock-market crashes in Germany and Austria were novices—ordinary citizens seduced by a once-in-a-generation opportunity to get rich quick. Tens of thousands of them had come from the lower middle classes and could ill afford such losses. The sheer scale of the froth on the exchanges preceding the crashes, and the swiftness with which the illusory gains dissipated, had left these normally sober, restrained Germans and Austrians deeply angry. Convinced that some sort of fix had been in, they sought someone to blame.
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					An 1873 cartoon from the antisemitic Viennese magazine Kikeriki depicting a Jewish Ringstrasse baron reduced to penury after the crash. The magazine’s many cartoons were an example of the widespread scapegoating of Jews in Germany and Austria for the economic troubles that emerged following the crash.

				
			
			Their fury first found coherent expression in a twelve-part series of articles titled Der Börsen- und Gründungs-Schwindel in Berlin (The stock-market and start-up fraud in Berlin), which appeared in the popular weekly magazine Die Gartenlaube in December 1874. Published in Berlin, with the widest circulation of any magazine in Germany—some four hundred thousand readers drawn primarily from the lower-middle-class artisans, shopkeepers, and clerks who made up so much of the city—Die Gartenlaube provided the perfect platform.

			The author, Otto Glagau, was a well-respected forty-year-old Prussian journalist. A bear of a man, with unruly hair and a grizzled beard, he had the air of a bohemian intellectual or the schoolteacher he had once been. After drifting into journalism in the early 1860s, covering the 1864 war against Denmark, he had become the economics correspondent for a major liberal Berlin daily, the National-Zeitung. But the social problems that accompanied Berlin’s boom—workers flooding into the city, overcrowded slums, helter-skelter construction, rising living costs, increased disease, surging crime—left Glagau increasingly disenchanted with the free-market policies of the previous decade. Disillusioned, he had resigned from the National-Zeitung.

			In his articles, Glagau, glossing over the macroeconomic policy blunders of the German authorities, argued instead that the enormous losses sustained by German investors—which he exaggeratedly pegged at over $1.2 billion, more than the entire war indemnity extracted from France—had stemmed primarily from fraud and other so-called swindles orchestrated by shadowy stock-market operators. The gravest error made by the authorities, in his view, had been the dramatic liberalization of laws governing business formation and stock listings.

			His description of the dishonest business practices that had proliferated on the stock market during the boom verged on hyperbolic: “Speculation and swindle are the two powers which today sit on the world’s throne, making civilized humanity sigh and groan, and sicken and fade. Speculation and swindle have made an extraordinary catch, with hundreds of thousands and millions in their nets, and society is impoverished and sucked dry.” His characterization of Berlin during the boom years was similarly overwrought: “Murder and robbery, break-ins and thievery make city and country unsafe. Deceit and embezzlement spread like the plague. Suicide has become epidemic. Beggars and vagabonds wander about in droves; prisons and penitentiaries are overfilled; civil and criminal cases, bankruptcies, auctions, and seizures are legion.”

			Yet the articles also proved to be hugely entertaining. Glagau was a vivid writer, not shy about pointing fingers and naming names. His pieces were filled with mordantly humorous profiles of the rogues’ gallery of company promoters, investment bankers, stockbrokers, venal journalists, and corrupt politicians who had presided over the catastrophic start-up bubble. Skillfully channeling the general mood of cynicism that permeated all social classes in the city, the series became a sensation, quoted widely and debated on the floor of Parliament.

			The articles carried an anti-capitalist message that appealed across the political spectrum—to liberals who viewed the crash as symptomatic of the corruption of society as a whole, and to conservatives whose suspicion of capitalism and moneymaking in general found new validation. The boom years had had a deeply disruptive effect on the psychology of the sorts of small shopkeepers and artisans who read Die Gartenlaube. Conservative by nature, the sudden transformation of Berlin from a provincial backwater into a gaudy boomtown had left them unmoored and profoundly unsettled. The crash and subsequent depression only further intensified their resentments, leaving them searching for scapegoats.

			Glagau’s articles became especially popular for their increasingly strident attacks on Jews. While he claimed that his reporting was targeted at the dishonesty of all parties involved in the stock-market bubble, it became evident over time that he had the Jews in his sights. The articles grew explicitly more anti-Jewish with each installment, to the point where Die Gartenlaube’s editors, concerned about potential damage to the magazine’s liberal reputation, insisted that he remove the most offensive passages.

			Much of what Glagau wrote about Jews was simply not true. He made the false claim that 90 percent of stockbrokers across Germany and Austria-Hungary were Jewish or of Jewish origin, and he also asserted that “Jews dominate the stock exchanges of London and Paris.” Despite its falsity, the assertion went viral, becoming an urban legend repeated throughout Germany. He also trafficked in the worst stereotypes, declaring that “the richest people in Berlin are Jews, and Jews cultivate the greatest pretense and the greatest luxury, far greater than the aristocracy and the court.”

			Some would later attribute his animus to personal losses arising from a Jewish-owned real-estate development in Berlin during the crash. In fact, his prejudice went way back. In 1869, he had published a travelogue of Lithuania littered with disparaging observations about Jews from eastern Europe. He had also strongly opposed granting Jews full civil and political rights under Prussia’s new constitution. And despite his prestigious position as the economics correspondent for the liberal National-Zeitung, he had resigned in 1871, claiming excessive Jewish influence on editorial policy.

			So widely read was the series that, in 1876, Glagau collected the articles into a book, giving himself free rein to indulge in uncensored antisemitic diatribes. In the introduction, he wrote, “The whole history of the world knows no other example of a homeless, definitively physically, and psychically degenerate people, simply through fraud and cunning, through usury and jobb[ery] ruling over the orbit of the world.”
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			Antisemitism was hardly novel in Germany. Until 1848, with a few exceptions in the smaller states, Jews faced varying degrees of discrimination, including restrictions on where they could live, what property they could own, and what professions they were allowed to enter. They were excluded from posts in the military, from public administration, and from teaching positions in schools. In some states, they were even prohibited from smoking in public.

			After the 1848 revolutions, however, as liberal ideas gained traction, anti-Jewish restrictions were gradually lifted. In 1867, Jews were granted full emancipation in Prussia, a right that was extended in all German states after unification in 1871. Though formal legal restrictions had largely vanished, Jews continued to endure social discrimination—most prestigious clubs, for instance, remained closed to them. More significantly, even as Jews were successful in local elections in some of the Prussian cities, the Prussian government itself continued to discriminate against them in its public appointments. They remained barred from senior positions in the judiciary, civil service, and military. Even university professorships were available only to Christian converts from Judaism. As a consequence, young Jewish students gravitated to law and medicine, professions free from such restrictions.

			By the 1870s, the Jewish community’s place in German society had been dramatically transformed. From a poor rural people on the margins of society, working as craftsmen and unskilled laborers, Jews moved into positions at the very center of middle-class urban life—they became journalists, lawyers, doctors, bankers, and small industrialists. Berlin’s Jewish population surged from fewer than ten thousand in 1850 to more than forty thousand by 1873, or roughly 4 percent of the city’s residents.[*] Jews came to dominate the liberal professions in the city, accounting for approximately a third of the city’s doctors and lawyers. They also had a notably conspicuous presence in business and finance—of nearly six hundred banking houses in Berlin in 1871, an estimated quarter were owned by Jews. Of the twenty-one dailies published in Berlin, thirteen were owned by Jews, and many of the prominent leading newspapers in Germany—Berlin’s National-Zeitung, the Frankfurter Zeitung, and Vienna’s Neue Freie Presse—were owned and edited by Jews. More than half of the wholesale and retail trade and several of the major department stores were in Jewish hands.

			The community’s economic success during the heydays of the Gründerjahre generated its own complications. The familiar tropes associated with any group of arrivistes—that they were too grasping and pushy in their eagerness to make money—became attached to successful Jews. Even the Rothschilds, who had escaped the Frankfurt ghetto only two generations earlier and were no strangers to antisemitism, regarded these newcomers with scorn. Mayer Carl von Rothschild complained to his fellow plutocrat, the Jewish banker Gerson von Bleichröder, that “the Jews themselves are to blame” for the rise in antisemitic sentiment due to “their arrogance, vanity, and unspeakable insolence.”

			Following the crash, as scores of revelations involving fraud and deceit kept emerging, even though many of the culprits were Gentiles, whenever some of those incriminated turned out to be Jewish, as one historian observed, “antisemitism rose as the stock market fell.”
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			Somewhat surprisingly, the Rothschilds, as the most prominent Jewish financiers in Europe, largely escaped becoming central targets of this wave of antisemitism. Under Mayer Carl, who lacked the commercial ambitions of his British and French cousins, the family’s profile in Germany had diminished considerably, and it was no longer the force it had once been—the German branch of the Rothschilds’ bank had contracted its balance sheet by a third. Furthermore, after 1871, Mayer Carl, deeply skeptical of the speculative excesses, had deliberately steered the bank away from further German investments. As early as 1871, he had predicted that the “mania for starting new Banks…will no doubt end by a catastrophe,” and he had repeatedly warned of “a monetary crisis…in consequence of all the rubbishing shares which have been issued.”

			To average Berliners, bankers like the Rothschilds, with their far-flung financial empire based mainly in London and Paris, seemed too remote from local affairs. Instead, the ire of the many thousands of middle-class investors who had suffered losses came to be directed closer to home—at the small-time Jewish stockbrokers and company promoters hawking new issues. Things were slightly different in Vienna. In Austria, Anselm von Rothschild’s investment in the largest bank in the country, Creditanstalt, maintained the family’s prominence in the financial landscape. But it was common knowledge that Anselm had been highly skeptical of investing in the stock market during the mania. When he emerged relatively unscathed after the bubble burst, observers generally viewed this as evidence of his shrewdness, allowing the family to dodge accusations of malfeasance.

			German or Austrian investors who had lost money might have been more enraged—and even more persuaded that the whole system was rigged—had they known the full extent of the Rothschilds’ profits during the crisis years. Not only had the family sidestepped every trouble spot—the speculative start-up boom in Berlin and Vienna, American railroad bonds, and loans to Turkey and Egypt—but 1873 had also proved to be a banner year financially. Enormous fees from underwriting the giant French indemnity bonds and the subsequent capital gains had more than offset any losses on European railroad and industrial investments. But since Rothschilds was privately held with closely guarded accounts, few could connect the dots.

			With the Rothschilds out of the public’s crosshairs, the most venomous antisemitic attacks in Germany came to be targeted at another Jewish financier, one closer to home: Otto von Bismarck’s personal banker, Gerson von Bleichröder. In June 1875, a five-part series in the Kreuzzeitung, an ultraconservative Berlin daily, attacked Bismarck for presiding over the financial debacle, alleging that he had fallen under the sway of not only liberals in Parliament but also a cabal of Jewish bankers. The piece singled out Bleichröder as “the intellectual author of our entire economic policy,” the evil genius behind what it termed Bismarck’s “Judenpolitik,” or Jew Policy. The article, declaring that “Jews actually govern us now,” falsely accused Bismarck of having personally profited from sweetheart deals during the start-up boom. Though the chancellor had long been trailed by charges of venality in Prussia, and though he was a high-stakes political gambler, he had always invested his personal funds cautiously and had scrupulously avoided start-ups during the bubble. The accusations of personal corruption so enraged Bismarck that, under threat of prosecution, the two journalists responsible for the series were forced to resign.

			The Kreuzzeitung served as the primary mouthpiece for that distinctively Prussian breed of landed gentry, the Junkers, who, it was said, “hated Jews and liberals equally.” Despite its modest circulation of fewer than ten thousand copies, the paper wielded enormous influence among the Prussian elite—Bismarck himself had been one of its founders. Deeply rooted in their East Prussian estates, Junkers were unusually provincial compared with other aristocratic groups in Europe. Nonetheless, despite their insularity, they had held on to their privileges and power remarkably well, dominating the polity and public administration of both Prussia and imperial Germany. The chancellor, most of the higher ranks of the military, the upper reaches of the bureaucracy and the diplomatic service—all were Junkers.

			Even before the crash, during the 1860s, the Junkers had found themselves increasingly at odds with the current of liberal ideas taking hold in Germany. As one historian put it, they despised “free markets, free citizens, free peasants, free movement of capital and labour, free thought, Jews, stock markets, banks, cities, and a free press.” And despite their professed disdain for moneymaking, many had suffered badly in the crash. During the start-up bubble, with fortunes being made left and right, members of the aristocracy and senior state officials had leveraged their influence to obtain shares in IPOs at preferential prices—investments that had now tanked in value. Many of the highest-profile investors in Bethel Henry Strousberg’s failed ventures, for example, had been Junkers.

			Bleichröder embodied everything that aggrieved Prussian Junkers had come to detest. In the 1770s, his grandfather had arrived in Berlin from a town near Göttingen to take up the position of official gravedigger for the city’s Jewish community. By the time of Gerson’s birth in 1822, his father, Samuel Bleichröder, had become one of Berlin’s most prominent bankers, an agent for the Rothschilds. In 1851, Bismarck, needing a banker to replace the Rothschilds (who had become conflicted by their ties to Prussia’s then archrival, Austria) and to represent Prussia (along with himself personally), appointed Bleichröder & Co. to the position. And thus began a long, remarkably fruitful relationship for both men. During the 1860s, Bleichröder had helped Bismarck skirt the need to get the recalcitrant Prussian Diet’s approval for funds for the army by raising the money through a bond issue collateralized by the state’s railway shares. He had been instrumental in financing the 1866 Austro-Prussian War. And, in 1871, he had served as an adviser during the negotiations over the French indemnity.

			Bismarck had also made use of Bleichröder’s bank in various confidential transactions to subvert the enemies of Prussia—covertly transferring money to Hungarian revolutionaries to destabilize Austria, for instance, or financing Italian agents in Nice to weaken France. In 1872, Bismarck enlisted Bleichröder’s help in rescuing Prussian aristocrats who had invested in Strousberg’s Romanian venture. In return, at Bismarck’s request, Kaiser Wilhelm I ennobled Bleichröder, making him the first Jew to be so honored without first having converted to Christianity, and allowing him to add the coveted nobiliary particle von to his name. All the while, Bleichröder acted as Bismarck’s private banker, advising the chancellor on his vast real-estate holdings and the timber earnings on which he relied to finance his lifestyle. Bleichröder also managed Bismarck’s personal investment portfolio, most of it held in international government bonds, crucial to insulating Bismarck from the financial crisis. Beyond Bismarck, he counted half the German elite—ministers, generals, and diplomats—among his clients.

			In the process, Bleichröder had become enormously wealthy—one of Germany’s richest men, with an annual income of over $500,000 a year and a fortune of some $10 million. He was appointed to the position of honorary consul general in Berlin by the British government and granted decorations by the royal families of Bavaria, Saxony, Austria, Italy, and Brazil. His social profile matched his new money. Legendary were the magnificent balls that he and his wife hosted in their palatial and plushly furnished mansion on Behrenstrasse, in the heart of Berlin. In 1873, he acquired a giant country estate near Potsdam—the Rittergut Gütergotz, previously owned by Albrecht von Roon, the Prussian minister of war.

			Bleichröder’s rise to the highest ranks of Prussian society was so meteoric that he was bound to face resentment and envy. He only added to it by his off-putting behavior—displays of vanity, hunger for titles and honors, overweening pride about his high connections. This left him with few defenders. Even the Rothschilds, who had given him that first leg up on his blazing trail to the top, found him insufferable. A member of the English Rothschilds complained, “There is no doubt that Bleichröder himself is one of the causes of the Jewish persecution. He has been employed so often by the German Government that he has become arrogant…. I hear also that Madame von Bleichröder is most disagreeable and haughty.”

			The articles in the Kreuzzeitung were followed by further attacks on Bleichröder. One of the most prominent came in an 1877 book titled Politische Gründer und die Corruption in Deutschland (Political founders and corruption in Germany), written by Rudolph Meyer, son of a Pomeranian landowner. Meyer argued that the funds from the French indemnity had been grossly misused, that Bismarck had been duped by bankers, and that the true villain was Bleichröder, who had personally corrupted Prussian society by bribing officials and top parliamentarians with stock options and directorships. The great banking houses had become vehicles of “speculation and usury” engaged in “legalized deceit.” Bismarck, he wrote, “belongs to the Jews and the swindlers,” and should be removed. The accusations were so inflammatory that Bismarck had Meyer prosecuted for libel. Found guilty and sentenced to eighteen months in prison, Meyer fled to North America, unable to return to Germany for twenty years.

			Perhaps the most influential of the many pamphlets and books published in those years was a tract called Der Sieg des Judenthums über das Germanenthum (The victory of Judaism over Germanism), penned by Wilhelm Marr, previously an obscure Hamburg journalist and political agitator. Born in 1819 in Magdeburg, central Germany, Marr was the only son of a well-known theater director and actor. After an itinerant childhood across northern Germany and Saxony, he eventually settled in Vienna. His first job was as a commercial clerk, but bored by the routine, he embarked on a career as an agent provocateur and polemicist, bouncing from one fringe movement to another on the margins of politics, a drifter in search of a cause. For a while, he became a Communist and moved to Zurich in 1841. After being expelled by the authorities, he moved to Lausanne, where he started a secret society of anarchists, but he was again booted out. In 1845, he returned to Hamburg, where he became a political journalist and later joined the radical movement during the 1848 revolutions. After the uprising in Germany failed, Marr moved to Costa Rica in 1852 to seek his fortune. When that venture failed, he returned once more to Hamburg, working as a journalist and briefly serving in the local parliament.

			Flamboyant and theatrical, with dark, piercing eyes, a Roman nose, and a sculpted jaw, he looked like an actor. Despite his striking appearance, he possessed a remarkable talent for rubbing people the wrong way. Karl Marx, encountering him during a trip to Hamburg, described him as “loathsome.” Other contemporaries were equally scathing. One called him a “windbag,” another an “immature boaster” and a “conceited ass.”

			During the 1860s, he wrote prolifically, producing more than twenty books and countless pamphlets. When none of his books sold and his attempts at a political career failed, he grew deeply bitter about not being taken seriously as a thinker and developed a peculiar personal animus toward Jews, though somewhat bizarrely, of his four marriages, the first three were to Jewish women.

			Marr might have gone down in history as an obscure crank had he not, in 1879, scratched out his racist and abusive invective against Jews, Der Sieg des Judenthums über das Germanenthum. The pamphlet, alleging that Jews had engaged in an eighteen-hundred-year conspiracy to dominate the world, resonated powerfully with the public, becoming a bestseller, with twelve printings and over twenty thousand copies sold. His themes—that Jews wielded excessive power, that their materialism and proneness to financial scandals were poisoning German life—were not especially original. What made it historically significant was that in it, Marr coined an entirely new term to describe his philosophy—antisemitism. Late in life, Marr would recant his views. In a posthumously published pamphlet, Testament of an Antisemite, he expressed remorse for the pernicious ideas that he had done so much to popularize, confessing that the ills he had attributed to the influence of the Jews were simply the product of the social and political turmoil brought on by the Industrial Revolution.
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			The new antisemitism that swept across Germany during the 1870s was largely a war of words, waged in newspaper articles and essays by pamphleteers and rabble-rousers on society’s fringes. It did, however, attract some prominent and powerful advocates, especially Adolf Stöcker, a charismatic Lutheran pastor and chaplain in the kaiser’s court. In November 1880, he sponsored a parliamentary petition demanding severe restrictions on Eastern Jewish immigration, prohibition of Jews from high government positions, introduction of a special Jewish census, and the barring of Jews from teaching in elementary schools. While the petition gathered 265,000 signatures, anti-Jewish legislation never came close to being passed.

			The growing sentiment against Jews put Bismarck in a politically awkward position. His attitude toward them had always been complex. An East Prussian by birth, raised in the heart of Junkerdom, he had inherited his caste’s casually antisemitic prejudices—his conversation was frequently sprinkled with carelessly disparaging remarks about Jews. Yet during the 1850s and ’60s, he had become a champion of Jewish emancipation. The 1869 law granting Jews full rights in Prussia, and its 1871 extension throughout Germany, took shape under his chancellorship. While many Junkers around him, including his son Herbert, continued to harbor deep prejudices against Jews, Bismarck’s personal beliefs had evolved. He had developed close connections with Jews—not just with his banker, Bleichröder, one of his few intimate friends, but with his doctor and with the lawyer managing his country estate in Schleswig-Holstein.

			In 1871, at the birth of unified Germany, Bismarck had struck up an alliance with the National Liberals, then the largest party in the Reichstag. The compact was purely opportunistic. Bismarck had never paid much attention to economic policy and certainly lacked faith in the central principles that motivated the Liberals—laissez-faire economics, free trade, and civil liberties. But the Liberals had been essential in providing him with the parliamentary support he needed to forge a unified Germany and had been critical allies in the Kulturkampf, Germany’s nineteenth-century version of a culture war, wherein Bismarck attempted to curb the power of the Catholic Church and create a more secular society.

			As Germany’s economic downturn persisted into the late 1870s, support for free trade eroded. After the National Liberals lost forty seats in the 1878 election, ceding their position as the Reichstag’s largest faction to the Conservatives, Bismarck abandoned his alliance with them. He turned to the new Conservative parliamentary majority, which included the Catholic Centre Party, and reversed economic policy, abandoning free trade and proposing tariffs on not only imported industrial goods but also, crucially, agricultural products. As political and economic imperatives drove him toward this new Conservative alliance against the Liberals, Jews became collateral damage. During a parliamentary debate over Stöcker’s antisemitic petition, Bismarck maintained studied silence. The Times of London interpreted this as signaling that, while unwilling to openly encourage antisemitism, he was content to “wink” at it.

			By the following year, however, it became apparent that Stöcker had overreached. In an early 1880 speech, with Bleichröder clearly in mind, he attacked wealthy Jewish bankers, arguing that they wielded excessive power and influence, and proposed partial confiscation of their wealth. When Bleichröder threatened to leave Germany for a more hospitable country, Bismarck finally revealed his true position. Disturbed by the prospect of losing such a trusted adviser who had done so much to enrich him, Bismarck insisted that court authorities severely admonish Stöcker. He groused that the pastor “was attacking the wrong Jews, the rich ones committed to the status quo rather than the propertyless.”

			Stöcker’s influence would persist for several more years, thanks to his support at court. But the antisemitic wave had already begun to crest. The antisemitic political groups were too fragmented. Some were economically conservative, others more radical. Some were establishment figures, others scoundrels who ultimately got brought down by scandals involving bribery, blackmail, and embezzlement. They never captured more than 5 percent of the popular vote.

			While some prominent citizens were vocally antisemitic—to wit, not just Bismarck’s son Herbert but Kaiser Wilhelm I’s grandson, who would soon succeed him—others took bold stands against the movement, among them the crown prince (later Emperor Frederick William III) and his English wife, as well as the historian Theodor Mommsen and Berlin’s Lord Mayor, Maximilian von Forckenbeck. In late 1880, Berlin newspapers published a declaration signed by seventy-three high-profile citizens, including university professors and clergymen, opposing anti-Jewish proposals. Antisemitism in Germany would lie dormant, festering beneath the surface, only to erupt in even more venomous form during a later time of crisis.

			
				
					
					[image: Political cartoon by Thomas Nast showing a large elephant labeled “The Republican Vote” walking toward a pit labeled “Southern Claims,” “Chaos,” and “Rum,” while trampling planks labeled “Inflation,” “Repudiation,” “Re-Construction (The Union as it was),” “Home Rule (Louisiana),” and “Reform (Tammany).” To the right, a snarling wolf in a sheep’s fleece labeled “Caesarism” and a collar labeled "N.Y. Herald" is chasing other panicked animals, including a giraffe in a vest labeled “N.Y. Tribune,” a unicorn labeled “N.Y. Times,” and smaller creatures, while an ostrich with its head down and several rabbits and birds are running in confusion, and an owl carrying a book titled "Arithmetic" is flying overhead.]
				

				
					An 1874 cartoon by Thomas Nast in Harper’s Weekly entitled “Third Term Panic.” In the months leading up to the 1874 midterm elections, The New York Herald, which backed the Democrats, spread the rumor that President Ulysses S. Grant was contemplating running for a third term in 1876, despite his increasing unpopularity, sowing panic among Republicans. The 1874 cartoon was one of the first depictions of the elephant as a symbol for the Republican party.
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					* The increase was even more dramatic in Vienna, where, at the same time, the Jewish population went from less than three thousand to forty thousand.

				

			

		

	
		
			
				15.

				Stealing the Election

			
			Washington, D.C., 1876

			In 1872, at the time of the presidential election, the Republicans seemed unassailable. The economy was booming. The Democrats were so moribund that they had chosen not to even field their own candidate, instead throwing their support behind Horace Greeley, the New York newspaper publisher and editor, running on the ticket of the Liberal Republicans—a breakaway faction of the Republican Party that sought to reduce the severity of federal control over the South. Grant easily won reelection to a second term, with 55.7 percent of the vote, carrying thirty-one of the thirty-seven states. It marked the fourth consecutive election in which the Republican Party had captured the popular vote, the longest such streak in U.S. history.

			Not only did the Republicans dominate the presidential election, but they also expanded their control over Congress, winning 199 out of 274 seats in the House and 54 out of 74 seats in the Senate. With the addition of freed slaves to the electoral rolls, potentially adding heavily Black states like Mississippi and Louisiana to the Republican base in the Northeast and the Midwest, the party thought it could look forward to an unbeatable majority in national politics. While that advantage was subsequently steadily eroded by a campaign of intimidation and violence in the South to suppress the ability of Black voters to vote, the Republican Party remained dominant. But President Ulysses S. Grant’s veto of the Inflation Bill in April 1874 had a profound effect on the party’s political fortunes. It fractured the original alliance between Northern businessmen and Western farmers that had undergirded the party in its fight against slavery during the 1850s and ’60s, leaving Republicans deeply divided.

			They entered the November 1874 midterms leaderless and demoralized. Party strategists fully anticipated losing seats. After all, the country was in the throes of a depression. Nevertheless, the scale of the electoral drubbing it took at the polls exceeded all expectations. In what would be the second-largest swing in congressional history, Republicans lost a total of 96 seats in the House, transforming a 115-seat majority into a 77-seat minority. They lost every major Midwestern state, including the pivotal states of Illinois, Indiana, and Ohio, and every Southern state except South Carolina. The Democrats reestablished their hold on the Deep South—a grip they would maintain for the next seventy-five years—and assumed control of the House for the first time since 1861. The Republican Party’s lock on political power in Washington, established following the Civil War, seemed irretrievably lost.

			Attention now shifted to the forthcoming 1876 presidential election. After Grant’s sweeping victory in 1872, it had been widely assumed that he would seek a third term. But by 1875, the miasma of corruption surrounding his administration had only thickened. Darkening the cloud of lingering scandals—in 1869, the role of the president’s brother-in-law in Gould’s gold corner; in 1872, the revelations about Vice President Schuyler Colfax’s involvement in Crédit Mobilier’s railroad racket; and in 1874, the forced resignation of Treasury Secretary William Adams Richardson after accusations of profiteering from commissions on late tax collections—early 1875 saw Interior Secretary Columbus Delano ousted from office over sweetheart contracts granted by the survey division of the Department of the Interior. That same year brought what was perhaps the worst scandal to taint the Grant administration: It emerged that hundreds of Treasury Department agents had been bribed not to collect excise taxes on whiskey from Midwestern distilleries, and both of Grant’s private secretaries had been involved. Still to come, in 1876, was one final imbroglio: Secretary of War William W. Belknap was accused of accepting payoffs in return for granting highly profitable trading licenses on Native American reservations. The accumulation of ignominies atop the economic depression put an end to any thought of another Grant term.

			With the economy now in its third year of depression, and with prices continuing to fall, the country remained at loggerheads about what to do. This division transcended party lines. Easterners of both parties insisted that delaying the return to gold was a recipe for a future of instability, while Westerners and Southerners advocated reversing course and pursuing more expansionary policies. As the gulf between creditors and debtors widened, the politics of the country might have been expected to take a sharp populist turn. Someone with a demagogic message, designed to appeal to the resentment and anger felt by those hardest hit—indebted farmers, small businessmen struggling under the weight of burdensome loans—easily could have emerged. Instead, contrary to every expectation, the country moved in the opposite direction. In 1876, both parties nominated two of the most establishment figures in national political life, who, on the burning issues of deflation and monetary policy, agreed almost entirely with each other.

			Despite the Republicans’ massive defeat in the 1874 midterms, the party, much like the president himself, found itself paralyzed. It seemed incapable of generating new ideas. As if to reinforce the point, in 1876, it nominated as its presidential candidate Rutherford B. Hayes, governor of Ohio, “a third-rate nonentity,” according to the writer Henry Adams, “whose only recommendation is that he is obnoxious to no one.” In national political terms, he was a minor figure, little known outside his state, selected not so much because he generated the most enthusiasm but because he was everyone’s second choice. Too many of the other leading Republican figures and presidential hopefuls—James G. Blaine of Maine, Oliver H. P. T. Morton of Indiana, and Roscoe Conkling of New York—had been discredited by the recent political scandals. The party hoped that Hayes’s reputation for rectitude would erase the stain of corruption that dogged it. Unfortunately, despite being a four-times-wounded Civil War hero who had fought at the Battle of Antietam, a two-term congressman, and a three-term governor of Ohio, he was also a remarkably bland figure. During the campaign, he very deliberately avoided saying anything controversial, telling his official campaign biographer that “silence is the only safety.” The Nation would frustratedly report, “No ingenuity of interviewers was sufficient to extract from him any expressions of opinion on any topic having the remotest bearing on the presidential contest.”

			Everyone expected the Democratic Party to capitalize on its success in the 1874 midterms during the 1876 presidential election. Despite having the white vote in the South now locked up, the party recognized that it could not hope to win the presidency without the Electoral College votes of a major Northern state. New York was then a significant Democratic stronghold, the most populous state in the union, carrying with it thirty-five electoral votes. And so it was almost a foregone conclusion when the party selected Samuel J. Tilden, governor of New York, as its nominee. Though he had established a reputation as a reformer who had helped break Boss Tweed’s hold on Tammany Hall, he was an aloof sixty-one-year-old Wall Street lawyer—a confirmed bachelor and one of the richest men in the country, worth between $5 million and $10 million, having made a fortune restructuring bankrupt railroads. An inveterate hypochondriac, he had suffered from various real and imaginary ailments throughout his life, spending a fortune on visiting doctors and health resorts in search of cures. He had even dropped out of Yale during his college years because the food disagreed with him. A stroke the previous year had left him with a drooping left eyelid, making him appear a decade older, like “a man in desperate need of a good night’s sleep.” He lacked any common touch or charisma—one newspaperman sketched him as “a very nice, prim, little, withered-up, fidgety old bachelor.”

			Like Hayes, Tilden was a hard-money man, adamant that the only choice was to stay the course and stick with tight money, despite the deflation. Both candidates faced a similar dilemma—many in their own parties vehemently disagreed with them. To try to bridge this divide, both parties selected running mates from their soft-money wings. This made papering over their internal rifts even more complicated. Both candidates hit upon the same solution—to say as little as possible about currency issues on the campaign trail. In the summer of 1876, recognizing that regardless of which party won, monetary policy would change very little—that the U.S. had become wedded to deflationary policies—the markets took another downward plunge, falling by 15 percent.

			On the other most salient issue before the electorate—Reconstruction—there was also little to distinguish the candidates. Both parties seemed to accept that after more than a decade of federal involvement in the South, the nation as a whole, including the North, had grown weary of Reconstruction and acknowledged the need to scale back Washington’s intervention in Southern affairs.

			While the two presidential standard-bearers ran lackluster “flat and tame campaigns” with little energy, senatorial and congressional candidates resorted to the old tribal animosities. Republicans steered clear of the economy issue, instead reviving the well-honed tactic of “waving the bloody shirt,” blaming Democrats for the carnage of the Civil War. Democrats responded by painting the Republicans as the party of big business, pinning the economic mess on them and turning a harsh spotlight on the endemic corruption of the previous four years.

			The election unfolded against a backdrop of continued violence in the South aimed at intimidating Black voters from exercising their newfound rights—especially in the “unredeemed” Southern states of South Carolina, Florida, and Louisiana, states that had yet to fulfill the requirements for readmission to the Union and were administered by federally appointed governors. In Florida, Democrats pressured Black voters by having local businesses charge a 25 percent surtax on anyone suspected of voting Republican. In South Carolina and Louisiana, armed white militia groups that called themselves “rifle clubs” went on killing sprees, massacring dozens of Black citizens—one estimate suggested that in South Carolina alone, 150 Black people were murdered.

			With Southern Democratic voters fired up by the promise of restoring white rule across the South and Northern Republicans similarly stirred in opposition, Election Day turnout proved to be extraordinary: 82.6 percent of the electorate voted, the highest participation rate in any American presidential election to date. As polls closed on Election Eve, few were surprised by initial reports that pointed to a decisive victory for the Democrats. Both candidates went to bed that night believing Tilden had won, having secured the popular vote by an apparently unassailable margin of more than a quarter million votes, by capturing 51 percent of the electorate. Not only had he carried most of the South, he had also won New York, Connecticut, New Jersey, and Indiana. Even Hayes, before going to bed, told reporters, “I think we are defeated.”

			During the night, however, doubts emerged. At first count, Tilden had secured 184 Electoral College votes, one less than was necessary to win, compared with Hayes’s 165. Zachariah Chandler, the chairman of the Republican National Committee, had passed out from too much whiskey, believing that Hayes had lost. While Chandler slept, a Republican operative, Daniel Sickles, happened to pass by Chandler’s office at Republican party headquarters and, after leafing through the early returns, concluded that there was still hope for the Republican candidate. In four of the states—Florida, Louisiana, and South Carolina in the South and Oregon in the West, with 19 Electoral College votes between them—the results were sufficiently close that if they could be somehow shifted to the Republican side of the ledger, Hayes would win the election. Without waking Chandler, Sickles fired off four telegrams over Chandler’s signature to party officials in the states in question: “With your state sure for Hayes, he is elected,” the dispatches urged. “Hold your state.”

			The next morning, the New-York Tribune and The Sun, both staunchly Democratic newspapers, declared Tilden the victor. So did almost all other papers, including the resolutely Republican Evening Post. Only The New York Times and The New York Herald, both Republican stalwarts, questioned the early results.

			Though Tilden had secured more votes than Hayes in the three Southern states, the margins were extremely close. The Republican-controlled boards in charge of validating the election embarked on a program to disqualify Democratic votes in sufficient numbers as to award all three states to Hayes. In South Carolina, where the number of votes cast exceeded the number of adult males in the state, even Democrats had to concede that fraud had been so rampant as to throw doubt on Tilden’s victory in the state. In Florida, Tilden’s razor-thin lead of 94 votes was overturned and Hayes was declared the winner by 922 votes. And in Louisiana, where Tilden had initially led by more than 7,000 votes, over 15,000 votes, most of them for Democrats, were tossed out as illegitimate, thereby giving the state to Hayes.

			To secure these reversals took substantial amounts of money. In Louisiana and Florida, the going rate for a clean slate of electors was reportedly $200,000. Democratic managers, who could have easily afforded such a sum, given Tilden’s enormous wealth, balked at paying that much, offering only $30,000. During this critical period, Tilden, strangely passive and indecisive at a moment calling for leadership, disappeared from sight. He secluded himself from his key lieutenants and appeared to be worn out.

			Nevertheless, with abundant evidence of voter fraud on both sides, Democrats mounted a challenge and submitted their own slate of electors in all three states. As a result, when the Electoral College convened on December 6, it confronted two contending slates of electors from each of the disputed states. The Constitution was ambiguous on how such a conflict should be resolved. The Twelfth Amendment stipulated only that “the President of the Senate shall, in the presence of the Senate and the House of Representatives, open all the certificates and the votes shall then be counted,” without specifying who had the authority to choose between rival slates of electors. Some Hayes supporters argued that this authority was vested in the president of the Senate—that is, the vice president, a Republican. Democrats countered that the decision should be made by the two houses of Congress, voting in joint session, a procedure that would have handed the election to Tilden, since the Democratic-controlled House far outnumbered the Senate.

			To resolve the impasse, in late December 1876, both houses of Congress created a special fifteen-member electoral commission (made up of five House representatives, five senators, and five Supreme Court justices) to determine how the disputed electoral votes should be awarded. Initially, the commission was evenly split between Democrats and Republicans, with a single independent—a Supreme Court justice. But when that justice was elected to the Senate in January, his position on the commission was given to another Supreme Court justice, a Republican.

			The Electoral Commission, convened in the Supreme Court chamber, began hearing arguments on February 1, and by February 27, in a series of eight-to-seven decisions along party lines, it had voted to award all three disputed states to Hayes. As crowds of congressmen, senators, reporters, and onlookers packed into the House chamber to witness the final deliberations in Congress, a sense of grave crisis hung over the scene. Some House members had even begun carrying pistols. In his memoir, published in the 1920s, the journalist David S. Barry would write that, throughout his lifetime, “no scenes made a deeper impression upon” him than the deliberations of the Electoral Commission, during which the country seemed yet again on the verge of “a civil war more desperate than the one that had closed but twelve years before.”

			Reports circulated that a group of renegade Northern Democrats, outraged by the partisan nature of the Electoral Commission’s decision, had planned a series of last-minute maneuvers in the House—repeated quorum calls, endless points of order, and other similar dilatory tactics—to delay the final count of electoral votes in hopes of running out the clock all the way to Inauguration Day, when the Electoral Commission’s mandate would formally expire. The failure to name a new president by then would have forced Congress into the unprecedented position of having to arrange a new election.

			
				
					[image: Drawing by Thomas Nast showing a large Republican elephant sitting on the ground, slumped and bandaged, a crutch under one arm, and a laurel wreath and cloth wrapped around its head; to the left stands a gravestone reading “HERE LIES THE DEMOCRATIC TIGER, GREATLY BELOVED BY THE BEREAVED FILIBUSTERS.”]
				

				
					An 1877 cartoon by Thomas Nast depicts a battered Republican elephant licking its wounds after its pyrrhic victory in the 1876 election, in which the Republican Rutherford B. Hayes only won the presidency over Democrat Samuel Tilden by a single Electoral College vote after a backroom deal in Congress.

				
			
			To forestall the looming constitutional crisis, some members of Hayes’s inner circle and a group of moderate Democrats had been meeting in secret at the Wormley Hotel on the corner of Fifteenth and H Streets in Washington to find a compromise. The cabal—there is no better word for it—convened its final meeting on the evening of February 26 to ratify its discussions. Under the bargain it forged, which came to be known as the Compromise of 1877, the Republicans agreed to withdraw troops charged with enforcing civil rights and protecting the rights of African Americans in the three remaining Southern states under federal control.[*] In return, the Democratic Speaker of the House agreed to rule the filibusterers out of order and bring the count to completion. Hayes would disavow any foreknowledge of the agreement—an unlikely story, since the agreement was reached in the rooms of William Maxwell Evarts, a key Hayes ally who would become secretary of state in his administration.

			In the early hours of March 2, 1877, with two days remaining till Inauguration Day, Hayes, who now had 185 electoral votes to Tilden’s 184, was declared the winner. There was little question that the election had been concluded with a shabby, unprincipled deal. But with evidence of extensive fraud on both sides, one cynical historian probably got it right when he quipped, “The Democrats stole the election in the first place and then the Republicans stole it back.”

			Within months of Hayes’s inauguration, all federal troops were withdrawn from Louisiana and South Carolina, marking the end of Reconstruction and federal efforts to reshape Southern society. Within a year, Georgia introduced a poll tax on prospective voters, creating an economic hurdle to drastically reduce Black turnout. By the end of the decade, most former Confederate states would enact restrictive electoral laws that effectively disenfranchised Black citizens. In 1888, Mississippi would pass a statute mandating separate railroad cars for Black and white passengers. Within five years, nine Southern states would enact similar segregation laws imposing separation on public conveyances. These so-called Jim Crow laws, enforcing racial segregation in schools, parks, restaurants, theaters, and all modes of public transportation, would beleaguer life in the South for nearly a century.

			The resurgence of the Democrats after their congressional victory in 1874 and the hairbreadth election of 1876 left the country almost evenly divided between the two parties. Superimposed over the familiar North-South division over race, the depression added a whole new schism between the Midwest and West and the Northeast over money and credit. It would usher in two decades of political stalemate. Electoral turnout would remain high, never falling below 77 percent. Despite the intense partisanship and high turnout rates, the narrow electoral margin separating the two parties never budged above 1 percent, and neither the Republicans nor the Democrats were able to secure lasting dominance.

			During his 1876 campaign, Hayes had pledged to serve only a single term. He stuck to his promise, hoping to restore public trust after his highly contentious election. In 1880, the country elected another Republican, James A. Garfield, but by the slimmest popular vote margin in history—merely roughly eight thousand votes out of the nine million cast. The following four elections revealed a deeply divided nation in which neither party was able to hold on to the presidency for more than one term. In 1884, Democrat Grover Cleveland wrested control from the Republicans by less than a percent of the vote. Four years later, despite winning the popular vote by 0.8 percent, he lost in the Electoral College to Republican Benjamin Harrison, carrying only eighteen states to the Republicans’ twenty. In 1892, Cleveland reclaimed the White House—becoming the only president until Donald Trump to serve nonconsecutive terms—after Republicans lost crucial votes, especially in the West, to the newly created Populist Party.

			Like Grant before them, every president elected over those two decades, whether Republican or Democrat, derived support from the Northeastern establishment wings of their parties and proved unwilling to challenge the nation’s financial elite on the core issue of monetary policy. Rutherford B. Hayes and James A. Garfield from Ohio, Chester A. Arthur and Grover Cleveland from New York, even Benjamin Harrison from Indiana—all refused to offer bold solutions to the economic malaise spawned by prolonged deflation. Unwilling to take a crack at the hard matter of money, incumbents kept losing power.

			
				Skip Notes

				
					* It was also known as the Wormley Agreement, after the name of the hotel—an ironic choice, for the Wormley Hotel was owned by the wealthiest Black entrepreneur in Washington, D.C.

				

			

		

	
		
			
				16.

				The Bondholders’ War

			
			Constantinople and Cairo, 1876–1881

			For much of the nineteenth century, the British government had adopted the principle that when private investors bought foreign government bonds, they did so at their own risk. It had sensibly wanted to avoid a situation in which the Royal Navy might be called upon to be the debt collector for private bondholders. But the twin defaults by Ottoman Turkey and Egypt forced the British to rethink this hands-off policy. Unnerved by the prospect of chaos in two Middle Eastern countries of such strategic importance—Turkey as a bulwark against Russian expansion into the Mediterranean, and Egypt as a critical link in the route to India—the British were persuaded to adopt a more activist role in stabilizing the finances of both countries. It was a shift that would in turn completely alter the Rothschilds’ commercial calculations in the Middle East.

			This change in British policy became most immediately apparent in Egypt. In July 1876, British and French bondholders arranged for a joint Anglo-French commission to negotiate a debt-restructuring agreement with Khedive Ismail Pasha. The mission devised a plan to consolidate the debts into tranches, reduce the interest rate to an average of 6 percent, and spread repayment over sixty-five years. The scheme, however, was fatally flawed. It was built on a whole series of wildly optimistic forecasts—about the level of tax revenues that Egypt could feasibly generate; about the possibility of cuts in government spending on items such as army wages, contributions toward the Turkish wars in the Balkans, or the annual tribute payable to the Ottoman court.

			For the next two years, to the surprise of many, the arrangement held. A series of economizing measures was instituted. Expenses of the court and harem were drastically cut back. Half the army was disbanded, and the pay of those who remained was slashed. Ismail’s government survived hand to mouth, meeting its obligations and keeping creditors at bay. Every six months, when an interest payment came due, a minicrisis ensued. No one was ever sure whether the full amount would be paid on time—or even paid at all. Foreign officials also grew increasingly concerned about how tax revenues were being raised, suspicious that Ismail was imposing intolerable burdens on his long-suffering peasantry.

			A figure who would loom large over the next quarter century of Egyptian history now appeared onstage. In 1876, a young military officer, Major Evelyn Baring, was appointed as the British representative on the debt commission. Though not a financial expert himself, he had been born into the renowned banking dynasty of the same name—he was a grandson of the founder, Sir Francis Baring. By Evelyn’s generation, the Barings had become central figures in the British establishment, part of the ruling class of politicians and imperial grandees. He had two cousins in the House of Lords, and several of his uncles and cousins had served in the Commons as members of Parliament.

			For much of his early years, Evelyn displayed few signs that he would follow in the footsteps of his illustrious relatives. His father was the inveterate gambler Henry Baring, Francis’s third son who reputedly broke the bank of the Entreprise Générale des Jeux in Paris and won the palatial house on Berkeley Square at the card table.

			Evelyn was the twelfth of Henry’s thirteen children. Deemed not the brightest among them by his mother, he was sent to military school at age thirteen and joined the Royal Artillery upon graduation. But by 1872, realizing that a military career was not for him, he readily accepted an offer to be his cousin Thomas’s private secretary when the latter was appointed viceroy of India. His years in India had a formative impact, leaving him with a reputation for efficiency and arrogance—his sobriquet was Evelyn Over-Baring. They also left him with strong views about the beneficial impact of British rule. While he was not yet the unabashed imperialist he would later become, even at this stage he saw the British Empire as a force for good, with a civilizing mission of shepherding “subject races.”

			He arrived in Egypt from India with a particularly jaundiced view of “native rulers” and their proclivity for misrule. Meeting Ismail merely confirmed his low opinion of them. In contrast to so much of the European beau monde, who had been charmed by Ismail when they were feted and dined by him during his glory days, Evelyn found the khedive to be “utterly uneducated,” with neither the knowledge nor the experience to carry out his duties. Over time, that skepticism curdled into intense contempt—he would later describe Ismail as not just “capricious and unscrupulous” but, worse, “a thief and a murderer.”

			In early 1878, as Ismail started missing debt payments, Evelyn concluded that a purely financial settlement was unsustainable without radical steps to reduce the khedive’s power. He instituted a series of far-reaching reforms to the governance of Egypt’s finances: Ismail was forced to surrender all his palaces and houses to the state; he was placed on an allowance of $1.5 million annually, a fraction of his previous spending; the tax rate on large agricultural estates (including the million or so acres Ismail owned) was raised; and, most controversially, power was shifted to a cabinet of “responsible” ministers, effectively making Ismail a constitutional monarch. Two foreigners assumed the two most powerful cabinet positions: Sir Charles Rivers Wilson, a former civil servant at Her Majesty’s Treasury, as minister of finance, and Count Ernest de Blignières as minister of public works.

			As a sweetener, the Rothschilds, after playing such a pivotal role in the British government’s purchase of the Suez Canal shares two years earlier, were persuaded to reenter the picture. A new guard at N. M. Rothschild led the change. For several years, Lionel de Rothschild had been suffering from rheumatic gout and had become increasingly incapacitated—he would pass away in June 1879. His place at the head of the London branch was taken by his eldest son, Nathaniel, known universally as Natty. Though Natty would eventually come to be viewed as excessively cautious and risk-averse compared to his father, he committed the bank to a $45 million loan, secured by the khedive’s vast land holdings. It would be Rothschilds’ first loan to Egypt. Like all financial transactions involving Ismail, however, it proved far from straightforward. Many of his properties turned out to be already mortgaged. It therefore took time for the statuses of titles and the priority rankings among various creditor claims to be sorted out—the funds were not released until November 1879.

			Ismail offered little overt resistance to his diminished new role—he hated direct confrontations. But behind the scenes, he continued to plot. In February 1879, when four hundred Egyptian cadets rioted over job losses in the army—the rumor was that the khedive himself had instigated them—Ismail used it as an excuse to dismiss the entire cabinet and attempt to form a government without representation from any of the creditor countries. It would be a short-lived experiment. As the market price of the bonds only recently issued by Rothschilds dropped precipitously, the family found itself in a sticky situation. They could have, as Rivers Wilson suggested, called in the loan just negotiated as a way of squeezing Ismail. But wary of wielding their power in such a raw and overt manner, they chose to work on the quiet behind the scenes. Using their formidable connections on Downing Street, on the Quai d’Orsay, and in Berlin, they pressed the major European governments to have the Ottoman sultan, still theoretically the khedive’s sovereign, dismiss Ismail in favor of his twenty-seven-year-old son and heir, Tewfik Pasha.

			On June 26, 1879, Ismail was unceremoniously deposed—he was informed of the sultan’s decision by cablegram. Four days later, he departed Alexandria’s harbor for Naples aboard El Mahrousa, his yacht. With him went a mountain of baggage stuffed with a selection of palace treasures—Aubusson carpets, silver sconces, twenty-two dinner sets, gold plates. It was whispered that the creditor powers had smoothed the way for his departure by paying him off with a “separation fee” of $10 million. He was accompanied by a retinue of hangers-on, including several dozen wives, consorts, and assorted mistresses. There was only enough room on the boat for a fraction of the three hundred women in his harem, and he was forced to take a handpicked selection. Those he rejected staged a riot on the day he left, smashing mirrors and furniture and doing $40,000 in damage.

			Ismail was never to see Egypt again. He passed the next fifteen years in forlorn exile, initially at the Villa Favorita, a royal palace outside Naples, at the foot of Mount Vesuvius. He would occasionally appear in London, Paris, or Vienna, where he cut a somewhat sad figure, charming and good-humored to the end while fruitlessly campaigning with high officials of the great powers to be reinstated. Eventually, he left Naples, supposedly because one of his wives ran off with an Italian barber and the authorities refused to compel her to return. Deciding that no Western country offered a sufficiently hospitable climate for maintaining a harem, he moved to Constantinople. There, as the sultan’s “guest,” he found himself effectively a prisoner. He died in 1895, purportedly while attempting to guzzle two bottles of chilled Champagne in one draft.

			After Ismail Pasha’s departure, history’s judgment of him and his fifteen-year reign as khedive would remain mixed. Ali Pasha, grand vizier of the Ottoman Empire during his reign, who knew him well, drew a portrait of a deeply insecure man: “Ismail Pasha is the victim of whoever knows how to exploit his vanity, his pretensions to magnificence and, above all, his fears; for he is afraid of everything; he is afraid of European opinion and has tried to bribe it; he is afraid of his harem and tries to purchase the good opinion of his wives, his slaves and his eunuchs by means of costly presents…. Convinced that everyone is venal, he is surrounded by a horde of people whose greed confirms him in his view. He tries to satisfy everyone with money and that is the reason for…his ruinous loans.”

			Alfred Milner, later Viscount Milner, who would serve as Egypt’s undersecretary of finance in the 1890s, struck a similar note when he wrote, “Ismail combined in himself every quality, good as well as bad, that goes to make the ideal squanderer. Luxurious, voluptuous, ambitious, fond of display, devoid of principle, he was, at the same time, full of the most magnificent schemes for the material improvement of the country.”
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			Getting rid of Ismail did not solve Egypt’s problems. While bondholders agreed to reduce the interest rate on its debts to 4 percent (which meant that within a couple of years, the proportion of revenues going to foreign-debt service fell below 50 percent), they refused to countenance any reduction in principal. Out of $40 million in annual government revenues, Egypt still had to pay $20 million in interest. The system of Dual Control—Anglo-French supervision of Egypt’s finances—was reinstated with even tighter foreign oversight than before. Europeans were restored to the two most important ministries—finance and public works—and an army of Europeans, especially Englishmen, was imported to run major parts of the government. Powerful positions—to oversee the khedive’s secretariat, the railways, the Posts and Telegraphs Department, the ports, the lighthouses, and customs—all went to Englishmen. The French received the lower positions, such as museum and library directorships. While corruption declined, the Europeans were expensive. Within two years, there were 1,325 European officials in the topmost reaches of the Egyptian administration, up from fewer than 200, all earning high tax-free salaries of as much as $15,000 and costing the Egyptian government millions of dollars annually.

			The new khedive, Tewfik, was very different from his father. He lacked Ismail’s taste for extravagance and meekly submitted to the cuts in court expenses demanded by the European financial controllers. The army was hit particularly hard by the austerity measures. The number of men at arms, which had peaked at ninety thousand and been cut to forty-five thousand by the time Tewfik acceded to the khediviate, was slashed to eighteen thousand. Native Arab officers bore the brunt of the cuts. Throwing so many men out of work in such a short period is a sure recipe for discontent—when those men are trained military officers, it becomes a prescription for armed rebellion.

			[image: ]

			In Britain, meanwhile, in the general election of 1880, Conservative Prime Minister Benjamin Disraeli suffered a resounding defeat at the hands of the Liberals, led by his great rival, William Gladstone. It was a fierce campaign, during which Gladstone launched an attack on the “gratuitous, dangerous, ambiguous, impracticable, and impossible” entanglements that the immoral and expensive foreign policies of the Conservatives had wrought. Convinced that the British Empire had become overextended, Gladstone had long been opposed to moves to have Britain become more involved in Egyptian affairs. In 1877, he had even written an article titled “Aggression on Egypt and Freedom in the East,” supporting the notion of self-rule in Egypt and warning of the perils of imperial interventions. Barely a year was to pass before Gladstone’s principles were put to the test.

			In September 1881, a group of Egyptian Army officers led by Ahmed Urabi, the son of a small-village sheikh from the eastern Nile Delta who had risen through the ranks to become the youngest colonel in the Egyptian Army, staged a rebellion. Within a few months, Urabi had a confrontation with the European financial controllers. He submitted a proposal to raise the military budget, expanding the army’s size at a cost of an additional $1.5 million, and paying for it all by reducing some of the European bloat in the Egyptian government. It was rejected outright by the foreign overseers.

			At this point, Gladstone could have attempted to put his original ideas of supporting an Egyptian democratic nationalist movement into practice by granting the country some breathing room—writing off some of its debts to enable recovery from bankruptcy, for instance, and allowing budgetary flexibility to cope with the social costs of austerity. He in fact did initially express some sympathy for Urabi. But as Egypt was being riven by internal strife and with the looming prospect of civil war, he faced pushback from all sides: from his less-idealistic cabinet colleagues; from men on the ground in Cairo who saw Urabi as nothing more than a soldier of fortune; from Foreign Office officials focused on securing the Suez Canal as a vital link on the route to India; and, finally, from bankers and bondholders—some 40 percent of Egypt’s total debt was in British hands—who were concerned that Urabi’s coup was a first step toward debt repudiation.

			
				
					[image: Political cartoon drawing titled “The Two Partners” showing a large British lion and a small French soldier in Egypt. The lion, with fangs reading “Indies,” "Africa," and “Cyprus” and “Diplomacy” on its tail, is sitting upright under a tall palm tree whose trunk and fronds are labeled “Experimental rulers,” “Discords,” “Faction against faction,” and “Pretender,” while a large hanging date is labeled “Egypt.” At the lion’s paws lies playing card labeled “Triumph” and “Patience,” and clubs labeled “France” and "England". The French soldier, in uniform and shako, is sitting on a drum labeled “Glory” and “Gallies,” holding a rifle and a playing card, with the pyramids and desert in the background.]
				

				
					A French political cartoon from 1885, titled “The Two Partners,” depicting the imperial designs of Britain and France upon Egypt.

				
			
			The two Rothschild partners most involved with Egyptian affairs, Natty in London and Alphonse in Paris, were among the most vocal of the bankers weighing in. Neither had any sympathy for Urabi’s nationalist aspirations, nor were they in favor of any further concessions on Egypt’s debt beyond those already granted. Frustrated by what they saw as Gladstone’s vacillation, they pushed for more decisive government action.

			Faced with these competing voices, Gladstone reluctantly decided to act by dispatching an Anglo-French fleet under Admiral Frederick Beauchamp Seymour to Alexandria as a show of force to intimidate the rebels. What we now know, and what the public then did not, was that Gladstone had his own private motives to take a hard line on Egypt. He was personally heavily invested in Egyptian government obligations. Almost 40 percent of his investments, then slightly under $150,000—equivalent to $4.5 million in today’s money—were in Egyptian government bonds. He had accumulated this portfolio of Egyptian debt in the mid-1870s, during the early stages of the default, when the bonds had been trading at distressed prices of below fifty cents on the dollar, offering yields exceeding 14 percent. By 1881, they had already jumped by 50 percent in price, and after the British takeover, they would further double. A victory for Urabi and the nationalists would have meant enormous personal losses for Gladstone.

			This ham-fisted resort to the bullying tactics of gunboat diplomacy provoked popular fury within Egypt. The British had massively underestimated the level of popular support behind Urabi. After Urabi threatened to repudiate the debt and unleash a holy war, anti-foreign riots broke out in Alexandria, resulting in several hundred deaths, including those of forty-nine Europeans. Admiral Seymour responded by bombarding Alexandria. In an unrelenting ten-hour barrage, high-explosive shells rained down on the city. Most buildings along the waterfront—the German consulate, police headquarters, several schools, a convent, a synagogue—were leveled, and the city’s inhabitants were forced to seek safety in the desert. When Urabi withdrew his troops, Alexandria was left defenseless against pillaging mobs of looters who were allowed to destroy much of the European quarter before a landing party of British soldiers restored order.

			In mid-August 1882, an Anglo-Indian force of thirty thousand men under General Garnet Wolseley landed at Ismailia. Its mission was to bring the Urabi regime to heel and secure the Suez Canal. On September 13, under cover of darkness, thirteen thousand of them launched a surprise attack on an Egyptian force of eighteen thousand at Tel-el-Kebir, sixty-five miles from Cairo. After a battle lasting less than an hour, the British emerged with a decisive victory, leaving two thousand Egyptians dead and sustaining only fifty-seven casualties. Urabi was captured in Cairo two days later, tried for treason, found guilty, and sent into exile in the British colony of Ceylon (modern-day Sri Lanka).

			Once order was restored and a compliant Tewfik reinstalled as khedive, the British took over Egypt, running it as a colony in all but name. In the months that followed, Egypt dutifully resumed making its debt-service payments, leading many people, including Randolph Churchill, to characterize the invasion as a “bondholders’ war” aimed at putting the country into a kind of tutelage to ensure that it paid off its loans. While Khedive Tewfik was kept on the throne and permitted to maintain all the superficial trappings of power—a prime minister and cabinet that reported to him, an army and a flag—the real power was reserved for the British agent and consul general, a position from 1883 onward held by Evelyn Baring.

			In 1880, Evelyn had resigned his role in Egypt to assume the post of finance secretary in the Indian government. He missed the attack on Alexandria and the subsequent invasion. When he returned to Egypt in 1883, he was knighted and appointed British agent and consul general with plenipotentiary powers—he would later be elevated to the House of Lords as Lord Cromer, the fourth member of his family to sit in the upper chamber of the British Parliament.[*] His mandate was to restore Egypt’s finances and, after achieving that, supervise the evacuation of the British forces at the earliest opportunity. While he did succeed in bringing Egypt’s budget under control and ensuring that it resumed servicing its debts in full, he was less successful at ending the British occupation. By quashing the popular Urabi revolt and invading Egypt, Britain had made itself deeply unpopular with the local population. Thereafter, it could never seem to find the right opportunity to extract itself and leave Egypt to the Egyptians. The dilemma was that the longer it stayed, the more unpopular it became and the more mired it became. Evelyn, who had expected to be in Cairo for only a few years, could not persuade himself that the Egyptians were ready for self-rule and ended up running the country himself as the shadow power behind the throne for the next twenty-five years.

			The motivation for the occupation of Egypt would remain a source of controversy over the coming decades—there were ninety-eight different parliamentary blue books devoted to the question of Egypt in the three years after the Battle of Tel-el-Kebir. Several different narratives would emerge. For committed imperialists, Evelyn being the exemplar, the British intervention was designed to bring “honesty, humanity, and justice” to Egypt. For others, including most Egyptian nationalists, it was just one prong in a long-standing plot, first to push loans onto the country at extortionate rates, then to force it into a humiliating national bankruptcy, and finally to use that circumstance as a pretext for a military takeover.

			As Gladstone had so presciently predicted back in 1877, one consequence of Britain’s occupation of Egypt was that it set in motion a cycle of competition among the European powers, especially Britain, France, and Germany, to acquire new colonies on the African continent—the infamous Scramble for Africa that gave European imperialism a second wind.
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			Because of its greater geopolitical importance, Ottoman Turkey was able to broker a better deal on its debts than Egypt had gotten—though it would still not fully escape foreign control. The 1876 default on its debts had freed up nearly $60 million a year, funds previously earmarked for debt service. The respite proved to be short-lived. The surplus was swiftly consumed by increased military spending. Russia, which saw itself as the protector of the Balkan Christians, intervened in support of its fellow Slavs, rebelling against Ottoman rule, and invaded Turkey. Despite early Turkish successes, the capture of the fortified city of Pleven in December 1877 left Russian troops within sight of the walls of Constantinople. Abdülhamid II had little choice but to accept humiliating terms. The peace that followed effectively resulted in the dismemberment of the Ottoman Empire in Europe, a catastrophic loss of its most productive provinces with one-third of its population and more than half of its potential tax base.

			Having lost such a crucial part of his empire, Abdülhamid II set about rebuilding its finances. He was a very different sort of ruler compared to his predecessors. As the second son of Sultan Abdülmecid I, with an uncle and a brother ahead of him in the line of succession, he had never expected to inherit the throne. After his mother—a Circassian dancing girl in the sultan’s harem—died when he was only ten, he was raised by a foster mother in the countryside, far from the court’s cloistered atmosphere of intrigue and suspicion, surrounded by foreigners and Turks of all ranks.

			Abdülhamid II would later be caricatured in the West as a cruel and paranoid despot—nicknamed Abdul the Damned by the British press—but at this early stage, no one knew quite what to make of him. His slight physique, pallid complexion, and cadaverous face, framed by a thick black beard, all lent him a somewhat sinister air. In person, however, he proved to be an amiable and charming conversationalist, cosmopolitan and at ease with foreigners in a way that his predecessors had never been able to pull off. His tastes were unconventional for a sultan. During the grand tour of the European capitals when he had accompanied his uncle Abdülaziz in 1867, he had developed a passion for opera. Once he became sultan, he commissioned palace performances—though he hated the tragic endings and had the plots and arias rewritten to close on a happy note. In his version of La traviata, Violetta is miraculously cured by a doctor. He also developed a taste for Sherlock Holmes whodunits and would have specially translated editions read to him at bedtime.

			Having witnessed his father and his uncle bankrupt the Treasury with reckless spending, he adopted a more austere and frugal lifestyle. Rather than live at Dolmabahçe, the luxurious palace built by his father on the Bosporus, he retreated to the hillside pavilion complex at Yıldız—less sumptuous but offering seclusion from the city and, most importantly, security. After surviving several assassination attempts and plots to restore his brother Murad V to power, Abdülhamid II became paranoid about safety. Eunuchs were enlisted to serve as food tasters—he even had one take the first puff of every cigarette, lest it, too, be poisoned.

			In confronting the empire’s foreign debt, Abdulhamid II displayed the patience of a master siege strategist. Advised by his closest longtime confidant, Georgios Zariphis—a banker from a prominent Ottoman Greek family based in Galata—he turned weakness into strength. The conclusion of the war with Russia temporarily relieved the pressure to make concessions to his creditors. Paradoxically, the draconian peace terms imposed by Russia boosted his negotiating position, as Western powers hesitated to further erode the Ottoman state, fearing a worst-case scenario in which the empire imploded and Russia gained direct access to the Mediterranean. When bondholders pressured their governments to intercede on their behalf, unlike in Egypt’s case, the authorities refused to become involved, disingenuously claiming that debt negotiations had always been private commercial matters and should remain so. Finally, like any giant debtor, Abdülhamid II astutely wielded the threat of total repudiation, which would have left the bondholders empty-handed, to obtain more favorable terms.

			For five years, Abdülhamid II patiently waited his creditors out, not budging until they offered sufficiently attractive terms. In 1881, he secured a landmark settlement: Half the empire’s debt was written off on the grounds that the Ottomans had been overcharged by bankers in the first place; arrears on interest payments, equivalent to $300 million, were slashed by 80 percent; and interest rates on the remaining debt were capped at 4 percent. These concessions reduced annual debt-service costs from $60 million to $20 million—a triumph for the sultan.

			But victory came at a price. The Ottoman government had to agree to the creation of the Ottoman Public Debt Administration (OPDA), an institution controlled by representatives from the creditor countries, including Britain, France, Germany, Italy, Austria-Hungary, and the Netherlands. The OPDA took charge of almost one-fifth of the state’s revenues, earmarking for debt service income from its salt and tobacco monopolies, as well as tax earnings tied to fisheries, stamps, spirits, and silk. Over time it grew into a state within a state. It had twenty offices across the empire, from Yemen to Salonika, employing over five thousand people, more than the entire Ottoman Treasury. For many Ottomans, the OPDA was a humiliating symbol of foreign domination, a daily reminder that their sovereignty had been mortgaged away. Abdülhamid II despised it but recognized its utility; it reassured foreign bondholders and helped to restore the creditworthiness of the empire.

			By the early 1880s the public finances of Turkey and Egypt had largely been brought under foreign control and, from the point of view of potential foreign investors, placed on a sounder footing. It spurred Rothschilds, after a conspicuous absence from the Near East of almost thirty years, to rethink its attitude toward the region. Between 1885 and the end of the century, it would underwrite four major Egyptian bond issues amounting to $250 million and two major loans to Turkey totaling $70 million.

			
				Skip Notes

				
					* His son, also Evelyn Baring, who was governor of Southern Rhodesia from 1942 to 1944, high commissioner for South Africa from 1944 to 1951, and governor of Kenya from 1952 to 1959, would become the fifth when he was made Baron Howick of Glendale in 1960.

				

			

		

	
		
			
				17.

				Le Krach de l’Union Générale

			
			Paris, 1880–1881

			While the Rothschilds were never primary targets amid the intensifying antisemitism that permeated Germany and central Europe in the mid-1870s, their luck would not hold once the movement crossed into France. During the 1870s, France had largely avoided the outbreak of antisemitism plaguing the rest of Europe—its Jewish population remained negligible, constituting less than a quarter of 1 percent of the total population, compared with nearly 1.5 percent in Germany and 4 percent in Austria-Hungary. In Paris, Jews numbered barely ten thousand, not even 1 percent of the city’s populace, while in Berlin they comprised closer to 5 percent; in Vienna, a full 7 percent.

			The 1870s had not been kind to France. Burdened by reparations payments and reconstruction costs after the Franco-Prussian War, the nation endured what amounted to nearly a lost decade economically. To service the debts incurred from the German indemnity, the government of France had to double taxes, raising its revenues from 6 percent to 13 percent of GDP. The strain on its national finances strangled investment in modernization, leaving the country with a manufacturing sector dominated by small firms and an economy still heavily reliant on agriculture. What saved the republic, long celebrated as a nation of savers, was its ingrained culture of thrift.

			In the late 1870s, buoyed by a public-works program and capital flowing in from Germany and central Europe, the French economy began to rebound. As The New York Times observed, “The French people, since 1872…ha[ve] been steadily growing rich, because they have…been steadily laborious and saving even to parsimony.” The French stock market, having avoided the tumult of the early 1870s that had devasted so much of the rest of Europe, was therefore primed for a catch-up. Between 1879 and the beginning of 1882, the stock market surged by 50 percent. It was like a mini-replay of Vienna and Berlin a decade earlier. “New companies appeared like locusts,” reported one observer. In 1881 alone, more than four hundred new companies with a nominal capital of $500 million were launched in France. In January 1882 alone, sixty companies raised a total of $70 million on the Paris Bourse, among them an electric-power concern, a Rio Tinto mining venture, the Senegal and West Coast of Africa Steam Shipping Company, an ostrich-breeding enterprise in Algeria, and a business dedicated to managing pigeon-shooting matches.

			Like Berlin and Vienna before, as money was “poured…recklessly into every channel of speculation,” it was, according to The New York Times, “the aristocracy, and particularly its younger members, [who]…turned to the Bourse, where they [showed] all the characteristic daring, recklessness, and vanity of their class.”

			Leading the newly energized market was the Union Générale, launched in 1878 by Paul-Eugène Bontoux, a former railroad engineer and graduate of the École Polytechnique, the leading technical institute in France. After a career in railroads, culminating in an executive position with Rothschilds in Austria, he had taken over a moribund investment fund, restructured it as a bank, and secured a million-dollar capital injection. The Union Générale was conceived as both a financial enterprise and a social venture aimed at combating the “capitalist power associated with…Jews and Protestants” and “unit[ing] the financial strength of Catholics, thus giving them a power they lack, and which is entirely in the hands of opponents of their faith and of their interests.”

			Investors in the new bank, headquartered in Lyon, were primarily drawn from monarchists and other reactionary groups opposed to the new republic. Among them were scores of minor princes and aristocrats, as well as bishops and curates, including Cardinal Luigi Jacobini, the pope’s personal secretary. The venture received support from the French throne’s pretender, Henri Dieudonné d’Artois, the Count of Chambord, grandson of Charles X. It opened a Roman branch and supposedly even received an investment of $600,000 from Pope Leo XIII. Its board featured some of France’s oldest and most prestigious names, including Alexandre Marie Sébastien, the Marquess of Ploeuc; Prince Bandini; and Henri de Mayol de Lupé.

			In its first heady years, the bank expanded at breathtaking speed. It raised an estimated $200 million in capital for its clients and increased its own capital from an initial $5 million to $20 million by 1880. It launched half a dozen insurance companies, started an electric-power company in France, and acquired the Bank of Milan. Within a few years, the bank’s portfolio included investments in Brazilian railroads, Italian real estate, Russian factories, Romanian natural-gas fields, a Roman tramway, a French brewery, and a transatlantic telegraph company connecting Paris to New York.

			Behind this ragbag of business ventures, Bontoux harbored a more strategic ambition. The collapse of the Ottoman Empire in Europe, he was convinced, would give rise to enormously lucrative investment opportunities across the Balkans—for example, the development of a railroad network connecting the emerging states of Bosnia, Herzegovina, Bulgaria, Serbia, Montenegro, and Romania and thus linking Vienna to Constantinople. But driven by a chip on his shoulder toward the Rothschilds, his ultimate goal was to undermine the dominant position of the Rothschild-led consortium in the finances of southeastern Europe. Taking his first concrete step toward this vision, Bontoux obtained the rights to construct a 365-kilometer railway across Serbia, connecting Vienna to Salonika, and began preparing a $20 million bond offering to fund the project.

			By then, Union Générale shares, originally issued at 500 francs, had risen more than sixfold, exceeding 3,000 francs in price. Early investors, who had secured shares by only having to pay a deposit of 125 francs per share, had multiplied their capital nearly twenty-fivefold. It seemed as if all of Lyon—“silk merchants, textile manufacturers, grocers, concierges, shoemakers, pensioners, haberdashers”—had an investment in the Union Générale.

			From the start, the bank was perilously leveraged and undercapitalized—paid-in capital barely reached $8 million—for the size of its balance sheet and the illiquid long-term investments it pursued. Furthermore, during the bull market of 1880 and 1881, rumors abounded that the bank was using customer funds, especially those of convents and religious organizations, to speculate in stocks. The Union Générale was also known as a major provider of margin loans. It would later emerge that among the Union Générale’s biggest borrowers were speculators purchasing the bank’s own stock on margin.

			As the stock price soared, Bontoux himself was unable to resist manipulating the market for Union Générale shares. With so much of the stock in the hands of “priests and devout women, not one of whom would sell a share,” he was able to corner the market, engineering a short squeeze against those betting on a fall in the price, further boosting the rise in its price. Most dangerously, Bontoux arranged for the bank to buy its own shares on the forward market.

			In late 1881, the Union Générale’s board announced a vote to raise new capital. The decision alarmed investors, who, fearing that the bank had become overextended, started selling. In the first week of 1882, as the stock price tumbled, speculators who had bought on margin were forced to liquidate, triggering a cascade of losses. By January 20, the stock had fallen by 60 percent. With so much of its reserves tied up in its own equity, the collapsing share price undermined confidence and precipitated a run on the bank. By month’s end, shares had fallen to one-tenth of their price a mere month before.

			In dire straits, Bontoux—who had trafficked freely in anti-Rothschild rhetoric while courting Catholic investors—turned to the Rothschilds for an injection of equity. Alphonse de Rothschild noted, not unsympathetically, that “poor Madame Bontoux has gone mad, and her husband doesn’t have much of his reason either,” but unsurprisingly, he rebuffed the plea. Unable to meet cash demands, the Union Générale closed its doors on January 30. Depositors lined the streets outside its offices, desperate to recover their money. “The despair of these people who have lost everything is pitiable to contemplate. Numbers of priests were among them, and many women, weeping bitterly,” reported Le Figaro.

			At the time, a vast share of the trading on the Paris Bourse—and other French stock markets—was in the forward market, where investors were required to pay only a fraction of the price up front. The balance fell due at the next settlement date, either on the 15th or the last day of the month. Most investors routinely would roll their positions forward from one settlement to the next. It was this mechanism that had enabled Bontoux to inflate his share price on the way up, despite having so little capital of his own.

			The collapse of the Union Générale unleashed an avalanche of panic selling on the Paris Bourse. Investors who had contracted to buy stocks in the rising market, expecting to roll over their positions indefintely and continue reaping profits, suddenly became forced sellers. The ambiguous legal status of the forward market compounded the crisis: Because no actual goods or money changed hands in these transactions, the law treated such contracts as mere wagers. In the eyes of the state, the losses amounted to gambling debts, whose collection was, at the time, unenforceable under the French Civil Code. Seizing on this legal loophole, scores of investors simply abandoned their obligations when the settlement date arrived at the end of January, leaving their brokers to shoulder catastrophic losses. Half the stockbrokers on the Paris Bourse teetered on the brink of collapse. Among the many casualties was a thirty-four-year-old stockbroker and amateur painter named Paul Gauguin, who, after losing his job, abandoned his brokerage career and decided to devote himself full-time to his painting. Only a $20 million bailout from a banking consortium—prominently led by the Rothschilds—prevented the complete collapse of the Paris Bourse.

			Bontoux was arrested for fraud and imprisoned at the Conciergerie, where Louis XVI and Marie Antoinette had been held before being beheaded. At his trial later that year, he blamed an unnamed “Jewish syndicate” he dubbed “the Sanhedrin”—clearly referencing the Rothschilds—accusing it of hatching a plot to undermine confidence in his bank by dumping its stock. Government investigators found no such evidence. Bontoux was found guilty of falsifying subscription documents and manipulating his share price. Sentenced to five years in prison, he escaped, crossing into Spain, where he remained in hiding for several years.[*]

			Bontoux’s defense—that he was the victim of a plot by a cabal of German Jewish bankers—was taken up four years later by journalist Édouard Drumont in a two-volume screed titled La France juive. The twelve-hundred-page tome, a rambling, half-baked history of France, blamed Jews for all the nation’s ills, especially those since 1870. He accused Jewish bankers of orchestrating a national takeover: “Jews, vomited from all the ghettos of Europe,” he wrote, “are now installed as the masters in historic houses that evoke the most glorious memories of ancient France.” The book attacked hundreds of Jewish families by name. But Drumont reserved his most vituperative insults for the Rothschilds, who he claimed were worth the equivalent of $600 million, and who, “despite their billions, have the air of second-hand clothes dealers. Their wives, despite all the diamonds of Golconda, will always look like merchants at their toilet.”

			This venom directed at France’s wealthy Jews struck a chord with a French public shaken by defeat in the Franco-Prussian War and struggling to accept the relative decline of what had been, barely a century before, Europe’s greatest power. It especially resonated with Catholics and royalists who harbored fantasies of turning back the clock and restoring the monarchy. Despite its length, the book became a runaway bestseller, with one hundred thousand copies sold in its first year. It would become one of the four or five most widely read French books of the nineteenth century, with sales in the millions.

			Following La France juive’s astounding success, Drumont published a stream of books and countless pamphlets harping on Jewish perfidy, becoming France’s leading and most aggressive antisemite. In 1892, he founded a muckraking daily, La Libre Parole, which would play a central role in the two great scandals of fin de siècle France, becoming one of the country’s most influential newspapers. In its first major scoop, it uncovered evidence that two German Jewish middlemen had paid bribes to parliamentarians and civil servants on behalf of the Compagnie Universelle du Canal Interocéanique de Panama (Panama Canal Company), which had collapsed, leaving the French public with $200 million in losses. Two years later, it broke the story of Captain Alfred Dreyfus’s arrest for espionage. During the trials and retrials that followed, proceedings that transfixed all of France, La Libre Parole emerged as the loudest and most venomous antisemitic voice in the campaign against Dreyfus.

			Yet with the Dreyfus affair, the antisemitic movement in France had overreaached. A wave of revulsion against the terrible injustice of Dreyfus’s sentence swept the country. The France of the Enlightenment—the nation that had given the world the idea of universal human rights—reasserted itself and reversed Dreyfus’s conviction. By the turn of the century, Drumont’s baleful influence had reached its peak and thereafter steadily waned. When he died in 1917, he was all but forgotten.

			
				Skip Notes

				
					* Émile Zola’s novel L’argent, published in 1891, was inspired by the actual events surrounding the rise and fall of the Union Générale. The book tells the story of Aristide Saccard, an unscrupulous financier who, determined to take on the Jews, whom he believes to be in control of the Paris Bourse, sets up a bank to fund railway investments in the Middle East. He eventually resorts to manipulating the stock of his own bank, secretly buying a quarter of the outstanding shares with the bank’s own deposits. He is finally laid low, driven into bankruptcy and exile by the immensely powerful Jewish banker Gunderman, who is by all accounts modeled on the real-life James de Rothschild.

				

			

		

	
		
			
				18.

				We Don’t Need to Make Money

			
			By the standards of the nineteenth century, the industrial depressions following the 1873 financial crises were not especially deep. The worst-affected country, the United States, suffered only a modest recession, in which industrial production fell by only 6 percent, while none of the other great powers—neither Germany nor Britain nor France—experienced any decline in industrial production. Even so, as prices spiraled downward, profits plunged, and the burden of overhanging debts kept mounting, it felt much worse to contemporaries.

			Mayer Carl von Rothschild, who had been prescient enough at the peak of the market to predict a collapse, wrote of the black mood beclouding Europe, of “trade and industry…dying,” lamenting that “in my forty years of experience, I have never lived through such times and…one cannot perceive the source of any improvement, since there is a kind of solidarity of depression in all places.” That same pessimism was echoed across the Atlantic. In 1877, Horace White, the most respected financial journalist in the country, one of the early editors of the Chicago Tribune and now a columnist for The Evening Post and The Nation, wrote that “never in the memory of living men” have the industries of the country been “so smitten with paralysis,” leaving a “weary and aching mass of unemployed or half employed capital, misdirected talent, and underpaid labor” to suffer.

			While the depression may not have been deep, it kept dragging on—in the United States, it would end up being the longest such downturn in history. As it extended into a fifth year, permeating ever more parts of the world, the impact came to be exaggerated in the public mind. Never had there been “such a depression, spread over so many countries, inflicting such continuous distress, and lasting for so long a period of time,” wrote Bonamy Price, the Drummond Professor of Political Economy at Oxford, in 1877.

			But as so often happens in a downturn, the level of gloom and pessimism seemed to reach its darkest pitch in the fall of 1878, just as the global economy was starting to bottom out. The economies of the major powers all hit their lows in 1879, and by 1880, most of the world had turned around and was once again booming. International lending resumed, and capital investment surged. Over the next twenty years, until the end of the century, the world’s four biggest economies would grow at an annualized rate of 2.5 percent—the same pace reached during the pre-1873 boom years. There were, of course, some differences in the pattern of growth, as compared with before. Britain, hobbled by increased competition from abroad, no longer acted as the locomotive of the global economy. Instead, leadership shifted to the two new powerhouses: the United States and Germany. In the USA, once again investment in the railroads provided the biggest impetus to growth. During the 1880s, 75,000 miles of new railroad track was added, more than doubling the size of the network at a cost of $5 billion, or roughly 5 percent of annual GDP. But this go-around the railroad companies relied more on equity and less on debt. International trade also became less of a driving force—in the earlier boom years, it had grown at three times the rate of global GDP; now it merely kept pace.

			The industrial surge after 1880 was unusual. Unlike in every other global boom in history, prices, already in free fall during the bust, kept on going down. Consumer prices in both Britain and the United States, having already declined by more than 15 percent since 1873, would fall by another 15 percent over the next decade and a half. Before it was all over, they ended up a full third lower. The second leg of the decline was also different. Whereas the first downdraft had seen pretty much everything go down equally, this phase was now primarily driven by a drop in the prices of internationally traded goods. Having already plummeted by an eye-popping 30 percent by 1879, they fell by another 20 percent over the next fifteen years.

			The driving force that had precipitated the initial collapse in prices in 1873—the simultaneous move by almost all Western countries to abandon silver and rely solely on gold as the foundation for money—continued to hang over the global economy. After the surge in gold production following the Californian and Australian finds of the early 1850s, the pace of gold discoveries ground to a halt, and world production plateaued at the equivalent of $150 million a year—barely enough to offset the decline in the value of silver reserves and maintain growth in line with the economy. By contrast, silver production soared, tripling between the early 1860s and early 1890s due to the bonanza of discoveries in the American West, starting with the Comstock Lode in Nevada. In retrospect, it became apparent that the monetary authorities had ditched silver at precisely the wrong time, just as it was becoming more plentiful and gold scarcer, thus depriving themselves of a much-needed source of international liquidity during the 1880s and ’90s.

			But, complicating the story, two additional factors driving prices down came into play. The first was the dramatic reduction in the cost of shipping goods, a consequence of railroad expansion and advances in steamship technology. By the early 1890s, the cost of moving grain by rail from Chicago to New York had fallen from thirty cents to thirteen cents per bushel. Shipping costs across the Atlantic had fallen even more—from twenty cents to two cents per bushel by the early 1890s. Similarly, the opening of the Suez Canal had led to a 50 percent reduction in the costs of transporting goods between Europe and the Far East. Superimposed on this decline in transport costs was a spike in productivity due to the transformative impact of a surge of new technologies and inventions—among them mechanical reapers; mowing and seeding machines; steam hammers; excavators and drills; electrical motors; sewing machines; hydraulic lifts, cranes, and elevators; and the telephone.

			In the two decades after 1880, the global economy was riven by these two conflicting forces. On the one hand, dramatic productivity improvements in almost every sector of the economy—in industry, in agriculture, and in transport—made it possible to produce more at lower costs. On the other hand, because of declining prices, the economy remained weighed down by the rising real burden of debt and a shortage of liquidity. These crosscurrents have made any simple characterization of the period almost impossible. It may not have been a period of depression, though many contemporaries would call it that. But it was not exactly a boom either. It had elements of both. The world economy felt like a car being driven with one foot on the accelerator and the other on the brake. Every time it seemed poised to accelerate, it came to a shuddering stop.

			So even though the collective growth rate of the four largest economies in the world—those of Britain, France, Germany, and the United States (the largest economy in the world, having overtaken Britain in 1872, and the most dynamic)—was, on average, much the same as it had been during the mid-Victorian boom, each of the countries would spend about a third of the nineteenth century’s final two decades in recession.
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			In the years after 1879, the governments of almost every major nation—the United States, France, Italy, Canada, Germany, and Britain—each organized an official commission to investigate the causes of the so-called depression. The first of these blue-ribbon committees was convened by the House of Representatives during the fall of 1878 and early 1879, as the U.S. economy was bottoming out. A panel of seven congressmen under the chairmanship of New York Representative Abram Hewitt scheduled a series of hearings in New York, Chicago, Scranton, and Washington, D.C., to investigate “the Causes of the General Depression in Labor and Business.” Over seventy-five witnesses—some invited, some appearing at their own initiative—testified before the committee. Drawn from every segment of society, they included a plumber, a physician, a piano builder, three cigar makers, four members of the socialist Greenback Labor Party, and one individual who characterized himself simply as a capitalist. Also appearing before the committee were two experts: the most illustrious economist in the country—Professor William Graham Sumner of Yale—and the financial journalist Horace White.

			The transcripts of the hearings make for remarkable reading. So many different viewpoints were expressed that one observer was later able to extract from the testimony 180 separate causes of the depression. The list included reckless legislation by Congress, extravagant living, too much education, the countrywide spread of mental illness, the overissuance of free passes by the railroads, and the failure to grant women the vote or, conversely, the fact that women were stealing jobs from men. Faced with so many different explanations for what had happened, The Nation scoffed that the depression had led to “more conflicting economical theories than any other occurrence of ancient or modern times,” calling into doubt “the reputation of political economy as a science.” It was not the last time that the validity of the discipline would come into question.

			Among the witnesses called to testify before the committee, no fewer than five representatives of temperance organizations appeared. All of them attributed the problem of unemployment to excessive consumption of “intoxicating drinks” and its damaging effect on incentives to work. The president of the National Temperance Society of the United States—who also happened to head the New York Chamber of Commerce—testified that the amount of money spent on liquor would be enough to pay off the national debt in three years. One of his colleagues even advanced the novel theory that all this spending on alcoholic beverages was depriving the economy of a potential source of capital for investment and thus holding down the growth rate. He was interrogated particularly sharply by the chairman of the committee, who displayed little sympathy for his views, pointing out that the French drank wine in abundance but seemed to be among the “richest people in the world.” He failed to mention that as grain prices fell and spirits became cheaper and more affordable, many European nations were experiencing epidemics of alcoholism of their own.

			Among the various commission reports issued, each could point to some local idiosyncrasy that made its depression especially bad. In the United States, it was the destruction of crops in the Midwest by a massive plague of locusts; in Britain, the competition from foreign manufacturers; in Germany, improbably, the decline in the price of beet sugar; in France, the wholesale destruction of vineyards caused by the outbreak of phylloxera, as well as the disappearance of sardines from the coast of Brittany; in Italy, a disease attacking silkworms.

			But if there was a consensus to be distilled from this farrago of official reports, it was that the most important cause of the depression had been the excessive speculation of the boom years, fueled by poor lending practices on the part of bankers. By far the most articulate witness to come before the congressional committee was White. The essence of his testimony was best captured by an article he had written a few years before for The Fortnightly Review. In the piece, titled “The Financial Crisis in America,” he placed the blame for the crisis squarely on the shoulders of bankers: “A financial crisis consists of an undue accumulation of debts based upon exaggerated and fanciful ideas of the value of property,” he wrote. “Perhaps we have a right to expect that bankers will be wiser than others in discerning the approach of these catastrophes, and more prudent in applying the brakes to prevent them. But, in fact, they are not wiser than others, they never have been…. They live in the same atmosphere as other people, and when it becomes surcharged with the oxygen of high prices, large profits, active speculation, and a delusive prosperity, they become exhilarated with the rest, and make large loans.”
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			The irony, of course, was that it was this very group—bankers and financiers, blamed by one and all for the crisis—that, as prices fell and the purchasing power of money soared, prospered the most in its aftermath. The rest of society did not fare so well. In the deflation, the hardest hit were those who made their living from the land. Cutting across classes and countries, they ranged from small-time wheat farmers in the American Midwest to cotton growers in the South, from French peasants to British and German aristocrats with grand estates. European agriculturalists, both large and small, were especially badly hit by the deluge of cheap prairie wheat flooding the Continent. The governments of Continental Europe, especially those of Germany and France, abandoned their experiment with free trade and tried to mitigate the impact on their farmers by slapping tariffs on imported food grains.

			In Britain, by contrast, the government doggedly stuck to its commitment to free trade. As a result, the value of agricultural land in England fell by 50 percent, leaving the British aristocracy in desperate straits. For many, the solution was to marry a rich American. Between 1870 and the start of World War I, some one hundred British aristocratic marriages—one in ten—were to American heiresses. The trend began in 1874, with the marriage of Jennie Jerome, the daughter of New York financier Leonard Jerome, to Lord Randolph Churchill, the younger son of the seventh Duke of Marlborough—a union that produced Winston Churchill. The bride came with a dowry of $250,000, equivalent to $10 million today. Two years later, Consuelo Yznaga—the daughter of Antonio Modesto Yznaga del Valle, a Cuban American with a sugar plantation in Trinidad and a large mansion in Newport, Rhode Island—married George Montagu, Viscount Mandeville, heir to the Dukedom of Manchester and a close friend of the Prince of Wales. Her father settled a dowry of $1 million on her, around $30 million today. The most celebrated of these marriages was in 1895, between Consuelo Vanderbilt and the ninth Duke of Marlborough, whose ancestral home was Blenheim Palace in Oxfordshire. She brought $2.5 million to the union, or the equivalent of $100 million today.

			Industrialists across Europe and the United States fared better than farmers. Some, particularly in America, such as Andrew Carnegie and John D. Rockefeller, even made giant fortunes. But as a class, they, too, were hurt as falling prices and the overhang of debt cut into profits. After dropping by over a third in the half decade after 1873, corporate profits in the United States stagnated, never regaining their 1872 peak until the 1890s. Corporate profits in Britain traced a similar arc. The pressure on British and U.S. profits showed up in stock prices. The real return that a typical investor in Britain was able to earn by investing in stocks went from 13 percent per year in the quarter century before 1873 to less than 5 percent per year in the quarter century afterward. Even in the United States, where the economy was stronger, real returns on stocks fell from 11 percent before 1873 to less than 7 percent after. In fact, the period from 1880 to 1896 has gone down as the longest bear market in U.S. history.

			As farmers and industrialists struggled with plunging prices and declining profits, they found it especially infuriating to see bankers, buoyed by the rising real value of financial assets, doing so well. The same forces that had fueled the mid-Victorian boom in finance—the high savings rates of the middle classes and the widening spectrum of global investment opportunities—remained intact. International capital flows from Britain, which had reached $500 million annually at the height of the boom before shrinking to less than $100 million in the late 1870s, rebounded, and by the late 1880s, they were back to their peak. In 1875, the combined value of assets in the financial systems of London, Paris, and New York stood at around $60 billion, having tripled over the previous twenty-five years. Remarkably, over the next quarter century, these assets nearly tripled yet again, rocketing to an estimated $160 billion by 1900. This ever-expanding flow of savings provided bankers with enormous opportunities to profit from underwriting fees, commissions, and trades. And few institutions were better positioned to exploit these advantages than the house of Rothschild.

			During the 1870s, the third generation of Rothschilds began to pass on. Anselm, the oldest, died in 1874; Lionel, in 1879; Mayer Carl, in 1886. By the end of the 1880s, of the cohort that had led the family bank after James’s death, only Alphonse and his brother Gustave remained, both still at the helm of Rothschild Frères. In the next generation, the family proved to be unlucky in its demographics: Of the thirty-eight children who survived beyond infancy in the fourth generation, a mere twelve were male, and among these, barely a handful showed any interest in the banking business.

			Of Anselm’s three sons who lived into adulthood, only the youngest, Salomon Albert, known as Salbert, joined the bank. He was a born businessman who, at the age of thirty, took over the Vienna branch from his father and made himself the single most important financial figure in the Austro-Hungarian Empire. Anselm’s oldest surviving son, Nathaniel, had long since fallen out of favor with his father over his freewheeling ways. He lived the life of a playboy—a personality type common in that age group of Rothschilds—and never married, devoting his time to his passion for collecting art and breeding racehorses. The middle son, Ferdinand, much more at home in England, where both his wife and mother were from, than in Austria, abandoned Vienna for the life of a Buckinghamshire country squire and channeled his energies into Liberal Party politics.

			Among the English Rothschilds, only Lionel’s eldest son, Natty, who in 1885 would be elevated to the House of Lords as Baron Rothschild of Tring (the name of his Buckinghamshire estate), displayed any interest in or aptitude for finance. His more flamboyant and sociable brother, Alfred, finding the business of banking insufferably tedious, ceded the day-to-day responsibility for actually running the bank to Natty. Instead, he settled into the leisurely existence of a London society figure. But he persuaded himself that, in time-honored Rothschild tradition, he was able to advance the family’s political influence by leveraging his extensive connections in high social circles. Leopold, the youngest, nominally a partner, devoted himself to his zeal for thoroughbreds, assembling one of Europe’s finest racing stables.

			Two other Anglo-French cousins of the fourth generation, James and Arthur—the sons of Lionel’s younger brother Nat, who had married into the French Rothschilds and moved to Paris—had even looser ties to the banking business. James lived in Paris, developed a passion for collecting books, and is said to have committed suicide in 1881, at the age of thirty-seven. His brother, the shy and eccentric Arthur, lived a life of distracted idleness, becoming both a noted philatelist (he even published a book on the subject) and a prominent yachtsman (he provided the original prize money for the America’s Cup).

			Alphonse, the elder statesman from the third generation, acknowledged this diminished ambition when he reportedly stated: “We don’t need to make money. Our only desire is to preserve what we have.” Yet, astoundingly, the bank’s profitability did not suffer. The remarkable machine for cranking out profits, constructed by the third-generation cousins, seemed to possess a momentum all its own and persisted unabated. At the time of James’s death, the bank had been generating approximately $6 million annually. After a dip in the late 1870s, it bounced back, averaging about $7 million a year for the next two decades.

			Rothschilds continued to dominate the business of underwriting foreign bonds, which boomed once again during the 1880s and ’90s. The London branch alone brought to market foreign bonds totaling $1.8 billion for clients as diverse as the governments of Russia, Hungary, Brazil, Chile, Egypt, Turkey, Burma, Bengal, and South Africa. In addition, the firm diversified into numerous new ventures: gold and diamonds in South Africa, banking in South America, ruby mines in Burma, oil in Baku, nickel in New Caledonia, copper in Spain and Montana, electricity in Italy, railways in the Mediterranean, and even the financing of New York City’s sprawling subway system. Under Salbert, the Vienna branch became the financial cornerstone of the Habsburg Empire. Not only was it the largest private bank in Austria-Hungary, managing Emperor Franz Joseph’s assets and all loans for the state, it also controlled Creditanstalt, the biggest industrial investment bank in the empire, and the Bodencreditanstalt, the empire’s leading land bank.

			The key change was in how profits were distributed. While the bank had previously reinvested almost its entire surplus into the business, after 1880, as more of the Rothschilds drifted away into lives of leisure, it paid out considerably more to shareholders. Its capital base, while still massive and more substantial than that of any other European bank, grew by only 20 percent in the twenty years between 1880 and the end of the century.
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					Alfred de Rothschild, a member of the fourth generation of Rothschild bankers, featured here in a cartoon from Vanity Fair, was an urbane and charming London society figure who tried to play a role as an international diplomat.

				
			
		

	
		
			
				Epilogue

				Brussels, 1892

			
			In the third week of November 1892, Alfred de Rothschild arrived in Brussels as one of the four British delegates to attend the International Monetary Conference. The conference, the brainchild of U.S. President Benjamin Harrison, was the third attempt in fifteen years by an American administration to reform the global currency system.

			Alfred showed up in the Belgian capital in his customary grand style, having traveled aboard his private rail carriage with a retinue of four valets and an enormous cart of luggage, and took over two suites on the ground floor of the Hôtel de Belle-Vue, adjacent to the king’s palace. He was an implausible figure for a financial statesman. While he carried the most prominent last name in banking, his career as a banker had not been especially illustrious and he was much better known for his opulent lifestyle than for his financial acumen.

			After spending a year at Cambridge, where he developed a love of acting and was part of the fast Marlborough House set orbiting the Prince of Wales (later Edward VII), he had dropped out and joined the family firm as a partner. Bored by banking, he left the management of the business to his elder brother, Nathaniel, and settled into the primrose path of a London society figure. For four days a week—he always took Friday off—he would arrive at the New Court office of N. M. Rothschild & Sons at 2:00 p.m., have a long lunch, often followed by a nap, and be home well in time for the evening’s entertainment.

			He made up for his indolence at work by channeling his energies into his passions—the theater, the opera, the arts—and throwing over-the-top parties. In contrast to most of his cousins, who tended to be portly, he was slim and dapper. Urbane and charming, generous to a fault, and fluent in several European languages, he cut a dashing figure across the English capital. “He knows and is known by everybody in London,” wrote Vanity Fair. At Alfred’s infamous dinner parties, heads of state and prominent bankers would mingle with his theatrical friends or more dubious characters from the demimonde of the West End. The weekends at Halton House, his country house in Aylesbury, “a combination of French château and gambling house,” were especially notorious. There, guests might be entertained around Alfred’s own private circus ring, dazzled by troupes of magicians, acrobats, and even performing monkeys, with the host posing as ringmaster, perfectly dressed for the part in top hat, blue frock coat, and lavender gloves, a long whip in hand. Or they might be serenaded by his own personal orchestra (the musicians all selected to be of the same height), which Alfred would personally conduct with a diamond-encrusted baton.

			Not surprisingly, he seemed to attract scandal, his private life viewed as faintly risqué. He was undoubtedly gay. But he also kept a mistress, a married woman named Marie Wombwell, with whom he fathered a daughter, Almina. He lavished the girl with money and presents, with the predictable result that she grew up to be a spoiled, grasping woman.[*]

			Somewhat improbably, in 1868, at the age of twenty-six, he had been invited to join the Court of the Bank of England, the first Jewish banker to be so honored. Unlike Alphonse de Rothschild, his French cousin and brother-in-law, who had made quite a mark in a similar role at the Banque de France, Alfred had not had much of an impact. In fact, his tenure was cut short in 1889, when, after twenty-one years, he was forced to resign under a cloud, accused of having misused his position to pry into the accounts of an art dealer in London with whom he was doing business.

			His tenure at the Bank of England did, however, give him a front-row seat to the growing problems created by the mounting scarcity of international gold reserves. Like all the English Rothschilds, he had long been a staunch advocate of the gold standard, believing that, despite the deflation in prices attributed to it by critics, it brought enormous benefits to Britain. As the largest creditor nation in the world, with an international loan portfolio of $2.5 billion, the country at large gained massively as prices fell. As he put it, “Wheat at 30 shillings per quarter instead of 45 shillings is rather a blessing than otherwise.”

			Over the two years leading up to the Brussels conference, his views had begun to evolve. In the late 1880s, as political tensions among the major powers escalated, central banks across Europe once again started to accumulate gold in competition with one another. The Bank of Russia amassed $400 million on the open market, the Banque de France bought $150 million, and the Imperial Bank of Austria-Hungary and the German Reichsbank each purchased close to $100 million. This scramble for gold, reminiscent of the similar rush in the 1870s, even put a strain on the Bank of England’s own reserves, compelling it to keep its interest rates elevated, despite continued deflation and weak economic growth.

			Pressure on the Bank of England further escalated in late 1890, when the propensity to take excessive risks finally caught up with Baring Brothers. Over the prior decade, Barings had invested heavily in Argentina, which by 1890 had become the fifth-largest sovereign debtor in the world, owing a total of $250 million to foreigners. That year, the failure of the wheat harvest and an aborted coup d’état brought home to foreign investors how politically and economically unstable Argentina was. As the country’s economic troubles mounted, Barings was caught holding $20 million in Argentine investments—including $10 million in unsold Buenos Aires Water and Drainage Company bonds—against only $14.5 million in capital. More alarmingly, the bank was dangerously overleveraged, with total obligations exceeding $100 million. When foreign depositors, among them the Russian government, began withdrawing funds, Barings was forced to turn to the Bank of England for an injection of capital. The failure of such a prominent institution would have threatened a cascade of defaults among London banks and undermined the City’s standing as a global financial center. Unable to manage the rescue on its own without dangerously depleting its gold reserves, the Bank of England assembled a consortium of lenders, including Rothschilds, the Banque de France, and even the Bank of Russia, to participate in the bailout.

			The experience had convinced Alfred that the scarcity of gold was now posing a genuine threat to the stability of the international financial system. In early 1892, when President Harrison’s invitation to the International Monetary Conference, the goal of which was to explore ways “to increase the use of silver in the currency systems of the nations,” arrived, Alfred jumped at the opportunity.

			It was hard to know why he was so keen to join his British delegation. Even by his own reckoning, the obstacles to an international agreement on stabilizing silver prices would be “quite insurmountable.” There had already been two failed attempts—in 1878 and 1881—at finding an international solution to the problem of silver, and few people harbored any illusions that this latest effort would be any more successful. Moreover, of all the countries in the world, Britain had the least to offer in such an exercise. It had been on a pure gold standard for the last three-quarters of a century, since the end of the Napoleonic Wars, and had largely distanced itself from most of the silver disputes that had so bedeviled Continental Europe and the United States.
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			The contrast between the mood in Brussels and the atmosphere at the first International Monetary Conference, held during the 1867 Paris Exposition Universelle twenty-five years earlier, could not have been starker. That earlier conference had taken place at the height of the global boom. Liberal economic ideals, like free trade, were in the ascendancy; international trade and capital flows were surging; gold supplies were plentiful; and money was readily available. At the time, an ambitious master plan had been hatched to unify the world’s currencies under a single standard, linking them all to gold. Though the essential goal of the plan had been achieved and most of the world had indeed shifted to gold, the transition had been chaotic.

			In the quarter century since 1867, the world economy had gone through something of a roller coaster—a six-year boom, then a bust, then a six-year global depression followed by a herky-jerky twelve years of erratic recovery. For all this instability, standards of living had improved remarkably—the average European was 30 percent richer than they had been in 1867; the average American, 50 percent. But the goal of a smoothly functioning international trade and monetary system had remained out of reach.

			The singular problem was the unabated decline in prices, a trend that had persisted—with only a brief respite in the early 1880s—for nearly twenty years. By 1892, an astonishing array of commodities from every corner of the globe—American cotton, Russian grain, Brazilian coffee, Malaysian rubber, Peruvian guano, Chilean copper—could be had for half the price they had commanded twenty years before. The collapse in the prices of basic commodities had been even more precipitous: Pig iron had gone from $25 to below $12 per ton, raw cotton from $0.19 to less than $0.08 per pound, and wheat from $1.85 to $0.80 per bushel.

			The failure of governments to halt, let alone reverse, the never-ending fall in prices had created a sense of impotence among investors. A particularly vocal prophet of doom was the well-connected British economist Moreton Frewen. A friend of the Prince of Wales who had married the American heiress Clarita “Clara” Jerome (making him Lord Randolph Churchill’s brother-in-law), he had led an adventurous life as a world travelever. He moved to the U.S. and bought a cattle ranch in Wyoming. When that went bust, he did a two-year stint in India, where he had served as an adviser to the nizam of Hyderabad. After he returned to Britain in 1889, he began to write on economic affairs. In his widely read articles, he posed the rhetorical question: What would happen if prices kept falling over the next twenty years at the same pace as the last twenty? Such an eventuality would bring prices down to where they had stood three centuries before, at the end of the sixteenth century. He speculated that there would be mass repudiation of debts across the world, which would bankrupt the entire Western financial system.

			In the same vein, German economist and journalist Max Wirth—the Viennese correspondent for The Economist and the author of the doorstopping tome Geschichte der Handelskrisen, a history of economic crises—a man not known for hyperbole, captured the prevailing mood of impending doom when in 1890 he wrote, “The whole human race seemed to be in collapse: revolution and financial bankruptcy in Portugal and Brazil, the coup d’état in Chile, war in Central America, a financial and commercial crisis in Argentina, a building crisis in Italy. With such a compound mixture of financial losses and dangers, it is not surprising that the minds of European investors became utterly depressed.”

			Governments in Europe had tried to deal with declining prices by raising tariffs to stem the invasion of cheap goods from abroad. Across Europe, one country after another had abandoned free trade—first Germany, then France, then Austria-Hungary and Italy—by imposing duties on imports. German tariffs on imported grains had been jacked up from below 6 percent to above 30 percent; French grain levies approached 40 percent. Manufacturing duties, which had been steadily reduced during the boom years (from 28 percent in 1850 to 8 percent in the early 1870s), were pushed back up to 15 to 20 percent. The United States was one country that had never embraced the European belief in free trade, maintaining tariffs of 40 percent or more on imports of manufactured goods, even during the boom years. But during the deflation, it had even ratcheted up its level of protection to a still more extreme degree, passing the McKinley Tariff Act of 1890 (sponsored by Ohio Congressman William McKinley), which raised import duties to 50 percent. Only Britain, the world’s dominant trading nation, with the most to lose in a general retreat from globalization, had refused to abandon its commitment to free trade and zero tariffs.

			The spikes in tariff rates had triggered a cascade of retaliatory trade wars. In 1886, France responded to Italian tariffs of 60 percent with a tit-for-tat restriction on the two major Italian exports—wine and silk—and trade between the neighbors fell by a third. That same year, Romania and Austria-Hungary, despite being close military allies, stumbled into a similar spat that reduced bilateral trade to a trickle. In North America, after the U.S. secretary of state, James G. Blaine, had tried to wield the McKinley Tariff as a cudgel to pressure Canada into joining the United States as the forty-fifth state, Canada retaliated by raising its own tariffs on American goods and redirecting its trade to Britain. In 1892, France imposed punitive tariffs on landlocked Switzerland.

			While tariffs provided partial relief to individual sectors of the economy, they proved ineffectual in reversing the trajectory of ever-declining prices. A growing chorus of experts began to argue that the fundamental problem lay in the malfunctioning international monetary system—specifically, in the growing scarcity of international gold reserves. This was the basic premise behind the now long-forgotten debate between the bimetallists and the goldbugs, as advocates of the gold standard were called. The logic of the case for bimetallism was simple: Silver had served as one of the two foundational precious metals backing currency for centuries. The decision to abandon it in 1873 had coincided with the onset of two decades of deflation. With gold increasingly scarce, why not expand the supply of currency and ease credit by restoring silver to the monetary mix, returning to the sort of bimetallic standard that had prevailed across much of the West before 1873? After all, the system had proved remarkably successful in oiling global economic growth during the boom years.

			For observers today, it takes an enormous leap of imagination to fully appreciate how intense and deeply felt were the passions stirred by that era’s defining dispute over bimetallism. To modern eyes, the controversy seems almost quaintly esoteric and the rancor generated by the arcane debate barely comprehensible. But during the final two decades of the nineteenth century, it became, according to one account, “undoubtedly the most momentous question of the time—outside the question of war between any great Powers.”

			This crusade to restore bimetallism attracted support from the legions of groups around the world harmed by falling prices—Midwestern prairie farmers and Western miners; German Junker aristocrats; Argentine ranchers; Italian manufacturers; countries like China and India, still operating on the silver standard; British textile factory owners in Manchester and Liverpool, struggling against Asian competition. Standing in opposition were the goldbugs, boasting their own army of supporters, almost exclusively drawn from the moneyed classes. The most fervent of them were the world’s bond investors, several hundreds of thousands strong, and all their various bankers, whether based on Wall Street, at the Paris Bourse, or in the City of London. For them, falling prices were a boon that generated a giant windfall by boosting the real value of their financial assets.

			Both sides marshaled reams of studies and statistics to support their respective positions, and a torrent of articles and books on the subject flooded the market. Bimetallists believed that the most telling barometer of the deflationary forces sweeping through the world economy was the price of silver. It had fallen from $1.32 an ounce in 1872—a price that had remained stable since the end of the eighteenth century—to a mere $0.83 at the beginning of 1892. Bimetallists liked to point out that the nearly 40 percent decline in the price of silver almost exactly mirrored the broader 40 percent fall in the prices of international goods.

			In the ensuing debate, a few individuals did change their allegiance. But for the most part, the two sides became impervious to evidence, and the division took on an almost theological character. Like many quasi-religious disputes, it even divided families. The French Rothschilds, for instance, had long championed the system of global bimetallism that had flourished, with France at its center, for the first three quarters of the century. Having lost the battle in 1876, when France had been forced to suspend silver coinage, they continued to advocate remonetizing the metal, a move that Edmond de Rothschild thought would be a “great relief for the commercial world.” By contrast, the English Rothschilds, aligned with the rest of the financial establishment on London’s Square Mile, staunchly supported the gold standard.
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					An 1896 cartoon from the magazine Puck titled “They Both Claim Him,” depicting the presidential candidate William McKinley being torn between Eastern supporters of the gold standard and Western advocates of free silver, symbolized the acrimonious national debate over monetary policy in the last decades of the nineteenth century.
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			In Britain, bimetallists remained a fringe group, viewed for the most part as monetary cranks, harmless eccentrics, a little like vegetarians at the time. Oscar Wilde loved to poke fun at them—in his plays, whenever he wanted to signal that someone was an oddball, he would make them a bimetallist. In An Ideal Husband, a woman being pursued by an unwelcome suitor recounts: “At luncheon I saw by the glare in his eye that he was going to propose again, and I just managed to check him in time by assuring him that I was a bimetallist.”

			The one country where bimetallism did acquire a genuine mass following, however, was the United States. It had started out as a mostly Western faction, led by owners of silver mines in Nevada, Idaho, Montana, Colorado, and Utah, all with an obvious vested interest in bolstering silver prices. But as grain prices continued to decline, the campaign to restore a monetary role for silver began to gather momentum, particularly among Midwestern farmers in Kansas, Nebraska, and the Dakotas; burdened with mortgages, they saw silver restoration as the path to expanding the money supply and lifting prices for their agricultural products. Supporters of bimetallism also came up with a much catchier slogan to promote their doctrine: Free Silver—for under a bimetallic system, where both gold and silver functioned as legal tender, anyone could deliver unlimited quantities of silver to the U.S. Mint and have it be struck into dollars.

			But the cause of Free Silver never mustered sufficient congressional strength to secure more than some modest legislative concessions. In 1878, Congress passed the Bland–Allison Act, authorizing the government to buy between $2 million and $4 million worth of coinable silver bullion each month. As a currency expansion measure, it was woefully inadequate and proved to be ineffectual, serving as merely a sop to mining interests. In June 1890, the Free Silverites came close to a legislative victory when the Senate, transformed by the addition of twelve senators from six new silver-producing Western states—North Dakota, South Dakota, Montana, Washington, Idaho, and Wyoming—voted overwhelmingly for the free coinage of silver. The measure even would have passed in the House had it not been thwarted by a parliamentary maneuver from Speaker Thomas Reed of Maine. Instead, they had to settle for the Sherman Silver Purchase Act, which more than doubled the amount of silver that the administration could buy. But it, too, turned out to be mere window dressing.

			Even as Free Silver gained popular support, its backing within the American political establishment remained tenuous. Rarely had an issue so divided the leadership from the citizenry. Those at the apex of power clung steadfastly to their belief in the gold standard. Each of the previous five presidents, whether Republican or Democrat, had been goldbugs. And all had drawn their support from the Northeastern establishment wings of their parties, representing the nation’s financial elite.

			The fragile political equilibrium surrounding silver shifted in the late 1880s, when the Populist Party, an insurgent movement of Midwest farmers, embraced Free Silver. Denouncing “bloated bondholders” and “the moneycrats,” the Populists imbued the cause of silver with a vehemently anti–Wall Street, anti-British message, even giving it religious overtones—silver portrayed as the currency of the honest poor, the “people’s currency,” gold as that of the evil plutocrats. The most incendiary Populist orator was Kansan Mary Elizabeth Lease, who had entered politics through the Women’s Christian Temperance Union but found her true calling stirring up crowds against “the money power.” “Wall Street owns the country,” she declared in an 1890 speech. “It is no longer a government of the people, by the people and for the people, but a government of Wall Street, by Wall Street and for Wall Street. The great common people of this country are slaves, and monopoly is the master…. Money rules, and our Vice President is a London banker.”

			Unfortunately, in the hands of the Populists, the campaign for Free Silver became entangled in a web of absurd conspiracy theories. As early as 1876, shortly after the demonetization of silver, several leading newspapers—including respectable publications like Joseph Medill’s Chicago Tribune and Edwin Godkin’s Nation—had run with a story claiming that the Coinage Act of 1873 had been secretly engineered by a cabal of foreign bankers, major government bondholders, and Treasury officials. The alleged mastermind of this sinister plot was Ernest Seyd, a German-born British banker who supposedly had been dispatched to the United States in late 1872 as an agent for the Bank of England and other unnamed foreign U.S. bond investors, carrying $500,000 in cash with which to bribe members of Congress into passing the bill.

			The story was entirely fabricated. Seyd was indeed one of the world’s foremost experts on currency questions—the most authoritative estimates of global supplies of gold and silver bullion at the time, still relied on by most commentators, came from him. But far from being an advocate of the gold standard, he was a committed bimetallist who, in an 1867 pamphlet, had accurately predicted the extent of the global deflation that would follow the demonetization of silver. Moreover, he had evidently not set foot in the United States since the 1850s.

			In the late 1880s, this long-buried newspaper account was unearthed by Sarah E. V. Emery, a prominent Populist figure from Lansing, Michigan. An otherwise respectable reformer, educator, women’s suffragist, and campaigner against capital punishment, she popularized the Seyd tale and, without any supporting evidence, further embellished it, tacking on an elaborate fantasy about the malevolent influence of the Rothschilds. In her 1887 book, Seven Financial Conspiracies Which Have Enslaved the American People, she claimed that the scheme to demonetize silver had been orchestrated by the “money kings of Wall Street” at the express behest of the Rothschilds, who, she asserted, controlled “the financial policy of England” and had provided the money for Seyd’s congressional bribes. She blamed the demonetization of silver for a litany of social ills—“murder, insanity, suicide, divorce, drunkenness and all forms of immorality and crime.” The book became a bestseller, going into multiple printings and selling over four hundred thousand copies.

			Unlike in Europe, where the Rothschilds, by virtue of their wealth and power, loomed large in the public imagination, in the United States, they had, until then, a limited profile. The family was rarely mentioned in the American press, except in connection with August Belmont. After Emery’s book came out, however, the Rothschilds’ name began to acquire villainous connotations in the American heartland. But the Populist rhetoric of the Free Silver movement in the United States and the resulting demonization of the Rothschilds unnerved European financiers, who increasingly saw American Free Silverites as dangerous radicals from the frontier. It was a view that would come to haunt U.S. financial markets over the next few years.
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			Even before the delegates could take their seats, the Brussels conference seemed doomed. Though it had ostensibly been conceived in early 1892 by President Harrison to address the monetary crisis, his real aim was to neutralize the Populist surge threatening Republican control in Western states. A cholera outbreak in Europe had delayed proceedings, and by the time representatives assembled in November, Harrison had been voted out of office. His successor, Grover Cleveland, a devout goldbug, left the American delegation to the conference—all dyed-in-the-wool Free Silverites—adrift without government backing.

			Harrison’s rationale for pursuing an international solution to the issue of silver rested on hard economic reality. The metal had become so abundant in the world, and its market price had fallen so dramatically, that no single country was in a position on its own to remonetize it. Had America tried to stabilize silver prices by purchasing sufficient bullion, it would have faced a deluge from foreign holders eager to exchange silver for gold. The country would have been quickly denuded of its gold reserves, effectively shifting it to a silver standard, alongside a dwindling handful of countries—mostly Asian nations like India, China, and Persia, but also Mexico. While this might have resolved deflation and the low farm prices plaguing the American economy, it would have sent the dollar plummeting against major European currencies. Such an outcome, though welcomed by some Populists, was anathema to Eastern bankers and international investors who held dollar-denominated bonds. The only viable path to restored bimetallism was through international agreement.[*]

			International summits on economic policy were then still novel affairs, and statesmen had yet to grasp the diplomatic groundwork required for a successful conference. As they arrived in Brussels, the American delegates were startled to discover how isolated they were. Of the twenty countries represented, seventeen—including the United States, fifteen European nations, and Turkey—adhered to the gold standard, while Russia was on the verge of joining. Only Mexico and British India, both on the silver standard, offered reliable support. The latter found itself in an anomalous position. As part of the British Empire, it was obliged to make substantial annual payments, fixed in gold, to Her Majesty’s Treasury. As the price of silver had plummeted, dragging the rupee down with it, the burden on Indian taxpayers had grown inexorably heavier. This fiscal squeeze had created mounting tensions between Her Majesty’s Treasury and her most valuable colony, leaving Whitehall torn between its obligations toward its own taxpayers and the jewel in its imperial crown.

			Delegates from gold-standard countries—dubbed “gold men” by the press—turned up visibly irritated at being obliged to attend what most considered a pointless exercise. Bertram Currie, a London banker and British delegate, epitomized this attitude, flatly declaring of the conference that “no good can come” of it. Their frustration mounted when, on the first day, it was decided that with no common language—the Americans spoke no French, many Europeans no English—the conference would have to meet on alternate days to allow time for the transcript of the discussion to be translated, further dragging the proceedings out.

			Success hinged on the Americans’ ability to persuade at least two of the three other major financial powers—Britain, France, and Germany—to endorse a wider role for silver. To Alfred’s dismay, the Americans after the first few days “had no plan to put forward and…have not even opened their mouths” and were seemingly paralyzed by “vacillation.” The Americans were not the only problem. As Alfred described them, those initial few days of the conference were characterized by “total ignorance of the question on the part of the accredited ministers of the great powers [and] a wicked desire for some to smash up the conference at once.”

			He was undoubtedly referring to the Germans. At the second session, on November 25, when the American delegation advanced an innocuous resolution that “in the opinion of this conference it is desirable that some measures should be found for increasing the use of silver in the currency systems of the nations,” merely echoing Harrison’s invitation, the German delegation—with support from the delegates of Austria-Hungary, Russia, Romania, Portugal, Turkey, and Greece—declared itself “satisfied with its monetary system” with “no intention of modifying its basis.” As Alfred wrote to his partners, the Germans “might just as well have remained at Berlin.”

			Fearing “a complete fiasco,” on November 28, Alfred submitted his own proposal to bridge the gap between the goldbugs and the bimetallists. His plan called for Europeans to collectively purchase $36 million worth of silver every year, roughly matching the $45 million that the Americans were already spending annually under the Sherman Silver Purchase Act. The total amounts were paltry—before demonetization, the value of silver reserves had been $4 billion. Presumably, the hope was that collective international action—particularly with British participation—would buttress market psychology and boost silver prices. Reactions to Alfred’s proposal were uniformly negative. Britain was accused of trying to get the Europeans to pay for a bailout of its loans to British India. Most critics dismissed Alfred’s ideas as merely “palliative,” too little and too late. The few optimists left maintained that “half a loaf is better than no bread.”

			It was France that finally torpedoed the conference. No other nation had been more closely identified with bimetallism. From Napoleon’s adoption of the system in 1803 until 1873, the Banque de France had used its enormous balance sheet as a fulcrum to maintain the stability of the bimetallic system. During previous International Monetary Conferences, France had strongly allied with the United States in advocating its restoration. Yet in Brussels, the country remained curiously reticent. On December 10, M. Tirard, the chief French delegate, a former finance minister, finally addressed the assembly. He acknowledged that as the world’s largest holder of both gold and silver reserves—it held $350 million in gold and still maintained $250 million in silver—France had a strong interest in seeing silver prices rise. Had either Britain or Germany shown a genuine commitment to joining a bimetallic union, France might have participated. His paramount concern, however, was that France risked becoming the “dupe of the other Powers.” Tirard recognized his nation’s predicament as a classic prisoner’s dilemma: The lingering mistrust between France and Germany meant that any agreement to stabilize silver prices would likely collapse as Berlin seized the opportunity to off-load its substantial remaining silver holdings.

			Two days later, Tirard departed for Paris. During his time in Brussels, the press had revealed that dozens of French parliamentary deputies—including six ministers, among them Finance Minister Maurice Rouvier—had accepted bribes from the now bankrupt Panama Canal Company, a major financial scandal in which eight hundred thousand French investors had lost a total of $200 million. After Rouvier’s forced resignation, Tirard was recalled to assume his position. He left behind bitter feelings among the British delegates. Alfred complained about how “hostile” and “obstinate” the French had been, while the official British report recorded with typical understatement that “Mr. Tirard, from the outset, was disposed to criticism rather than cordial cooperation.” The French rejection of the Rothschild plan, meager as it was, was the coup de grâce. Over the subsequent week, the conference limped to an indecisive and unsatisfactory close, resolving to reconvene in the spring of the following year—a reunion that would never materialize.
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			Alfred de Rothschild’s proposal to stabilize the international financial system proved to be something of a dud. Nonetheless, he used his address to warn the delegates that failure to establish a floor on silver prices would precipitate a crisis too “frightful to contemplate,” and that “a monetary panic may ensue, the far-spreading effects of which it is impossible to foretell.” His gloomy prophecy proved to be ominously correct. After the delegates returned home with little to show for their efforts, a fresh financial storm engulfed the world economy.

			The tempest had been gathering force for a while in the United States. After the Sherman Silver Purchase Act had cast doubts on the government’s intentions about its currency, gold had been steadily draining out of America’s coffers. Throughout 1891 and 1892, foreigners, fearing a potential shift to a silver-based dollar, had redeemed a total of $135 million in U.S. dollar assets for gold. After the debacle in Brussels, the exodus of capital accelerated. By the spring of 1893, as Cleveland took presidential office, U.S. gold reserves had fallen perilously close to the $100 million mark, then considered the bare minimum necessary to maintain the dollar’s link to gold. The monetary outflows triggered an automatic tightening of credit, a squeeze that was further exacerbated by the spectacular collapse of a stock-market favorite—the National Cordage Company—and a surge in the number of bank failures. The resulting shortage of currency became so acute that short-term interest rates briefly spiked to 74 percent per annum. As confidence in the currency evaporated, by the summer of 1893, the United States had plunged into its deepest nineteenth-century recession. Unemployment spiked to nearly 8 percent and stayed there for almost five years, while industrial production declined by an astounding 15 percent, more than double its fall in 1874.

			President Cleveland belatedly attempted to shore up confidence in the currency by calling a special session of Congress to repeal the Sherman Silver Purchase Act, hoping to sever the perceived connection between the dollar and silver. Though the legislation was indeed repealed, the damage had been done. With the last remnants of official support withdrawn, silver prices plummeted, falling from around eighty cents per ounce at the beginning of the year to below seventy cents in October 1893. They would reach a nadir of sixty cents in March 1894. Silver was merely a bellwether of the continued deflationary wave sweeping across the world. Buffeted by the weakness of the U.S. economy, wholesale prices continued their seemingly endless decline, tumbling another 20 percent before finally bottoming out in the middle of 1896.

			As another wave of deflation crested through the global economy, European authorities began to reconsider their previous opposition to bimetallism. In 1894, the German government, which in Brussels had stubbornly resisted any move to support silver prices, now established a commission to consider “the Means of Raising and Steadying the Value of Silver.” A few months later, the German Reichstag astonished the financial world when it passed a resolution, by a margin of two to one, in favor of international monetary reform. Not long after, the British House of Commons adopted the resolution “that this House regards with increasing apprehension…the growing divergence in the relative value of gold and silver; and heartily concurs in the recent expressions of opinions on the part of the Government of France and the Government and Parliament of Germany, as to the serious evils resulting therefrom.”

			Over the next two years, Cleveland struggled desperately to restore confidence in the dollar by borrowing abroad. The London-based Bankers’ Magazine captured the sentiment among European investors: “The Americans are a people of magnificent achievements and of equally magnificent fiascoes. At present they are in the throes of a fiasco unprecedented even in their broad experience…. Instead of overflowing prosperity, ruin and disaster run riot over the land, trade is strangled by a monetary panic, wheat and other staple exports have touched the lowest prices on record, profits have become a mockery.”

			During 1894, despite the raising of over $100 million from two public bond issues, gold was fleeing the United States at such a pace that by early 1895, the gold reserve had fallen to $41 million. After Congress rejected the idea of authorizing another public bond issue, Cleveland approached Rothschilds in London about a private bond issue. It in turn brought in J. Pierpont Morgan, who had by then assumed Jay Cooke’s mantle as the nation’s leading investment banker, having made his fortune by consolidating industries left with excess capacity after the 1873 downturn. Cleveland initially balked at a private deal with Wall Street bankers. But in early February 1895, as gold reserves at the U.S. Subtreasury in New York dwindled to a mere $9 million—threatening the U.S. government’s ability to honor its checks—he agreed to the terms of a $65 million private bond issue led by Morgan. To replenish U.S. gold reserves, half the issue was to be placed in Europe through Rothschilds. In addition, the members of the New York syndicate promised to control transactions in gold or foreign currency to ensure that whatever gold was raised did not flow out again. The bond issue was brought to market on February 20 and was massively oversubscribed. It sold out within twenty minutes, and within a week, it had surged to a premium of 20 percent over the issue price.

			The apparent underpricing of the bond issue would lead many to claim that the bankers had made excessive profits by exploiting the government’s weakness. Joseph Pulitzer’s World described it as a “Wall Street conspiracy” planned by self-dealing bankers who had supposedly made overnight profits of over $8 million, a number that turned out to be greatly exaggerated.

			But it was the Rothschilds’ participation in the loan that seemed to provoke the greatest outrage, especially among Populists. The Rothschild name, as noted earlier, had already begun to carry especially ominous overtones. In 1894, William Hope Harvey, a Chicago journalist, published a little pamphlet titled Coin’s Financial School, which—like Emery’s 1887 book, Seven Financial Conspiracies Which Have Enslaved the American People—laid the blame for the demonetization of silver on the Rothschilds. The tract became an even bigger bestseller than Emery’s tract, with over a million copies sold. Harvey’s booklet includes a cartoon titled “The English Octopus: It Feeds on Nothing but Gold!” The sketch shows a giant octopus, labeled “Rothschilds,” whose long, straggly tentacles are wrapped around a map of the globe, sucking wealth out of every part of the world, including the Americas, Europe, Turkey, Egypt, South Africa, India, and Australia. Harvey also published a novel, A Tale of Two Nations, featuring a prominent English banker, Baron Rothe—a thinly veiled reference to Lord Rothschild—who plots against American silver coinage by bribing members of Congress in order to exert his financial stranglehold on the American economy and preserve Britain’s economic dominance.

			Mary Elizabeth Lease, the Populist orator, denounced Cleveland as an “agent of Jewish bankers and British gold.” In the House, after having the clerk read Shylock’s bond from The Merchant of Venice, with its forfeiture payment of a pound of flesh, William Jennings Bryan, a then-obscure congressman from Nebraska, declared that “we cannot afford to put ourselves in the hands of the Rothschilds, who hold mortgages on most of the thrones of Europe,” and demanded that “the Treasury Department shall be administered in behalf of the American people, and not in behalf of the Rothschilds and other foreign bankers.” Nevertheless, for all the protestations of the Populists, the Morgan–Rothschild loan succeeded in stabilizing the United States’ financial situation. When gold outflows resumed, the Treasury authorized another mammoth $100 million public bond issue in February 1896, and the danger of a U.S. default was averted.

			The country at large blamed the Democrats for the depression. In the 1894 midterms, the party suffered a devastating defeat, going from a 55-seat majority in the House to a 160-seat minority, the largest swing in a single election in the House’s history. The party in turn blamed its loss on Cleveland’s rigid espousal of the gold standard and repudiated him and his policies. At its 1896 convention in Chicago, it finally embraced the cause of silver and bimetallism, nominating the thirty-six-year-old Bryan, a man whom The New York Times called an “irresponsible, unregulated, ignorant, prejudiced, pathetically honest and enthusiastic crank,” to be their candidate. During his acceptance of the nomination in Chicago, Bryan made his infamous “Cross of Gold” speech, in which he identified the “free coinage of silver” as “a cause as holy as the cause of liberty—the cause of humanity”; railed against those “few financial magnates who, in a back room, corner the money of the world”; and announced his crusade to restore bimetallism and “fight…to the uttermost” those who would seek to impose the gold standard on the United States “by saying to them: You shall not press down upon the brow of labor this crown of thorns, you shall not crucify mankind upon a cross of gold.”

			In the presidential election that followed, the Republicans won a decisive victory led by William McKinley. Bryan retained the Democratic strongholds in the South and the rural Midwest, but the Republicans captured every state in the East and Northeast, flipping some of the states in the Great Lakes region. The Democratic about-face on monetary policy had come too late. Ten years before, in 1886, while walking on a farm in South Africa’s Witwatersrand one Sunday in March, two gold prospectors had stumbled across a rocky formation that they recognized as gold-bearing reef. It proved to be an outcrop of the largest goldfield in the world. By the time of the election, worldwide gold production had jumped by 50 percent, and South Africa had overtaken the U.S. as the world’s largest producer. In the six months before, prices for all goods, including agricultural commodities, had risen between 5 and 10 percent and would continue to go up for the next decade and a half. The gold drought that had weighed so heavily on the global economy since 1873, and the great deflation that it had wrought, was finally over.
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					* When she married the Earl of Carnarvon in 1895, Alfred gave the couple a dowry of $2.5 million in addition to paying off the groom’s substantial debts. To the outrage of the rest of the Rothschild clan, when Alfred died in 1918, he left most of his estate to her. She and her husband became backers of the archaeological expedition led by Howard Carter that discovered the tomb of Tutankhamun in the Egyptian Valley of the Kings in 1922. Their home, Highclere Castle, provided the stage set for the television series Downton Abbey.

				

				
					* It was conceptually akin to a similar dilemma that future generations of financial statesmen, both in the U.S. and around the world, would encounter in the decades ahead: how to ease credit without causing one’s currency to weaken. The authorities hit upon the solution that later generations would also deploy—arranging for all major countries to collectively ease monetary policy together in a coordinated way.
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