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Motivation

>

Domestic banking crises can cause international financial
market turmoil

Lessons from history valuable: banking crises rare events
First age of globalization (1880 - 1914) particularly interesting
(Flandreau and Zumer, 2004) for comparisons with recent past

"Panic of 1907": New York financial crisis with US-wide and
international effects



What happened in in the " Panic of 1907"?

» Trusts (early shadow banks) and banks associated with trusts
got into trouble (Sprague, 1908; Fohlin, Gehrig, Haas, 2020)
> Key events:

» collapse of United Copper on 16 October 1907
» bankruptcy of Knickerbocker Trust on 22 October 1907

> International spillovers?

P Yes, after suspension of convertability of deposits into gold a
couple of days after key events (Noyes, 1909; Moen and
Tallmann, 2018)

> Why?

» Premium on cash (dollars) = foreign currency premium =
gold flows from Europe to New York

» European central banks took measures against gold outflows
to the US, e.g. increasing interest rates



Meanwhile in Switzerland...(1 of 2)

Increase in discount window borrowing around time of deposit convertability suspension

Discount window borrowing (in CHF millions)
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Meanwhile in Switzerland...(2 of 2)

Swiss franc depreciation = shrinking money supply after United Copper collapse
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What | do

» First study of daily stock returns on foreign (Swiss) stock
market during Panic of 1907

» Evaluating market-wide effects (returns, illiquidity)

> Event studies assessing whether key events associated with
abnormal returns on stocks of firms from different economic
sectors

» Hypothesis: Returns on Swiss banks’ stocks reacted more
negatively to key events than the overall market
= negative abnormal returns
> Why?
> Swiss banks with substantial US asset holdings (Schmid and

Meier, 1977)
» Signs of heightened funding risks of banks during Panic of 1907



What | find

» Pattern of international spillovers as told by Swiss banks’
abnormal stock returns:

» first and largest effects around United Copper failure

» drop in abnormal returns after collapse of Knickerbocker Trust

» some negative effects from restriction on deposit convertability

» recovery in the days of European central banks raising discount
rates, in line with Rodgers and Payne (2014)

» Banks' stock returns significantly affected one or two days
after key events

» No cross-sectoral (banks vs others) differences in abnormal
returns over several days [not shown]

» Little effects on market return, but liquidity deteriorated [not
shown]
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Data: general information

» Population of shares traded on Zurich exchange from 1905 to
1909

» Source: Kursblatt der Ziircher Borse
» daily bid and ask prices for stocks (no closing prices)
» could be spot or futures trade
» disctinction between different sectors: banks, industrials,
insurances, railways
» book value per share
» capital events, e.g., issuance of new equity
» market commentary

» Number of shares for each listed firm from Finanzjahrbuch
Schweiz



Sources: Kursblatt der Zurcher Borse




Data used in empirical analysis

» Stock price (P;+) = midpoint of bid and ask prices

. p. _ Pii=Piia
» Return: Rl,t = ﬁ
» Market capitalization (market cap) = no. of shares times

price

P to construct value-weighted market index

» Focus of empirical analysis: Firm-level returns during acute
crises period. Normal? Abnormal?



Abnormal stock returns (Campbell, Lo, MacKinlay, 1997)

Market model for security i:
Rit = @i + BiRmt + €it (1)

with Rj; return on stock of firm j and R,,; the market return
(value-weighted return on broad stock market index).

» estimate «; and (3; in pre-event window

> use estimates d; and f3; to calculate abnormal return (AR) in
event window T

RiT - di - 6iRmT (2)



Cumulative abnormal stock returns (Campbell, Lo,
MacKinlay, 1997)

» Pre-event window: from 3 January 1905 until 21 trading days
before collapse of Knickerbocker Trust

» Event window 7: 20 days before and after Knickerbocker
Trust bankruptcy

» Calculating cumulative abnormal returns (CAR) of different

sectors:
> average ARs across securities (distinguishing between

sectors)...
» ...and sum over time to get CARs of banks, industrials, etc.



Keep calm and carry on? Swiss banks’ CARs

Cumulative daily abnormal return
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Are abnormal returns significant?

Empirical framework

> Again market model for security i:

Rit = aj + BiRm: + eventdummies; + €;; (3)

» event dummies taking values of 1 on day of event and 0
otherwise.

> Specify dummies for one day (two days, three days) after

United Copper, Knickerbocker Trust and deposit convertability
events

» Estimates of dummies interpretable as abnormal return
(Gibbons, 1980)

» Estimated over sample period January 1905 to December 1907



Are abnormal returns significant?

Banks Industrials
(Intercept) —0.0003***  —0.0002
MarketReturn —0.0000 0.0004
d.copper —0.0000 0.0010
d.copper.al 0.0002 —0.0014
d.copper.a2 —0.0047*** 0.0033
d.copper.a3 —0.0007 0.0001
d.knicker —0.0002 0.0009
d.knicker.al —0.0040*** 0.0003
d.knicker.a2 0.0006 —0.0018
d.knicker.a3 0.0003 0.0001
d.clha —0.0005 0.0020
d.clha.al —0.0017 —0.0005
d.clha.a2 —0.0025* 0.0000
d.clha.a3 —0.0002 —0.0009
d.boe 0.0002 —0.0009
d.boe.al 0.0018 —0.0006
d.boe.a2 —0.0003 0.0030
d.boe.a3 0.0010 0.0006

***p < 0.01; **p < 0.05; *p < 0.1



Conclusions

» International spillover of Panic of 1907 to financial markets
started earlier than suggested by previous studies

> Statistically significant responses of Swiss banks’ stock prices
one or two trading days after key events

» No significant reponses for other sectors

» However, no persistent cross-sectoral differences in abnormal
returns on banks’ stocks vs other sectors [not shown)|

» Little effects on market return but liquidity deteriorated [not
shown]
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