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How does the supply of credit affect real economic outcomes?  
 

The unexpected failure of Overend & Gurney on May 10, 1866 led to runs on many banks headquartered in London. Crucially, 
these were primarily mercantile banks that operated abroad with the express purpose of providing trade credits.  

This project analyses the impact of the contraction of British banking capital in cities around the world on international trade.  

Identification:  
 

•  Continuous treatment Differences-in-Differences: Compare 
cities before & after the news arrival based on severity of 
credit contraction 

•  Using news arrival as the “event” date strengthens the causal 
interpretation 

OLS: Direct measure of credit contraction: bank balance sheets of 
credit supplied in December 1866 relative to December 1865 
 

FEs: month, year, country, geographic region 
 

       First Stage: “failures” are closures or suspensions 
 

IV: Instrument for credit  
contraction with shocks to  
headquarters in London  
after May 11. Shocks to the  
London headquarters of  
banks are distributed  
randomly relative to a city’s  
pre-crisis composition of 
Banking relationships 
 
 

Overend & Gurney Failure: May 11, 1866 

 
•  Multinational banks discount bills at Bank of England 

•  Some banks fail or suspend operations 
 

Communication Lag 
 
 
 
 
 
 
 
 

Credit should only be affected after receiving news from London 
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Geography of Trade Credits: 1866 

Distribution of pre-crisis trade credits (size) 
Severity of credit contraction in cities (colour) 

Trade Outcomes: Lloyd’s List 
 
•  Daily shipping activities from Ports 
    around the world 
•  Ports geo-coded and matched to  
    cities with trade credits from Britain 
•  Lag between Lloyd’s reports and 
    date of shipping used to construct 
    measure of news lag time  
 

Main Results: 
 
 
 
 
 
 
 
 
 
 

Conclusion:  
•  Shocks in London increased cost of financing 
•  Shipping activity in foreign cities contracted by 20-30% 
•  Supports recent evidence that banks are a relevant 

channel for transmitting financial frictions into real 
economic outcomes  
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