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ABSTRACT

Does One Soros Make a Difference? A Theory of
Currency Crises with Large and Small Traders*

Do large investors increase the vulnerability of a country to speculative attacks
in the foreign exchange markets? To address this issue, we build a model of
currency crises where a single large investor and a continuum of small
investors independently decide whether to attack a currency based on their
private information about fundamentals. Even abstracting from signalling, the
presence of the large investor does make all other traders more aggressive in
their selling. Relative to the case in which there are no large investors, small
investors attack the currency when fundamentals are stronger. Yet, the
difference can be small, or null, depending on the relative precision of private
information of the small and large investors. Adding signalling makes the
influence of the large trader on small traders’ behaviour much stronger.
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NON-TECHNICAL SUMMARY

A commonly encountered view among both market commentators and
observers of the financial markets is that large traders can exercise a
disproportionate influence on the likelihood and severity of a financial crisis by
fermenting and orchestrating attacks against weakened currency pegs. The
issues raised by this view are complex, but they deserve systematic
investigation.

The task is one of dissecting the possible mechanisms (if any) through which
a large trader may exercise influence on the market outcome. What is it about
a large trader that bestows such influence? Is it merely that this trader can
bring to bear larger resources and hence take on larger trading positions?
What if the information of the large trader is no better than the small traders’
own information? Does the large trader still exercise a disproportionate
influence? Finally, does it make a difference to the market outcome as to
whether the trading position of the large trader is disclosed publicly to the
market? If so, does ‘transparency’ of this trading position enhance financial
stability or undermine it? This last question is especially important given the
emphasis placed by policy-makers on the public disclosures by the major
market participants as a way of forestalling future crises.

In this Paper we propose to investigate such issues in a model of speculative
attacks in which a large trader interacts with a continuum of small traders. The
large trader is ‘large’ by virtue of the size of the speculative position that he
can take on as compared to the small traders. The two types of traders face a
monetary authority defending a currency peg and stand to gain if their attack
on the peg is successful, but stand to lose if the attack fails to break the peg.
Both types of traders are well informed about the underlying fundamentals, but
not perfectly informed. Moreover, we allow for the possibility that the
information precision of one type of trader is higher than another.

Our main findings can be summarized as follows:

As a general rule, the presence of the large trader does increase the
incidence of attack against a peg. The reason is not so much that the large
trader’s market power manufactures these crises, but rather that the presence
of the large trader makes the small traders more aggressive in their trading
strategies. In other words, the large trader injects a degree of strategic fragility
to the market.

However, within this broad general finding, the relative precision of information
between the two types of traders matters. When a typical small trader is better
informed than the large trader, the influence of the latter on the market is
moderate. His presence can make little or no difference to small traders’
strategies.



Finally, the influence of the large trader is magnified greatly when the large
trader’s trading position is revealed to the small traders prior to their trading
decisions, i.e. when the large trader moves first and his position is disclosed
publicly to other traders. The reason for this added impact lies in the signalling
potential of the large trader’s first move. To the extent that a speculative attack
is the resolution of a coordination problem among the traders, the enhanced
opportunity to orchestrate a coordinated attack helps to resolve this collective
action problem.

The technical and modelling innovations necessary to reach our main
conclusions deserve some attention. The theoretical framework employed in
this Paper is an extension of the incomplete information game formulation
used in Morris and Shin (1998). In this earlier setting, the argument makes
heavy use of the fact that the game is symmetric – that is, all the speculators
are identical. This assumption is clearly not available to us in the current
setting. It is not at all obvious that the argument used in Morris and Shin
(1998) to prove uniqueness of equilibrium is applicable in asymmetric pay-off
settings and one of the contributions of our current Paper is to demonstrate
that this argument can be used with some modifications.

There is a more subtle, but important theoretical contribution. The incomplete
information game approach of Morris and Shin (1998) is an instance of a more
general approach to equilibrium selection pioneered by Carlsson and van
Damme (1993), in which the type space underlying the game is generated by
adding a small amount of noise in the signals of the players concerning some
pay-off relevant state. Carlsson and van Damme refer to such games as
‘global games’, and the general class of such games turn out to have a rich
and interesting structure – Morris and Shin (2000) discuss some general
results and applications. There are two key questions. First, is a unique
equilibrium selected in these games? Second, does this equilibrium depend
on the underlying information structure and the structure of the noise in the
players’ signals? One of the remarkable results for symmetric binary action
global games is that the answer to the second question is ‘no’. In other words,
not only is a unique equilibrium selected in the limit as the noise becomes
small, but the selected equilibrium is insensitive to the structure of the noise
(see section 2, Morris and Shin, 2000). In the asymmetric global game
presented in this Paper, however, the structure of the noise does make a
difference. A unique equilibrium is selected, but this unique equilibrium
depends on whether the large trader is relatively better or worse informed,
compared to the small traders. It is this feature that allows us to draw novel,
non-trivial conclusions concerning the economic importance of information.

Our examination of the sequential move version of the game also necessitates
a further extension of the current state of the art. When moves occur
sequentially in which the actions of the early movers are observable to the late
movers, learning and signalling effects must be taken into consideration, as
well as the usual strategic complementarities. Although a general analysis of



sequential move variations of global games is intractable, the fact that small
traders (individually) are of measure zero in our model allows us to focus
attention on the signalling effects of the large trader. This simplifies the
analysis sufficiently for us to derive explicit closed form solutions to the game.

Our analysis abstracts from a large trader’s incentive to take a position
discreetly in order to avoid adverse price movements. If this effect were
important, a trader would have an incentive to delay announcing his position
until it is fully established. But even once a trader has established his position,
he may prefer to avoid public disclosures when he is holding a highly
leveraged portfolio in possibly illiquid instruments. One of the motivations for
the call for greater public disclosures by banks and hedge funds (see
Financial Stability Forum (2000)) is the idea that if leveraged institutions know
that their trading positions are to be revealed publicly, they would be wary of
taking on large speculative positions. The recent decisions by several well
known fund managers (Mr Soros being one of them) to discontinue their
‘macro hedge fund’ activities raise deeper questions concerning the trade-off
between the sorts of mechanisms outlined in our model against the
diseconomies of scale that arise due to the illiquidity of certain markets. It is
perhaps not a coincidence that the closure of such macro hedge funds comes
at a time when many governments have stopped pursuing currency pegs and
other asset price stabilization policies.
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