
 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

  

 
Date of the event:  
 
On Thursday 17th March 2011 
From 01:00 PM to 2:00 PM 

 
Location: 
 
Luxembourg School of Finance 
University of Luxembourg 
4 Rue Albert Borschette 
2nd Floor 
Modigliani Miller Auditorium (E02-003) 
L-1246 Luxembourg 

 
Registrations: 
 
- Free seminar (with lunch included) 
 
- Registrations by email before March 14th, 2011 

 
- At the following address : lsf-events@uni.lu 

 
Information:  
 
Ms Caroline Herfroy 
Tel : +352 46 66 44 6335 
 
http://www.lsf.lu/eng/Research/Seminars-and-Workshops 
 
 

 

 
 
 

The LSF is pleased to invite you to the following 
lunch seminar:  

 
 
 

The Dynamics of Financial Crises 
and the Risk to Defend the Exchange 

Rate 

 
 
 
By Professor Christian Bauer 
University of Trier, Germany 

 
 
 

Thursday 17th March 2011 
From 01:00 PM to 2:00 PM 
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The Dynamics of Financial Crises and the Risk to 
Defend the Exchange Rate 

 

By Christian Bauer 
 

Despite major recent advance in the literature on financial crises, the key roles of 
central banks in the dynamics of financial crises are still not well understood. Our aim 
is to contribute to a better understanding of the dynamics of financial crises by 
explicitly modeling the strategic options of both traders and central banks. 
We analyze a global game in which both speculative traders and the central bank face 
imperfect information. In case of an attack, the central bank basically faces three 
alternatives. It can either give in to the speculative attack or it can try to defend its 
exchange rate regime. If it chooses to defend its currency, the defense can be 
successful or not. 
In accordance with stylized facts for emerging markets, immediate devaluations are 
associated with costs in terms of higher (imported) inflation, successful interventions 
are followed by sluggish growth due to the underlying restrictive monetary policy while 
unsuccessful interventions typically result in both high inflation and a recession. Taken 
together, intervention is risky. If a central bank chooses to defend its currency it can 
avoid the costs of a devaluation in case the defense is successful. However, if it fails it 
faces the even higher costs of an (unsuccessful) defense and a devaluation, i.e. 
higher inflation and lower growth.  
In our global game approach, the strength of the realized defensive measures - in 
contrast to the potential defense - in general does not monotonously increase with the 
fundamental state. Thus global games attack models need to take into account the 
difference between the fundamentals themselves - .i.e. the strength of the status quo 
or the defensive potential - and the optimal central bank reaction to an attack, i.e. the 
realized defensive measures. 
A number of novel predictions emerges from our approach. (i) Optimal reaction 
function of central banks in verge of an attack implies either to immediately surrender 
or to strongly respond. (ii) Aquiring more detailed information on capital market 
reactions implies a threefoold payoff by (a) reducing the probability of a crisis overall, 
(b) reducing the probability of a costly failure of defensive measures, and (c) reduce 
the aggressiveness of speculative traders and thereby the probability of an attack. 
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