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Zusammenfassung

Wie die Finanzkrise in 2007/08 eindrucksvoll zeigte, bergen Ansteckungseffekte in Finanznetz-
werken eine grofie Gefahr fiir die Stabilitdt des gesamten Systems. Ohne ausreichende Kapitalan-
forderungen an Banken und andere Finanzinstitutionen kénnen sich anfangs lokal beschrinkte
Schocks iiber verschiedene Ansteckungskanile im gesamten System ausbreiten und sich dabei um
ein Vielfaches verstiarken. Das Ziel dieser Dissertation ist es deswegen, zwei ausgewéhlte Anste-
ckungskaniile dieses sogenannten systemischen Ristkos genauer zu untersuchen, mathematisch
zu modellieren und Konsequenzen fiir das systemische Risikomanagement von Finanzinstitutio-
nen abzuleiten.

Der erste Ansteckungskanal, welchen wir betrachten, ist Default Contagion. Der zugrunde-
liegende Effekt ist hierbei, dass insolvente Institutionen ihre Schulden oder andere finanzielle
Verpflichtungen nicht mehr — oder nur teilweise — bedienen kénnen. Glaubiger oder anderweitig
direkt beeinflusste Parteien im System sind deshalb gezwungen, Abschreibungen vorzunehmen,
und werden durch die erlittenen finanziellen Verluste moglicherweise selbst in die Insolvenz ge-
trieben. Dies wiederum lautet eine neue Runde im Default Contagion-Prozess ein. In unserem
Modell beschreiben wir jede Institution vereinfacht durch die Gesamtheit der Finanzpositionen,
denen sie ausgesetzt ist, sowie ihr urspriingliches Kapital. Unser Ausgangspunkt ist hierbei die
Arbeit von Detering et al. [54] — ein Modell fiir Ansteckung in ungewichteten Netzwerken — wel-
ches insbesondere die exakte Netzwerkkonfiguration als zufillig betrachtet und asymptotische
Ergebnisse fiir grole Netzwerke herleitet. Wir erweitern dieses Modell, sodass auch gewichte-
te Netzwerke betrachtet werden kénnen und dadurch eine Anwendung auf Finanznetzwerke
moglich wird. Genauer leiten wir fiir einen gegebenen anféinglichen Schock einen expliziten,
asymptotischen Ausdruck fiir den durch Ansteckung verursachten Gesamtschaden im System
her und liefern ein notwendiges und hinreichendes Kriterium dafiir, dass ein ungeschocktes Fi-
nanznetzwerk stabil gegeniiber kleinen Schocks ist. Ferner entwickeln wir eine explizite Formel
fiir notwendiges und hinreichendes Risikokapital auf Ebene der einzelnen Institutionen, sodass
die Stabilitdt des Finanznetzwerks gewéhrleistet wird. Durch Simulationen zeigen wir, dass un-
sere asymptotischen Resultate bereits fiir Finanznetzwerke in der typischen Gréflenordnung von
einigen tausend Institutionen eine sehr gute Beschreibung liefern.

In einem néchsten Schritt entwickeln wir eine mehrdimensionale Erweiterung unseres Mo-
dells fiir Default Contagion, um die in Finanznetzwerken beobachteten komplexen Strukturen
abbilden zu kénnen — allen voran ist das die Core-Periphery Struktur, aber auch mehrschichtige
Strukturen, regionale Konzentrationen und Mischformen davon. Zu diesem Zweck weisen wir
jeder Institution im Netzwerk einen zusétzlichen Parameter zu, welcher deren Typ beschreibt.
Das Netzwerk wird dadurch in Subsysteme (Blocke) eingeteilt. Dieses neue Modell ermoglicht
es insbesondere, die Auswirkungen eines lokalen Schocks in einem der Subsysteme (z.B. ein
bestimmtes Land) auf das Gesamtsystem zu quantifizieren. Unsere Resultate zeigen, dass diese
zusétzliche Komplexitit die Stabilitdt des Finanzsystems stark beeintriachtigen kann, und wir
entwickeln Mafinahmen, mit denen sich einzelne Subsysteme vor der Ansteckung durch andere
Subsysteme schiitzen kénnen. Auflerdem gelingt es uns, realistischere finanzielle Verpflichtun-
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gen zu modellieren, deren Hohe von beiden Vertragsparteien abhingt. Bisher war es nur unter
der Annahme, dass das Ausmaf einer Ansteckung lediglich von der exponierten Seite abhéngt,
moglich, aussagekriftige analytische Ergebnisse abzuleiten. Wie wir demonstrieren, kann diese
vereinfachende Annahme zu einer gravierenden Unterschitzung des Risikopotentials in einem
System fiihren, und die zusétzliche Komplexitdt in unserem Modell ist deswegen essentiell, um
die Stabilitét eines Systems realistisch einschétzen zu kénnen.

Als néchstes entwickeln wir ein Modell fiir den Ansteckungskanal Fire Sales, bei dem Insti-
tutionen auf einen anfinglichen Schock mit dem Verkauf von Aktien reagieren — z. B. aufgrund
entsprechender Regularien. Dadurch geraten die Aktienpreise unter Druck und Investoren erlei-
den weitere Verluste. Dies wiederum fithrt erneut zu Verkédufen und der Prozess setzt sich weiter
fort. Zur Modellierung dieses Ansteckungsprozesses beschreiben wir jede Institution durch die
Anzahl und Art ihrer gehaltenen Aktien sowie ihr urspriingliches Kapital und den durch einen
anfianglichen Schock verursachten Verlust. Zusétzlich nehmen wir an, dass Institutionen ihre
Entscheidung zum Verkauf von Aktien anhand einer gegebenen Funktion treffen und auch die
Auswirkungen der Verkdufe auf die Aktienpreise durch eine gegebene Funktion beschrieben wer-
den. In unserer Modellierung greifen wir Ideen aus der Literatur zu Default Contagion auf und es
gelingt uns so, eine rigorose Beschreibung des Prozesses zu liefern. Insbesondere bestimmen wir
asymptotisch den Gesamtschaden im System, der durch den Anfangsschock und anschlieffende
Fire Sales verursacht wird, und wir liefern eine Klassifikation von stabilen Systemen sowie hin-
reichendes Risikokapital, um die Stabilitét eines Finanzsystems sicherzustellen. Erneut belegen
wir die Anwendbarkeit unserer asymptotischen Resultate durch geeignete Simulationen.

Schliellich kombinieren wir die Modelle fiir Default Contagion und Fire Sales, um ein kom-
pletteres Bild von Ansteckungseffekten in Krisenzeiten zu bekommen. Unsere Ergebnisse zeigen,
dass sich die beiden Ansteckungskanile gegenseitig enorm verstirken kénnen, und unterstrei-
chen deswegen die Wichtigkeit von kombinierten Modellen fiir das Versténdnis von systemischem
Risiko. Auch fiir den kombinierten Fall gelingt es uns, Kapitalanforderungen herzuleiten, die
ausreichen, um die Stabilitdt des Systems zu gewéhrleisten, und deshalb von groflem Interesse
fiir regulatorische Einrichtungen sind.



Abstract

As impressively shown by the financial crisis in 2007/08, contagion effects in financial networks
harbor a great threat for the stability of the entire system. Without sufficient capital require-
ments for banks and other financial institutions, shocks that are locally confined at first can
spread through the entire system and be significantly amplified by various contagion channels.
The aim of this thesis is thus to investigate in detail two selected contagion channels of this
so-called systemic risk, provide mathematical models and derive consequences for the systemic
risk management of financial institutions.

The first contagion channel we consider is default contagion. The underlying effect is here
that insolvent institutions cannot service their debt or other financial obligations anymore —
at least partially. Debtors and other directly impacted parties in the system are thus forced
to write off their losses and can possibly be driven into insolvency themselves due to their
incurred financial losses. This on the other hand starts a new round in the default contagion
process. In our model we simplistically describe each institution by all the financial positions it
is exposed to as well as its initial capital. In doing so, our starting point is the work of Detering
et al. [54] — a model for contagion in unweighted networks — which particularly considers the
exact network configuration to be random and derives asymptotic results for large networks. We
extend this model such that weighted networks can be considered and an application to financial
networks becomes possible. More precisely, for any given initial shock we deduce an explicit
asymptotic expression for the total damage caused in the system by contagion and provide a
necessary and sufficient criterion for an unshocked financial system to be stable against small
shocks. Moreover, we develop an explicit formula for necessary and sufficient risk capital at
the level of single institutions that ensures stability of the financial network. We demonstrate
by simulations that our asymptotic results give a good description for financial networks of the
size of a few thousand institutions already.

In the next step, we develop a multi-dimensional extension of our model for default contagion
such that we can describe the complex structures observed in financial networks — particularly
core-periphery-structures but also multi-layered structures, regional concentrations and mix-
tures thereof. To this end, we assign to each institution in the network an additional parameter
describing its type. The network is thereby divided in different subsystems (blocks). In partic-
ular, this new model enables us to quantify the impact of a local shock in one of the subsystems
(e.g. a certain country) to the global system. Our results show that the additional complexity
can significantly affect the stability of the financial system and we develop measures for the
individual subsystems to secure themselves against contagion from other subsystems. Further-
more, we accomplish a more realistic modeling of financial obligations whose size may depend on
both contracting parties. So far, meaningful analytical results could only be derived under the
assumption that the amount of contagion only depends on the exposed party. We demonstrate
that this simplifying assumption can lead to a grave underestimation of the risk potential of a
system and the additional complexity in our model is thus essential for a realistic assessment of
a system’s stability.



Next, we develop a model for the contagion channel of fire sales at which institutions react
to an initial shock by selling asset shares — forced by regulations for instance. As a result the
share prices come under pressure and investors suffer further losses. This in turn leads again to
asset sales and the process proceeds. For the modeling of this contagion channel, we describe
each institution by the number and kind of its held asset shares as well as its initial capital
and the losses suffered due to some initial shock. Additionally we assume that institutions
make their decision to sell shares according to some given function and also the price impact
of sales is described by a given function. In our modeling we resort to ideas from the default
contagion literature and we thus achieve a rigorous description of the process. In particular,
we asymptotically determine the total damage to the system caused by the initial shock and
the subsequent fire sales, and we provide a classification of stable systems as well as sufficient
risk capital to ensure stability of a financial system. Again we verify the applicability of our
asymptotic results by suitable simulations.

Finally, we combine the models for default contagion and fire sales to get a more complete
picture of contagion effects in periods of crisis. Our results show that the two contagion channels
can tremendously amplify each other and thus stress the importance of combined models for
the understanding of systemic risk. Also for the combined case we achieve to derive capital
requirements sufficient to ensure stability of the system that are hence of great interest to
regulatory institutions.
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Chapter 1

Introduction

We are living in an ever more connected world today providing us with uncountable possibilities
to make our lives more informed, more efficient, more profitable, more enjoyable and easier.
These benefits come at a cost, however. More precisely, the growing complexity of dependencies
in any kind of connected structure gives rise to concern regarding its stability. In many settings
an initial local shock to a system that considered for itself may be ever so innocuous can be
transmitted along the connections and grow to become a major threat to the entire system —
so-called systemic risk. While this type of risk certainly is of general importance, in this thesis
we focus on the area of financial systems where financial institutions are linked by various
types of dependencies that allow financial distress to spread. In particular, we aim to make a
contribution towards a better understanding of the underlying mechanisms, their joint impact
and how to prevent systemic cascades. As will be further discussed in Section two of the
main drivers of systemic risk are the contagion channels default contagion and fire sales which
we will introduce in Sections [I.2] and respectively. In Section we will give an outlook
on the contributions made in the chapters to follow.

1.1 Systemic Risk

Today there are not one but many definitions of systemic risk emphasizing different aspects
of the same rough underlying idea [15, 61, 96, 97, 105, 109, 111]. As Hurd points out in [89],
however, the following three ingredients are essential for the concept of systemic risk.

1. A triggering event of some kind: This can be any stress scenario (external or internal)
impairing the institutions in the system. Examples could be a sudden drop in asset values,
the failure of one or more institutions due to mismanagement or crime, new legislation,
natural disasters, or terrorist attacks to mention just a few.

2. Propagation of distress within the financial system: The initially local shock event
(e.g. the burst of the US housing bubble in 2008) spreads to other parts of the system
by direct or indirect relations between institutions. This process bears an undeniable
resemblance with the contagion of diseases between humans — initially healthy people can
become infected if in contact with disease carriers and further communicate the disease
themselves afterwards — and it is thus termed financial contagion process nowadays. Hurd
lists the following four main channels of contagion.

a. Asset Correlation: Actually not being a contagion channel in the narrower sense,
similar or highly correlated asset portfolios can make different institutions susceptible
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to the same kinds of initial shock events, thus considerably weakening the system as
a whole and fueling other types of contagion.

b. Default Contagion: Also called balance sheet contagion, it describes the effect that
upon default of some institution 4 in the system all other institutions need to write
off according interbank assets (pending financial obligations of i) in their balance
sheet. These assets can be usual loans but also securities cross-holdings, derivatives
or foreign exchange (see [106] for instance). As a result other institutions may default
and more write-offs may be the consequence. For more details see Section

c. Liquidity Contagion: Concerned with liquidity rather than solvency this contagion
channel explains how the shortage of funding can spread through the system. Some
institution ¢ might find itself in the situation of not having enough liquidity to meet
short term obligations, thus recalling or not rolling over its issued loans. By this
decision on the other hand, i’s debtors can run into the danger of a liquidity shortage
and reclaim their issued loans for their part and so on.

d. Market Illiquidity and Asset Fire Sales: As in overlapping asset portfolios are
the catalyst of this channel of contagion. More than only a correlated initial shock,
however, it describes how financial distress can force institutions to sell off their
assets, hence depressing market prices and possibly forcing other institutions to react
to dropped values of their portfolios by selling off assets as well. For more details see

Section [L.3l

3. Significant macroeconomic impact: As the financial system serves several purposes
for the wider economy and society such as the provision of liquidity and credits or the
infrastructure for payment systems, a breakdown of large parts of it generally does great
harm also beyond the participating institutions.

Returning to the analogy of financial contagion to the contagion of diseases between humans,
in his famous speech [84] Haldane compared the global financial crisis of 2007/08 to the SARS
epidemic of 2002/03. Both started with an external trigger event. Uncertainty about its causes
and consequences lead to panic and overreaction spreading across the globe. In the end, the
macroeconomic impact was huge compared to the relatively moderate implications of the trig-
gering event.

In particular, the tremendous repercussions for economy and society of a global spread of
distress necessitate the intervention by regulating institutions to mitigate or even prevent such
cascades from happening in the future. In classical risk management before the latest crisis it
was generally accepted to measure risk on an institution level only, taking into account market
risk of falling asset prices and credit risk of defaulting direct counterparties, but neglecting
second-order and feedback effects due to contagion which were deemed negligible. It was one of
the main insights from 2007/08, however, that this was indeed an oversimplification of the real
situation.

Much work has hence been put into the proper understanding of contagion and amplification
effects over the last decade and despite it being a relatively young field of research the sheer
number of publications devoted to systemic risk once again stresses the importance of the topic.
In the following, we briefly summarize three of the main lines of research. For a more detailed
overview of research on systemic risk see [71] for example.

1.1.1 Systemic Risk Measures

The basic idea of this line of research is to generalize the classical notion of monetary risk
measures (see [68] for instance) to account for systemic effects. One can distinguish four different
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approaches to this problem. First, a rather direct approach applying the concept of value-at-risk
and expected-shortfall to systemic quantities. Prominent work here is SRISK from [3| [32], the
conditional value at risk (CoVaR) from [5] and the marginal expected shortfall (MES) as well
as the systemic expected shortfall (SES) from [4]. While CoVaR is concerned with the extent
of systemic damage given that a certain individual institution experiences large losses, SRISK,
MES and SES turn the tables and investigate the individual damage of a certain institution
in the event of a systemic crisis. Also see [26] for more details on the above mentioned and
other risk measures. Second, in a more axiomatic fashion, it is possible to consider a multi-
variate random vector of risk factors in a certain financial system and first aggregate those to a
single uni-variate systemic risk quantity before applying a classical uni-variate risk measure to
it (adding sufficient capital to make the risk factor acceptable) — see [39] and [102] for instance.
In the third approach, the order of adding capital and aggregating is reversed. That is, first
a sufficient multi-variate vector of capitals is determined to make the system acceptable from
a regulator’s perspective. Aggregating those capitals then leads to the systemic risk measure.
This approach is taken for example in the works [12], [22], [23] and [66]. Finally, emphasizing the
dependence of distress in financial systems, there is a line of research concerned with conditional
risk measures. See [2], [25], [59], [67], [85] and [87] for example.

1.1.2 Mean-field games

A further line of research was started by [72] and considers a system of diffusion dynamics
as a model for the capitals of institutions in the system. More precisely, the logarithm of
an institution 4’s capital Y;(l) at time t is supposed to be driven by an individual Brownian
motion W and borrowing/lending-activity between institutions ¢ and j is modeled by a drift

term 04(Yt(‘7 ) Yt(z)) for some positive constant a. In the mean-field limit, as the size of the
system becomes large, a propagation of chaos result is derived in the sense that the individual
capitals decouple and the random variables Y are given as independent Ornstein-Uhlenbeck
processes. Furthermore, one of the main results in [72] is that the borrowing/lending according
to a stabilizes the system against small and medium-sized shocks, making a collapse of the
system less probable, but at the same time exacerbating the extent of cascades if those occur.
The model from [72] has been extended for example in [36], [37], [70] and [99] to capture effects
of core/periphery structures and borrowing from resp. lending to a central bank. By similar
means, [24] considers the effect of an asset bubble on the robustness of individual institutions in
a large network. Note that this line of research is rather abstract with regard to the modeling
of borrowing/lending as an institution j with higher capital will lend money to an institution ¢

with lower capital that it will never reclaim unless the sign of Yt(j ) Y;(i) flips at some point in
time — even then there is no memory about the total amount owed between institutions.

1.1.3 Network models

Maybe the most direct approach of modeling contagion in financial systems — and the one
followed in this thesis — is to consider explicitly the financial system with its institutions and
linkages between them. That is, if we consider a financial system of n € N institutions we
describe the direct exposures (liabilities) between institutions by a matrix e = (e;;)1<i j<n
where e; ; denotes the exposure that institution j has to 7. Also other model parameters can be
considered for each institution such as its capital reserves or assets held for instance. Probably
the most prominent models following the network approach are the Eisenberg-Noe model from
[62] and the Gai-Kapadia model from [75] which we will discuss along with their respective
extensions in the following section. Moreover, in [35] the authors use matrix majorization tools
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to compare systemic losses in financial systems according to different concentration of liabilities.
The work [41] develops a structural model for default and allows to compute explicitly the joint
probabilities of default and survival by a Bayesian network approach. One drawback of network
models is that typically the whole network needed to be observed for calibration, while often
only aggregated data is available. The authors of [76] thus develop a Bayesian methodology
that allows to estimate the individual entries of the liability matrix e from this aggregated data
and they apply it to stress testing of European banks.

1.2 Default Contagion

As roughly outlined above, default contagion considers the progressive infection of direct credi-
tors in a financial system. Initially some distressed institutions in the financial system may not
be able to repay (in full) their pending loans or other liabilities and declare bankruptcy. As a
consequence exposed institutions in the network need to write off their losses. This is completely
analogue to classical credit risk management. However, due to these first-order losses further
institutions may become insolvent and more write-offs ensue. In particular, some institution
in the system that does not maintain a direct relationship with any of the initially distressed
institutions but is linked to them by some vulnerable joint business partner can still get into
trouble even though it may not even have knowledge of this indirect link. Furthermore, even for
directly exposed institutions classical risk management can significantly underestimate losses
as it only considers losses from the particular business relation itself but neglects exposures to
institutions that are driven into default themselves. During the financial crisis in 2007/08 it was
demonstrated that these second order effects neglected in classical risk management actually
play an important role when assessing a system’s stability with respect to initial shock events
and it is thus necessary to better understand those effects.

In this section, we want to elaborate on two intensively pursued approaches within the
network line of research from Subsection While both consider contagion on a network
represented by some exposure matrix e, the methods used are quite different. Whereas the
Eisenberg-Noe (EN) model proposed in [62] and its extensions consider the final state of an
explicitly observed system after contagion via an equilibrium representation, the research branch
started by [75] and [§] models the network configuration e as a random sample calibrated to
some observed network and then considers the contagion cascade round by round.

1.2.1 Eisenberg-Noe-type Models

The seminal work [62] was one of the first papers of financial mathematics that systematically
addressed feedback effects of contagion in financial networks. The authors considered a financial
network consisting of n € N institutions and described it by the observed liability matrix
e c RS’DXO” and the vector ¢ € R} ; of cash values available to each institution which may also
include external assets minus external liabilities that are of higher seniority than interbank
liabilities. The idea is now to assume that the whole financial system was cleared in the sense
that all liabilities were settled. If each institution 7 in the system is solvent in the sense that
its total assets ¢ + Zlgjgn eji (cash + interbank assets) exceed or equal its total interbank
liabilities p; := Zlg j<n €i,j, then it is always possible that all liabilities are repaid. The clearing
vector of the system is then given by p = p, where p; shall denote the total amount paid by
institution ¢. If, however, c + Zlg j<n €ji < Di, then institution ¢ is insolvent and cannot settle
all its liabilities in full. In fact, we assume that i repays as much of its debt as possible and the
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money available to it is split among its creditors j according to the relative liabilities

-1 -
- Jeiipi o, ifpi>0,
w 0, otherwise.

Note, however, that the value of ¢’s interbank assets further depends on the actual amount that
i’s debtors are able to clear and there is thus a potential interdependence. Nevertheless, for a
feasible clearing vector p = (p;)1<i<n it cannot be the case that p; < (¢; + lejgn IL;ip;) A D
as ¢ would end up with a positive amount of money although not repaying all of its debt. On
the other hand, ¢ will not pay out more than its total outstanding loans p; and it cannot repay
more than it has available. Hence, it cannot be the case that p; > (¢; + Zlgjgn 1L, ip;) A i
Any adequate clearing vector p thus needs to satisfy

p=(6+HUﬁAﬁ- (1.2.1)

It is then the main result in [62] that indeed such p exists. Moreover, in general there are a least
and a largest solution to but under mild assumptions on the model parameters those
actually coincide and there is a unique way to clear the financial system.

The EN-model therefore describes the final state of the system from an equilibrium perspec-
tive and thus loses the sequential notion briefly outlined before. We can, however, translate
this idea into an algorithm to determine the largest clearing vector p™ in rounds k¥ € N. We
initially assume that each institution clears all of its liabilities and set p(®) = p. Nevertheless,
any insolvent institution ¢ can only repay a total amount of

P =t Y W =t Y e <pi=p.

1<j<n 1<j<n

Thus all institutions in the system have to write off their losses with initially insolvent institu-
tions and the money paid out by them is described by the vector

p(z) = (c + HTp(1)> A D.

This in turn may further reduce the money available to already insolvent institutions and also
institutions that were solvent before may go bankrupt. Continuing the process, in round k > 3

we thus derive
p) = (c + HTp(kfl)) A D

and it can be shown that indeed p®®) — pt as k — oo.

For a given financial system and an according clearing vector we can now determine the losses
in the system and identify the institutions that default due to contagion effects. As remarked
earlier already, however, it is a strong assumption that the complete network configuration
is available. If at all possible (especially for international relations), above calculations have
to be performed by some regulating institution after collecting all the necessary data from
participating institutions. Moreover, the fixed point equation is very high-dimensional
and as thus intuition about the solution p itself and its robustness to changes of the model
parameters is hard to find in general.

Nevertheless, due to its tractability the EN-model has proven to be a popular model. In
particular, there have been made many extensions to the original model from [62] to account for
a more realistic setting of the financial networks. In [63], [79] and [I07] for instance, bankruptcy
costs have been included in the model representing losses in the enforcement process of claims
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and deductions on asset values when liquidating them. The latter one should not be equated
with fire sales, however, as there is no contagion considered in the before listed works. This
channel (for more details see Section has been included in the EN-model by the works
[9], [38] and [43] for example. Moreover, the extensions [63] and [64] consider cross-holdings
between banks. In the model of [I13], all the above mentioned effects are consolidated.

1.2.2 Random Graph Models

As mentioned earlier already, it is often unrealistic to assume a completely known network
configuration of the financial system. Even if a regulating institution may be able to collect
all the data about direct exposures in its area of responsibility, this becomes less reasonable
when considering also cross-border relations. Moreover, the precise network configuration may
exhibit changes over time maybe even on a daily basis. However, as has been shown in empirical
works (see [45] for instance) global statistics such as the degree distributions in the network
are relatively constant over time. A second popular approach to model default contagion in
financial networks is thus by means of random graphs, where vertices represent institutions in
the system and weighted, directed edges the exposures between them. The underlying prob-
ability measure can then be calibrated to observed data and the random samples are typical
configurations of the actual present or a future network. It is then one possibility to apply the
EN-methodology described in the previous subsection to any random configuration in order to
compute the final clearing vector (see [76] for example). In general this requires a numerical
dealing with the problem to derive statements about the typical magnitude of a cascade and the
corresponding stability of a system. Especially for large networks, however, one can employ the
powerful methodology of probabilistic limit theorems in random settings and the results derived
will hold for all typical realizations of the random network and in particular for the observed
configuration. Moreover, as those results are typically given in terms of the global statistics of
the system and these are relatively constant over time as remarked before, a strong robustness
over time is achieved.

To this end, we change our view of the default contagion process away from the equilibrium
perspective and towards a more direct modeling of the default process that resembles the al-
gorithm to obtain the largest clearing vector in the EN-model. That is, starting with a set of
initially defaulted institutions distress is transmitted to their direct neighbors in the first round.
This may cause new defaults in the system and start a second round of default contagion and so
on. Different than in the EN-setting where the actually repaid debt can be described according
to the severity of the default (the actual loss incurred), it is necessary here to consider a fixed
recovery rate (typically even 0%) regardless of the amount of money available to the defaulted
institution. This assumption can be justified by the fact that the processing of defaults may
take months or even longer and at the time of bankruptcy the actual value of the according
interbank assets are highly uncertain. One good example of this reasoning is the insolvency of
Lehman Brothers in 2008 which took years to liquidate completely and whose traded recovery-
rate amounted to only 8.625% in a bond auction for settling credit default swaps just three
weeks after the default [1].

The random graphs approach to default contagion was started with [75] and a well known
representative of this line of research is the model in [§] (also see [10]). There the authors chose
to describe the financial network by the so-called configuration model that takes as input the
observed empirical degree distribution (jointly for in- and out-degrees) of some financial network
and draws uniformly at random a configuration satisfying this distribution. The results in [§]
then allow for any given initial shock event to compute asymptotically for large networks the
size of the cluster of finally defaulted institutions. Similar at a first glance to the EN-setting,
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the final state of the system is described by a fixed point equation. Despite the large system
size, however, this equation is actually uni-variate and thus much more tractable than in the
EN-model. Moreover, in [8] a measure of resilience is derived for the financial system that
essentially counts the number of so-called contagious links, i.e. exposures that alone are large
enough to transmit default from one institution to another. A rather strong consequence of
this result is that financial systems can be seen as being resilient to small initial shocks as soon
as such contagious links are prohibited by a regulating institution. Put in other words, only
local effects are responsible for the spread of contagion. The description of resilience here shows
a general advantage of the asymptotic viewpoint in the random graphs line of research: For
infinitely large networks it is possible to choose arbitrarily small initial shocks for which the
final state of the system can be investigated. In comparison, for finite networks of size n € N
the least possible positive shock size (expressed as the initial default fraction) is n=!. It is thus
necessary to choose certain parameters for the initial shock and specify a maximal amplification
to define resilience of a financial system. For infinitely large networks the notion of resilience
emerges completely natural, letting the initial shock size tend to zero (see Chapters and
for more details).

To describe more realistic network topologies the works [89, [O0] consider an assortative
version of the configuration model where edges are categorized according to the degrees of
their adjacent vertices. This allows for a better description of core/periphery structures where
periphery banks are almost exclusively connected to a small set of highly connected core banks.

There is a major point of criticism of the models [8, [I0) 89, O0], however. To be precise,
the very heterogeneous nature of real financial networks cannot be reproduced sufficiently.
Many empirical analyses such as [30] for the Austrian banking network or [45] for the Brazilian
one show that typically observed degree sequences are asymptotically heavy-tailed and have
infinite second moment. In this case, however, [93] shows that with high probability (probability
converging to one as the network size diverges) the configuration model produces non-simple
graphs, i.e. there occur self-loops or multiple edges of the same direction between the same
institutions. That is, if we calibrate the configuration model to a specific observed financial
network which is by its nature described by a simple graph (no institution is exposed to itself
and if there are several contracts between the same institutions those are aggregated to a single
one) still in most cases the resulting network turns out to be non-simple and its characteristics
are distorted from the originally observed one. While this problem could in general be solved
by conditioning on the random graph being simple, the results from [§] are not applicable in
this case anymore as those are all formulated asymptotically with high probability only.

In [54], the authors thus switch to a different kind of random graph model that by definition
always produces simple configurations while at the same time allowing for degree sequences
with asymptotically infinite second moment and thus capturing the strong heterogeneity of
empirically observed data. The model they chose is a directed version of the well-known Chung-
Lu random graph [42] that assigns to each institution a certain vertex-weight describing its
tendency to form edges to/from other institutions. Especially in the literature of statistical
physics random graph models of this kind are referred to as fitness models [34] [76l, 110].

[54] is formulated for unweighted edges only, however, and contagion is abstractly defined
according to certain individual thresholds for each institution that describe the number of
debtors that need to fail in order for the particular institution to fail itself. Calibrating these
thresholds is clearly a very challenging task as they depend on the capital of the institution,
the amounts of credit issued to other institutions and the order of their default. Nevertheless,
it is one of the main results in [54] that the mere absence of contagious links does not ensure
resilience of a financial system with strongly heterogeneous degrees. Moreover, a resilience
criterion extending the one from [] is derived.
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In this thesis we will follow the random graphs approach to default contagion and in fact
[54] will be the starting point for two different models in the following. We thus summarize its
main findings in Subsection [2.1.2

1.3 Fire Sales

While the previously discussed channel of default contagion distributes financial distress in
a system via direct contractual dependencies, the links between institutions relevant for the
channel of fire sales are their overlapping asset portfolios. The underlying dynamics are as
follows. Consider for simplicity a financial system in which institutions can invest in a single
common asset. Some initial shock event may now diminish the capital of at least one institution
in the system which reacts to this loss by selling some of its asset shares either due to external
regulations such as leverage constraints or internal preferences. If the number of sold shares is
large compared to typical trading volumes on the market (especially if multiple institutions start
to sell shares at the same time) the surplus on the market will reduce the share price by so-called
price impact. This has two consequences for the institutions in the system. First, the selling
institutions incur even further losses on the particular trades themselves and second, as asset
portfolios are marked-to-market each institution invested in the asset effectively loses money (at
least in the short term). These additional losses and a general uncertainty about the situation
on the financial markets can now provoke even more institutions to sell even more of their asset
shares thus further reducing prices and portfolio values and so on. By this iterated process a
propagation of distress through the system is described and the initial losses can be amplified
considerably. In particular, even institutions that were spared from the initial triggering event
come under pressure due to their asset portfolio’s overlap with distressed institutions that they
might not even have known of.

Additionally to the above mentioned works [9, B8, 43| [113] extending the EN-model to
account for fire sales there is a variety of different approaches to model fire sales in financial
systems. In a sense similar to the cascade models from Subsection in [33] the authors
describe fire sales as a branching process and they find certain criteria for stability of a network.
In [91] the consequences of portfolio diversification are investigated and it is found that benefits
for individual institutions can come at a disadvantage for the system as a whole. Similar
considerations are made in [21]. The work [112] shows that institutions are motivated to create
heterogeneous portfolios to avoid the risk of joint liquidation. Related to these works is also [100]
for the setting of a reinsurance market with overlapping risky objects. For a continuous time
setting the effect of fire sales on the dynamics and correlations of asset prices are investigated
in [48]. Moreover, extending the work [98], in [49] the authors develop a model that can explain
volatility spikes and the increase of correlations in times of financial distress. The effects of
fire sales have also been the object of interest in a series of empirical papers. [82] for instance
analyzes the topology of the induced network of overlapping asset portfolios and [31] uses a
network representation to quantify dependencies. The authors of [46] propose a framework for
stress testing systems with regard to fire sales and develop centrality indices for institutions in
a network of common asset holdings. Other methods to quantify the dependencies due to asset
holdings have been developed for example in [78] by means of the scalar product of portfolio
weights or in [I0I] by the so-termed absorption ratio using a principal component decomposition
of asset returns. In [60] the authors develop a systemic index of aggregate vulnerability and
demonstrate the decreasing stability of the financial system in the years before the global crisis.
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1.4 Contribution of This Thesis

We will now give an outlook on the contributions towards the understanding of systemic risk
made in the following. The chapters of this thesis are in large parts adopted from the papers [57],
[56], [58] and [55] and are all devoted to different aspects of default contagion and fire sales. The
common thread of the different chapters is that we use random graph methods to model partic-
ular empirically observed network characteristics, we analyze asymptotically the effect of shock
events on the system and compute the final state of the system at the end of the contagion cas-
cade, we derive criteria for resilience and non-resilience in our models that allow us to understand
which network characteristics promote or hinder the spread of distress in the financial system,
and we derive sufficient systemic capital requirements that can be prescribed by some regulating
institution to all participants in the system in order to contain and prevent large cascades.

Contribution in Chapter In Chapter 2] for the purpose of analyzing default contagion,
we develop a weighted, directed random graph model for financial networks of direct exposures
that allows to describe degree sequences with infinite second moment. The model thus extends
[8] and is applicable also to more realistic settings of financial networks.

Using a uni-variate fixed point equation, we then derive asymptotic results for large networks
about the final systemic damage caused by some given initial shock event. In particular, we
introduce an index of systemic importance for each bank and we consider the final systemic
damage to be the total systemic importance of all finally defaulted institutions. This approach
is new compared to [8] and allows for a more relevant assessment of systemic risk than only
considering the number of finally defaulted institutions. Further, this approach is in line with
and can easily be applied to current regulatory methods where institutions are assigned to
certain classes of systemic importance [17, 2§].

We then apply our asymptotic results to derive criteria for resilience respectively non-
resilience. At this step we make use of the previously mentioned naturally emerging notion
of resilience where we let the relative size of the initial shock be arbitrarily small and we par-
ticularly call a system non-resilient if nevertheless the final relative systemic damage is lower
bounded by some positive constant.

We then go even one step further and apply the resilience criteria in order to obtain explicit
formulas for sharp capital requirements for each individual institution. In general (if asymp-
totically the degree distributions have an infinite second moment), these requirements are more
restrictive than the mere absence of contagious links in the system as in [§]. Instead they can be
identified with a sublinear function of the specific in-degree of an institution. In particular, di-
versification is encouraged by our systemic capital requirements which is for example in line with
the results in [35]. Moreover, a very appealing feature of our formulas for capital requirements
is that those can be computed locally by each institution itself if only a regulating institution
with knowledge about the global system statistics publishes two global constants. In particular,
it is completely transparent for each institution how the capitals are determined and as those
depend on the particular institution’s own business relations only, they prevent manipulation
by individual institutions either of their own capital requirements or their competitors. As the
derived capital requirements are sharp, one can interpret them as an allocation of the total
systemic risk (the total necessary capital to secure the system) to each individual institution.
This adds to research questions discussed in [23], [66] and [86], but to the best of our knowledge
is the first such allocation that does not rely on complete knowledge of the system but can be
computed locally.

Finally, we verify by numerical simulations that our asymptotic results and in particular the
systemic capital requirements are applicable also to financial systems of reasonable finite size.
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Contribution in Chapter Looking for ways to benefit from portfolio diversification and
access to different international markets [11], [I3] 14} 53] [65], over the last decades institutions
have entered more and more cross-border relationships [40, 52), 83, 104] thus leading to an
increasingly complex global network structure and linking different regional financial systems
all over the globe. Moreover, the modern financial landscape is typically described by tiered
structures usually referred to as core/periphery. Empirical evidence of this fact for several
countries is for example given in [30] for Austria, [45] for Brazil, [5I] for Germany, [74] for
Italy, [92] for the Netherlands, [103] for the United Kingdom and [7] for the European interbank
network.

Motivated by this clustered and tiered observed network structures, in Chapter 3| we propose
a random graph model for default contagion in which each institution is given a certain type
(such as country, core/periphery or mixtures thereof) assigning it to a certain subsystem. Our
model constitutes a multi-variate extension of [54] and assigns to each institution a vector of dif-
ferent vertex-weights describing the different tendencies to develop edges to certain subsystems.
By this approach the above explained assortativity can be achieved. Note that for calibration
purposes the assignment to a certain subsystem poses an additional challenge but methods for
community detection and the identification of core respectively periphery vertices can be used.
See for example [27], 44 [50l [69] 116], 117] respectively [88], 10§].

Moreover, in our proposed model we overcome an issue that persisted in the literature so far
and regards the distribution of exposures. While certainly exposures between core institutions
should be larger than an exposure between a core and a periphery institution intuitively, in
the literature (also in Chapter [2|) it has so far been assumed that the distribution of such an
exposure only depends on the creditor bank. This allowed to decouple the actual exposures
from the network configuration. In Chapter |3 we develop new multi-variate tools to tackle this
issue directly, further increasing the dimensionality of the problem.

Yet, we achieve to derive analogue results as in [54] thus giving an explicit formula for the
final systemic damage caused by an initial shock and providing an understanding of network
structures promoting or obstructing the propagation of distress by deriving sharp criteria for
resilience and non-resilience. Due to the multi-dimensionality of the model parameters we have
to deal with a multi-variate fixed point equation but it is worth to note that the problem stays
low-dimensional compared to an EN-type problem. Using the criteria for resilience, we then
describe a family of sufficient systemic capital requirements securing the system against small
initial shocks. Furthermore, we integrate ideas of exposure modeling from Chapter [2| into our
new model to significantly reduce the dimensionality of the problem while at the same time
keeping the advantage of counterparty-dependent exposures.

Finally, we provide applications of our model in particular analyzing the effect of several
subsystems on the stability of the global network. Moreover, we demonstrate by a simple
example that the possibility to model counterparty-dependent exposures is a necessary feature
in models of financial networks in order not to underestimate the impact of contagion.

Contribution in Chapter In Chapter [d] we seize on the idea of an asymptotic modeling
from the literature on default contagion and develop an asymptotic model for fire sales. The
underlying model parameters are for each institution a vector of share holdings of different
illiquid assets, its initial capital and an amount of initially incurred losses. Moreover, we choose
to consider an abstract function that describes the sales strategy for each institution and depends
on the incurred losses relative to an institution’s initial capital. Drops of asset values shall be
modeled by a certain price impact function. Our setup allows for a large degree of freedom
regarding the choice of these functions.
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Using global statistics of the institutions’ model parameters we are then able to describe the
final state of the system by a multi-variate fixed point equation where each dimension represents
one of the considered assets. An arising difficulty at this description, however, is the emergence
of discontinuities in the underlying system of functions. In addition to the final systemic damage
due to defaults the final state also includes information about the total number of shares of each
asset that were sold during the fire sales process and the hence induced total price impact that
is an important quantity as every investor in the asset — even if not participating in the fire sales
process — will effectively lose money by the devaluation of its portfolio (at least in the short
term). This includes in particular private investors, the wider economy and even countries
(e.g. the government pension fund of Norway).

Similar as in the setting of default contagion a notion of resilience is emerging in the limit
of large financial systems and we characterize systems as stable or unstable. Moreover, we are
again able to compute systemic capital requirements that ensure resilience of the system and
by numerical simulations we demonstrate their positive effect for system stability over classical
risk management policies according to Basel III [16] for instance.

We then employ our new theory to investigate positive and negative effects of portfolio
diversification adding to current research in [21], [73], 911 [112].

Contribution in Chapter In Section [I.1} we explained that financial distress is propa-
gated through financial systems via several channels of contagion and we already analyzed in
detail two of the main drivers — default contagion and fire sales — individually. Clearly the
different effects can amplify each other, however, if considered simultaneously. Consider for ex-
ample a fire sales process and assume that due to the dropped value of its asset portfolio some
institution in the system defaults. Then as described before all creditors of this institution need
to write off their respective interbank assets and thus incur further losses. This in turn may
lead to further asset sales and devaluation of asset portfolios by price impact.

It is thus important to model the interplay of different contagion channels in order to get
a better picture of their joint impact on systemic risk. This is the purpose of Chapter In
particular, we combine our models of default contagion and fire sales from Chapters [3] and
and consider a simultaneous cascade process for heterogeneous and assortative networks. As
before we take an asymptotic approach to the problem and describe the final systemic damage
as well as the final number of sold asset shares by a multi-variate fixed point equation where
the underlying functions reflect the joint impact of both contagion drivers.

In order to understand which structures of financial systems facilitate or prevent the propa-
gation of financial distress we extend our previous results on resilience and non-resilience and we
further derive sufficient systemic capital requirements to secure a system against the combined
effects of default contagion and fire sales.

Moreover, we demonstrate in a specific example that in fact the two channels can significantly
amplify each other which stresses the importance of integrated models in systemic risk research.






Chapter 2

A Model for Default Contagion in
Financial Networks

In this chapter, we propose a first model for default contagion in financial networks. Our main
motivation is to represent the large degree of heterogeneity that constitutes one of the defining
features of real financial networks (see [30] for Austria or [45] for Brazil for instance) but could
not be described sufficiently by previous works such as [§]. We build on the network model from
[54] and represent the financial network by means of a random graph in particular. Compared
to [54], however, we augment the underlying probability space such that exposures between
institutions as well as capitals of the institutions can be modeled by random variables. We can
thus describe exposures of different size in the network which makes our model applicable to
reasonable financial networks. Still the underlying random graph allows to construct asymptotic
degree sequences with infinite second moment, thus reflecting the networks’ strong heterogeneity.

In Section we then describe the default contagion process and we determine the final
state of large financial systems hit by some initial shock. At this, in particular, rather than
considering the fraction of finally defaulted institutions only (cf. [, 54]), we introduce an index
of systemic importance of each institution and we are thus able to determine the damage to the
financial system itself but also to the wider economy or society. In Section we go one step
further and investigate the vulnerability of an a priori unshocked financial system to a small
shock. We derive criteria for resilience and apply them to derive sharp capital requirements
securing the system. In particular for the relevant case of degree sequences with infinite second
moment, these regulations are considerably more restrictive than the ones derived in [8]. We end
this chapter with a series of simulation results in Section demonstrating the applicability of
our asymptotic theory also for finite systems of a size typical for the real world. All the proofs
are deferred to Section 2.4]

My own contribution: This chapter is in large parts adopted from [57] and is thus joint
work with Nils Detering, Thilo Meyer-Brandis and Konstantinos Panagiotou. I was significantly
involved in the development of all parts of that paper and did most of the editorial work. In
particular, I made major contributions to Lemma [2.1.4] Theorem Proposition The-
orem [2.2.6] Theorem [2.2.8 Theorem Theorem [2.2.12] Proposition and Theorem
Moreover, all simulations have been designed, implemented and interpreted by myself.
Subsection is my own work and only contained in an earlier version of [57].
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2.1 Default Contagion on a Weighted, Directed Random Graph

We shall present a stochastic model for a weighted, directed financial network. It will be based
on the directed random graph model proposed in [54] (see Subsection but complemented
by edge weights. The main objective will be to assess the damage caused by default contagion
asymptotically when the network size grows to infinity.

2.1.1 Default Contagion and Systemic Importance

We first describe the process of default contagion on a given (deterministic) financial network. If
n € N is the size of the network, we label the institutions (for simplicity called banks hereafter)
by indices ¢ € [n]|, where [n] := {1,...,n}, and interpret them as vertices in a graph. If
furthermore e; ; € Ry o describes the exposure of bank j to bank ¢, then we draw a directed
edge of weight e; ; from 7 to j in the graph if e;; > 0. We do not allow for self-loops or
multiple edges between two vertices pointing in the same direction. That is, e;; = 0 for all
i € [n] and the network structure is completely determined by the exposure matrix (e;;); jejn)-
Moreover, consider for each bank i € [n] its capital/equity ¢; € Ry oo := Ry o U {00} and a
value of systemic importance s; € R4 o which measures the potential damage caused by the
default of bank ¢ and could, for instance, be computed by a regulating institution according to
the indicator-based approach developed by the Basel Committee on Banking Supervision in its
framework text from 2013 in order to measure global systemic importance of banks [17]. The
focus is on the impact of a potential default on the global financial system and wider economy.
A similar approach is pursued by the Board of Governors of the Federal Reserve System [28].
Another example of deriving systemic importance values is to use DebtRank as introduced in
[19]. Tt focuses on the relative monetary impact of a bank in an interbank network.

We call bank i solvent if ¢; > 0 and insolvent/defaulted if ¢; = 0 (due to an exogenous shock
to the network). The set of initially defaulted banks is thus given by Dy = {i € [n] : ¢; = 0}.
They trigger a default cascade Dy C D; C ... given by

Dy, = {z SO ej,i}, (2.1.1)

J€Dk_1

where in each round k& > 1 of the cascade process bank ¢ has to write off its exposures to banks
that defaulted in round k — 1 and goes bankrupt as soon as its total write-offs exceed its initial
capital. The chain of default sets clearly stabilizes after at most » — 1 rounds and we call
Dy, = Dy,—1 the final default cluster in the network induced by Dy. We could easily introduce a
constant recovery rate R € [0,1) to our model by multiplying exposures e;; by a factor 1 — R

in ZL1).

A first approach, that is often pursued in current literature, is to identify the damage caused
to the financial network with the fraction n=!|D,|. That is, damage is bearable if only few banks
default as a result of the external shock event and the thereby started cascade process and it
becomes the more threatening the larger the final fraction of defaulted banks n=!|D,,| gets. In
line with current regulator considerations, however, it is more realistic to consider the more
general index of systemic importance of defaulted banks to really measure the damage to the
economy. Instead of the size of the final default cluster D,,, in the following we hence consider
its total systemic importance S, := ZieDn s; as a measure for the damage caused. Clearly, the
special case S, = |Dy,| is covered by setting s; = 1 for each i € [n].
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2.1.2 A Special Case: the Threshold Model from [54]

Consider for now the special case that e; ; € {0,1} and ¢; € Ng o, := NoU{oo}. That is, whether
or not a bank in the network defaults depends on the number of defaulted debtors (and the
bank’s individual integer-valued capital ¢;). This setting (we call it the threshold model) was
considered in [54] and we recall its model assumptions and the main result here.

Instead of a deterministic network structure, we describe the network as a random graph.
To this end, (in addition to capital ¢; and systemic importance s;) assign to each vertex i € [n]
two deterministic vertex-weights w;” € Ry o and wi+ € Ry o and define the probability p; ; of a
directed edge from vertex i to vertex j being present by

Pij = {mm{ iy h i (2.1.2)

0, i= 3.

Further, let X; ; be the indicator function for the event of edge (i, j) sent from vertex 7 to vertex
j being present and assume that these events are independent for all (i,j) € [n]2. The role of
in-weight w; respectively out-weight w;r is to determine the tendency of vertex i € [n] to have
incoming respectively outgoing edges. The vertex-weights are deterministic and purely used as
a mean to specify the edge probabilities. They should not be confused with the edge-weights
e; j. The construction of the random graph via vertex-weights resembles the one in [42] or more
general in [29]. Note, however, that our random graph is a directed generalization as in [54].

For each random configuration of the network, we can then consider the cascade process
to derive the random final default cluster D,, as well as its random systemic importance
Sy The idea in the following is to let the network grow in a regular fashion (see Assumption
and to use law-of-large-numbers effects in order to derive a deterministic limit for n=1S,,.

For each network size n € Nlet w™(n) = (wy (n),...,w, (n)), w(n) = (wi (n),...,w} (n)),
s(n) = (s1(n),...,sp(n)) and e(n) = (¢1(n),...,cn(n)) sequences of in-weights, out-weights,
systemic importances and capitals of the individual banks. We impose the following regularity
conditions:

Assumption 2.1.1. For each n € N, denote the joint empirical distribution function of w™=(n),
wt(n), s(n) and c(n) by

Fn(fl?,y”Ual) = nil Z 1{wz_(n) < wij_(n) < Y, Sz(n) < U,Ci(n) < l}? (x7y7v7l) € Ri,XNO,OO7
i€[n]

and let (W, , W, S,,Cy) a random vector distributed according to F,. We assume that:

1. Convergence in distribution: There exists a distribution function F' on Ri,o X No oo
such that F(z,y,v,l) = 0 for all z,y < z¢ and xog > 0 small enough, and such that
at all points (z,y,v,l) for which Fi(x,y,v) = F(x,y,v,l) is continuous in (x,y,v), it
holds limy, o0 Fy(z,y,v,1) = F(z,y,v,1). Denote by (W~ , W+ S, C) a random wvector
distributed according to F.

2. Convergence of average weights and systemic importance: W—, W and S are
integrable and E[W, | — E[W~], E[W,f] — E[W™] as well as E[S,] — E[S] as n — cc.

This assumption is of a technical nature and concerned with the behavior of the network pa-
rameters as the size of the network tends to infinity. For practical purposes one can think of
Assumption [2.1.1] ensuring that the limiting network keeps the observed parameter distribution
of some real network we want to investigate. In particular, the expected weights are assumed
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to stay finite. In [54] it was derived that Assumption implies D;  ~ Poi(w; E[WT]) re-
spectively D;" ~ Poi(w; E[W™]) in the limit n — oo, where D;” and D} denote the random in-
respectively out-degree of vertex ¢ with weights (w; ,w;r ). Conversely, one can show that for
an observed network topology, i.e. given in- and out-degrees, maximum likelihood estimators
of the in- and out-weights are approximately given by the in- and out-degrees (normalized by
some global factor) — see Subsection That is, morally one can think of the in- respectively
out-weight of a vertex as its in- respectively out-degree.

Further, note that we did not assume W~ or W to have finite second moment. By the
result from [54] that the empirical degree distribution for the model above converges weakly to
a random vector (D™, D1) distributed as Poi(W ~E[WT], WTE[W~]), we see that our model
is hence capable of modeling networks without a second moment condition on their degree-
sequences. In particular, choosing W~ and W™ power law distributed with parameters 5~
respectively T results in power law distributions for the degrees D~ and D™ with the very
same parameters. This allows to calibrate our model parameters to observed empirical in- and
out-degree sequences. As we will see in Subsections and these power law parameters
carry the most important information about the network when it comes to determining resilient
capital requirements.

Consider now the following heuristics: Let ¢ € [0, E[IWWT]] denote the total out-weight of
finally defaulted banks divided by n. Then in the limit n — oo for any bank ¢ € [n] the number
of finally defaulted neighbors in the network is given by a random variable Poi(w; (). Bank i is
thus finally defaulted itself if and only if Poi(w; () > ¢;. Summing over all banks in the network
we therefore derive the following identity:

EW pc(W ()] = ¢,

where .
dose @il 0 <1 < oo,

0, [ = o0.

P(z) :=P(Poi(z) > 1) = {

Moreover, summing up the systemic importance values, the final damage caused by defaulted
banks should be given by E[Svc(W™()].

Motivated by these heuristics consider now the function
[z (W, WH,0) :=E [Wpe(W™z2)] — 2.

By the dominated convergence theorem, f(z; (W=, W™, C)) is continuous and has a smallest
root 2 € [0, E[W™]]. Furthermore, let

d(z; (W=, W*,C)) :=E[W WFpc(W™2)] — 1,
the weak derivative of f (see Lemma [2.1.4]), where

$1(z) =P (Poi(z) = 1 — 1) 1{l > 1}.

A sequence of events (E,)nen shall hold with high probability (w.h.p.) if P(E,) — 1, as
n — o0o. The following theorem for the threshold model will be used in the proofs of our main
results in this chapter.
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Theorem 2.1.2 (adapted from [54, Theorem 7.2]). Consider a sequence of financial systems
satisfying Assumption |2.1.1. Then the following holds:

1. For all € > 0 with high probability:
n 'S, > E [Syc(W™2)] —
2. If d(z) is bounded from above by some constant k < 0 on a neighborhood of zZ, then
n1S, L E [ch(W_é)] ,  asm — 0o.
The theorem thus allows us to compute the final damage S, for n — oo.

2.1.3 The Exposure Model

On the base of the threshold model from the previous subsection, we will now construct our
weighted, directed random graph model for financial systems. At this, we uncouple the occur-
rence of an edge sent from ¢ to j from the size of its possible edge-weight. That is, we model the
occurrence of edges by the random matrix X = X (n) = (Xi;); je[n) from Subsection El and
we assign to each pair (4, ) € [n]? with i # j a random variable E; ; > 0 representing j’s possible
exposure to i (set E;; = 0 for all i € [n]) such that £ = E(n) = (E;;); jen is independent of
X (clearly one can construct such a joint probability space). The random exposure of j to i is
then given by €ij = Xz',jEi,j-

To make the model analytically tractable, we assume that for each bank j the list of possible
exposures F1j,...,F;_1;,Ejy1j,...,E,; is an exchangeable sequence of random variables.
That is, for each j € [n] and each permutation 7 of [n]\{j}

d
(Brjs s Bjm1js Bjiigs s Bng) = (Ex(ygo - Br(io1).s Br(ir1)go -+ » Bn(n) g) -

This is equivalent to taking for each bank j € [n] an arbitrary sequence of random variables
) ) ) ,E,w- and transforming them into a list of exposures F1 ;, ..., E;_1 j,
Eji1j,...,Enjby Eij = E‘W(i)J for some random permutation 7 independent of {Ei,j}ie[n]\{j}
and uniformly drawn from the set of all permutations of [n]\{j}. We remark that the require-
ment of exchangeable exposures is a typical assumption made in the literature (such as [q]).
Note, however, that in this setting the distribution of the exposure size F;; only depends on
the creditor bank j and not on the debtor bank ¢, which might be a criticizable assumption
for example in strongly pronounced core/periphery networks where also the exposures might
exhibit stronger heterogeneity. The relaxation of this assumption is technically more demanding
and deferred to Chapter

Furthermore, assign to each bank i € [n] a possibly stochastic capital value ¢; € Ry g
and a deterministic systemic importance value s; € R4 . Using we can then again
determine the random final default cluster D, and its systemic importance S,. It is the aim of
the following subsection to derive results about convergence and deterministic bounds similar
as in Subsection 2.1.2] for the threshold model.

Table summarizes all important parameters in the exposure model and compares them
to the observed quantities in a financial network.

ElJ’ ey Ej_Lj, Ej+17j, -

2.1.4 Asymptotic Results for Default Contagion in the Exposure Model

The setting in the exposure model is more complex than in the threshold model since we
cannot decide if a bank defaults only based on the number of its neighbors that default: ([2.1.1])
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Observed Network Exposure Model
capital ¢; € R4, capital ¢; € LO(Ry .00,
systemic importance s; € Ry o, systemic importance s; € Ry o,
in-degree d; € Ny, in-weight w;” € Ry p,
out-degree d:r € No, out-weight wj € Ry,
(edge probability p; ; = min{1, n_lw;rwj_}l{z' #7})
exposure sequence exchangeable sequence of possible edge weights
(ei)jemp iy € Rio (Big)jemigiy € £°(Ry)

Table 2.1: Comparison of observed quantities in a financial network and the model parameters
in the exposure model

asserts that this also depends on the actual exposures between the banks. However, one crucial
assumption that we made is that these exposures are exchangeable, so intuitively it should make
no difference which neighbors of a given bank default, but just their actual number.

To formalize this intuitive argument, define for each bank i € [n] the random threshold value

7i(n) := inf {s e {0} U [n—1] ZE (0 2 cz}, where p;(¢) =0+ 1{¢ >}, (2.1.3)
(<s

with the usual convention inf() := oo, that is, 7; is allowed to take the value oo if capital ¢;
is larger than the sum of all possible exposures. In this case, bank ¢ can never default. The
use of the enumeration p; becomes necessary in since we want to spare ¢ in this natural
ordering. The value 7; then determines the hypothetical default threshold of 7, assuming that
i’s neighbors default in the order of their natural index given by p; and that all edges (j,1),
1 <j <pi(r), i # j, are present in the graph. We denote the hypothetical threshold sequence
by 7(n) = (11(n), ..., Tn(n)). The thresholds are only hypothetical, since not all of the first p;(7;)
exposures must be present in the graph and the vertices do usually not default in their natural
order. However, we know that the exposures are exchangeable, so all these simplifications should
have no effect; it will turn out in the proof of Theorem that indeed the value 7; captures
the actual dynamics: the qualitative characteristics of the contagion process in the exposure
model are the same as in the threshold model with capital sequence 7(n).

As an equivalent of Assumption [2.1.1]for the threshold model we need to impose the following
regularity conditions:

Assumption 2.1.3. For each n € N, denote the random joint empirical distribution function
of w™(n), wt(n), s(n) and 7(n) by

Gn(z,y,0,0) =n~" Y Hw; (n) <z, wf(n) <y si(n) <v,mi(n) <1}, (2,y,0,1) € R} (X No oo
1€[n]

Then we assume that:

1. Almost sure convergence in distribution: There exists a deterministic distribution
function G on Rio X Nooo such that G(x,y,v,l) = 0 for all z,y < xo and o9 > 0
small enough, and such that at all points (x,y,v,l) for which G|(z,y,v) = G(x,y,v,l) is
continuous in (x,y,v), it holds almost surely lim,_,c Gn(x,y,v,1) = G(z,y,v,l). Denote
by (W=, W+,S,C) a random vector distributed according to G.
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2. Convergence of average weights and systemic importance: W—, W and S are
integrable and fRi,oXNo,oo rdGy(z,y,v,l) - E[W™], fRi,oXNo,oo ydGp(z,y,v,1) — E[WT]

as well as fRi,oXNo,oo vdGy(z,y,v,1) — E[S] as n — oo.

To ensure that Assumption holds, a twofold regularity is needed. Firstly, for a vertex with
given in- and out-weight, the distribution of the threshold value must stabilize, even though
the number of exposures appearing in the sum in increases. Secondly, a law of large
numbers for the empirical distribution of the threshold values has to hold. See Subsection [2.1.5
for general examples of financial systems satisfying Assumption [2.1.3

For the remainder of this subsection, we consider a sequence of financial systems denoted as
(w™(n),w"(n),s(n), E(n),c(n)) and satisfying Assumption In particular, we denote
by (W=, W*,S,T) a random vector distributed according to the limiting distribution G from
Assumption We assume that the financial systems have experienced an external shock
such that a positive fraction of banks have capital zero. In the notation from above this means
P(T" = 0) > 0. Hence we are in a situation in which a default cascade is about to happen
and we are interested in the damage to the financial system and the wider economy, given by
Sn = ZiEDn s; the total systemic importance of defaulted banks after the contagion process.
This damage S, is a random number for each n € N. As the network size gets large, however,
we show that n~LS,, converges to a deterministic value which we can determine exactly. To this
end, we denote

flz; (W™, W+,T)) =K [W*zﬁT(W*z)] — 2,
where as in Subsection 2.1.2]

> il e %2l /5!, 0<1< o0,

0, [l = o0,

Yi(x) := P (Poi(z) > 1) = {

and
d(z; (W=, WH,T)) :=E[W W ¢r(W™2)] - 1,

where again as in Subsection [2.1.2
¢1(z) =P (Poi(z) =1-1)1{l > 1}.

Whenever (W=, W+, T) is clear from the context, we abbreviate f(z;(W~,W™,T)) by f(z)
and d(z; (W~ ,W™,T)) by d(z). The following lemma summarizes some properties of f and d.

Lemma 2.1.4. The function f(z) is continuous on [0,00) and admits the following represen-
tation:

£2) =W UT = o))+ [ i) (2.1.4)

If P(T' = 0) > 0, then f(z) has a strictly positive root Z.

In particular, d(z) is the weak derivative of f(z) and if d(z) is continuous on some interval
I C [0,00), then f(z) is continuously differentiable on I with derivative d(z).

We derive the following result about &,, the damage caused to the system. It resembles
Theorem for the threshold model and indeed in the proof we make use of this result.
However, due to the hypothetical nature of the threshold sequence 7(n) this application is not
straight-forward and requires considerable effort.
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Theorem 2.1.5. Under Assumption suppose P(T" = 0) > 0 and let 2 be the smallest
positive root of f(z). If the weak derivative d(z) of f(2) is bounded from above by some constant
Kk < 0 on a netghborhood of z, then

n7'S, L E[S¢r(W™2)], asn — oo.

Two remarks are in order: First, if f(z) is continuously differentiable on a neighborhood of 2
with f/(2) < 0 (i.e. 2 stable), then Theorem is applicable. This is a standard assumption
in current literature. In [§], for instance, the authors assume degree sequences of finite second
moment. In this case, it is straight forward to show that f(z) is continuously differentiable.
Secondly, without the assumption of stableness, n~'S, does not converge to a deterministic
number in general (see [94] for a comparable result in a much simpler setting). However, in the
following theorem we are still able to state asymptotic bounds rather than an exact limiting
value. We believe that the derived bounds are sharp in the sense that they cannot be improved
without further assumptions. Proving this, however, is beyond the scope of this work.

Theorem 2.1.6. Under Assumption suppose P(T" = 0) > 0 and let 2 be the smallest
positive root of f(z). Further, let z* be the smallest value of z > 0 at which f(z) crosses zero,

2z :=inf{z >0 : f(z) <0}.
Then the following holds:
1. For all € > 0, with high probability n=1S,, > E[Syr(W~2)] — .

2. If further d(z) is continuous on some neighborhood of z*, then for all € > 0 with high
probability n='S,, < E[Syr(W~2%)] +e. In particular, if 2 = 2*, then

n71S, B E[SYr(W™2)], asn— .

Note that under the assumptions of Theorem it holds that f(0) > 0. Together with
continuity of f from Lemma this implies that z* > Z. In general, however, it is possible
that z* > 2, for example if f has a local minimum at 2.

2.1.5 Examples for Financial Systems Satisfying Assumption [2.1.3

In this section, we want to demonstrate the wide applicability of our model. In Example
we describe a financial system where banks are sorted into buckets according to their weight
and capitals as well as exposures have the same distributions for all banks within each bucket.

Example 2.1.7. Let (w™(n),w'(n),s(n)) be a triple consisting of in-weight, out-weight and
systemic importance sequences such that the empirical distribution

Fu(z,y,v) =n"" ) 1{w; (n) <z, wf(n) <y,si <v}, (x,9,0) €RY,
1€[n]

converges to some distribution function F. To be consistent with Assumption we require
F(z,y,v) =0 for all x,y < o and some xo > 0. Further, assume lim, ., E[(W, , W}, S,)] =
E[(W—,WT,8)], where (W7, W, S,) ~ F, and (W=, W+,S) ~ F. Choose some partition of
[0,00)3 into countably many sets Dy, k € N, and denote Wy, := {i € [n] : (w; ,w],s;) € Dy}.
Let the distributions of Ej;, j € [n], and ¢; be equal across vertices i € Wy, and assume them
all to be independent. From this assumption it follows that for n > | € Ny the distribution of
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V! := 1{r; <1} only depends on the category Wy, > i. Therefore, denote q,lC = P(Y] = 1) for
i€ Wyg.
We show that Assumption is satisfied. For this let (z,y,v) € Ri,o a point of continuity
of F and define
W) .= i e [n] : wy <z,wl <y, s <)

The cardinality of W®¥:Y) 0\ Wy, stabilizes as a fraction of n for all k by the regularity of the
weight sequences. Since clearly Y} € L', this yields that

= i -1 1 -1 (z,y,v) l
G(x,y,v,l): nh_)rrolon Z E[Y;] nh_)rr;on Z ‘W NWk| q;
ieW(@.y,v) keN

exists. By the strong law of large numbers applied to each category, it follows that almost surely

lim Gn(z,y,v,0)= lim n™" > YV} =G(z,y,v,1), (2,901 R} jxN.

n—00 n—o00
iew(z,y,v)

Note that, although dropped from the notation, the random variables {Yil}iew(z,y,v> depend on
n. Therefore, we need a strong law of large numbers for independent triangular arrays here.
Since Yil € L*, the standard proofs of the strong law of large numbers using the generalized
Chebyshev’s inequality and the Borel-Cantelli Lemma carry over to this case.

Finally, complete G(z,y,v,l) also for points (x,y,v) € Rg’no which are not continuity points
of F simply by taking limits from above.

As already observed in a similar setting in [8], the independence of the exposure random variables
can be weakened.

Example 2.1.8. Similar as above, assume that vertices are partitioned into the K classes
Wi, ..., Wk with vertices with the same marginal distributions of the capitals and exposures.
The sets may depend on the network size n but we shall assume that limy, oo n™1 W] =: A(k),
k € [K], i. e. the fraction of vertices of a given class stabilizes. For each class k € [K] we are
given generating sequences {ck }1en and {EF}ien of random variables in Ry o resp. Ry. Further,
we assume that {Cf}leN and {Elk}leN are infinite exchangeable systems and independent of each
other for every k € [K] (see for example [6] for the definition of exchangeability and infinite
exchangeable systems). For each network size n, assign now to every vertex i € Wy a capital
from {cé"}leN and n — 1 exposures from {Elk}leN according to any deterministic rule such that
no capital or exposure is used more than once. Define then the threshold value as in and
for a fired m € N and vertex i in class k € [K]| the indicator random variable Y, := 1{1; = m},
that determines whether vertex i has threshold value m. Observe that for n > m+1 every vertex
i € [n] has more than m exposures and the distribution of Y. is thus independent of n. Let
Br(1)y ..., Br(|Wk|) the indices of the vertices in Wy. By construction then

LO ) Yo = L0680y Ve (Br(iwi)

for all oy, € X(Wy), that is, for each k € [K], the random variables {Y%} build an exchangeable
system. Since for fized n the sequence {Y,"}icw, is just the restriction to a finite subset of
variables of an infinite exchangeable systeni for [Wk| — oo it converges in law to an infinite
exchangeable system. Let Ay be its directing measure. This implies that the system of random
variables (Y} re(x)iew, forms a multi-exchangeable system (see [80] for definition). Define the
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empirical measure by

Wil
—1
AT = Wy Z Sy
=1

for each k € [K|. By [80, Theorem 2] convergence in distribution of {Y;" }icw, implies conver-
gence in distribution of the empirical measure sequence (Ak)ke[Kp without any assumptions on
the dependency structure across classes. Since the above considerations apply for all m € N,
convergence in distribution of the empirical measure sequence

Ak = 7’L_1 Z 571.

i€[n]

follows for all k € [K]. By the Skorohod Coupling Theorem [95, Theorem 4.30], there exists a
probability space with random elements {Ay}re(x) distributed as {Ay}re(r) such that {Ag}re(x)
converges almost surely as required.

2.2 Resilient Networks and Systemic Capital Requirements

In the previous section, we quantified the default propagation in financial networks after an
external shock to banks’ capitals, i.e. in a network with initially defaulted banks. It is of
interest, however, to be able to determine how systemically risky a network is prior to a shock
event. That is, for a sequence of financial systems (w™(n),w*(n), s(n), E(n), c(n)) satisfying
Assumption2.1.3|with P(T' > 0) = 1 we want to observe today’s network topology and exposures
and, keeping them unchanged, apply some small random shock to the capitals only ex post. A
resilient, systemically unrisky network should only experience minor damage by this whereas in
non-resilient, systemically risky networks even a small shock can cause huge harm to the whole
system. An advantage over static models such as the Eisenberg-Noe model [62] is that we can
assess stability already for an unshocked system. Further, this section will show that whether
a financial network is judged resilient or non-resilient only depends on the distributions of W™,
W+ and T. These have been shown to be relatively stable over time even if locally the network
might change noticeably.

2.2.1 Resilience Criteria for Unshocked Networks

In order to incorporate such small random shocks into our model, we introduce a sequence
m(n) = (my(n),...,my(n)) of binary marks m; € {0,1} to (w™(n),w*(n),s(n), E(n),c(n)),
where m; = 0 means that bank ¢ defaults ex post due to some shock event and hence loses
all its capital to start the cascade process, i.e. the new capital is given by ¢;m; for each bank
i € [n]. Otherwise, the capital distribution stays the same. We extend Assumption such
that there exists a distribution G and the new empirical distribution

G,y 0, Lk) =n"" Y Hw; (n) <z, wf(n) <y, s <v,7(n) < 1,ma(n) <k}
i€[n]

converges almost surely at all continuity points (z,y,v) of Gi(z,y,v) := G(z,y,v,l,k) and
denote by (W~,W*, S T, M) a random vector distributed according to G. We assume that
P(T =0) =0 < P(M = 0) such that indeed M causes ex post defaults in an unshocked system.

We want to consider a financial system as being non-resilient to initial shocks if even very
small shocks M can cause significant damage SM, measured by the total systemic importance
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(a) (b)

Figure 2.1: Examples of functions f(z) = E[WT¢p(W™z2)] — z (blue) satisfying conditions
(2.2.1) (a) respectively (2.2.2) (b). Orange: the function g(z) = E[S¢r(W™z)]. Dashed: the
unshocked functions. Solid: the shocked functions.

of the defaulted banks D at the end of the contagion process triggered by M. Mathematically
this is expressed as follows:

Definition 2.2.1. A financial system is said to be non-resilient if there exists a constant A > 0
such that for each ex post default M with P(M = 0) > 0 it holds that

nISM>A w.h.p

The following theorem states a sufficient criterion for a system to be non-resilient.

Theorem 2.2.2 (Non-resilience Criterion). Under Assumption suppose that P(T' = 0) = 0
and that there exists zg > 0 such that

f(z) >0, foral0<z< 2. (2.2.1)
Then it holds for all M with P(M = 0) > 0 that
n 1SN > E [Syr(W™2)]  w.h.p.

In particular, if E[S1{T < co}] > 0, then the system is non-resilient.

The proof of Theorem follows from Part [Il of Theorem [2.1.6] and arguments analogue to
ones used in [54, Theorem 7.3] and is thus omitted here.

We can interpret Theorem as follows: If a financial network satisfies condition ,
then no matter how small the fraction of banks which are driven to bankruptcy by an external
shock event, after the cascade process of defaults always a damage larger than the constant
E [Syr(W™20)] is caused to the system. In the reasonable case that E[S1{T < oco}] > 0, this
lower bound for the damage is strictly positive and the system is hence non-resilient according
to Definition In particular, by choosing s; = 1 for all ¢ € [n] and hence S = 1, we derive
that the final default fraction n~!|DM| is lower bounded by the constant E [)7(W ™ 29)], which
is positive (unless P(T = c0) = 1).

Condition is an assumption on f which is illustrated in Figure Whereas
for P(M = 0) = 0 the first non-negative root of the function is zero, any howsoever small
increase in P(M = 0), and hence upwards shift of f(z), makes the first root jump above zy and
causes default of a set of size larger than nE[¢p(W ™ zp)] and systemic importance larger than
nE[STﬂT(W*Zo)]

If on the other hand function f(z; (W™, W*,T)) is such behaved that the first positive root
M of f(z; (W=, W+, TM)) tends to zero as P(M = 0) becomes smaller, one can expect that
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also the final default cluster DM and its systemic importance S} vanish and the system can
hence be regarded as resilient to small shocks. See Figure [2.1(b)| for an exemplary illustration.
This intuition is formalized in the following definition, theorems and proposition.

Definition 2.2.3. A financial system is said to be resilient if for each € > 0 there exists § > 0
such that
n~'SM < ¢ w.h.p. for all M such that P(M = 0) < 4.

In words this means that the final damage to the system S} can be controlled by the initial
default fraction P(M = 0). Theorem is then the analogue of [54, Theorem 7.4] transferred
to our exposure model.

Theorem 2.2.4 (Resilience Criterion). Under Assumption suppose P(T" = 0) = 0 and
that there exists zy > 0 such that

d(z) <0, forall0 < z< z. (2.2.2)

Then for any sequence of ex post defaults {M;}ien with lim;_oo P(M; = 0) = 0, it follows that
for any € > 0, there exists i. such that

nilS,]lWi <e whp. foralli?>i..
In particular, the system is resilient.

Theorem [2.2.4] states that the systemic importance of all finally defaulted banks tends to zero as
the initial default fraction tends to zero, which is exactly our definition of resilience. However,
it makes no statement about the rate of convergence. If we assume not only that d(z) < 0 for
z small enough but even limsup, g, d(z) < 0, then we derive the following result concerning
convergence speed.

Proposition 2.2.5. Under Assumption suppose P(T = 0) =0,

k:=limsupd(z) <0 and kg:=limsupE [W~Sop(W™z)] < co.
z—0+ z—0+

Then for any sequence {M;}ien with lim; oo P(M; = 0) = 0, it follows that w. h. p.
nilsé\/[i < E[Sl{MZ:O}] — IiilﬁsE[WJrl{Mi:()}] + O(E[WJF].{MZ:O}D.

If f(2) and E[Sv¥r(W ™ 2)] are continuously differentiable from the right at z = 0 with derivatives
Kk <0 and kg < 00, then we derive

n_lS,{bV[i £> E[Sl{Mi:O}] — Iﬁ_llﬁisE[W—i_l{Mi:O}] + O(E[W—i_l{Mi:O}]).
In particular, if {M;};cn is independent of W and S, then w.h. p.
n~ 1S < P(M; = 0) (E[S] — k' ksE[WT]) + o(P(M; = 0)) = O(P(M; = 0))

and 1 — k~1kgE[WT]/E[S] can be regarded as the maximal amplification factor of the systemic
importance of initially defaulted banks E[S1{M; = 0}] = P(M; = 0)E[S]. If further S = 1 and
W=WT is integrable, above result is the analogon to [10, Corollary 20]:

E[WHE[W-1{T = 1}]
1-EW-WT1{T = 1}]> +o(B(M; = 0)

n DM B p(M; = 0) <1 +
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Both Theorem [2.2.4]and Proposition [2.2.5are concerned with the behavior of the weak derivative
d(z) of f(z) near z = 0. The following criterion that rather focuses on the behavior of f(z) near
z = 0 will turn out to be useful later.

Theorem 2.2.6. Under Assumption suppose P(T = 0) = 0, d(z) to be continuous on
(0,29) for some zp > 0 and
inf{z>0: f(z) <0} =0. (2.2.3)

Then for any sequence {M; }ien with lim;_,oo P(M; = 0) = 0, it follows that for any € > 0, there
exists 1. such that
nils,iwi <e wh.p. foralli>i..

In particular, the system is resilient.

Assumption ([2.2.3)) describes that f(z) becomes negative immediately after z = 0. It is in some
sense the opposite of assumption ({2.2.1)) and ensures that the roots z; (analogue as in Theorem
but for the shocked systems) tend to zero as the shock size P(M; = 0) shrinks to zero.

2.2.2 Systemic Threshold Requirements

A natural problem that is also of highest interest to regulators is to identify capital requirements
for the individual banks which can be determined from observable quantities of the network and
that are sufficient to make the network resilient to external shocks. Observable quantities are the

in- and out-degrees (d; )|, respectively (d;r)ie[n], which function as estimators of the in- and

out-weights (w; )ie|n respectively (w;”)ie[n], and interbank exposures. In this section we will
first focus on identifying threshold requirements in the threshold model (see Subsection
that guarantee resilience. In the next section, we then discuss how to translate the threshold
requirements into systemic capital requirements in the exposure model.

More precisely, in this section we seek threshold requirements for bank ¢ of the form
7; = 7(w; ), where 7 : Ry o — N is a non-decreasing function. Such a functional form has
the interpretation that the threshold (capital) requirement of a bank only depends on its risk of
defaulting due to default of debtors (exposure risk). In contrast, if bank ¢’s threshold (capital)
requirement 7(w; , w:r) was also depending on the out-weight w;r , this would also take possible
defaults caused by bank i into account. This risk management policy would not be in line with
traditional risk management techniques and would certainly be harder to communicate to the
banks.

Note, in particular, the changed nature of the threshold values 7;. While, so far, the capitals
¢; (which equal 7; in the threshold model) were exogenous quantities in our model, we now aim
to determine them from the in-weights w, under the constraint of building a resilient network,
hence making them endogenous quantities.

To investigate resilience of a financial system implementing threshold requirements given
by 7 we want to use the resilience criteria from the previous section. In particular we have to

ensure that Assumption is satisfied for the functional thresholds 7; = 7(w; ), i.e. we need

ILm n1 Z Hw; (n) < z,wf (n) <y,si(n) <v,7(w; (n) <1} =G(z,y,v,1)
i€[n]

for some distribution G : Ri,o X Ngoo — [0,1] and all points (z,y,v,l) € Ri”ﬁo X N oo for
which Gi(z,y,v) := G(x,y,v,l) is continuous. Note that depending on the choice of 7 and
G for the limiting random vector (W—,W™*,S T) ~ G it does not necessarily hold that
P(T = 7(W™)) = 1. This is because W~ could have positive mass at some point of discon-
tinuity of 7 and it would then be important whether the in-weight distributions converge from
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below or from above. Instead one easily derives that P(7(W~) < T < 7(W~)) = 1 where
7(w) := lime_04 7((1 — €)w) and 7(w) := lime_,o4 7(1 + €)w) are the left-continuous resp. right-
continuous modifications of 7. If, however, 7 only admits discontinuities at w € Ry o such that
P(W~ =) =0, then in fact P(T"= 7(W ™)) = 1 and we will assume this from now on. All our
results on resilience and non-resilience in the following can easily be extended for the functions
T Tesp. T.

Assumption 2.2.7. Consider sequences w™(n), wt(n) and s(n) of in-weights, out-weights
and systemic importance values such that their empirical distribution and mean converge to
those of a random vector (W=, W™, S). Moreover, let 7 : Ry o — Ny be a non-decreasing
function and assume that its points of discontinuity are all null-sets of W—. In particular,
letting 1i(n) = 7(w,; (n)), i € [n], Assumption is satisfied and it holds T = 7(W™) a.s.

Empirical studies of financial networks such as [30] or [45] show that degrees follow Pareto
distributions (at least in the tail). We denote in the following X ~ Par(f8,zmi), 8 > 1,
Tmin > 0, if the random variable X has density

fx(@) = (B—Dal o P1{z > i}

As mentioned before, to reproduce Pareto distributed degrees in our model we need to choose the
weights Pareto distributed as well. Hence let W~ ~ Par(8~,w, . ) and WT ~ Par(8%,w’, ),
where 8~ > 2, B > 2, w_.. > 0 and w;;in > 0. In particular, any choice of an increasing
function 7 will satisfy Assumption [2.2.7. The main result of this section then identifies a
criterion for function 7 that ensures resilience of the financial network.

Theorem 2.2.8. Suppose Assumptionfor a non-decreasing function 7 : Ry g — N\{0,1}
such that for each bank i € [n] the threshold value T; depends on in-weight w; by 7 = T(w; ).
Moreover, assume for the limiting weight distributions that W~ ~ Par(f~,w, . ) respectively
W+ ~ Par(ft,wt. ), 87,87 >2, w_ T > 0. Set

min min? Wmin

pr—1

— B~ and ac:=ﬁ+_1 + (_ )17%.

Yo i=2+ mwmin min
Then the system is resilient if one of the following holds:

1. 7. <0

2. 7. =0 and liminf oo 7(w) > ac + 1.

3. Y. >0 and liminf o w™PT(w) > ac.

The theorem identifies different criteria for 7 depending on the quantity ~. and hence the values
of 3~ and B7. Since 3~ > 2 and ST > 2, we note that always 7. < 1. That is, also in Part |3, of
the theorem it is possible to choose a sub-linear threshold function 7 that ensures resilience.
On the other hand, even the constant threshold function 7(w) = 2 for all w € Ry o ensures
resilience by Part |1l whenever 7. < 0. This is in particular the case if 3~ > 3 and 8% > 3,
i.e. if W~ and W both admit finite second moments. This is in line with the results from [§].
In addition, the theorem makes statements about cases when 5~ < 3 and T > 3 or vice versa.
Such parameters were observed on real markets for example in [45]. In these cases, all 7. < 0,
ve = 0 or 7. > 0 are possible and only the exact values of 5~ and 3" determine the condition
for resilience.
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Remark 2.2.9. In Theorem we make the assumption of 7(w) > 2. In other words, each
bank must at least be capable of sustaining the default of its largest debtor. This requirement has
already been implemented in an even stricter form in the Supervisory framework for measuring
and controlling large exposures by the Basel Committee on Banking Supervision from 2014 which
will become applicable as from 2019 [18]. While being economically sensible, the assumption
is actually not necessary in order to derive analytical results. For the case of 7. < 0 it is
enough to postulate E[W-WT1{7(W~) =1}] < 1 in order to ensure resilience. Also in the
case of 7. > 0, it suffices to adjust a. for a factor (1 — E[W-WT1{r(W~) = 1}])~!, whenever
E[W-W*1{r(W~) = 1}] < 1. Both results follow from a simple modification of our proof.

Note that Theorem is formulated with assumptions on the marginal distributions of W™
and W only. Hence, the result is robust with respect to the dependency structure of the
weights, i.e. the resilience criteria are sufficient for all dependency structures. As Theorem
will show, in the case of comonotone weights, the values of 7. and «, are sharp. Also in
the case of upper tail dependent weights (a reasonable assumption for real financial networks)
the value of 7, is sharp. By W~ and W™ being upper tail dependent we mean that

A= limigf]P’(FW+(W+) >1—p|Fpy-(W™)>1-p)>0.
p—

If even
Az) := liL%IP’(FW+(W+) >1—ap| Fpy-(W™)>1—p)
p

exists for all z > 0, we are able to determine explicitly sharp thresholds a.(A) given by

ac(A) = wl—;in(w;in)l_% / A <x1_5+> dx.
0

For comonotone dependence (i.e. A(z) =1 Ax), ac(A) coincides with ac from Theorem [2.2.8]

Theorem 2.2.10. Consider the same situation as in Theorem [2.2.8 If 7. > 0, the following
holds:

1. Iflimsup,, . w™Y7(w) < )\%ac, then the system is non-resilient.

2. If A(x) exists for each x > 0 and limsup,,_, . w™7T(w) < ac(A), then the system is
non-resilient. If iminf,, oo w7 (w) > ac(A), then the system is resilient.

In Part 2] of the theorem, we characterize threshold functions 7 that are asymptotically smaller
respectively larger than ac(A)w?. In the proof we calculate the derivative of f(z) at z = 0
in order to show non-resilience (f’(0) > 0) respectively resilience (f'(0) < 0). If 7(w) asymp-
totically behaves like aq(A)w?e, we obtain f/(0) = 0 and hence both (2.2.1) and (2.2.3) are
possible (not simultaneously). In this case, the exact form of 7 and not only its asymptotics
are important to decide whether the system is resilient or non-resilient.

Remark 2.2.11. If the weights W~ and W are not upper tail dependent, the conditions from
Theorem are generally too strict. If their dependency is such that E[W+(W~)77] < oo
for some «y € (0,~,] for example, then liminf, ,o w™77(w) > 0 is already a sufficient criterion
for resilience of the system. This can easily be derived from line in the proof of Theorem
228

Theorems [2.2.8] and [2.2.10] both describe financial systems whose weights are given by Pareto
distributed random variables. While such random variables model the tails of empirical de-
gree distributions very well, typically for small weights there is a non-negligible discrepancy.
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However, the proofs of Theorems [2.2.8] and [2:2.10] show that it is in fact only the tail that
determines (non-)resilience of a financial system. Therefore, assume in the following that there
exist constants K, K* € (0,00) and 87, 3" > 2 such that

w )1—Bi

1 — Fyps (w) < (ﬁ (2.2.4)

for w large enough. That is, the tails of the survival functions of W~ and W™ are bounded by
the powers 1 — 3~ resp. 1 — B7. Then the following version of Theorem holds.

Theorem 2.2.12. Suppose Assumption for a non-decreasing function T : Ry o — N\{0, 1}
such that for each bank i € [n] the threshold value T; depends on in-weight w; by 7 = T(w; ).
Moreover, let the distribution functions of W~ and W satisfy . For ~. defined as before,
the system is resilient if one of following holds:

1. 7% <0

2. 7. =0 and liminf,, o 7(w) > gi:%K*K* +1

3. Ye > 0 and hmmfw_mo U)iﬂYCT(’w) > 21:5K+(K7)1,WC

Note that by the same means also Theorem [2.2.10| can be generalized. For non-resilience the
inequality in ([2.2.4]) needs to be inverted such that it describes a lower bound on the tail of the
distributions.

2.2.3 Systemic Capital Requirements

In this section, we translate the threshold requirements from Theorem [2.2.§ to capital require-
ments in the exposure model. That is, we state explicit amounts of capital each bank has to be
able to procure in stress scenarios in order for the system to be resilient. As for the threshold
requirements, it is important to note that each bank can compute its capital requirements on its
own by just knowing its local neighborhood in the network. Further, a bank’s capital require-
ment only depends on the default risk the bank exposes itself to and not on the default risk the
bank poses to other banks. Proposition states a straightforward robust way to translate
threshold requirements into sufficient capital requirements. In general, it might lead to capital
requirements that are too high and hence unnecessarily reduce interbank lending and liquidity,
however. Thus, we further provide Theorem below, which accurately determines capital
requirements under a certain regularity assumption on the exposure lists.

Proposition 2.2.13. Suppose Assumptionfor non-decreasing T : Ry o — N\{0,1} and
limiting weights W~ ~ Par(87,w, . ) respectively W+ ~ Par(8T,w}. ) with 3=,87 > 2,
w;m,wfnm > 0. Further, assume that liminf, oo 7(w) > ac + 1 if v« = 0 respectively
liminfy, 0o w™YeT(w) > ¢ if ve > 0, where the quantities v. and o, are as in Theorem .

Then the system is resilient if

Cc; > max { Z Ejﬂ'

jedJ

J C[n],|J| =T1(w;) — 1} almost surely for all i € [n],

i. e. capital c; of bank i € [n] is larger than the sum of the T(w; ) — 1 largest exposures of i.

Analogously, a robust translation of Theorems [2.2.10] and [2.2.12] to the exposure model is pos-
sible.
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Proposition requires each bank i to be able to cope with default of its 7(w; ) largest
exposures. But as we have seen in the proof of Theorem [2.2.8] only the thresholds and hence
the capitals of large banks in the network matter for resilience. For large banks with many
exposures on the other hand one can expect an averaging effect of the exposure sizes to occur
if they are not too irregular. Hence, one can presume that in this case multiplying threshold
values from the threshold model by average exposure sizes for each bank leads to the same
resilience characteristics. We formalize this in Theorem under Assumption [2.2.14] on the
exposure sequences. This assumption is motivated by the following reasoning;:

For each bank i, let {Fj;};jem i} be a sequence of i.i.d. positive random variables. Let
Ai i= E[E,,1):] < oo be their mutual expectation and denote Si = Z§:1 E,,j- If there is
some ¢ > 1 such that E [|E,,1),]'] < oo, then by the Baum-Katz-Theorem from [20] for all
€ >0,

EIP(SE > (1+e)kN\) — 0, as k — oo, (2.2.5)

and for all x > 1, ‘
EYIP (8], > ehik™) — 0, as k — oco. (2.2.6)

Assumption 2.2.14. Motivated by the above, we assume that for each bank i € [n] with expo-
sure list {Ej,i}jeN\{i} of mutual mean \;, we can findt > 1 such that the convergences in
and hold. Moreover, we assume them to be uniform for i € [n] (but not necessarily for
€ orx).

Assumption ensures a certain regularity of the exposures without bounding their mean.

Theorem 2.2.15. Suppose Assumptionfor non-decreasing 7 : Ry o — N\{0, 1} and such
that W= ~ Par(8~,w, . ) and WF ~ Par(8T,w}. ) with =, 6% > 2, w_. wl > 0. The

quantities v and o shall be defined as in Theorem . Further, assume c; > max;cp)\ (i} Eji
almost surely for all i € [n]. Then the following holds:

1. If 7. <0, then the system is always resilient.

Now further assume that the exposure lists {Ej;}jen\ (i}, © € N, satisfy Assumption |2.2.1/) for
some t > 1. Then the system is resilient if one of the following holds:

2. 7. = 0 and there exist some v > 0 such that liminf,, o w™Y7(w) > 0 and for all i € [n],
¢ > 1(w; )\ almost surely.

3. e > 0, iminfy, oo w™ T (w) > a¢ and for all i € [n], ¢; > 7(w; )\; almost surely.

Theorem [2.2.15| provides the banks with a formula that is easy to use and only requires the
regulator to announce «, and 7. Resilient capital requirements are then determined according
to average exposure size \; and number of exposures d; ~ w; . Since the average exposure
size \; is proportional to (d; )~ while the factor a.(d; ) is sublinear in d; , in particular a
deconcentration of loans is favorable for the banks to reduce systemic risk charges.

Remark 2.2.16. Theorem [2.2.15|extends Theorem to the exposure model under Assump-
tion [2.2.14] for the exposure sequences. By the same means, also Theorems [2.2.10| and [2.2.12
can be extended.
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2.3 Simulation Study

All previous chapters have been formulated in the limit as the number of banks n tends to oo
and the fraction of initially defaulted banks p tends to 0. It is hence reasonable to investigate
whether the results are good approximations also for real networks which are finite with only
a few thousand institutions and experience a shock of a positive fraction of banks. Since our
model is based on the non-observable weight-parameters, one would have to estimate them from
the degree-sequences which are observable for real network configurations at least by regulating
institutions. Hence, we will start this section by a short note on weight-estimation. Since
specific transactions between banks are not disclosed to the public there is no data basis for
us to investigate real networks, however. Instead, we will subsequently discuss our findings
by simulating networks. For simplicity we consider the final default fraction n=!|D,| as the
systemic risk measure, i.e. s; = 1 for all banks i € [n].

2.3.1 Estimation of Weights

Since the weight sequences are not directly observable from real networks, we give a few lines
here on how to estimate them from data that is observable. First note that for a network

G of size n with edge set E(G) the likelihood of weight sequences w™ = (wy,...,w, ) and
wt = (w],...,w}) is given by
+,0= +,0=
w; W, w."w.
- o+ + _ i g i g
Lw],w], ..., w,,w | B(G)) = “H (n/\l) HH (1—n/\1>.
(i,/)€E(G) (i) ZE(G)
i#£]
One can always derive the maximum-likelihood estimators wy ,...,w,,, u?f‘, ..., by numer-

ically maximizing L. In order to obtain some intuition about them, we further want to derive
an approximation of the estimators. For this, we assume that w;r w; L n for all 4,5 € [n]
which is a reasonable assumption at least when W', W~ are square-integrable. We can hence
approximate

L(wy,wf, ... w,,w | B(Q)) =~ % H (wi—)d; (w;r)d"+ exp (—ij) ,
i€[n]

where s := Zie[n] d; = Zie[n] df. By the product form ij; in , we are free to multiply

all out-weights w;r by some constant 7 if, at the same time, we multiply all in-weights by its
inverse n~!. Motivated by the fact that Zie[n] d; = Zie[n] df , we use this degree of freedom to

set Zie[n] w; = Zz’e[n] w;” and want to maximize the approximated likelihood function under

this constraint. (Other constraints, such as Zie[n] w; = const, are also possible and lead to the
same result in the end.) By Lagrange’s multiplier method this leads to a maximization of

_\d; df 2je
IT ()" () o (o L) [ 57 -
i€[n] ke[n]

Differentiating with respect to w, resp. w;r for all [ € [n], we are left with solving the equations

MHMWMWW<@&H)C—Z% %A

n w
i€[n] !
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respectively

n w n
i€[n] !

In particular, d; /w, resp. dlJr / wl+ must be independent of [ and we can thus find constants A\~
and A* such that w; = A~d; and w;” = A*d;". Using the constraints Y-,c;, w; = D icp w;”

and 3,1 di =Y ienm df, we obtain that A =0 and A\~ = AT =, /n/ >icfn @; such that the
approximated likelihood function is maximized by

n n
’UJ; = d; — w:r = dj e
\/ 2jen 4 2jein 9

That is, the approximated weight estimators are proportional to the observed degrees and only
normalized in a certain sense. The normalization is necessary due to our choice of p; ; in (2.1.2)).
If we had chosen p; ; = 1 A w; w; / Zke[n] w,j instead for example, then w; and w;" could be

interpreted directly as expected degrees and estimated by d; respectively d;r. All previous
calculations would need to be adjusted by a factor n/3 w ~ 1/E[WT] but analogous
results would still hold.

The smaller the observed fraction max; je d;rd;/ Zke[n} d, , the better is above approxi-

mation of ij; = d;rd;n/ > ke, < n. On networks where max; ;e d;rd;/ > kel Gk 18
large, w~ and w™ have to be estimated numerically.

2.3.2 Simulations for the Threshold Model

For our simulations, we make use of the findings in [45] that the empirical in- and out-degrees
as well as the exposure sizes in the Brazilian banking network are power law distributed.
For November 2008, the authors of [45] estimated the power law exponents 5~ = 2.132 and
BT = 2.8861 for the degree sequences and & = 2.5277 for the exposures. In our weight-based
model, these degree distributions are obtained by choosing in- and out-weights power law dis-
tributed with exponents 3~ and 37 as well. In addition to this, we assume them to be comono-
tone and Pareto distributed with minimal weights w_. = w:ﬁn =1.

In a first simulation, we consider a threshold model with above weight parameters and
assume absence of contagious links but nothing more. That is, we set 7; = 2 for all i € [n].
In order to start the cascade process, we assume initial default of p = 1% uniformly chosen
banks in the network. We then simulate the default process for n € {100k : k € [100]} and 100
different configurations of the random network for each n. The results for the final fraction of
defaulted banks are plotted in Figure As can be seen from Figure the theoretical
value of the final default fraction as n tends to infinity can be determined to be approximately
84.54%. This value is drawn as a red line in Figure Already for small n, most of the
simulations yield results that are close to this theoretical value and the networks can hence
be understood as being non-resilient. As n grows to 10 the final fractions become even more
precise. In particular, there is not a single resilient sample anymore for n > 500. Here and in
the following, by resilience for finite networks and positive shocks sizes we informally mean that
the final default fraction is small compared to some reference value (here 84.54%).

Instead of the absence of contagious links, Theorem predicts certain threshold require-
ments to make our network model resilient to small initial shocks. Keeping above network
parameters unchanged, we compute a. ~ 2.13 and 7. = 0.468. A natural choice for the thresh-
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Figure 2.2: (a) Convergence of the final fraction of defaulted banks in the threshold model
for networks of finite size. (b) Determination of the theoretical final default fraction in the
threshold model for networks whose sizes grow to infinity and with p = 1% initial defaults and
constant threshold 2. Blue: f(z) = (1 —p)E[W To(W ™ 2)] 4+ pE[W ] — 2 with root 2 &~ 1.94433.
Orange: ¢g(z) = (1 — p)E[tp2(W ™ 2)] 4+ p with g(2) ~ 0.845434.
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Figure 2.3: (a) Influence of § on the shape of f(z) = E[WT¢p(W™2)] — 2z with capital re-
quirements 7; = max{2, [ (ac(1 + §)(w; )7+ |} (b) Influence of p on the shape of function
f(z) = (1 = p)E[WTpr (W™ 2)] + pE[W ] — 2 for the example of § = 0.0839.

old of bank i € [n] is then 7; = max{2, |[a(w; )]}, where & = ac(1 +6), v = Y(1+ ) and
d € [-1,00) denotes a (possibly negative) buffer. By Theorems [2.2.8 and [2.2.10, networks
are resilient to initial shocks for § > 0 and non-resilient for § < 0. The influence of § on
f(2) can be seen in Figure [2.3(a)l In particular, one notes that resilience for positive § stems
from the negative hump of f(z) subsequent to zero. Further note, however, that resilience
is only guaranteed to shocks whose size tends to zero. Even networks, where the number of
banks tends to infinity but which are shocked by a strictly positive initial default fraction p,
will only be resilient for § > 6, for a certain 6, > 0. This is because f(z) depends on p by
f(z) = (1= p)E[W Ty (W™ 2)] + pE[WT] — 2z if a uniformly chosen fraction p of all banks in the
network defaults at the beginning. The influence of p on f(z) can be seen in Figure In
order for a network to be resilient to an initial shock of p the hump subsequent to 0 needs to
become negative in Figure By this, it is always possible to determine the least necessary
buffer ¢ to make a system resilient to a shock of initial default fraction p numerically (see Table
for the corresponding values 6, for p = 0.001k, k € [10]). Note that a buffer of ¢ = 0.0839
yields a = 2.31 and v = 0.507 and hence the thresholds required to make the system resilient
to shocks of 1% are still strongly sublinear.
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Table 2.2: List of values for buffer 6 corresponding to initial default of |pn] banks
p[% ] 01]02]|03]04]|05]06]07]08]09]10
bp [%] | 2.35 | 3.44 [ 4.30 | 5.04 | 5.71 [ 6.36 | 6.89 | 7.42 | 7.91 | 8.39
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Figure 2.4: (a) A typical result for the final fraction in a network of 10° banks with initial
default fraction of p = 1% as § varies between —1 and 1 in steps of 1073. (b) The distribution
of jump points for 10* networks of size n = 10% with initial default fraction p = 1%.
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Figure 2.5: Average final fraction of defaulted banks in finite networks

We want to verify above results by simulations. For this, we simulate a very large network
consisting of n = 10% banks and keeping the network topology constant we let § vary between
—1 and 1 in steps of 1073, For each simulated network, we then find that it becomes resilient
for 0 large enough. This becomes visible by a jump of the final fraction of defaulted banks at
this particular § as illustrated in Figure for a sample network. The jump shows that in
the end it is only one bank whose default lets the whole system crash.

Keeping track of the values of § at which the final fraction drops near p = 1% for 10*
simulated networks yields the distribution shown in Figure It shows a peak at about
0 = 0.076 and hence supports our theoretical findings from above. Deviations from the theoret-
ical value dp g1 ~ 0.0839 are small and can be explained by the finite (albeit very large) network
size.

Having looked at the theoretical capital requirements for very large networks, it is now
sensible to turn our attention to networks of a few thousand banks as they arise in the real
world. Figure shows the final fraction in networks of size n < 10* with initial default
fraction p = 0.01 for § between —0.3 and 0. For each n, we averaged over 10° simulations. The
figure shows that networks of size n < 10* are already resilient for § = 0. Even for § = —0.2 the
network is rather resilient if n < 2,000 resp. for § = —0.1 if n < 6,000. That is, our result is
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Table 2.3: List of values for buffer § corresponding to initial default of the |pn| largest banks
p[% ]| 01]02]03]04]05]06]07]08]09]10
dp [%] | 4.09 | 6.05 | 7.61 [ 8.90 | 10.0 | 11.0 | 11.9 | 12.7 | 13.4 | 14.1
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Figure 2.6: (a) Scatter plot of the final fraction of defaulted banks for weighted networks of
finite size without contagious links. Orange: average over all 100 configurations for each size.
(b) Scatter plot of the final fraction of defaulted banks for weighted networks of finite size. Blue:
Capitals determined by Theorem Orange: Capitals determined by Proposition [2.2.13

robust in the sense that already lower threshold requirements are sufficient to make the systems
resilient to small shocks. The deviations stem from the relatively small network sizes of only
a few thousand. Here, rare extreme values of vertex weights fail to appear despite the missing
second moment condition or those large banks are not infected by the uniform initial infection.

For managing systemic risk in real networks it might, however, be of interest not only how
some uniform initial default influences the system but also how the default of the largest banks
does. In a further simulation, we hence choose the |pn] largest (by weights) banks in the
network to default at the beginning. The function f(z) then qualitatively keeps its shape as
in Figure but is shifted upwards. Again, we can compute corresponding values of § and p
numerically. We list our results in Table As one expects, the values of ¢, are larger in this
case than the ones we obtained for uniform infection in Table but only by a factor of about
2 and as before the resulting capital requirements are strongly sublinear.

2.3.3 Simulations for the Exposure Model

We can now turn to the simulation of a weighted network as in the exposure model. In addition
to the network parameters of the threshold model in the previous section, we assume that

for i # j, exposures Ej;; are given by E;; 4 E; for Pareto distributed random variables E;
with exponent { = 2.5277 as in [45] and minimal value Emini. The exposures are assumed
independent of each other and the network topology. The minimal exposures Enin;, can be
chosen arbitrarily since they act as a constant factor for all exposures F;; and capital c;.

In a first simulation, again we assume absence of contagious links but nothing more. That is,
we first simulate the network skeleton and the edge-weights independently and then determine
the banks’ capitals as their largest exposure value plus some small buffer ¢ > 0. For our
simulation, we choose € = 1073E[E;] = 1073 Emin (€ — 1)/(€ — 2). As before, we assume initial
default of p = 1% uniformly chosen banks in the network and simulate the default process for
n € {100k : k € [100]} and 100 different configurations of the random network for each n. The
results for the final fraction of defaulted banks are plotted in Figure We notice that
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already for small network sizes there are some non-resilient network samples with final default
fraction of about 80%. As the number of banks n grows, also the probability that the networks
are non-resilient significantly increases. This can be seen from the orange curve in Figure [2.6(a)|
which shows the average final default fraction taken over all 100 configurations. The simulation
supports our analytical result that for networks without a second moment condition on their
degree sequences, simply the absence of contagious links does not ensure resilience.

In a second simulation, we keep the network topology and the exposure sizes from the
first simulation unchanged and choose capitals according to the formula in Proposition [2.2.13
with 7(w) = max{2, [aw?]} for @ = ac(1 + ), 7 = V(1 + ) and § = 8.39% as in Table
As can be seen from Figure already for typical network sizes of less than 104,
these capital allocations make the system resilient (note the axis scale). The maximal final
fraction we observed was given by 1.33%. As mentioned before, the capital requirements in
Proposition [2.2.13| are too robust in general, however. In another simulation, we hence choose
capitals as determined in Theorem again for 7(w) = max{2, [aw?|}. Figure [2.6(b)|
shows that under these requirements the fundamental defaults still do not spread through the
network. All observed final fractions were less or equal 2.33%. However, keeping track of the
total capitalization of the system further reveals that the capital requirements from Theorem
only amount to about 61% of the ones from Proposition for our chosen network

parameters.

2.4 Proofs

2.4.1 Proofs for Section 2.1

Proof of Lemma[2.1.4, Continuity of f follows directly from Lebesgue’s dominated convergence,
noting that W is integrable by Assumption 2.1.3] Further, f(0) = E[W*1{T = 0}] > 0 and
lim, o0 f(2; (W™, WT,T)) = —o0o. Hence by the intermediate value theorem function f must
have a positive root 2. Representation follows by an application of Fubini’s theorem:

f(z)=E [W*l{T =0} + /Z W-WTP (Poi(W &) =T — 1) 1{T > 1}d¢| — 2
=E [W'{T =0}] + / (E[W-WTor(W™¢)] —1)d¢ O
0

Proof of Theorem [2.1.5. We want to make use of Theorem for the threshold model. Thus
we describe an alternative description of default contagion compared to Subsection [2.1.1

At the beginning we declare all initially defaulted vertices to be defaulted but yet unexposed.
At each step, a single defaulted, unexposed vertex i € [n] is picked and exposed to its neighbors,
i.e. weighted edges to its neighbors are drawn. If bank j goes bankrupt due to the new edge
that is sent from 4, it is added to the set of defaulted, unexposed vertices. Otherwise, the capital
of j is reduced by the amount e; j. Afterwards, we remove ¢ from the set of unexposed vertices.

We keep track of the following sets and quantities at different steps 0 <t <n —1:

a. U(t) C [n]: the unexposed vertices at step t. We set U(0) := {i € [n] : ¢; = 0}.
b. N(t) C [n]: the solvent vertices at step t. At ¢t =0, we set N(0) := [n]\U(0).

c. The updated capitals {¢;(t) }ie[n) With &(0) = ¢; for all i € [n].
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At step t € [n — 1] the sets and quantities are updated according to the following scheme:
1. Choose a vertex v € U(t — 1) according to any rule.

2. Expose v to all of its neighbors in N(¢t — 1). That is, for all vertices w € N(t — 1) set
Cy(t) := max{0, ¢,(t — 1) — €y }. Note that ¢, (t) = ¢, (t — 1) if €, = 0.

3. Set N(t) := {i € N(t—1) : &(t) > 0} and U(t) := (U(t—1)\{v})U{i € N(t—1) : &(t) = 0}.

Edges that are sent to already insolvent vertices are not exposed (but they could). Above steps
are repeated until step £, the first time that U () = (). Note that # is the final number of infected
vertices independent of the rule chosen in Step [I} Further, we can complete the exposition of
the entire graph by exposing also links to defaulted vertices and links sent from vertices in N (£).

Now, observe that the rule chosen in Step || defines a permutation of the ¢ elements of [n]
that go bankrupt. Further, for each j € [n] it defines an ordering of the set of insolvent vertices
that send an edge to j, describing the order in which the edges are exposed. This ordering can
be completed to a bijective map m; : [n — 1] — [n] \ {j} by adding vertices that either send no
edge to j or are still solvent in the end. To be precise, let 7; denote the ordering for vertex
j and let this vertex (after the exposition) have [ links sent from insolvent vertices. Then the
entries 7;(1),...,m;(l) list defaulted neighbors in [n]\{j} in the order their edges are sent to
vertex j. The entries 7j(l +1),...,mj(n — 1) are, in their natural order, the remaining vertices
n [\ {j}-

In order to reduce the model to the threshold model from Subsection [2.1.2] we now want
to give a meaning to the so far only hypothetical threshold values 7;, i € [n]. The idea is
to construct a new random graph that has the same distribution (also of the threshold) as
the graph constructed in Subsection [2.1.3] but with thresholds that have a direct meaningful
interpretation:

We work on the same probability space as before but instead of assigning weight F; ; to a
potential edge sent from i € [n]\{j} to j, now the i—th (i € [n —1]) edge that is sent to vertex j
during the sequential exposition described above shall receive weight E, ;) ;, where as before p;
is the natural enumeration of [n]\{j}. That is, edge-weights are not linked to the natural indices
of their vertices anymore, but instead to the order of the exposition of the edges. One notes,
however, that the random graph constructed that way has the same distribution as the random
graph constructed before. To see this, observe that by the sequential procedure described by the
orderings {m;};c|,) and the assignment of exposures as described above, a potential edge sent

from vertex i to Vertex J is now assigned the edge-weight F 071 (0),° By exchangeability of the

lists {Ejj}iepn)\(j) for j € [n], the new random variables {Ep (7).

multivariate distribution as {Ei,j}ie[n]\{j}' Obviously, also the new exposures are independent
of the edge-indicator functions {X; ;}; jen)-

Hence, both constructions result in the same distribution for the random graph. Further,
note that the assignment of edge-weights has been conducted in such a way that the threshold
values in both versions of the network coincide. As before, they are given as

Jiem)\{j} have the same

7i(n) :=inf{s € {0} U [n — 1] ZEP(I > ¢}, i€ n].

I<s

In the new random graph, however, the thresholds 7; have the interpretation of actual thresh-
olds meaning that bank 7 goes bankrupt at the 7;-th of one of its neighbors’ default. The
sequential description of the cascade process has then the advantage that we can reduce it
to the threshold model as described in Subsection We can replace the capitals ¢(t),
which represent monetary thresholds, by integer values 7;(t) (we set 7;(0) := 7;), which count
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numbers of neighbors, and alter Steps [2} and [3] in the description of the sequential cascade
process according to the rule that if there is an edge sent from v to w (e, > 0), then set
Tw(t) = Tw(t — 1) — 1. If there is no edge from v to w (eyw = 0), set Ty (t) = Tw(t — 1).
Then the sets N(t) and U(t) are defined by N(t) := {i € N(t — 1) : 7;(t) > 0} respectively
Ut) == (U({t—-1)\{v})u{i e N(t—1) : 7(t) = 0}. Everything else stays unchanged. Note
that the resulting threshold values 7;(¢) are only valid for an exposition in the order as specified
above. In the threshold model, however, we are free to choose exactly the same rule as we chose
in Step [1} of our model since this does not affect the final set of defaulted vertices. Hence,
we can replace our exposure model by the threshold model from Subsection [2.1.2] resulting in
the same final set of defaulted vertices. In Theorem [2.1.2] a regularity condition on the capital
(here threshold) distribution T is required. This is ensured after conditioning on the values of
{7i}iepn) by Assumption that G (z,y,v,l) converges to G(x,y,v,l) almost surely for all
(z,y,v,1). Applying Theorem hence yields the desired statement. O

Proof of Theorem[2.1.6. Part[I] follows from Theorem by the same arguments as before.

In order to prove the second part, we will apply an additional small shock to the sys-
tem such that each bank 4, regardless of its attributes w; , w;" and 7;, has its capital ¢;
and hence its threshold 7; set to 0 with probability p, where p is some fixed small number.
The new limiting distribution of the system is then given by (W~, W TM,), where M, is a
{0,1}-valued random variable independent of (W=, W, T) and with P(M, = 0) = p. Instead

of f(z) = f(z; (W=, WT,T)) we then have to consider the function
Fo(2) = f(zs (W™, W, TM,)) = p(E[W] — 2) + (1 = p)f(2).

Assuming P(T = 0) < 1 (the case P(T' = 0) = 1 is trivial), it holds f,(z) > f(z) and hence we
conclude that the first positive root 2, of f,(z) is larger than z*. By definition of z* we further
derive that 2, — 2* as p — 0. The idea is therefore to choose p in such a way that 2, satisfies
the assumptions of Theorem [2.1.5] and then conclude by coupling the original system with the
additionally shocked one to derive n~1S,, < nilS,(lp ), where S,(zp ) .= Zie @) Si and D,(lp ) denotes
the set of finally defaulted vertices in the additionally shocked system. Since #* is a root of the
continuously differentiable function f(z) it must hold d(z*) < 0. We distinguish two cases:

In the first case, we assume that x := d(z*) < 0. Then by continuity of d(z) on a neighbor-
hood of z*, also

dy(2) == E [WWHéra, (W 2)] 1< 5 <0

on a neighborhood of 2, for p small enough. As indicated above, an application of Theorem
together with a coupling argument then yields

n'S, <n7ISP = E [Stra, (W™ 2p)] + 0p(1) < E [SYr(W™4,)] + E[SL{ar,—0)] + 0p(1)
< E [SYr(W™2%)] + €+ 0p(1)

by continuity of E [Sv¥r(W™2)] (S is assumed integrable) and choosing p small enough.
In the second case, we have 0 = d(z*) = lim._,0 e ' f(2* +¢€). For € > 0, let

§(6) := — inf e 1f(z* +¢),

0<e<e

which is positive for all € by definition of z*. We can therefore find € > 0 arbitrarily small such
that d(e) < d(€) for all € < €. We then derive that

0< f(z"+¢€)+d(e)e < f(z*+¢€) 4+ 0(€)e
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for all € < € with equality only for ¢ = €. Hence at ¢ = € the derivative of the last term
must be non-positive, i.e. d(z* + €) < —J(€) < 0. By continuity, also d(z) < —d(€)/2 < 0 on
a neighborhood of z* + €. Hence z* + € is a good candidate for the first positive root of the
additionally shocked system. All that is left to show is that there exists a certain value for the
shock size p such that z* + € becomes the first positive root. To this end, let

o &5(é)
P() = E[WH — 2% — &1 — 6(8))°

Note that for P(T" = 0) < 1 the root z* is always less than E[W ] and hence for € small enough
p(€) becomes positive. As € — 0, also p(€) tends to zero. Now note that for all 0 < € < ¢,

o) (2" + €) = (1= p(&)(—€d(€)) + p(&) (E[WT] — (" +€)) > (€= €)d(6) = 0

with equality only for e = €. The additional shock strictly increases f(z) and hence there cannot
be any root less or equal z*. In particular, z* + € is the first positive root of the additionally
shocked system. By letting € — 0, we conclude for arbitrarily small ¢ > 0 that

n~'S, < E [SyYr(W™2%)] + e+ 0,(1).

For the case of 2 = z*, we simply need to combine Parts[I] and [2] of the theorem. O

2.4.2 Proofs for Section [2.2]

Proof of Proposition[2.2.5. By (2.1.4), we derive

fi(2) == f(z; W, WT,TM;)) <E[WT1{M; = 0}] + 5z + o(2)

and similarly
E[SYra, (W™ 2)] <E[S1{M; = 0}] + ksz + o(2).

Hence we derive
% < —kE[WT1{M; = 0}] + o(E[WT1{M; = 0}]),

where Z; denotes the first positive root of f;(z). Together with Theorem this shows that
w.h.p. n'SMi <E[S1{M; = 0}] — s 'ksE[WT1{M; = 0}] + o(E[W T 1{M; = 0}]).

If f(z) and E[S¢r(W ™ 2)] are continuously differentiable from the right at z = 0 with derivatives
k < 0 and kg < 0o, then above inequalities are equalities and hence

ntSMi B B[S1{M; = 0}] — kL ksE[WT1{M; = 0}] + o(E[WT1{M; = 0}]). O

Proof of Theorem [2.2.6. By (2.2.3), we derive that 2z} — 0 as i — oo, where

zi=inf{z>0: f(z; (W~ ,W", TM;)) <0}.
For i large enough such that 2} < z, we can then apply Part[2] of Theorem to derive that
w.hop. 0 SM < B[St (W 20)] + % <E[S¢r(W2)] + E[S1{M; = 0}] + %

Note that from continuity of d(z) it follows that also E [W~W ¢, (W™ 2)] is continuous by
dominated convergence. Since S is integrable, the first summand tends to zero as 2z — 0 and
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also the second summand vanishes as P(M; = 0) — 0. In particular, we can choose i large
enough such that

E [S¢r(W™2)] + E[S1{M; = 0}] < % O

We now turn to the proofs of Theorems —[2.2.12l To show resilience of the financial
system in Theorem [2.2.8] we want to use Theorem In order for this to work, we need to
ensure that d(z) is continuous for z > 0. This is done in the following lemma.

Lemma 2.4.1. Assume that T = 7(W ™) for some integer-valued function T(w) = o(w). Then
d(z) is continuous on (0,00).

Proof. We fix some Z < oo and aim to show that for some arbitrarily fixed § < Z the family
{W-"WTor(W=2)} se[i—s,7+5) 1S bounded by some integrable random variable almost surely.
This will show continuity of d(z) by Lebesgue’s dominated convergence theorem.

By definition of a Poisson random variable, we derive

(W=z)T-1

WIWF6r(W™2) = WIWHP (Poi(W™2) = T = 1) = W W*e™ " "y

Then, by applying Stirling’s approximation to the I'-function,

W Whor(W™2) < W™ W exp {—W—z <1 =1 + -1 log <T — 1)) } .

W2z W=z W=z

In the exponent, we identify the expression ¢ ((T'—1)/(W™z)), where g(z) := 1 — x + z log(x).
The continuous function g admits the unique minimum g(z*) = 0 at z* = 1. Since further
limg 0+ g(z) = 1, it holds that g(x) > G for x < 1/2 and some suitable G > 0. Now choose w
large enough such that (7(w) —1)/(w(zZ —9)) < 1/2 for all w > w. We derive,

W Wher(W—2) <WT (W exp{-W~ (- 6)G} +w) <WTM(2) € L',
almost surely, where M(2) is a positive constant depending on Z only. O

Remark 2.4.2. In Theorem[2.2.8] we have 7(w) = O(w?) for 0 < v < 1 and hence 7(w) = o(w).

Proof of Theorem[2.2.8, In order to ease notation, we will assume throughout all the proofs
that w_; = w:;in = 1. The arguments for general w_; and w$in are completely analogue.
Since E[W~W™] is maximized for comonotone weights, i.e. WT = FJ} (Fyy-(W™)) =
B —1 B —1
(W™)st-1, we get E[W-"WT] < E [(W_)1+ﬁ+—l] = (B —1) [[Twre dw < oo for 7. < 0.
By dominated convergence we conclude that f is continuously differentiable on [0, 00) with
f'(2) = d(z). By T > 2, in particular, f’(0) = —1 and hence by Theorem the system is
resilient to small shocks.
Now let 7. = 0 and « := liminf,, o 7(w) > a. + 1. We assume that a < oo, otherwise we
could truncate 7(w) at some N 3 o > a + 1. Since 7(w) > 2 is an integer-valued function, we

observe that o € N\{0,1} and 7(w) > « for all w > @ and some constant @ > 0. Since ()
is monotonically decreasing in [, we derive that, as z — 0,

E [WHp(W™2)] <E [WHpa(W™2) + WHpe(W=2)1{W~ < @}] <E [W oW 2)] +o(2).
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Note that since ¥, () is a strictly increasing function in z, this expression becomes maximized
for comonotone dependence of W~ and W+. We derive

i w
limsup 2! E [WHyr(W™2)] <limsupz~ L ZE [ ) AT 16—W Z<7'Z)
2—0+ 2—0+ e k!
. oo xg-ﬁ_-:i_ﬂi"'ke—x
= lim sup a Z / ' dz
z—0+ >a? k!

In particular, limsup,_,o, 2~ f(2) < 0. By Lemma and Remark we also know that
d(z) is continuous for z > 0 (we can simply cut off 7(w) at «) and hence by Theorem we
can conclude that the system must be resilient.

Finally, assume that v, > 0 and « := lim inf,, oo w7 7(w) > ac. We can then choose some
ae < & < a and W < oo such that 7(w) > [aw?*] for all w > w. Hence we derive that

E [WHp(W™2)] <E [WHraar—ye) (W™ 2)1{W™ > @} + o(2).

1

By a Chernoff bound we get that 1 (z) < (ze/l)!e™® for z < I. Thus for w < (& (1 + €)z) 7T

and € > 0,

wze \ awre e 1

o) < (22" 0 < (-5 075) .
awe

where g(x) := 2 — az7° log(ex! ™7 /&). For arbitrary A > 0, we can hence choose w large enough
1
such that for all @ < w < (&~ *(1 + €)ez) 1 it holds

wze \ aw’e wze \ 1+A _&WIC 1N 21 \1HA
vrana(ws) € ()7 < (F57) Ao < (@)

and
E [Wﬂmd(wf)m(W*z)l {w <W-< (a4 e)ez)Til}] < (a'ze) T EWT] = o(2).
For (&~ 1(1+ e)ez)ﬁ <w< (@ Y1+ e)z)ﬁ, we have g(wzﬁ) > § for some § > 0. Thus
N _ . 1 _ 1
E [W Yramw—ye] (W™ 2)1 {(oe (1+eez)*t <W~ < (a” 114 6)z )t H
E[WH]e %" = o(2).

1
Hence, as z — 0, only W~ > (& (1 + €)z) 1 contributes to 2 *E[W ¢r(W~2)]. On this
set, by bounding with the comonotone dependence, we compute

E|W (W™ 2)1 {W‘ > (a1 +e)z)ﬁ} <E|lwt1 {W‘ > (@' +6)z)%1_1}]
(2.4.1)
- - 5=l _p- (1+6)z
< B 1 ﬁ+_1 d - C ~
= )/(a 1(1+€)z) et v w=a &
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Hence, limsup,_,o, 271 f(2) = limsup,_,o, 2 'E[WT¢r(W~2)] — 1 < 0 by choosing € > 0 small
enough such that @ 'ac(1 +¢€) < 1. This shows resilience by the same arguments as in Part ,
noting that we can cut 7(w) at w" for some 7. < n < 1. O

Proof of Theorem [2.2.10} Again, we simplify notation be setting w_. = wro=1.

We start by proving the second statement. Let o := limsup,,_,., wElVl?T(w) and choose
a<a< [(TA <x1*5+> dz and @ < oo such that 7(w) < |aw?| for all w > w. Moreover,
choose € > 0 and 6 > 0 such that & < (1 —€)(1 — 9) fOOOA(J:1*5+)dx and let z > 0 small
enough such that @ < (& (1 — e)z)ﬁ as well as z < (62(5)’%071(54(1 - e))v% For such z and
w > (@ 1(1 — €)2)7T it holds that

— €

>1-

P (Poi > |aw™|) > 1 — P (|Poi(wz) — wz| > >1-
(Poi(wz) > [aw™|) > (|Poi(wz) — wz| > ewz) > 2wz e2qwe

>1-4,

by Chebyshev’s inequality. Therefore,
EmﬂwﬂWP@}zu—ﬁm{wﬁ1@v—>@r%1—@@%5}}

:(LﬂﬂAmP

Wt >z, W™ > (d_l(l — e)z)ﬁ) dz

N

X
o\
3
]
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=
+
=
=
V
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|
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&
+
=
X
ks
§
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|
=
X
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&

(2.4.2)

1-5
where we substituted p(z) := (@ (1 — €)z)7%T. Note that the conditional probability is
bounded by 1 A 28T Hence, by Lebesgue’s dominated convergence theorem

2E [Whypp(w2)] > a ' (1—e)(1-9) /000 A <x1*5+> dz+o0(1) > 1+ 0(1)

and thus E [WTp(W™2)] > 2 for z small enough which implies non-resilience by Theorem
2.2.2)

For resilience in Part [2], we follow the same proof as for Theorem [2.2.8 until we arrive at
expression which we can now evaluate with the same means as above. That is,

1

2 IE [W+1{W_ > (@' (1+e)z)7 T H —a 1+ 6)/ A <w1_6+) dr <1, asz—0.
0

For the first statement of the theorem, note that we can lower bound the integral in (2.4.2)) by
P(Fy+ (W) >1—p(2) | Fyy-(W™) > 1—p(2)) and hence we derive non-resilience as above by

lim i(r]lfz’lE[W+¢T(W’z)] >a M (1—e)(1-6HA> 1. O
zZ—>

Proof of Theorem [2.2.13, Let U ~ U[0,1] and

1
Xt :=(1-U)-F K=,



42 Chapter 2. A Model for Default Contagion in Financial Networks

Then X+ ~ Par(8%, K*). Further, let W+ := Fl;/li(U) such that W+ £ W+ but W~ and W+
are comonotone. By (2.2.4) we then now that W+ = Fv;li(U) < F);i(U) = X7 for U > @ large
enough and hence

EW-WH <EW W] <@EW ] +EW)) +EX - X1],
where w = max{FI;,l, (@), Fok (@)} < co. Then for the case of 7, < 0, by the same calculations
as in the proof of Theorem [2.2.8| we derive E[X~ X ] < oo and thus resilience of the system.
For 7. = 0, as in the proof of Theorem we have

E[Wr(W™2)] < E[W a(W™2)] + o(2),

where o = liminf,, o 7(w) € N\{0,1}. Hence

E[W+ - E[W o (W™
lim sup (Wdbr(W—2)] < limsup (W (W 2)]
z—0+ z z—0+ z
_l’_ p— ~ ~
< lim sup E[X T (X 2)] + Wipa(w2)
2z—0+ z

g D
Bt —2 a—1

and the system is resilient for liminf,, , 7(w) = a > gi:éK*K* + 1.
For 7. > 0, we follow the proof of Theorem and replace the right-hand side of (2.4.1))
by

IE[XH {X‘ > (d_1(1+6)z)%11}} + w1 {w > (a7'(1 +e)z)ﬁ}
B+_1K+(K_)1_% (1 —|:6)Z

:5+—2 a +o(z). O

Proof of Proposition |2.2.15. The capitals ¢; are chosen such that the threshold values 7; are
at least 7(w; ). Hence coupling the weighted network to the corresponding threshold network
yields the result. O

Proof of Theorem [2.2.15 By the assumption of ¢; > max;ep\ ) Fji almost surely for all
i € [n], we get 7; > 2 almost surely. The proof of Part is thus completely analogue to
the one of Theorem

We continue by proving Part [3] By the means of the proof of Theorem we derive that
limsup, o, 2 'E[WTpr(W=2)1{T > (1 + €)ac(W™)*}] < 1 for each ¢ > 0. It will hence
suffice to prove E[WTr(W~2)1{T < (1 + €)a.(W™)*}] = o(z) in order to show resilience.
To this end, choose 0 < § < v.(t —1). Then

E[Whor(W 21 {T < (W) }| <E[WHhin(W 21 {17 < (W)}
= Jim E[(WAM) (W21 {7 < (W) ]

M —o0

N A —1 =+ — —\5

< lignigoflarggfn Z (w;™ A M) o (w; 2)1 {7'7; < (w;) },
i€[n]

where we approximated the non-continuous integrand by continuous ones and used almost sure

weak convergence by Assumption Now taking expectations with respect to the exposure
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lists, by Fatou’s lemma we derive

E [W+¢T(W*z)1 {T < (W*)‘SH < lim inf liminf ™" Ez[:} (Wi A M) o (w] 2)P (Ti < (’wi—)5>

T -1 — —\E—te
< K, ljlé[n_)lgof hnrr_lgoréfn z[:] (w;" /\M) Yo (w; z)(w; )
1€[n

— K liminfE [(W+ A M) wg(W*z)(W*)‘S*t%}
M—oc0
= KiE [ W (W2) (W)~
where we used Assumption to bound

P(ng(w;ﬁ)_xp( > E,,Z.(j),iz@)sp( > Epi(j),izf(w;)A,)
)6

1<5<(wy 1< < (w;)?

- P( 2. Engazoelwr Wﬂi) < Ky (w;)~"e,

1<5<(w; )8

for w; large enough and some uniform constant K; > oo. Note that for W~ < w, we have
E[WTp(W~2)1{W~ < w}] = o(z) as in the proof of Theorem Hence it holds

IE [WwT(W—z)l {T < (W‘)‘SH < K\E {W*W(W‘)H‘s‘t% +o(1).

Since ¥2(z) = o(z), by dominated convergence it is enough to prove E [WF(W~)!T0=1¢] < oo
in order for E [WHyp(W=2)1{T < (W~)°}] = o(z). We can easily choose t > 1 and § > 0
in such a way that 1 +J — ¢y, > 0 and can therefore estimate E[W (W ™)*0=1¢] by the

. e Co o .
comonotone expectation E[(W™)# o | which is finite since by our choice of 4,

B~ —1
pr—1

+14+0—tye—B =v(1-t)+5—-1< —1.

Now let 2 < N < 4./é and consider E [W (W™ z)1 {(W‘)<N—1)5 <T < (W)N}]. Asin
the proof of Theorem [2.2.8|it is enough to consider E[WT1{W~ > Z(N*bé*l,T < (W‘)N5}].

Similar as above, we derive P (r; < (w; )V%) < Ky (w; )N~ for some uniform Ky < oo and

B[wra{w > o7 7 < )Y} < KyE [ {we s eoeie ) v )eed

Né—tvyc

< KyE [(W)g*_1 1 {W* > LT }] L IV-Do-

Nﬁ_ — 12"/6(*1\}i{\)’§:i"/c _ 0(2)
11— Ve

since by the choice of § and N, it holds . — 1+ N§ —ty. < (N —1)d —1 < 0.

Finally, we have to consider the part E [W (W =2)1{(W )% 70 < T < (14 €)ac(W™)¥*}].
If we choose € > 0 small enough such that (1 + 2€)a. < liminf,, o 7(w)/w? and denote
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T(w) := (1 + €)acw?e, then we observe that by Assumption |2.2.14| for w,; large enough

P(r<7(wi)) <P Z Fpni 2 T (i A | < K (14 Qactup o)

for some K < oo. Since 7o —1 — (t — 1)y < 7.+ 6 —1 < 0, we then get
E [W+1{W— > 7R, T < (14 e)aC(W—)%}}

< KE[WHL{W~ > 2507} (1 + ac(W)7e) ")

(t 1) ﬁ — 1 Ye—=1—(t=1)v¢c

<K((14e€ac)” = % et = 0(2).

Altogether, we derive (note that we decomposed the expectation in finitely many summands)
E [WHyr(W™2)1{T < (14 €)a.(W™)*}] = o(z)

and hence limsup,_,o, 271 f(2) = limsup,_,o, 2 'E[WT¢r(W~2)] — 1 < 0, which shows re-
silience by Theorem Note that we can cut off T at (WW~)" for some . < 1 < 1 to ensure

continuity of d(z) by Lemma and Remark
Part 2] follows by the same calculations replacing . by v and using v > 7. O



Chapter 3

A Model for Default Contagion in
Multi-type Financial Networks

Real financial networks exhibit various forms of complex structures. Typical examples are core-
periphery structures, geographically induced community structures, or mixtures of the two.
See Figure for an exemplary illustration. While our model from Chapter [2| can describe
heavy-tailed degree distributions, one can argue that compared to real observed networks the
probability of exposures between periphery institutions is still too large. Moreover, communities
cannot be modeled by the means from Chapter [2] It is thus the aim of this chapter to provide
a model capable of representing these features. Again our starting point is the model from [54]
(called threshold model in Chapter and we extend it in two directions in Section First, we
divide the global financial system into subsystems of different institution types such as country,
core/periphery, a combination of the two, or any other reasonable segmentation. We then let
the connection probability of two institutions in the system depend on their respective types
— larger within communities or within cores, smaller between communities and for periphery
institutions for instance. Second, we allow for different exposure distributions between different
institution types — larger exposures between core-institutions for example. Our model can then
be considered a multi-dimensional threshold model in the sense that due to the two extensions
the analysis of the contagion process turns into a multi-dimensional problem. Thus, compared
to [54] novel techniques are required to derive asymptotic results for the final systemic damage
induced by some initial shock event in Section and for the characterization of resilient and
non-resilient system structures in Section Moreover in Section we provide a family of
capital requirements sufficient to secure a multi-type network against small initial shocks. In
Section we integrate the idea of exchangeable exposures from Chapter [2|into our multi-type
model to gain more flexibility at the modeling of exposures. This extension can be seen as a
multi-dimensional exposure model in analogy to Chapter We then demonstrate the effects
that the complex structures of financial systems modeled in this chapter have on their stability
in Section Finally, we provide all our proofs for this chapter in Section

My own contribution: Except for Sections [3.4) and which are entirely my own work and
have not been published elsewhere, so far, this chapter is mostly reproducing [56] which is joint
work with Nils Detering, Thilo Meyer-Brandis and Konstantinos Panagitou. I was significantly
involved in the development of all parts of that paper and did most of the editorial work. In
particular, I made major contributions to the model design, Corollary [3.1.3] Lemmas
and[3.2.3] Theorem 3.2.4] Remark[3.2.5] Theorem [3.3.2] Definition[3.3.3] Corollary[3.3.4] Lemma
Theorem Lemma Examples [3.6.1], [3.6.2] and [3.6.3] the numerical simulations,
Proposition [3.7.2] Theorem as well as Lemmas [3.7.4] [3.7.5] and [3.7.6l Compared to [56],
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Figure 3.1: A sample network consisting of two cores (darkblue resp. darkgreen) and the associ-
ated peripheries (lightblue resp. lightgreen). Vertex sizes correspond to the respective degrees.
For simplicity the network is depicted undirected and the strength of links is omitted.

in this chapter we additionally consider values of systemic importance for each institution as in
Chapter [2 to measure a more flexible final systemic damage than only the final default fraction.

3.1 Default Contagion on a Random Weighted Multi-type Net-
work

We describe a model for a financial network consisting of n € N vertices (institutions) and ran-
dom directed edges between them. We usually think of an institution i € [n] := {1,...,n} CN
as a bank in an interbank network and of a directed edge going from institution ¢ € [n] to
j € [n] as a financial exposure of j which emanates from i, for example by an outstanding
interbank-loan from ¢ to j. Our model accounts for two more features. First, we assign weights
to the edges which for now shall represent the amount of the loan. Later in Section [3.5] we will
generalize our model and identify an edge-weight as an abstract multiplier for the exposure. The
model from this section can thus be interpreted as a multi-dimensional extension of the thresh-
old model from Subsection 2.1.2] whereas Section [3.5] describes a multi-dimensional extension of
the exposure model from Subsection As will be clear from the construction in the follow-
ing, the assignment of edge-weights depends on both the creditor- and the debtor-institution.
This feature is new as compared to previous literature such as [8] and Chapter [2 where the
amount of each loan did only depend on the creditor bank. Second, we assign different types
to the institutions in the network. This allows to describe more involved network structures
such as core-periphery networks — a two-type network in our terminology — and (dis-)assortative
structures.

3.1.1 Vertex Types

We begin by assigning to each institution i € [n] a type «; € [T], where T' € N is the fixed
number of types. In the prominent case of a core-periphery network we choose T' = 2 and a
bank i € [n] shall be a core bank if a; = 1 resp. a periphery bank if o;; = 2. Hence the financial
network is partitioned into sets of institutions of different types, which we also call blocks.

3.1.2 Vertex Weights and Random Weighted Edges

Next, we fix R € N and we construct a random network with edge-weights in [R]. To this

end, assign to each institution i € [n] a set {w; ", w;r’r’a}lgrgR,lgagT of non-negative vertex-

weights and denote w; = (wi_’r’o‘)re[m,ae[ﬂ € R[f}ox 7] resp. w; = (w?’r’a)re[R]’ae[T} € R@OX 7,

The weight w; """ describes the tendency of bank ¢ to develop incoming edges of weight r from
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institutions of type a. Similarly, w + " describes the tendency of ¢ to form outgoing edges of
weight 7 to institutions of type a. To formalize this, let X7 ; be the indicator random variable
which is 1 if there is an edge of weight 7 going from ¢ to j and 0 otherwise and let X ; ~ Be(p;:j)
be a Bernoulli random variable with expectation

min{R~L, n~lw "M G £
Py = { { T A (3.1.1)
’ 0, 1=7.

To avoid multiple edges of different weights between the institutions, we assume {X; j}lgrg R
to be mutually exclusive in the sense that ZKK rXi; < 1. Also, we assume that edges
between different pairs of institutions are independent, 1 e. X, L Xi2,, forall r,r € [R]
if (i1,71) # (i2,j2). In particular, XT1 1 X’q2 for all ¢ # j, r1,r2 € [R]. This can for example
be achieved by introducing a sequence of 1ndependent random variables U; ;, each distributed
uniformly on the interval [0,1], and letting X7, = 1{Ui; € [Y ., 1P}, > sc,15;)}- The
upper bound R~! in - ) then ensures that Zs<sz] <1.

3.1.3 Capital and Default Contagion

We assign to each institution ¢ € [n] an initial amount of capital (equity) ¢; € Ny . We call an
institution solvent if ¢; > 0 and insolvent if ¢; = 0 and we denote by Dy := {i € [n] : ¢; = 0} the
set of initially defaulted institutions. The initial default shall be due to some exogenous event
such as a stock market crash. Because of the interconnections in the network the default of
the institutions in Dy will spread through the network. This happens since the defaulted banks
cannot (fully) repay their loans to their creditors. As first suggested in [75] it is a reasonable
assumption that defaulted debtors cannot repay any of their debts since processing their default
may take months or even years while financial contagion is a short term process. In fact, one
can generalize our model to the case of a fixed constant recovery rate simply by adjusting the
capitals. The default contagion process can then be described as follows. In round £ > 1 of the
default cascade the set of defaulted institutions is

Dy, ::{ i< > r Y X } (3.1.2)

re[R] Jj€Dr_1

In particular, Dy C Dy C --- and the chain of default sets stabilizes at round n — 1 the latest.
We hence denote the final default set by D,, := D,,_1. Note that the only randomness in this
process stems from the random links in the network. Once a network configuration has been
fixed the whole default contagion sequence is fully determined.

Remark 3.1.1. To model realistic financial networks with general exposure values, it would be
a priori necessary to choose R very large and our model would become very high-dimensional.
Instead of considering an edge-weight r as the exposure between two institutions, however, one
can also interpret it as a more general factor of impact. It is then possible to model unbounded
exposure distributions also with a considerably small choice of R. We will discuss this idea more
precisely in Chapter

3.1.4 Systemic Importance

The set D,, introduced in the previous subsection describes the set of banks that are finally driven
into default by the initial default set Dy. Only considering the size |D,| of this set to measure
the damage to the financial system neglects the fact that there are larger/more important banks
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and smaller/less important banks in the system, however. Instead, analogously to Chapter
we finally assign to each bank i € [n] a systemic importance value s; € Ry o which reflects the
importance of the bank for the whole financial system or even the wider economy. See Chapter[2]
for suitable examples of s;. Instead of |D,,| we then consider

S, = Z S;

1€Dy,
to measure the final damage caused by defaulted banks. Note that S, = |D,| if s; = 1 for all
i € [n], which is the special case considered in [56].
3.1.5 Regular Vertex Sequences

In the previous subsections we introduced several parameters and in particular, any random

ensemble is described by the weight sequences w™ := (wy,...,w; ) and w' := (w],...,w;}),
the systemic importance sequence s := (s1,..., Sp), the capital sequence ¢ := (cy,...,¢,), and
the vertex type sequence o := (o, ..., ay,). That is, much of the information about the system

— in particular the complexity of the network configuration — is contained in the empirical
distribution function

Fn(w7y7 U, l7m) =n"! Z H l{wi_ma < mr,a,w;‘%a < yna}l {Si <wv,¢;<la; < m} )
i€[n] re[R],a€[T]
for ¢,y € Rf]()xm, veRL, €Ny and m € [T].

The setting described so far puts us in the position to model a system with a given number n
of institutions. However, as already described in the introduction, our main focus is on studying
how the complex structures in the underlying network affect the contagion process and, more
generally, the (in-)stability of the system as a whole. Towards this aim we proceed as follows.
Instead of restricting our attention to a single system configuration, we consider an ensemble of
systems that are similar, where the structural similarity is measured precisely in terms of the
joint empirical distribution of all parameters that we consider. In particular, we assume that
we have a collection of systems with a varying number n of institutions with the property that
the sequence (Fj,)nen of empirical distributions converges.

Definition 3.1.2. A sequence (w™(n),w"(n),s(n),c(n),@(n))pen of model parameters for
different network sizes n € N is called a reqular vertex sequence if the following conditions hold.

(a) Convergence in distribution: Let (W, , W, S, C,, A,) be a random vector dis-
tributed according to the empirical distribution function F,, with W = (Wnima)re[R],ae[T]-
Then there exists a distribution function F' such that F,(x,y,v,l,m) — F(x,y,v,l,m)
for all points (x,y,v,l,m) at which Fj ,,(x,y,v) := F(x,y,v,l,m) is continuous. Denote
by (W~ , W+, 5,C, A) arandom vector distributed according to F' where similar to above
W = (Wima)re[R],ae[T]'

(b) Convergence of average weights and systemic importance: S, W "% and W "
are integrable for all r € [R] and « € [T], and as n — oo it holds

E[S,] = E[S], E[W, "% - E[W~"%], and E[W,"%] > E[W""].

Note that if we extract the subnetwork of edges with weight r going from banks of type «
to banks of type § we are exactly in the setting of [54] with limiting in-weight W% and
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out-weight W™ (each of them scaled to account for the changed number of banks). We
hence derive the following corollary of [54, Theorem 3.3] which gives some intuition about the
geometry of the described random graph in our model.

Corollary 3.1.3. Consider a financial system described by a regular vertexr sequence and let
DE" be the r-out/in-degree with respect to banks of type o of some bank in the network chosen
uniformly at random. Then for each (r,a) € [R] % [T, as n — oo, in distribution

D;IL:,T,OC — Poi (W:E,T,Oz Z C;B’al{A = 6})7 (313)

BE[T]

where C;F’B’a =FE [W?T’Bl{A = a}|. In particular, the r-out/in-degree with respect to banks of
type o of some uniformly chosen bank of type B converges in distribution to Poi(Wi’T’aCfF’B’O‘).

3.2 Asymptotic Results

This section presents results for the final default fraction n~!|D,| triggered by some set of
initial defaults, which is one of the main contributions of this chapter — see Subsection [3.2.2
In Subsection [3.2.1] we first introduce some functions that will play an important role. For the
sake of readability, most of the — mainly technical — proofs of this section are moved to the
appendix.

3.2.1 Preliminaries

Denote in the following V' := [R] x [T]?. Let ¢(z1,...,25) = P (ZSQ[R} sXg > l) for in-
dependent Poisson random variables X ~ Poi(zs), s € [R]. In the following, the functions
froB . RK,O =R, (r,a,8) €V,and g: RK,O — R4 o will play a central role. They are given by

yref(z) =B

W-l—,r,ocwC( Z W 7’7z1761,‘/’ e Z W—,R,WZR,Bﬁ) I{A _ 5}] _ Zr,oc,ﬁ7

Y€E[T] v€E[T]

g9(z) = Z E [ch< Z Wb By Z W’R’VZR”B”) 1{A = [5’}]

BET] YE[T] YE[T]
We begin by investigating some basic but important properties of these functions.

Lemma 3.2.1. The functions f"*5(z), (r,a, 8) € V, and g(z) are continuous at all z € RKO.
Further, each function f"’o‘ﬁ(z) is monotonically increasing in all of its coordinates except 2" .

Proof. Continuity follows from Lebesgue’s dominated convergence theorem noting that the in-
tegrands are continuous in z and bounded by the integrable random variables W™ resp. S.
Monotonicity of f7*# follows directly from the monotonicity of the Poisson-probabilities. [

Let now P := ), o gjeviz € RKO . frf(z) > 0}. Since f1*F(z) < 0 for any z € ]RJKO
with 278 > E[W+"*1{A = $}] and P is an intersection of closed sets, P is in fact compact.
Note that clearly 0 € P. In general P might consist of several disjoint, compact, connected
components. Let in the following Py denote the component (i.e. the largest connected subset)
of P containing 0. Since P is a compact subset of RK,O? so is Py. Define now z* € RKO by
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Figure 3.2: Plot of the root sets of the functions f!(z!,22) (blue) and f2(z!,22) (orange) for
two different example networks.

(z*)neB = SUP,ep, 278 The following lemma shows that in fact z* € Py and it can hence be
thought of as the maximal point of Py. Further it identifies z* as a joint root of all the functions
frab, (r,a, 8) € V, and shows the existence of a smallest joint root 2. It will turn out later
(see in particular Theorem that the final systemic damage n~1S, is intimately related to
these two (typically coinciding) joint roots of the functions f™*?, (r,a, 3) € V.

Lemma 3.2.2. There exists a smallest joint root z € RKO of all functions fH8, (r,a,B) €V,
in the sense that z < z componentwise for all joint roots z € RLO. Further, z* as defined above
is a joint root of the functions fH?, (rya, ) €V, and both 2 € Py and z* € Py.

The lemma identifies z* as the maximal joint root of f"*# (r,a,B) € V, in Py. However, if
Py C P, then there will exist joint roots z ¢ Fy such that z* < z.

Often 2 and 2* will coincide and then Theorem below will show that the final systemic
damage n~'S,, converges to g(%) in probability. But in some pathological situations this is not
the case and Theorem will yield a lower bound on n~1S, in terms of 2 and an upper
bound in terms of z*. Figures |3.2(a)| and [3.2(b)| show two-dimensional examples of f. In both
examples, we chose R =2 and T = 1. In the first example, we further chose all weights to be 1
and the capital of each bank to be 3 with probability 80% respectively 0 with probability 20%.
The functions f!(z1,2?) := fLL(21, 22) and f2(21, 22) = f211(21, 22), where 2! := 201 and
2% := 2%b1 then have a unique joint root, i.e. 2 = z*. In the second example, we chose all
weights to be 2 and the capital of each bank to be 3 with probability ~ 94.14% respectively 0
with probability ~ 5.86%. In this case, there exist two distinct joint roots 2 # z* in Py. At 2,
the root sets of f! and f2 do not cross each other but only touch.

The next lemma provides two sufficient criteria to check if a joint root, such as z, equals
z*. These depend on the (weak) directional derivatives of f™*# (r,a,) € V, and are hence
natural extensions of the stable fixed point assumption in previous literature such as [8, [54] and
Chapter [2]

Lemma 3.2.3. If 2 € Py is a joint root of the functions f>*?, (r,a,B) € V, then z = z* if
one of the following holds:

(a) There exists v € RY such that for all (r,«, 8) € V the directional derivatives Dy, fF (%)
exist and Dy, fr*5(2) < 0.
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(b) There exist v € RY, k < 1 and A > 0 such that for every & € (0,A),

ko8 > Z E

r’'€[R]

W“”O‘< > u“ﬂﬂwm’ﬂ) 1{A =g}

BT

o 5 ol 5w (a0 ) et o)

s€[R] v€E[T]

3.2.2 The Main Result for the Final Systemic Damage

We now provide an asymptotic formula for the final systemic damage n~'S,, in terms of function
g and the joint roots Z and z*.

Theorem 3.2.4. Consider a financial system described by a regular verter sequence and let 2
and z* be the smallest respectively largest joint root in Py of the functions fr*P, (r,a, ) € V.
Then

9(2) +0p(1) < n7LS, < g(2*) + 0p(1).

In particular, if 2 = z*, then n~1S,, 2 g(2) as n — oo.

Note that for the case R =T = 1, Theorem extends [54, Theorem 7.2] by an upper bound
even if the requirements for the second part there are not satisfied. Also we do not require
continuous differentiability of f1%(21!) in a neighborhood of (2*)"'! as in Theorem [2.1.6]

Remark 3.2.5. Theorem determines ng(2) as a lower bound on the damage caused by
finally defaulted banks in the network. In fact, g(z) is given by a sum over all the different
types f € [T] in the network and it is thus no surprise that by small changes in the proofs
of Theorems [3.7.3] and one derives that the damage caused by finally defaulted banks of
type B is lower bounded by

S]P’( > sPoi( > W’S’“’és’ﬁ”) > C) 1{A = B}

s€[R] ~v€E[T]

nE + 0p(n).

The same reasoning allows to derive an upper bound in terms of z*.

3.3 Resilient and Non-resilient Networks

In the previous section, we derived results that allow us to determine the typical final default
fraction in large financial systems caused by an exogenous shock. Another important question
from a regulator’s point of view that we study in this section is whether a given system in an
initially unshocked state is likely to be resilient to small shocks or susceptible to default cascades.

Note that for some fixed financial network (W=, W* S C, A) all information about the
initial shock stems from C and by “initially unshocked” we mean that ¢; > 0 for all ¢ € [n]. We
model small shocks to the system by an ez post infection in the following sense: we introduce
indicators m; € {0,1}, i € [n], with the meaning that (the initially solvent) bank ¢ becomes
insolvent if m; = 0. This amounts to setting its capital to ¢;m;. In analogy to Definition
we assume regularity of {m;};c[,) (jointly with the rest of the parameters) and we denote by M
the limiting random variable of ex post infection. In particular, the financial system shall be
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Figure 3.3: Plot of the root sets of the functions f!(z!,2?) (blue) and f?(z!,2?) (orange) for
a financial system satisfying the condition in Theorem Solid: the unshocked functions.
Dashed: the shocked functions.

described by the random vector (W~, W+ S C, A, M) with P(C = 0) = 0 and P(M = 0) > 0.
Denote by DM the random final default set that M triggers, by SM = > iep, Si the final
systemic damage, and by (fM)"8 ¢M and (2*)™ the analogues of f™*? g respectively z*
with C' replaced by C M.

From a regulator’s point of view a desirable property of a financial system is the ability to
absorb small local shocks M without larger systemically important parts of the system being
harmed. In our asymptotic setting, we can even choose M arbitrarily small and we call a
system resilient if the relative final damage n~'SM tends to 0 as P(M = 0) — 0. If on the
other hand n~'S is lower bounded by some positive constant, we call the system non-resilient

(see Definition below).

Definition 3.3.1 (Resilience). A financial system is said to be resilient if for each ¢ > 0 there
exists d > 0 such that for all M with P(M = 0) < § it holds n *SM < e w.h.p.

It will turn out that the resilience of the system strongly depends on the form of the set Fy
which was introduced in Subsection Our first result is a criterion guaranteeing resilience.

Theorem 3.3.2 (Resilience Criterion). Consider a financial system described by a regular vertex
sequence and assume that Py = {0}. Then the system is resilient.

In particular for R = T = 1, resilience is ensured if 0 = inf{z > 0 : fL1!(z) < 0}. Theo-
rem therefore extends [54, Theorem 2.7]. Moreover, by Lemma if for some v € RY,
D, f7*P(0) exists and is negative for each (r,a, 3) € V, then Py = {0} and Theorem is
applicable.

Figure [3.3] shows a two-dimensional example satisfying the condition in Theorem [3.3.2 We
chose R =2, T =1, WH! = W*2 = 1 and C = 3. It can be seen from the figure that
small shocks (here 5% of all banks) do only cause small jumps of the smallest joint root of
FUY 22) = fRL1(2Y 22) and f2(21, 22) = f201(2Y, 22), where 2! := zbb1 and 22 := 2201,

On the other hand, concerning the characterization of non-resilient networks, a difficulty that
arises is that the ex post shock M possibly targets only certain subnetworks. More precisely, if
Vi={(r,a,8) €V : E[]WT"*1{A = B}] > 0}, then it is still possible that for (r,a, 8) € V it
holds E[W"*1{A = 8}1{M = 0}] = 0. Consider for example a financial network consisting
of banks of two types which are isolated of each other. Further, one of the two subnetworks
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Figure 3.4: Plot of the root sets of the functions f1(z!,22) (blue) and f?(z!, 22) (orange) for a
financial system with Py # {0}. Solid: the unshocked functions. Dashed: the shocked functions.

shall be resilient, whereas the other one is non-resilient (in the sense of Definition [3.3.3] (b)). In
order for the whole system to experience large damage, it is then necessary that M does not
only infect banks in the resilient subsystem but also in the non-resilient one. This explains why
we have to differentiate between different choices for M in the following to fully understand
non-resilience in our model.

Definition 3.3.3 (Non-resilience). (a) Let I C V. A financial system is called non-resilient
with respect to shocks on I if there exists a constant Ay > 0 such that n_lsg/[ > Ag
w. h.p. for each shock M with E[W"*1{A = 8}1{M = 0}] > 0 for all (r,«,3) € I.

(b) We call a financial system non-resilient if it is non-resilient w.r. t. shocks on some I C V.

Clearly a system is non-resilient if and only if it is non-resilient w.r. t. shocks on V.

Let us start by considering the special case that M infects every part of the system (i.e. a
shock on f/) This is the case for example if M is independent of type A, vertex-weights W=7
and capital C. We can then formulate a corollary of Theorem [3.3.6| following later:

Corollary 3.3.4. Consider a financial system described by a regular vertex sequence and any
ex post infection M with E[WT"*1{A = 8}1{M = 0}] > 0 for all (r,«,3) € V. Then for any
€>0w h.p. n7ISM > g(z*) —e. If g(2*) > 0, then the system is non-resilient.

Recall from Theorem that a financial system is resilient if Py = {0}. For most practical
purposes (e.g. P(S > 0) = 1) it will hold that g(z*) > 0if Py 2 {0} and hence z* # 0. Theorem
and Corollary then completely characterize resilience of a financial system in terms
of Po.

See Figure for an example where Py # {0}. In this example, we chose R = 2, T' = 1,
weights W1 = W2 = 3/2 and capital C' = 2. The figure shows the jump of the smallest
joint root from 0 to above z* for any small shock (here 10% of all banks).

We now aim to describe non-resilience with respect to shocks on I C V. That is, we
consider shocks M such that E[WH"21{A = }1{M = 0}] > 0 for (r,a, ) € I but possibly
E[W*me1{A = 8}1{M = 0}] = 0 for (r,a, 3) € V\I. To this end, denote

()= ) {z ERY ) froonfi(z) < 0} nooN {z ERY, ¢ froemfa(z) < 0}

(lealwﬁl)el (7"2,(12752)617\]
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and define zo(I) by 25" (I) := infep(r) 2P, Lemma shows that zo(I) is the smallest
joint root of f"®8. (r,a,3) € V, that is stable with respect to shocks in the I-coordinates.

Lemma 3.3.5. It holds zo(I) € Py NT(I) and it is thus a joint root of f>*P, (r,a,B) € V.

We can state a general theorem for non-resilience in terms of zo(I), where I denotes the set of
coordinates impacted by M.

Theorem 3.3.6 (Non-resilience Criterion). Consider a financial system described by a regular
vertex sequence and any ex post infection M with E[WT"*1{A = B}1{M = 0}] > 0 for all
(r,a, B) € I, where ) # I C V. Then for any € > 0 it holds w. h. p. n='SM > g(zo(I)) — €. If
g(zo(I)) > 0, then the system is non-resilient with respect to shocks on I.

As before, usually (e.g. if P(S > 0) = 1) it will hold that g(zo()) > 0 whenever z¢(I) # 0.

By Theorem we derive for shocks on V that for any € > 0 w.h.p. n='SM > g(zo(V))—e¢
while in Corollary we claimed n"'SM > g(z*) —e w. h.p. By the following lemma the two
are in fact equivalent.

Lemma 3.3.7. It holds zo(V') = z*.

The identity zo(/) = 2* on the other hand does not necessarily imply I = V.

3.4 Systemic Capital Requirements

In this section, we apply the asymptotic theory developed in the previous sections in order to
determine sufficient capital requirements ensuring resilience of a multi-type financial network
to small initial shocks. This goes one step further than the resilience criterion from Theorem
3.3.2] enabling a regulator to actively manage the system’s stability. In fact, in Subsection [3.4.1
we derive a whole family of different capital requirements parametrized by a vector v € RK.
Thus, in Subsection we further provide an interpretation of v and we demonstrate how
for different stress scenarios, amplification due to contagion effects can be controlled by means
of our derived capitals.

3.4.1 A Family of Capital Requirements

By Theorem and Lemma for resilience of an a priori unshocked system it is sufficient
that the directional derivative D, f*#(0) < 0 for all (r,«, 3) € V and some direction v € RY.
It is thus the aim of this subsection to construct capitals ¢;(v), i € [n], for any given v € RY,
such that D, f™*#(0) exists and satisfies above condition.

In analogy to Chapter [2 for an institution ¢ € [n] of type a; = 3, we choose the following

form for the capital:
8
¢i(v) = max {R +1, {;ﬁ <€HS|’|)> w } , (3.4.1)

where {1°} geir) C Ry, {7} geir) C Ry o and

ei(v) = Z s Z w; STy

s€[R]  ~e[T]

can be thought of as the total exposure of ¢ weighted according to v. Taking the maximum
with R + 1 in (3.4.1)) ensures that ¢ does not have any contagious links to other institutions.
If W_’R’”’| A—p = 0 for all v € [T] and institutions of type 8 thus do not have any R-edges
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(in the limit of large systems), then one could decrease this lower bound on ¢;(v) accordingly.
Moreover, as e;(v) linearly depends on v, it makes sense to normalize it in . By this
choice only the direction of v is important and ;¢ can be chosen independently of v in the
following. Finally, assume that the uncapitalized system is a regular vertex sequence according
to Deﬁnitionwith limiting weights W+ and limiting vertex type A. Denote the limiting
random variable of {e;(v)};cn) by

E(w)= Y 1{A=p8}> s> W10

BelT] s€[R] ~€[T]

and assume that also the limiting random variable of {c;(v)};c[n) exists and satisfies

VB
C(v) = Z 1{A:B}max{R—|—1, {uﬁ (L\?EJ’I\]\)) -‘} a.s.,

BE[T]

which is true at least for absolutely continuously distributed in-weights (cf. Subsection [2.2.2)).
Note, however, that also for more general distributions we can proceed similarly and derive
analogue results as in the following.

We can then describe the behavior of f™%#(z) near 0.

Proposition 3.4.1. For v® > 1, it holds

Dy f7%(0) = Jim h™ LraB (hy) = —pheb,

For v? < 1, it holds

limsup A~ f78 (ho) < ||’U||hmsuph 'E
h—0+

e E() _(h\#
WA = BH{HMI><M>

}]<_Unaﬁ
}] J— vr7a7ﬁ.

We can then immediately conclude that the financial system becomes resilient if % > 1 for all
B € [T] (also see Corollary |3.4.3)). For v? < 1, however, more work is needed and in particular
the choice of p# becomes important. Note that analogue to Lemma it is sufficient to
assume limsupy, o h=1fmP(hv) < 0 to ensure that z* = 0 and the system to be resilient.
We could therefore work with upper bounds throughout all of this section. For a more concise
presentation and a notion of sharpness regarding the capital requirements, however, we make
the following exact assumption on the distribution tails of WJ“”’O" A=p and E(v

and

1
NP e E(v) h\vF1
1 T‘,a,ﬁ > 1 +,r,0 —_ -
I}Lm(l)&fh froP (hv) HUHI}Lm(l)r}rfh E|W 1{A—B}1{ > (,u5>

]

‘Aﬁ

, asu— o0

ket B_q
min )

+,m08
uk 1 <1 — FW+’T’Q‘A:B (u)) — <w+3r7a”8

+,r,a,8

for some constants k7% > 2 and w,

€ R, respectively

uk 1 (1 — Fpo)a_s (u)) — (eﬁlin(v))kﬁ_l , asu — 0o
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min resemble

for some constants k= > 2 and ¢’ (v) € Ry. That is W+’T’O“A:ﬁ and E(v)‘A:ﬁ
Pareto distributions in the tail. Moreover, for the dependence structure (i.e. the copula) of the

two random variables we make the assumption that
AP () = B(A = B) 7 1 P Pyt (W) > 1= ap| Py, o(B@)) > 1-p, A=)

exists for all z > 0. Denote now

k=P —1

- @ _75
k+7rva7ﬁ — ]_ k

yheb =9 4

and

B 171166 w"‘ZT,a,ﬁ OOAT’azﬁ x17k+,r,a,[3 da:-
MQO"B = ||v]|**P(A = f) <e§nn(,v)) min fo ( ) .

'U'r)avﬁ

,Ol,ﬁ

Then for each function f®#. the values vo®? and u~

section In particular, the following holds:

correspond to 7. resp. a. from Sub-

Proposition 3.4.2. Under above assumptions, the directional derivative of f7*P in direction
v 1S given by

00, if VP < 1/,?,
ro, 3
Duf @ 2(0) = (£57 — 1) n?s i =i,
ivrvoﬁﬁ’ ,Lf I/ﬁ > Vg’azﬁ‘

Then as hinted at above using Theorem [3.3.2] and Lemma [3.2.3| we derive the following criterion
for resilience.

Corollary 3.4.3. The system is resilient for a certain choice of v € RK and capitals as above
if for all (r,a, ) € V one of the following holds

1. V8 > ug"’"ﬁ,

2. V8 =0 and pP > ubP.

Analogue to Lemma we also derive that z* # 0 if there exists v € RY such that for all
(r,, B) € V the directional derivative Dy, f7*#(0) exists and D, f"*?(0) > 0. Together with
Corollary [3.3.4] we then derive the following criterion for non-resilience.

Corollary 3.4.4. Let P(S > 0) = 1. Then the system is non-resilient for a certain choice of
v E RK and capitals as above if for all (r,a, ) € V one of the following holds

1. VP < uZ’O"ﬁ,
2. 8 =108 and b < ,uZ’a’B.
To construct a resilient system by capitals of the form (3.4.1)) we thus choose

P> = max P
re[R],a€(T)

and p# > 0 arbitrary if v° > V? respectively

pP > pf = max {,ur’a’ﬁ . (r,@) € [R] x [T] such that v/ = I/B}

C

if v *? = 1P for some (r, ) € [R] x [T).
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Remark 3.4.5. Assume that v# = 12 > 0 for all (r,o, 8) € V (in particular v2*® > 0).
é

c*

Moreover, suppose that for a certain choice of v € RK we find (s,7,0) € V such that uff”é < 1
We can then decrease the coordinate v57° to

A

178’%6 — Winin

Fras .
max, ¢ (g acr] (V7%0)" Labii@® [N (z1-kret) dg

)

< ,Uszv

and leaving all other coordinates unchanged this leads to new critical values ﬂf < ,ug , B e [T],

(while clearly 1/,;5 stays the same). That is, the capital requirements for each individual institu-
tion in the system can be lowered as compared to the initial choice v.

It is thus favorable to choose v such that e B — uc for all (r,a, B) € V or equivalently
oo
vrravﬁ — Kﬂwrt;;vavﬁ/ Ar,a,ﬁ (wlfk‘h'rvavﬁ) d;c
0

for {xP} geir) € Ry. The family {k%} ge[) can then be understood as a choice by the regulator
which loans (i.e. the debtors of which subsystems /) to regulate more than others.

3.4.2 Interpreting Direction v

In the previous subsection, we have constructed capitals parametrized by some arbitrarily chosen
vector v € RK that ensure resilience of a given financial system as Dy, f»*?(0) < 0 for all
(r,a, 8) € V. The proofs, however, do not convey any intuition about the direction v.

In this subsection, we therefore change our point of view on v and interpret it as a specific
stress scenario for the financial system. This perspective allows us to secure the system against
any anticipated shock and at this in particular to ensure that amplification does not exceed a
certain arbitrarily chosen factor.

Recall from Section [3.3] the notion of an ex post shock and consider a family of ex post
shocks {M,}eso such that

E [WHm1{A = B}1{M. = 0}] = ev" ™" + o(e) (3.4.2)

for some v € RK. If for example each institution defaults ex post with probability e and
independent of its parameters, then

E [WH"1{A = B}1{M, = 0}] = E [W"1{A = §}]

and v = ¢, where ("8 = E[WH21{A = B}] (if ¢"*P = 0 for some (r,a, ) € V, we leave
out the corresponding coordinate in the following). If, however, an institution of type 8 € [T
defaults ex post with probability en® for a family {n”} se(r] C R4 and independent of all other
parameters, then v"*# = p#¢m*8  While shocks of this type already provide a rich basis of
different stress scenarios, other shocks M., targeting institutions according to their weights, are
also feasible as long as they satisfy for some v € RK.

The vector v then describes how different parts of the financial system are affected by the
initial shock. More precisely, by Corollary [3.1.3|and (3.4.2]) one finds

nE[WHme1{A = BY1{M, = O}|E[W "P1{A = a}] + o(n) = nE[W ~"P1{A = a}]ev"*" + o(n)
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for the number of r-edges from initially defaulted S-institutions to a-institutions. Thus

.= Z r Z E[W " 1{A = a}]ev” " (3.4.3)

r€[R] a€[T)

can asymptotically be identified as the total monetary damage (not to be confused with the
systemic damage according to their systemic importance values) that initially defaulted insti-
tutions of type [ cause to all the institutions in the system (as always in this thesis under the
assumption of zero recovery rate).

We now want to construct capitals ¢;(v) such that this initial damage is amplified by some
prescribed amplification factor B > 1 at most. Note that analogue to and using Theorem
the final damage is upper bounded (and typically precisely given) by

S Y EW A = af)()e

r€[R] a€[T)]

where z} denotes the equivalent of z* for the shocked system and the proof of Theorem
shows that (z*)"*# asymptotically equals the total (r,a)-out-weights of all finally defaulted
[B-institutions divided by n.

Our goal can then be achieved in the spirit of the previous subsection choosing v from
for ¢;(v) in and letting 1% > VP and b > ug/(l — B7!) for some B > 1 that can be
considered the maximal amplification factor according to the following result.

Theorem 3.4.6. With the above described capitals, the final damage in the system caused by
B-institutions is upper bounded by Bt? asymptotically as e — 0.

Note that any choice for v € ]RK would make the financial system resilient to any initial shock
by Corollary Whereas resilience according to Definition is to be understood in an
asymptotic sense with amplification factors not being relevant, however, for practical purposes
the notion of an amplification factor is very desirable. Albeit still in an asymptotic sense, using
Theorem [3.4.0] this can be achieved when calibrating v to the anticipated shock according to
(3-4.2). Finally note that different amplification factors B for the different subsystems of type
B € [T] can be achieved by the same means as in Theorem but choosing capitals ¢;(?)
with
1~)r,a,/3’ — B,B,Ur,a,ﬁ

and pf > pd /(1 - (B%)7).

3.5 A Multi-type Exposure Model

So far, in this chapter we have proposed and analyzed a model for default contagion that can
be seen as a multi-variate version of the threshold model from Subsection [2.1.2] accounting
for multiple institution-types and allowing for assortative edge-weights regarding these types.
While it is possible to interpret these edge-weights as exposures between institutions directly, a
reasonable model for a financial network would certainly require a very large parameter R and
the model would thus become very high-dimensional. In this section, we therefore propose an
alternative model combining the ideas from this chapter so far with the exposure model from
Chapter

In addition to all the previous model parameters, we thus assign to each institution i € [n] an
exchangeable sequence of almost surely positive random variables {Ef ’T}je[n}\{z’},re[R] c LOYRy)
that we interpret as possible exposures of i. Note that compared to Chapter [2| we consider not
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one but R possible exposures for every pair (z,j). This allows us to interpret the edge-weight
from Subsection [3.1.2] as a multiplier in the following sense:

Let as before X;'; be the 1ndlcat0r random variable of an r-weighted edge going from in-
stitution ¢ to j. As 3 g X7; € {0,1}, we can thus denote the edge-weight between i and j

by r(i,7) with r(i,7) = 0 if Z cir) Xij = 0, or such that X (’]) = 1 otherwise. Let then the
exposure e; ; be defined by
€jj = Z E}’S,

1<s<r(i,9)

i.e. as the sum over the first r(i, j) possible exposures from the list {E;’T}TG[R]. In particular,
eij = 0 if there is no edge going from i to j.

Moreover, we can allow for more freedom in the choice of the capitals ¢;, i € [n]. Instead of
deterministic integer values we consider ¢; € LO(R ¢ o) in the following. We then define for
each institution i € [n] the random threshold value ¢; similar as in Chapter

gi:=inf< g€ {0} U[(n—1)R ZES>CZ ,

1<s<q

where { 7 } s¢[(n—1)R) shall be an arbitrary (but fixed) enumeration of the set of random variables
{E]"} jem\ (i} ,rerr) and inf ) = co by convention. By exchangeability the distribution of ¢; does
not depend on the choice of the enumeration. We now adjust Definition [3:1.2]to this new setting:

Assumption 3.5.1. Consider a sequence (w™(n),w*(n),s(n),q(n),a(n)) of financial sys-
tems, where for n € N as before w™(n) = (w; (n))icp), wh(n) = (i (n))iem): $(n) = (si)icp)
a(n) = (ai(n))iem) and additionally q(n) = (gi)ie[n)- For each n, we denote the random empir-
ical distribution function by

Gn($7y)v7l7m) - nil Z H 1 {wz‘_m,a S xT,Oz’w;‘,T,OL S yna} 1{31 S U, q; S lvai S m}7
i€[n] r€[R],a€[T]

R] [T

for (z,y,v,l,m) e U := ]R[ R[f:}ox 1 R4 0 % Nooo X [T]. Then we assume the following:

1. Almost sure convergence in distribution: There exists a deterministic distribution
function G on U such that all points (x,y,v,l,m) for which G, (x,y,v) = G(x,y,v,l,m)
is continuous in (x,y,v), it holds almost surely lim,_,c Gn(x,y,v,l,m) = G(x,y,v,l,m).
Denote by (W=, W S.Q,A) a random vector distributed according to G.

2. Convergence of average weights and systemic importance: The random variables
wEnre (r,a) € [R] x [T], and S are integrable and [,; 2"*dG(z,y,v,1,m) — E[W ~"],
Sy dG(z,y,v,l,m) — E[WT"] as well as [;; vdG(x,y,v,l,m) = E[S] as n — oc.

We can then define the analogues of f™*? and ¢ from Section for the new setting by

6™ (z) =E

W+,r,an< Z Wb LBy Z W’R’WzRﬁ”) 1{A = B}] — ZheB

RE €T

=> E

Be[T]

S¢Q< Z W= ”yzlﬁ7 RN Z W_vRWZRﬁ,’Y) 1{A:ﬁ}],

~e[T) ~v€E[T]

where as before ¢y (z1,...,zg) =P (Z sc[r) $Xs = l) for independent Poisson random variables



60 Chapter 3. A Model for Default Contagion in Multi-type Financial Networks

X ~ Poi(zs), s € [R]. Clearly all results from Section [3.2] directly transfer to the new functions
fgja’ﬁ and gq. In particular, denote the analogues of Z and z* by Zg resp. z;). Then we derive
the following generalization of Theorem [3.2.4]

Theorem 3.5.2. Consider a financial system satisfying Assumption and let 2q, zéf? as
described above. Then for the final systemic damage due to default contagion S, it holds

9Q(2q) +0p(1) < n's, < QQ(ZZQ) + op(1).

In particular, if 2q = 2{), then n1S, & 90(2q) as n — oo.

By the same means as in Section but applying Theorem [3.5.2] instead of Theorem [3.2.4
we then derive the following characterizations of resilient (according to Definition and
non-resilient (according to Definition financial systems. To this end, we consider an ex
post infection that is described by the limiting random variable M € {0,1} (extend Assumption
. In particular, note that it makes no difference if we apply the ex post shock on the capital
¢; or the threshold g;.

Corollary 3.5.3. Consider a financial system satisfying Assumption that is a prior:
unshocked in the sense that P(Q = 0) = 0. If z¢) = 0, then the system is resilient.

Corollary 3.5.4. Consider a financial system satisfying Assumption that is a priori

unshocked in the sense that P(Q = 0) = 0. Moreover, let the ex post shock M be such that

EWHr*1{A = }1{M = 0}] > 0 for all (r,a, B) € V such that EW+"*1{A = 8}] > 0. Then

for any € >0 w. h.p. n71SM > g(2*) —e. If g(2*) > 0, then the system is non-resilient.

In Corollary we consider shocks that infect every possible part of the system. In the same

way also shocks on subsystems only can be considered as a corollary of Theorem [3.3.6]
Finally, we can also derive capital requirements for the multi-type exposure model similar as

in Subsection but using Corollary To this end, denote for i € [n] by {E}}scitn—1)R]

an enumeration of i’s exposure list, by A; < oo their mutual mean and Si = Z?Zl E!. Moreover,
assume that there exists ¢t > 1 such that for all € > 0 and uniformly for all i € [n] it holds

TP (SE > (L+€)kN) =0, ask — oo,
and for all x > 1, 4
KPP (8], > eAik™) — 0, as k — oo.

Corollary 3.5.5. Fiz some direction v € RK’U and let voP and P be as in Section .
Consider then the setting described above and assume that

Ci >max{ZEf ]S :R}

seS

as well as
B

s w; S psBY
¢ > )\Z,Uﬁ <ZS€[R] ZWG[T] - ) ) Zf QG = 57

il

for every i € [n|, where {VB}BE[T] CRip and {Mﬂ}ﬁe[T] C Ry. Then the system is resilient if
for all (r,a, B) € V' one of the following holds

1. VP > VE’O‘”B,

2. VP = VE’O‘”B >0 and uﬁ > /fé’aﬁ,
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3.6 Applications

The theory developed in the previous sections allows to investigate many interesting novel
settings as compared to previous literature. In this section, we discuss some of them and
highlight their implications. Further, we demonstrate the applicability of our asymptotic results
also for finite networks of reasonable size by numerical simulations. To make the notion of non-
resilience easier accessible we consider the case of s; = 1 for all i € [n] and hence S,, = |D,,|
throughout this subsection. Generalizations under mild assumptions on S are straight-forward.

In the first example, we investigate the influence of a non-resilient subsystem in a global
system. Unsurprisingly the global system turns out to be non-resilient as well and we can further
show that even resilient network parts become non-resilient by their connections to the non-
resilient subsystem, i.e. every howsoever small infection that occurs only within the resilient
part of the system finally spreads to a lower bounded fraction of the resilient subsystem.

Example 3.6.1. For simplicity assume R = 1 and denote 28 := 218 foB(z) .= flab(z)
and WH .= WL in the following. Consider then a 1- -type bankmg system described by the
random vector (W=, W+,C), where P(WT > 0) = 1 and P(C = 0) = 0, and assume that it is

non-resilient. In the 1-dimensional case this breaks down to the existence of Zg > 0 such that

f(z):=E [V~V+]P’ (Poi (W_z> > C’)} —2>0, forallzel0,Z].

Now introduce a second (possibly resilient) subsystem to the network. That is, the system is
now described by the random vector (W1 WH2 O A), where P(C = 0) =0, A € {1,2} and
a; = 1 means that bank i € [n] is in the non-resilient subsystem, whereas a; = 2 means that i
1s part of the second subsystem. In order for the characteristics of the non-resilient subsystem

to be preserved, we require that W 1| 4—1 4 W=, W4y < W*/P(A = 1) (to account for
the changed number of banks; due to the multiplicative form in (3.1.1)) it is sufficient to adjust
either in- or out-weights by P(A =1)) and C|a=1 2 &. We derive that

P z) =E [WHP (Poi (Wit + W2212) > C)1{A =1}] — M > f (z"1) >0
for all z = (2b1) 252, 221 222) with 2% € [0, %] and in particular Zé’l(I) > Zo > 0, where
I:={(1,1)}. An application of Theorem then yields that the fraction of finally defaulted
banks in the network is lower bounded by

g(zo(I)):JE[P<Poi<W LAY + w221 )) 20) 1{A:1}]

+E[P(Poi(w 2T + W22 (T )) zc) 1{A:2}}
w. h. p. for any ex post infection M satisfying P(M = 0, A = 1) > 0 (i. e. infecting some banks in
the non-resilient subsystem). That is, if a small fraction of banks in the non-resilient subsystem

defaults due to an external shock event, then this infection spreads to the whole system and the
fraction of finally defaulted banks in the second subsystem is w. h. p. lower bounded by

E[P(Poi(w 20D + W2 (T ))20)(14:2}. (3.6.1)

In fact, if we assume that WH2|4—1 > 0 almost surely and P(W ! > 0,C < 00, A = 2) > 0
(that is, there are some banks in the second subsystem lending to banks in the non-resilient
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subsystem), then it must hold that
22U 1) >E [W+’2IP> (Poi (W"lzé’l(l)> > C) 1{A = 1}} >0

and hence the lower bound 18 strictly positive. That is, every howsoever small infected
fraction in the non-resilient subsystem spreads to a lower bounded fraction of finally defaulted
banks in the second subsystem as well.

Now finally assume that W1 4—o > 0 almost surely and P(W =2 > 0,C < 0c0,A=1) >0
(that is, there are some banks in the non-resilient subsystem lending to banks in the second
subsystem). By considering the function

12 (z) =E [WHIP (Poi (W22 + W222%) > CM) 1{A = 2}] — 212,

we derive that (2M)Y2 > 0 for any ex post infection M such that P(M =0, A = 2) > 0 (that is,
infecting some banks in the second subsystem) and hence also ()11 > 0 by the form of f4'(z)
(see above). By the same means as before, we hence conclude that in fact 2M > zo(I) and so
the lower bounds derived above still hold. In particular, this means that every howsoever small
initial shock to the second (possibly resilient) subsystem causes the default of a lower bounded
fraction of banks in the second subsystem. That is, by connecting to the non-resilient subsystem
the a priori possibly resilient second subsystem becomes non-resilient as well.

To better understand the phenomenon in Example [3.6.1} consider the following example: Let

W—,l
W—,Z

71 —_— J—
A=1 = W1, Wl 421 = 2w, Cla=1 =1,

9
A=2 = W2, W2 4g = 2wo, Cla=2 =2,

for w; > 1 and wo > 0. It is then easy to confirm that the type-1 subsystem is in fact non-
resilient and the type-2 subsystem resilient. (Both subnetworks are Erdos-Rényi random graphs.
In the first subnetwork every edge is contagious, in the second none is.) Additionally, we assume
P(A=1)=PA=2)=1/2 and WH!|4_9 = WH2|4_; = w3 > 0. In particular,

w3 (fl’l(z) + 21,1) — 2w1 (f2,1(z) + 22,1) ’ w3 (f2’2(2) + 22’2) — 2’(1]2 (f1’2<z) + 2172)

and hence it must hold that 2(2)’1([) = (2w1)tws zé’l(l) resp. 23’2(1') = (2wz) " tws z§’2(I). The
problem then reduces to f!(z!,22) = 0 and f?(z!,2%) =0, where 2! := 211, 22 := 222 and

_ 1 —1,.2.2
Y 22) = (1 — gmw1z —(2wz) " wgz ) -2,

(2 27%) = wo (1 — em o0 (1 4 (2uy) Mg + szg)) -

Depending on the choice of the weights w;, i = 1,2,3, the system shows slightly different
behavior, as illustrated in Figures|3.5(a)), [3.5(b)[and |3.5(c)} In all cases, zo(I) = z* # 0 which
determines a strictly positive lower bound on the final default fraction as shown in Example
3.6.1L However, z* shows a jump discontinuity at certain choices for the weights w;, 1 = 1,2, 3,
where in particular (z*)? changes drastically. Revisiting the definition of 22 = 222, this can be
interpreted as the resilient subsystem suddenly experiencing a lot more defaults. See [94] for
similar results on the Erdés-Rényi random graph.
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Figure 3.5: Plot of the root sets of the functions f!(z!,2?) (blue) and f?(z!,22) (orange) for
the system with (a) wy =2, we = 1 and ws = 2, (b) w; = 2, we = 2 and w3 = 3/4 respectively
(¢c) wy =2, we =2 and w3 = 1/2.

Since all the main results of this chapter and the derivations in Example |3.6.1] are asymp-
totical for n — oo, we demonstrate the applicability for finite networks numerically: For each
of the scenarios (a)-(c) in Figure we performed 10* simulations on networks of varying size
n € {100k : k € [100]} with 1% initially defaulted banks. The outcomes are plotted in Fig-
ure together with the theoretical asymptotic final default fraction (taking into account the
initial default fraction of 1%). For case (a), except for 6 simulations at n = 100 all results
lie considerably close to the theoretical final fraction of about 87.98% and their deviation be-
comes smaller the larger n grows. For case (b) and n < 103, some of the simulations ended
in final default fractions around 55%. (Graphically these come from deviations of the hump
(root set of f2, orange) in Figure such that it intersects with the root of f! (blue)).
For all other simulations and especially for n > 103, the simulation results clearly converge
to the theoretical value of about 94.25%. For case (c) finally, some of the simulation out-
comes for n < 500 were close to 0 and few around 92.63% (the value if one plugs in the
largest of the three joint roots into g). The majority of the simulations (in particular for
n > 4000), however, resulted in final default fractions close to the theoretical value of 50.02%
and again deviations decrease as n increases. Altogether we conclude that already for finite
networks of a few thousand vertices our asymptotic results are applicable with good accuracy.

In particular, what we learn from Example is that in order to ensure resilience of a par-
ticular subsystem, one needs to completely prohibit links to other non-resilient subsystems. It is,
however, also possible that two subsystems which are resilient on their own form a non-resilient
global system once connected to each other. It is therefore an interesting regulatory question
how to ensure also resilience of a global system composed of various resilient subsystems. In
general for our model the answer to this question is provided by Theorem However, in
the following example we state a more intuitive criterion.

Example 3.6.2. Again, for simplicity assume that R = 1. Consider a financial network consist-
ing of T subnetworks (types) which shall satisfy the following 1-dimensional resilience conditions:
For each € > 0 there exists ze > 0 such that for all z € (0,2.) and o € [T] it holds

e>E[WHW P (Poi (W™ %2) =C — 1) 1{A = a}] . (3.6.2)

Note that this condition implies E[WH*P(Poi(W—2) > C)|A = o] < 0 for all z small enough
and hence indeed it implies resilience of the subsystem by Theorem[3.3.4. In Section[2.3 explicit
capital requirements (i. e. a formula for C|s—q in dependence of W% a—, ) were derived for the
case of Pareto distributed weights (which are typically observed in real networks) which ensure

(3-6.2).
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Figure 3.6: Plot of the simulation results on networks of varying size (blue) and the theoretical
asymptotic final default fraction (red) for the system with (a) w; = 2, wy = 1 and ws = 2,
(b) w1 = 2, we = 2 and w3 = 3/4 respectively (¢) w; =2, we = 2 and ws = 1/2.

Now further assume that there exists a constant K < oo such that

Aea < KW Ay almost surely, (3.6.3)

for all a # B € [T}, i.e. the tendency of institutions to develop links with institutions outside
their subnetwork is bounded by a constant multiple of their tendency to develop links with in-
stitutions within their subnetwork. In particular, this is the case if the external weights are
bounded from above and the internal weights are bounded from below.

Replacing W*B| 41—,
increase, the number of links increases and hence the total exposure of each institution). Hence
o = KW sy for a # B and W:t’a|A:o< = . Now define v € R[T]X[T]
by v*F = KHe#B o 3 € [T]. Then we derive that

W+°f< DA U )P(Poi( > W—ﬂzaﬂ> :C—l)l{A:a}]

B'€[T]

E|WHoW (1 + K*(T — <P01< (za’o‘—l—KZza”)) :C—1> 1{A:a}]
YF

<1+ K*T —-1))e =01+ KT
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for 2%+ K37, 2% <z, and

W+’°‘< Z U’B’ﬁ/W_’B’>P<POi< Z W_’Vzﬁ”) =C— 1) 1{A = ﬂ}]

prelT] YE[T]

E

=K

KWHAW=P(1 + K*(T —1))P (Poi (Wﬂ (ﬁﬂ +EK> zﬁﬁ>> =C - 1) 1{A = 5}]
v#B
<K+ KXT —1)e=v"P1+K*(T —1))e,

for a # B and 2P + K> 5 2P < 2. If we now choose € < (1 + K*(T —1))7!, then

WwHep (Poi (5 > W—%ﬁﬁ> > c) 1{A=p}

vElT]

foP(ov) =Rk — P <0

for all § > 0 small enough. It thus holds z* < lims_,o4 v = 0 and therefore Py = {0}. We can
then apply Theorem and obtain that the combined system is still resilient.

From a regulatory perspective it is hence enough to impose capital requirements described by
(3.6.2) and to restrict links between different subsystems in the sense of (3.6.3).

In our first two examples we concentrated on the (non-)resilience of multi-type networks. For
simplicity, we assumed that all edges carry the same weight (R = 1). Another interesting
feature of our model, however, is that it allows for edge weights that depend on the types of
both the creditor and the debtor bank. The following example shows that this can indeed make
a huge difference as compared to previous models in which exposures (edge weights) could only
depend on the size/degree/type of the creditor bank. It considers two very similar financial
systems whose only difference is that in one exposures depend on both the creditor and debtor
type and in the other they depend on the type of the creditor bank only. As a consequence the
first system will turn out to be non-resilient whereas the second one is resilient.

Example 3.6.3. Consider a network of size n € N in which (asymptotically) p = 1/3 of all

banks have type 1 and the remaining 1 — p = 2/3 banks have type 2. That is, T = 2. Further

assume that for each pair of vertices (i,j) € [n]?> an edge from i to j shall be present with

probability 4/n. Edges between two banks of type 1 shall carry weight 2 and all other edges

weight 1. That is, if a; = 1, then w;m’l = wfc’l’2 =2 and w;t’l’l = w;t’m =0. If a; = 2, then
;t’l’l = wii’l’2 =2 and wii’2’1 = w;t’m = 0. Finally, all banks shall have capital 2.

Then similarly as for Example the originally eight-dimensional system reduces to

izt 2%) = 2pP (Poi(2z2) + 2Poi(221) > 2) — 21,
2z 2%) = 2(1 — p)P (Poi(2(z" + 22)) > 2) — 2%

w

See Figure for an illustration of the root sets of f' and f?. This figure already shows
that z* # 0 and hence non-resilience by Theorem . Also for z', 22 — 0, we can compute

oft

1
g(zl, 2%) = 4pP (Poi(22?) + 2Poi(22') € {0,1}) =1 = 4p— 1 = 3>0,

which rigorously proves that the type-1 subnetwork and then also the whole system is non-resilient
(cf. Ezample[3.6.1]). Numerically one derives that z* ~ (0.601,1.153) and g(z*) ~ 0.877. In
order to test this prediction, we performed 10* simulations of financial networks of size n = 10*
with initial default probability 1073, In only 5.32% of the simulations, we observed a resilient
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Figure 3.7: Plot of the root sets of the functions f1(z!,22) (blue) and f2(z!,2?) (orange) for the
system with (a) neighbor-dependent exposures respectively (b) neighbor-independent exposures.

nature in the sense that the simulated final default fraction was lower than 3%. All of the
remaining simulations ended with a final default fraction within [85.65%,89.73%)| and are hence

of a non-resilient nature. Averaging over the latter ones yields a mean final default fraction of
87.71%.

Now consider the following modified network: Instead of assigning weight 2 to all links
between two type-1 banks and weight 1 to all other links, this time assign weight 2 with probability
p to any edge going to a type-1 bank (all other edges are assigned weight 1). That is, we keep
the skeleton of the network but we redistribute the edge-weights in such a way that they do only
depend on the creditor bank and not on the debtor bank. The total number of weight-2 edges
stays the same (note that in the first network the type-1 banks accounted to a fraction of p of all
the debtor banks of type-1 banks). This can be achieved by assigning the following new vertex-
weights: w;r’l’l = w;r’Q’l = 2 for all i € [n]. Further, if o; = 1, then w;’l’l = w;’l’Z =2(1-p)
and w;’m = w;’m = 2p. All other vertex-weights shall stay the same. The new system then
reduces to the following two functions, whose root sets are shown in Figure|3.7(b):

f1(z1, 2%) = 2pP (Poi(2(1 — p) (2" + 2%)) + 2Poi(2p(2' + 2%)) > 2) — 2,
24 2%) =2(1 — p)P (Poi(2(z" + 22)) > 2) — 2
Figure shows that the root set of f? is being shifted to the left, now starting off above the

root set of f1. One can hence already expect that Py = {0} and the new system to be resilient.
Also more rigorously, as z', 2> — 0, we derive that

1
22(217 2%) = 4p(1 = p)P (Poi(2(1 — p)(2" + 2%)) + 2Poi(2p(z" + 2%)) = 1)
+4p”P (Poi(2(1 — p)(=" + 2%)) + 2Poi(2p(z" + 2%)) € {0,1}) ~ 1
—4p* - 1= —g,
1
22(217 2%) = 4p(1 = p)P (Poi(2(1 — p)(z" +2%)) + 2Poi(2p(z" + 2%)) = 1)

+ 4p?P (Poi(2(1 — p) (2 + 2?)) + 2Poi(2p(2" + 2?)) € {0,1})
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of?

@(zl, 2%) = 4(1 — p)P (Poi(2(z' + 2%)) = 1) — 0,

@(zl, 2%) = 4(1 - p)P (Poi(2(z' +2%)) =1) — 1 — —L.

The directional derivatives Dy f*(0) and Dy, f?(0) thus ezist for every v € RY. Choose then for
ezample v = (v4,v?) = (1,1) such that Dy f1(0) = —1/9 and Dy f?(0) = —1. From Lemma
we thus derive that z* = 0 and hence Py = {0}. This allows us to apply Theorem [3.3.
and hence the modified system is indeed resilient. Again this can be validated numerically. On
the same skeleton as for the previous simulation but with random edge-weights as described
above the simulated final default fractions are now all within the interval [0.11%, 0.63%] with an
average of 0.20%. The system is hence indeed of a resilient nature.

Although Example [3.6.3] is too simple to model a real financial network, it still shows that
counterparty-dependent exposures may have a significant impact on the stability of the system.
In general, it is also possible that they increase stability of the system, however.

3.7 Proofs

In this section, we provide the proofs of our results in Sections [3.2] 3.3] and 3.4l Theorem [3.2.4]
will be proved in two steps. At this the underlying ideas are similar to [54] but at a considerable
number of steps novel methods have to be used and we will particularly discuss them in detail.
We use the notation

[a, b] = ﬂ {z = RV : a7’7Oé,B S era76 S b""yawg}
(ronB)eV

for the cuboid spanned by the vectors @ and b in RV in the following. Further, let ¢ € RK’O be
defined by ("8 .= E[WH21{A = 3}].

3.7.1 Proofs of Lemmas 3.2.2] and 3.2.3l

Proof of Lemma[3.2.2 Existence of a smallest joint root 2 € [0, (] is ensured by the Knaster-
Tarski fixed point theorem. We now construct a joint root Py © z < 2z which shows that
2 = z € Py, in particular: It holds f™*P(2) = 0 for all (r,, 8) € V and then f*P(z) <0 for
allz > z € RK,O such that z"®# = 27*P by monotonicity of f™®? from Lemma Consider

then the following sequence (2, )nen C RK,W

(] ZOZO

1,1,1

1,1,1
00,...,0), where z;

e 21 = (7 > 0 is the smallest possible value such that 11 (21) = 0.

It is possible to find such z%’l’l by the intermediate value theorem since fL'U! is con-
tinuous, fL41(0) > 0 and fHLL(2LL10,...,0) < 0. By Lemma it then holds
freB(zy) > frB(0) > 0 for all (1,1,1) # (r,«, 8) € V. In particular, z; € Py.

o zy =2z +(0, z5’1’2, 0,...,0), where 23’1’2 > 0 is the smallest value such that f512(zy) = 0.

Again it is possible to find such 25’1’2 by the intermediate value theorem since f12 is
continuous, f5'2(z;) > 0 and f4%2(z; + (0,2%52,0,...,0)) < 0. Since 21 € Py, by
Lemma it then holds f"*P(z3) > f"*8(z1) > 0 for all (1,1,2) # (r,a,8) € V. In
particular, zo € Fy.

e z;,i€{3,...,RT?}, are found analogously, changing only the corresponding coordinate.
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® Zpr2y, = Zpr2 + (211%;21 P z}%’;gl ,0,...,0), where 211%’;’21 2 zll%’;gl is the smallest value

such that L1 (zpr2, 1) = 0, which is again possible by the intermediate value theorem.

In particular, it still holds zll%’;’irl < zbL10 As before also zpp2,q € Py.

e Continue for z;, i > RT? + 2.

The sequence (zp)nen constructed this way has the following properties: It is non-decreasing
in each coordinate and (zy,)nen C Fo. Further, it is bounded inside [0, 2]. Hence by monotone
convergence, each coordinate of z, converges and so z = lim,_, 2z, exists. Now suppose there
is (r,a,B) € V such that f*#(z) > 0. By continuity of f™®# then also f"*?(z,) > € for
some € > 0 and n large enough. This, however, is in contradiction with the construction of
the sequence (z,)nen since f%%(z,) = 0 in every RT?-th step. Hence f™*#(z) < 0 for all
(r,a,B) € V. Also 2 € P,, however, since this is a closed set. Hence f*%(z) > 0 for all
(r,a, ) € V and altogether this shows that Z is a joint root of all functions %, (r,a, ) € V.
(

Now turn to the proof that z* € Py and it is a joint root of all functions f"*#, (r,a, B) € V:

First define the following sets for each € > 0:

P(e):= (] {zeRY{y: f"F(z) > —¢}
(r,a,8)EV

Further denote by Py(e) the connected component of 0 in P(e). By the same procedure as for z
above, we now derive that there exists a smallest (componentwise) point Z(e) € Py(e) such that
1B (2(e)) = —e for all (r,, B) € V. Clearly, 2(e) is non-decreasing in € (componentwise) and
hence z := lim._,04 2(€) exists (we will show that Z = z* in fact).

Now by monotonicity of Py(e), we derive that 2(d) € Py(d) C Py(e) for all § < e. Since
Py(e) is a closed set, it must thus hold that also 2 = lims_,o4 2(8) € Py(e) for all ¢ > 0 and
in particular, z € (.., Fo(e). Further, by continuity of freB (r,a,B) € V, we derive that
Neso Pole) € Nesg Pe) € P. Moreover, (.- Po(e) is the intersection of a chain of connected,
compact sets in the Hausdorff space RY and it is hence a connected, compact set itself. Since
it further contains 0, we can then conclude that (. Po(e) € Py and thus z € Fy.

We now want to show that z < zZ componentwise for arbitrary z € Fy. This clearly proves
z = z*. It thus suffices to show Py C [0, 2(¢)]. Then z < 2(¢) and z < lim¢_,0+ 2(¢) = 2. Hence
assume that Py ¢ [0, 2(¢)]. By connectedness of Py we find 2 € Py with 28 < 27:8(¢) for all
(r,a, 8) € V and equality for at least one coordinate. W.1.o0.g. let this coordinate be (1,1,1).
By monotonicity of f1'1! with respect to 2"*? for every (r,a, ) # (1,1,1), we thus derive that

fl’l’l(Z) < fl,l,l(%(e)) = —e€.

However, we also assumed that z € Py and hence f1!'1(2) > 0, a contradiction.

Finally, we obtain that f"®%(2*) = f78(2) = limc o4 f7*?(2(¢)) = limc_ 04 (—€) = 0, by
continuity of f"®#. Hence z* is in fact a joint root of all the functions %, (r,a,8) € V. O

Proof of Lemma[3.2.3. Note that it is sufficient to construct a sequence (zp)nen C RK such
that lim, .o 2, = 2 and f"*P(z,) < 0 for all (r,a,) € V, n € N. By monotonicity of f"*?
from Lemma (3.2.1] it then follows that z* < z, and hence z* < Z. If condition 1. is satisfied,
we get limy,_o0 nf7®0 (2 + nflv) = D,,f“o"ﬁ(i) < 0 and we can hence choose z, := z +n"lv.
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If condition 2. is satisfied, note that by Fubini’s theorem for n > A~! we derive

—1

n
frvazﬂ (2 + n_lv> — / 7vr7a)6 + Z ]:E
0

W*’m< > vrl’ﬁ’B/W_’T/’ﬁl> 1{A =3}

€[R] BrelT)
x IP’( 3 sPoi( 3w (zsﬂﬂ + 61)5”3’7))6{0 O 1})] ds
SE[R] ~vE[T]

< —n7 Y1 = g)o"eP

and lim sup,,_, ., nf"*8 (2 + nilv) < (1—=k)v"*# < 0. Thus choose z, := zZ+n"'v again. [

3.7.2 Proof of the Main Result for Finitary Weights

In this section, we consider the special case that the vertex weights w:’a’ﬁ and capitals ¢; can

only take values in a finite set. To formalize this, consider the following definition:

Definition 3.7.1 (Finitary Regular Vertex Sequence). A regular vertex sequence denoted by

(w™,wt,s,c,a) is called finitary if there exist J € N, w; € R@OX[T], '&);r € R@OX[T} and
57 € Ry, j € [J], as well as cmax € Ng such that for all n € N and i € [n], there exists

j = j(n,i) € [J] such that w;"(n) = 'Lbj[, s; = §; and ¢;(n) € [cmax) U {0, 00}.

That is, in a finitary system there is a partition of the set of all institutions into T'J(¢max + 2)
sets. In particular, in this case all weights w;t "% are bounded from above by some constant

w € Ry and hence by dominated convergence we can compute the partial derivatives of fm®5:

afr,a,b’ . N o
Sorar g (B) = ~Orprbawdpp + 0B WTTEWTTI1{A = B}
X IP’( Z sPoi( Z W_’S’"’zs’ﬁ’7> e{C—r,...,C— 1})],
s€[R] V€E[T]
where 4 := 1{a = b}. Hence for any vector v € RY, the directional derivative of f"®# in

direction v is given by the following continuous expression:

var,a,ﬁ(i) _ _vr,a,,3_|_ Z E W+,r,a< Z Url’ﬁ’fBIW’r/’ﬁl> 1{A=5}

r'€[R] BelT)
X IP’( > sPoi( > W—’Sﬂzsﬁﬂ) ce{C—-+, ...,C- 1})]
s€[R] ~v€E[T)

We can then prove the following asymptotic results for the final systemic damage in the network.

Proposition 3.7.2. Consider a financial system described by a finitary regular vertex sequence
and let 2 be the smallest joint root of the functions f~*8, (r,a, ) € V. Then it holds that
n1S, > g(2) + 0p(1). If additionally there exists v € RY such that Dy f"*P(2) < 0 for all
(r,a, B) €V, then n™1S,, = g(2) + 0,(1).

See Figure [3.2(a)| for an example where such v € RY exists respectively Figure [3.2(b)| for an
example where it does not. Theorem below will analyze systems of the latter type as well.
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Proof. We begin by proving the lower bound: As in [54] and Chapter We switch to a sequential
default contagion process. The idea is to collect defaulted institutions and instead of exposing
them all at once (as in ), only select one defaulted institution uniformly at random in
each round ¢ > 1 and expose it to its neighbors (draw edges). Using the finitary assumption, it
is then sufficient to keep track of the following sets and quantities during the default process:

U%(t) :=={i €[n] : o =« and i is defaulted but unexposed at time ¢},
Sma() :={i €[n] 1 @i = ,j(n,i) = j,c; = m and i has total exposure of [ at time ¢},
Dj(t) :={i € [n] : j(n,i) =j and 7 is defaulted at time ¢},

u(t) = UNO], Smat) = [S5ma O], s(t) = D 5D, w (@)= Y wi

JE] ieUB(¢)

Let h(t) := (u®(t), ¢}, ,(t), s(t), w™®B(t)) the vector of all tracked quantities at time ¢ (for the
sake of a better readability we omitted the index sets) and H(t) = (h(s))s<¢. Then for n large
enough such that all p; ; < R~! (possible by finitary weights), the expected evolution of the

system at time ¢ is

E [cfmi(t+1) = cf () | H(t)]

w+71 w 7T76 w+)raw_7rzﬁ
v i v 7
ZWZZZ Y, = )
pelT) BE[T] veUA (1) re[R) \i€S%,, (1) €S9, (1)
-8
g wh ;" e () = ¢ (0)

i Zoem ) !

Cmax Mm—1 Zﬁe ]w7 "B(t)'ljj‘]_ B ?ml(t)

E[s(t+1) - Y EY T T . i

je[J]  a€[T] re[Rl m=0Il=m—r

Ta,ﬁ(t)uj*Tﬁ m—1 e (t)

PO T Zﬁe 7] “5 P3PS Zﬁegﬁtm “ﬁ(t)] 2 %

Jjm r€[R)]

E [wr»a:ﬁ (t+ 1) — wB(t) ‘ H(t)}
whe ,3

_ ~+ra
) +Z 2

s€[R]

VE[T ﬁ’Y(t)wﬁuS,’Y m—1 cﬁml(t)

The expressions on the right-hand side are all Lipschitz functions of u®(t), w5 (t), ¢ na(t) as
long as > ey u?(t) is bounded away from zero. All the remaining conditions in Wormald’s
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theorem [I15] can be checked by similar means as in [54]. We can thus uniformly approximate

n~leg ,z(t)zvjmz( n~') + 0p(1), (3.7.1)
nts(t) = o(n't) + 0p(1), (3.7.2)
() = v (n ) + 0p(1), (3.7.3)
nt ’"a’ﬁ(t)z P (0 ) + 0p(1), (3.7.4)

where the functions v, (1), o(7), v*(7) and u" B (1) are defined as the unique solution of

.8

d o )= > ey 1P ()
- 73,m,l -
dr ™~ relR] X e V2(7)

Cmax M— L, Uﬁ}i’ r,B
"SR RE S BRI e e

j€[J]  a€[T]re[R] m=0l=m—r

o ~=18 m—1
d Zﬁe[T]M’ ”B(T)wj
71/& T) = — + ’}/am T 5 377
7= S CEDIDD S 2 i) (3.7.7)

(’yﬁm,l—r(T) - ryjc‘fm,l(T)) ) (375)

7] J,m r€[R)
d 7’ O[,B //I/ ’ 7"/(7-)2:[}_ Y m—1
r,a,3 PRI 'YE[T J a
() = — 7t Vima(T)- (3.7.8)
dr Zye[T Z SGZ;;] vG[T} v (7) l%:—r o

Approximations (3.7.1)-(3.7.4) hold uniformly for ¢/n < 7 := inf{r € Ry : > BelT] v3(1) = 0}.
For 278 (1) .= [T ”O‘B( $)/ >_verr V7 (s)ds, an implicit solution of (3.7.5)-(3.7.8) is given by

Vima(T) = B(W* =7 ,C =m, A= a)IP’< > sPoi( > wjasvﬁzsva’ﬁ(7)> = z),

s€[R] Be[T]
o(r)=E sp( > sP01< D Wl )) 2(3’)1{A:a}],
- s€(R] Be[T]
vi(r)=E|P sPoi W_’s’ﬁzs’a’ﬁ(r)> > C) 1{A = a}] [ L(S’)?
I <sez[1:%] ([g[;} /0 > sei VP (s)

urP(r) =E

W'“““IP( Z sP0i< Z W_’S’725’5’7(7)> > C’) 1{A= B}] — 2"B (7).

SE[R] ~vE[T]

In particular, note that o(7) = g(z(7)) and p"*P(r) = f~*8(z(r)). Thus for 7 < 7, it
holds %P (z(1)) = n~tw"*?(|tn]) + 0,(1) > 0 + o0,(1) and by letting n — oo, it follows
18 (z(1)) > 0. By continuity of z(7) and z(0) = 0, hence z(7) € Py. Further,

F108(2(7)) = W) = 0~ ([ 7m]) + 0,(1) < P (7)) + 0y(1) = T (7) + 0p(1)
and as n — oo, f18(z(1)) < WP (r).

As T = T, Y gem V(1) — 0 and hence by continuity of z(7), f»*#(z(#)) = 0 for all
(r,a, B) € V. Again by continuity of z(7) and closedness of Py, we then conclude that z(7) > 2.
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In particular, using continuity of o

9(2) < g(z(7)) = lim g(2(7)) = lim o(7) = o (7). (3.7.9)

T—T T—T

Let now  denote the first time that > acirju*(t) = 0 (i.e. the number of steps until the

contagion process stops). We show that ¢/n > 7 + 0,(1). Define X,, := (|#n] At)/n — 7. Then
t/n > 7 4 X,,. Further, for ¢ > 0 and n large enough such that 7+ — |#n]|/n < ¢, we obtain

P(|X,| > €) =P(7 —t/n >¢€) < IP’( > v(t/n) > ;TE%’i%n_e] > (), t/n < %>,

a€[T] a€[T]

using continuity of - e v*(7). Let now (¥ )nen such that ‘Eae[T] u®(t)/n — I/O‘(t/n)‘ <Y,
and Yy, = 0,(1) (existence of (Yy)nen ensured by (3.7.3). Since -, ¢y u®(t) = 0, we conclude
that

1
P(| X, >¢) <P|Y,> - min Z v*(t) | =0, asn— oo.
2 r€l0,7—¢ ac[T]

But then by (3.7.6)), for arbitrary e > 0,

~

n'S, =n"ls(t) >nls(fAn(l—ef) =0 (:l A1 - e)%) +o0,(1) =0 (1 —€)7) +0p(1),

where for the last equality we used £/n > 7 + op(1). Now letting e — 0, using continuity of o
and combining with (3.7.9) shows the lower bound.

In order to prove the second part, we first want to show that the existence of v implies that
in fact z(7) = 2. To this end, assume that z(7) # 2. Then there exists (r,a,5) € V and § > 0
such that 2"®8(7) > 278 £ §u™*P. Without loss of generality assume that 2™*P(7) is the first
coordinate that reaches 278 4 ™8 that is there exists 75 € [0,7] such that z(75) < 2 + dv
componentwise and 2" (75) = 78 4 §u"*B. But by D, f"*#(%2) < 0 and continuity of
Dy f7*8(2z), we then derive for § > 0 small enough that 0 > 7% (2 + dv) > 4P (2(15)),
where we used monotonicity of f~*? from Lemma This contradicts that f7*#(z(r)) >0
for all 7 € [0,7] and hence it must hold that z(#) = 2. In particular, g(2) = o(7) (cf. (3.7.9)).

The difficulty in the following is that the system is only described by the functions vﬁm’l(T),
o (1), v*(1) and u"*P?(7) as long as 7 < 7, the first time at which > acrr V(1) = 0. Wormald’s
theorem makes no statement about the system at or after 7, however. The idea is hence the
following: We let 7. be the first time at which ™8 (1) < v™*P¢ for all (r, o, 3) € V and choose
a sequence (€p)nen C Ry such that €, — 0 as n — co. We then consider the cascade process as
before for the first |7, n| steps and we show that the number of remaining defaults R,, divided
by n converges to 0 in probability as n — co. In particular, this will show that

n~ S, =n"ts (f) =n"Ys(|re,n| + Ry) <o (7e,) + 0p(1) <o (7) +0p(1) = g(2) + 0p(1).

In order to show n ' R,, = op(1), we will expose the defaulted banks round by round as in ,
i. e. we expose the banks in (¢ U*([ 7, 7)) at once and so on. However, banks with w; " =0
for all » € [R] and a € [T] will never infect any new banks. Thus, we only need to consider
banks with 3=, ¢ > aer w;"* > 0 in the following. Since we are in a finitary setting, this

means that there exists wo > 0 such that 3, cip > ner w;""® > wy for all banks. Taking into
account also banks with total out-weight of zero only causes an extra bounded factor for R,.
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For each solvent bank at step |7, n] there are two possible ways to default: Either there is
one exposure to a defaulted bank that is larger than the remaining capital at step |7, n] (the
bank defaults directly) or there are at least two exposures to defaulted banks that add up to an
amount larger than the remaining capital (the bank defaults indirectly). Therefore, for a € [T
and [ > 1 we define the following sets:

Df = Di¥(7e,) = {i € [n] : a; = a and i defaults directly in the I-th round after step |7, n]}
I =11 (7e,) = {i € [n] : a; = a and i defaults indirectly in the I-th round after step |7,n]}

Further, let 7,% = D* UZ®. In particular, Ry = 3" crr) 22551 [7%(7e,)|- Further, the following
quantities will play an important role:

Dro‘ﬁ Zw+ro‘ ITO"B ZwJﬂ"a and Tro"ﬂ ij’r’a, 1 >1,(r,a,8) €V
€Dy i€z i€T’

We now exploit again the assumption that D,, f"*#(2) < 0 for all (r,a, 8) € V.. Also recall that
the expression D, f"®(z) is continuous in z since the weights are assumed finitary. Further
z(7) is continuous in 7. Hence for € > 0 small enough (i.e. z(7) close to 2), it holds

0> Dy P (2(1e))

_ Z ElWwt Ta( Z ,Ur’,Bﬁ’W—,T’,B’>

r'€[R] BelT]
X IP’( Z sPoi( Z W’S’725’5’7(76)> ce{C—71...,C— 1}) 1{A = B}] — "B
S€E[R] ~E[T]
:Z~+To< Z ( Z v ’ﬁﬁ,N‘_Tﬂ/>Z’mem 57_6 r,a,ﬁ.
j,m r’'e[R] \ p'e[T]

We can hence find ¢; < 1 such that for all (r,«, 5) € V it holds

Z CH Z ( Z i ~‘_T’B/>Z’ijm 87_E < e P

Jm r'e[R] \ B'€[T]

By (3.7.1)) and possibly slightly increasing c1, we then derive that

r B
~ 4,7 r/76’ﬂ/ ~*,T’l,ﬁ/ Cj7m7m75(|_TenJ) ra,
jzm:wj Z ( Z v w; ) Z - < cv

r'€[R] \ B'e[T] s=1

on a o(h(|7en]))- measurable set Qf such that lim,, . P(Q) = 1 for every e > 0. Further, by
the definition of 7. and (3.7.4), we can choose 2 in such a way that n~lw"*P(|7n]) < 2ev"F
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holds on €, for all (r,«, 5) € V. We can then compute on €,

R B ,75’
nE [0 | n(lren))] < ZWZ ol sy oy
B'e T]UEUB,(I_TenJ)T,:m !
m—1 ,3
§2GZID;“T’O‘Z ]ml Z Z PP ~7T’5 < 2ec;v™P,
jm 1=0 Bre[T] r'=m—1

m—1 P8y
B[ h(lren))] <07t ( >y Z )
‘ )

B'E[T] veUP (|7en]) r'=m—1

where C := 4T?(R + 1)?w?||v||%,. In particular, for € > 0 small enough we find ¢z € (0,1 — ¢1)
such that Ce? < 2ecov™ P for all (r,a, 8) € V and hence on € it holds that

w B |17 (L)) = 0 B[D]7 [ ()] + 0 B[107 [(lrn))] < 2e(er +ex)ore

Let then ¢ := ¢ + ¢c2 € (0,1). We continue inductively: Assume that on Qf, it holds for [ > 1
that n~'E [TZT’O"B ‘ h(|[7en| )} < 2eclv™®B. We then derive on Q that

nE [ D7 | h(lmen))] = 122 > wirep(ie ), | allrn))

Jm 1=0 zesﬁml(tnnj)

m—1 5 R
DU Ly > @ e (1 L)
Be[T)
’ ’ /I ar " C@ TN
<2 Yu Y ( > ﬂ)z o) e,
jm re[R] \ Be[T] s=1 n
m—1
n~E [Il’fiﬁ ‘ h(LTeTLJ)} =n ! Z Z WP (z c Il+1 ) h(LTJLJ))

jim 1=0 Be[T] r'=m—1
R
| SN e YR [T nilren)]
Be[T] r'=m—I k<l

1
<w (ZET(R + Dwco™ AP ) <26T (R+ 1w E DU ) < 0611762
—c
k<l
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Now choose € > 0 small enough such that even %62 < 2ecou™®P and conclude that on QF

’I’L—lE[ l:—ollﬁ‘ h 7’6 )} :n—lE[ Z‘félﬁ‘ h 7_6 )} +n” IE[ l+1”8‘ h LTenJ)} <2€CZ+1 'raﬁ

n YN CENT Al <07 YD R

a€[T] 1>1 aG[T] >1 Lie7e

Y ) D E[T] A(lmen))

re[R] ,'yE[T} >1

Z ErE[R} Z’yG[T] w:_ "

wo

h(LTenJ)]

< 2ewy (R + 1)T2

— IVl

Consider now again the sequence (€y)nen from before and let €, > 0 arbitrary. For n large
enough such that €, < e, we derive (using Markov’s inequality in the penultimate step)

P(n 'R, > ) <IP’< 1ZZTQTG|>5><E Y DS CE (1T | Rl en))]

a€[T] 1>1 a€[T] 1>1

< 2e6 g (R4 1)T7

oo + (1~ B5)).

Choosing € small enough and n large enough, this quantity becomes arbitrarily small. Hence,
n~ 'R, = 0,(1) and this finishes the proof as explained above. O

Theorem 3.7.3. Consider a financial system described by a finitary regular vertex sequence and
let 2 and z* be the smallest resp. largest joint root in Py of the functions f~8, (r,a,B) € V.
Then g(2)+o0,(1) < n~1S, < g(2*)+o0,(1). In particular, if 2 = z*, then n™ 1S, = g(2) +0,(1).

The idea for the proof of Theorem is to apply a small further shock to the financial
system such that the second statement in Pr0p051t10n 2| becomes applicable. That is, we let
each solvent bank in the system default independently Wlth probability € > 0 and denote the
analogues of f*# g, 2 and z* by f;"’aﬁ, ge, 2(€) respectively z*(e). That is,

frof(@) = e (BWHrot{A = 8)] = 7%7) + (1= P(2),  ge(=) = E[S] + (1 - )g(2).

We can assume in the following that E [WHre1{A = 8}] > 0 and hence 7" (z) > frof(z) for
all z, since otherwise f®#? (2) = 8 and we can simply leave out the (r, c, f)-component
in the proof. The following lemma describes z*(e) for small e:

Lemma 3.7.4. The function z* : Ry g — RKO 1s right-continuous and monotonically increasing
in each component. In partz'cular the derivative (2*) (€) exists for Lebesgue-almost every e > 0
and z*(e) — z* > [;(2*)(€)d¢ componentwise.

Proof. For every z € Pyand € > 0it holds f*?(2) > f»8(z) > 0 and hence Py C Py(e), where
Py(€) denotes the analogue of Py for the additionally shocked case. In particular, z* € Py(e)
and hence z* < z*(€) componentwise. The same argument shows that z*(e;) < z*(e2) for any
€1 < €2 and hence z*(e) is monotonically increasing in each component.

In particular, lime o4 2*(€) exists and lime o4 2*(€) € (oo Fo(e). Now let 6 > 0. By
continuity of f"*?(z) with respect to € and z, it holds f™*#(z) > f"*?(z) — § for e small
enough and all z in the compact set [0, ¢]. Hence for z € (..o Po(€), we obtain f"P(z) > —§

for every 6 > 0 and so (), Fo(e) € P. However, since (.. Po(e) is the intersection of a chain
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of connected, compact sets in the Hausdorff space RV, it is itself a connected, compact set.
Since further 0 € (o Fo(e), we thus derive that (. Po(e) = Fy. That is, limc 04 2*(¢) € Py
and hence lim¢_,o4 2"(¢) = z*. The same arguments show that lim,_,o4 z2*(e + h) = z*(e) for
every € > 0, hence proving right-continuity of z*(e).

A classical result for derivatives of monotone functions (see [114, Theorem 7.21] for instance)
then yields the existence of (z*)" almost everywhere and

#7(e) —2" 2 lim 2*(e+h)— lim 2%(h) > /0 (27)(§)ds. O

Proof of Theorem [3.7.3 As outlined above, in order to reduce this general setting to the special
case from Proposition we apply an additional small shock to the system. That is, if we
can find a vector v(e) € Ry such that Dv(e)fg’o"ﬁ(é(e)) < 0 for all (r,a, 8) € V, then applying
Proposition we derive for the final damage n~'S¢ in the additionally shocked system

nTS < ge(2(6)) + 0p(1) < ge(2(€)) + 0p(1) < €+ g(2(€)) + 0p(1).
We then conclude n~1S,, < g(z*) + 0p(1), as for arbitrary § > 0 and € > 0 small enough,
P(n7'S, —g(2*) >6) <P (n 'S5 — (e +g(2*(e)) > 6/2) =0, asn — .

So let us show the existence of the vectors v(e): By Lemma we know that (2*)’(e) exists
almost everywhere and that foe (2*)(€)d¢ < z*(€) — 2* < co. By the integrability, we can hence
find a sequence (€,)nen C (0, 1) such that €, — 0 as n — oo and for each ¢, it holds

() (en) < &' (¢ — 2" = 61)

componentwise, where 0 < § < ¢("*F — (2*)"%F for all (r,a,8) € V and 1 = (1,...,1) € RY.
This bound can be achieved with the same ¢, for each component, noting that the sum
Z(mﬁ)ev((z*)’“vaﬂ)’(g) which is still integrable. With

0= f799(2"() = (1 = (=" (e) + ¢ (B[WHe1{a = B}] - (=)o),

we then derive that

1 €, d

d
&fr,aﬁ(z*(e))k:en = _m (Cr,a,ﬁ _ (z*)r,a,ﬂ(en)> + T a(z*)r,a,ﬁ(e)L:en
1 d
< — T <Cr,a,5 _ (Z*)r,a,ﬁ(en) _ Ende(z*)r,a,ﬁ(e)‘e:ﬁn>
1
<o (T = (@) <0

for n large enough such that (z*)"*#(e,) < (2*)"*? + 4. On the other hand,

d T, * T, * T, *
&f’ Pz ()], = Do(en) " B (2" (€n)) = Dy(en) [P (2% (en)),
where v(ey,) := (2*) (e,). Hence altogether,

Dv( ) r’a’ﬁ(z*(en)) < 0.
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In fact, it also holds that

vr,a,ﬁ(en) > ;ILI_K%E [W""T’O‘l{A = ﬁ}]P’( Z SPOi( Z W_’S’W(Z*)S’ﬁﬁ(ﬁn + h)) < C)

s€[R] €[]
> E[Wﬂ”@q{A = 5}1@( Z sPoi( Z W‘*5’7§3’5’7> < C’) >0,
SE[R] ~vE[T]
using that f2%%(2%(e,)) = f;‘i’g(z*(en—kh)) = 0. The proof is hence finished, if Z(e,) = 2*(ep).
Otherwise, note the following: For each & > 0 it holds 7" (2(e, + 6)) < f:ﬁ_’?(%(en +6)) =0.

By monotonicity of 7" from Lemma we derive that z*(e,) < 2(en, +0) < 2*(e, + 9).

Hence as 0 — 0, using z*(e,+0) — z*(e,) by Lemma we conclude that z(e,+0) — z*(e,)

as § — 0. Thus we derive that for §,, > 0 small enough, it holds Dy, f:nign (2(€n+0n)) <0 by

continuity of Dy, fI"* (z) w.r.t. € and z. Hence apply Proposition to the financial systems
additionally shocked by €, + d,, and choose vectors v(e,) for the directional derivative. ]

3.7.3 Proof of Theorem [3.2.4

In the previous section, we derived an explicit asymptotic expression for the final default fraction
if in our model we choose vertex-weights only from a finite set. While this gives a first important
insight into the behavior of large financial networks, it is not possible to model heavy tailed
degree distributions as observed for real financial networks by bounded vertex-weights. Theorem
hence extends Theorem to the case of general (non-finitary) regular vertex sequences.

The outline for the rest of this section is the following: We want to approximate the general
regular vertex sequence by two sequences of finitary vertex sequences such that one of them de-
scribes a system that experiences less defaults and damage, and the other one experiences more
defaults and damage. To this end, we first construct the corresponding limiting distribution
functions {F{'}ren respectively {FP}ren and then investigate the finitary systems with help of

Theorem B.7.3 ,
Let Dy, := (RE]OX [T]> xRy 0xNox[T] and for (r,c, ) € V, (2,2, y,v,l,m) € RKO X Do,

h}’Ohﬂ(Z? m? y’ U7 l’ m) = y’r"awl ( Z x177217ﬁ7’y7 et Z ajR7’yzR7ﬁ7’y> l{m = /8}7

~vE[T] v€E[T]
he(z,x,y,v,l,m) :=v Z ¢l< Z P At E Z a:R’VzR’ﬁ”) 1{m = g},
Be(T) v€(T] v€(T]

where as before ¢y(x1,...,2g) = P(}_, (g rPoi(z,) = 1). Note that although Ds does not
2
contain (R[f]ox [T]> x Ry o x {oo} x [T, it holds

frel(z) = / 0Pz, @, y,0,0,m)dF (@, y, 0,1, m) — 20

and
o(z) = / hy(z, 2y, v, L m)dF (2., v,1,m),

for F' the limiting distribution of the weights, capital and type as given in Definition 3.1.2] This
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is because Yoo (21,...,2r) = 0. Let then Z :=[0,¢] and H := {hy} U U(r,aﬂ)ev{h?aﬂ}'

As a first approximation of F', we choose the discretizations

. (I L] N g g pf L) L) L),
Fj(a:,y,v,l,m).—F< PR J, >,FJ( Y, v, 0l,m) : F( PR ,, )

for j € N, where [-] and |-] shall be applied componentwise. That is, the sequences {FJA}jeN
and {FjB }jen approximate F' from above respectively below and the approximations become
finer as j increases. Since every h € H is continuous in z, , y and v, it is easy to obtain
(cf. [54]) that for each k € N there exists ji large enough such that for all j > ji it holds

/ h(z,:1:,y,v,l,m)dFjA’B(m,y,v,l,m) — h(z,m,y,v,l,m)dF(m,y,v,l,m)‘ <kt
Dy,

Dy,

for all z € Z, where Dy := {(x,y,v,l,m) : 2" < k,y"* < k,v < k,l <k} C Ds. We denote
F? = Fj: and Ff = Fj]i in the following.

By construction, the distribution functions F?’B clearly correspond to discrete weight and
systemic importance sequences that can be obtained from the original regular vertex sequence
by adjusting weights and systemic importance values upward respectively downward. However,
f?’B (potentially) still assigns mass to infinitely many weights and capitals. For the case of

F,., we can overcome this issue by setting

FA (g0, m) = {Fﬁ(xA koy Ak,o Ak LAk m), ifl< oo,
1, else,

where - A k denotes componentwise truncation at k. That is, if the capital, the systemic im-
portance value or one of the weights of some bank in the system exceeds k (we call this bank
large in the following), then in the approximating finitary system described by F,f, this bank’s
weights and systemic importance value are all set to 0 and its capital is increased to oo (cf. [54]
for a rigorous definition of the approximating vertex sequences). Note that the type of each
bank stays the same. Clearly, this further reduces defaults in the system and the corresponding
systemic damage in the sense that if we couple the original system with the finitary approxi-
mating system, then the final systemic damage n_l(S,?)n is stochastically dominated by n™1S,
for all kK € N.

If we wanted to apply exactly the same idea also to FkB, we would need to set all weights
and systemic importance values of large banks to oo, which is not possible by the definition of a
finitary regular vertex sequence. Still it will be possible to adjust weights, systemic importance
and capitals of large banks to finitely many values such that the final damage in the finitary
approximating system stochastically dominates n~'S,,. To this end, let

'y,f ::/ 1{m = g}dF(x,y,v,l,m),
DC

k

where Df := D\ Dy, and

~1
5 2 (7/3) / y " 1Um = f}dF(x,y,v,l,m) > 2k, if fy,f >0,
@) o

2%, if 7 =0,
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as well as

-1
. 2 (’y,f) /Dc v1{m = f}dF(x,y,v,l,m) > 2k, if fy,f > 0,
k" k

2k, if 7 = 0.

Let then FP be given by FkB on Dy. By this definition we know that it holds FP(k,... k,3) =
F(k,...,k,pB) for each 8 € [T]. Moreover, let FE assign the remaining mass ’y,f to the points
(0, Eﬁ,?ﬁ, 0,3). That is, if a large bank of type § originally has finite capital, then its approxi-
mated capital is set to 0 (it initially defaults), its in-weights are set to 0, its out-weights are set
to (ﬁf )™ and its systemic importance is set to E’g (again cf. [54] for a rigorous definition of the
approximating vertex sequences). As before, their type does not change. Finally, we assign the
remaining mass P(A = 3,C = o) to the points (0,0, 0, oo, 3) for each 8 € [T].

By construction, all large banks are initially defaulted in the approximating finitary sys-
tem. Also all the weights of small banks are increased as compared to the original system.
To show that there occurs more damage in the approximating system than in the original one
(i.e. n71(8P),, stochastically dominates n=1S,), all that is left to show is that for each r € [R]
the total r-out-weight of large S-type banks with respect to each type a € [T] in the approx-
imating system is larger than in the original one. But the total r-out-weight of large S-banks
with respect to type « is given by

(@) (o +o) =20 [ 41{m = BAF (@, .0, L m)(1 +o(1)

c
k

in the approximating system, whereas for the original system it is

n/ . Yy *1{m = B}dF (x,y,v,l,m)(1 + o(1)).

Dy

Hence for each small bank i € [n] the number of incoming r-edges from large banks in the
original system is stochastically dominated by the corresponding number in the approximating
system (for more details see [54]). In particular, the total exposure of i to the set of large banks
(the weighted sum of incoming edges) is stochastically dominated. This shows the following:

Lemma 3.7.5. Consider a reqular vertexr sequence and let sequences {Flf‘} and {FP} be con-
structed as above. Further, let (S,?)n and (S,f’)n be the total damage caused by finally defaulted
banks in the finitary approximating systems. Then with < denoting stochastic domination it
holds that

nt (S,‘f)n <n- 1S, = n7t (S,f)

We have hence bounded the final damage n~'S,, from below and from above using finitary

approximations. We now want to compute the precise final damages for these approximating
systems using Theorem Let

r7a76
(f]?yB) (Z) = / h?a”g(z,m7y,U,l7m)dF];4’B(iL',y,U,l,m) _Zna’ﬁu

e}

g,’?’B(z) :/ hg(z,a:,y,v,l,m)dF,?’B(:c,y,v,l,m)

oo

the corresponding analogues of f™®f and g. Further, denote by fz,f and (z*)? resp. fzf and

(2*)P the smallest and largest joint roots of all functions (f,?)r’a’ﬁ resp. (ff)r’a’ﬁ, (rya,B) € V.
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Then we derive the following result comparing these quantities to the original system:

Lemma 3.7.6. It holds liminfj_, g (27)) > g(2) and limsup,_,., g7 ((z*)f) < g(z%).

Proof. First note that uniformly for all z € Z and h € H it holds

‘/ h(z,m,y,v,l,m)dFIf’B(m,y,v,l,m)—/ h(z,:n,y,v,l,m)dF(m,y,v,l,m)‘
Dy,

Dy,

/ h(z,w,y,v,l,m)df?’B(w,y,v,l,m) - /
Dy,

h(Z, T, Y,v, la m)dF(w,y, v, lam)‘
Dy,

Sk_1—>0, as k — oo.

Since further [,.vdF — 0 and [, y"*1{m = B}dF — 0, as k — oo, and each h € H is
k k

bounded by the integrands v or y™*1{m = [}, it holds uniformly for all z € Z and h € H that
[pe hdF — 0. Together with [, hdF{! = 0, this implies
k k

/ h(z,w,y,v,l,m)dF{‘(w,y,v,l,m) —/ hz,z,y,v,l,m)dF (x,y,v,l,m) = o(1)

b h (3.7.10)
uniformly for all z € Z and h € H.
For {F,f}keN, we further need to consider the term ch h(z,x,y,v,l, m)dFIf(m,y,v,l,m).
k
Thus

/D vdFP (@ y.olm) = 3 5o / 1 m = BYAF (2, y, 0,1 m) = (@),

i Be[T] Dy

All these quantities tend to 0 as k — oo (note that (@f)“a’y}f = 2fD;3 Yy *1{m = B}dF if

’y]f > 0). Since each function h € H is bounded by one of the (finitely many) integrands from

above, this implies that fDC h(z,m,y,v,l,m)dFkB(az,y,v,l,m) — 0, as k — oo, uniformly for
k

all z € Z and h € H. Therefore we can conclude that also uniformly for all z € Z and h € H,

/ h(z,:c,y,v,l,m)dF,f(m,y,v,l,m) —/ h(z,z,y,v,l,m)dF(x,y,v,l,m) = o(1).

b h (3.7.11)
We now turn to the proof of the first statement: Let € > 0 and define
Dei= ) {zeRY,: fP(z) €[0,€}.
(r,e,8)EV

Further let z. € RK,O be defined by 20" = inf,ep, 27%%, (r,a,8) € V. Then in particu-
lar, z. < Z componentwise since 2z € D.. Further, z. is clearly increasing componentwise as
€ — 0. Hence the limit z2 := lim,0 ze < 2z exists. Now note that for fixed (r,«,5) € V, by
definition of z., we find a sequence (2, )nen C De such that lim,, zf{o"ﬂ = z:’a’ﬂ and z, > z.

componentwise. By monotonicity and uniform continuity of f"*# on D,, we then get
froP(z) < freb bt o gneB o GBTTY — graBz ) 4 o(n) < e+ o(n)

and hence f7*#(z.) < e. Again by continuity of f"*#, we obtain f"*8(2) = lim._,q f7*?(z.) <

lime_,ge = 0. Replacing 2 by z in the proof of Lemma [3.2.2] we now get the existence of a
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joint root Z < % of all the functions f7P, (r,a,8) € V. Since 2z is the smallest joint root
by definition, it thus follows that z = 2. Now note that by for k large enough we
derive that (f{)»*f(z) > f~*f(z) — e for all z € Z. Further, by construction of F{, it
holds that (f{1)"*#(z) < f"*#(z). In particular, we can conclude that 21 € D, for k large
enough and hence 2,‘3 > z.. Thus, for each € > 0 by we derive liminfy_, o g,?(%,?) >
limyg oo g;?(ze) = ¢g(z.). Finally, using continuity of g and lim. oz, = 2, we get the first
statement:

liminf g (27) > g(2)

k—o00
If now as in the proof of Theorem z*(€) is the largest joint root of the additionally
shocked system, we derive by that for k large enough it holds ( f,f)r’a’ﬁ (z%(e)) <
B (z*(€))/2 < 0 for all (r,a,B) € V and hence (2*)2 < z*(¢) componentwise. (Assume
E[W+m21{A = B}] > 0 for all (r,a,3) € V such that f"*#(z*(¢)) < 0. Otherwise, we can
simply leave out the coordinates z"®*# in all the proof since the (r, v, B)-coordinate of all joint
roots will be 0.) Again by , we then derive

timsup gff (=) < Jim gf (= (€)) = g(="(€)

and by letting € — 0,
limsup g (")) < g(2"). O

k—o00

Proof of Theorem[3.2.7] Let € > 0. By Lemma we obtain
P(n 'S, —g(2) < —€) <P(n7! (S,?)n —g(2) < —e).
Further, by Lemma for k large enough, we have gi' (%) > g(%) — ¢/2 and hence
P(n 'S, —g(2) < —¢) <P (n* (S,?)n — gz < —€/2) .

Applying Theorem to the finitary system, as n — oo we derive P (n*18n — g(%) < —€) =0,
which shows the first part of the theorem.
Similarly, for the second part, by Lemma [3.7.5

P(n'S, —g(z*) >¢) <P (n! (S,]f)n —g(z") >¢)

and by Lemma for k large enough it holds that gZ((2*)2) < g(2*) + ¢/2. Hence an
application of Theorem yields that

P(n 'S, —g(z*) >¢) <P (n_l (S,f)n —g2((z)P) > %) — 0, asn— oo. O

3.7.4 Proofs for Section [3.3]
Proof of Theorem[3.3.3 Let v € (0,1) and define

()P (z) = (L= )P () 4 (67 = 2)
Further, let

Pi= () {zeRYy: (/)" (z) >0}
(r,a,8)eV
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and denote by Fj the largest connected component of P7 containing 0. Finally, define z*(v)
by
(z*)r’o"ﬁ(’y) = sup 2”0,
zeP)

By the proof of Lemma we know that z*(vy) — 0, as v — 0, and hence also g(z*(v)) — 0,
using continuity of g. Choose now v > 0 small enough such that g(z*(y)) < ¢/3 and § > 0
small enough such that (fM)"*F(z) < (f7)"*8(z) uniformly for all 0 < z < ¢ componentwise
and P(M = 0) < 6. Then in particular (z*)M < 2z*(y) and g((z*)M) < g(2*(7)) < /3.

If we now possibly decrease § such that § < ¢/3, then by Theorem we derive for the
final damage caused by defaulted banks in the shocked system n~'SM that w.h. p.

1M < M (M) 4 ¢/3 < g((=1)M) + 2¢/3 < e. =

Proof of Lemma[3.3.5 Let Py(e,I) denote the largest connected subset of

P(e, 1) := ﬂ {z € RK’O  fr9B(z) > —el{(r,a,B) € I}}
(r,a,8)EV

containing 0. Then by replacing Py in the proof of Lemma with Py(e, I), we obtain
existence of a smallest (componentwise) point 2(e, I) € RKO such that f*P(2(e, 1)) = —e for
(r,a, B) € I and frP(2(e, 1)) = 0 for (r,a, B) € V\I. In particular, 2(¢,I) € Py(e, I). Let now

T D)= ) {z eRY 1P (z) < —el{(r,a, B) € I}}.

(ra,B)eV

Then clearly 2(e,I) € T'(¢,I). Further, in the proof of the existence of 2(¢, ) we can use any
upper bound z € T'(¢, ), which shows that 2(e, I) < z componentwise. In particular, 2(e, I) is
monotone in € and therefore z(I) := lim¢_,0+ 2(¢, ) exists.

Let now z € T'(I) arbitrary. Then there exists a sequence (2j)ken C RK’O with f7%8(z;) <0
for (r,a,B) € I respectively f7*P(z;) < 0 for (r,a, 8) € V\I such that limy_, 2z = 2. By
finiteness of I, we can then find ¢, > 0 such that f"*5(z;) < —ex1{(r,a,8) € I} for any
(r,a,B) € V and k € N. In particular, z; € T'(eg, I) and hence z > 2(eg, ) > 2. As k — oo,
we can thus conclude that Z < z for any 2 € T'(I) and hence 2z < zy(I). On the other hand,
z(I) € T(I) by definition and therefore z(I) = zo ().

Finally, note that

z20(l) = lim 2(e. 1) € (| Ro(e.]) = B,

e>0
where the last equality follows from (.., FPo(e, 1) C P and that ()., Fo(e, ) must be a con-
nected set containing 0 since Py(e, I) is a chain of connected, compact sets containing 0. O

Proof of Theorem [3.3.6. Let 2M denote the analogue of 2 for the ex post shocked system. Then

W+’T’QIP’< > sPoi( > WM )Sﬁﬂ) <C- 1) 1{A = B}1{M = 0}]

s€[R] Y€E[T]

froP (M) + B

= (P R(E) = 0

and hence 78 (2M) < 0 with equality if and only if E[WT"*1{A = }1{M = 0}] = 0. Define
now

e:=— max [I*P(EM) >0,
(na,ﬁ)elf %)
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so that 2™ ¢ T(E,I), Where T(e,I) as in the proof of Lemma In the construction of
z(e,I) (see Lemma , we can then use the upper bound 2 and obtain that 2(e, I) < 2™
and hence 2M > 2, (I ) We can then apply Theorem to conclude that

. 1M . . —1cM MY _
TLIL)II;OIP Sy < g(zo(I)) —¢€) < nlggop ('S <g(z")—¢) =0
and hence n~!SM > g(zo(I)) — € w. h.p. O

Proof of Lemma[3.3.7. By Lemma clearly zo(V) < z*. Assume now that zo(V) < z*.
Then for some (r,, ) € V it must hold 20" A(V) < (%) and by the construction of zo(V)
in the proof of Lemma we can find € > 0 such that 20*?(V) < 578 (e, V) < (%),
Now by the definition of z* and connectedness of Py, we ﬁnd a point Py 3 2 < 2(e, V) such
that 270 = 27%8(¢, V). But then fr®#(z) < f"*P(2(¢,V)) = —e < 0 which contradicts
z e bR ]

3.7.5 Proofs for Sections [3.4] and [3.5]

Proof of Proposition[3.4.1. Consider the case that VP < 1. We start with the upper bound and
first derive a certain Chernoff bound. To this end, let {A}seir) C Ry and ¢ > 30 (g SA°
Then using Markov’s inequality, we compute for a sum of independent Poisson random variables
and arbitrary 6 > 0 that

IP’( Z sPoi(\*) > c) = P(exp {0 Z sPoi()\S)} > 600> < e be H E[exp {HSPOi()\S)}]

s€[R] s€[R] s€[R]

=0 H exp {)\S <€98 - 1)} < et H exp {S;\S <60R — 1)} .
s€[R]

s€[R]

This expression is minimized for §* = R~1(logc — log(3_seqr) sA")) = 0 and thus

e o ¢ Lreim Y |
P Z sPoi(A*) > ¢ | <expq R | clog| ————— | — Z SA . (3.7.12)
SE[R] ¢ SE[R]

Let now p,h € Ry, 0 < v <1 and {d}se(r C Ryo. Moreover, set A* = hd®, d = 3 () sd”
and ¢ = [pud”]. Then for d < (h/fl)ﬁ and w(u) := u — pu log(ep tul="),

( Z sPoi(hd?®) ) < exp {—hﬁw (dz$> R_l} .

s€[R]

Let now & > 0 arbitrary. Then for d large enough and d < d < ((1 + 5)ehu*1)ﬁ, we derive

pd 2
edh R edh 29— R-1,dv 2
S < H < = . o
( g sPoi(hd?) > <Mdy> <Md”) (1+90) h* = o(h) (3.7.13)

s€[R]

Also for ((1+ (S)eh,u_l)ﬁ <d<((1+ 5)h,u_1)ﬁ, we obtain

1@( Y sPoi(hd®) > c> < exp {—hﬁk} = o(h), (3.7.14)

s€[R]
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where )

k := min {w(u) C (L4 0)ep ™) T <u< ((1+ 5)ufl)ﬁ} > 0.

Finally, for d < dand ¢ > R+ 1, we compute

R+1
P ) <P Poi(hd®) > 1] <P | Poi o
Zsmhd >c| < Zsm(hd)_R+ < oi th z %
s€[R] s€([R] s€[R]
P (Poi(hd) > 2) < h2d* < h2d? = o(h). (3.7.15)

Combining (3.7.13)), (3.7.14) and (3.7.15)), we can thus conclude that

E W ep [ S sPoi | Y Wt | > O(v) | 1{A =5}

s€([R] YE[T]
1
(L+0)hfof" |+
and hence
6\ 71
1 6 h 14 vP—1
fr,a,ﬂ(h,v) < O(h) +E |:W+,T,Oé1{A — B}l {E('D) < (W) }] _ hvr,a,ﬂ.
In particular, this yields
limsup A~ £ (hv)
h—0+
6\ 75
1 1% vP—1
<limsuph 'R [WT"°1{A = B}1{ E(v) > <(+5>ZHUH> — pnep
h—0+ K

= (14 9)|v| hmsuph 'E

+,r,a ('U) i VBil _07304713
WA = ﬁ}l{n ' () H

and letting 6 — 0 ends the proof of the upper bound.

For the lower bound, a similar calculation as above yields that for ¢ — 1 < > scR) sA® and
0 <0, it holds

Z sPoi(A*) <c—1] < e 0(c=1) H exp {s/\s <e€ — 1)}
s€[R] s€[R]
and minimizing over 6 we derive
s eZte[R} tA s
}P’(z:st()\)<c1><exp{(cl)log<c1 —Zs)\ .
s€[R] s€[R]

Let now ¢ > 0 arbitrary. Then for ¢ —1 < (1 —6) > ¢z sA" and 3 (g sA® large enough it
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holds

P> sPoi(\) <e—1] <exp ((1 — &) log (165> - 1> Y sap <6

selh] s€[R]
In particular,
lim i —1 pr,a,8
gt )
B 571
- A R
>(1-46)1 fh iR troe1fA =1L E (— I XN
> (1 —0)limin w {A=p} (v) > ( e v
1
. . — E(v) h vB—1
g 1 — 2 1 f 1E -‘r,T‘,Oél A — 1 _ _ T‘,a,ﬁ
(1= 0)|v|| lim inf A~°E | W {A=p} { ol > (M) }] v

and letting § — 0 ends the proof for 1% < 1.

Consider now the case that v# > 1. Clearly, liminf,_,oh~'f"*?(hv) > —y“o"ﬁ by the
definition of 8. For the upper bound, let p € Ry, v > 1, {d°}seir) € Ry, d > (R/p)'/v
and h < pd’~'/e. Moreover, set \* = hd®, d = > se(r) 5¢° and ¢ = [ud”]. Then for d > d, by
(13.7.12) we derive

pd”

s _ y ehd eh R
P Z sPoi(A%) > ¢ | <exp {R 1 (Md log (,ud”) — hd)} < <,uci”_1> = o(h).

SE[R]

Together with (3.7.15)) for d < J, we conclude that for all d > 0,

eh \P/R ~
P| ) sPoi(\*) >c| < ( - > + h2d?
Mdl/—l
SE[R]

and hence f"*8(hv) < o(h) — v™*#. In particular, this yields

limsup A~ f7%8 (ho) < —o"P8
h—0

and ends the proof. O

Proof of Proposition[3.4.4 For v” > 1, this is just the result from Proposition Therefore,
assume that v# < 1 in the following.

For any fixed § > 0, we find @ > 0 large enough such that for u > 4 it holds

1—k+menB Ik
u u

Winin Wiin

1-k
1—(1+496) <eﬁ,u(v)>

and

-8 -8

-k
< Fp)as(w) <1—(1-46) < 3 - )

€min (’U)
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Thus for A large enough
E h\on
v v —
E !WJr,r,al{A — ,3}1{ ( ) = <5> 1
0

ol H

h Vﬂlfl

IE”(VV”‘”>,%A B, E(v) > |lv|| <u5> )dy

1
h vB 1
</ IP’(A v) > [lv]] (6> >dy
0 H

1 hmend
°° y
+/ P FW+T‘C¥‘A 8 <W+TQ‘A /8) > 1— (1+5) <w+’r’a’ﬂ> )

min

Fp(o)|azs (E(U)‘A:@’) >1—-(1+ 5)17(}1)) dy P(A = )

< /OﬂP(AZB)IP’ (E( 0)| s > 101 (:’ )) dy

> R NeY 1—kTmep
+ /M_l(h) P (FW+,T,Q|A:ﬁ <W+ |A:5) >1— (14 0)p(h)x ,

Frway (E®)|a_s) > 1= (1+8)p(h)) de 0(h)P(A = 8)
1-k P

a1+ B)el, ()0l (;;) i

o
+7 ) 1_k+’7“‘176
+/0 P (FW+,T,Q|A:B (W W\A:ﬁ) >1—(1+0)p(h)a ’

Frwlas (B@)]4_s) > 1= (L+6)p(h)) dz 0(W)P(A = B)(1 + 8)p(h)

= o(h) + ( /0 T Anas (xlfk*’“‘“"*) da + 0(1)>

1 Ve 1
aNeY h i
P(A = Bunin®”’ (eBH.'U(HU) (,,ﬂ) ﬁ ) (1+9)

where

we substituted y = #(h)z with

1
(1) = ™ (p() T

min

and in the last line we used dominated convergence noting that (bounding by comonotone
dependence) A“O"B(xl_w’T’a’g) < 1A 2R which is integrable as kT8 > 2.

In particular, with Proposition we derive that limsupy, o4 hLfresB(h) < —pnef
for1>1v° > Z/TO‘B and for 1% = 7% as § — 0,

lll/r7a’ﬂ
limsup A~ L8 (h) < | Fore — 1) 0™8
h—0+
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|

~ , T 1—ktmaopB
> /ﬁel(h) P (FW+,r,a|A:B (W+ }A:ﬂ) >1—(1-8)p(h)z ‘

For the lower bounds, similarly as above

e E(v) [ h\7
E!W “A‘B“{HM|><M)

Frwlas (B@)]4_s) > 1= (1= 6)p(h)) dz 6()P(A = )(1 - 5)p(h)

oo
> </ Ana,ﬁ (‘,L,lfk'*‘»ﬁ&,ﬁ) dz + 0(1)>
0
T!D‘vﬁfl

1 Ve
I/B—l
x P(A = B)w;fli:{aﬁ (eﬂHv” < " ) ) (1-9),

min(v) ﬁ

additionally noting that the lower integral bound @6~!(h) = o(1). Thus by Proposition

we conclude that for 18 < ¥

liminf h~! f78 (hv) =
gt ) = e

,C!,B

for P = 0" as § — 0,

T,?Oé7ﬁ
lim inf A1 798 (hv) > <“C - 1) P
h—0+ o

and obviously for v? > ygﬁaﬂ,

liminf h =1 7P (hv) > —v"®P, 0
h—0+

Proof of Theorem [3..6. Denote by fe B (r,a, 8) € V, the functions for the system shocked
by M. Then

Lo(m/l}r’a:ﬁ + 6UT7Q’B.

froB(h) < frof (ho) + E [WHTo1{4 = B}1{M. = 0}] < —
In particular, choosing h = (1 4 §)Be for some arbitrary § > 0, we derive
[P ((1 + 6)Bev) < (—de + o(e) )P,

For € > 0 small enough, this expression becomes negative and thus it holds z} < (1 + J)Bew.
Finally, we can let § — 0 to finish the proof. O

Proof of Theorem[3.5.3. The idea is similar as in Theorem [2.1.5] We consider the contagion
process in sequential form, i.e. for steps 0 <t <n — 1 we let

a. U(t) C [n] be the unexposed institutions at step t with U(0) := {i € [n] : ¢; = 0},
b. N(t) C [n] the solvent institutions at step ¢ with N(0) := [n]\U(0),
c. the updated capitals {¢;(t) }iejn) With ¢(0) := ¢; for all i € [n]

and at step ¢t € [n — 1] we update those sets and quantities as follows:
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1. We choose an institution v € U(t — 1) according to any rule.

2. We expose v to all of its solvent creditors in N (¢ — 1) by setting

G (t) = max{0,éy,(t — 1) — ey}

3. We let N(t) := {i € N(t —1) : ¢&(t) > 0} the new set of solvent institutions and
U) = Ut—1)\{vh)U{ie N({t—1) : &(t) =0} the new set of unexposed institutions.

Then the rule chosen in Step [If I determines an ordering for the defaults (exposition) of all
institutions and thus also an ordering of the exposure list {E? }]e[n]\{ },re[r] Where unused
exposures Ef " are moved to the end of this ordered list if 7 > r(j,7). The ordering of the unused
exposures can be chosen arbitrarily. Let then {E?} se[(n—1)R] be the ordered enumeration of i’s
exposure list. In particular, the random variable

=infepe{0U[(n—1)R] : > Ef>g¢ (3.7.16)

can be interpreted as a threshold in the sense of Section (there called capital) since equiv-
alently to |c| we can keep track of updated thresholds p;(t) with p;(0) = p; and in Steps
and |3l we set py,(t) = max{0,p,(t — 1) — r(v,w)}, N(t) = {i € Nt —1) : pi(t) > 0}
and U(t) = (Ut —1)\{v}) U{i € [n] : pi(t) =0}. Conditioning on {pi}ie[n We are thus in the
setting of Section — note in particular that p; defined in (3.7.16|) has the same distribution as
¢; in Section 3 and thus by Assumption [3.5.1] the conditioned threshold system almost surely
defines a regular vertex sequence according to Definition with a fixed deterministic limiting
distribution function. An application of Theorem thus shows the desired result. O

Proof of Corollary[3.5.5. By the proof of Proposition all we need to show is

E|Wwtmop Z sPoi Z WS Tho*P7 | > R+ 1

s€[R) velT)
;.
x 1 {Q <(1+eu? (E(”)> } 1{A = 5}] = o(h).

[[v]]
But this follows by exactly the same means as in the proof of Theorem [2.2.15] replacing W~
by ||v||"'E(v) and noting that in the present setting

YR Z wo Y hobAY Z w Y py B = o(h). O
~YE[T) ~v€E[T)



Chapter 4

A Model for Fire Sales in Financial
Networks

In the previous chapters, we gave a detailed analysis of the contagion channel default contagion.
As the latest financial crisis revealed, however, system instability is driven by multiple different
channels and fire sales are of particular importance. In this chapter, we thus propose a model
for the contagion effects due to distressed asset sales. We choose similar techniques as in the
previous chapters and adopt in particular the asymptotic perspective which will allow us later
in Chapter [5| to integrate our models into one. Similar as in Chapter [3| financial systems are
described by a set of multi-dimensional functions. One of the biggest challenges, however, is
connected to the fact that these functions can become discontinuous. We first derive results
about the final default fraction and the final price impact in a system hit by some initial shock
in Section 1.1} and then derive criteria for whether some initially unshocked system is vulnerable
to small shocks as well as formulas for capital requirements sufficient to secure the system in
Section [1.2] In Section [£.3] we apply our theory to investigate positive and negative effects of
asset diversification in financial systems and demonstrate the benefits of our systemic capital
requirements compared to the classical risk management approach. Proofs are postponed to

Section .41

My own contribution: This chapter strongly resembles joint work with Nils Detering, Thilo
Meyer-Brandis and Konstantinos Panagiotou [58]. T was significantly involved in the develop-
ment of all parts of that paper and did much of the editorial work. In particular, I made major
contributions to the design of the model and the contagion process, Lemma Proposition

Lemma Theorem Examples [£.1.6] and [£.1.7, Theorem Corollary
Theorem Corollaries [4.2.6], [£.2.7], [£.2.8] and Examples [4.3.1] and [4.3.2] Subsection
Remark and Lemma Whereas in [58] the final default fraction was chosen as
the systemic risk measure, here we include general systemic importance values as in the previous
chapters.

4.1 A Model for Fire Sales

In this section, we define two models of fire sales. The first considers an explicitly given finite
system of financial institutions and the second takes a stochastic, asymptotic perspective. We
first describe the parameters and assumptions and then determine the final state of the system
after the fire sales cascade has ended both in the deterministic as well as in the stochastic
setting.
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Figure 4.1: An illustration of a system with n = 6 financial institutions (circles) and M = 3
assets (squares). Edges represent investments of the institutions in the assets and their thickness
indicates the investment volume 2. Furthermore, capitals ¢; are attached to the institutions.

Model parameters We consider a financial system consisting of n € N institutions which
can invest in M € N different (not perfectly liquid) assets or asset classes. That is, to each
institution ¢ € [n] := {1,...,n} we assign a number z[* € Ry o of held shares of asset m € [M]
(or any other index set of size M). See Figure for an illustration. Further, we denote by
¢ € Ry o := Ry U{oo} the initial capital of institution i (for example the equity for leveraged
institutions or the portfolio value for institutions that exclusively invest in assets) and we assume
that it incurs exogenous losses ¢; € Ry g due to some shock event. In the case of a market crash
for instance, it could be that ¢; =Y ., -, z7*6"™p™, where p™ denotes the initial price of one
share of asset m € [M] and 6™ € (0, 1] is the relative price shock on the asset. Finally, assign to
each institution a value of systemic importance s; € R g that measures the potential damage
to economy and society in the case that institution ¢ defaults (see Chapter [2| for more details).
Let then the empirical distribution function F), : RKO X Ry xRy o x Ryg — [0,1] of the
institutions’ parameters be denoted by

Fo(x,s,c,0) =n"t Z o} <zt 2 <aM s;<s,¢;<ec by <t} (4.1.1)
1€[n]

and let in the following (X, Sp, Cn, L,) be a random vector with distribution F,.

Asset sales We assume that due to the exogenous losses some of the institutions are forced
to liquidate parts of their asset holdings in order to comply with regulatory or market-imposed
constraints (e.g. leverage constraints), self-imposed risk preferences and policies to adjust the
portfolio size, or to react to investor redemption. These sales are described by a non-decreasing
function p : R4 g — [0, 1] such that each institution ¢ € [n] incurring a loss of A sells 2" p(A/¢;)
of its shares of asset m. The fraction A/¢; describes the relative loss of institution ¢ measured
against its initial equity. It is hence sensible to assume that

p(0) =0, p(u) <1and p(u) = p(1) for all u > 1.

If at default of an institution the whole portfolio is to be liquidated, then p(1) = 1. In general,
however, the remaining assets at default may be frozen by the insolvency administrator and
only be sold to the market on a longer time scale. In this case, p(1) € [0,1). Our assumptions
on p are rather mild and allow for a flexible description of various scenarios. Some concrete
examples for sales functions p are as follows:
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e The perhaps simplest non-trivial example is p(u) = 1{u > 1}. It describes complete
liquidation of the portfolio at default (if the institution is leveraged) resp. dissolution.

e A more involved example can be derived from a leverage constraint that prohibits an
institution from investing more money into risky assets than a certain multiple Apax > 1
of its capital/equity. In the one-asset case this means that xp/c =: A < A\pax, where x
denotes the number of shares held, p is the price per share and ¢ denotes the institution’s
capital. Assume now that while the asset price p stays constant, the institution suffers an
exogenous shock ¢ and c¢ is reduced to ¢ = ¢ — /.

— If £ < (1 — A/Amax)c, then the leverage constraint xp/¢ < Apax is satisfied and no
reaction is required by the institution.

— However, if £ > (1 — A/Amax)c, then the institution must divest some of its shares;
suppose that it sells dz of them, for some 0 < § < 1. In order for the leverage
constraint (1 — §)zp/¢é < Amax to hold, it is easy to verify that 6 > 1 — (1 — g))‘m—;"

The relative asset sales are hence given by p(¢/c), where p(u) := (1 — (1 — u)Amax/A) "
for u € [0, 1]; this amounts to linear sales (with respect to the losses) once the threshold
1 — A\, is reached.

max

e Taking an alternative route in the previous example, suppose that the loss of the institution
stems only from a price change p — p < p, which reduces the capital to ¢ = c—z(p—p). If
p>p(l— %) /(1— ﬁ), then no action is required to comply with the leverage constraint.
In the remaining cases, the institution must sell a fraction of 1 — Apax + )\max%(l — %) of
its assets, and we obtain p(u) = (1 — Apax(1 —u)/(A —u))™* for u € [0, 1].

e Finally, it can be shown that for price changes combined with exogenous losses the sale
function is bounded from above and below by the two previous cases. Leverage constraints
hence imply a sale function which is 0 below a certain threshold and then grows linearly.

The actual reasoning behind asset sales is in general more complex than the presented exam-
ples, and this is why we consider a general sale function p in this thesis. A natural assump-
tion is that p is right-continuous. By replacing p(u) with its right-continuous modification
p(u) := lime04 p((1 + €)u) throughout this chapter, our results become applicable also for ar-
bitrary (not right-continuous) sale functions p. Finally, denote by p(u) := lime_o+ p((1 — €)u)
the left-continuous modification of p.

Let us remark that more generally we may choose different sale functions p™ for all as-
sets m € [M]. It is then possible to replace the scalar function p(u) by the diagonal matrix
diag(p'(u), ..., p™(u)) in all the following considerations. Further, we may partition the set
of institutions into different types (banks, insurance companies, hedge funds, ...) and choose
different p or p™ for each type. Finally, our proofs in this chapter also work for other arguments
than A/c¢; for p (where A are the losses), but for simplicity we stick to this particular form.

Price impact Since the assets are not perfectly liquid (the limit order book has finite depth),
the sales of shares triggered by the exogenous shock cause prices to go down. This on the
other hand causes losses for all the institutions invested in the assets due to mark-to-market
accounting. We model the price loss of asset m € [M] by a continuous function h™ : RK o — [0,1]

which is non-decreasing in each coordinate. That is, if y = (y*,...,yM) € R% o and ny" shares
of asset m have been sold in total, then we assume that the price of the asset m drops by
h™(y); hence each institution i € [n] suffers losses of z; - h(y), where x; := (z},...,2M) and

h(y) = (h'(y),...,h" (y)).
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Two remarks are appropriate. First, note the relative parametrization with the number of
institutions n, where we assumed that ny™ (instead of y") shares of asset m are sold. For
fixed n this is arbitrary; however, when we later consider the stochastic model (see Assumption
, this parametrization will turn out to be rather convenient to state our results.

Further note that ;- h(y) usually only describes an upper bound on institution ¢’s losses at
the time that y shares were sold, since in general ¢ might already have sold parts of its shares at
an earlier time and thus higher prices. Our model is in this sense conservative and also incorpo-
rates implementation losses (price changes for the particular trade itself) by selling institutions.
Further, this will allow for explicit analytic results in the following. It is an interesting question
for future research to extend the model so that it also accounts for intermediate sales.

Fire sales The fire sales process that we consider is described by the combination of the
previous two ingredients. Triggered by some exogenous event the institutions start selling a
portion of their assets hence driving down prices. Due to mark-to-market effects, however, this
means that institutions experience further losses and are forced into further sales. This iterative
process continues until the system stabilizes and no further sales, losses and price changes occur.

4.1.1 Fire Sales — The Deterministic Model

In this section, we provide a complete description of the final state of the system after the
fire sales process is completed. We are interested in the vector x, of the number of finally
sold shares divided by n after the fire sales process and hence the final price impact A" (xy)
on any asset m € [M]. Further, for leveraged institutions such as banks or hedge funds, it
makes sense to consider also the the size of the set of finally defaulted institutions D,, and more
generally the damage &, = ZieDn s; caused by their default. Given x,, we readily obtain that
D, :={i€n]: l;+x; h(xn) > ¢} and hence

n 1S, =n"! Z s$il{li +x; - h(xn) > ¢i} = E[Sp,1{L, + X, - h(xn) > Cr}]. (4.1.2)

i€[n]

Note that for the special case of s; = 1 for all i € [n] considered in [58], S,, = |D,| and by our
results below we can thus also make statements about the final default fraction n=1|D,|.

In order to derive x,, we first consider the special case that the sale function p is continuous.
We consider the fire sales process in rounds, where in each round institutions react to the price
changes from the previous round. Denote by o) = (a(lk), . ,J%) the vector of cumulatively
sold shares in round k. For k = 1, we readily obtain

- Zoo(£) el ()]

1€[n]

Similarly, in round k& > 2,

b+ x; h(n_lo' k—1 )
U(k):Zmip< +=D)) — R

G
1€[n]

Ly + X, -h(n log_
an< C(n Tk 1))>]. (4.1.3)

Thus, by induction (o ))ken is non-decreasing componentwise and bounded by nE[X,]. The
limit nx, := limg—o0 o) — the vector of finally sold shares — must hence exist.
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Lemma 4.1.1. Consider the fire sales process with continuous p. Then Xn = n~ ' limg_ o0 o),
the number of sold shares divided by n at the end of the fire sales process, is the smallest
(componentwise) solution of

E {an (L”+)é:'h(X)>] —x=0. (4.1.4)

Proof. By continuity of p and the dominated convergence theorem

X,p (Ln R h(n_l%l)))]

Cn
X.p (Ln + X - h(nHlimy oo 0'(k-1))> g [an (Ln + ch-’h(n_lxn))]

—1 1. .
= 1 = lim E
xn = Jim o) = Jim

=E

Ch

and X, is thus a solution of (4.1.4). By the Knaster-Tarski theorem there exists a least fixed
point Xy. Clearly, o) := 0 < nx,. Hence assume inductively that o) < nxy for £ > 1. Then

Ei—i—a:i‘h(n_la ) b +x; - h(xn .
T(ht1) = Y Eip ( W) < > mip ((X)> = NXn (4.1.5)

1€[n] G 1€[n] Ci

by monotonicity of p, and hence x, = n~ " limy_,o0 o) < Xn- By definition of X, it thus holds
that xn = Xn- O

It remains to study the case where the sale function p is only right-continuous. The following
simple example of a non-continuous p shows that also in this case it may be possible to determine
the final state of the system by the smallest solution of (£.1.4). Consider p(u) = 1{u > 1}, that
is, institutions sell their portfolio as they go bankrupt. Then o) # o 1) only if in round £ at
least one institution defaults that was solvent in round k£ —1. Since there are only n institutions,
the fire sales process stops after at most n — 1 rounds and the vector x, of finally sold shares
divided by n solves . Again by we then obtain x, = X is the smallest solution
of .

Finally, consider an arbitrary right-continuous sale function p. Again by the Knaster-Tarski
theorem has a smallest solution X, and by it holds n~! limy_,o o) < Xy For
left-continuous p in fact we would derive equality but for right-continuous p it is in general
possible that n ! limy_, o Ok S Xn- This is the case if limy_,o Ok sold shares would be
enough to start a new round of fire sales but this quantity is actually never reached in finitely
many rounds. Then the following holds; the proof is straight-forward by bounding p from below
with its left-continuous modification p.

Proposition 4.1.2. Consider the fire sales process with a right-continuous sale function p and
the corresponding left-continuous modification p. Let X, € RKO denote the smallest solution of

(4.1.4). Moreover, let x, € R%O be the smallest solution of

. [Xnﬁ (Ln+Xn-h(x)>] v

Ch

Then the number of sold shares divided by n at the end of the fire sales process satisfies

Xn <n7t lim k) < Xn- (4.1.6)

k—o0
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The equilibrium vector nX,, (in the sense of ({.1.4)) is thus a conservative bound on the final
number of sold shares nx, = limg_, O(k)- However, as discussed above the convergence of the
fire sales process to a non-equilibrium heavily relies on the assumption of arbitrarily small sale
sizes towards the end of the process. For real systems this is obviously not realistic since the
least possible number of shares sold by an institution is lower bounded by 1. For all practical
purposes it will therefore hold that x, =X, and fire sales stop at an equilibrium state.

4.1.2 Fire Sales — The Stochastic Model

The previous section describes fire sales in any specific (finite) system. Our aim is, however, to
understand qualitatively how and which characteristics of a system promote or hinder the spread
of fire sales. In the following, we thus consider an ensemble of systems that are similar in the
sense that they all share some (observed) statistical characteristics. This similarity is measured
in terms of the most natural parameters, namely the joint empirical distribution function (4.1.1|)
of the asset holdings, the capital/equity, and the initial losses. In particular, we assume that
we have a collection of systems with a varying number n of institutions with the property that
the sequence (F),)nen stabilizes, i.e. has a limit. Additionally, we assume convergence of the
average asset holdings to a finite value; this is a standard assumption avoiding condensation of
the distribution of the asset holdings. Our assumptions are collected in the following definition.

Assumption 4.1.3. Let M € N. For each n € N consider a system with n institutions and M
assets specified by the sequences x(n) = (x;(n))i1<i<n of asset holdings, s(n) = (si(n))i<i<n
of systemic importance values, c¢(n) = (¢i(n))i<i<n of capitals and €(n) = (4;i(n))i<i<n of
exogenous losses. Let F,, be the empirical distribution function of these parameters for n € N

(as in (4.1.1)) and let
(X, Sn,Cny L) = (Xph, ., X)1), Sy Oy L)) ~ F.

Then assume the following.

(a) Convergence in distribution: There is a distribution function F such that as n — oo,
F.(x,s,c,l) = F(x,s,c, ) at all continuity points of F.

(b) Convergence of means: Let (X,S,C,L) = ((X',...,XM) S C,L) ~ F. Then as
n — 0o,
E[S,] = E[S] < oo and E[X]'] — E[X™] <oco, m e [M].

An ensemble of systems satisfying Assumption will be called an (X, S, C)-system with
initial shock L in the sequel. A particular and probably the most relevant scenario is as follows.
Suppose that the distribution F' is specified, for example by considering a real system. Then,
for each n € N we construct a system by assigning to each institution i € [n] independently
asset holdings, capital and losses distributed like F'. Then, by the strong law of large numbers,
with probability 1, the sequence of systems we obtain satisfies Assumption [£.1.3]

As in the deterministic model our aim is to describe in this broader setting the final state
of the system. Before we do so, let us give some definitions that are handy in the forthcoming
description. First, recall that for n € N the eventual number of sold shares is characterized by
the smallest solution to (4.1.4), and the systemic importance of defaulted institutions is given
by (4.1.2). Let therefore f™, g : RJJ‘F{O — R, m € [M] be analogously defined for the “limiting
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object” by

R e R (4.1.7)

9(x) :=E[ST{L+ X - h(x) = C}],
which are clearly upper semi-continuous, and let (cf. Proposition [4.1.2))

L+ X -h(x)

f"(x)=E [me" ( e )] —x™,m e [M], and §(x):=E[S1{L+ X - h(x)(: 10;

be their lower semi-continuous modifications. Further, define the sets

P= ] {xerl: f"0020} and Pi= () {xeBY,: /00 20}
mE[M] mE[M}

and denote by ]50 resp. Py the largest connected subsets of P and P containing 0 (clearly
fmo) > fm(O) > 0 for all m € [M]). Note that P and P, are closed sets by upper semi-
continuity of f, m € [M].

Let us immediately give an illustrative explanation of all the quantities above. Leave aside
for the moment the ° modifications and assume that during the fire sales process assets are
sold continuously in time 7, that is, let nx(7) at any given time 7 be the current vector of
sold shares. Then by definition of the process, nE[ X" p((L+ X - h(x(7)))/C)] is the number of
shares of asset m the system as a whole needs to sell. Moreover, as x"(7) is the current number
of sold shares, at any point in time 7 it must hold f™(x(7)) > 0. Since the process starts with
zero sold shares (x(0) = 0) it is therefore intuitive that x(7) will never leave the set Py. At the
end of the fire sales process, however, the final number of sold shares must equal the required
number of sold shares for each asset m € [M] (cf. for the deterministic model). So the
final state will be described by a joint root of the functions f™, m € [M], that lies in Py. The
° modifications come into play because in certain pathological cases it can be important if the
limiting system (as n — o0) is approached from below or from above.

To formalize this intuition about joint roots in Fy, consider the following lemma. Let

x* €RYy with (x*)™:= sup x".
7 x€Po

Lemma 4.1.4. There exists a smallest joint root x of all functions fm(x), m € [M] with

X € ]?’0. Further, x* as defined above is a joint root of the functions f™, m € [M], and
x* e R.

At the end of this section we will give a couple of examples illustrating the situation in concrete
settings. Using the quantities x and x* as well as the functions § and g, we can then describe
the final state of the system after the fire sales process asymptotically as n — oo.

Theorem 4.1.5. Consider a system satisfying Assumption[{.1.3. Then for the final systemic
damage n=1'S,, and X, the number of finally sold shares of asset m € [M] divided by n it holds

9x) +0(1) <n71S, <g(x) +o(1), X" +o(1) <Xt < ()™ +o(1).
In particular, for the final price impact h™(xy) on asset m € [M], we obtain

R (x) + o(1) < h™(xn) < K™ (X7) + o(1).
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Figure 4.2: Plot of the root sets of the functions f(x!, x?) (blue) and f2(x!, x?) (orange) for
three different example systems. In gray the set P is depicted.

Only in rather pathological cases, when x is a point of discontinuity for some f (cf. Figure [4.3])

or it is instable (compare Figure |4.2(b)| to Figures 4.2(a)| and [4.2(c))), it happens that x # x*.
Similarly it usually holds that g(x) = g(x*). Then Theorem determines the limits of x,,

and n~1S, as n — oo. We conclude this section with two illustrative examples.

Example 4.1.6. It is often (e.g. if p is continuous or X is absolutely continuous) the case
that f™(x) = j?m(x) and hence P = P as well as Py = ]%0. See Figurefor an illustration of
three different two-dimensional ezamples. We chose h™(x) = x™, m = 1,2, p(y) = 1{y > 1},
X! = X2 ~ Exp(1), C = ¢, P(L = ¢) = 0.15 and P(L = 0) = 0.85, where ¢ = 1.9 in (a),
¢~ 182 in (b) and ¢ = 1.5 in (c). Whereas in (a) and (c) it holds x = x*, in (b) the points
are distinct.

Example 4.1.7. Since it is of advantage for the proofs in the rest of this chapter to gain
intuition about the general case as well, in Figure [[.5 we further provide an example of a
system where j?m # f™ and 1030 C Py. Again we chose h™(x) = x™, m = 1,2, p(y) = 1{y > 1}
and X' = X2, Further, C = 0.1, P(X'! = 1,L = 0.1) = 0.1, P(X! = 0.5,L = 0) = 0.1 and
with the remaining probability of 0.8 it holds that L = 0 and X' is uniformly distributed on the
interval [0,0.5].

4.2 Resilient and Non-resilient Systems

In the previous section, we derived results that allow us to determine the final default fraction in
(X, S, C)-systems caused by fire sales and sparked by some exogenous shock L. In this section,
we go one step further and investigate whether a given system in an initially unshocked state
is likely to be resilient to small shocks or susceptible to fire sales.

Note that all information about an initial shock comes from the random variable L, whereas
the system itself is specified by (X, S,C). So we can easily consider shocks of different magni-
tude L on the same a priori unshocked system. In the following, if we use the notation g, f™,
g, fm, x and x*, we mean the quantities from the previous section (see Equations and
([#.1.3)) for the (X, S, C)-system, that is, with initial shock L = 0.
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Figure 4.3: Plot of the root sets of the functions f1(x!, x?) (blue), f2(x!, x?) (orange) in (a) and
FHxt, x?) (blue), f2(x!, x?) (orange) in (b) respectively. In gray the sets Py and Py respectively,
where the solid line in (a) belongs to Py whereas the dashed line in (b) does not.

4.2.1 Resilience

From a regulator’s perspective a desirable property of an (X,S,C)-system is the ability to
absorb small local shocks L without larger parts of the system being harmed. In our model, we
can even choose L arbitrarily small. The following way of defining resilience is hence natural:
we let the shock L become small in the sense that E[L/C] — 0, and we call the system resilient
if the asymptotic final systemic damage n~'S,, 1, caused by L also tends to 0.

Definition 4.2.1 (Resilience). An (X, S,C)-system is said to be resilient if for each € > 0
there exists § > 0 such that for all L with E[L/C] < § it holds limsup,,_,,, n" 1S, 1 <.

We chose our definition of resilience (and non-resilience in Definition below) in terms of
the final systemic damage and thus in line with Chapters[2]and [3] Alternatively, depending on
the quantity of interest, it can also be sensible to define resilience via the final number of sold
shares nxy,, 1, (and hence the final price impacts h" (x, 1) which also affect the wider economy).

Theorem determines upper bounds for both n*ISn, r and Xy, in the limit E[L/C] — 0.

Theorem 4.2.2. For each € > 0 there exists 6 > 0 such that for all L with E[L/C] < ¢ it holds
for the final damage caused by defaulted institutions n_lSmL and the number nx;'; of finally
sold shares of each asset m € [M] in the shocked system that

limsupn 'S, < g(x*) +e and limsupxj'y < (x*)™ +€ m e [M]

n—oo n—oo

We immediately obtain the following handy resilience criterion.
Corollary 4.2.3 (Resilience Criterion). If g(x*) = 0, then the (X, S, C)-system is resilient.

Note that g(0) = 0 and hence the system is resilient if x* = 0 (i.e. Py = {0}). It is possible,
however, that g(x*) = 0 while x* # 0. In this case, by Theorem below it is possible that
a large fraction of shares of assets is sold, but Corollary ensures that the fraction of finally
defaulted institutions stays small.



98 Chapter 4. A Model for Fire Sales in Financial Networks

4.2.2 Non-resilience

To a large degree we can also characterize non-resilient systems. Note, however, that in our
model description we made the conservative assumption that each institution ¢ € [n] in the
system is exposed to the final price impact h(x,) with its total initial asset holdings x;. One
can argue that institutions sell off their assets gradually and are hence not exposed to the total
price change. The following result considers non-resilience under this conservative assumption.
For other scenarios it can serve as a first indication of non-resilience.

In this subsection, we restrict ourselves to initial shocks of the form ¢; € {0,2¢;} for all
i € [n], where P(L = 2C) > 0 and L/C is independent of (X,(C). That is, each institution
1 defaults initially with positive probability. Rather than ¢; = 2¢;, the first natural choice
to model the default of institution ¢ would be ¢; = ¢;. Note, however, that in the setting of
Section even if P(L = C) > 0, it is possible that no initial defaults occur since (L, C) is
defined as the weak limit of a sequence (L,,C,) and it is possible that L, < C,, for all n € N
and still L = C almost surely. In order to derive meaningful results one therefore has to choose
¢; = 2¢; (or any other multiple larger than 1). Note that this does not change the outcome of
the fire sales process since p(u) = p(1) for all u > 1.

We now call a financial system non-resilient if the damage caused by finally defaulted
institutions is lower bounded by some positive constant.

Definition 4.2.4 (Non-resilience). An (X, S, C)-system is said to be non-resilient if there
exists A € Ry such that liminf, . n_lSn’ 1, > A for any initial shock L with the above listed
properties.

We derive the following lower bound on the final default fraction and finally sold shares.

Theorem 4.2.5. If the initial shock L satisfies above properties and h™(x) is strictly increasing
in X™ for all m € [M], then for any € > 0 it holds

liminfn 'S, > §(x*) —¢ and liminf X7, > (x*)™ — e
n—o0 n—o00 ’
The assumption that h™ () is strictly increasing in x™ excludes a rather pathological case. It is
satisfied by all the standard price impact functions in the literature such as linear price impact
im(x) = pMax™ or log-linear price impact hjg.y;, (x) = p™(1 — exp(—ax™)) for initial share
price p™ and some parameter a > 0.

Corollary 4.2.6 (Non-resilience Criterion). If h™(x) is strictly increasing in x™ for allm € [M],
and g(x*) > 0, then the (X, S, C)-system is non-resilient.

As remarked earlier already, for most practical purposes it will hold that g(x*) = g(x*). For
the reasonable case that h™(x) is strictly increasing in x™ for all m € [M], we can thus fully
describe stability of an (X, S, C)-system by the combination of Corollaries and Only
for rather pathological cases we cannot decide if an (X, .S, C')-system is resilient or non-resilient.

4.2.3 Systemic Capital Requirements

Theorems and can be used to derive sufficient and necessary capital requirements to
make a given system resilient with respect to initial shocks. That is, given the asset holdings of
each institution, we want to determine sharp bounds for the capital that each institution must
hold so that the system is (non-)resilient in the sense of Definitions and Recall that
non-resilience according to Definition is always under our conservative model assumption
that price impact is applied to all initially held shares of an asset. The derived requirements
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will generally depend on the actual sale function p and price impact h. In the following, we
demonstrate the procedure of deriving capital requirements along a series of examples of ever
increasing complexity culminating in a quite general setting with multiple assets. We always
consider systemic importance values s; = 1 for all i € [n].

One Asset with Sales at Default We start with considering a system with institutions
investing in one asset only. The distribution F'x of asset holdings is assumed to have a power
law tail in the sense that there exist constants By, Bo € (0, 00) such that for x large enough

Biz'™P <1 — Fx(x) < Bya' ™7, (4.2.1)

for some B > 2. Whereas the reduction to one asset is a strong simplification, there is em-
pirical evidence for power laws in investment volumes, see e.g. [T7]. Moreover, we assume
P(X > 1) =1 — institutions involved in the fire sales process hold at least one share. Further,
assume p(u) = 1{u > 1}, i.e. institutions do not sell their assets until they default. Moreover,
for the price impact we also assume a power-law, that is, there are v, 1, s € R4 such that for
small y

px” < h(x) < pax”. (4.2.2)

A typical assumption in the fire sales literature, see e. g. [31], B3], 43}, 46), 47], is (log-)linear price
impact, i.e. v = 1. This choice can for example be justified by the fact that limit order books’
shape functions are approximately constant close to the bid price, see also [§1].

We now derive necessary and sufficient requirements for the institutions’ capital buffers to
make the financial system resilient. That is, given the asset holdings (x1(n), ..., zn(n))nen With
empirical distribution converging to F'x we want to determine a sequence of minimal capitals
(c1(n),...,cn(n))pen sufficient for ensuring resilience of the system in the sense of Definition
It turns out that a natural description emerges when we choose the capitals in dependence
on the asset holdings by the following power form: ¢; = ax] for « € Ry and v € R4 .

Corollary 4.2.7. Consider a system as specified above. Then,

1. if y>1—v(B —2), then the system is resilient.

v
2. ify=1—v(B—2) and a > o (Bg%) , then the system is resilient.

v
3. ify=1—-v(B—2) and a < iy (Bl %) , then the system is non-resilient.
4. if y <1 —=wv(B —2), then the system is non-resilient.

Typically one can choose By and Bj resp. p1 and pg arbitrarily close as @ — oo resp. x — 0.
Corollary hence states necessary and sufficient conditions on the capital to make the
financial system resilient.

One Asset with Intermediate Sales In the previous example, we considered the conserva-
tive case of sales at default only. Intermediate sales will make the system less resilient, however,
and we consider an example of this kind here as well. We assume again and ,
that is, the asset holdings are power-law distributed with parameter 5 and the price impact
has a power-law approximation with exponent v when y — 0. Moreover, capitals are again
specified by ¢; = az]. In contrast to the assumptions in the previous paragraph we now choose
p(u) = 1 Au? for some ¢ € Ry. The parameter ¢ can be understood as a measure for the
institutions’ confidence in the asset, since it describes the speed at which they sell it. The
outbreak of fire sales is then governed by v (price impact) and ¢ (speed of selling). In fact, the
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product vq is a crucial quantity in the decision whether a system is resilient. It is easy to show
that if vqg < 1 the system is always non-resilient, as the institutions sell overproportionally fast
compared to the price fall. Note that this quantity cannot be influenced by regulations but is
intrinsic to the market in our setting.

Corollary 4.2.8. Consider a system as described above and assume that vqg > 1. If
v > 1—wv(B — 2), then the system is resilient. If v < 1 — v(B — 2), then the system is
non-resilient.

Similar as in the proof of Corollary it is possible to derive sufficient capital requirements
also at the critical values vqg = 1 resp. v =1 — v(8 — 2); the details are omitted.

Multiple Assets The two previous examples have already given first important insights into
the calculation of sufficient capital requirements for stability in a given system. Whereas these
concentrated on systems with one asset only, however, in reality institutions are invested in a
large number of assets M. We will derive sufficient capital requirements also in this setting.
In practice, linear capital requirements seem reasonable and the previous examples have shown
already that these are sufficient in the one-asset case. Furthermore, linear capitals allow for
tractable calculations in the following.

We keep the same assumptions as in the previous example. In particular, p(y) = 1 A y9"
for some ¢™ € Ry, m € [M] (recall the note in the beginning of Section about different
sale functions for different assets) and h™(x) < p™(x™)” for x™ — 0 for some v, u™ € R,.
Consider then linear capital ¢; = ZmE[M] 6™z for each institution ¢ € [n], where 6™, € R4,
m € [M].

Corollary 4.2.9. Consider a system with multiple assets as described above. Then the system
is resilient if for each m € [M] one of the following holds:

1. ¢">vl,
2. ¢"=v~! and O™ > pmE[X™].

The first condition reflects the interplay of price impact and the speed of asset sales as for
the one-asset case. The second condition gives an explicit linear fraction of the institutions’
holdings of each asset that ensures resilience. It depends on the price impact function by u™
and the number of shares of the asset held on average by each other institution in the system
E[X™]. While the condition ¢™ > v~ is sufficient in the limit n — co by our theory, for real
networks of finite size the quantity y™E[X™] is of big interest as it gives a proper scaling factor
also for values of ¢ other than v~!. The following sample calculations show that ™ is of a
reasonable magnitude also under our conservative model assumptions: Assume that the price
impact is log-linear with h™(x) = 1 —e~*"X for some o™ € R, and that the sale of all assets in
the considered system reduces the asset price by 50%. This implies o = log(2)/E[X™]. Hence
uw™=a™ (v=1) and ™ > log(2) ~ 0.69 ensures resilience.

Corollary thus derives linear capital requirements for institutions investing in more
than one asset which are already used in Basel III for instance. We can explicitly determine
the coefficients for these linear capital requirements in our model.

4.3 Applications and Simulations

In this section, we apply the theory developed in Sections and to investigate which
structures or properties of systems promote the emergence and spread of fire sales. To achieve
this our route is as follows. In Subsection [4.3.1] we consider systems parametrized by two
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orthogonal characteristic quantities: portfolio diversification and portfolio similarity. We first
analyze their effect in the setting from Sections and and we verify our findings also
with simulations for finite systems of reasonable size. At this we assume initial shocks on
institutions’ capitals directly rather than shocks on certain asset prices. In Subsection
we concentrate on three fundamentally different system configurations and we test our derived
capital requirements for shocks on asset prices. As we will show, it is beneficial to combine
our capital requirements with classical risk capital in form of value-at-risk. While the value-at-
risk part of the capital ensures for any institution that an initial shock can be absorbed with
probability 1 — e (for some small € > 0), the additional systemic surcharge in form of our capital
requirements makes sure that also in the unlikely event of initial distress the spread of fire sales
is locally confined. For simplicity we consider the case that s; = 1 for all ¢ € [n] only.

4.3.1 The Effect of Portfolio Diversification and Similarity

For simplicity, throughout this section we assume that the limiting total asset holdings given
as X%t = X'+ ...+ XM are Pareto distributed with density fyto(z) = (8 — 1)z~ P1{z > 1}
for some exponent 5 > 2. One can generalize our results also to more general distributions.
Further, we make the assumptions that p(u) = 1{u > 1} and ™ (x) = 1 — e X" to simplify
calculations, but also for other sensible choices our observations below are applicable.

In a first example, we consider a system of institutions whose investment in each asset
m € [M] makes up a fraction A™ € Ry of their total asset holdings, where }-, () A™ = 1. We

show that perfect diversification (A! = ... =AM = M~!) maximizes stability of the system.

Example 4.3.1. For a system as described above the functions f™(x) are given by

M
fm(x) = A"E [X“”‘l {X“’tZAk (1 - e—Xk) > C}

k=1

—x™, me[M].

Let us write t = >, . py AF(1 — e_Xk) for short. Now assume similar to Corollary that
C = a(X") for some constants a,y € Ry . Then

™00 = X" [ X {X" 2 (a/t) T ] - X"
:)\m/oo{ L }(ﬁ—l)xl_ﬁdx—x —)\mumm{l (toz_l)l%i}—xm.

max< 1,(c/t) T=7 B—

Motivated by the symmetry of the functions, we consider f™(x) along direction v € RY, with
m = (A"™)~L. Then

o) -1 oy ) X
™ _B_2<a12)\’f(1_€><)‘)> _()\m)Z'

k=1

Let
YVe:=3—=0F and a«,:= Z( )25

1<m<M -2

We infer that if x € R o is small enough and v > . ory = 7. and a > o, then & ax fM™(xv) <0
for all m € [M]. That is, x* = 0 and the system is resilient by Corollary - On the other
hand, if either v < 4. or v = 7. and o < ., then (i(fm(va) > 0 for all m € [M] and the
system is non-resilient by Corollary as x* # 0 and g(x*) = g(x*) > 0. Since . does not
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depend on the choice of {\" },cn, it makes sense to consider a. as a measure for stability
of the system (the smaller a., the more stable the system). Clearly, . becomes minimized for
A = M~ for all m € [M] and hence a perfectly diversified system is the most stable.

Next, we consider a financial system that comprises of U € N subsystems of equal size n/U.
For each subsystem u € [U] there shall exist a set of D,, = D € N specialized assets that can
only be invested in by institutions from subsystem s. In addition to these U - D specialized
assets, there shall exist a set of J € N joint assets that can be invested in by any institution of
the whole system and that hence connect the different subsystems. Thus, each institution can
choose from A := D+ J different assets to invest in. We call A the diversification of the system.
Further, for each institution a fraction ¥ := J/A of its available assets is available also to every
other institution in the system. We call ¥ the (portfolio) similarity in the system. Then, as in
Example we could compute the optimal investments for each institution (which is shifted
towards investing in the specialized assets to avoid overlap with other subsystems). Instead we
assume in the following example that each institution still perfectly diversifies its investment
over the D + J assets available to it. This is reasonable if the single institutions do not have a
perfect overview of the whole financial system. The effect of diversification A and similarity X
is similar for the two different allocations.

Example 4.3.2. Consider a system as described above consisting of U subsystems and allowing
each institution to invest in D specialized assets and in J joint assets in equal shares. Then the
system is described by the following functions:

s (o) e X ()] 2]

wd 1 Xtot Xtot —Xj D e i
00 = UTE | 18 5y 2(1—6 ) (=) | zop | X,

U
Flx):=U">E
u=1

where j € [J], u € [U], d € [D] and x = (x',...,x7,x"!, ..., x"P) € Ri:BUD with small misuse
of notation. Similar as in Example we derive that

J+E -1 1+U-1H)Tp-1
(D+J)2B-2 AU  B-2

Ye=3—08 and a.=

From the formula it is obvious that o, decreases (i.e. stability of the system increases) as A
increases or X decreases.

Example hence shows that diversification makes the system more stable (as already seen
in Example whereas stronger similarity between the institutions’ portfolios makes the
system more fragile.

Note that all previous conclusions build on the (asymptotic) theory from Sections and
[4:2] To verify and back up the result for finite systems, however, we also give a simulation based
verification for a series of moderate size (n = 10%) systems. We chose 3 = 3 and U = 2. For
D = J = 10, we then derive A = 20, ¥ = 0.5, 7. = 0 and a, = 0.075. We therefore assigned
to each institution the capital ¢; = a.. Further, we drew the total asset holdings z!°* for each
institution ¢ € [n] as random numbers according to the above described Pareto distribution.
Finally, we randomly chose a set of initially defaulted institutions of size 0.01n and equally
distributed across the U subsystems. To see the effect of diversification, we first fix ¥ = 0.5 and
let D = J vary from 1 to 20 (i.e. A € [40]). The results are plotted in Figure Since we
calibrated the capitals ¢; = a. to the values A = 20 and ¥ = 0.5, the theoretical (asymptotic)
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Figure 4.4: (a) The effect of varying portfolio diversification A as ¥ = 0.5 is fixed. (b) The
effect of varying portfolio similarity as A = 20 is fixed. In blue: the theoretical final default
fraction. In orange: 10 exemplary simulations. In green: the median over 103 simulations.

final default fraction is 1 for A < 20 and 0 otherwise. This curve is shown in blue. In orange we
exemplarily illustrate 10 of the 10 simulations. One can see that in each simulation the final
default fraction rapidly decreases at a certain value for A close to the theoretical value of 20. In
green finally, we plot the median over all 103 simulations which is very close to the theoretical
curve despite the finite system size and hence verifies that systems become more resilient as A
increases. Deviations from the theoretical curve become smaller as n increases.

Furthermore, in the same setting we conducted simulations for systems of fixed diversifica-
tion A = 20 and varying similarity ¥ between 0 and 1 (J € [0,20] and D = 20— .J). The results
are shown in Figure Again, in blue we plot the theoretically predicted curve which is 0
for ¥ < 0.5 and 1 otherwise. In orange 10 exemplary simulations are shown. For these, one can
see that either there exists an individual threshold for > close to 0.5 at which the final default
fraction rapidly increases or the final fraction stays constant at 1%. The median over the 103
simulations for each 3 can be seen in green and it verifies that the system becomes less resilient
as the similarity ¥ increases. Again deviations from the theoretical curve are due to finite size
effects and become smaller as n increases.

4.3.2 Testing the Capital Requirements by Simulations

In contrast to the previous subsection, we will consider initial stress in a system in form of
shocks on asset prices. There are then two dimensions to consider regarding stability of a
system. First, for each institution the probability of initial default should be small. Second,
in the rare event that some institutions become initially distressed the remaining capital of the
institutions still needs to be high enough to stop the spread of fire sales. The latter of the two
is precisely the systemic risk capital derived in Subsection [4.2.3] To further ensure rare initial
distress we increase capital ¢; by i’s value-at-risk with respect to some level ¢ > 0 which is a
classical risk capital for example used in the Basel III framework. In that sense, our systemic
risk capital becomes a systemic risk surcharge to the classical risk capital:

¢; = value-at-risk(i) + systemic risk surcharge(i), i € [n] (4.3.1)

The aim of this subsection is to verify by simulations that capitals of the form as in (4.3.1)
indeed ensure resilience of a system to initial asset shocks.

In this analysis, we further want to demonstrate the effect of different system characteristics.
For simplicity, we choose to consider two subsystems S; = [n/2] C [n] and Sz = [n]\Si; the
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Figure 4.5: Illustrations of different system configurations for subsystems 1 and 2, and as-
sets A and B. (a) Separated undiversified subsystems. (b) Connected diversified subsystems.
(c) Connected undiversified subsystems.

considerations extend readily to a larger number of subsystems. Further, there are two assets
A and B (i.e. M = 2) with uncorrelated price changes. Denote by 2!t = 21 + 2P the total
number of shares held by institution i € [n] and denote the limiting random variable by X'*.
We then consider the following three scenarios, see also Figure

(a) The two subsystems invest in different assets.

(b) Each institution’s portfolio is perfectly diversified.

(c) All institutions in the system invest in the same asset.
More formally, if we denote by 794 resp. w8 the proportion invested in assets A and B by an
institution in subsystem S, j = 1,2, we can express the three scenarios as follows:

(a) 74 =728 =1 and '8 =724 = 0.

(b) 714 =718 = 724 = 2B = 1/2,

(c) 74 =724 =1 and 7'8 = 728 = 0.

Remark 4.3.3. In terms of the dimensions A and ¥ from the previous subsection we can
characterize the three cases by

(a) A=1, X =0, (b)A=2 ¥ =1, ()A=15=1

From the previous results we would therefore expect that configurations (a) and (b) are more
stable than configuration (c), while we cannot make any statements about the relation between
(a) and (b). Note, however, that in the previous subsection we considered the initial shock
to consist of initial defaults of some institutions independent of the asset holdings. In this
subsection, we will consider initial shocks on the financial system by reducing asset prices (see
below). It will turn out that diversification can then have a positive effect on stability of the
system as in [73] because the variance of each institution’s initial loss becomes smaller, or it
can have a negative effect as in [21], OT], [I12] because the system is exposed to more assets or
becomes more connected via assets.

Again, we assume that p(u) = 1{u > 1} and ’"™(x) = 1 — e X", m = A, B. Further, let
Fxion(z) = (B — 1)z? (nl{l <z <b+pF > b}) , (4.3.2)
where 8 = 2.5, n = 0.25, b = 10"~V and x = (1 — #~16'7) /(1 — b1~F). That is the tail of

the distribution resembles a Pareto distribution with exponent 8 and b is chosen such that the
tail describes 10% of the probability mass. For x < b the exponent 3 stays the same but the
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Case | @ initially infected fraction | @ finally infected fraction | amplification

(a) 1.35% 3.82% 1.83
(b) 0.80% 3.26% 3.06
(c) 0.56% 2.13% 2.84

() 1.35% 5.00% 2.70

Table 4.1: Simulation results for capital allocation determined by the value-at-risk plus the
systemic risk surcharge

Case | @ initially infected fraction | @ finally infected fraction | amplification
(a) 2.38% 8.95% 2.76

(b) 1.76% 15.1% 7.53

(c) 0.84% 5.58% 5.66

(c) 2.38% 10.0% 3.21

Table 4.2: Simulation results for capital allocation determined by the systemic risk surcharge

coefficient « is chosen such that the remaining mass of 90% is distributed on the interval [1, ]
(instead of [u,b]). Note that for the computations of . and a, in the previous subsection only
the tail of the distribution was relevant and so we know that a, = %% pP~1 for cases (a) and (b)
resp. e = % w81 for case (c) and 7. = 3— [ in all cases. We consider these as the systemic risk
surcharges as discussed above. Further the value-at-risk capital for some institution i € [n] is
given by 0z° for some global parameter 6 € [0, 1] that needs to be calibrated to the confidence
level € and the initial shock distribution (see below). The piecewise form of fytor in (4.3.2)
rather than for example a perfect Pareto distribution ensures that capital ¢; is actually smaller
then the maximum potential loss £ also for institutions with small investments (note that the
systemic surcharge . is determined from the tail of the distribution).

Finally, we model the initial shock on asset m = A,B as e %", where R4 2 RB are
independent, random variables such that P(R4 = 0) = 90% and with the remaining probability
of 10% it holds R4 = |T'|/10 for T having Student’s ¢-distribution with 1.5 degrees of freedom
(Student’s t-distribution is a popular choice in market models since heavy tails can be modeled
by less than 2 degrees of freedom).

For each realization of (R4, RP) we can then numerically determine the asymptotic final
default fraction as in Section We choose € = 5% which yields 6 ~ 8.36% in cases (a) and
(c) resp. 0 ~ 8.47% in case (b) as the parameter for the value-at-risk capital. The numerical
average final default fraction for the three configurations is listed in Table The most stable
configuration is (c). Recall, however, that in this case a. is the double amount than in cases (a)
and (b). Therefore, we further included case (c¢’) where we adjusted the value of a, accordingly.
It can then be seen that this configuration is in fact the least stable one and (b) becomes the
most stable one. Diversification is thus beneficial for the capital allocation value-at-risk plus
systemic risk surcharge. In comparison to this, we performed the same simulations with capitals
determined solely by the systemic risk charge. The results are listed in Table Clearly, the
system becomes less stable. In particular, the least stable configuration is now (b), the diversified
one. For completeness also consider Table listing the average fractions for systems equipped
exactly with the value-at-risk as capital. In this case, all final infections are already initial
infections and there is no amplification (final infection divided by initial infection minus 1).
So rather counterintuitively our systemic risk surcharge increases the amplification. This is
because due to the additional capital some institutions are initially saved from infection but
become infected in the course of the fire sales process. Overall, the combination of value-at-risk
with the systemic risk surcharge significantly increases stability of the financial system.
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Case | @ initially infected fraction | @ finally infected fraction | amplification
(a) 5.00% 5.00% 0.00
(b) 5.00% 5.00% 0.00
(c) 5.00% 5.00% 0.00

Table 4.3: Simulation results for capital allocation determined by the value-at-risk

4.4 Proofs

4.4.1 Proofs for Section [4.1]

Proof of Lemma[].1.] _ Existence of x follows from the Knaster- Tarsk1 theorem. We now con-
struct a JOlnt root Py 3 x < x such that we can conclude x = x € PO
It holds fm( ) = 0 for all m € [M] and thus (for any fixed m € [M]) f™(x) < 0 for all

X>X€E ]Rﬂ o such that x™ = X" by monotonicity of fm Consider then the following sequence
(X (k) e C RY

° X(o)ZOGﬁ’o

e x1) = (x %1),0,...,0), where 0 < X%) < x! is the smallest possible value such that
f1 X(1)) = 0. It is possible to find such Xl since f! x) + X! is monotonically increasing
(1 ) ey

in !, f (0) > 0 and f (x1,0,...,0) <0. By monotonicity of fm with respect to x! for all
m € [M]\{1}, it then holds f™(x()) = f™(0) > 0 for all 1 # m € [M] and in particular
X1 € .

* X2 = X(1) + (O,X%Z),O,...,O), where 0 < xé) < x? is the smallest value such that
j?Q(X(Q)) = 0. Again it is possible to find such X?g) since fz(x) + x? is monotonically
increasing in 2, ]?Q(X(l)) >0 and fz(x(l) +(0,%2,0,...,0)) <0. By monotonicity of f?m
with respect to x? for all m € [M]\{2}, it then holds fm( 2)) > fm( 1)) = 0 for all
2 # m € [M] and in particular x () € b

® X(i) © € {3,..., M}, are found analogously, changing only the corresponding coordinate.

® X(M+1) = X(M) T (X%M—H) - X%M),O, ...,0), where X(IM) < X%M-‘,—l) < ¢! is the smallest
value such that f1 ( (M+1)) = 0, which is again possible by monotonicity of f'(x) + x',
fl(X(M)) > 0 and f (x(n)+ (X! X(M)’ 0,...,0)) <0. Further, it still holds x(a/41) € b

e Continue for x;, ¢ > M + 2.

The sequence (X(k)) ren constructed this way has the following properties: It is non-decreasing
in each coordinate and bounded inside [0, Xx]. Hence by monotone convergence, each coordinate
of X (x) converges and so x = limy_, X (r) exists. Since the convergence is from below, it holds

. L+ X - h(limge X)) o
f (X)ZE[X p( o ()ﬂ—kgﬂ;oxw)

L+X-h
= lim E [Xm< i (X(k)))] ~ X(ry = Jim fm(X(k) 0

k—o0 C
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and thus x € Py. Now suppose there is m € [M] such that J?m(f) > 0. By lower semi-
continuity of fm then also fm( (k)) > € for some € > 0 and k large enough. This, however, is
a contradiction to the construction of the sequence (X (x))ren since f (X(x)) = 0 in every M-th
step. Hence fm()’() = 0 for all m € [M] and X is a joint root of all functions fm, m € [M].
Now turn to the proof that x* € Py: We first consider the case that p is continuous. We
approximate x* € Py by the sequence (x(€))e>o of smallest fixpoints for the functions f(x)+e.

This allows us to apply the Knaster-Tarski Theorem and the monotonicity properties of f™ + ¢
similar as above. Simple topological arguments will then allow us to conclude that x* € F.

Let for e > 0
ﬂ {X IS ]R —e}
mée[M]

and denote by Py(e) the connected component of 0 in P(e). By the same procedure as for x
above, we now derive that there exists a smallest (componentwise) point x/(€) € Py(e) such that
f™(x(e)) = —e for all m € [M]. Clearly, x(¢) is non-decreasing (componentwise) in € and hence
X = lim._,04+ Xx/(€) exists (we will show that x = x* in fact).

Now by monotonicity of Py(e), we derive that x(d) € Py(d) C Po(e) for all 6 < e. Since
Py(e) is a closed set, it must thus hold that also x = lims_,o+ x(d) € Py(e) for all € > 0 and
in particular, x € (. Fo(€). Further, we derive that (). Po(e) € ().~ P(€) & P. Moreover,
Neso Po(e) is the intersection of a chain of connected, compact sets in the Hausdorff space RM
and it is hence a connected, compact set itself. Since it further contains 0, we can then conclude
that (.- Po(e) € Py and thus x € .

Consider now an arbitrary x € Fy. We want to show that x < x and thus x = x
It suffices to show that Py C [0, x(€)] for all e. Then x < x(e¢) and x < limc o4+ X(€
Hence assume that Py ¢ [0, x(e)]. By connectedness of Py we find x € Py with x™ < )2 ( )
for all m € [M] and equality for at least one coordinate (otherwise Py N 90, x(€)] = () and
Py = (Pon (RYp\[0,x(6)])) U (PN [0, X(€))) is the union of two open non-empty sets and
hence not connected). W.1.0.g. let this coordinate be x'. By monotonicity of f! with respect
to x™ for every 1 # m € [M], we thus derive that f1(x) < fl(x(e)) = —e < 0 which is a
contradiction to x € Fj.

*

Now consider the general case that p is right-continuous and let (p,(u)),en be a sequence of
continuous sale functions approximating p from above. Denoting by P" the analogue of P for
the sale function p,, we derive that P = (.. P" since clearly P" O P for all » € N and further
by dominated convergence for every x € (,cn ',

ersalonn (SR s (S22 e

so that (), P" C P. If we further let Fj denote the largest connected subset of P" containing
0, then Py is compact and connected for every r € N and hence so is [,y Fj. Since further
0 € ey PG, we derive that (.o P5 = Fo. Let now x;: denote the analogue of x* for the sale
function p,. Then lim, o X € P(f?” for all R € N and hence lim, 00 X € (\pen POR = Py. Now
suppose there existed a vector x € Py and m € [M] such that x > lim, o (x;)™. Then also
for R large enough, X > (x})™ and hence x ¢ P({%. This, however, contradicts the assumption
that x € Py = ﬂReN P(fz. Hence there exists no such x € Py and x* = lim, o X € Fo.
Finally, we show that x* is a joint root of f™, m € [M]: Since x* € Py, it holds that
f™(x*) > 0 for all m € [M]. Assume now that f™(x*) > 0 for some m € [M]. We can then
gradually increase the m-coordinate of x* (until f™(x*) = 0). By monotonicity of f*¥(x) with
respect to x™ for every m # k € [M], however, we can be sure that we do not leave the set P
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by this procedure which is a contradiction to the definition of x*. Hence x* is a joint root of
™, ome [M]. O

Remark 4.4.1. In the proof of Lemma for the case that p is continuous, we constructed
x* as the limit of a sequence (x(€))e>0 such that f(x(e)) = —e for all m € [M]. For non-
continuous p by the Knaster-Tarski theorem we still know that there exists a smallest vector
x(€) such that f™(x(e)) = —e¢, but the construction of x(€) as for x in the proof of Lemma
fails and we can hence not be sure a priori that x(¢) € Py(e). Hence let further x(€) be
defined as the smallest vector in Py(¢e) such that f™(x(e)) = —e. This vector exists again by the
Knaster-Tarski theorem noting that analogue to Lemma Py(€) contains its componentwise
supremum Xx*(€). Then by the same means as above, we derive that x* = lim¢_,o Xx/(€).

In Theorem we are considering a sequence of financial systems. The following lemma
shows the convergence of the smallest joint roots under certain assumptions:

Lemma 4.4.2. Let a sequence (for r € N) of financial systems be described by functions f??f”,
m € [M], with smallest joint root x,. If liminf, f[”(x) > ]?m(x) pointwise for every
m € [M], then liminf,_,. Xx» > X, where x denotes the smallest joint root of the functions
fmome [M].

Proof. The main difficulty in showing the result is that we have liminf,_, fﬁ(x) > ]?m(x)
only pointwise but not uniformly in x. A further difficulty is the multidimensionality. The
main idea is to construct a path in analogy to the construction in Lemma that leads to a
point x(e) smaller but close to x. On this path the functions f,f”, m € [M] are all positive for
r large. It can then be compared componentwise with a path leading to x,-.

For this consider the construction of x in Lemma and change it in such a way that
in each step k = LM + m (where L € Ng and m € [M]) a point X(;)(€) is chosen such that

f?m(x(k)(e)) < € for some fixed € > 0 (choose X%(e) > X@_l)(e) as the smallest possible value
such that this inequality holds; it will then either be fom(x(k)(e)) = € or X(k)(€) = Xk-1)(€))-
Note that fm(x(k) (¢)) < € can only happen if fm(O) < ¢ in which case there exists kg € Ny
such that x{j) = 0 and fm(x(k)) < € for all k < kg but fm(x(k)) > e and x{p) > 0 for k > k.
Then (x(k)(€))ken is a non-decreasing (componentwise) sequence bounded by X and hence
X (€) = limy 00 X(k)(€) exists. Further, it holds that fm(f((e)) < liminfg_ fm(x(k)(e)) <e.
Finally, x(€) is non-increasing componentwise in € and bounded inside [0, x] and thus the limit
x = lim¢_,04+ Xx(€) exists. Moreover, f™(x) < liminf._04 f™(Xx(¢)) < liminf. o+ € = 0 and in
particular x = x.

Fix now § > 0 and choose ¢ > 0 small enough such that ¥™(¢) > x™(1 — §)/2 for all
m € [M]. Further, choose K = K(€) € N large enough such that X?}()(e) > " (e)(1 — 8)Y/2 for
all m € [M]. In particular, X?’;()(e) > x"™(1 — ¢). Now note that x, can be constructed by a
sequence (X (k) )ken analogue to x in the proof of Lemma as well. We can then in each
step k € N cap the element of the constructing sequence x4, ) at x(k)(e), which clearly does not
increase the limit of the sequence. We want to make sure that in fact the cap is used in every step
k < K if we only choose r large enough. Then we can conclude that X, > x(x)(€) > x(1 — )
and hence letting 6 — 0, liminf, o X, > X.

We now show that the cap is applied in every step k < K for r large enough by an induction
argument. For k = 0, clearly x ) = X(k)(e) = 0 and the cap is applied. Now lets assume it
holds for k& < ko < K. If X (1,+1)(€) = X(ko)(€), then of course the cap is also applied in step ko+1
as the sequence X, is increasing. Otherwise, note that by definition of X(x,41)(€), it holds



4.4. Proofs 109

f™(x) > € for all x € Ri‘[{o such that y™ € [X?zo)(e), X’&zo“)(e)] and ! = kao)(e) = X€k0+1)(e)
for all £ € [M]\{m}. Now choose a discretization {x;}o<;j<s of [X?,;O)(e), X?ZOH)(E)] for J < oo
such that yo = X{ZO)(E), XJ = erlf:oJrl)(E) and xj—1 < xj < xj—1 +¢/3 for all j € [J]. We now
use the assumption that liminf, ., f;”(xj) > fm(xj) for every 0 < j < J, where X" = x;
and Xﬁ = kao)(e) for £ € [M]\{m}. Then for r large enough, j?f”(xj) > j?m(xj) —€/3 > 2¢/3.
Finally, for any linear interpolation x = ax;—1 + (1 — a)x; between x;—1 and x; (o € [0, 1]),
it holds i i
L) = [ (x-1) £ X5 — X > 2e/3 —€/3=¢€/3.

Hence the cap is applied in step kg + 1. As there are only finitely many steps k < K, this
finishes the proof. O

Proof of Theorem [{.1.5, We start by proving the lower bound. Recall from Proposition
that x, > Xn. Using weak convergence of (X, Spn,Cp, L) and approximating p from below
by a sequence of continuous sale functions (p,),cn, we derive for U € R that pointwise

L"Jr)g;. h(x)))} > lim E |:(X;Ln/\U),0r <Ln+)g;. h(x)))}

o L+X-h(x))>]

. . m ©
hnrgng [Xn ,0<

ZE[(XMAU)M( 5

Hence as U — oo and r — oo by monotone convergence,

liminf E [Xglﬁ (L” X - h(X)ﬂ > M (x) (4.4.1)

n—00 C,

and we can use Lemma, to derive that liminf, . xn = liminf,, oo Xn > X.
We now want to show the lower bound on the final damage. Fix some § > 0 and choose n
large enough such that x, > Xx»n > (1 — §)x componentwise. Then

n1S, = E[Sy1{L, + X - h(xn) > Cn}] > E[Sy1{L, + X, - h((1 = 6)x) > Cn}].

However, using weak convergence of (X,,, Sy, Cp, L,,) and approximating the indicator function
1{y > 1} from below by continuous functions (¢:):en, we derive for U € R4

MMMn%%ZM?E“&AUM%CW+X2?G—®M>}

L+X.hé(1—5)x)>]

— (s n 0
and as U — oo and t — oo,

117310131071—13” >E[S1{L+ X -h((1-08)x%)>C}=3g((1-08)x%).
This quantity now tends to g(x) as § — 0 by lower semi-continuity of g.

Now we approach the second part of the theorem. Recall from Proposition that
Xrn < X,- By the construction of x* in the proof of Lemma we have a non-increasing (as
e — 0) sequence (x/(€))eso such that lim.,o4 x(€) = x*. (See Remark for non-continuous
p.) In particular, x* < x(e) for every € > 0 and f"(x(€¢)) = —e. Using weak convergence
of (X, Sn,Cn, L) we derive for U € Ry and (ps)sen an approximation of p from above by
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continuous sale functions that

- [&Tﬂ(Ln + X, h(fc(ﬁ)))} — E[X™] — hminfE[X?T (1 - p<Ln = h(X(e))»]

n—00 Cn e o
< E[X"]  liminf E [(X;? AD) (1 s (L" - Xé;h(’“e”)ﬂ
—E[X"]—E {(Xm AD) (1 ~ s <L+X'ch@(6)))>}

and as U — 0o, s — oo, by monotone convergence

lim sup E {X;”p (L" X h(*(e”)] < (R0 + K76 = $7(0) — .

n—oo Cn

Hence for n large enough it holds

for all m € [M]. In particular, we know that %, < x(¢). Letting e — 0, this shows that
lim sup,, o X" < limsup,, o Xi* < (x*)™ for all m € [M] and hence completes the proof of
the upper bound on finally sold assets.

For the upper bound on the final damage n=1S,, = E[S,, 1{L,, + X,,-h(xn) > Cy}], approxi-
mate the indicator function 1{y > 1} from above by continuous functions (1 );en and use weak
convergence of (X,,, Sy, Cy, Ly,) to derive for U € R

limsupn~'S, = E[S] — lim inf E {Sn (1 -y (L" + Xn - h (92(6))) ]

n—00 e Cn
< E[S] - liminf E {(Sn AU) (1 s <Ln : ch;h @(6))))]

=E[S]-E [(SAU) <1 — Y <L+Xéh(>2(€))>)]

and as U — oo and t — oo, limsup,,_,.. 7 'S, < g(X(¢)). Letting € — 0, thus shows the second
part of the theorem by upper semi-continuity of g. O

4.4.2 Proofs for Section [4.2]

Asin Sectionwe use the notation g, f™, g, fm, x and x* for an unshocked (X, S, C)-system.
If instead we index these quantities by -7, we mean the system shocked by L.

Proof of Theorem[{.2.3 By Remark there exists a sequence of vectors x(7v) € R+M7 o such
that f™(x(vy)) = —v for all m € [M] and arbitrary v € R;. Now for arbitrary o € Ry it holds
that

I'(x) =E [me <L+ XC' h(X)ﬂ X"

oo (£ o] o (32

Since E[L/C] < §, by Markov’s inequality it holds that P(L/C > «) < ¢ /a and hence for § > 0
small enough, we have E[X™1{L/C > a}] < /3 (recall that E[X™] < c0). By dominated
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convergence and right-continuity of p, it thus holds that f7*(x) < f™(x)+2v/3 for a > 0 small
enough such that

s (€0 sl ()] o

In particular, f7"(x(v)) < —v/3 < 0 and hence x; < Xx(v) for § small enough. By similar
means, we further derive that for § small enough it holds g7, (x (7)) < g(x (7)) + €/3. Together
with Theorem [£.1.5] we thus derive that

limsupn™'Syr < gr(X5) +€/3 < gr(x(7)) + ¢/3 < g(x(v)) + 2¢/3.

n—oo

Now since x(v) — x* and by upper semi-continuity of g, we can choose v > 0 small enough
such that g(x(v)) < g(x*) + €¢/3 and conclude that limsup,,_,.o n 'S, < g(x*) + €.

For the bound on ;' choose v and ¢ small enough such that (x7)™ < X™(7) +¢€/3 <
(x*)™ + 2¢/3 and conclude by Theorem that

limsup g, < ()™ +¢/3 < ()" +e. =

n—o0

Proof of Theorem [[.2.5, For any € > 0 and any subset I C [M] let

T(e,I):= ﬂ {x € RKO : f?m(x) < —6} N ﬂ {x € R%O x> E[Xk]},
mel kele

where I¢ := [M]\I. Analogously to the construction of x in the proof of Lemma we
find the smallest (componentwise) point x(e,I) € RJ\JF/{O such that fm(x) = —e for m € I and
x* = E[X¥] for k € I°. Clearly, x(¢,I) € T(¢,I) and x(¢,I) < x for any other x € T(e, I)
(choose x as an upper bound in the construction).

In particular, x/(€, I) is non-decreasing. As it is bounded by E[X], we therefore know that
it is continuous for almost every € > 0. As moreover, E[ X" p(X - h(x(¢,I))/C)] is bounded and

increasing in €, we derive that for almost every € > 0 and arbitrary § > 0, we can find v > 0
small enough such that

E [me <X : h(é((e’l)))] <E [me <X : h(f((ce’— %I))H + 0.

As (e, 1) is strictly increasing for m € I and by the assumption of A™(x) being strictly
increasing in x™, we derive on {X" > 0} that

p(xvh@g—vJ»)gﬁ(X*h@ﬁJD>

and hence

g [somp (XAEEIDY]| < g [iom, (XAHEDN)) [ (XM

x )] 45

Choosing § arbitrarily small, we thus conclude that f™(x(e, I)) = ]?m(f((e, I))=—eformel.

Suppose now there was some x € Py\[0, x(¢,I)]. As Py C [0,E[X]] and by monotonicity of
f™, we could then find some m € I and x € Py such that x < x(e,I) and Y™ = x™ (e, I). This
on the other hand would imply f™(x) < f™(x(e,I)) = —e, which contradicts x € Py. We can

Qe
Qlx



112 Chapter 4. A Model for Fire Sales in Financial Networks

thus conclude that x* € Py C [0, x(e, )]
Consider now a certain L and let

I:={me[M]: X7 <E[X™]}.

Then for m € I, we have

since fg”(f( 1) = 0 by definition. Let now

€:= —maxfm(XL) > 0.
mel

By construction, X, € T'(e,I) and thus x; > x(¢,1) > x*. By Theorem we can thus
conclude that

n 1S > gr(xr) +o(1) > G(x*) + o(1)
and
Xz = XT +o(1) > (x*)™ +o(1). O

Proof of Corollary[{.277]. First, let v > 1. Then
f(x) = EIXT{Xh(x) = aX7}] = x <E[X1{h(x) = a}] —x = —x

for x small enough such that h(x) < a. Hence x* = 0 and g(x*) = P(Xh(x*) > aX7) = 0.
The system is hence resilient by Corollary [4.2.3]
Now assume that v < 1. Then for x small enough

X1 {X > <52X—”>1_17H “x
= (1 — Fy ((/j;x_l’)l;)) <:;><"’>1iw +/(ixy)ﬁ(1 — Fx(t))dt — x

2]
B—1p2 1—y
<B (7 ”) -
= 25_2 aX X

fx) <E

and liminfy,_o4 f(xX)x 1 <Ofory>1—v(8—2)ory=1—-v(8—2) and o > ps (BQ%)V.
This implies x* = 0 and hence resilience as above.
On the other hand, for y small enough also

1002 B (“) =

and hence x* >0fory<1—v(—2)ory=1—-v(f—2) and a < i1 <B1%)V. Then

gx) =P (X > <h((;*)>117> > By <h(;‘)>f_i >0

and the system is non-resilient by Corollary [4.2.6] O
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Proof of Corollary[{.2-8 Non-resilience for v < 1 — v(8 — 2) is trivial from Corollary
noting that the intermediate sales only make the system even less resilient.

So assume in the following that v > 1 —v(f8 — 2): First, let v > 1. Then for x small enough
(cf. the proof of Corollary it holds

f) <E [X (%)ql{Xh(x) <aX'} —x< E[)i]“gx”q - X

and by vq > 1, we derive x* = 0 and resilience of the system by Corollary
Now let v < 1. Using Biz'™# < 1 — Fx(x) < Box'=? for x > x¢, we derive

s < ()]
[ e e (2) 7 (1 () ™))

(522 0) (i) o

where £ > 0 accounts for the lower part of the integral from 0 to zo and B is chosen such that
Bzt B <1-— Fx(z) for all x > 0. For y small enough (cf. the proof of Corollary D it then

holds
e () ()

Fo0 < BAL (123 4 M)

— 1 N5 1+q(1—7) =\ (2 N\ 2 N\
<Bag (Gx) T + (8 =B) (G) T R () -
REEEATE +<22—6+q0—7) N T X

and by v(5—2)/(1 —~) > 1 as well as vq > 1, we derive that x* = 0 and the system is resilient

by Corollary O

Proof of Corollary[{.2-9. Let v € R} be defined by v™ := 6™ /u™. The functions f™, m € [M],

are given by
mem EmE[M] thm(X) _ Xm
ZmE[M} gmxm

f"(x)=E

and thus for x € Ry g we have

9m m

M (xv) = E[X"p"(X")] — X = E[X™] (1{x > 1} + x"""1{x < 1}) - XZ~

m

As x — 0,
—0™ /™, if g™ > v
liminf f™(xv)x ! = E[X™] — 0™ /u™, if ¢™ =v7 1,
x—0+
0, if ¢ < vl

In particular, both [1} and [2| imply liminf,_0+ f™(xv)x~! < 0 and since this holds for all
m € [M], we can conclude that x* = 0 and the system is resilient by Corollary O]






Chapter 5

An Integrated Model for Default
Contagion and Fire Sales in
Multi-type Financial Networks

In the previous chapters, we have studied different aspects of systemic risk focusing on the two
contagion channels default contagion respectively fire sales and particularly derived ways to
prevent large default cascades. Each single chapter, however, was devoted to the understanding
of specific phenomena and to ensure a concise presentation left out aspects covered in other
chapters. The aim of this chapter is now to propose and analyze in detail a model combining
the model features from Chapters [3| and [4] and by this obtain a more comprehensive picture
of systemic risk. In particular, we will integrate the fire sales channel of systemic risk and
the default contagion channel which allows us to better understand their interlocking in a
cascade of financial distress. As in the previous chapters we will derive results about the final
state of an initially distressed financial system, a characterization of resilience, and capital
requirements. Moreover, we demonstrate that default contagion and fire sales can significantly
amplify each other and that these amplification effects can even cause a system to become non-
resilient. In Section we describe the model and particularly emphasize the joint contagion
process of default contagion and fire sales. Next, we derive results about the final systemic
damage in Section and identify resilient and non-resilient system characteristics in Section
In Section we show that the combination of default contagion and fire sales can
have tremendous impact on the stability of the system and support this example by numerical
simulations. Moreover, we derive sufficient capital requirements to protect a financial system
against the joint effects of default contagion and fire sales. Finally, we give proofs for all our
results in Section (.5

My own contribution: This chapter presents an extended version of the model from [55].
Still many passages are adopted or slightly modified from there. [55] is joint work with Nils
Detering, Thilo Meyer-Brandis and Konstantinos Panagiotou. I was significantly involved in the
development of all parts of that paper and did most of the editorial work. In particular, I made
major contributions to the conceptualization of the model and the joint contagion process, as
well as Lemma Proposition Theorems [5.2.3], [5.3.2] and [5.3.5] Examples [5.4.1] and
Theorem and Lemmas [5.5.3| and [5.5.4] that were included in [55] for the special
case of the threshold model from Chapter 2| (i.e. R =T = 1) and for the final default fraction
rather than a general measure of systemic importance (i.e. S =1).
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5.1 An Integrated Model for the Financial System

In this section, we state our model for a financial system. It includes all the parameters we
need to investigate the interplay of the contagion channels fire sales and default contagion. We
assume that there are n € N financial institutions. We use the term financial institutions in
a wide sense. It may include banks, insurance companies, mutual funds, asset managers but
also non-financial institutions as for example corporations if they hold a large number of the
assets and would sell them in case of a decline in value. We denote the set of institutions by
[n] :={1,...,n}. Further we consider M € N assets. These are the assets institutions invest in
and that are considered relevant for potential fire sales. We denote by [M] := {1,..., M} the
set of these assets.

5.1.1 Model Parameters

Each institution ¢ € [n] has a set of parameters assigned:

1. The value of systemic importance s; € R o: It describes the potential damage that
a default of institution ¢ will cause for the global financial system or the wider economy.
See Chapter [2| for more details and possible choices for s;.

2. The initial capital parameter ¢; € Ry o := R} U {oo}: This parameter determines
the monetary buffer of institution ¢ against losses. For banks this is usually their equity
(assets minus liabilities) which is positive if the bank is solvent. For an asset manager it
could be the total value of assets managed. In the following, we refer to ¢; as capital for
simplicity.

3. The exogenous loss parameter /; € R, o: It models the impact of some external shock
on institution ¢. The specification of ¢; allows for a variety of stress tests for the financial
system, i.e. asset price shock, defaults of some institutions, etc. The actual magnitude of
£; will thus crucially depend on the stress testing and the business model of institution .
The actual new capital of institution ¢ after the shock is ¢; — ¢;.

4. The number 2" € R, o of shares institution i holds of asset m € [M]: As we are
only interested in the effect of sales, we consider only positive holdings. If an institution
i is shortening asset m, we set zi* = 0. So for each institution we can assign a vector
x; = (z},...,2M) e R]X[’O of asset holdings.

5. Direct exposures ¢;; € Ry o: In this section, we consider e;; to be the observed
(deterministic) exposure of j to i. If e; ; > 0, this means that institution ¢ owes a monetary
amount to institution j via for example a loan. In the next section, we will propose a
random model for {e; j}; jc[n using the ideas from Chapter

In Figure [5.1] we summarize the parameters assigned to each institution.

5.1.2 Fire Sales

We repeat the most important notions about fire sales from Chapter Fire sales are the
combination of asset sales and price impact. The exogenous losses ¢;, i € [n], possibly drive
some institutions into selling parts of their assets. This can be due to their own risk preference
or regulation that forces them to stay within certain risk bounds or leverage constraints. We
model these asset sales by a function p : R4 g — [0,1], which describes the fraction of assets
sold after an institution lost a certain fraction of its capital, i.e. i € [n] sells 2" p(A/¢;) of its
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asset m

price impact function h™

shares z" shares z7"
institution 2 institution j
. exposure e; j .
capital ¢; capital ¢;

exposure e; ;
exogenous loss /; exogenous loss ¢;

sale function p sale function p

Figure 5.1: Model parameters for institutions ¢ and j in the financial system as well as asset m

shares of asset m after it incurred losses of A. We refer to Chapter [4] for more details on the
specification of p. The setup can easily be extended to account for different sales behaviors
for different institutions. This is especially important if one goes beyond the banking network.
Then one has to reflect the fact that banks and insurance companies are regulated differently.
Also wealth managers will have a different sale function depending on their risk profile. For
the sake of notational simplicity we restrict ourselves to one sale function p here. We make the
following natural assumptions: the sale function p is non-decreasing, p(0) = 0 and p(u) = p(1)
for all u > 1. Moreover to simplify notation in the following, we choose p to be right-continuous
and denote by p(u) := lime_04+ p((1 — €)u) its left-continuous modification.

The sales will cause prices to go down as the assets are not perfectly liquid (the limit
order book has finite depth). To model the decline in the asset prices we use functions
hm Ri/{ o — [0, 1] which are non-decreasing and continuous in each coordinate. After ny™ eR o
shares of asset m have been sold, we assume that the share price of each asset m € [M] decreases
by h™(y), where y = (y',...,yM). Each institution i € [n] is further assumed to suffer losses
of x; - h(y) due to mark-to-market valuation of its portfolio, where h(y) = (h'(y),..., KM (y)).

There are two remarks in order: First, we pick y as the argument of h instead of the actual
vector of sold shares ny; this choice is purely conventional for any fixed n but will be convenient
for our results (also cf. Assumption . Second, as institutions start selling assets during
the contagion process they actually reduce their exposure to future price drops and x; - h(y)
merely functions as an upper bound on 7’s losses. In this sense, our model is conservative. In
particular, implementation costs for each trade are covered. Moreover, this assumption allows
for better analytic results in the following.

For a financial system without direct exposures, i.e. e; ; = 0 for all 4, j € [n], the contagion
process is then solely driven by rounds of alternating asset sales and price impact, i. e. fire sales.

Denoting by o) = (a(lk), o ,0%) the vector of sold shares in round k € Ng with o) = 0 we
then derive .
i+ xi-h(n tog_1)
i€[n] !

See Chapter [4] for results on the pure fire sales process.

5.1.3 Default Contagion

If on the other hand, we consider a financial system with x; = 0 for all i € [n], then contagion
completely proceeds via the direct exposure network. That is, if ¢; > ¢; and institution i € [n]
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is therefore initially defaulted, then each institution j € [n] suffers losses of e; ;. This possibly
causes further defaults in the system and so on. Note that this supposes a recovery rate of zero
which is a conservative yet reasonable assumption as the time horizon of the default contagion
process is short compared to the time the resolution of an insolvent institution takes and there
is a huge amount of uncertainty about the actual value of an insolvent institution immediately
after its default. One could easily implement other fixed recovery rates in our model.

Again we can consider the pure default contagion process in rounds analogue to Chapter [3]
Denoting D) C [n] the set of defaulted institutions in round k € No with D) = () we obtain

D(k) = {Z S [n] : Z €5 > ci — 61}7 k > 1’
JED)

and the contagion process ends after at most n — 1 rounds. In particular, D, := Dy, _;) consists
of all finally defaulted institutions and S, = Zz’eDn s; amounts to the total final systemic
damage caused by defaults. See [§, [54] and Chapter [3| for more results on the pure default
contagion process.

5.1.4 The Contagion Process

The focus of this chapter is on the understanding of the joint effects of fire sales and default
contagion. We therefore combine the two processes from above and again consider contagion in
rounds: Let D) = () and o) = 0. Moreover, for k > 1,

Dy = {Z el Y eize—li—mi-h(n o) }

JED(1—1)

and

Ok = Z Lip
i€[n]
Then Dy S Dy C--- C [n] and oo <oy < < Zie[n] x;. We can thus conclude that the
process converges as k — oo. Let then D,, := (J;.cy D) the set of finally defaulted institutions,
S, = Zz‘eDn s; their systemic importance and x,, := n~!limg_,00 o (1) the vector of finally sold
shares divided by n.
For continuous p, we derive the following result.

(Zjep(kl) €ii + Ez +x; - h (n_lo'(k_l))>

Ci

Lemma 5.1.1. Consider above contagion process for continuous p. Then Dy, C [n] and x, are
the smallest solution to

D= {z €l > ei>ci—li—a h(x)}, (5.1.1)

Jj€ED

‘= Z ip (ZJED i+l +x; - h(X)> . (5.12)

G

i€[n]
That is, if (D, %) also solves (5.1.1)) and (5.1.2), then D, C D and xn < X-

One particular consequence of Lemma is then that for continuous p we can alter the
contagion process in the following way. Let Dy = () and xo = 0. Repeat the following for k > 1
until Dy = D1 and Xk = Xk—1-
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(i) Let Dy, C [n] the smallest set such that

Dy, = {ie ]+ > e zci—&—mi~h(Xk_1)}.

J€E€Dg

(ii) Let xx be the smallest vector such that

. eii+li+x;-h
X = n-1 Z Tip (Z]GDk Js (Xk))

Ci

i€[n]
which exists by the Knaster-Tarski theorem.

That is, instead of considering fire sales and default contagion simultaneously, we first consider
a complete default contagion cascade, then a complete fire sales cascade and so on (compare
[113] for instance). This procedure ends after at most n steps in D,, and xy,.

For general (not necessarily continuous) p, clearly the process described by (i) and (ii) still
converges to the smallest solution D,, and ,, of and . By similar means as in the
proof of Lemma, it then holds that D,, C D,, as well as X, < X,

Furthermore, consider the following process with strict inequality in (i’) and p replaced by
its left-continuous modification p in (ii’): Let Do = 0 and %o = 0. Repeat the following for
k> 1 until Dy = Dy_q and Xk = Xk_1.

(") Let Dy, C [n] the smallest set such that

f)k = {Z S [n] : Z €ji > Ci — fz' —x; - h(f(k_l)}
JEDy,
(ii’) Let xx be the smallest vector such that

% -l Z - 5 <Zj€'f)k €ji + b+ ;- h(xk)>
k= %

Ci
i€[n]

which exists by the Knaster-Tarski theorem.

Again this process ends after at most n rounds in D,, and Xn- Moreover, by the same means as
in the proof of Lemma and since p is a lower bound on p, we then derive that 75” C D,
and Xn < Xn-

Finally, denote S’n = Zz‘eﬁn s;and S,, = Eiefn s;. Then altogether, we derive the following.

Proposition 5.1.2. For the set of finally defaulted institutions D,,, their total systemic impor-
tance S, and the vector x, of finally sold shares divided by n it holds

DpCDnCDn Sn<S<Sn,  Xn<Xn< X

The case that D, C D,, or Xn < X,, can happen if in the contagion process the sold shares
converge to a vector that would be large enough to cause new defaults or trigger further asset
sales but is actually never reached in finitely many steps. Then the process converges to a
non-equilibrium state. As for real financial systems the least possible number of sold shares in
each round is lower bounded by 1, this can actually never happen and for all practical purposes
the final set of defaulted institutions is given by D,,, their caused systemic damage by S,, and
the vector of finally sold shares is given by X,,.
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5.2 The Stochastic Model

In the previous section, we considered the combined contagion process of fire sales and default
contagion on any explicitly given financial system. In this section, we go one step further and
analyze a whole ensemble of systems simultaneously that share certain statistical characteristics.
This will ultimately allow us to understand which system structures promote global contagion
or contain it locally.

In a first step, we therefore replace the actual e;; from the previous section by a ran-
dom sample instead of using the actual observed edges/exposures. As in Chapter |3| we let
R € N the maximal exposure between two institutions and we define a probability measure P
on {0,..., R}Fl where E is the set of possible directed edges E := {(i,j) € [n]? : i # j}. This
approach has several advantages:

1. The network of exposures can change significantly on a microscopic level but as empirical
studies show, the global statistics are reasonably stable (see e.g. [45]).

2. Often only the aggregated exposures ) jeln] €i.j are available to the regulator. Since the
individual exposures are unknown it is thus advisable to use the information available
and consider probabilistic samples. Ideally one obtains results that hold for all possible
realizations.

3. A random network is analytically more tractable and provides more understanding of the
impact of the network characteristics on the combined fire sales and contagion process.

Our choice of P has to be such that the generated networks share the characteristic of the
observed financial network. The actual network is thus replaced by a random network that
looks very similar to the original network but has better analytic properties.

As in Chapter[3] we assume the global financial system to be composed of T € N subsystems
of different institution types. Then for each institution ¢ € [n] we replace the direct exposures

{€ij}jem) C Ry from Subsection by

5.(a) An institution-type «; € [T]: This parameter allocates institution ¢ to a certain
subsystem such as country or core/periphery.

5. (b) A vector of in-weights w; € Rf}ox 1. The in-weight w; " describes the tendency

of institution ¢ to be exposed to an institution of type a with an exposure of size r.
5.(c) A vector of out-weights w;" € R[f}ox 1, The out-weight w; " describes the ten-
dency of institutions of type a to be exposed to ¢ with an exposure of size r.

The occurrence of an edge of multiplicity r € [R] going from i to j is then modeled by a Bernoulli
random variable X/ ; with success probability

. 11 Ay —ra e,
mln{R I'n lwi rajwj e }, if 1 # 4,
0, ifi =4,

P = (5.2.1)

such that ZTG[R] X!, <1land X;lm s X;Zh for all 71,79 and (i1, j1) # (i2, j2)-

Now consider a collection of financial systems with varying size n. We want to ensure
that their statistical characteristics measured by means of the empirical distribution functions
stabilize as n — oo. Moreover, we want to prohibit that exposures or asset holdings condense

in one institution.
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Assumption 5.2.1 (Regular Vertex Sequence). Let M € N. For each n € N consider a system
with n institutions and M assets specified by the sequences w™(n) = (w; (n));g[n) of in-weights,
wt(n) = ('w;r(n))ie[n] of out-weights, x(n) = (xi(n))icm) of asset holdings, s(n) = (s:(n))ign]
of systemic importance values, c(n) = (ci(n))icp of capitals, £(n) = (£;(n))icpn of evogenous
losses and au(n) = (ai(n))ie[n) of institution types. Then the following shall hold:

(a) Convergence in distribution: For each n € N let the random empirical distribution
function of the system parameters be denoted by

Folw ,w", x,s,¢c/, a)

=n 1 Z H 1 {w;T’ﬂ < w_’r’ﬁ,w;_’r’ﬁ < w+’r’5}
i€[n] r€[R],BE(T)

X H 1{1::'n§$m}1{82'SS,CZ'SC,EiSE,OZiSQ},
me[M]

for w—,wt € RE}OX[T], x € Rﬂ‘r/{o, se€RLp, c€ERYt oo, L €Ry g and o € [T]. Let in the

following (W, ,W,F X, Sy, Cp, Ly, Ay) denote a random vector distributed according to
F,,. Then there exists a distribution function F' such that

Fo(w ,wh,z,s,¢la;x) = Flw ,w",x, s/l ax), asn— oo,

at all continuity points of F(w™,wt, x,s,¢,0) := Flw™,w",z,s,¢,{,a).

(b) Convergence of means: Denote by (W~ ,W* X S C,L,A) a random vector dis-
tributed according to the limiting distribution F'. Then as n — oo,

E[W, "% — E[W "% < 0o, E[W,™] = E[WT"% < oo, forallr € [R], ac|T],
E[S,] = E[S] < oo and E[X)'] - E[X™] < oo, forallm € [M].
Let V = [R] x [T]%. Define now for z € RKO and x € Ri/{o,
g(z.x):= Y E
BelT]

fr,a,ﬂ(z, X) =K

W) (Ym, YR C—L-X- h(x)) 1{A = 5}] — 2" (0, B) €V,

IMzx) = S E

BE[T]

where we abbreviate

V5= 3> W8 re R, felT),
€T

and for {gs}sec[r) C Ry and independent Qs ~ Poi(gs), s € [R],

w(QM‘-wQR;t)::P ZSXsZt s
s€[R]
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p <ZSE[R} SXS +€>
C

Let us give an intuitive explanation for the functions g, f™®# and f™ first. For this we consider
the special case R =T = 1 and start looking at the fire sales and the default contagion process
separately.

respectively

¢(QI>"'7qR;€7C) =FE

We start with the default contagion process. Heuristically, for an externally given vector
of asset sales x, the function fh1(.,x) describes (in the limit n — oo) the intensity of the
default contagion process over time. Here time refers to steps in a sequential analysis of the
process which leads to the same set of defaulted institutions. Let now z € [0, E[WW*]] denote the
total out-weight of finally defaulted banks divided by n. Then by the specification of p; ; for
any fixed bank ¢ € [n] the number of incoming edges (exposures) from finally defaulted banks
is given by a random variable Poi(w, —bi Z). Institution 7 is hence finally defaulted itself if and
only if Poi(w, S > — b — - h( ). Summing over all banks in the system we thus derive
the followmg identity:

z=n"'Y wl M {Poi(w;"'2) 2 ¢~ li—ai h(x)} R E[W e (WM 2 O~ L= X -h(x))].

1€[n]
and therefore f1'1!(z, x) = 0. Further, the damage by finally defaulted banks is then given by

nt Y sid {6+ Poi(w; M E) + @i h(x) > i} R B[Sp(W M, C— L— X - h(x))] = 9(z,x).
1€[n]

Hence if fire sales are ignored, meaning the initial capital is simply reduced by a fixed amount
accounting for some externally given sales vector 'y, then in order to get the final state of the
system we only need to determine the (first) root z of fL'31(. x) and plug it into g(-,x).

Let us now look at the fire sales system with an externally given contagion result. For
the case of one asset with label 1, fixing the sum of the out-weights of defaulted institutions,
divided by n to be z, then the loss institution ¢ receives due to the liabilities to defaulted banks
is described by the random quantity Poi(w;, —bl z) and, for continuous p, similarly as in the
derivation of Lemma [5.1.1] the number of ﬁnally sold shares y solves

o Z (Zi + Poi(w;’tz) + :chlhl(x)) R [Xlgb(W_’l’lZ;L i th(x)’c))} (5.2.2)

1€[n]

such that y is a root of f!(z,-). Moreover, the final systemic importance of defaulted institutions
divided by n is given by

n' Y sit{Poi(w;2) + 4+ 2{hN(X) > ¢} R E[SH(W M2, C - L— X'h(x))] = 9(2,%).
1€[n]
(5.2.3)
So the root y of f!(z,-) determines the end of the process and again g yields the damage by
defaulted institutions.

These heuristics show that the joint fire sales and default contagion process should come
to an end at a joint root of the functions f"*#, (r,a,B) € V, and f™,m € [M]. Under
some circumstances, however, if the distribution of (W=, W+ X S, C, L, A) has atoms and the
function p is discontinuous, also the functions f~®# and f™ might be discontinuous. Similar
as in the previous section, it is then in general not possible to determine the precise end state
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of the system. Still we will be able to derive lower bounds on the final default fraction and the
vector of finally sold shares. To this end, define lower semi-continuous modifications of g, f7®?8,
(r,a,8) € V, and f™, m & [M], by

.&(z7X) = Z E SIZ<Y1,ﬁ7"-7YR,,B;C_L_X ' h(X)) 1{‘4_5}])
Be(T]

froP(z,x) =E

e (Ym, o YrpC—L—X- h(x)> 1{A = B}] — 2P (r,a,B) €V,

fMzx) =Y E

BE[T]

Xm€2<yl,37"-7YR,5;L+X h(X),C) 1{A = B}] _Xma m e [M]u

where as before
}/7"76 = Z W—Jﬂ/zﬁﬁﬂ? re {R], ﬁ c [T],
Y€E[T]

and for {gs}se(r) € R4 0 and independent Qs ~ Poi(gs), s € [R],

o

w(QD"'v(JR;t)::]P) ZSXS>t )

s€[R]
respectively
olar,- . arilic) =E | (W)
for p(u) := lime04 p((1 — €)u). Further, let Py and Py the largest connected subsets of
j - m {(z,x) € RK,O X ]Rﬂ‘ﬁo : fr’o"ﬁ(z,x) > 0}
(r,a,B8)€V

N ﬂ {(z,x) € RK’O X RJKO : fm(z,x) >0}
me[M]

respectively

P:= (] {(zx) eRyxRY,: f"*(z,x) >0}
(T7a7ﬁ)ev

n () {(z.x) eRYxRY, : f™(z,x) >0}
me[M]

that contain (0,0) (note that f™*#(0,0) > ]?T’a’*@((),O) > 0 for all (r,a,3) € V as well as
f™(0) > f™(0) > 0 for all m € [M]y and thus 0 € P and 0 € P). We will later make use
of the fact that P and Py are clearly closed sets. Finally, define z* € RJ‘Z’O and x* € ]RJKO by

m

(z*)neB = SUD(2,x)€ Py 2" and (x*)™ = SUP(z,x)ep, X'+ Then the following holds:

Lemma 5.2.2. There exists a smallest joint root (2,x) of all the functions ]?’Wﬁ, (r,a,B) €V,

and fm, m € [M]. It holds (2,Xx) € ]%0. Further, (z*,x*) as defined above is a joint root of the
functions f18, f™ and (z*, x*) € Py.

The proof is analogue to the one of Lemma [4.1.4



124 Chapter 5. An Integrated Model for Default Contagion and Fire Sales in Multi-type Financial
Networks

We can then describe the final default fraction and the final number of sold shares asymp-
totically as n — oo in terms of (2, x) and (z*, x*).

Theorem 5.2.3. Consider a financial system that fulfills Assumption[5.2.1l Then for the final
systemic damage n=1S,, and X, the number of finally sold shares of asset m € [M] divided by
n, it holds
9(2,%) + 0p(1) <n718n < (2", X7) + 0p(1),
X" 4 op(1) < x" < (7)™ + op(1).

In particular, for the final price impact h™(xy) on asset m € [M] it holds
R™(x) +0p(1) < W™ (xn) < K™ (X") + 0p(1).

In most cases, (2,%) and (z*,x*) will coincide and g(2,%x) = g(z*,x*). Theorem then
describes the limits in probability of x, and n=1S,, for n — co.

5.3 Resilient and Non-resilient Systems

Our results from the previous section allow us to compute the final state of a system that was
initially hit by some exogenous shock starting a cascade of default contagion and fire sales. We
shall now go one step further and describe the vulnerability of an initially unshocked system to
small shocks. We achieve this goal by considering shocks L of different magnitude on the same
initially unshocked system described by (W~—, W+, X S, C, A). In the following, if we use the
notations g, g, z* and x* from Section we mean the unshocked system with L = 0.

Our notion of resilience extends the one for pure fire sales systems in Chapter ] and this
section heavily borrows from Section

5.3.1 Resilience

When it comes to regulation of a financial system, one desirable property is the capability
to absorb local shocks rather than amplify them through large parts of the system. In our
asymptotic model we can consider arbitrarily small shocks L and the following natural notion
of resilience emerges: when considering initial shocks L such that E[L/C] — 0, then a system
is called resilient if also the induced asymptotic final damage n_l‘S}L, 1 tends to 0.

Definition 5.3.1 (Resilience). A financial system (W~ , W+ X S C, A) is said to be resilient
if for each € > 0 there exists § > 0 such that for all L with E[L/C] < ¢ it holds n™1S,, , < e
with high probability.

While this definition (and Corollary below) is concerned with the final systemic damage
only, the following theorem also investigates the number of sold shares of the assets (and hence
the price impacts which also affect the wider economy) in the limit E[L/C] — 0.

Theorem 5.3.2. For each ¢ > 0 there exists 6 > 0 such that for all L with E[L/C] < 0 it
holds for the final damage by defaulted institutions n='S, 1 and the number nXy g, of finally
sold shares of each asset m € [M] in the shocked system that w. h. p.

n'Sur < g(z*,x*) +¢ and Xnr < (X)™ +e  me[M]
In particular, we derive the following resilience criterion.

Corollary 5.3.3 (Resilience Criterion). If g(z*,x*) = 0, then the system is resilient.
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It is thus sufficient for resilience if (z*, x*) = (0,0) or equivalently Py = {(0,0)}. If, however,
g9(z*,x*) = 0 while x* # 0, then Corollary still ensures that the final systemic damage
stays small and the system is resilient by Definition [5.3.1] while a large fraction of shares of
assets is sold due to fire sales as a reaction to small local shocks — see Theorem [5.3.5] below.

5.3.2 Non-resilience

We now aim at characterizing non-resilient systems. For this note that our fire sales model
is in itself a conservative model as for each institution ¢ € [n] the entire asset holdings x; are
exposed to the price impact h(xy). It therefore ignores intermediate sales at a more favorable
asset price level. We refer to Chapter [4] for more discussion on intermediate sales. The following
results still give a first indication of non-resilience for general financial systems.

We consider shocks of the form ¢; € {0,2¢;} such that P(L = 2C) > 0 and L/C is inde-
pendent of (W~ W* X S C,A). It may seem odd at first to choose ¢; = 2¢; (or any other
multiple strictly larger than 1) instead of ¢; = ¢; to express the default of institution ¢. The
reason is that in the proof of Theorem below we want to use Theorem [5.2.3| which only
considers the limiting random vector (W~ , W* X S C, L, A). It would then be possible that
L = C in the limit n — oo while L,, < C, almost surely for all n € N. This situation would
not be distinguishable from L,, = C, for all n € N and in order to derive meaningful results in
Theorem [5.3.5] we have to choose ¢; > ¢;. Since p(u) = p(u) = p(1) for all u > 1, this does not
affect the contagion process.

In contrast to Definition [5.3.1] of resilience, we call a financial system non-resilient if any
small shock causes a lower bounded linear damage by bankrupt institutions.

Definition 5.3.4 (Non-resilience). A financial system is said to be non-resilient if there exists
A > 0 such that n71S,, 1, > A w.h.p. for any L with the above listed properties.

The following theorem identifies lower bounds for the final default fraction and finally sold
shares.

Theorem 5.3.5. If the initial shock L satisfies above properties and h™(x) is strictly increasing
in X™ for all m € [M], then for any € > 0 it holds w. h. p. that

nilsn,L > g(2",x") —€ and X > (X)) — e

The assumption on h(x) is a rather mild one and is satisfied for all standard choices for price
impact functions such as linear price or log-linear price impact.

Corollary 5.3.6 (Non-resilience Criterion). If h™(x) is strictly increasing in x™ for allm € [M]
and g(z*,x*) > 0, then the system is non-resilient.

For most practical purposes Corollaries and hence fully determine whether a financial

system is resilient or non-resilient.

5.4 Applications & Simulations

In this section, we provide two applications of our theory. Example has a twofold purpose:
It demonstrates the joint impact of default contagion and fire sales. The model parameters are
chosen in such a way that the financial system would be resilient with respect to either one
of them but non-resilient with respect to their combination. Further, we provide simulations
for finite networks in this setting to confirm the applicability of our asymptotic results also for
reasonably sized financial systems. In Example [5.4.2] we derive sufficient capital requirements
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for very general combined financial systems of default contagion and fire sales. This extends
results from Chapter [2]for pure default contagion and from Chapter [4 for pure fire sales. Besides
certain global parameters that need to be determined by a regulating institution, these capital
requirements for each institution ¢ € [n] only depend on its asset holdings x; and its in-weights
w; """ which can be thought of as in-degrees (cf. Chapter. They are thus very transparent and
can be computed locally by the institutions themselves as they only depend on the institutions
own business decisions. Moreover, this prevents institutions from manipulating their own or
others’ capital requirements and serves as a fair allocation of risk in the financial system. For
simplicity we assume S = 1 throughout this section and hence consider the final default fraction
as the measure of systemic damage.

Example 5.4.1. Consider a financial system with R =T = M = 1. For simplicity we omit
superscripts throughout this example where appropriate. Let w; = wj = z; for each i € [n] and
W~ =W+ = X be Pareto distributed with density fx(r) = 22731{x > 1}. Further, let ¢; = 3.5
for each i € [n] and in particular C = 3.5. Finally assume h(x) = 1—e X and p(u) = 1{u > 1},
that is banks sell assets at default only.

Since ¢; > 3, the system without fire sales would then be resilient (see Theorem .
Also the pure fire sales system without loans would be resilient by Corollary since for

x < h1(3.5)

o0 _ 4 4 _
F(x) = E[X1{X >35/h(x)}] - x = / 207 e = x = h(x) = x = - (1—¢7%) —x
3.5/h(x)
and hence f'(0) = —3/7 < 0.
However, for the combined contagion system, we derive that

. Tz . 5z 4h(x) —_1= 32 B
1,1,1 p
1 =242 (Eif - _Ei- n T 4z T0 — (242
f (z,X) z< 1( 2h(x)> 1( 2h(X)>) - e X) 4 ze X (z )e

fi i72hz(x) c -z < _
3( e 2h(x)+1 +e #(z+1) ) 1{x <log2} — 2,

fl('zvX) = fo('zvX) +z2-X

where Ei(z) := ffoo t~Leldt denotes the exponential integral. In particular, f111(z, 2) = f(z, 2)

and
d 11 4 7 5
A CID 56—% te 2+ ?e_% +2 <Ei <—2> _Ei <—2>> ~ 0.2462 > 0.

Hence the directional derivatives of f%' and f! in direction (1,1) are both positive and thus
2* >0 and x* > 0. See Figure[5.9 for an illustration.

More precisely, we numerically determine (z*, x*) ~ (0.992,0.992) and since g(z,x) = 9(z, x)
s given by

glz,x) =1+ 22 <2Ei <—2§&)> —Ei (-2;&)> —Ei <—2h7(zx)>> —(z41)e?
2h(x) (2h(x) ) 4 22

Tz 5z z
— e 209 4 gzh(x)e_m + ) (e_m — e_z> 1{x <log2}

7

a lower bound on the final default fraction is asymptotically given by g(z*, x*) ~ 29.24%. The
combined system is thus non-resilient.
If we let each bank in the system initially default with probability p = 1%, then we can
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z

Figure 5.2: Plot of the root sets of the functions f%!1(z,x) (blue) and f!(z, x) (orange). Solid:
the unshocked functions. Dashed: the shocked functions. In grey the set P = Py

determine (2p, Xp) = (25, X;) =~ (1.028,1.028) as the unique joint root of the functions fo(z, X) =

2z x) = (1= p) P (2 x) +p(2 — 2) and f1(z,x) = fH(z,x) = (1 =) (2, %) +p(2 = X).-

Plugging it into gy(z,x) = gp(z,x) = (1 — p)g(z,x) + p yields an asymptotic final fraction of
31.32%.

To verify this result for finite systems, we performed 10° simulations on systems of sizes
between 10% and 10* (1000 simulations for every multiple of 100) as well as 10 simulations
on systems of sizes between 10° and 10° (1000 simulations for every multiple of 1000), where
we drew x; randomly according to the limiting distribution of X. Figure shows the mean
over all 1000 simulations as an orange curve. Additionally, 100 simulations for every system
size are depicted by blue dots. The theoretical final fraction of 31.32% is drawn as a red line.
While for small n only few simulations ended in a final default fraction significantly larger than
p = 1% and those which did were considerably higher than the theoretical value of 31.32%, as
n becomes larger, the average final fraction converges to 31.32% and the deviation around this
value becomes smaller and smaller. Already for n =~ 4,000 the simulated and the theoretical
results are considerably close.

Example 5.4.2 (Capital Requirements). In the previous example, we considered the case that
p(u) = 1{u > 1} with sales at default only. Intermediate sales will make the system less resilient,
and we shall consider such an example now. We choose p(u) = 1 A u? for some q > 0. We
consider one asset only and the parameter q could be understood as a measure for the banks’
confidence in the asset. Further, assume that the price impact is h(x) = ©(x"”) for small x and
v > q 1, i e there exist constants uyi, ps € (0,00) such that pu1x” < h(x) < pax” for x < xo
small enough. The generalization to multiple assets is straight forward in analogy to Corollary
7z

The distribution of asset holdings is assumed to have a power law tail in the sense that
1 — Fx(x) = ©(z'=#) for some B € (2,00), i. e. there exist constants By, By € (0,00) such that
Bzl P <1-— Fx(x) < Box' =B for x > g large enough.
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Figure 5.3: The simulation outcomes for systems as described in Example In blue single
outcomes, in orange the mean over all outcomes and in red the theoretical asymptotic final

fraction.

First assume that R = T = 1. Recall then from Theorem the sufficient (and nec-
essary) capital requirements for a pure default contagion model without fire sales: Assume
1— Fy+(w) < (w/Ki)l_Bi for constants K* € (0,00) and 8% > 2, and for w > wo € Ry.
That is, the tails of the distributions of W~ and W™ are at most of power B~ resp. 87. If we
let ve := 2+ g;j — B7 and ¢; = c(w; ) for each bank i € [n] with ¢ : Ry o — (1,00), then the
(pure default contagion) system is resilient if either v. < 0, 7. > 0 and liminf o w™ec(w) >

gi:;K‘*‘(K_)l_% =: a. or 7. = 0 and lim inf,,_, c(w) > a.+ 1. It thus makes sense to define

capital requirements c¥(w) = max{2, aw"} for some constants a > a. and y > Y.

Adding the capital requirements ¢ against direct contagion to the capital requirements
c™i(x) = Oz (where 0 > pE[X]) against fire sales (indirect contagion) found in Corollary
we thus get the combined capital requirement ¢; > c(w; ,x;) for each i € [n], where

c(w,r) = max{2, aw”} + Ox.

In fact, we can show that these capital requirements make the combined system resilient: By

Corollary [£.2.9 it holds
X q
F10,y) =E [Xmin{l, < ZSX)> H —x <0

for x > 0 small enough since C > 0X. Since f1(z,x) is continuous in z for fived x, we can then
choose z > 0 small enough such that still f1(z,x) < 0. Furthermore, it holds for x < h=1(0)
and z > 0 small enough that

fH(z ) <E WP (Poi(W™2) > max {2,a(W7)7})] -2 <0

by resilience of the pure default contagion system (see the proof of Theorem . By defi-
nition of (2*,x*) we can then conclude z* < z and x* < x. However, z and x can be chosen
arbitrarily small and thus z* = x* = 0. The combined system is then resilient by Corollary

5.3, 5.
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For the case of general R, T € N, we obtain sufficient capital requirements against default
contagion from Corollary[3.4.8. Thus for an institution i € [n] of type B € [T choose

, s w; TSP\
cgzr(v) = max {R +1, |Vlu (ZSE[R} Z“/G[T] i ) “ } ’

il

where v > IJCB and p > ,uf as defined in Section . By the same means as for the one-

dimensional case above, we then derive that
¢ > Cldw‘i‘ Cmd(.%'i)

is sufficient for resilience of the financial system. Again the generalization to multiple assets

(M > 2) is straightforward by Corollary[4.2.9

5.5 Proofs

5.5.1 Proofs for Section [5.1]
Proof of Lemmal[5.1.1 Clearly,

Dy = {z € [n] : Z €ji = ¢ — i — @ - h(n_la(k—n)}

JED(1—1)
- {Z € [n] : Z eji>ci— b —x;- h(Xn)}
Jj€D,
and thus

D, = U Dy € {l €[n] : Z €ji > ¢ — ¥ —a:i-h(xn)}.

keN JEDy,
On the other hand, if 7 € D,,, then there exists k; € N such that
0>c¢i—bi—xi-h(n o) — Z eji > ¢ — Ui — i h(Xn) — Z €j,i

J€D(1;) J€Dn

and thus

D,, C {z el D ezl —mi-h(xn)}.

J€Dn
That is, D,, and X, solve (5.1.1). Moreover, they solve (5.1.2) as
(ZjGD(k—l) eji+ b+ i - h(n_la(kl))>

Ci

—1 7. . —1
Xn=n"" lim o@) = lim n EE[ ]xzp
1<(n

Ci

i€[n]

where we used continuity of p and h and the fact that D) = Dy, for k large enough.
Now assume that D and ¥ also solve (5.1.1) and (5.1.2). Clearly Dy < D and o) < nx.
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Hence assume inductively that D) C D and o) < nx. Then

D(k+1) = {Z S [TL] : Z €ji >ci— Vb —x;- h(n_lo'(k))}

JE€D )

g{ie[n] : Zeﬂzci—&—wi-h(f{)}:f)

jeD
and
O (k+1) = Z Lip o
i€n] !
s eii+ 4+ i - h(X
<Y (Z : <X)) —nx

i€[n] Ci

In particular, D, = Upen Dy < D and Xn = n " imy o0 o) < X- O

5.5.2 Proofs for Section [5.2]

We first consider the special case, summarized in the following definition, where the weights,
asset holdings, capitals and exogenous losses take only finitely many different values.

Definition 5.5.1 (Finitary Regular Vertex Sequence). A regular vertex sequence (see Assump-
tion |5.2.1)) denoted by (w™(n), wt(n),z(n), s(n), c(n),£(n), a(n))nen is called finitary if there
exist J € N and a finite set {(@;,Qb;“,i’j,éj,éj, i)}ieln C R[ ] ] R[R}X[T] X RMO x Ry o x
R4 oo X Ry g such that for all n € N and i € [n], there ex1sts j= j(n i) € [J] such that

(w; ,w, xi, 81,0, ) = (w] ,w;“ ac],s],c],f ). Denote in the following

p)(n) =P(W,, =; W, =], X, =&, =5;,Cp =&, L = {;, Ay = B)
and
) = nl;ngopf( n)=PW~- =w; Wr=wl,X=2;,5=5,C=¢,L=0;,A=p).

We can then prove a version of Theorem for the finitary case:

Theorem 5.5.2. Consider a financial system described by a finitary regular vertex sequence.
Then for the final systemic damage n~'S, and x™, the number of finally sold shares of asset
m € [M] divided by n, it holds

(2 )A() + Op(l) 15 < g( ax*) + Op(l)a
" op(1) < X' < (XT)™ H op().
In particular, for the final price impact h™(xy) on asset m € [M] it holds
R™(x) +0p(1) < W™ (xn) < K™(X") + op(1).

The difficulty for this problem lies in the fact that the functions f"*# are discontinuous in
x. That is, there exist values for x (sold assets) at which a linear fraction of banks defaults.
However, ™ is discontinuous at (z, x) only if (¢; — £; — ;- h(x)) € N for some j € J and
there are hence only finitely many (possibly degenerated) hyperplanes of discontinuities.
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Proof. We start with the proof of the lower bounds. That is, for arbitrary ¢ > 0 we will show
that n71S, > n71S, > (1 — €)§(2, x) and x™ > ¢ > (1 — €)Y w. h.p. We therefore consider
the contagion process given by rounds (i’) and (ii’). That is, we first consider a cascade of
default contagion. Once this cascade has ended (after at most n — 1 steps) we start a cascade
of fire sales and so on.

In order to quantify the default contagion cascade we use Theorem That is, if we
denote by 21 € RK}O the smallest vector such that

E (Whrep | 3 sPoi | > W07 | >0 — L | 1{A=p}| =47
slR) velT)

for all (r,a, B) € V, then the systemic importance of finally defaulted banks is lower bounded
by

n Y E(SP{ Y sPoi| Y w0 ) >0 - L) 1{A =45}
Be(T) s€[R] vE[T]
w. h. p. for any fixed § > 0. In fact, by finitariness of the system we can find 8 > 0 small enough
such that

E[WHrep (> sPoi | Y W77 ) > 0~ L | 1{A = 8}
s€[R] Y€E[T]

=E |[WH P Y sPoi | Y W75 | > [C—L+6] | 1{A=p}
s€[R] ~Y€E[T]

(note that [C' — L + 6] is the weak limit of [C), — L,, + 6] again by finitariness) and we are thus
in the setting of Chapter 3] However, while Theorem [3.2.4] focuses on the systemic damage due
to defaulted banks only, here it is also important to keep track of all losses due to defaults. In
fact, the proof of Theorem [3.2.4| for finitary systems shows that the number qﬁ i of institutions
of class j and type § with a total edge weight from finally defaulted neighbors of at least k£ < ¢;
is lower bounded by

(1-— np]IF’ Zst ZQIJ_S%S"M >k

SE[R] ~v€E[T)

w. h.p. for § > 0. Since in this part of the proof we are interested in lower bounds, we assume

in the following that qfr_ A = (1- 5)np] ]P’(Zse[R] sPoi(Zve[T] 111_’577 As’ﬁ M) > [e - gj—l)v
g = (1= OmpP(S ey sPOI(Y ey @5 72777) = k) for 1 < k < [ — £;] — 1, and
qf’ 0= npf (n) — ,Lcj L 1 qf & W.-h.p. That is, we increase the losses due to default contagion.

Next, we want to use Theorem to quantify the impact of the round of fire sales. We
need to consider losses (and defaults in particular) due to the previous default contagion cascade.
That is, we need to add to the exogenous losses /; the edge weight from defaulted debtors of each
bank i € [n]. This leads to a new loss vector (f;) c[ns Note that we can set £} = 0; + [&; — ¢;] if
i is of type j and the total edge-weight k from finally defaulted debtors of i is larger or equal to
[¢; — gﬂ Denoting by L!, a random vector distributed according to the empirical distribution
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function of (E ) we thus derive that w.h.p.

i€[n]’
P(Wn—:@;,W;:wj,Xn:ij,snzgj,Cn_cj, =0+ k, Ay 5)
(1 —5)pf]P’ > serr SPot (2 e w; 772 567 > {Ej —; D if k= [CJ — I 1
=q@1- 5)1’51@ > selr) POl ( 2oer w5 5%8’67 = k) if1<k< [cj — éﬂ -1,

pl(n) — (1 - 8)plP (Zse[R} sPoi (ZVG[T] @ ”“857) > 1) ik =0.

For simplicity in the notation, we assume that from (jj’gj,gjjj) = (ik,ék,ék,gk) it follows
j =k (i.e. classes j and k are not distinguished by their in- and out-weights only) in the follow-
ing. Otherwise consider sums over classes with the same asset holdings, systemic importance,
capital and exogenous loss.

In particular, for the weak limit (X, S,C, L', A) of (X,,, S, Cy, L}, A,) and 0 < k < (Ej—gﬂ
it holds,

IP’(Xzﬁzj,S:§j,C:éj,L’:l7j+k,A:B) (1- 5p’BIP’<ZSP01<Zw 777A8»57> —k)

SE[R] ~vE[T]
Let now

) =E {Xmﬁ (L/“L)éh(")ﬂ o

the corresponding functions as in Chapter 4] and ¥ its smallest fixed point. Then

o

I3 () +x™

-y ¥ Z:ﬁ;"ﬁ( j+k+~”"j'h(")>P(X—ij,s—gj,c—ej,L/—ZjJrk,A—ﬁ)

Cj
Be[T] je[J] k20

>(1-6) ) #p <£ +k +ij h(X)) p]@p( 3 sPQi( > uvj’s’”éf’ﬁ”) = k:)
J

BElT)jelJ] k20 se[R] V€[]
= (1=8)(f/"(31.%) +

x™)

and f7'(x) > (1-0)f™ (21, %) —0xX™ > f™(21, x) —0E[X™]. In particular, lim infs_o4 f5*(x) >
f™(21,x) and by Lemma we derive that liminfs 0. x5 > X1, where X1 denotes the
smallest joint root of the functions f™(21,x), m € [M]o, for fixed z = 2.

We can hence choose § small enough such that the number of finally sold shares of asset m
is lower bounded by n(1 — €)x{* w.h.p. by Theorem Further, for

95(x) =E[S1{L' + X - h(x) > C}]
== ZSJZ (k>0 ho) P (X =2;,8=5,C =5, L' =+ k, A= 5)

Be[T]jelJ] k>0

Z Z 8 Z {k > — 0 — % h(X)}pr< Z sPoi( Z wj’mzf’W) — k)

Be[T] jelJ] k=0 s€(R] ~v€[T]
= (1=9)g(21,x)

and possibly further reducing &, we derive n='S, > /T — €ds(xs) > (1 — €)§(21,X1) w.h.p. So
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if (21, x1) = (2,X), then this finishes the proof of the lower bounds.

If (21,x1) # (2, X), then by construction of (2, x), 21 and X1 it must hold that x; < x and
21 < 29 < z, where 29 € RKO denotes the smallest vector such that for all (r,«, 8) € V,

E(Whrep | N sPoi | Y W57 | >0 - L- X h(xa) | 1{A = B}| = 7.
s€[R] ~Y€E|T)

The next step in the cascade process would now be the default contagion cascade from (i’)
starting from the state of the system after the fire sales cascade. Note, however, that (w.h.p.)
we can equivalently restart the whole cascade process if for the default contagion cascade we
choose capitals ¢; — ¢; — x; - h((1 — €)x1). If anything this reduces contagion effects which is
alright because we are interested in lower bounds.

By the finitariness of the system, if we choose € small enough, then 25 is also the smallest
solution of

E(WHrep | 3 sPoi | > W57 | > C—L— X -h((1—ex1) | 1{4 =8} =27
SE[R] YE[T]

and we can hence use Theorem to quantify the default contagion cascade. By exactly the
same means as above we can then translate the losses due to default contagion into exogenous
losses and investigate the fire sales process by Theorem and we derive that the vector of
finally sold shares is lower bounded by n(1 — €)x2 w.h.p., where X2 denotes the smallest joint

root of the functions fm(ig,x) for fixed z = 29, and n-1s, > (1 —€)g(22,Xx2) w.h.p.

Again, if (22, x2) = (2, X), then this finishes the proof of the lower bounds. Otherwise we
can continue on for ¢ > 3. Note, however, that 2 > 2; is only possible if x;—1 and x; are
separated by a hyperplane of discontinuity of f™*# for some (r,«, ) € V (and hence the fire
sales lead to further defaults in the system). However, as remarked earlier, there can only be
finitely many such hyperplanes for finitary systems. Hence by the procedure outlined above, we
will reach 2 in finitely many steps and hence the end results still hold w. h. p.

We can now turn to the second part of the proof. We consider the contagion process in
rounds (i) and (ii) to derive upper bounds on S,, and ;,,. Let (2(5), x(8))s>o be the constructing
sequence of (z*, x*) analogue to Remark Then note that by upper semi-continuity and
the discrete nature of f"*# we can find A > 0 such that f"*%(z,x(0)) = f*?(z, x*) for all
0<d<A, (rya,f) €V and z € RKO.

Fix now some 6 € (0,A) and consider the financial system with reduced capital values
ci—li—x;-h(x(9)) for each bank i € [n]. We only want to consider the default contagion process
in this new financial system and we are hence in the setting of Chapter 3| with limiting random
variables (W, W+ S [C — L — X - h(x(d))]*,A). Note that by finitariness the regularity
transfers. By the choice of 6 above, we derive that for z§ in this new financial system, it holds
z5; = z* and by Theorem we know that the final systemic damage in the new system is
upper bounded by

n > E|SP( > sPoi| > W) | >C—L—X-h(x(8)) | 1{A=B8}| +op(n).
Be(T] s€[R] YE[T]

(5.5.1)

The proof of Theorem actually shows that the number of banks of type 3 and class j

with at least an edge-weight of k from defaulted neighbors at the end of the default contagion
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process is upper bounded by

(1—|—enp5]P’ Zst Z:w_s’7 )| >k
SE[R] ~v€E[T]

w. h. p. for any fixed € > 0.
Similarly as in the first part of this proof (for the lower bounds) we can then construct a
fire sales system (as in Chapter 4f) with limiting random vector (X, S, C, L") such that

IP’(X:ij,S:§j,C:5j,L’:l7j+k,A:5)

— 1+l [ 3 sPoi [ S @z | =k, 0<k< [@» 0 — ;- h(x(é))-‘ ,

selR] vel1]
IP(X =%;,8=5,C=¢,L =0;+ {5]- — 0 — & -h(x(a))] A= 5)
|VEJ ZJ*ij'h(fé(é)) -1
= - > L+piP [ Y sPoi [ Y @t () | =k
k=0 se[R] velT]
L+ aplP [ S sPoi @) | > h - h(i(é))w
SE[R] vE[T]

which dominates the stochastic final state after the default contagion cascade w. h. p.

fm() =E [xmp <L+Xh<x>>] g

Let now

C

the corresponding functions for the fire sales system as in Chapter |4] and x the corresponding
value for x* in Chapter 4l Then for f(z,x) as in Section

flx) +x™
zzzj?p<€j+k+~xj.h(x)>P(X:ijjczéﬁy:gﬁk)
jEJ k>0 Cj
SZZZW(@M*?““X)) (L+epiP | Y sPoi Z b | Z g
BeE[T] j€T k>0 Cj oy i

=1 +e(f™(="x) +x™)

In particular, we can choose € > 0 small enough such that
F(x(8/2)) < (2", x(6/2)) + e(f™ (2%, x(5/2)) + X"(8/2)) < —6/2 + E[X™] <0,

where in the last inequality it was used that f™(z*,x(0/2)) < f™(2(6/2),x(6/2)) = —d/2.
We can hence conclude that x* < x(6/2) componentwise. By Theorem we thus derive
that the number of finally sold shares of asset m in the fire sales system (X, S,C, L’) is upper
bounded by n((x¥)™ +0(1)) < n(x™(6/2) +0o(1)) < nx™(J), where the last inequality holds for
n large enough since Y (§) > 0.

The idea for the rest of this proof is now to apply this upper bound on the number of finally
sold shares inductively in each step of the contagion process. Again we consider the contagion
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process with steps (i) and (ii). Then in iteration 1 < k < n — 1 we derive the smallest set
Dy, C [n] such that

Dr=Ki€n]: Z eji > ¢ — Ui — i - h(Xk—1)
JEDy

and the smallest vector xj such that

. eii+li+x;-h
Xk _ ’]’Lil Z :I},Lp (Z]GDk 75 (in)) '

Ci

In particular, since xo = 0 < X(6), we derive that D; C D%, where D% C [n] is the smallest set
such that

D =qien]: Y ei>ci—Lbi—xi-h(x()) (5.5.2)
jeD?
and hence x1 < x°, where x° denotes the smallest vector such that

. eii+¥l;+xi-h 4
X =0ty @ (ZJED§ z X )> . (5.5.3)

Ci

i€[n]

However, is exactly the cascade of default contagion with initial capitals given by
¢i — Ui —x; - h(x(9)), ¢ € [n], which we considered before and the subsequent cascade
of fire sales for which we showed that the vector of finally sold shares is upper bounded by
nx(6) w.h.p. We can then consider the second iteration and derive that w.h.p. Dy C D? and
x2 < x°. Inductively this shows that w.h.p. D C D% and x; < x° for each fixed k € N
(independent of n).

Now note that because of the finitariness of the system, the contagion process stops after
a bounded (independent of n) number of iterations. We have thus shown that also for the
final vector of sold shares x,, it holds x, < x(d) w.h.p. Letting 6 — 0 this proves the upper
bound on xy.

For the final systemic damage note that w.h.p. D,, C D° and hence n~1S, < n~1S%. But

nlS<E [SP[ Y sPoi| Y W) > C—L— X -h(%(0) || +o0p(1)
s€[R] velT]

= 9(2",x(9)) + 0p(1)

by (5.5.1). Using upper semi-continuity of g and letting 6 — 0 this finishes the proof. O

5.5.3 Proof of Theorem [5.2.3

In this section, we show how the validity of Theorem [5.5.2] can be extended to the case of
general (non-finitary) regular vertex sequences. The idea is the following: We will approximate
the given regular vertex sequence from below and from above by finitary vertex sequences and
couple the contagion processes in those system such that the final default fraction and the
number of sold shares is under- or overestimated by the finitary systems.

We will describe the finitary systems by their distribution functions {FkA}keN and {FP}ren
respectively in the following and we need to ensure that the functions g and f™, m € [M], are
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approximated close enough. To this end, consider the integrands

or— oo
hg(z,x;w™ ,w",x,s,¢,l,T)

::sZzp Zw*’l"yzl’ﬁ"y. Zw”"’z BVe—l— - h(x

BE[T] €T v€E[T]

h?a”@(zv X;w7)w+a Z,s, 67677—)

~Y€E[T) Y€E[T]

h;n(z7 X; w_7 w+7 x? 87 C’ /67 T)

=™ Z o Z w LAY Z w BB h(x

BE[T] v€ElT] v€E[T]

= wT" %Y Z wo B Z wo R BB e h(x ) 1{r =p}, (r,a,p) €V,
:I:

for (z,x,w ,wt,x,s,c,,7) € ]RK}O X RJKO X Doy, with w* =
Dy := (RE}OX [T])Q X R]_K &3 x [T] and where 1 and ¢ are as deﬁned in Sectlon Then

9(z,x) :/ hg(z,x;w_,w+,w,s,c,€, 7)dF(w™,w, x,s,¢c,(,7),
D
fr7a7/3(z7 X) = / h;,Chﬁ(z? X; w_7w+7$7 87 C7 E’ T)dF(w_7 w+7 w? S? C? E? T) - zr7a7/87 (T7 a? ﬂ) E ‘/7
Do
e = [ e e e s e @ e ) < 7 m e (M),

where F denotes the distribution function of (W~ , W+ X S, C, L, A) (note that the integrands
vanish for ¢ = oo and it is thus sufficient to integrate over D). We denote in the following

H:={hgyu [J {n}*}u U {h

(r,a,8)EV
and Z := [0,¢] x [0,n] € RY ; x RY, for (rof = EWTme1{A = B}], (r,a,B) € V, and
n™ =E[X™], m € [M]. If we further let

puple]

can— apt
g(zaX7w , W ,IB7S,C,€,T)

=s Z W Z w BB Z wo BT R e 1 — - h(x) | 1{r = 8},

Be[T) YE(T) YE[T]

07,70[”3 . -
h ™ (2, x; w ,wh x5, ¢, 0,7)

= w+’7"’a1; Z wo b WA Z w BB e g h(x) | {7 =8}, (r,a,B) €V,
v€(T] YE[T]

h?(z7 X; w_7 w+7 w? 87 c’ /67 T)

e — Z gb Z wol B Z w_’R’"’zR’B’V;l—I—m-h(x),c 1{r =B}, m € [M],

BeE[T] ~€[T) v€E[T]
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where @Z and qz are defined as in Section then it holds
9(z,%x) :/ I?Lg(z,x;'w_,'w+,:c,s,c,f,T)dF(w_,er,:L',s,c,f,T),
fqr’a’ﬂ(z,x) :/ fz?o"ﬁ(z,x;w*,wﬂ:c,s,c,& NdF(w™,wt, z,s,¢,0,7) — 2", (r,a,8) €V,

[e'e]

Pz x) = / (2 xiw™, w* @, s, 0,0, 7)AF(w wh @, s, 0,7) — X, m e [M].

Also denote H := {hg} UU .0 5 {P7""} U Umei, (R

For j € N, consider now discretizations

FA(wr wt @ ,0,07) = F (Uw—l wt] [jz] Lis) Lie) [3¢] T)
J Y ) i el * j Y j Y j ) j Y j ) j ) )
- .w_ .w+ . .S .C 'E

FP(w w' @, 5,0,07) = F <L7j | ij ! UjJ, Ujl Ujl L?J’T)’

where [-] and || shall be applied componentwise on the vectors jw™, jw™ and jz. In particular,
the distributions {FjA’B} converge to F. Choose now k € N, h € H and let for 0 < s < 2k?

JeN
the sets

Is(z,x) == {(w‘,w+,w,s,c,€,7) Chiz,x;w,wh s, ¢, 0, T) > %}

which are closed by upper semi-continuity of h. Further, let
2k2
7 — ot 1 — ot
hz,x;w ,w",x,s,¢,T):= —Zl{(w swhx,s,e,0,7) € Ii(2,x)}

2k =

such that in particular h — (2k)~! < h<h<kon RKO X R%O x Dy, with
Dy :={(w ,wh @ s,¢cl7): w <klw"<kl,w<kl,s<kc<k{l<k}.

By the Portmanteau theorem, we then know that for j > j; large enough it holds

- . 1
/ hde"B— / hdF < —

and hence

/ h(z,x;w_,w+,cc,s,c,é,T)dFjA’B—/ hiz,x;w ,w", x,s ¢, 7)dF <k ' (55.4)
Dy, Dy,

Completely analogue, but choosing

o

Ii(z,x) == {(w*,er,az,s,c,E,T) : ;L(z,x;w*,er,a:,s,c,E,T) > —},
we derive for h € H and J > jk (possibly increase ji) that

o

/ iL(z,x;w_,w+,m,s,c,£,7')d1:"]f4’3—/o ;L(z,x;w_,w+,m,s,c,€,7)dF2—k'_l, (5.5.5)
Dy Dy,
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where lo)k = {(w,wh,z,s,¢,0,7) : w < kl,bw" < kl,x < kl,s < k,c < k,{ < k}. We
denote F? =F ]*-2 and FkB =F Jf in the following.

—A,B . . . . . . .
Note that F,”" already describe discrete distributions approximating F' from below and
from above. To qualify as a distribution function of a finitary vertex sequence, however, only
finitely many atoms are allowed. For the lower bound, we thus choose

f?(w*/\k,w*/\k,:v/\k,s/\k:,c/\k,ﬁ/\kﬁ), if ¢ < o0,

A — -
Fi(w ,wh,x,s,¢0,71):=
else,

9

thus setting capital to oo for banks with in-weight, out-weight, asset holdings, capital or exoge-
nous losses larger than k. We call such banks large in the following. Banks with infinite capital
keep their capital. As banks with infinite capital cannot ever default or sell any asset shares
anyway we set their weights, asset holdings and losses all to zero. In particular, above choice
reduces contagion in the system even further and thus for all £ € N the final systemic damage
n~1(S{), is stochastically dominated by n~1S,,. The same holds for the number of finally sold
shares of the assets.

We now want to construct the upper bound distribution function FkB . That is, we need
to accumulate the contagious potential of all large banks to finitely many point masses. Thus
denote the fraction of large 5-banks in the system by

fy]f :—/ {7 = B}dF(w ,w, x,s,¢c,/,7),
DC

k

where D¢ := Do\ Dy, and

Bira 2(76)*1 cwT 1 {r = BHdF(w™,wt, x,s,¢,0,7) > 2k, if >0,
(@) =4 " g 5 (nep) eV,
2k, if v, =0,
Bm 2(75)_1 ch 2™1{1 = B}dF(w™,wt, x,s,¢,l,7) > 2k, if “Y;'f > 0,
(@)™ = k e B m € [M],
2k, if v, =0,
,ﬁ 2(76)71 sz 31{7’:,B}dF(wi,er,.’L‘,S,C,E,T) Z 2k7 lf 7][: > 07
5, =
F 2%k, if 42 = 0.

Similar as for the lower bound before, we now let F ,f be given by Ff on Djy. Moreover, let

F,f assign the remaining masses ’y,f to the points (0,@’2,5’5,?5,0,0,5). As we have left out

institutions with infinite capital thus far, finally let F; ,f assign masses P(C' = oo, A = f3) to the
point (0,0,0,0, 00,0, 3) for each € [T].

The construction above ensures that small banks are more contagious than in the original
system as their weights, asset holdings and losses are increased whereas their capitals are de-
creased. Moreover, all large banks are initially defaulted and their total number of shares held
of each asset m is given by

n Yy @)"(y +o(l) =2n / e AF (w”, wh, @, 5,0, 0,7)(1+ o(1))
BE[T] Dy
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which is larger than in the original system,

n/ 2dF (w,wh,x,s,¢,0,7)(1+ o(1)).
D

c
k

Finally, also the total r-out-weight of large 5-banks with respect to each type a € [T]
() (o +o() =2 [ whrerr = sdP(w  wh @ bor)(1+ o(1)
Dy
is increased by approximation F; ]f compared to the original system with

n/ . wh™1{r = B}dF (w ™, w",x,s,¢,0,7)(1 + o(1)).

Dy

Similar as in [54] for each r € [R] the number of r-edges from large banks to a specific small
bank in the approximating system thus stochastically dominates their analogue in the original
system and in particular this property transfers to the total direct exposure from large banks
by summing over all r € [R]. Altogether we derive the following result.

Lemma 5.5.3. Consider a reqular vertez sequence and let sequences {F{*}ren and {FP}ren be
constructed as above. Further let (S,?)n and (S,?)n be the total systemic importance of finally
defaulted institutions in the finitary approximating systems. Then it holds that

n! (S;:‘)n <n71S, <n7! (S,f)

n’

where = denotes stochastic domination. If further (X?’B)nm denotes the number of finally sold
shares of asset m divided by n, then it holds

m

() = = (k).

Denote

m
() e = [ W wh e s o)A w0 w e, 5,0, 67) - 4
analogue to g, f7*7, (r,a, 8) € V, and f™, m € [M]. Moreover, let 5};4,3’ (ff’B)r’a’ﬁa (fl:l’B)my

(2,’:’]3,5(?’3) and ((z*)?’B, (X*)‘,?’B) the analogues of ¢, foT’a"B, (r,a,B) €V, fm, m € [M], (2,%)
and (z*,x*). Then by Theorem we derive lower and upper bounds for the approximating
systems in terms of those quantities. The following lemma compares them to the original
quantities.

Lemma 5.5.4. It holds
liminf g5 (22, x1) > §(2,%)
k—o0
and
timsup gf’ (=), (X)) < g(="x");

k—o00

as well as limsupy,_, oo (X2)™ > X™ and lim infy_oo (X2)*)™ < (x*)™ for all m € [M].
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Proof. For heH , using (5.5.5)) we derive

/O;L(z,X;w_,er,a:,s,c,K,T)dF,f‘—/O ;L(z,x;w_,w+,a:,s,c,€,7)dF
Dy, Dy,

:/ l%(z,x;w_,wﬂ:c,s,c,E,T)dF]é—ﬂ h(z,x;w™ ,w",z,s,cl,7)dF
Dy,

o

Dy,
>k 150, ask— oo.

Moreover, ch sdF — 0, ch whh*dF — 0, (r,a) € [R] x [T)], and ch ™ dF — 0, m € [M], as
k k k

k — oo. In particular, it must then hold that ff)c ﬁL(Z, x;w ,wt x, s ¢l 7)dF — 0. Together
k
with

iz(z,x;w‘,wﬂw,s,c,é, 7')dF,;4 = / . ;L(z,x;w_,uﬁ,m, s,c, b, T)dF,? =o(1),

DyND¢

[}

Dy
we can then conclude that

o

/ ;L(z,X;w_,w+,w,s,c,£,7)dF,;4—/ h(z,x;w ,w",x,s,c{,7)dF > o(1). (5.5.6)
Do Doo
For {FP}ken, we further obtain

/ SdF]f(w_yw—’—’mas?C’Z?T) = Z Eg"}/’f,
Dg BelT]

/ w+,r,a1{7- — B}dFkB(w_’w+7$, S, 075,7') = (wg)r’a,y/f’
Di
/ AR (wo w5, e l1) = Y (@)™
Dy Be(T]

and as k — oo, by definition of 'y,f , 52, (ﬁg )" and (ff )™ all those terms vanish. In particular,

h(z,x;w_,'w+,:v,s,c,f,r)dF,f(w_,w+,m,S,C,K,T) —0, ask— o0
D¢
k

and by (5.5.4)

h(z,x;w ,w",x,s,cl 7)dFP — h(z,x;w™ ,wh,x,s ¢ 0,7)dF <o(l). (5.5.7)
Do Do

By (5.5.6) we can apply Lemma [4.4.2] (extend it by the z-dimensions) and thus derive that
liminfy o 2,;4 > %2 and liminfj_ oo )2,? > X, where (2,;4, 5(,?) denotes the smallest joint root of
the functions

(f,f)”’a’ﬂ(z, X) = / ;z}”(z,x; w,wh, z, s, ¢l T)dFkA('w_, wh x5, ¢, 0,7)— 2",

oo}

(f,f)m(z,x) = / ;L?(z,x;w‘,uﬁ,m,s,c,f,T)dF,f(w_,er,m,s,c,E,T) —x".
Do
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Now choose some § > 0 and k large enough such that (£{}, xi1) > (1—6)(2,x). Then by (5.5.6),
lim inf g (27, xi') > lim inf g7 (1 = 0)(2,%)) > §((1 = 9)(2, %))
—00 —00
and using lower semi-continuity of g, as § — 0,

lim inf §;' (2;?, X?) > g(2,X)-

k—o0

For the second statement apply a small additional shock to the system in the sense that each
solvent institution defaults with probability € > 0. Then the analogues of f™®# and f™ in the
shocked system are given by

J100 2,50 = (L= Q7 (2,x) + e(EIWH] = 275),
F(20 = (1= ™ (2 %) + e(ELX™] = x™).

Denote the analogues of (z*,x*) for these functions by (z*(e¢), x*(€)). Then using
for k large enough it holds (fZ)"*8(2*(e), x*(¢)) < fr*A(2*(e), x*(¢))/2 < 0, (r,a,B) €V,
and (fP)™(2*(e),x*(e)) < f™(z*(€),x*(€))/2 <0, m € [M]. Note that actually it is pos—
sible that f7®8(z*(e),x*(e)) = 0 resp. f™(z*(e),x*(e)) = 0 if E[W*’”"‘l{A = [} =
resp. E[X™] = 0. In this case, however, the corresponding coordlnates 278 resp. Y™
trivial and can be left out. Thus (2*)8 < 2*(e) and (x*)? < x*(e) componentwise and in

particular lim supj,_, (x2)*)™ < (x*)™ for all m € [M]. Using (5.5.7) again, we now obtain

limsup g7 ((z*)5, (X&) < limsup g7 (2*(€), x*(€)) < g(2*(€),x7(¢))

k—o0 k—o0

and as € — 0 using upper semi-continuity of g we can conclude that

limsup g¢ ((z*)2, (x")E) < 9(z*,x")- -

k—o0

We can then state the proof of the main theorem for general regular vertex sequences:

Proof of Theorem [5.2.5. For arbitrary € > 0 we can apply Lemma to derive
P(n 'Sy —g(2,x) < —€) <P (' (SF), — 3(2,%) < —¢).

Moreover, it holds i (24, x3') > §(2,%) — €/2 for k large enough by Lemma and then

P(n'Sy—§(2,%) < —¢) <P (n ' (S), — 9k (3 xk) < —¢/2) -
Theorem [5.5.2f now yields

P(n7'S, — g(2,%x) < —€¢) - 0, asn— oo,
and thus n1S,, > §(2, %) + op(1) as € > 0 was arbitrary. Similarly,
PO — 57 < —€) <P ((xi) — 3™ < —¢) <P ((x{) — (Gl)™ < —¢/2) =

as n — oo and hence x)I' > X™ + o, (1) for all m € [M].
In the same way, by Lemma [5.5.3

P(n7'S, —g(z*,x*) >¢€) <P (n_l (S;?)n —g(2",x") > ¢)



142 Chapter 5. An Integrated Model for Default Contagion and Fire Sales in Multi-type Financial
Networks

and hence for k large enough it holds g? ((2*)2, (x*)P) < g(z*,x*) + €/2 by Lemma m
Using Theorem [5.5.2| we thus conclude that

P (n_lsn —g(z",x") > e) <P (n_1 (S,?)n — gf((z*)kB, (x*)f) > 6/2) —0, asn— oo,
as well as

PO — ()™ > ) P () = ()™ > ) <P(0a)n = (0KDE)™ >¢/2) = 0. O

5.5.4 Proofs for Section 5.3l

We keep the notation g, f»®8, f™ z* x*, g, ]?’”’“’B, ng, 2z and x for the quantities from Section
[.2] for the unshocked system and add the index -7, to indicate the corresponding quantities and
functions in the system shocked by L.

Proof of Theorem[5.3.3 For arbitrary o > 0, we derive
1%(z,x)

=E [WHroP [ > sPoi | Y W17 | >C—L—-X-h(x) | 1{A = 8}| — "7
s€[R] Y€E[T]
<E[WH"1{L > aC}] — 2"*F

+E WP [ Y sPoi [ > WP > C(1—a) - X -h(x) | 1{A =5} .
SE[R] YE[T]

Using that E[L/C] < 0, we derive with Markov’s inequality that P(L > aC) < §/a and as
E[W "] < oo it thus holds that E[W"*1{L > aC}] < 7/3 for any arbitrary v > 0 if we
choose & > 0 small enough. Also the second summand in above inequality can be bounded by
Bz, x) +~ /3 if a is chosen small enough using the dominated convergence theorem.

Let now ((2(7),x(7)))y>0 C R‘LO X Rf’o be such that f"*#(z(y),x(y)) = —~ for all
(r,a, B) € V resp. f™(z(v), x(7)) = —v for all m € [M], which exists analogue to Remark [4.4.1]
(extending it by the z-coordinates). By the above result then fz’a’ﬂ(é(v),i(’y)) < —v/3<0
for 0 small enough. Similarly, one derives that f7"(2(v),x(v)) < —v/3 < 0 for ¢ small enough.
We can thus conclude that (27, x}) < (2(7), x(7)). However, by Remark [4.4.1 we further know
that (2(v),x(v)) — (2*,x*) and hence by upper semi-continuity of g and possibly further
decreasing ¢ it holds

G2, x3) < (2% x") + /3= /3 (5.5.8)
By similar means as for f7*# and f™ above, we also derive that g7,(z,x) < /34 g(z,x) for §
small enough. By Theorem [5.2.3| we can thus conclude that w. h. p.

n'Snp < gr(zi, x1) +€/3 < g(2L, xL) +2¢/3 < e.

Now let ¢ small enough such that also (x} )™ < (x*)™ + €/2. Applying Theorem we thus
derive that w.h. p.
Xomp < (XL)" +€/2< ()™ +e O
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Proof of Theorem [5.3.5, Define for ¢ > 0 and Iy C V resp. Iyy C [M] the set

T, )= () {zx) R <RY, : frof(z,x) < —¢}
(T7Q7B)EIV

NN {(z, X) € RY o x RY )+ 2502 > B[ H501{A = A}]}

(s.0.N€EIg
N ﬂ { zZ,X) 6R+0 ><]RJrO : fm(z,x) g—e}
meln
ﬂ(]{zxéﬂ&ﬂxR szmxﬂ}
kels,
where we denote I{, := V\Iy and I§, = [ \Iar. Moreover, denote by (2(e,I),x(e,I)) €
}RK’O X Rﬂ\r/{o the smallest vector such that f'” “B(2(e, 1), %x(e,I)) = —e for (r,a,B) € Iy and
25927 (e,I) = E[WHm21{A = B}] for (s,0,)) € I¢ resp. fm(z(e, I),x(e,I)) = —e for m € I
and X*(e,I) = E[X*] for k € I§;. The existence of such a vector is ensured analogue to

Lemma In particular, it then holds (2(e, I), x(e,I)) € T'(e, I) and by the construction of
(2(e, I), x(€,1)) analogue to Lemmal5.2.2| we obtain that (2(e, I), X (e, I)) < (2,x) for any other
(z,x) € T'(e, I)

In particular, this implies that (2(e, I), x(€,I)) is non-decreasing in € and thus continuous
for almost every € > 0. As moreover, the expressions f7®5(2(e, I),x(¢, 1)) + 27%B(e, I) and
fm™(z(e,I),x(e,I)) + X" (e, I) are bounded and increasing in €, we derive that for almost every
€ >0 and § > 0, we can choose v > 0 small enough such that

7P 56 1) X6 1)) + 20 6, 1) < [0 (e =, ), e — 7, 1)) + 278 e =, T) + 6
and
fm(’Az(E?I)aX(QI)) +>A<m(6’[) < fm('%(G _771)7X(€ _77[)) +>A(m(€ _77I> + 4.

If (r,a, B) € Iy, as 2(e, I) is strictly increasing, we derive that

Fref(z(e, 1), x(e, 1)) < 7P (2(e, 1), X (e, 1))
< frP(2(e =, 1), x(e =7, 1))+
< [P (z(e =, 1), x(e, 1) + 6
< frof(z(e, 1), x(e, 1)) + 0

and choosing § arbitrarily small we conclude that for almost every e > 0,

Frf (56, 1), x(e, 1) = frP (2(e, 1), x(6 1)) = —

Moreover, if m € I, then x™ (e, I) is strictly increasing and by the assumption of A™(x) being
strictly increasing in x™, we derive for ™ > 0 that

p(ﬁ—i—m-h(ﬁz(e—%l))) <3 <£+:c-h(>2(e,f))> .

C

Hence similarly as above, f™(z(e,I), x(e,1)) = J?m(i(e, I),x(e, 1)) = —
Let us now show that (z*, x*)
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some (z,X) € Py such that 2% > 27%8(¢ I) for some (r,a, 3) € V or x™ > x(e,I) for some
m € [M]. Then by Py C [0,¢] x [0,n], where ("% = E[W+"*1{A = 8}] and n™ = E[X"],
and monotonicity of the functions f™®# resp. f™ we would derive the existence of a point
Py 3 (2,%) < (2(e,1),x(¢,I)) such that either 278 = 21B(¢ I) for some (r,a,3) € Iy
or Y™ = YM(e,I) for some m € Ip;. But then fm%%(z,%x) < fmP(2(e, 1), x(e, 1)) = —e
resp. f™(z,x) < f™(2(e,I),x(€e,I)) = —e and thus a contradiction to (2,x) € Py. It must
therefore hold (z*,x*) < (2(¢,I), x(€,I)). Let now for given shock L,

Ing :={m e [M] : X7' <E[X™]} and Iy :={(r,a,p)eV : 22’“”8 <E[WT"*1{A = 8}].
If Iy = () and Iy = 0 the result is trivial, so assume that either Iyy # () or I; # 0. For m € Iy,
using f7"(2r,xr) = 0 we then derive

Fran, xp) = LLFLXL) — IP’I;)?;:?OC)KE[XW] — )

<0

and analogously f““?ﬂ(iL, xr) < 0 for (r,a, B) € Iy. For the choice

€:= —maX{ max  f"(27, %), max ng(%L,f(L)} >0

(r,a,B)ely mely

it then holds (27,xr) € T(¢,I) and further (27,x1) > (2(e,I),x(e,1)) > (2*,x*). We can
then apply Theorem [5.2.3| and conclude

'S > Gr(2r,X0) + 0p(1) > §(z*, x*) + 0p(1)

as well as
X = X1 +0p(1) > (X*)™ + 0p(1). O
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