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1 Introduction

Financial networks can be observed in almost all types of markets all over the world. An often
cited example is the Japanese economy (see McDonald, 1989; Suzuki, 2002), where the largest
stock-listed firms own a relatively large amount of shares of each other. This intertwining of the
firm’s equity is known as the Mochiai effect and arose after the Second World War, see McDonald
(1989) for more details. But not only in Northeast Asia such ownership structures can be
observed. Other countries in which similar cross-holdings are present are for example Germany
(Dorofeenko et al., 2008), Italy (Brioschi et al., 1989) and Norway (Bghren and Michalsen, 1994).

In a financial network, one party’s obligations are the other party’s claims, hence a strongly
connected network structure bears risks. In prone systems, a firm that gets into financial trou-
ble is a channel of contagion since a potential default of one firm may affect the other firms
creditworthiness as well due to interrelations in the firms’ balance sheets. Eisenberg and Noe
(2001) call this phenomenon cyclical interdependence and describe it as follows:

“A default by Firm A on its obligations to Firm B may lead B to default on its
obligations to C. A default by C may, in turn have a feedback effect on A.”

Even though the publication dates of the articles from the paragraph above are already some
years ago, the events in financial markets in recent years showed that financial cross-linkages have
become more important than ever. In the world financial crisis that started in 2007, mortgage
banks like Fannie Mae and Freddie Mac or the insurance agency AIG got into financial trouble
and had to be rescued by the US government to avoid a collapse of the financial system. These
bailouts brought to mind that, due to the financial interconnectedness of the companies all over
the world, a crisis in one region of the world may trigger financial crisis in other regions. One of
many conclusions of the almost breakdown was that modeling the firms’ credit risk by ignoring
the architecture of the network may lead to dangerous effects. It is therefore necessary to analyze
the financial network as a whole. This will help to avoid systemic crashes as the one in 2008
and to keep the associated social costs of a crisis, that can account for up to 300% of the gross
domestic product of a country (Boyd et al., 2005), up to a minimum.

Directly associated with the quantification of systemic risks in financial systems is the issue of
pricing debt and equity in financial networks since the price of the assets is the crucial information
when determining the resilience of a network. This leads to the analysis of credit risk, a field of
research that started with the pioneering work of Merton (1974). In the famous Merton model,
equity and debt value of a firm are interpreted as derivatives of the firm’s assets. If the asset
value falls below the nominal value of the outstanding debt of a firm, a default event occurs.
This approach has lead to many modifications and extensions of the original Merton model. All
these models are summarized under the conception structured models since they focus on the
financial structure of the firms to evaluate their borrowing capacity. For an overview of such
models, see for example Bingham and Kiesel (2004) and the references therein. In the works of
Crouhy et al. (2000) and Arora et al. (2005) structural models are compared to reduced-form
models who focus on modeling the firms’ default rates.

Though multi-firm models allow correlations of the firms assets utilizing multivariate distribu-



tions (cf. Kealhofer and Bohn, 2001) or some works, like Zhou (2001), take potential correlations
of asset values in their model into account, a weakness of many structural models is that cross-
holdings of the firms in debt and equity are ignored or at least not taken into account on a
structural level. Eisenberg and Noe (2001) were the first to structurally model financial systems
in which firms can hold each other’s financial obligations as assets under the assumption of
limited liability. The main difference between Eisenberg and Noe and the standard multi-firm
Merton model is that prices at maturity are not trivially determined since the value of one firm’s
equity or debt may depend on the value of the debt of any other firm in the system which is
vividly described by Shin (2008):

“The [...] value of my claim against A depends on A’s creditworthiness, and so
depends on the value of A’s claims against B, C, etc. However, B or C may have
a claim against me, and so we are back full circle. The task of valuing claims in a
financial system thus entails solving for a consistent set of prices [...].”

This cyclical characteristic described by Shin leads to the challenge of finding a pricing equi-
librium for equity and debt of the system members. Spoken mathematically, this is equivalent
to determine a fixed point of a certain mapping. In their article, Eisenberg and Noe (2001)
gave conditions under which only one equilibrium solution exists at maturity. Other works like
Suzuki (2002), Shin (2008) and Elsinger (2009) generalized the Eisenberg and Noe setup by
also including cross-holdings in the equities, and by allowing a seniority structure of the liabili-
ties. All these works have in common that they are also faced with the issue of finding a price
equilibrium.

While there exists a small but growing amount of research on the existence and the uniqueness
of price equilibria in systems with financial interconnectedness, the literature is still somewhat
inconsistent. This can, among others, be noticed by the fact that different authors define the
underlying financial system on differing ways. In some cases, this bears no conflict since models
with less general assumptions can easily be embedded into more general models. For instance,
the model of Eisenberg and Noe (2001) is a special case of Shin (2008), since in the former
model, only one priority level of debt is considered whereas in the latter model, more than one
debt priority is taken into account. In other cases, however, the authors derive contradictory
conditions that have to be valid for the existence of a uniquely determinable price equilibrium.
As an example may serve the articles of Suzuki (2002) or Gouriéroux et al. (2012) in which the
assumptions made on the ownership structure are not compatible with the assumptions of other
models such as the one of Eisenberg and Noe (2001). A possible explanation of this plethora
of assumptions could be that the authors are sometimes unaware of previous articles or at least
do not reference on former publications. Suzuki for example generalizes the model of Eisenberg
and Noe (2001), seemingly unbeknown to him. In turn, Suzuki’s work stays unmentioned in the
article of Gouriéroux et al. (2012) even though they use the same model and come to identical
conditions for the uniqueness of a pricing equilibrium.

Another aspect of the lack of uniformity in this research area concerns the procedures that
are applied to find the pricing equilibria. In the existing publications, the provided algorithms
mainly reflect the individual authors’ particular approach to the problem. Beside their results
concerning conditions to ensure that the pricing equilibrium is unique, Eisenberg and Noe (2001)
also provide a finite numerical algorithm to determine this solution. Other papers (Suzuki, 2002;
Elsinger, 2009; Gouriéroux et al., 2012; Fischer, 2014) treating more general models that allow
for equity cross-holdings, also present iterative procedures to find the equilibrium. The higher
generality, however, comes with the drawback that it cannot be ensured anymore that the



equilibrium price vector is reached in a finite number of iteration steps. Comparative studies of
the different methods seem to be absent from the existing literature. Furthermore, at present,
no numerical algorithm for the setup with cross-holdings of equity and one seniority class of
debt (Suzuki, 2002; Elsinger, 2009; Gouriéroux et al., 2012; Fischer, 2014) is known that reaches
the exact solution in a finite number of calculation steps.

This work therefore has several objects. In a preliminary step, we attempt to give a definition
of the financial system in its most general form in Chapter 2. This model, a system with cross-
holdings in both equity and debt with potentially more than one seniority level is referred to as
the standard model in the remainder of this work. We show that under a regularity condition
— the ownership matrices have to possess the Elsinger Property — the system has a uniquely
defined solution in the form of a payment equilibrium.

Chapter 3 is a survey of the existing articles on this field, not only concerning the historical
development of the models but also regarding definitions of financial systems deviating from
the standard model in Chapter 2. Possible variations are differing definitions of the exogenous
assets, the properties of the ownership matrices that describe the structure of cross-holdings or
the definition of the liabilities. We highlight how the differing models can be included into the
standard model and, if this is not possible, show the consequences on existence and uniqueness
results that follow from the distinct definitions. There are, however, some versions of financial
systems that can be embedded into the standard model but then violate the regularity conditions
that are required for the uniqueness of a payment equilibrium. This concerns financial systems
in which all obligations of the firms are completely owned by other members in the system
which contradicts the Elsinger Property. In order to demonstrate that such models still have
a unique solution, we need to claim a further condition on the standard model concerning the
size of the exogenous assets. Beside a short sketch how to prove this, we also present all further
important ideas of proofs for the existence and the uniqueness of a payment equilibrium. In
a last subsection of this chapter we briefly discuss some extensions of the standard model, in
particular systems in which default costs are included.

The main focus of this work is on the investigation of valuation algorithms to find the unique
pricing equilibrium. Based on the standard model in which only one seniority level is allowed,
we give in Chapter 4 an overview of already existing iteration procedures, the Picard and the
Elsinger Algorithm, examine their properties and introduce two possible starting vectors for the
iteration, a minimum and a maximum possible solution. Moreover, the ideas of Elsinger (2009)
and of Eisenberg and Noe (2001) are combined together into a new type of algorithm, called
Hybrid Algorithm for which we show that it minimizes the number of iteration steps to find a
solution. Even if the iteration number is minimized, the drawback of the mentioned methods
is that they in general do not reach the solution exactly and, hence, theoretically may need
infinitely many iteration steps. This is why we present a new class of finite algorithms that
are to able find the equilibrium in a finite number of iteration steps. The innovation of these
algorithms, the Trial-and-Error and the Sandwich Algorithm, is that the default set, the number
of firms in default for a current iterate, is taken into consideration as an additional information
for the search of the solution.

The means of both non-finite and finite algorithms are in Chapter 5 applied to financial
systems in which more than one debt priority level is present. It will turn out that the methods
also work well for such systems, i.e. the non-finite algorithms will converge to the equilibrium,
though potentially infinitely many iteration steps have to be conducted. Trial-and-Error and
Sandwich Algorithm can also be generalized for this framework with a slight adaption of the



default set to a default tuple since in these models in case of a firm’s default event, one has
to find out in which seniority class the default is exactly located. Nevertheless, we show that
the main result of Chapter 4, i.e. that the equilibrium is reached in a finite number of steps,
can be retained. At the end of this chapter, we additionally mention another algorithm, called
the Default Structure Algorithm that is based on the ideas of Elsinger (2009). The approach
here is a bit different to the finite algorithms but comes with the advantage that the algorithm
has a clear-defined upper bound of maximum iteration steps. The disadvantage is that the
finite character of the algorithm gets lost since non-finite methods have to be considered in the
substeps of the procedure. We generalize Elsinger’s method in more detail than in the original
work and additionally present a modification to improve the convergence speed of the procedure.

Except of the Default Structure Algorithm, all mentioned procedures above have in common
that they can start from two different directions when searching the payment equilibrium. One
possible starting point is the maximum possible solution, another initial iterate consists out of
the minimum possible payments. The issue of choosing the optimal one out of the two starting
points is addressed in Chapter 6. Based on the error estimates of the Picard Iteration established
by Banach (1922), we derive a decision rule that attempts to find the optimal starting point
for the Picard Algorithm. Further, we demonstrate that the transition of the decision rule to
the Elsinger and the Hybrid Algorithm is not innocuous since for these procedures the required
condition necessary for the utilization of the error estimates cannot be guaranteed in general.
However, the principle introduced for the Picard Algorithm can be applied even though in order
to determine an optimal initial iterate.

Chapter 7 contains a simulation study for a various selection of financial systems with one
priority class of debt. The objectives of the study are threefold. In a first part, we assess the
goodness of the decision rule from Chapter 6 and find that the number of needed iteration steps
is actually minimized when applying the decision rule on all three non-finite algorithms (Picard,
Elsinger, Hybrid). However, when taking the runtime of the procedures as an orientation,
checking the rule and deciding which initial iterate to take is unfortunately less efficient than
using either the upper or the lower starting point each time. Searching for an optimal lag value,
a parameter that is needed for the Trial-and-Error Algorithms, is the second part of the study.
The results reveal that the smallest possible lag value leads on the one hand to a minimization
of the computational effort. On the other hand, the number of additional performed iteration
steps, a consequence of small lag values, can be kept acceptable small. The last and most
important part entails the investigation of all possible calculation procedures concerning their
efficiency. It turns out that the Picard Iteration requires much less computational effort and
therefore is the most efficient iteration procedure. Moreover, we find that for financial system
of a small size, the Sandwich Algorithm is the most efficient algorithm class and that the higher
the number of firms in the system becomes, the more efficient becomes the class of non-finite
algorithms.

A summary of the results and an outlook of potential future research topics is given in Chap-
ter 8. Finally, a technical appendix follows with auxiliary results and tables that summarize
additional results of the simulation study in Chapter 7



2 Notation and Model Assumptions

2.1 Notation

Vectors are represented by bold small letters (e.g. x), matrices by bold capitals (e.g. M) and
a set is written in form of a calligraphic letter (e.g. Z). Moreover, a vector x € R" is always
assumed to be a column vector. The components of x = (x1,...,z,)" are written in regular
font. Sometimes a vector x depends on k£ > 1 other vectors yi,...,y; which is expressed as
x(y1,...,¥%). The i-th element of x(yi,...,yx) is addressed via z;(y1,...,y%). By 0, we
denote a (column) vector of length n that contains only zeros and 1,, stands for a vector of the
same length with value 1 in every entry. If two vectors u € R” and v € R" are composed to a
(column) vector of dimension 2n, we define for a better readability that

(u,v) := (uf,v')" € R™", (2.1)
which is also possible for k£ vectors uy,...,u; via
(o) = () () (2.2)

In some cases, (u,v) € R™ 2 represents a matrix of two vectors that are connected together
columnwise. However, no confusion about the dimension of (u, v) should arise from the context.
In this thesis, we will often make use of vectors R¥ € R™™+1) for instance as an iterate of a
certain iteration process. Note that this is the only time, a vector is denoted in capitals. For
any k > 0, we interpret R* as consisting m + 1 vectors r*™, ... r®! r*0 each of dimension n,
which is why we will express R* by

RF .= (rk’m7 rbm=t ,rk’l,rk’o), (2.3)

hence the first letter in the superscript on the right hand side of (2.3) always stands for the
iterate number & > 0 and the second letter labels the position of r*! in R* where I = 0,1,...,m.

In general, the entries of a matrix M € R™ " are denoted by M;;, ¢,7=1,...,n. When
multiplying a matrix M € R™*" with a vector x € R" of appropriate dimension and adding
another vector y € R", we obtain for the i-th entry of the resulting vector

n
(y + Mx); :=y; + Z Mijz;. (2.4)
j=1

The symbol I,, is used for the (n x n)-identity matrix and 0,,x,, stands for an (n x n)-matrix with
only zero entries. For two matrices M € R™*"™ and N € R"*" we write M > N if M;; > N;; for
alli,j € {1,...,n} and M > N if M;; > N;; for at least one pair (4, j). For two vectors u,v € R”
the definition of u > v and u > v is analogous to the conventions for matrices. A matrix
M € R™™™ with M;; > 0 for all 4,j € {1,...,n} is said to be left substochastic if > | M;; <1
for all j € {1,...,n}. The matrix is called strictly left substochastic if > | M;; < 1 for all
Jj€{L,...,n} and fully left stochastic if Y ;| M;; =1 for all j € {1,...,n}.



For a vector u = (uq,...,u,)" € R", the expression diag(u < 0,,) stands for an (nxn)-diagonal
matrix where the i-th entry on the diagonal is 1 if u; < 0 and 0 otherwise, i.e.

1, fori=j and u; <0,
diag(u < 0,,) == ot = and i = (2.5)
0, else.
The commonly used norm in this thesis is the /!-norm on R" defined as
n
x| = [lx[ly = |ai| for x € R™ (2.6)
i=1
The corresponding norm for a left substochastic matrix M € R™*"™ is given by
n n
M} = [[M][y = fax IMx||y = mfxz | Mij| = mj‘q\XZMz‘j <1 (2.7)
X|l=

i=1 =1

meaning that |[M]| is the maximum of the column sums. One can easily show that ||Mx| <
[M]]||x|| as well as |[M + N|| < ||[M]| + ||N]| for N € R™*".

Finally, if in a sum the counter at start is higher than in the end, the sum is set to zero,
e >,z :=0for x € R". All operations, such as the minimum, min{-}, the maximum,
max{-}, or the positive part (-)* are applied element-wise to vectors and matrices. All numbers
in the numerical examples during the thesis are rounded to four decimal places, unless otherwise
stated.

2.2 Model Assumptions

We consider a system of n financial entities, and denote N := {1,...,n}. In the following these
entities are simply called firms. Each firm owns exogenous assets, that are defined in the next
step.

Definition 2.1. Let a; > 0 denote the market value at maturity of the exogenous assets held by
firm . As the name implies, these assets are priced outside the considered system in the sense
that the capital structure of the n firms has no influence on the pricing mechanism of such an
asset. By a = (a1,...,a,)" € (R})" we denote the (column) vector of the exogenous assets.

Moreover, we assume that the firms have m > 1 outstanding liabilities with nominal values at
maturity of d',...,d™ € R” meaning that d;? is the value of firm j’s k-th liability. Suppose that
the liabilities are arranged according to their priority in case of a liquidation event. That means
that d™ is the liability with the highest priority, paid first and d! has the lowest priority and is
paid at last. The number k (1 < k < m) is often referred to as the seniority/priority level/class.
To take the interconnectedness of the firms into account, we allow that each firm can own a
fraction of the liabilities of the other firms. Beside the liabilities, we also allow for cross-holdings
in the equity of the firms. To formalize these possible cross-holdings, we use ownership matrices.

Definition 2.2. The left substochastic matrix M* € R™*™ k = 1,...,m, in which the entry
0< MZ; < 1 denotes the fraction that firm ¢ owns from the k-th priority level liability of firm j
is called debt ownership matriz for the k-th priority or seniority level. Since no firm is allowed to
hold obligations to itself, we assume M = 0 for all i € A" and all priority levels k € {1,...,m}.
Moreover, let M? € R™" be the ownership matrix of the equity which means that firm i owns
a fraction of 0 < Mioj <1 of firm j’s equity.



Note that there is no common convention in literature how to define the diagonal entries of
the ownership matrices. In some works (Elsinger, 2009), the diagonal entries of M¥ are for
k=1,...,m assumed to be zero and the diagonal entries of M? are allowed to be larger than
zero. That means it is allowed that firm 4 holds its own shares but not its own debt. On the
other hand there exists articles (Awiszus and Weber, 2015) in which Milz =0forallk=0,...,m
has to hold. We refer to the model assumptions in Elsinger (2009) which is why we allow Mg >0
for all i € N. However, from a mathematical point of view, the restriction that the diagonal
entries have to be zero in all ownership matrices is not necessary since all following results in
this thesis also hold if the firms own some part of their shares or liabilities.

All available information that was defined above is in the sequel of this work sometimes
referred to as the financial system.

Definition 2.3. A financial system is given by the tuple F = (a,M,d) where M =
(M™, ..., M! M) e R™®(m+D) contains the ownership matrices for the m seniority levels
and the equity ownership matrix and d = (d™,...,d') € R™*™ represents the nominal values
of the outstanding debt for each seniority level.

Associated with the m liability vectors we consider m recovery claim vectors r* € (Ra“ 'k =
1,...,m. The recovery claim vectors represent the actual payments of the firms at maturity, i.e.
in general we have r* < d* since default risk is present. For a given ownership fraction Mikj, the
value of the debt claim that firm ¢ has to firm j in the k-th seniority level is given by MZ-’;T;-“.
The total value of firm 7’s debt claims against the other members of the system is Z?’:l Mi’;r;‘?
for the corresponding seniority class k. Denote by r’ € R” the equity values of the n firms. The
notation is in accordance with the fact that equity can be interpreted as the liability with the
lowest priority level — the residual liability. The total value of claims of firm ¢ against all other

firms in the system is therefore given by the i-th entry of

m

> M, (2.8)

k=0

The sum in (2.8) represents the incoming payments on the asset side of the firms’ balance sheet
stemming from cross-holdings. Since these assets are not exogenously priced such as a, but
within the system, we will sometimes use the expression endogenous assets.

At this stage, note that in our framework we assume that the entries of d™, ..., d! are constant.

Since it is assumed that the exogenous assets’ prices are given by the constant vector a, the
main result of Theorem 2.7 about the uniqueness and the existence of a payment vector also
holds if the d* (1 < k < m) depend on a, i.e. if d* = d*(a). However, for the remainder, we
will write d* for convenience. This definition of the liability vectors allows the interpretation
that the liabilities are simple loans or zero coupon bonds since they are not derivatives that can
depend on the other assets within the system. The case of constant liabilities is used in most
existing publications in this field, whereas the more general case in which the d* can depend on
the endogenous assets and on their own recovery values r*, is also treated in the literature (see
Fischer, 2014). An example for such a system is given in Section 3.2.2.

The basic assumption for the model is that the outstanding liabilities of a higher priority level
have to be paid completely before any lower ranked liability can be paid back. Equity is treated
as the most junior class of liability. This convention is known as the Absolute Priority Rule.
Hence, the equity value r? of firm ¢ can only be strictly positive if firm 7 can fully satisfy all



of its obligees. The Absolute Priority Rule immediately leads to the following liquidation value
equations for the recovery claims and the equities (cf. Fischer, 2014):

m
' = min{dm, a—I—ZMk-rk} (2.9)

k=0
+
) ) m m
/o= min{d’/, (a+) MF.rfo N d (0<j<m) (2.10)
k=0 k=j+1
m m +
0 = <a+ZM’“.rk—de> : (2.11)
k=0 k=1

A solution for the liquidation equations in (2.9) — (2.11) is therefore the fixed point of the
mapping @ : (R — (RF)""+D) | where

r’” min{d™, a+ Y ,MF.rk}
rm-1 min{d™ !, (a+ Y L, MF . r¥ —dm)*t}

d — . (2.12)
r:; min{d', (a+ Y, M* e -3, d)TY

(a+ Y pgMF ek -3 db)t

Note that we consider ® only on (Rar)”(m“). This restriction is justifiable since it is guaranteed
that every vector R = (r™,...,r") for which the liquidation equations in (2.9) — (2.11) hold is
non-negative, see Fischer (2014) for a proof which can easily be adjusted for the case with own-
ership matrices, for which the Elsinger Property (see Definition 2.5) holds. We will sometimes
refer to a fixed point of ® as a solution of the financial system F. A crucial property of the
mapping ® we will make use of is the monotonicity with regard to the recovery claims.

Lemma 2.4. For k = 0,...,m, let the ownership structure of the system be described by left
substochastic ownership matrices MF € R™ ™. If for R' = (rl’m, .. .,rl’o) € (]R(J{)"(m“) and
R? = (r*™,...,r?0) € (R we have that R < R?, then ®(R') < ®(R?).

Proof. Since the M* are all ownership matrices, we get that

m m
> MFR <y MR (2.13)
k=0 k=0

The claim follows immediately from Equation (2.12). O

We are interested in finding the fixed points of @, that means the solutions of the financial
system F. Without further constraints it is possible that there exist several solutions of F. To
ensure that the solution is unique, we have to require a certain condition for the form of the
ownership matrices.

Definition 2.5. An ownership matrix M € R™*™ possesses the Elsinger Property if there exists
no subset J C N such that
Y My=1 foralljeJ. (2.14)
ieJ



The name of this property is chosen because Elsinger (2009) is, by the best knowledge of
the author, the first one to use this assumption in the context of ownership matrices and the
valuation under systemic risk. For our model, we demand that the considered ownership matrices
have this property.

Assumption 2.6. The Elsinger Property holds for all ownership matrices M* with 0 < k < m.

Note that the fact that M* having the Elsinger Property is equivalent with the existence of
(I, — M*¥)~1, as shown by Elsinger (2009). Moreover, Assumption 2.6 ensures that there is only
one fixed point of ®, as the following theorem shows. A proof of the Theorem 2.7 is given in
the Appendix in Section A, and basically relies on the proof in Hain and Fischer (2015). In a
similar form, the proof can also be found in Fischer (2015).

Theorem 2.7. Under Assumption 2.6, the fized point of the mapping ® is unique and non-
negative for an arbitrary financial system F = (a, M, d).

In the sequel, we assume that Assumption 2.6 holds so that F has only one solution denoted
by R* € (RJ)"™+1) defined as

rem r*m
rrm—1 rom—1

R = | 0| = B(R"). (2.15)
.I‘*’O I‘*’O

Remark 2.8. Note that the assumption that a > 0 is not necessary for the validity of Theorem
2.7. In the more general case of a € R” the first n components of the liquidation equations in
(2.9) have to be modified to

m +
r'"" = min {dm, (a + ZMkrk> } (2.16)

k=0

and therefore the mapping ® in (2.12) as well. However, this does not affect the uniqueness of
the solution R*, as shown in Elsinger (2009). See also Section 3.2.1 for more details on the case
of negative exogenous asset values.

At the end of this section, we present two assertions that will become useful in the remainder
of this work.

Lemma 2.9. Let R* = (r*™, ... r*") the a fived point of the mapping ®. Then it holds for
the equity components that

m

m m + m
r*,() — (a + Z Mkr*,k _ Z dk‘) —a+ Z Mkr*’k _ Z I‘*’k. (217)
k=0 k=1 k=0

k=1

Proof. We check Equation (2.17) component-wise for a firm ¢ € A/. The firm i is either in default
or solvent under R*. If it is in default in seniority level k& (k =1,...,m), i.e. 7';-‘ kL df“ and

r k< df , it follows for the recovery value in seniority level k& that

m m + m m
riF = min { d¥, (a—l—Zer*’l— > dl) = (a—i—Zer*’l— > dl> . (218)
1=0 i 1=0 i

I=k+1 I=k+1



Since 7' = d! for m > 1> k and ' = 0 for 0 <1 < k, this yields to

m m m m +
(a + Z Mipsl — Z r*’l> = <a + Z Mip*t — Z d — r*’k>
1=0 =1 1=0 ;

I=k+1 ;
=0 (2.19)

m m +
= (a—i—Zer*’l - Zdl> :
=0 =1 i

Aggregating this for all n firms leads to (2.17). For a solvent firm, it holds that r; = d¥ for all
1 < k < m and there is nothing to show. O

)

Lemma 2.10. Let r°(r™,...,r') € (]Rar)” be the equity vector for the corresponding debt
payments r'™, ..., r! such that

m m +
(™, .1t = <a+ ZMkrk + M%) — de> . (2.20)

k=1 k=1
Then r°(r™, ... v1) is in increasing in (r™, ..., r1).
Proof. See Fischer (2015, Lemma 10.3) for a proof. O

In the remainder of this work, we will use a financial system F for which the components
fulfill the following conditions:

1. Potentially several seniority classes are allowed: m > 1.

2. Exogenous asset values can only take non-negative values: a € (R(J)r)".
3. All m + 1 ownership matrices possess the Elsinger Property.

4. The liability vectors d™,...,d! are assumed to be constant.

This model is in this work also referred to as the standard model of a financial system. In this
thesis, the standard model is considered unless otherwise stated. In Chapter 3, we will discuss
in more detail possible modifications of the model components and consequences for existence
and uniqueness results arising thereby.
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3 Literature Review

In recent years, a substantial growth in research interest in the topic of systemic financial risk
could be observed which can be deduced primarily from a continuously increasing number of
publications in this research area. Since it is still a relatively young discipline, the works and
articles to this subject seem to be a bit inconsistent yet. One indication for this conclusion is the
fact that the nomenclature to describe the single components of the model differs from article
to article. Take on the one hand the expressions used to describe the members of such a system.
For instance, the range of names lasts from “nodes” (Eisenberg and Noe, 2001), “agents” or
“investors” (Shin, 2008), “banks” or “institutions” (Gouriéroux et al., 2012) to “organizations”
(Elliott et al., 2014) to mention a just few. In a similar manner, this also holds for the other
model components like the exogenous assets, see also Section 3.2.1. On the other hand, even
the postulated assumptions on the investigated models are not uniformly made in the sense that
various regularity conditions are used for the single components like the assets or the ownership
matrices. A consequence of this plethora of assumptions are differing results on existence and, in
particular, on uniqueness of potential equilibrium solutions of the considered financial systems.

Beside such inconsistencies concerning the naming, it is also observable that some works focus
on the same topics without referring to one another. An example is the work of Suzuki (2002)
that can be interpreted as some kind of generalization of the model of Eisenberg and Noe (2001).
However, no mention of Eisenberg and Noe’s ideas can be found in the article. On the other side,
it seems that other authors like Shin (2008) and Elsinger (2009), who both develop essential
contributions regarding existence and uniqueness results for more general financial systems, were
unaware of the insights of Suzuki. Some publications also obtain very similar or even identical
results without citing each other. The article of Gouriéroux et al. (2012) uses identical model
assumptions as Suzuki (2002) in his article (cf. Table 3.1 for details) yielding the same results
about existence and uniqueness. In Demange (2011), a sensitivity analysis of the financial system
is conducted similar to the one in Liu and Staum (2010) without mentioning these results. A
last example is the work of Ren et al. (2014) which basically contains the same existence and
uniqueness results of Demange (2011) but lacks a cross-reference.

With that background in mind, this chapter is an attempt to survey and unify the existing
literature on systemic risk. We start with a short chronological documentation of the model
development in this area by listing important articles and their results in Section 3.1. A similarity
in all works is that the components of the financial system are the same, namely the exogenous
assets, the liabilities and the ownership matrices. The specific definition of the components,
however, differs from study to study. In Section 3.2 we therefore will for each component
compare differing definitions and try to show how they can be unified in a general framework.
The main question for financial models of this type is whether there exists a single solution
of the financial system in the form of a payment equilibrium and, if so, which conditions have
to be fulfilled for this purpose. Based on different existing model assumptions, the authors
came to individual conclusions on model assumptions for uniqueness. It will turn out that these
conditions can be summarized into several regularity conditions presented in Section 3.3. All
existing works can be incorporated into these conditions for which existence and uniqueness
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results can be stated. Section 3.4 shortly mentions some possible extensions of the standard
model.

Note that we do not claim to give a complete overview of all existing articles in this field since
this would go far beyond the scope of this work. The primary goal is rather to highlight that the
existing model assumptions can be sorted into several regularity conditions and that for each
condition a separate uniqueness proof can be given. Our hope is that these efforts will bring
some order into the widespread literature and avoid unnecessary effort in further research.

3.1 Evolution of Literature

The work of Eisenberg and Noe (2001) is widely accepted to be the starting point in systemic
financial risk and probably one of the most cited papers in this research area. The main result
of it is that under some specific conditions — the financial system has to be “regular” — there
exists exactly one solution for systems with one seniority and no cross-holdings in equity (m = 1,
M = 0,,x,,). Moreover, the authors present an elegant algorithm ( “fictitious default algorithm”)
that is able to find the solution in no more than n iteration steps. The model defined by Eisenberg
and Noe is used in many theoretical and empirical studies to assess the relationship of cross-
holdings and contagion in financial networks. For an overview of existing literature on contagion
we refer to Staum (2012) or the work of Upper (2011) for a survey of empirical studies on this
topic. The mathematical background of such models to assess systemic risks is described in
Elsinger et al. (2013).

Only one year after the appearance of the manuscript of Eisenberg and Noe (2001), Suzuki
(2002) includes possible cross-holdings in the firms’ shares into the model (M # 0,,x,,). Suzuki’s
paper is a stand-alone work for two reasons. On the one hand, according to the reference list
of the article, the author was not aware of the fact that he is generalizing Eisenberg and Noe’s
model. His main intention was to generalize the famous Merton-Model by including endogenous
assets due to cross-ownership into the firms’ balance sheet. On the other hand, the contributions
of Suzuki to systemic risk analysis in financial networks have gone unnoticed by the scientific
community since no article appearing after 2002 cites Suzuki’s work. This is remarkable insofar
that some works, like the one of Gouriéroux et al. (2012) rely on the same model assumptions and
obtain the same existence and uniqueness results as Suzuki (2002). The first publication that
honors Suzuki’s insights more than ten years after publication is Fischer (2014). An important
development of the model defined by Eisenberg and Noe offers the work of Shin (2008). The
author generalizes the liability structure of the financial system in the sense that the debt
obligations can be of multiple seniority (m > 1, M? = 0,,»,,). Albeit ignoring cross-holdings in
the equities, Shin shows that, under certain assumptions, there exists a unique equilibrium of
debt payments.

For two reasons, the next milestone in developing the financial system to a more general
structure is the article of Elsinger (2009). First, Elsinger extends Shin’s model and includes
possible cross-holdings of the firm’s shares, i.e. m > 1 and M? # 0,,4,. Second, the model
allows for a more general liability structure which means that firms can have obligations to
bondholders outside the system. This was not possible in the models of Eisenberg and Noe
(2001) and Shin (2008). Together with a new regularity condition on the ownership matrices,
the Elsinger Property (cf. Definition 2.5), (sufficient) conditions are derived under which a
unique pricing equilibrium exists. Beyond the existence and uniqueness results, the author
presents a new algorithm that determines the firm’s equity values for a given vector of debt
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payments, see also Section 4.1.2 for more details.

Table 3.1: Overview of mentioned articles in this chapter with a focus on systemic risk analysis
considering cross-holdings in the firms’ balance sheet and their model assumptions.

Study Seniority Equity cross- Ownership  Regularity
levels holdings structure conditions

Eisenberg and Noe (2001) m=1 M’ =0,x, (0S2) (RC2)
Suzuki (2002) m=1 M # 0,x,  (OS1) (RC1)
Cifuentes et al. (2005) m=1 M’ =0,x, (0S2) (RC5)
Miiller (2006) m=1 M? =0,x, (0S2) n.s
Shin (2008) m > 1 M’ =0,x, (0S2) (RC3)
Shin (2009) m=1 M’ =0,x, (0S2) (RC3)
Elsinger (2009) m > 1 M #£ 0,x,  (0S3) (RC4)
Liu and Staum (2010) m=1 M’ =0,x, (0S2) (RC2)
Demange (2011) m=1 M’ =0,x, (0S2) (RC4)
Gouriéroux et al. (2012) m=1 M £ 0,x,  (0S1) (RC1)
Gouriéroux et al. (2013) m =2 M # 0,x,  (OS1) (RC1)
Rogers and Veraart (2013) m=1 M° =0, (0S2) n.s.
Fischer (2014) m > 1 M # 0,x,  (OS1) (RC1)
Elliott et al. (2014) m=0 M #£ 0,x,  (0S1) (RC1)
Ren et al. (2014) m=1 M’ =0,x, (0S2) (RC2)
Acemoglu et al. (2015) m=2 M’ =0,x, (0S2) (RC2)
Fischer (2015) m > 1 M # 0,x,  (OS1) (RC1)
Glasserman and Young (2015) m =1 M’ =0,x, (0S3) (RC4)
Awiszus and Weber (2015) m=1 MO £ 0,,xn, (0S3) n.s.

Notes: In Elliott et al. (2014), m = 0 means that no cross-holdings in debt are taken
into account. The Definitions of (OS1) — (OS3) concerning the column sums of the
ownership matrices can be found in Section 3.2.3. In Section 3.3.2 the regularity condi-
tions (RC1) — (RC4) are explained in more detail. Note that in the articles of Eisenberg
and Noe (2001) and Liu and Staum (2010) the actual regularity condition is a more
general one than (RC2) and that (RC2) is only a particular case of it. For convenience,
we omit the more general assumption since this does not essentially change the insights,
see also the comments after Definition 3.13. The expression “not stated” (n.s.) in the
last column of the table includes studies in which either no regularity conditions are
stated or where no such conditions are needed since the focus is not on showing the
uniqueness of a payment equilibrium. Note that the financial systems in the studies
sometimes have additional model assumptions to the ones given in the table. This
entails for example the structure of the exogenous assets, where in some articles a > 0,
was demanded and in some works the more general case of a € R™ is allowed.

In later works, some slight modifications of the existing models are presented. As an example,
we mention the work of Demange (2011) who utilizes the model of Eisenberg and Noe (m = 1,
MY = 0,,x) and allows the exogenous asset vector to take also negative values, i.e. a € R™. The
article derives conditions that have to be fulfilled for the asset vector a and the debt ownership
matrix M! for the existence of a unique solution. Moreover, the author shows how the results of
Eisenberg and Noe (2001) can be included in her framework. However, as we will show later in
Section 3.2.1, the assumption of negative exogenous asset values is equivalent with the presence
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of an additional seniority level and, as a consequence, that a > 0,, can be assumed without loss
of generality. Another example of a slight modification is the article Gouriéroux et al. (2013)
that derive an existence and a uniqueness result for a system with two seniority levels (m = 2,
MO +£ 0,,xn ). Their proof relies on different methods than the existing works — they show that
the financial system can be converted into a piecewise linear system and show the invertibility
of this system. Even though the means to show the uniqueness are innovative, the model used
from Gouriéroux et al. can easily be embedded into the work of Elsinger (2009).

In the article of Fischer (2014), a further essential progression of the model is shown concerning
the particular form of the debt obligations. In all works before, the liabilities were interpreted as
simple zero-coupon bonds with a constant value at maturity. Fischer allows the liabilities to be
derivatives that can depend on the exogenous assets as well as on the recovery values, see Section
3.2.2 for more details and examples. Under a regularity assumption on the liabilities, similar
to Lipschitz-continuity, there still exists a unique solution of the financial system. A slight
drawback of the generalization is that for a unique solution, the condition on the ownership
matrices is more strict than the one given in Elsinger (2009). A selection of articles that entail
the introduction of default costs are the works of Rogers and Veraart (2013), Elliott et al. (2014)
and Glasserman and Young (2015) that are explained in Section 3.4. Table 3.1 gives a short
overview of the mentioned articles in this Chapter.

3.2 Differences in Model Assumptions

In its most general form the financial system consists of potentially more than one seniority level,
i.e. m > 1, where cross-holdings of the firms’ shares are allowed (M° # 0,,%,,). Contrary to the
standard model defined in Section 2.2, we also assume in a first approach that the exogenous
assets must not necessarily be positive, that is a € R™. All models that are investigated in
the articles of Table 3.1 can be expressed using this framework. In this section, we want to
take a closer look at the components of the system, namely the exogenous assets, the ownership
matrices and the liabilities and, if present, a potential seniority structure by giving a survey of
their differing definitions in the existing articles.

3.2.1 Exogenous Assets

The name “exogenous assets” is not used in all articles, the expressions “fundamental assets”
(Shin, 2008), “net worth” or “operating cashflow” (Gouriéroux et al., 2012), “business assets”
(Suzuki, 2002), “initial wealth” (Liu and Staum, 2010), “exogenous income” (Elsinger, 2009),
“primitive assets” (Elliott et al., 2014) and “net assets” (Rogers and Veraart, 2013) may serve
as an incomplete selection of different names for a. Though the assets are called different, their
common property is that the pricing mechanism does not depended on the structure or the
solvency of the firms in the financial system. An exception from this exogenous approach is for
example the work of Cifuentes et al. (2005), where the assets are endogenously modeled as a
potential channel of contagion.

In most articles, the assets simply form a vector of size n. However, in some works (see Suzuki,
2002, Fischer, 2014 or Elliott et al., 2014) the asset structure is modeled more general assuming
that the firms have access to p different assets that are given in a vector a € RP. In this case, a
matrix M? € (Rg )"*P has to be introduced, where Mf; denotes the proportion, firm ¢ holds of
the j-th asset. The advantage of this more flexible asset structure is a more general modeling
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of the liabilities, since they can also — under some model assumptions — depend on the values
of the exogenous assets, see Fischer (2014) for details and also Example 3.6. The more general
representation of the assets, however, does not change the main results about the existence and
the uniqueness of solutions of such financial systems. The vector a in the liquidation equations
simply has to be replaced with the product M?a, which is why we omit the asset matrix M? in
our model, assume that p = n and set M? = I, for convenience.

Another property of the assets is that in most articles they are assumed to be non-negative,
i.e. a > 0,, whereas in some works (Elsinger, 2009 or Demange, 2011), the asset structure is
more generally modeled by a € R", which entails the particular case that a; < 0 for some i € N.
We want to show in the following that we can assume a > 0,, without loss of generality. For
a better comprehensibility, we consider the financial system F = (a, M!, M? d!), i.e. we only
take one seniority level into account. The forthcoming argumentation can easily be extended to
systems with m > 1. More precisely, assume in the following that a € R", where a; < 0 for at
least one ¢ € N. Given the input parameters, a solution of this system is the fixed point of the
mapping ® : R?” — R?"”, where

o r'\  (min{d}, (a+ M!r! + M%%)*} (3.1)
) T @r M MO0 —al)t ) :

Clearly, we have to adapt the original mapping in Equation (2.12) and take the positive part in
the debt components to avoid negative recovery claim values. However, (3.1) still has a unique
fixed-point R* if Assumption 2.6 holds (cf. Remark 2.8). Negative values in the vector of the
exogenous assets can be interpreted as liabilities of the corresponding firms to debtholders out-
side the system (cf. Demange, 2011). Note that since the debt ownership matrices must not
be fully left stochastic, there are in every seniority level some investors outside the financial
system that hold some fractions of the firms’ debt. However, in this subsection the expression
“outside obligations” only refers to the obligations that are contained in the asset vector a in
the form of negative values. Moreover, these liabilities have a higher priority than the high-
est priority level in the system. To include these obligations of the firms into a system with
nonnegative exogenous assets, we have to add one additional seniority level in which the outer-

system obligations of the firms are listed. Hence, the original system F is modified to a system
F = (a,M?2, M M° d% d'), with

a=a’, d>=Alal, d' =d', M2 =0,,,, M! =M!' and M° = M°, (3.2)
where A = diag(a < 0,,) is the diagonal matrix with the value 1 on the diagonal if the exogenous
assets of the corresponding firm are negative. Note that A|a] = a®t —a, where |a| stands for the

vector of the element-wise absolute values of the entries in a. The solution of F is given as the
fixed point of the mapping ® : (R7)?" — (RJ)?" with

¥ min{d?, a-+ M?2F2 + M + M%)
o | =| min{d!,(a+ M2+ M's' + MO0 — d?)*} : (3:3)
0 (3 + M2F2 + M'F! + MO0 — @2 — db)*

The relationship between the two mappings ® and ® is explained in the following. Beforehand,
we take a closer look at the mapping ®.

Lemma 3.1. With the definitions above, let

f{* _ (f‘*’2,f'*’17f‘*’0) c (RS-)BTL (34)
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be the fized point of the mapping ®. Then, R is unique and it holds that

B 2 min{Ala[,at + M'F*! + MF*0}
R*= | ! | = | min{d}, (a+M'ro! + MOF=0)T} | (3.5)
f.*,O (a 4 le.*,l + MOf,*,O o d1)+

Proof. The uniqueness of R* follows by that fact that all ownership matrices of F obviously have
the Elsinger Property. The rest of the claim follows by (3.2) and elementary calculations. [

A direct consequence of the structure of R* in (3.5) is that it is well-defined if only the entries
in the recovery values of ! and ©*¥ are known. These components can be represented as

<f-*71> _ <min{d1, (a+ M+t 4 Mof*’°)+}> _ (f“*’1> ' (3.6)

I~,*,0 (a + le,*71 + MOf.*,O _ dl)—i— f.*,O

Hence (¥%1,7*Y) is the fixed point of ® for m = 1. On the other hand, given (r*!,r*?) as the
fixed point of @, this vector can be extended via
min{Ala|,at + M!r*! + MO0}
R:= | min{d', (a + M'r*! + Mr*9)*} (3.7)
(a + er*,l + MOI‘*’O _ d1)+
to the (unique) fixed point of ® since ®(R) = R.

We have shown that with the definitions above, the solution R* of the system F is also a
solution of the system F with the definition in (3.7). Further, if the solution R* of F is known,
the solution of F is also known.

Corollary 3.2. In a financial system F(a, M, M°,d') it can without loss of generality be
assumed that a > 0,,.

Due to Corollary 3.2 we assume for the remainder of the entire thesis that the exogenous
assets are non-negative, unless otherwise stated.

Example 3.3. Consider Example 2 from Elsinger (2009) with the system F = (a, M!', M?, d"')
and

1 1 0 0.5 0.25
a=[07], d=1[2], M'=[0 0 075 (3.8)
-9/8 1 0 05 O
and M? = 0,,,,. Using ® as defined above yields a fixed point of
*,1
R = (i()) = (1,0.75,0,0.375,0,0)", (3.9)

Le. the first firm is solvent and the second and the third firm are in default. Extending the
system to F = (a, M2, M! M d? d!), where

a=(1,0.75,0), d% = (0,0,9/8)" (3.10)
and the remaining vectors and matrices are defined as in (3.2), yields
B 72 (0, 0, 0.375)
R =[] = (1, 0.75, 0 )t |]. (3.11)
0 (0.375, 0, 0 )t

We see that Corollary 3.2 holds, since taking #*! and ¥*° together leads to R* as in (3.9).
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For the considerations above, it was crucial that a new seniority level was installed in which the
external obligations were summarized with a higher priority than the already existing seniority
classes. In Eisenberg and Noe (2001), the authors mention that assuming a > 0,, without loss
of generality can be achieved by adding an additional member, they call it “sink node”, to the
system. Contrary to the approach above, the external obligations are included in the liabilities
of the current highest seniority. This would result in a new financial system F = (a, MI,MO, d)
of size n + 1 with m =1 and

_ at\ - - - = d'+ Ala —0 M° o,
a:<0>,d:(dl,...,dn,dnﬂ)t:( 0 | ’>,M :<0t 0). (3.12)
The debt ownership matrix M' € ROHDX(+1) ig defined for i = 1,...,n by

— (Mj;d;)/d;, for j=1,...,n,
Myu=q 0" (3.13)
(Aiilail)/di, for j =n+1,

and Mj7n+1 =0forall j=1,...,n+ 1, where the matrix A is defined as above and A;; are the
diagonal entries that are 1 if a; < 0 for the i-th firm. In F, potential obligations to external
debtholders are added up to a new liability vector d!. As a consequence, the fractions in M!
in the corresponding columns have to be recalculated. The next example shows that using this
approach will not lead to the same results as with the procedure above. This circumstance is
also mentioned in a comment in Elsinger (2009).

Example 3.4. We use the same financial system as in Example 3.3. The components of the
modified system F are given by

1 1 0 0.5 0.1176 0
o T U T R
0 0 0 0 05294 0
which leads to a solution
R = (1,0.9107,0.4554,0,0.5089, 0, 0,0.2411)". (3.15)

We see that the first three components of the debt recovery values and the first three components
of the equities are not identical to (3.9). The addition of a higher seniority class is therefore
necessary.

3.2.2 Liability Structure

In most works, the expressions “liabilities”, “debt” and “obligations” are used equivalently for
the vectors d*. No matter how they are called, in almost all articles, the liabilities are assumed
to be constant, which is for example the case if the liabilities are simple zero-coupon bonds.
For practical purposes, this assumption seems to be fairly restrictive, as the debt structure is
probably more complicated in many cases.

An exception to this common framework is the article of Fischer (2014) that generalizes the
liability structure. In his work, the liabilities can depend on the exogenous assets a as well as
on the recovery values r'™, ..., r%. As a consequence, it may happen that the liabilities can even
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depend on their own payoff, as we will see in the Examples 3.6 and 3.7. By the best knowledge

of the author, this is the only model that allows for derivatives as liabilities. To take this new

aspect into account, the liabilities for the k-th seniority level (k = 1,...,m) are defined as

functions with R™™+2) — (R{)", with
m

r di(e™, ..., 1% a)

0= : : (3.16)

:0 ,a
dr(e™, ... 19 a)

r

The liquidation equations in (2.9) — (2.11) stay the same, the liability vectors for each seniority
only have to be replaced by their counterparts defined in (3.16). In a similar manner, the
mapping ® has to be adapted.

Due to this new aspect of potential self-dependency, the question is whether there still exist
fixed points of ® as solutions of the financial system and, if so, whether there are conditions
under which a solution is unique. Answers to these questions gives the following theorem.

Theorem 3.5 (Fischer (2014)). Let F be a financial system for which the liabilities are defined
as in (3.16). If I™** < 1, where

7% = mac{ || M|, M7, MO, (3.17)

the following holds:

1. F has at least one solution, if the functions d* are continuous for k =1,...,m. Further,
all solutions are nonnegative.

2. The solution of F is unique if fork=1,...,m and i € N it holds that

d¥(e™, ... 1% a) = ¢F ZZMf]ré , (3.18)

=0 j=1

where the functions zpf R — Rg are monotonically increasing such that for any y',
y? € R" with y' > y?,
m
1 2 g, 1 k(2
v -y? = Y (vEeh - uked) (3.19)
k=1 T
For a proof of this theorem, we refer to the original paper. The condition in (3.18) can be
interpreted as a strong form of Lipschitz continuity for the liabilities. Note that the assumption
I™m2% < 1 for the ownership matrices is stronger than the one in Assumption 2.6, where the

ownership matrices had to fulfill the Elsinger Property. We will come back to the different
model assumptions concerning the properties of the ownership matrices in Section 3.3.

It is also possible to skip the assumption I™# < 1 and only assume that the Elsinger Property
holds for M but not for the debt ownership matrices. The uniqueness of the solution, however,
gets lost in this situation but one can show that under the continuity assumption in (3.18) and
the additional assumption that the liability vectors d* are bounded for all k = 1,...,n, there
exists at least a Pareto-dominant solution' of the system. A more extensive overview of existence

A solution R = (r™,...,r°) is said to be Pareto-dominant if there exists no other vector R = ("",...,°) such
that R > R and 7#¥ > r¥ for at least one € N and one k =1,...,m.
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and uniqueness results for various financial systems with different assumptions is given in the
work of Fischer (2015).

For a better understanding, we give in the following two examples of financial systems in which
the liabilities are non-constant. While in the first example, the condition in (3.18) holds and
the solution is therefore unique, we will see in the second example that the uniqueness cannot
be guaranteed anymore if (3.18) is violated.

Example 3.6 (Fischer (2015)). The financial system in this example consists out of n = 3 firms
and m = 2 seniority levels. As described in Section 3.2.1, we assume that the firms have access
to | = 2 exogenous assets a = (aj,az)! > (0,0)! and that there is an asset matrix M2 € (R()3*?
that contains the fractions each firm owns from the corresponding asset. The liability vectors

b1 300(@2 — k1)+
dEQ,Pl,I‘O,a = bQ and diQ,rl,I‘O,a = (Olrg + 0057"% — k2)+ (320)
0 bga1

are for by, bo, b3, k1, ky > 0 derivatives of a and the vectors of recovery values. The ownership
matrices are given by

0 01 0 0 min{0.9,a2} 0
M2=| 0 0 O, M =101 0 0 (3.21)
0.05 0.2 0 0 0 0
and
0 0 03 1000as 2000
M=|0 0 02|, M2= 0 5000 | . (3.22)
0 05 0 1000 0

Note that the ownership matrices here depend on the values of the asset vector a which bears no
problem for the uniqueness of the solution as long as I™?* < 1 is ensured. For given parameters
b1, bo,b3, k1, ko, a1 and a9, all entries of the liability vectors are fixed except of the second entry
of d! . To check the validity of (3.18), it suffices therefore to do this only for firm 2. Note

r2rlr0a

that for z € R, the functions w% and 1/1% are given by
Ya(z) = (0.52 — ko)™ and 93 (z) = by (3.23)
and it follows directly that the condition in (3.18) is satisfied, see Fischer (2015) for more details.

Example 3.7 (Fischer (2014)). Let n =2, m = 1 and M = 0,,%,,. The further parameters of

F are given by
(1 1 _ (0 08 L (2] —2
Since the liabilities do not depend on the exogenous assets and on the equity values, we omit
the terms a and r’. The functions ¥] and 14 to check the conditions in (3.18) are for z € R
given by
Pi(z) = 210871z — 2| = Py(x) ==Y (x). (3.25)
For an example that (3.18) is violated, take the vectors y = (4,4)! and x = (1,1). It follows

that
O R A R S ) ey
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but y > x. The solution of F consequently must not be unique anymore. As noted in Fischer
(2014), two possible solutions are given by

R* = (4/3,4/3,11/15,11/15) and R* = (4,4,0.2,0.2). (3.27)

3.2.3 Ownership matrices

The probably most crucial parameter for the properties of a financial system concerning the
existence and the uniqueness of a solution is the form of the ownership matrices MF, k =
0,...,m. As we will see in Section 3.3.1, the mildest condition, we can claim on the equity
matrix MY to ensure the existence of a solution, is the Elsinger Property from Definition 2.5.
The priority in this subsection is hence on the debt ownership matrices, in particular we focus
on the question whether the obligations of the firms are completely held by other members of
the system or not which is expressed by the column sums of the corresponding debt ownership
matrix. When surveying the existing articles on this content, we find three different types of
debt ownership matrices MF:

Y Mfi<1  foralljeNandallk=1,...,m, (0S1)
i=1
> Mf=1 foralljeNandallk=1,...,m, (0S2)
=1
> ME<1  foralljeNandallk=1,...,m. (0S3)
=1

The assumption in (OS1) means that for every firm and every seniority there must be at least
one debtholder outside the financial system. A drawback of (OS1) is surely that it is a very
strict assumption for practical purposes since it is already injured if for only one seniority class
and one firm, all debt is held within the system. However, as noted in Gouriéroux et al. (2012),
this restriction seems not to be too hard to be fulfilled since in most connected financial systems,
it is likely that (OS1) can be ensured. The advantage of the assumption on the other hand, is
that it strongly simplifies the argumentation of the proof that R* is unique, as we will see in
Section 3.3.2.

The counterpart of (OS1) is given in (OS2) where it is demanded that all debt payments have
to stay within the system. This assumption is used in most of the studies in Table 3.1. The
reason is that the ownership structure is often not directly defined via ownership matrices but by
liability matrices. In the liability matrix LF € R"*™ for seniority level k, the entry ij stands for
the nominal value of the obligations firm ¢ has to firm j. It follows directly that df = Z?Zl ij
Based on L*, we can define the corresponding ownership matrix M¥* by

Lk %
1] :

MEk =1 d if & >0,
Jt

0, else.

(3.28)

Using the definition in (3.28), we immediately see that 37, M j’?i =1 for all i € N with d¥ > 0
and that all debt ownership matrices are fully left stochastic if df > 0 for all ¢ € N and all
k=1,...,m. As for (OS1), the assumption in (OS2) also seems to be a bit restrictive if real-life
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examples of financial networks are considered. The fact that the column sums of M* have to
be equal to one, might lead to an expansive enlargement of the financial system that has to be
taken into account to ensure the validity of (OS2).

While in (OS2), it was not possible that there exist one or more outside debtholders that
hold a fraction of each firms’ debt, this assumption in generalized in (OS3). When assuming
such a structure of the ownership matrices that are based on liability matrices L, we suppose
that outside obligations can for each firm and each seniority k = 1,...,m be summarized in the
vector d* € (Rg )™. The nominal obligation of seniority class k is then defined by

d* = L*1, + d*. (3.29)

Replacing d¥ in the denominator of (3.28) by the one given in (3.29) leads to the corresponding
ownership matrix M*. Note that in this scenario, > Mi’; < 1 is still allowed to hold for some
seniority classes if some amount of the firm’s debt is held outside the system. The approach in
(OS3) is chosen by Elsinger (2009) and both (OS1) and (OS2) can obviously be embedded into
this assumption. Clearly, (OS3) is the most flexible assumption on the ownership matrices to
model the actual circumstances in a financial network.

Note that the knowledge about the ownership structure of the matrices expressed in (OS1) —
(OS3) alone does not give any information whether the recovery vectors are unique or not. In
order to make precise statements about the uniqueness of a solution, further regularity conditions
are necessary that describe the connections of the single entries in a matrix M* in more detail.
In Section 3.3.2 these conditions are made concrete. However, the classification in (OS1) — (OS3)
will help us with a more convenient structuring of the different regularity conditions.

3.2.4 Seniority Structure

The majority of the models in Table 3.1 treat only one seniority class. In systems with a more
elaborate debt structure, which is for example needed if a € R™ is considered (cf. Section 3.2.1),
the seniority levels can be arranged in two ways.

Suppose that there are m > 1 seniority classes. If from df’ =0, 1 < k < m, it follows that
df_l =...=d! =0, we say that the financial system has an ordered seniority structure. This
is the case in the work of Elsinger (2009). A financial system without this property is said to
have an unordered seniorily structure, that means that there can be seniority classes in which
a firm has no obligations, but still it has some at a lower level. Fischer (2014) uses this more
general definition of a seniority structure in his work. Aim of this subsection is to show that
the solution of an unordered system can be rearranged into the solution of the corresponding
ordered system and vice versa.

To this end, note that we can convert a given unordered financial system F = (a, M, d) into
its corresponding ordered financial system F. This is done by swapping for each firm i the
highest seniority level with a zero nominal debt entry, df = 0, with the debt entry of the highest
seniority below k that is non-zero, i.e. d{ > 0, j < k, and repeating this procedure until an
ordered structure is reached. In the same way the entries of d™,...,d! have been changed, we
also have to do so with the corresponding debt ownership matrices. That means if we swap the
i-th entry of d¥ with the i-th entry of d’ (j < k), we also have to swap the i-th column of M¥
with the corresponding column of M7. We assume further in this context that if a firm 4 has no
obligations in seniority level k, it also follows that the i-th column of M¥ has only zero entries.
The transition from an unordered system to an ordered system can be expressed via the two
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mappings

oM™, ML M) s (M7, M, M) (330)
Qd@dm,...,d" — (dm,...,dh. '
If an unordered system F = (a,M,d) is given, the corresponding ordered system is given by
F = (a,M,d), where M = QM(M™,... M) and d = Q4(d™,...,d'). Denote the mapping ®
as in (2.12) with the matrices in M and the liabilities in d by ®. To show that the entries of
the solution R* of an unordered system F are, except of the order, similar to the entries of the
solution of the corresponding ordered system and vice versa, we define for an arbitrary vector
™, ...,rY =R e (Rar)"(”““l) of recovery values the mapping

Q (™, ..., vt %) = ™, ... 7Y, (3.31)

that reorders the recovery values in the same manner as Q94 reorders the liabilities, where the
equity value r¥ remains unchanged. We therefore have to show that ®(QF(R*)) = QF(R*). The
next lemma, which obviously holds, will help us with this purpose.

Lemma 3.8. Let F = (a,M,d) be an unordered financial system and R = (r™,...,r°) be an
arbitrary vector of recovery values. With the definitions above, it holds that

iMk k= iﬁ’ff’f and idk = i&k. (3.32)
k=1 k=1 k=1 k=1

For the given fixed point R* of @, denote R = ™, ..., %) =: Q*(R*). Using Lemma 3.8, the

last n components of ®(R) are given by

m . m 5 + m m +
(a +Y M- dk> = (a +Y MR- d’“) — 0 = 0, (3.33)
k=0 k=1 k=0 k=1

If the equities are equal for both systems, the recovery values of all solvent firms will be equal to
the corresponding nominal amounts, which — except for the order — are the same in both systems.
It remains to show the equality for defaulting firms for which we assume that firm ¢ € N defaults
in seniority level 1 < k < m under R*. Since nominal debt amounts of ﬁrrp 1 got shifted into
higher seniorities (if at all), there exists a seniority level & < k and 37" ;| db =Y, dl such
that

I=k+1 l=k+1 i

m m m m
F=la+d M- > d| = (a—i—ZMZr*’l— > dl> =P <df =df. (3.34)
=0 . =0
1

Consequently, ®(QF(R*)) = QF(R*) and we have shown that solving an unordered system is
equivalent to solving the corresponding ordered system.

Example 3.9. Suppose that n =5, m =3, a=1,, and

d® =(0,2,0,4,0)!, d*> = (0,3,1,0,2)!, d' = (3,1,4,2,0) (3.35)
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from which follows that the system is unordered, and assume

0 02 0 02 0 0 02 02 0 02
0 0 0 02 0 0 0 02 0 0.2
M3=|0 02 0 02 0|, M2=|0 02 0 0 02],
0020 0 0 0 02 02 0 02
0 02 0 02 0 0 02 02 0 0

(3.36)
0 02 02 0.2

02 0 02 02
M'=102 02 0 02
0.2 0.2 02 0
0.2 0.2 0.2 0.2

0 0.025 0.025 0.025 0.025
0025 0 0.025 0.025 0.025
and M°=10.025 0.025 0 0.025 0.025
0.025 0.025 0.025 0  0.025
0.025 0.025 0.025 0.025 0

O O O O O

The solution of this system is given by

r*3 (0, 2, 0, 3.4234, 0 )t

. r*? (0, 1.4234, 1, 0, 2 )t

R"= ol (3, 0, 2.4234, 0, 0 ol (3.37)
r*0 (0.4957, 0, 0, 0, 1.6664)"

The vectors of the nominal liabilities of the corresponding ordered system are given by
d® = (3,2,1,4,2)t, d%2 = (0,3,4,2,0)*, d' = (0,1,0,0,0)" (3.38)

and using the ownership matrices Mk by changing the corresponding columns and deleting the
column entries in the original matrix, we get

(3, 2, 1, 3.4234, 2 )

~. | (o, 1.4234, 2.4234, 0, 0 )

R = (0, 0, 0, 0, 0 )! (3:39)
(0.4957, 0, 0, 0, 1.6664)t

as the fixed point of the ordered system and we immediately see that on the one hand the
equities are identical and on the other hand that the recovery values are also the same as in R*
taking the mapping 2° into account.

Remark 3.10. The mappings QM and Q9 transferred the unordered financial system into an
ordered system by filling up seniority classes with no debt with the obligations of lower classes.
In fact, QM and Q9 can represent any other swapping of debt entries and corresponding entries
in the ownership matrices, as long as the priority structure of the liabilities is retained for
every firm. This means that if df >0, k =1,...,m, is the nominal non-zero debt entry with
highest seniority in the system F for firm i, it also has to be the nominal non-zero debt entry
of highest seniority in the system F, though the actual seniority levels in both systems must
not be identical. For the next highest seniority with a non-zero debt entry, this is analogous,
and so on for any other seniority. According to Lemma 3.8 and since nowhere in the preceding
argumentation, the detailed function rule of the mappings in (3.30) is used, the solution of the
reordered system will stay the same in the sense that ®(QF(R*)) = QF(R*) for any OM and
09 with the described property. In particular, the transformation of the system F can be of a
reverse order than in an ordered system as described above, i.e. we can apply Q™ and Q9 such
that from d¥ > 0, 1 < k < m, it follows that d? > 0 for 1 < h < k. This will become important
in Section 5.2.
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3.3 Survey of Existence and Uniqueness Results

No matter how the financial system in the different articles is defined exactly, all models have in
common that pricing the cashflows at maturity can be interpreted as some kind of fixed point
problem and, therefore, are faced with the challenge to find an equilibrium of equity and debt
payments as the fixed point of ®. The main objective in such pricing models is of course the
question whether there exists a price at all and, if so, whether it can be ensured that there is
exactly one price for the assets or whether there are multiple pricing equilibria. Depending on
their model assumptions, the existing works in this field derive different conditions for a unique
vector of recovery values and also use differing ideas to show the uniqueness.

In this section we attempt to give a survey of the different means to prove the existence
and the uniqueness of a pricing equilibrium. While proving the existence of solutions is very
similar in most articles, there are different streams in research to prove that there exists only one
solution, mostly due to the different model assumptions. Our aim is to summarize the existing
works in the field into several categories of regularity conditions and draft a proof of uniqueness
for every category.

3.3.1 A Proof on Existence

The idea of the proof that at least one payment equilibrium exists, is in almost all articles the
same. It relies on the fact that, according to the Tarski Fixed Point Theorem (cf. Theorem
A.4 in the Appendix), there exists a least and a greatest fixed point for a monotone increasing
mapping on a complete lattice. The monotonicity of ® is shown in Lemma 2.4 and for m > 1,
the (m + 1)-dimensional lattice is given by

[0,,d™] x [0,,d™ ] x ... x [0,,d"], (3.40)

where d° = r%(d™, ..., d") is the fixed point of the mapping ®° : (R})™ — (RJ)™ defined by

m m +
®(r;d™,...,d") = (a+ZMk’d"‘+M0r— de> , (3.41)
k=1 k=1

ie. ®0(d%d™,...,d!) =d% Alternatively, d° can also be defined as

m +
d’ =1, —-M%~! (a + ) (MF - In)d’f> (3.42)

k=1

without changing the forthcoming results, see Section 4.1.1 for a justification of this definition.

It holds that
dm dm

On(m—i-l) < (I)(On(m+l)) and > > (343)
d° d’
where for d° = ®°(d° d™,...,d!) this is obviously and for d° as in (3.42), this is shown in

Proposition 4.2. Therefore, the assumptions of Theorem A.4 are fulfilled. This principle can be
applied to all financial systems of the articles in Table 3.1.

To define d° as in (3.42), it is necessary, that the matrix (I, — M?) is invertible. When using
d’ as the fixed point of ®°(-;d™,...,d'), the invertibility of the matrix is not necessary, but
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sufficient for the existence of a fixed point ®°. In financial systems with M® = 0,,4,,, at least
one fixed point consequently exists without further model constraints, but in a more general
model that includes cross-holdings of shares, we have to make the following assumption.

Assumption 3.11. The equity ownership matriz M° fulfills the Elsinger Property given in
Definition 2.5. As a consequence, (I, — M) is invertible and, hence, d° exists no matter which
of the two possible definitions is regarded.

In the remainder of this section, we suppose that Assumption 3.11 is given unless otherwise
stated. Recall that this is equivalent with the fact that there is no subset Z C N such that
Y oieT MZ-Oj = 1forall j € Z. The consequences of a violation of Assumption 3.11 are demonstrated
in the next example.

Example 3.12. Consider a system with n =3, m =1, M! = 0,,xn,

0 1 01
a=(15,0.75,2)", d'=(1,0.5,2)) and M= |1 0 0.1]. (3.44)
00 0

Because of a > d!, it holds that r*' = d' and that the equity vector is given by r*¥ =
a+ M°r*? — dl. But since (I, — M?)~! does not exist, we cannot determine r*?. This also
becomes clear when trying to find the solution of F via the Picard Iteration (cf. Section 4.1.1).
For the starting point, we take Rgpan because Rgreat can not be determined, see Section 4.1.1
for more details. Clearly, r¥! = d! for all iterates k& > 0 but the equity components of the
iterates do not converge but become larger in every iteration step. For instance it holds that
r’0 = (a—d)* = (0.5,0.25,0)%, r'%0 = (4.25,4,0)! and r?*° = (8,7.75,0)%.

3.3.2 Regularity Conditions for Uniqueness

The Tarski Fixed Point Theorem says that under Assumption 3.11 there is a greatest solution
R and a least solution R of the liquidation equations in (2.9) — (2.11). Under some additional
conditions on the particular structure of the ownership matrices, it also holds that R = R = R*
and therefore that there is only one fixed point of ®. In the existing articles in this field (cf.
Table 3.1), several of these conditions have been established to guarantee a unique solution. The
listing below is an attempt to sort the conditions into four different categories. Assumption 3.11
about the equity matrix in mind, we focus only on the structure of debt ownership matrices in
the following (except of (RC1)).

Definition 3.13. We distinguish between the following regularity conditions (RC).
(RC1) Tt holds that |[MF|| < 1 for all k =0,...,m.
(RC2) All debt ownership matrices M¥ (k= 1,...,m) are irreducible.

(RC3) In every seniority there is a firm with no debt outstanding that owns some part of the
debt of every indebted firm. Formally, for every k = 1,...,m, there exists an i(k) € N
such that

My ;> 0 for all i € N\{i(k)} with df >0 (3.45)

and where dz’(lk) =...= d}(k) =0.

(RC4) Every debt ownership matrix M* (k = 1,...,m) possesses the Elsinger Property (cf.
Definition 2.5).
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Note that condition (RC1), which implies (OS1), is the only regularity condition that entails
the case k = 0. This is because |[M°|| < 1 is a stronger condition than the one in Assumption
3.11 and this condition is needed for a certain version of a proof of uniqueness given in Section
3.3.3. In literature, (RC1) appears in the works of Suzuki (2002)2, Gouriéroux et al. (2012,
2013) and in Fischer (2014). Though the assumption in (RC2) of irreducibility represents a less
mild condition, it appears in the works of Demange (2011), Ren et al. (2014) and Acemoglu
et al. (2015). The article in which (RC3) is probably mentioned the first time, is the one
of Shin (2008), who denotes this unindebted investor as the so-called “unleveraged investor”.
Unleveraged investors can, according to Shin (2009), for example be pension funds, insurance
companies, foreign central banks or simply households. Note that in financial systems in which
(RC3) holds, the unindebted members of the system could also be excluded from the system
without changing the solution. Doing so, (RC3) and (RC1) would be equivalent. However, we
list (RC3) separately since this assumption is used from Shin (2008) in systems in which (OS2)
is demanded. Condition (RC4) is introduced by Elsinger (2009), which is why we refer to the
expression Elsinger Property. Later works, like Demange (2011) also use the Elsinger Property
for the ownership matrices.

We also found another condition in Eisenberg and Noe (2001) also used in Liu and Staum
(2010), where the authors use the expressions “surplus set” and “risk orbit” to define a regularity
condition. In order to define this condition exactly, several additional steps are necessary which
is why we omit this assumption here and refer to the original work instead. However, a particular
case of Eisenberg and Noe’s condition is that the debt ownership matrix is irreducible (note that
the authors consider a model in which m = 1) and, hence, (RC2) must be given.

3.3.3 Sketches of Proofs for Uniqueness

The methods to prove that the fixed point is unique differ in the existing works due to the
different assumptions made on the ownership matrices. In combination with the different ways
to define the particular form of the matrices concerning their column sums in Section 3.2.3, we
can distinguish between three substantial types of proofs to show uniqueness. Note that there
also appear other proofs for uniqueness in the mentioned works in Table 3.1. Since we have
the objective to unify the regularity conditions, we only want to outline the proofs for the most
general situations.

The case if (RC1) holds

Under |M*| < 1 for all 0 < k& < m, the mapping ® becomes a strict contraction, and for any
R, R? € (RJ)™™+1) it holds (Fischer, 2014) that

|®(R?) — 2(RY)|| < I"™™|R* — R, (3.46)

where 0 < I™2* < 1 is defined in (3.17). As a consequence, we can apply the Banach Contraction
Mapping Theorem (cf. Theorem A.5 in the Appendix) that says that ® has a unique fixed point.

2In his article, Suzuki actually demands that for every ownership matrix (M* and M), it suffices that there
exists only one firm ¢ € A for which holds that Z?:1 MJkZ < 1 for k = 0,1. This is a less strong condition
on the ownership matrices than (RC1). However, in his proof for uniqueness a strict contraction mapping
argument is used which only holds under (RC1). This is why we assume that Suzuki erroneously defined his
regularity condition and actually meant (RC1).
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The case if (RC4) holds

This condition implies that (OS2) cannot hold. A proof that the solution must be unique for
this regularity condition is given in Elsinger (2009, Theorem 8). Since we already presented a
different proof (Theorem 2.7), we only give a short sketch of Elsinger’s proof.

The assertion is shown via contraposition. Let R be the greatest and R be the least solution
® that exist as shown in Section 3.3.1. Subtracting the equity value of R from R, Elsinger
derives a condition that has to hold if multiple solutions are present in the system. Following his
argumentation, if the Elsinger Property in (RC4) holds for all ownership matrices, it is ensured
that this condition cannot be fulfilled under any circumstances from which follows that the
solution then must be unique.

The case if (0S2) holds

First, check that if (OS2) holds, (RC4) is violated. Further, if all column sums of the debt
ownership matrices are equal to one, we cannot conclude from (RC2) that (RC4) holds as well.
The same statement is true for (RC3).

The proof for uniqueness in this case slightly differs in the different papers but the idea of
the proof is very similar. Before giving a sketch of this proof, we have to make a restriction and
demand that M? = 0,,,, since otherwise, the following arguments do not hold anymore. In a
first step, it is shown that the equity values are equal for any debt payment vectors that solve
the liquidation equations in (2.9) — (2.11), see Demange (2011, Proposition 1) or Eisenberg and
Noe (2001, Theorem 1) for a proof. In the second step the uniqueness is shown by contradiction.
This is done by assuming that a greatest solution R and a least solution R of ® exist that differ
in at least one component. Summing up the equity values of all firms in the system for R and
R and using the fact that > , Mi’} =1forall j € Nandall k=1,...,m leads to the result
that the equity values must be equal. In case of (RC3), this is a contradiction if the additional
assumption Y 1 ; a; > 0 holds, see Shin (2008) for details. If (RC2) holds, we have to assume
further that > ; a; > 0 and that every firm in the system has to be indebted, see Demange
(2011, Proposition 2), who shows this for systems with m = 1.

The drawback of the approach above is that all proofs do not allow for M # 0,,,,. In Elsinger
(2009, Theorem 4), an additional assumption for the exogenous asset values is derived under
which a unique solution exists even if the Elsinger Property is violated for one of the ownership
matrices M¥, k > 0. This assertion also holds for system in which the equity ownership matrix
M? is unequal to zero. For a detailed proof, we refer to the original work. We only want to
point out that in Elsinger’s result it should be excluded that the Elsinger Property is violated
for MC. The reason is given the next example.

Example 3.14. Take the financial system F from Example 3.12 again, where the Elsinger
Property for M? is violated since for Z = {1,2} it holds that > ;.7 MZ»Oj =1 forall j € 7.
According to Elsinger (2009, Theorem 4), the solution of F is in such cases still unique if

dai>> (1=) M |4} (3.47)
i€l i€l jeT
Applying this to the system from Example 3.12, Equation (3.47) boils down to
ay +ag =225>1.5=d} +ds = (1 — M{; — M3,)d} + (1 — My — My,)ds. (3.48)
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It follows that (3.47) is fulfilled, however, the system has no solution at all.

Summarizing the results of this Section, we have found that regularity condition (RC4) for
which a unique solutions exists is the most general one. If (OS2) holds together with (RC2) or
(RC3), the additional assumption ||al| > 0 ensures that the solution is actually unique — at least
if no equity cross-holdings are present. All existing models in literature from Table 3.1 can be
embedded in these two scenarios. We close this section with two remarks.

Remark 3.15. Another possible approach of finding conditions to ensure a unique solution
if the Elsinger Property is injured consists of using the idea of Ren et al. (2014, Corollary 1).
Assume that one ownership matrix M*, k& > 0, does not have the Elsinger Property which means
that (I, — M¥) is not invertible. The result in Ren et al. (2014) says that if the recovery value
of a firm ¢ € N can uniquely and exogenously be determined and if the submatrix of dimension
(n —1) x (n — 1) in which ¢ has been deleted has the Elsinger Property, the solution of F is
unique. Depending on the value of &, this leads to two conclusions:

(i) If £ > 1, the firm has to be solvent in seniority level k which is for example ensured if
a; > 3% dk.

(ii) If k = 0, the firm has to be in default which can for instance be ensured if r*(d™,...,d")
exists and if (a+ Y 7, d¥ + M r0(d™,...,d")), < L, dF.

Remark 3.16. In a final remark to terminate this subsection, we want to emphasize that all
preceding derived regularity conditions for a unique fixed point of ® are in general only sufficient
but not necessary conditions. Hence, we can easily construct a financial system F in which all
regularity assumptions are violated and in which the solution of F is unique, even so. For an
example for such a system, let n =5, m =1, MY = 0,5y,

4 1 000 0 0
0 2 05 01 0 0
a=|0f,d'=]|1]and M'=] 0 1 0 025 0 (3.49)
2 3 0 00 0 05
1 2 0 00 05 0

Check that for this system, all regularity conditions in Definition 3.13 are violated, in particular
(RC4). If we take the subset Z = {2, 3}, similar to the approach in Example 3.14, we find that
Y icr @i = az + az = 0 and, hence, the assumption in (3.47) is violated as well. Nevertheless,
the fixed point of F is unique and given by

R* = (1,1.5,1,3,2,3,0,1.25,0,0.5)". (3.50)
The firms 1, 3 and 5 are solvent, firm 2 is in default and firm 4 is borderline, i.e. 7“2’1 = dy
and rZ’O = 0. Since firm 1 has no endogenous assets in its balance sheet, i.e. Mllj = 0 for all
j=1,...,5, its recovery value rI’l is uniquely defined by rT’l = min{d}, a1} = min{1,4} = 1.
Since all intersystem debt payments from this firm flow to firm 2 (M3, = 0.5), we can interpret

this “fixed” income of firm 2 as some kind of exogenous income which in turn allows a unique
pricing of the remaining recovery values.

3.4 Extensions of the Model

For the standard model in its most general form, there exists many existence and uniqueness
results we tried to survey and to unify in Section 3.3. Beyond that, there are also some extensions
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of the standard model in order to reflect some practical aspects and issues of financial networks.
We briefly want to mention some of these models in this section.

A possible extension embodies the inclusion of default costs. These costs can be modeled
by a fixed value of costs a defaulting firm is faced with or by costs that depend on the value
of exogenous and endogenous assets. For convenience, we assume a simple model with only
one seniority but include cross-holdings in the equities as well. The existing different model
extensions can be expressed via the adapted mapping ®y, given by

r! min{d!, (a + M'r! + M0 — b(rl))+}
o { 0= 1.1 0,0 1 nt |- (3.51)
r (a+M'r' + MrY — b(r!) — d')
where b(r!) = (b1(r1),...,bn(r})) is the vector in which the default costs are modeled. If in a

liquidation event a fixed value of default costs has to be considered, b(r!) is defined as
b(r') = diag(r! < d')-c (3.52)

with ¢ = (c1,...,¢,)t > 0, representing the individual default costs. This model is described
in the works of Elsinger (2009) and Elliott et al. (2014), who call the default costs bankruptcy
costs and failure costs, respectively. The latter article ignores the effects of debt cross-holdings.

Beside fixed default costs, there is also the possibility to model relative default costs as done by
Rogers and Veraart (2013). The idea behind this approach is that if a firm defaults, exogenous
and endogenous assets have to be liquidated to service at least partially the debtholders claims.
In such a situation it is reasonable to assume that, due to fire sales, the defaulting firm will
realize only a fraction of the exogenous assets’ price. The same also holds for the endogenous
assets, which results in

b(rl) = diag(r1 < dl) . ((1 —a)a+ (1- ﬁ)erl +(1- W)Moro) , (3.53)

where «, 8,7 € (0, 1] denote the realized fractions of the original asset price. The closer «, 5 and
~ are to zero, the higher are the losses of the firm’s liquidation. A very similar approach is also
chosen in Glasserman and Young (2015). Note that, unlike to the framework of the mentioned
articles, we also include cross-holdings in the firms shares in the model.

Other extensions we want to mention are the works of Miiller (2006) and Acemoglu et al.
(2015). In Miiller (2006), credit lines are included into the model. It is based on the idea that if
a firm gets into trouble paying off its liquidations, it can raise new credits from non-defaulting
banks in the system up to a predefined value, the credit line. Acemoglu et al. (2015) considers
a financial system where the exogenous assets are composed out of an amount of cash and the
return of a project the firm is involved in. In case of financial troubles, the firm can prematurely
liquidate the project to gain further liquidity and service the liabilities. For more mathematical
details, we refer to the original works. A last work we want to mention is the one of Awiszus
and Weber (2015) that extends the model of Rogers and Veraart (2013) including cross-holdings
in the equities as well as the effects of fire sales of the exogenous assets as a potential channel
of contagion introduced first by Cifuentes et al. (2005). For more details on this topic, see also
the references in Awiszus and Weber (2015).

No matter whether b(r!) is defined as in (3.52) or as in (3.53), all extensions have in common
that discontinuities are added to the model. As a result, the uniqueness of a fixed point of
®, gets lost under the usual regularity conditions that are presented in Section 3.3.2, see also
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Example 3.17. However, as long as Assumption 3.11 holds, the mapping ®y, is bounded from
above by Rgreat and bounded from below by

min{d!, (a — b(0,,)))*
Rsmall = < (a{i {)((On) E(gl))l }> . (354)

This follows immediately by the fact that ®p(Rgreat) < Rgreat and ®p(Rsmall) > Rsman. To-
gether with the monotonicity of ®y,, we can iteratively apply the mapping to the starting vector
Rgrcat and obtain the greatest fixed point R* = limy_,o (I)Ig(Rgreat) as the limit. R* can be
interpreted as the “best-case equilibrium” (Elliott et al., 2014) or the Pareto-dominant solution
(cf. Section 3.2.2).

According to Rogers and Veraart (2013), @y, is only continuous from above but not from
below. As a consequence, starting an iteration with Rgy,n would lead to a limit that must not
necessarily be a fixed point. For an example of this situation, see the original article of Rogers
and Veraart (2013, Example 3.3). The problem that possibly multiple fixed points of @ can
exist (no matter how they can be found), is solved by the fact that there exists a greatest fixed
point which can be considered as a Pareto-dominant solution. This is very similar to the case of
non-constant liabilities that was presented in detailed in Section 3.2.2. The following example
demonstrates that the uniqueness gets lost in case of default costs.

Example 3.17. Consider a system of n = 3 firms with m = 1 and

1 1.745 0 05 0.25 0 0.05 0.05
a=[1],d'=|o0o7m |, M=101 0 05|, M'=[005 0 0.05]. (3.55
1 01 025 0 0.05 0.05 0

The vector of default costs is given by ¢ = (0.5,0.5,0.5)!. Using the Picard Algorithm (see
Section 4.1.1 for details) and starting with Rgreat leads to a fixed point

(1.745,0.75,1,0.0003,0.9951, 1.4118)* (3.56)

of @, hence all three firms are solvent. On the other side, when starting with Rgy,.1 defined as
in (3.54), the Picard Algorithm stops at

(1.24,0.75,1,0,0.9419, 1.3586)", (3.57)

which is also a fixed point of ®p, but now with the difference that the first firm is in default.
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4 Valuation Algorithms for Systems with one
Seniority Level

We showed in Theorem 2.7 of Chapter 2 that for the standard model, i.e. a financial system F
in which the Elsinger Property holds for all ownership matrices, a unique fixed point R* of the
mapping ® exists. In this chapter, our aim is to present possible calculation procedures to obtain
this solution. We restrict our considerations to financial systems where the debt payments are
all of the same seniority. Because of m = 1, we have only one vector that contains the nominal
values of the liabilities and omit for convenience the superscript and simply write d := d*. The
liquidation value equations in (2.9) — (2.11) therefore reduce to

r' = min{d,a + M'r* + M°"} (4.1)
r = (a+M'r! + MY —d)t,

and the mapping ® in (2.12) becomes ® : (R])?" — (Rj)?", where R = (r!,1%) € (RJ)?" and
r! min{d,a + M!r! + M%?}
o) = (1) = (B e M) (4.3

We will sometimes refer to the debt components of R and mean in such cases the first n
components of R that represent the debt payments of the system. The components n+ 1 to 2n
of R are called equity components for the same reasons. This notation is retained during the
entire chapter. The reason why we ignore systems with m > 1 for now is that the new ideas are
at first presented in this more convenient framework for a better comprehensibility. The derived
concepts from this chapter will help us in Chapter 5, where the algorithms are generalized for
financial systems that allow for a more detailed seniority structure of debt.

In general, we can categorize the developed algorithms into two different classes. The first
class, presented in Section 4.1, has the common property that they converge to the solution R*.
However, the procedures must not necessarily reach the fixed point and therefore technically do
not deliver an exact solution in a finite number of iteration steps. Of course, due to decimal
place restrictions, the convergence is sufficiently exact in the framework of a certain tolerance
level but not in a mathematical sense. The second class of algorithms overcomes this problem
by, on the one hand, delivering the exact value of R* and, on the other hand, by managing
this task in a finite number of iteration steps. These algorithms are based on the information
whether a firm is in default or not under a current iterate and are outlined in Section 4.2. Most
parts of this chapter are based on Hain and Fischer (2015).

4.1 Non-finite Algorithms

Different authors like Eisenberg and Noe (2001), Suzuki (2002) or Elsinger (2009) derived differ-
ent methods to calculate the solution R*. We can distinguish between two valuation algorithms
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that can be used in a financial system with cross-holdings in equity and debt. One algorithm
iteratively applies the mapping ® in (2.12) on a chosen starting vector (Section 4.1.1). A modifi-
cation of this Picard Iteration is used in the work of Elsinger (2009), where for the determination
of the equity component, a more sophisticated subalgorithm is used (Section 4.1.2). Beyond that,
in Section 4.1.3, we combine the existing computation techniques together into a new valuation
algorithm which we call Hybrid Algorithm.

4.1.1 The Picard Algorithm

The most intuitive way to calculate R* for the system F consists of the iterative application of
®. Tt will be shown in this section that with an arbitrary starting vector R € (R{)?",

R* = lim ®/(R%) = lim ®o...0 ®(R?), (4.4)
=00 l%ooﬁfd

which is commonly known as the Picard Iteration. Since R* > 0,, the range for the starting
vector R? can be reduced to only non-negative vectors. Beyond that, the search for an optimal
starting point can be limited to a specific finite interval as we will show in the next steps. To
this end, we introduce the two vectors

1
R rreat . d
Rgreat = <r§reat> T <(In o MO)_1(3+ Mld _ d)+> (4'5)
and .
r min{d, a}
Ronan := Smau) = ( {d, > 4.6
! (rgmall (a—d)* (4.6)

The vector Rgreat assumes that the debt payments are fully recovered so that in the debt
component r' = d. Note that even if r*! = d, it must not necessarily hold that Rgreat = R*
(see also Example 6.3). Also note that because of Assumption 2.6, (I, — M?)~! exists and is
non-negative, cf. Lemma A.3 in the Appendix. The second vector Rgman emerges when the
liquidation equations (4.1) and (4.2) are applied and the ownership structure of liabilities and
equities is completely ignored. In this case the term M'r! +MPO°r? that represents the endogenous
assets is set to zero. Hence, the firms only have the exogenous assets a as an income. The starting
vector Rgpan results from applying the mapping ® in Equation (2.12) on the vector Ogy,, i.e.

®(09,) =P <gZ) = (?;n_{((ij’)i}> = Rgmall- (4.7)

Before showing the importance of Rgreat and Rgman as upper and lower bounds of the solution
R*, we need to introduce the terms default set and default matriz. For r' > 0,, and r° > 0,, the
set

D' r"):={ieN: (a+M'r' + Moro)i < d;} (4.8)

is called default set under r' and r° because — given r' and r® — the firms in D(r!,r") are not
able to fully satisfy their obligations and hence are in default. We say that firm ¢ is in default
under r! and r° if i € D(r!,r?). For R = (r!,r) we will sometimes abbreviate the default set
by D(R). The default matriz corresponding to r' and r°, A(r',r?) € R™" is defined as

A(r',r0) := diag(a+ M'r' + MY —d < 0,) (4.9)
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and is the diagonal matrix with entry 1 for firms in default under r' and r at the corresponding
position and with the value 0 for firms not in default. As for default sets, we sometimes write
A(R) instead of A(r!,r?), if R = (r!,r?). With the new notation, we can show the crucial
limiting property of Rgreat and Rgman. In Section 5.1.1, the assertion is showed for systems with
a seniority structure (m > 1), a different version of the proof can be found in Fischer (2015).

Proposition 4.1. Let R* = (r*!,v*%) be the fived point of the mapping (4.3). Then R* €
[Rsmall, Rgreat] .

Proof. Because of (4.7), R* > Rgpall, so we only show the validity of the upper bound Rgyeat-
Since R* is the fixed point of ®, we can write

1 : 1,%,1 0.%,0 *,1
® (:0> = (Tﬁiﬁ:?ﬁho:% fi)+} ) - <r*,0) ~R". (4.10)
Obviously, r*! < d = rgreat, hence we reduce our considerations to the equity components of
R* which, together with A(r*!,r*%) = A* can be represented as
r*0 = (a+ Mt + M%*0 —d)T = (I, — A%)(a+ Mr™!t 4+ MO0 — d). (4.11)
Because of (I, — A*)r*Y = r*¥ we can reformulate (4.11) into

= (I, — AMr*0 4 (I, — A*)(a+ M'r*! —d)

01 1 w1 (4.12)
= (I, — AM (I, — Ar*Y + (I, — A)(a+ M!r*! — d).

Rearranging yields to

= (I, — (I, — AYM (I, — A*) "I, — A*)(a + M'r™! — d). (4.13)
Together with Lemma A.6 in the Appendix, this leads to

= (I, — (I, — AYM(I, — A*)) ' (T, — A")(a+ M!r*! - d)

< (L, — (L, - AMO(IL, — A") (I, - A")(a+ M'd - d)

< (I, — (I, — A M, — A") 11X, — A (a+Md -d)" (4.1

< (L - AL, - M%) (I, — A (a+M'd - d)" '

< (L, -M°)Ya+M'd-d)"

- rgreat?
from which the assertion follows. O

A direct consequence of Proposition 4.1 is that any iteration procedure that aims to calculate
R* should make sure that (i) no starting point of the iteration is chosen outside the interval
[Remall, Rgreat) and that (ii) every interim result of the procedure is also located in that interval.
For these reasons, we present an algorithm that can start either with Rgreat or Remall-

Algorithm 1 (Picard Algorithm).
1. For k=0, choose R? € {Rgman, Rareat} and € > 0.
2. For k > 1, determine R¥ = ®(RF 1),
3. If |RF=1 — RF|| < ¢, stop the algorithm. Else, set k =k + 1 and proceed with Step 2.
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We will equivalently use the two expressions Picard Iteration and Picard Algorithm for Algo-
rithm 1 in the following. For instance in Suzuki (2002) and Fischer (2014), the Picard Iteration
is the algorithm of choice to determine a solution of (4.1) and (4.2). However, no suitable area
for the starting vector is proposed in these articles. The question, in which situations Rgreat is
the more optimal starting vector than Rgpan to avoid unnecessary calculation steps is treated
in Chapter 6. In the next proposition, it is shown that in case of R? = Rgreat, the resulting
series of iterates will be decreasing, and increasing, if R® = Rgpan. For these reasons, we will
sometimes refer to the Decreasing or the Increasing Picard Algorithm.

Proposition 4.2. In case of R = Rgnan, Algorithm 1 generates a sequence of increasing
vectors R¥, and for R? = Rgreat @ sequence of decreasing vectors. For all starting points, the
algorithm converges to the solution R*.

Proof. Let RY = Rgmal, then

min{d,a + M!r! .+ M min{d, a}

(R — ’ small small > ) =R ) 4.15
(Roman) <<a+ Ml + MOt = d)T ) = (@ —ayt ) = el 19
From the monotonicity of ® (Lemma 2.4), it follows that for all iterates we have RFF1 >
R¥ k> 1. For R” = Rygpeat, first check that because of r) .. = (I, — M°)!(a+ M'd —d)*
and réreat =d,

(a+ eréreat + MY d)*"

great
+

= (a + Mld —d+ Morgreat - rgreat + rgreat)

= (a + M'd —-d - (In - Mo)rgreat + rgreat)+
+ (4.16)

= a+M1d—d—(a+M1d_d)++rgreat

<0n
< (rgreat)+ = rgreat
and thus
min{d,a + M!r! . + MO }) (rl

@ R X — 9 great great S reat = R T . 417
( g eat) ( (a + eréreat 4 1\/{01.&65Lt _ d)+ éreat great ( )

Again it holds, due to the monotonicity of ®, that R¥t! < R* k > 1. Hence, for any R €
[Resmall, Rgreat] it follows because of R < Rgreat that ®(R) < ®(Rgreat) < Rgreat and with the
same argumentation it follows that ®(R) > ®(Rgpan) > Rsman. This means that any series
from the Picard Iteration with a starting point in the interval [Rgmai, Rgreat] is bounded from
above and from below. Since ® is continuous, it follows that the series must converge to some

R such that <I>(I~{) = R. According to Theorem 2.7, there is only one fixed point, so it must
hold that R = R*. O

The result of Proposition 4.2 is not restricted to only non-negative exogenous asset values as
the next remark underlines. This will become important in Section 5.2 when algorithms to find
R* in case of m > 1 are investigated.
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Remark 4.3. Proposition 4.2 still holds in case of a € R" (see also Remark 2.8). To avoid
negative liabilities, we have to modify the first n components of the mapping ® according to
Equation (2.16), where the positive part of a+M'r! +MP%r? is taken. For a € R”, the minimum
starting vector then needs to be modified in the first n components to rgman = min{d,a"}. Check
that Proposition 4.1 still holds under this assumption and as well as Proposition 4.2.

The Picard Iteration — as well as any other iterative algorithm in Section 4.1 — might not
reach the solution R* in finitely many iteration steps. A financial system in which this problem
occurs, can easily be constructed. Everything that is needed, is one firm that is in default and
another firm that is solvent in the fixed point. A crucial assumption is that the two firms are
directly connected with each other in the sense that the solvent firm owns some part of the debt
of the defaulting firm and that the firm in default owns some shares of the solvent firm. The
next proposition demonstrates this phenomena.

Proposition 4.4. Consider a financial system with n > 2 firms for which either the Increasing
or the Decreasing Picard Algorithm is applied to find R*. Assume that in the fized point R*,
there exists a firm i1 which is in default with d;; > 7“;’1 > 0 and that there is another firm io

which is solvent in the solution, i.e. 7“:2’0 > 0 for which in case of the decreasing version further

holds that (rgreat)iz > r;’o. If Milw-1 # 0 and Mgﬂ-2 # 0, the Picard Algorithm will never reach
R*.

Proof. We show the claim first with the Decreasing Picard Algorithm, i.e. RY = Rgreas- Then,
0,1

Ty =diy > r;kl’l since firm ¢; is in default. The next debt iterate of ¢y is given by

1

S {di“ (a+ MO+ Moro,O)il}_ (4.18)
If 741'11,1 =d;,, then 7“1-11’1 > 7';‘1’1 with the same argumentation as above. Else,

P (e MU MO0 g M MO, S (o)

11 i1 11 i1 )

. 0,0 _ *0 0
since ;" > ;" and M;

# 0. For the next equity iterate of io, it holds that

PO — (a + MOt MOp00 — d)i2 > (a + Mol £ MO0 — d), =50 (4.20)

12 12 12

0,1 *,1 1
because of r;” > r;"" and M,

# 0. Check that we can omit the (-)* sign in (4.20) because
if 79 is solvent, it holds that TZ’O > 0 for every iterate k > 0. With the same argumentation it
follows immediately that 7’31’1 > 7":1’1 and 7’122’0 > T';-;’O. By induction, we see that rfl’l > 7";‘1’1 and
’I“ZO > T;;’O for all £ > 0 and therefore R* > R* for all k > 0.

Let us now change the direction of the algorithm and set R = Rgnan. Note that 41 is in
default from which follows that

T(’]yl = min{dipail} =aj < 7";;71 = (a + Mir! + MOI'*’O)

11

(4.21)

1

since 7‘:-;’0 > 0 and M? . # 0. For the equity value of firm 4y it holds by definition that

11,82
0,0

riy = (ai, — di,)*. If a;, < d;,, then r%’o =0< ’I“;’O. Otherwise,

20 = (a—d)i, < (a+ M'r 4 MO0 —d), = (4.22)

192 i2 12
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because of r;kl’l > (0 and MZIN1 # 0. The debt component of the next iterate for i1 is then given
by

L1 1..0,1 0,.0,0 1,1 0,.%,0y _ %1

ri = (a+ M M) < (a+ Mirtt + M) = (4.23)

because of 7“?2’0 < rz;’o and M} 0 0

i1.62 using

# 0 as well as we immediately find that rllz < 7";;

the same argumentation as in (4.22). Hence rfl’l < 7‘:1’1 and ’I“Z’O < 7’;’0 for all £ > 0 and thus
R* < R* for all k > 0. O

Example 4.5. Consider a financial system with n = 5 firms, where

a = (0.39,0.38,0.60,1.29, 0.46)", d = (1.62,1.82,2.07,1.14,0.77)" (4.24)
and
0 0375 025 025 0 0 0.05 0.067 0.05 0.05
025 0 025 025 0.25 0.05 0 0.067 0.05 0.05
M= 0 0375 0 0 025, M°=]005 005 0O 005 0.05]. (4.25)
025 0 0 0 025 0.05 0.05 0.067 0 0.05
025 0 025 025 0 0.05 0.05 0.067 0.05 0

The solution of the system is given by the vector
R* = (1.62,1.7342,1.5316,1.14,0.77,0.1686, 0, 0,0.7965, 0.8112)" (4.26)

and we see that the second and the third firm are in default, the others are solvent. Since
for example the first firm owns some debt of the second firm (Mi, = 0.375) and this firm,
on the other hand, holds some shares of the first firm (MY, = 0.05), the Picard Iteration will
theoretically never reach the fixed point R*. Of course, since € > 0 is chosen in Algorithm 1,
the procedure will stop after some iterations, as Example 4.21 demonstrates.

Remark 4.6. Proposition 4.4 does not claim to be a complete description of situations in which
the Picard Iteration does not reach R*. There are many other possible situations in which the
same phenomenon can occur. For instance in case of the Decreasing Picard Algorithm, we can
demand that i; ¢ D(R) instead of r%’o > r%. As a consequence, Equation (4.18) becomes

12
rill’l =d; > 7’;’1.

From a computational or practical point of view, the fact that the solution can, under some
circumstances, not be exactly reached, will result in many needed iteration steps to approach
R* sufficiently close. This can make the Picard Algorithm somewhat inefficient, as well as the
other algorithms that are presented in remainder of this section. The Trial-and-Error Algorithms
presented in Section 4.2, however, do not have this drawback since for these procedures it is

ensured that they will reach the solution in a finite number of steps.

4.1.2 The Elsinger Algorithm

In Elsinger (2009), an algorithm to find R* is presented which differs from the Picard Iteration.
This procedure consists of splitting the two components of an iterate R¥, the equity and the
debt components, and apply different computation methods to both components in each iteration
step. For the equity components, a subalgorithm is applied where the equity payments of the
system are determined assuming a fixed amount of debt payments. Denote this vector of debt
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payments in the following by r, hence 0,, < r < d. Aim of the subalgorithm is to find a fixed
point of the mapping ®° : (RJ)™ — (RF)"™ with

d'(r%7) = (a+M'r + M —d)". (4.27)

This mapping represents the equity components of ® for given debt payments of r. The fixed
point of ®Y(-; ) is denoted by r’(r), i.e.

®V(r%(r);T) = (a+ M'r + Mr2(¢) — d)* = rO(). (4.28)
As shown in Elsinger (2009, Lemma 4), this fixed point exists and is unique since M has the

Elsinger Property.

The following algorithm delivers for given T a series of vectors w* € R™ that converge to a
vector that is the fixed point of (4.27). To explain this in more detail, first define for a given
vector w € R" the set

P(w)={ieN:w, >0} (4.29)

and the matrix
G(w) = diag(w > 0,) (4.30)

as the corresponding diagonal matrix. Note that these definitions of P(w) and G(w) slightly
differ from the original ones in Elsinger (2009), where a strictly larger sign was used in the
Equations (4.29) and (4.30). By our definition of default in (4.8), a firm with zero equity value
can still be not in default in the sense that all obligations can fully served, but no capital is
left for the shareholders. This situation is referred to as borderline firms (cf. Section 4.2.2).
However, this modification does not change the forthcoming theoretical results.

Algorithm 2.
1. For k=0, set w’ = a+ M'r — d and determine P(w°) and G(w").
2. For k > 1, solve U1 (W) =w where
Ui (w) = wl + MOG(wh Hw (4.31)

wi—1(WF) = w¥*. Determine P(w¥) and G(w*).

3. If P(w*) = P(wF=1), stop the algorithm. Else, set k =k + 1 and proceed with Step 2.

and denote the solution by w*, i.e. ¥

Before the properties of Algorithm 2 are shown, we give some explanations for a better under-
standing of its functioning. The starting point is w%, which is the difference between a + M'r
and d. The sum represents the firms’ incomes on their balance sheet that consists of exogenous
and endogenous assets a and M'F, respectively. Note that in this step the potential income
from equity cross-ownership is ignored since M? does not appear. The idea is now as follows:
The firms not in P(w®) are not able to fully satisfy their liabilities (assuming debt payments
of ¥) and will be in default. On the other hand, the firms that are in P(w") will be able to
satisfy their obligees and can be regarded as solvent (again assuming debt payments of r), even
though no intersystem payments due to equity cross-ownership are taken into account. As a
consequence, the equity payments of the non-defaulting firms are added into the system via
the product MG (w?)w. We can interpret the vector w”, as well as the other iterates wF as
pseudo equity vectors that give us information about solvent and defaulting firms under the
current debt and equity payments. The fact that the entries of w* can be negative prevents
that they can be naturally interpreted as equity vectors which is why we use the term “pseudo”.
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The difference compared to the Picard Algorithm is that a linear equation system is solved
to achieve a new equity payment vector instead of applying ® to an iterate R¥. This is because
for the fixed point of W1 it holds together with (4.31) that

wh = (I, - M°G(wF 1))~ tw® (4.32)

Note that the inverse matrix exists since both M? and, hence, MG (w*~!) have the Elsinger
Property.

The vector w' can be interpreted as an “updated” version of w' since the equity payments

of the non-defaulting firms that are in P(w”) are included in w!. Based on the updated vector
w!, it might appear that some firms that are not in P(WO) have now non-negative entries in
w!. This can be concluded from w! > w9 that we will show later. But these firms are now also
able to contribute equity payments to the system. Consequently, the system has to be updated
again by determining w?. The procedure continues until the set of defaulting firms stays the
same from one iteration step to the next one.

Proposition 4.7. Given a fixed vector of debt payments ¥ > 0,

(i) Algorithm 2 generates an increasing sequence of vectors w*.

(i) Let 1 <1 <n such that
l:=min{j € {0,1,...,n— 1} : P(w’) = P(w/t1H)}. (4.33)

Then rO(%) = (W) is the fized point of the mapping ®°(-;T).

(iii) Let dy = |P(w°)| be the number of firms with a non-negative entry in w°. If dy €
{1,...,n}, the fized point v°(F) is reached after no more than n — dy iteration steps. If
do = () no iteration is necessary, since r’(¥) = 0,,.

Proof. (i) This part of the Proposition is shown by Elsinger (2009). We give a different
version of the proof. Because of (4.32), the fact that G(w")w® > 0,, and using the series
representation of (I, — M°G(w’))~! as shown in Lemma A.3 of the Appendix we get

Wl — ( ( O))—lWO
= (I, +M0 G(w?) + (M°G(w?))? + ... )w°
= w4+ M? G(wO)w’ +M°G(w)M° G(w")w’ ... (4.34)
>0y >0y,
> WO ) )

e 9

which is the induction start. For the induction step we assume wk > whk=1 and G(w ) >
G(wF1) following from it. We need to show that w*™! > w* or, equivalently, wh*! =
w" + e where e > 0,,. Since G(w")w* > G(wF 1wk and w¥ = w0 + MG (wF—1)wh it
follows that

u:=w’ 4+ M'G(wh)w" — w = MO (G(w") — G(w" 1)) wF > 0,. (4.35)
With this definition we have that

wh +e=w'+M'G(w")(wh + e) = w? + MG (wF)wF + MG (wh)e (4.36)
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and we can rearrange to
e — M°G(w")e = w’ + M'G(w")w" —wF =u>0,. (4.37)
Solving this for e leads to
= (I, - M°G(w"))"lu >0, (4.38)

from which follows that wrt! > wk,

(ii) First, we will show that once a “stable system” has been reached, i.e. for k¥ > 0 we have
P(wF) = P(whk*1), the sequence w* will be constant. Let I be defined as above in (4.33).
Note that such an [ exists since w¥ < w**1 and therefore P(w**+1) D P(wF) for all k > 0
as shown above. Due to G(w!) = G(w!t1), it follows because of

U i(w) =wl + M'G(whw = w’ + MOG(w'tw = U101 (w) (4.39)

that the two mappings ¥,: and Wi+ are the same and consequently wtl = w!*2,
A direct consequence is that P(w't?) = P(w!tl) = P(w!) which implies G(w!*2) =

G(w't!) = G(w!). By induction, all following vectors will be equal to w!*!.

What remains to be shown out is that the positive part of this iteration vector is the
fixed point of the mapping ®°(:;7). Since w!*! is the fixed point of ¥, it holds that
witl = w0 + MG (w!)w!*!. This yields to

e((w'th)"ir) =

wls

(a+M't+MO(w!tH)t —d)t

= (a+ M'F + MOG( H—l)wl-i-l _ d)+

= (a+ M+ M'G(whHw! Tt —d)* (4.40)
( + MO ( ) l+1)+

= (

Wl+1)

(iii) If dyp = 0, then w? < 0 for all ¢ € N. This means that G(wg) = 0,x, and that the
first iterate w! is given by w! = (I, — M°G(w?))"'w® = w® from which follows that
P(wl) = P(w") = (). By definition, the algorithm stops and we obtain r’(r) = (w!)* = 0,
as the fixed point of ®°(-;T), as one can easily check. Suppose now that dg > 1. As shown
in part (i), the series w¥ increases which means that the firms in P(w®) will maintain
their positive entries in every further iteration step. The same statement holds for every
firm 4 with wf < 0 and w®™ > 0 for any & > 0. Because of (i) this means that the
number of iteration steps Would certainly be maximal, if in every iteration step the set
P(w") increased by one and if [P(w't!)] = n. In that case we would therefore have
|P(w!1)| — |P(w?)| = n — do maximal possible iteration steps.

O

Example 4.8. Consider the financial system defined in Example 4.5. To find a solution of this
system, we assume in the first step that all firms are able to fully recover their liabilities, i.e.
t = d. Under this assumption, we can use Algorithm 2 to find the fixed point of ®°(-,d). Doing
so, we find that

= (0.2550, —0.04, —0.595,0.7475,0.8975)" and P(w°) = {1,4,5}.
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The firms in P(w®) are able to fully satisfy their liabilities, hence we can add their equity
payments for the other firms in the system into account which leads to

w! = (0.3434,0.0656, —0.4894, 0.8124,0.9553)" and P(w') = {1,2,4,5}.

The additional payments cause that firm number 2 is now also able to fully recover its liabilities,
only firm 3 is not able to do so. This also does not change in the next iteration step where we
get

w? = (0.3471,0.0661, —0.4856,0.8161,0.9590)" and P(w?) = {1,2,4,5}.
So, the third firm stays in default and because of P(w') = P(w?) the algorithms stops and

(w2)* =r%(d) is the searched fixed point of ®°(-;d) as one easily can check.

Using Algorithm 2 to get an equity vector for a given debt payment vector, we can now
present the algorithm to calculate the solution R*. In the sequel, we will make use of the
mapping ®! : (RJ)™ — (RJ)™ defined by

o' (r; ) = min{d, a + M'r + M’} (4.41)
that represents the debt components of ® for a given equity payment vector 0 > 0,,.

Algorithm 3 (Elsinger Algorithm). Set ¢ > 0.

1. For k =0, choose r*! € {rslman,réreat} and determine 9(r%') using Algorithm 2.

2. Fork > 1, set vl = @ (=1L r0(rF=11)) and calculate x°(r®1) by Algorithm 2.

ph—1.1 rhl .
3. If <r0(rk_171)> - <r0(rk’1)> H < g, stop the algorithm. Else, set k = k + 1 and proceed
with Step 2.

The algorithm starts either assuming that all firms can fully deliver their debt obligations

(rO1 = réreat =d) or that all firms have only their exogenous assets for paying off their obliga-

tions (r%!' =rl . =min{d,a}). With this payment vector, the corresponding equity payments

are obtained by using Algorithm 2. In the next step the debt vector has to be adapted to the
new equity payments which is done applying ®' to the previous debt vector. The updated debt
payment vector is then used for determining a new equity payment vector. This procedure con-
tinues until the iterates are sufficiently close to each other. Additional to the original algorithm
first presented in Elsinger (2009), Algorithm 3 contains the second possible starting point rgmall.
In Figure 4.1, the schematic workflow of the Elsinger Algorithm is summarized more compactly,
we demonstrate the functioning of the Elsinger Algorithm also in Example 4.21. We will show
in the next proposition that if r%! = r;man is chosen, the vector of debt and equity payments
establish an increasing sequence and hence converges to the solution R* from below, while for
rO! = réreat, the series converges from above. Depending on the choice of the initial debt iterate
r%1 in the first step of the procedure, we call the algorithms either Decreasing Elsinger Algorithm

e 01 1 : - : : 01 _ .1
if 10 = rgpeq Or Increasing Elsinger Algorithm in case of ™" =r .

1
great

Both series converge to the fized point of the

Proposition 4.9. The Elsinger Algorithm delivers a series of decreasing vectors if r%' =r

1

. . . - 0,1
and a series of increasing vectors if v0 =1 .

mapping ® in (2.12).
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Step 0 Step 1 Step 2

I.0,1 c {réreat’ r;mall} I.1,1 — (I)l(ro,l; I.0,0) I.2,1 — <I>1(I'1’1; I.1,0)
I.070 — I.O(I.O,l) I.1,0 — I.O(I.l,l) I.2,0 — rO(r271)
— <I>0(r0’0; I.0,1) — <I>0(r1’0; I.1,1) — CI)O(I‘Q’O; I.2,1)

Figure 4.1: Schematic functioning of the Elsinger Algorithm. The oval-shaped symbol means
that Algorithm 2 is applied to update the equity vector. The arrow without any
further specification means that the function ®! is applied to update the debt vector.
In case of ¥ =r!l . the sequence (r*,r%(r*)) is increasing, and it is decreasing if

01 1 smal
re = rgreat =d.

Proof. The decreasing part is shown in Elsinger (2009), we only have to show that the debt
iterate in the algorithm therein is identical to r®! in Algorithm 3. With our notation, the
iterate of the debt component in Elsinger (2009) is defined as

ro! = min{d, (w*(cF711) 4 d)*}, (4.42)
rk=1L1) is the solution of

w=a+MirF b MOwt —d. (4.43)

where w*(

However, it follows from (4.40) that for r = r¥=11,

(Wl+1)+ — 0 <(Wl+1)+;rk71,1) _ <a+ Mlpk—11 o MO(WI+1)+ _ d)+ _ (W*(rk71,1)>
where w!t! is the result of Algorithm 2 with the debt payment vector r¥~
rO(rF~11). Because of (4.43), we have that

W*(rkil’l) =a+MrF bl —d+ MO(W*(rkfl’l))Jr, (4.45)
from which follows with (4.41) and a > 0,, that
rf! = min{d, (w*(cF~1h) + d)*}
— min{d,a + M!r" 11 4 MO(w*(rF—11)) )
— 3 (eF L (wr (rF L)) )

— q)l (rk—l,l; I‘O(I‘k_l’l)).

(4.46)

What remains to be shown is that for the starting point r%! = r;mau the produced series increases
and converges to R* which is done by induction. For the induction start, check that

r%! = min{d,a} < min{d,a + M'r%" + M%?(r"")} = &' (O} 0(x%1)) = r1.
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According to Lemma 2.10, r’(r) is increasing in r. Hence, r’(r®!) < r(r'!) which completes the
induction start. Assume for the induction step that r*~%! < r¥! and consequently r®(r*=11) <
r(r®1). The next debt iterate emerges as:

I,/lc—&-l,l — min{d,a + erk,l + MO(rO(rk,l))+}

> min{d,a + M'rF 1! 4+ MO(r0(rF~11))+} (4.47)
k,1
=1r" s

from which also follows that rO(r*+11) > rO(r®1) and, hence, the increasing property of the
series. For the convergence, check that r’ (rk’l) > 0, and it holds that

() = (a+ MIirP + MO0 (rPh) — d)T < MO0 (ePY) 4 (a + MeR — d) T (4.48)
Because of r®! < r*1 it follows after some rearrangements that
Ot < (1, - MO Ha+ Mk —d)t < (1, - MO Ya4+ Mirt —d) T, (4.49)

hence the series r’(r®!) is bounded from above as well and therefore converges to some r*? from
below. The fact that ®° is continuous in (r', r) implies together with ®°(r0(rF1); rk1) = r0(r®1)
that ®°(r*%; r*!) = r*Y Thus, (r*!,r*?) solves (4.2). Similarly, we can argue that because of
the continuity of ®!, ®!(r*!;r*?) = r*! from which follows that (r*!,r*?) also solves (4.1) and
therefore must be the fixed point R*. O

Similar to the Picard Algorithm (cf. Remark 4.3), we can also successfully use the Elsinger
Algorithm if negative exogenous asset values are present. A property, we will make use of when
applying algorithms to financial systems with m > 1 (cf. Section 5.2).

Remark 4.10. The assertions of Proposition 4.9 are also true if a € R™. To see this, first
note that for any given debt iterate r®!, Algorithm 2 still delivers the corresponding equity
payments r%(r®!) as the fixed point of ®°(-;r*1). This follows from the fact that a > 0 is not
needed in the proof of Proposition 4.7. Moreover, the Elsinger Algorithm obviously delivers a
decreasing or an increasing series, depending on the corresponding starting vector. Of course,
the mapping ®! has to be adapted to ®!(r';r%) = min{d, (a + M'r! + M°%)*}, to ensure the
proper definition of the debt iterates. For the increasing case in Algorithm 3, we further have
to set vl = min{d,aT} for the starting vector to make sure that the recovery values are

positive. However, this does not change the fact that the series staring with (rgman, r’(Tsmal))
converges from below to R*.

As described above, the Elsinger Algorithm determines the equity components of the iterates
RF in a different way than the Picard Iteration. An important consequence of this new approach
is that the iterates of the Elsinger Algorithm will for the decreasing version be in every step
smaller than the iterates of the Picard Algorithm, as we will show in the next proposition. The
same statement holds for the increasing version of the procedure, where the iterates from the
Elsinger Algorithm will be greater than the iterates from the Picard Algorithm. Despite the
fact that both procedures are difficult to compare concerning their total calculation effort due
to different ways to obtain the next equity iterate, only taking the number of needed iterations
as a quality criterion into account, we can conclude that the Elsinger Algorithm will not need
more iteration steps to reach R* sufficiently close than the Picard Iteration, no matter whether
the algorithms start from the upper or the lower boundary.

42



Proposition 4.11. Let RE = (r’li’l,rlli’o) be the k-th iterate of the Picard Algorithm and RE =

o

kO)

ri ) the corresponding iterate of the Elsinger Algorithm.

(i) For any iterate k > 0 it holds that RE > RE if RY = Rgreat and RY = (Tareats T (Tgreat))-

In case of RY = Rgpan and RY = (vl . r0(rl ), we have that RE < RE for every
iterate.

(ii) Let RE, k > 1, be an iterate either of the Picard Algorithm with R® = Rgreat or of the

Elsinger Algorithm with R? = (rl ro(réreat)). Then REMH(RF) > REF(RF). If the

great»
starting vector is either R® = Rgpan or RO = (vl x0(rl 1)), it holds that REF(RF) <
REFU(RA)
B .

Proof. (i) The assertion is shown by induction. For k& = 0, suppose that the upper boundary

(i)

is the starting vector for both algorithms. In Equation (4.49) it was shown that
rUE,O _ I‘O(d) < (In B MO)fl(a + Mld — d)+ — réreat = rOP’O, (450)

Since lt'OE’1 = I'OP’1 = d, the induction start is complete. Assume now, that for k£ > 1 it holds

that R’f, > R}’f:. From Proposition 4.9, we know that RIEH < Rlé. This leads to
réﬂ’l = min{d,a + eré’l + Morlk)’o} > min{d, a + erlé’l + Morg’o} = rlgrl’l (4.51)
and

k+1,0 k,1 k,0
rp V= (a+ Mg + Mg —d)t

> (a M M ) 452
2 (a+M1rIE+L1 + Mor%+170 _ d)+ '
i~

If the starting vector is the lower boundary and the series R’f) and Rﬁ are increasing, the
argumentation is similar.

We prove the claim for the decreasing version of the algorithms, the proof for the reverse
direction is similar. First, let RF = R{%. The next iterate of the debt components is equal
for both algorithms, i.e. rIIf,H’l = él(rk’l;rk’o) = rPk]H’l. For the equity components, it
holds that r'f,“’o = ®O(r"0; vk 1), The mapping ®°(-;r*!) has a unique fixed point, that

we denote by r’(r®!) and that can be obtained via a Picard Iteration:

lim (8°) (rh0;xh 1) = r0(rh 1), (4.53)

=00

The iterates obviously form a decreasing sequence so that

rlliﬂ’o > ro(rk,1) > ro(rk+1’1) _ r’éﬂvo’ (4.54)

where the second inequality follows from the fact that r%(r) is increasing in r (cf. Lemma
2.10). If the k-th iterate is given by R* = RIIEJ, the arguments are analogous to the ones
above.

O]
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Even though the iterates of the Elsinger Algorithm are always closer to R* than their coun-
terparts of the Picard Algorithm, there as still some situations, in which the Elsinger Algorithm
does not reach R*.

Proposition 4.12. Consider a financial system with n > 2 firms for which either the Increasing
or the Decreasing Elsinger Algorithm is applied to find R*. Assume that in the fized point R*,
there exists a firm i1 which is in default wzth di, > r* ''> 0 and that there is another firm

19 which is solvent in the solution, i.e. 0> 0. If M % 0 and M, # 0, the Elsinger

Algorithm will never reach R*.

12 i1 741 12

Proof. First note that, unlike to Proposition 4.4, we do not have to demand a particular property
for T?Z’O. In the decreasing version of the algorithm, R? = (d,r’(d)) and therefore r T e !
For the equity component of firm 4o, it holds that

P90 = (a4 MOt 4 MOr%0 — d),, > (a+ M MO0 —d), = 0 (4.55)

12 12 2

since 7" b r* ! and M}Q iy 7 0. The further argumentation that T‘Z’l > r;’l and er’O > r;;’O for
k>1i 1s 1dentrcal to the one in the proof of Proposition 4.4, as well as for the increasing version

of the algorithm. O

An example for a system that fulfills the assumptions of Proposition 4.12 is again the system
of Example 4.5. Though the stopping criteria will be reached after some iteration steps in the
Elsinger Algorithm (cf. Example 4.21), the outcoming vector is not exactly equal to R*.

4.1.3 A Hybrid Algorithm

To motivate the approach of the next algorithm, we have to compare the functioning of the
Elsinger Algorithm and the Picard Algorithm. The major difference between both iterations
emerges in the calculation of the equity components. Suppose that we are in iteration step
k > 0 and want to calculate the next iteration of the equity components. We ignore for an
instant that both algorithms deliver different iterates and assume that the k-th iterate is given
by R*¥ = (¢!, r*0). In the Elsinger Algorithm, r*+! is calculated first and then r*+10 as
the fixed point of ®°(-;r¥*1:1) 5o that it holds that r*+1.0 = @O(pF+1.0. pk+1.1) " The iterate of
the Picard Algorithm, on the other side, can be written as r*+10 = <I>0( 0. ¢k1) from which it
becomes clear that the Picard Iteration neither uses the “updated” debt Vector rF+t1L1 nor does
it solve a separate fixed point mapping to obtain r**10,

The determination of the debt components r**11 however, is comparable in both algorithms.
Again starting with R¥ we have that r**b! = ®!(rF1; r*0) for both procedures. An obvious
extension of the Elsinger Algorithm would be to utilize the principle used for the equity compo-
nents for the debt components as well. In the article of Eisenberg and Noe (2001), this concept
is used for systems with no cross-ownership of equity, i.e. where M? = 0,,,,. In this subsection
we will generalize the results of this work and it will turn out that combining both ideas, the one
of Elsinger (2009) and the one of Eisenberg and Noe (2001), will help to minimize the number
needed iteration steps of the global algorithm to find R*.

To explain this idea in more detall say that for a debt payment vector T € [r! . rl ] we
have a corresponding equity vector ¥ := r’(F), that is, a fixed point of the mapprng ®Y(; 1) in

(4.27). In the Elsinger Algorithm, the next debt iterate emerges as ®!(¥; ). Instead of using
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this iterate, our aim is now to find the fixed point of ®!(-;#°) as the new debt iterate. This can
be done using the following Algorithm.

Algorithm 4. Suppose t° > 0,,.
1. For k=0, set r% =t and determine D(r®!,1°) and A(x"!, ).
2. For k > 1, solve ©r-1.1 30(r) = r where
Ot po(r) = A1 50) (a + M (A(rk’l’l, )r + (In ~ AL f'O)) d) + M0f0>

n (In ~ AL fo)) d

(4.56)
3. Denote the solution by ™!, i.e. Op-1150(r®!) = r*' and determine D(r*',1%) and
A(rF1 £0),
4. If D(rF=11 0) = D(rk1 £9), stop the algorithm. Else, set k = k+1 and proceed with Step
2.

The algorithm is identical to the one given in Eisenberg and Noe (2001) with the modification
that some additional fixed payments due to equity cross-ownership are included. It solves (4.1)
for a fixed amount of equity payments t% > 0,, i.e. is the fixed point of the mapping ®'(-, "), as
we will show in the next proposition. To see the difference between the calculation of the debt
component in the Elsinger Algorithm, assume that an arbitrary debt payment vector r € [0,,, d]
is given and that the corresponding equity payment vector r’(r) is given too. The fixed point
of the mapping ®!(-;r%(r)) can on the one hand be obtained using Algorithm 4 above, but on
the other hand, we could also use a Picard Iteration (see Algorithm 5), since it holds that

0, < ®(r;r’(r)) = min{d,a + M'r + M°r%(r)} < d. (4.57)
Starting with the vector r = r%!, the fixed point is given by
lim (®1)!(r; r%(r)). (4.58)

l—o0
In the Elsinger Algorithm, however, the next iterate for the debt component is defined as
®!(r;r%(r)) which is therefore the first iterate of the Picard Iteration in (4.58). Hence, one
can say that using in the Elsinger Algorithm, a simple mapping is applied to obtain the next
debt iterate, whereas a fixed point problem is solved in Algorithm 4 to get the next debt iterate.

1

€ [rl be a debt payment vector and t° > 0, a vector of

Proposition 4.13. Let r amall> Tgreat)

equity payments such that
o (rh %) < vl (4.59)

(i) Algorithm 4 generates a well-defined decreasing sequence of vectors r*:'.

(ii) Let 1 <1 <n such that
l:=min{j € {0,1,...,n— 1} : D(r?} ) = D(rI 11 #0)1. (4.60)

Then r!TH1 is the fived point of the mapping ®'(-;t°) defined in (4.41).

(iii) Let dg = |D(x",t°)| be the number of firms in default under t* and ¥°. If dg € {1,...,n},
the fized point ¥ 11 is reached after no more than n — dy iteration steps. If dy = 0, no
iteration is mecessary, since rithl =d
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Proof. Since the equity vector C is considered as fixed we can modify the financial system F by
setting & = a + MY and M® = 0,,,,. The new system F = (a, M!, M?,d) is then a system
without cross-ownership of equity. Such systems are considered in Eisenberg and Noe (2001),
see also Table 3.1.

(i)

(iii)

46

The proof that the sequence r®! decreases is now equivalent to the proof given in Eisenberg
and Noe (2001). A needed assumption in the proof therein is that ¥! is a so-called super-
solution which is given because of ®!(r'; ") < r! < d. What we have to show to complete
this part is that the fixed point of the mapping in (4.56) exists and is unique, since their
definition of a financial system, differs slightly from ours. Denote by A := A(r®! ) the
diagonal matrix in the (k + 1)-th iteration step. The next iterate r**11 is according to
(4.56), given by

pRHLL A (5 + M (ArFHL (1, — A)d)) + (In — A)d

(4.61)
= AM'ArFtH A (@ + MYT, — A)d) + (I, — A)d
and rearranging yields to
ML — (1, - AM'A) T (A (3 + MY(L, — A)d) + (I, — A)d) . (4.62)

Note that M! has the Elsinger Property and, hence, so does AM'A which means that the
inverse of I,, — AM!A exists. This proves the uniqueness of r*+11,

The argumentation that the sequence converges and becomes constant in the end is anal-
ogous to part (ii) of the proof of Proposition 4.7. Since r®! is decreasing, we have
that D(r®! #0) C D(rkT11 £0) that means the number of firms in default increases. If
D(rbl,19) = D(r!*+H1 19), then we also have that A(rb!, %) = A(r'*11 0)) from which
follows that the mappings ©,.1 zo and ©i41.1 zo have the same fixed point. It must hold
then that all consequent iterates are equal.

To show that r!*! is the fixed point of ®!(-, ), first check that by definition,
P AL FO) L (1, — AL E0))d (4.63)
It then holds that
<I)1(rl+1’1; f'o) = min{d,a + erl“’l}
— (L, — A1 ) d + A ) (& + M)
= (I, — A(r",1%))d
I A(rl’l,fo) (5+ M (A(rl-i-l,l’f,o)rl—i-l,l + (I, — A(I‘l+1’1,f'0))d)) (4.64)
= (I, — A(r"',1°))d
+ A ) (é +M! (A(rl’l, ) el g (L, — AR, f'o))d))

— L1

where the last equality follows from (4.56).

This part is similar to part (iii) of the proof of Proposition 4.7 with the reverse argumen-
tation. The dp firms in default under the starting vector will stay in default since the
series decreases. To achieve a maximum theoretical length of the algorithm, exactly one



additional default step has to occur in every new iteration step. This results in no more
than n — dy possible iteration steps. If dy = 0, it follows because of A(t¥!, ") = 0,,,, that
0,01 50(r) = d and therefore that d is the fixed point of ®!(;r").

O

Example 4.14. We reconsider the system in Example 4.8 where we found that r’(d) =
(0.3471,0.0661,0,0.8161,0.9590) and D(d,r’(d)) = {3}. Since the third firm is in default
even assuming maximums payments of equity and debt, the corresponding debt payment has
to recalculated using Algorithm 4. First, note that for ¥ = r%(d) and ! = d it holds that
®l(r!; %) < d = r! and that the Assumption in (4.59) is fulfilled. We get for the first iterate in
Algorithm 4 that

rb! = (1.62,1.82,1.5844,1.14,0.77) and D(r'!, %) = {2,3}.

The default of firm 3 has affected firm 2 that is now also not able to fully satisfy its obligees
because of the reduced debt payments. Consequently, the algorithm continues and delivers

r>! = (1.62,1.7590,1.5615,1.14,0.77)" and D(r*!, %) = {2,3}.

as the next iterate and default set. Since now, no new firm gets into trouble, the algorithm stops
and we have found r>! as the fixed point of ®!(-,#°).

The validity of the inequality in (4.59) is crucial for the monotonicity of the iterates r®!
produced by Algorithm 4. However, there are situations in which a debt payment vector r €
[l s réreat] is given together with an arbitrary vector ¥’ > 0,, and where (4.59) does not hold.
Think of an algorithm to find R* that starts with Rgpan. In this case the first debt iterate
is r;man = min{d,a} and the corresponding equity iterate is rO(r;maH). Applying ®! to these
vectors yields to

(I)l(r;mall; ro(r;mall)) - min{d’ a+ 1\/Ilrslmall + MOrO(rl )} > min{d'} a} - rl (465)

small small

and to a violation of (4.59). Finding the next debt iterate as the fixed point of ®!(-;r%(rl )

small
and applying Algorithm 4 to do so, can under certain circumstances lead to a non-monotone

series, as the following example demonstrates.

Example 4.15. Consider the financial system defined in Example 4.8 again. If the starting
vector for the debt iterates is given by rgmau, we need to find ro(r;mall) that can be determined
via Algorithm 2. It holds that

(L 0 (rl o)) = (0.39,0.38,0.60,1.14,0.46,0, 0,0, 0.3746, 0.2412)* (4.66)

as one can check easily as well as ®!(r! _,:r%(rl 1)) >rl . hence (4.59) does not hold. Using

Algorithm 4 even so to obtain the next debt iterate as the fixed point of ®!(-;r%(r! )) would

small
lead to the following series of iterates (the notation of the r®! is the notation from Algorithm

4):

0.39 1.697 1.62
0.38 1.6754 1.6542

r! =min{d,a} = | 0.60 |, ' = [ 1.4516 |, r>' = | 1.4436 | , (4.67)
1.14 1.14 1.14
0.46 0.77 0.77

where the last iterate r®! is the fixed point of ®!(-,r%(r! )). However, the series is not
monotone since r%! < pbl > p2.1
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This described property makes it difficult to prove the convergence of such a series in general.
Nevertheless, given a debt vector ' and ¥ > 0,,, we can still calculate the fixed point by
avoiding Algorithm 4 and use a Picard-type algorithm instead.

Algorithm 5 (Picard Iteration for the Debt Component). Suppose that ¥, t° > 0,, and ¢ > 0.
1. For k=0, set r%' =7!.
2. For k > 1, determine v! = @1 (rk=11;£0).

3. If |ck=b1 — b Y| < &, stop the algorithm. Else, set k =k + 1 and proceed with Step 2.

Proposition 4.16. Algorithm 5 delivers a series of decreasing vectors v if ®1(v1;r0) < ¥
and a series of increasing vectors if ®1(v1;1Y) > r!. Both series converge to the unique fived
point of ®1(-;10).

Proof. First, note that for fixed equity payments f > 0,, the mapping ®' has a unique fixed
point. To show this, define a = a + M°r andNMO = 0,,x, which together with d and M*
represents a new financial system F = (a,M! MY, d) that is a system with no equity cross-
holdings. Since both ownership matrices have the Elsinger Property, we can apply Theorem 2.7
from which follows that F has a unique solution R = (¥*!, 7). From the first liquidation value
equation in 4.1, we immediately see that then ¥*! = ®!(¥*1 ) is the searched fixed point of
P,

To show the convergence of the algorithm, note that if ®!(¥';t%) > ' = r%! for the first
iterate, it holds that r'! = ®!(¥;t%) > r®!. Via induction, it follows that r*+11 > r¥:! for all
k > 1. Because the monotone series r*! is bounded from above by d and from below by 0,,, it
must converge to the fixed point. The argumentation is similar if ®!(¥!; ) < ¥l O

The Algorithms 4 and 5 both enable us to calculate a new debt iterate given a fixed equity vec-
tor. Together with Algorithm 2 for the equity component, we can now combine both procedures
in a common algorithm that searches for the fixed point R*.

Algorithm 6 (Hybrid Algorithm). Set e > 0.
1. For k=0, choose r®! € {réreat,r;mau} and determine 0 (r"1) using Algorithm 2.

2. Fork>1:

k,1 1

great

1

2.1 Determine v using Algorithm 4 if r%' =r or using Algorithm 5 if % = roal

in both cases with t° = r9(rF=11),

2.2 Determine v*0 = r0(rk1) using Algorithm 2.
ph—11 phil
()
2.

For given r*! k > 0, the Hybrid Algorithm determines r** = r%(r*!) as the correct equity
value that solves (4.2) and for given r’(r¥1) & > 0, it determines the correct debt value rF+1!
that solves (4.1). As such, conditional on the values determined in the previous step, the
algorithm calculates an exact solution of either (4.2) or (4.1) in the next iteration step. In
Figure 4.2, a schematic illustration of the Hybrid Algorithm is given, which relates the one in
Figure 4.1 of the Elsinger Algorithm.

< g, stop the algorithm. FElse, set k = k+1 and proceed with Step
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Step 0 Step 1 Step 2

%! € {Fpeats Toman = @l (rb1; r00) — 31 (r21; 1)
+ Alg. 4/5 + Alg. 4/5 +
v =t rt? =1 r20 = r0
= <I>0(r0,0;r0,1) - q)o(r 0, pl1y _ <I>0(r 0.p21)

Figure 4.2: Schematic functioning of the Hybrid Algorithm. An oval—shaped symbol means that
the corresponding listed algorithm is applied. In case of r¥! = great, Algorithm 4 is
used to determine the new debt payment vector which results in a decreasing series
of iterates. For r®! =r! = min{d,a}, Algorithm 5 has to be taken instead. The
iterates then form an increasing series. In both cases, the series converges to R*.

1
great

the series is increasing with the

Proposition 4.17. The Hybrid Algorithm delivers a series of decreasing vectors if r%! =r
that converges to the fized point R*. In case of ¥ = r;man
same limit.

Proof. First, suppose that r%! = réreat. We will first show by induction that the series decreases.

For the induction start note that
rb = o (ehh r0(e%)) = min{d,a + M'rH! 4+ MO (%)} < d = 0L (4.68)

According to Lemma 2.10, the equity vector r’(r) is increasing in r which yields to r’(rb!) <
r(r%1). For the induction step, assume that for k > 1 it holds that r*~1! > r®! and conse-
quently rO(rF=11) > (k1) Since r¥! = ®1(rF1; v (rk~11)) and because of

(I)l(rk’IS rU(rk,l)) — min{d, a+ Mlipk1 + Moro(rk’l)}
< minfd,a + MU ML)

— (I)I(I'k’l; I,O(rk—l,l))
_ rk,l

(4.69)

the assumption (4.59) is fulfilled. The next iterate r**5! emerges from a decreasing sequence
produced by applying Algorithm 4 beginning with ¥' = r®!. Hence r**1! < r®! and thus
rO(rk+11) < rO(rf1). Next step is to show that the series converges to R*. We have that the
two sequences (r*T11 r0(r1)) and (r*!,r0(r®1)) are both decreasing in (R§)?" and therefore
converge to the same limit (r*!, r*%) € (R})?". Because of the continuity of ®! and ®° it must
hold that ®!(r*!;r*%) = r*! and ®%(r*%;r*1) = r*9 Thus, (r*!, r*") solves (4.2) and (4.1).

The proof for r®! = r;man is similar. O
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In a similar manner than for Picard and the Elsinger Algorithm, we make use of the expressions

Decreasing or Increasing Hybrid Algorithm if r%! = rl

areat OF if r0 =r!

small> Tespectively.

Remark 4.18. In case of a € R™, the application of Algorithm 4 to obtain the next debt iterate
becomes problematic which is also mentioned in Elsinger (2009, Example 2). Assume that for
given ¥t < d and ™ > 0,, the fixed point of ®!(-;°) has to be calculated. If a € R”, the
iterates of the algorithm can be negative, since it is not ensured that the fixed point of the
mapping in (4.56) is positive. Suppose that ¥*! is the k-th iterate of Algorithm 4, i.e. it holds
that ©pk-1 50 (tF1) = #1. An intuitive modification of the algorithm would be to define the
positive part of %! as the next iterate, viz. r®! = (¥*1). Doing so, the series of iterates would
obviously be well-defined and decreasing as well as it would converge to some “final” iterate
r!. However, this iterate must not necessarily be the fixed point of ®!(-;¥%), i.e. in general it
does not hold ®!(r"!; #%) = r’! anymore. For a counterexample, take a look at the system with
n=>,

0125 fore#j
MO_{OO 5 fori#y (4.70)
0 for i = j
and
0.31 1.38 0 1/8 1/6 1/4 1/4
—0.33 1.02 1/8 0 0 1/4 0
a=| 298 [, d=[oas|, M =18 1/8 0 o0 o0 |. (4.71)
—4.55 0.29 1/8 1/8 1/6 0 1/4
—2.10 0 1/8 1/8 1/6 0 0

For ' = d it holds that ¥ = rY(¥') = (0,0,2.8,0,0)"!. We want to find the fixed point of
®1(-;10) as the next debt iterate. This fixed point is given by r = (0.425,0,0.48,0,0)¢, i.e. the
third firm is considered to be solvent, the first firm is in default with a positive recovery value
and the remaining firms are in default with no recovery payments at all for the firms within
the system. Using the modified version of the algorithm above would lead to the “final” iterate
r! = (0,0,0.48,0,0)%, which is not the fixed point of ®!(-;?).

A consequence from the insights of Remark 4.18 is that for financial systems with a € R™, we
have to use the Picard-type Algorithm 5 for the calculation of the next debt iterate in Algorithm
6. The reason is that Proposition 4.16 holds also for negative values of the exogenous assets.
Note that we have to use the modified version ®!(r;r%) = min{d, (a + M'r + M°r%)*} of the
mapping. This will become important in Chapter 5 when more than one seniority level is treated.

In Proposition 4.11, we have shown that when using the Elsinger Algorithm, the iterates will
always be nearer to the solution R* than the corresponding iterates of the Picard Algorithm.
This leads to the conclusion that the iteration number is minimized for the Elsinger Algorithm.
The next Proposition shows the same when comparing the Elsinger and the Hybrid Algorithm
and it will become clear that the Hybrid Algorithm will need in no situation more iteration steps
to reach R* than the Elsinger Algorithm.

Proposition 4.19. As in Proposition 4.11, we denote the iterates of the two algorithms with
subscripts, where E stands for the Elsinger and H for the Hybrid Algorithm.
(i) For any iterate k > 1 it holds that RE > RE if R? = (réreat,ro(réreat)) and RE < RY
when (rl . rO(xl ) is the starting vector of both algorithms.
(ii) Let RF = (xF1 r%0) k> 0, be an iterate either of the Elsinger Algorithm or of the Hybrid

Algorithm that started with R? = (réreat,ro(réreat)). Then Rgﬂ(rk’l) > lelﬂ(rk’l) for
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Proof. (i) Let R? =

the mext iterates which were calculated with either the Elsinger or the Hybrid Algorithm
starting from R®. If RO = (vl ., t0(rL 1)), it holds that RET (rP1) < REF (£F1).

r'(rl..)). From Proposition 4.17 we know that rﬁl < r%’l =d

( great ) great

which yields to

ry' = min{d,a + M'd + M°r°(d)} > min{d,a + M'rg' + M’r'(d)} = r;'. (4.72)

. 0 .. . . 1,0 0r.1,1 0/..1,1 1,0

Further, since r”(r) is increasing in r (cf. Lemma 2.10), rg° =r'(ry ) > r’(ry ) =13,

which completes the induction start. For the induction step, assume that it holds for £ > 1
that Rk > Rk 1. Because of Proposition 4.17, rk L1 > rH and thus

rlél = min{d,a + M'r k L Moro(rgl’l)}
> min{d,a+ M'r k by Moro(rﬁ_l’l)}
> min{d,a + erﬁ’l + Moro(rﬁ_l’l)}

k,1
_rH’

(4.73)

where we again used the fact that r®(r) is increasing in r from which follows that
ro(rg_l’l) > ro(rﬁ_l’l) and also ro(rlé’l) > ro(rllfl’l). The proof when R? =
(rl . r(rl ) is completely analogous.

k—1,1

Let R? = (r} Toreats ro(réreat)) and R* = RE. Note that because of rE <rp it holds that

rp = @)
= min{d,a + M'r kl—i—MO O(r 1)}

< min{d,a+ M'r k Ly MOrO(rE_l’l)}

k,1
—I'E.

(4.74)

Therefore, the assumption in (4.59) is fulfilled which ensures that r k“ T < rk . For the
next iterate it follows that

rﬁ“’l = min{d,a + er]é’l + Moro( kl)}

> min{d,a + er];frl L MO0 (e 1)} (4.75)
k+1,1
= I‘H s
which in turn implies rlé+1,0 > rﬁ“’o. On the other hand, starting with R* = RI’?I yields
k+1,1 k,1
because of ry <ry to

rléﬂ’l = min{d,a + 1\/I1 L MOy O( )}

> min{d,a + erﬁﬂ’l + Moro(rH’ )} (4.76)
k+1,1
ry .

If follows from these results that r kH 0> ﬁﬂ’o. A similar argumentation together with

Proposition 4.16 delivers the proof in case of RY = (vl ., x%(rl 1))

O]

o1



Of course, within an iteration step of the Hybrid Algorithm, potentially many linear equation
systems have to be solved since for the Decreasing Hybrid Algorithm, Algorithm 4 is applied to
obtain the debt iterates which can result in higher computational costs. But if we ignore for a
moment this circumstance, it follows from Proposition 4.19 that the convergence speed of the
Hybrid Algorithm is higher than the one of the Elsinger Algorithm.

Another similarity is that also for the Hybrid Algorithm, it cannot be ensured that the fixed
point is reached exactly. A possible structure of a financial system with this property is given
in the next Proposition. The proof is very similar to the proof of Proposition 4.12.

Proposition 4.20. Under the assumptions of Proposition 4.12, the Hybrid Algorithm will not
exactly reach the fized point R*, no matter which starting point is used for the iteration.

We close this section with an example comparison of the three introduced algorithms.

Example 4.21. To demonstrate the different functionings of the algorithms described above,
we calculate the solution R* of the financial system of Example 4.5 using the Picard, the Elsinger
and the Hybrid Algorithm. In all three cases, we use both the increasing and the decreasing
version of the procedure. With a tolerance level of ¢ = 107, we determined the first iterates
that are shown in Table 4.1. The Increasing Picard Algorithm needs more iterations than its
decreasing counterpart (21 vs. 18 steps) which is also the case for the Increasing Elsinger
Algorithm that needs 17 steps for the increasing version compared to 14 iteration steps in the
decreasing case. Using the Hybrid Algorithm, in both directions 7 iteration steps are required
to reach the stopping criteria.

The fact that the number of iterations is smallest for the Hybrid Algorithm, does not neces-
sarily mean that the Hybrid Algorithm is also the most efficient one. When for example using
the Decreasing Hybrid Algorithm, in every iteration, a new debt iterate and, based on it, a new
equity iterate have to be determined using the Algorithms 4 and 2. Running these algorithms
means solving several linear equation systems which is an expensive task from a computational
point of view. In the mentioned case of the Decreasing Hybrid Algorithm for instance, 17 such
linear equation systems have to be solved (in Section 4.2, such a step will be defined as a cal-
culation step). This phenomena also occurs when using the Elsinger Algorithm to find R*. For
the purpose of quantifying these different computation methods in order to make them compa-
rable, we will investigate the computational efficiency of the algorithms in the framework of a
simulation study in Chapter 7.

Also note that values of the iterates in Table 4.1 are in line with the insights of the Propositions
4.19 and 4.11: The iterates of the Picard Algorithm are always larger (smaller) than the iterates
of the Elsinger Algorithm in the decreasing (increasing) version. This relation also holds for the
Elsinger and the Hybrid Algorithm.
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Table 4.1: Tterates of the Algorithms 1, 3 and 6 for the financial system defined in Example
4.5. The header “Increasing” means that the lower bound was used as the starting

point, i.e. R® = Rgpan for the Picard and R = (r]

malls T

O(rl

small

)) for the Elsinger

and the Hybrid Algorithm. Analogously, “Decreasing” stands for the decreasing
versions of the algorithms, where the initial iterate is given by R° = Rgreat or RO =

(réreat ) I.O (rérea‘c ) ) .

Increasing Decreasing
Type
RO R! R2 R* R? R! RO
0.39 0.9750 1.3090 1.62 1.62 1.62 1.62
0.38 1.0350 1.3471 1.7342 1.7669 1.82 1.82
rl 0.6 0.8650 1.2103 1.5316 1.5861 1.5881 2.07
1.14 1.14 1.14 1.14 1.14 1.14 1.14
. 0.46 0.77 0.77 0.77 0.77 0.77 0.77
Picard
0 0 0 0.1686 0.2277 0.3577 0.3577
0 0 0 0 0 0.0749 0.1149
k0 0 0 0 0 0 0 0.1131
0.15 0.3625 0.5978 0.7965 0.8173 0.8268 0.8268
0 0.2300 0.4531 0.8112 0.8400 0.9625 0.9625
0.39 1.1065 1.5755 1.62 1.62 1.62 1.62
0.38 1.1670 1.5940 1.7342 1.7507 1.82 1.82
rl 0.6 0.9760 1.4393 1.5316 1.5671 1.5844 2.07
1.14 1.14 1.14 1.14 1.14 1.14 1.14
. 0.46 0.77 0.77 0.77 0.77 0.77 0.77
Elsinger
0 0 0.0902 0.1686 0.1842 0.2149 0.3471
0 0 0 0 0 0 0.0661
0 0 0 0 0 0 0 0
0.3746  0.6455 0.7795 0.7965 0.7978 0.7996 0.8161
0.2412 0.5279 0.7722 0.8112 0.8209 0.8268 0.9590
0.39 1.62 1.62 1.62 1.62 1.62 1.62
0.38 1.6542 1.7286 1.7342 1.7361 1.7590 1.82
=l 0.6 1.4436  1.5254 1.5316 1.5337 1.5615 2.07
1.14 1.14 1.14 1.14 1.14 1.14 1.14
Hybrid 0.46 0.77 0.77 0.77 0.77 0.77 0.77
0 0.1152 0.1648 0.1686 0.1699 0.1859 0.3471
0 0 0 0 0 0 0.0661
k0 0 0 0 0 0 0 0
0.3746  0.7926 0.7962 0.7965 0.7966 0.7978 0.8161
0.2412 0.7863 0.8094 0.8112 0.8117 0.8196 0.9590
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4.2 Finite Algorithms

The Algorithms in the previous section all had the drawback that it could not be ensured that the
solution R* was reached exactly. As we have seen in the Propositions 4.4, 4.12 and 4.20, there are
potentially infinitely many iteration steps needed to reach the fixed point using the corresponding
algorithm. In this section we will present two ways in which such non-finite solution algorithms
can be turned into procedures that reach the solution in finitely many steps. The common
principle of these methods is to include the information which firms are in default under a
current iterate R¥. It turns out that this modification helps to overcome the disadvantage of
potentially infinitely many iteration steps. To guarantee that the forthcoming procedures are
well-defined, we have to drop the Elsinger Property and demand a stricter property for the
ownership matrices (see also the Sections 3.2.3 and 3.3.2 for more details).

Assumption 4.22. For debt and equity ownership matriz it holds that |M|| < 1 and | M°|| < 1.

For the remainder of this section we suppose that Assumption 4.22 holds. Note that Assump-
tion 4.22 implies Assumption 2.6, but not the other way round. The financial system therefore
still has a unique solution.

Definition 4.23. Let R € (Rj)?" be an arbitrary vector with corresponding default set D(R.)
and default matrix A = A(R). The pseudo solution R € R*™ of (4.1) and (4.2) that belongs to
D(R) is defined by

A <(In(;nA_)i ;rXAX> ’ (4.77)
where x € R” is the solution of the linear equation system Ax = b with
A=1,— (M'A+M"(I, — A)) e R™" (4.78)
and
b=a+M! I, -A)d - (I, - A)d € R". (4.79)

To motivate the definition of a pseudo solution, assume that it was known for each firm
whether it was in default under the solution of (4.1) and (4.2) or not. Denote by D* C N the
set of firms that are in default under R*, i.e.

D* =D r*) ={ieN: (a+M'r"" + Mr*’) < d;} (4.80)

and let A* = A(r*! r*Y) be the corresponding default matrix. We assume that the set was
known even though this information is not available a priori. However, if we had this information,
no iteration procedure would be needed to find the fixed point R*. We only had to compute the
pseudo solution that belongs to D*, as shown in Proposition 4.24.

The reason why we have to restrict the following considerations to ownership matrices with a
matrix norm smaller one is because we have to guarantee that x from Definition 4.23 is uniquely
defined. This can only be ensured if [M!|| < 1 and |[M°|| < 1 since then |[M!A+M%(I,—A)| <
1 for any A as well, which in turn implies that A in (4.78) is invertible. If the ownership matrices
M! and M have the Elsinger Property, the invertibility of A is not always given. For a simple
counterexample, let n = 3, D(R) = {2,3} for an arbitrary R € (R7)?" and

0 10 0 05 0
M!=[05 0 0] andM°= 1|1 0O O]. (4.81)
0 00 0 0 0
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Both matrices do have the Elsinger Property, but the matrix M'!A+M?9%(I,—A), with A = A(R)
is given by

0 1
M'A +M%L, -A)=[1 0 (4.82)
00

o O O

that does not have the Elsinger Property. Consequently, A =1,, — (MIA + M1, — A)) is not
invertible.

Proposition 4.24. The pseudo solution that belongs to D* is the solution R* of the financial
system F(a, M, M° d), i.e.
« (@, —A"Hd+A'x
R* = ( (T, — A")x ) (4.83)
where A* is the default matriz belonging to D* and x is the solution of the equation Ax = b

defined in (4.78) and (4.79).

Proof. According to the liquidation value equations in (4.1) and (4.2), the vectors r*! and r*°
are given as

* dl’ if ¢ D*a
e R ¢ (4.84)
(a+Mr*’ + M"r* )2'7 if1 € D*
and
1,1 0,0 _ iy «
o = et MMt =), ifi g D (4.85)
0, if ¢ € D*.
In matrix notation this means in particular that (I, — A*)r*! = (I, — A*)d and A*r*? = 0,
and thus ( ) )
« (I, —A")d + A*r®
o (A A s

For the firms in default we only have to calculate the debt payments and for the firms not in
default we have to determine the equity values. The solution R* does hence contain only n
unknown values and we only have to consider the two subsystems

Afrol = A*a+ A*M et 4 ATMOr0 (4.87)
and
(I, — AHr*Y = (I, — A*)(a+ Mr*! 4+ MO0 — d). (4.88)
We can add the two equations and write the system more compact as:
Afrtt 4+ (1, — A = a+ Mr*! + MO0 — (I, — A*)d. (4.89)

Because of (I, — A*)r*% = r*0 we get
Aot (1, — A =a+ Mirtt - MO(T, — A% — (T, — A%)d, (4.90)
which leads after some rearrangements to
At (L, — A e - M A - MO(T, — A = a+ MY(T, — A*)r*! — (1, - A*)d (4.91)
that is equivalent to
(I, — (M'A* + MY, — A%))) (A*r*! + (L, —A*)r*?) = a+ M (I, A*)d— (I, — A*)d, (4.92)

since A*(I, —A*) = Opxp. Setting x = A*r*! 4 (I, — A*)r*? and with the notation of Definition
4.23, the equation system becomes Ax = b. O

95



Example 4.25. We keep the system as defined in Example 4.5. Under the solution vector R*,
firm 2 and 3 are in default, i.e. D* = {2,3}. If we assume that this information was available,
the equation system Ax = b is given by

1 =037 -0.25 —-0.05 —-0.05 1 —0.9450
—0.05 1 —-0.25 —0.05 —-0.05 T2 1.2625
—-0.05 —-0.375 1 -0.05 -0.05 z3 | = 0.7925
—0.05 0 0 1 —0.05 T4 0.7475
—0.05 0 —-0.25 —-0.05 1 Ts5 0.3800

The solution of this system is given by
X = (11,22, 23,74, 25)" = (0.1686, 1.7342, 1.5316,0.7965, 0.8112)".

1 1 . 1
If we set z1 = TT’O,SL‘Q =ry 61’3 :01"; , Ty = ’I“Z’O and x5 = 7“;’0, we get together with 7"~ =
dy, rZ’l = dy, r;’l = ds5 and T‘;’ = 7“;’ = 0 the solution R* of the system.

The main challenge in this solution approach is of course that the final default set D* is
unknown. Algorithms that follow this idea to find R*, consequently have to find D* in a fast
way. A naive strategy could be to check all possible default scenarios of the financial system,
calculate the pseudo solution for the corresponding default set and check whether it actually is
the fixed point of ®. However, there are 2" possible scenarios that would have to be checked,
which could be cumbersome for large n. If m > 1, the number of possible scenarios is (m +1)"
Therefore, more efficient algorithms are needed that require less computation to find D*. Some
possible algorithms are presented in the next subsections .

4.2.1 Decreasing Trial-and-Error Algorithms

The three Algorithms 1, 3 and 6 from Section 4.1 can start with a vector RY that is the upper
boundary of the solution vector R*. The procedures in this subsection have in common that
they also start with this upper boundary and calculate a corresponding default set. For every
following iterate, the corresponding default set is determined as well. To avoid that for every
default set it is checked whether it actually is D*, the algorithm will identify potential default
sets to reduce the computational effort. If it turns out that the potential default set is D*,
the algorithm stops. Otherwise, the procedure continues until a new potential default set is
found that has to be checked again, and so on. Due to these characteristics, we name this type
of algorithm Trial-and-Error Algorithm. The general procedure of algorithms of this type is
similar.

Algorithm 7 (Decreasing Trial-and-Error Algorithm). Set !> 2 and p = 0.

1. Choose either the Picard (Algorithm 1) or the Elsinger (Algorithm 3) or the Hybrid Algo-
rithm (Algorithm 6) which is used in the following to generate the next iterate.

2. If in Step 1 the Picard Algorithm is chosen, set d = —1, R? = Rgreat and determine
D(RV). Else, set d =0, R? = <r0c(1d)) and determine D(RD).

3. If D(RY) = N, set R* = <(I"_1(\]/[1)71a) and stop the algorithm.

4. If the Elsinger or the Hybrid Algorithm is chosen in Step 1 and if D(RY) = 0, set R* = R"
and stop the algorithm.
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5. Else, calculate for k > p the iterates R¥ starting with RP using the algorithm chosen in
Step 1 and the corresponding default sets D(RF) until k = q with

¢ =min{m > p: DR™ ) = ... =DR™) and |DR™)| > d} (4.93)

is reached. Determine the pseudo solution belonging to D(R?) and denote it by RY.

6. If @(f{q) = ﬁq, stop the algorithm. Else, set d = |[D(R?)| and p = q and proceed with Step
5.

The Algorithms 1, 3 and 6 in their decreasing versions produce decreasing sequences of iterates
and thus increasing sequences of default sets, i.e. D(RF) C D(R**!) for k > 0. Algorithm 7
means that one iterates and checks whether the default set has not changed compared to the
previous default set. If the default set stays the same for the next | consecutive iterations, this is
an indication that the actual default set D* might have been reached. To check this, the pseudo
solution is calculated and it is checked whether it solves (4.1) and (4.2). Provided that this is
not the case, one iterates again until a larger default sets stays identical for [ — 1 consecutive
times, and the described procedure can be repeated. In the event of a solution is reached, the
procedure stops. Due to its described property, we call [ the lag value.

In the special case of [ = 2 this means that the pseudo solution is calculated if the default set
stays the same from one iteration step to another. Obviously, choosing a higher lag value inspires
more confidence in the potential default set since the longer the default set stays unchanged, the
higher is the chance that it is the actual default set. Depending on the choice of the algorithm
to calculate the next iterates in Step 1 of the Decreasing Trial-and-Error Algorithm, we obtain
three different versions of Algorithm 7:

(i) The Decreasing Trial-and-Error Picard Algorithm with RY = Rgreat and where the iterates
are given by R¥ = ®(R*F1).

(ii) The Decreasing Trial-and-Error Elsinger Algorithm with R = (réreat,ro(rére%)), where
r’ (réreat) is obtained via Algorithm 2 and the next iterates are obtained using Algorithm
3.

(iii) The Decreasing Trial-and-Error Hybrid Algorithm with the same starting vector as in (ii)
and where the next iterates are obtained using Algorithm 6.

The particular cases when D(R?) € {0, N'} in the steps 3 and 4, deserve a separate mention
since in such situations, no iteration is necessary and the solution R* can be given explicitly under
some circumstances. The justification of this phenomena is given in the following proposition.

Proposition 4.26. For the Decreasing Trial-and-Error Hybrid Algorithm the following holds:

(i) If D(R®) = N, then R* = <(I”_12)/[1)71a), no matter which version of the algorithm is

taken.
(ii) If D(R®) = () and either the Decreasing Trial-and-Error Elsinger Algorithm or the De-
creasing Trial-and-Error Hybrid Algorithm is used, RY = R*.

Proof. (i) First, assume that the Picard Algorithm is chosen in Step 1 of Algorithm 7. Because
of D(R?) = N, it must hold that a + M'd + M’ < d and also a4+ M'd < d. A
consequence is that rg,.,. = (I, — MY)"*(a+ M'd — d)* = 0,,. From Proposition 4.1 it
follows that r** = 0,,. For r** = 0,,, Equation (4.1) is now solved by r*! = (I, — M)~ !a,
where Lemma A.3 proves that (I, — M!)~! exists. If the Elsinger or the Hybrid Algorithm
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is chosen in Step 1, we have that a+M'd+M?%?(d) < d. It follows that r’(d) = 0,, since
r*! < d and the fact that r’(r) is increasing in r implies that 0, = r°(d) > r%(r*!) =
r*Y = 0,, The solution of Equation (4.1) is therefore the same as in the Picard case.

(ii) Now, R? = (d,r%(d)) and since D(R®) = 0, it holds that a + M'd + M°r(d) > d. This

T ) (R () o

which proves the claim.
O

Remark 4.27. (i) Even if in case of D(RY) = N for the Hybrid Algorithm, the procedure is
not stopped immediately, the algorithm would deliver the solution R* straight in the next
iteration step. To see this, note that the next debt iterate is the fixed point of the mapping
r = min{d,a + M!'r + M°(d)}. Because of r’(d) = 0,, and D(R") = N, the mapping
reduces to r = a+M!'r which obviously has the fixed point r** = (I,,—M*!)~la. Moreover,
note that because of r’(d) = 0,,, the Picard and the Elsinger version of Algorithm 7 would
deliver the same iterates R* (if the procedure would not be stopped immediately).

(ii) For the Decreasing Trial-and-Error Picard Algorithm, we cannot conclude that R’ =
Rgreat = R* if D(R®) = (). A counterexample is given for the financial system with n = 3
that is defined in Example 6.3 in Section 6.1. For the starting vector it holds that

Rgreat = (Tgreats Foreat) = (1.745,0.75,1,0.121,1.0015, 1.4181)" (4.95)
and therefore D(Rygreat) = 0. However,
R* = (d!, r*?) = (1.745,0.75,1,0.0003,0.9951, 1.4118)*, (4.96)
hence Rgreat # R™.

Proposition 4.28. Algorithm 7 reaches the solution R* of (4.1) and (4.2) in a finite number
of iteration steps.

Proof. By definition of D(R¥) in (4.8) and since R¥ converges to R* from above for any of
the three algorithms 1, 3 and 6, there exists a kX’ > 0 such that D(R*) = D(R*) = D* for all
k> K. O

A special property of the Decreasing Trial-and-Error Hybrid Algorithm is that it is possible
to give a maximum number of steps that are needed to reach the first potential default set.
To this end, we distinguish between the expressions iteration step and calculation step. An
iteration step comprises the determination of a new iterate R**! based on an iterate R*, k > 0.
A calculation step is defined as the calculation of either the fixed point of the mapping © in
(4.56) of the debt components or of the fixed point of ¥ for the equity components in (4.31).
Consequently, each calculation step consists of solving a linear equation system and each iteration
step contains potentially several calculation steps to find the equity components r**5! and the
debt components r%(r**11). Recall that, as shown in the Propositions 4.7 (iii) and 4.13 (iii),
there are not more than n — 1 calculation steps needed to find the debt or equity iterate no
matter at which point of the iteration you are.
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Proposition 4.29. The Decreasing Trial-and-Error Hybrid Algorithm reaches the first potential
default set after no more than (n — 1)(l — 1) iteration steps that consist of no more than (n —
1)(21 — 1) calculation steps.

Before we can proof Proposition 4.29, we need to mention the following Lemma.

Lemma 4.30. Let in the Decreasing Trial-and-Error Hybrid Algorithm the k-th iterate (k > 1)
be given by R* and denote by dj, the number of firms in default under RF, i.e. dp = |D(RF)]|.
If it holds that |[D(R*¥1)| = |D(R¥)| + 2 with 0 < x < n — dy, then 2 + x calculation steps are
needed to determine RF*1,

Proof. First, assume = = 0. To determine the next iterate R*+1, the debt component r*+1! has
to be calculated first via Algorithm 4. The algorithm starts with the default set D(r%!, r0(r*1)).
Since no new default occurs from the k-th to the (k4 1)-th iteration step, this means that also
in Algorithm 4 no new default can occur. Consequently, the algorithm has to stop after the first
iteration which means that there is only one calculation step. For the calculation of the equity
component with Algorithm 2, the argumentation is analogous which leads to two calculation
steps in total. Assume now that x = 1, i.e. that one new firm defaults from iteration step k to
k + 1. This new default can either occur in Algorithm 4 or in Algorithm 2. If it occurs when
calculating the next debt iterate, there must be two iteration steps since if there were only one,
no new default would occur. For the equity component, only one iteration step is needed which
summarizes up to 3 = 2 + x calculation steps. If the default occurs in the equity calculation
step, the number of calculation steps is the same. Suppose now that x > 1. In this case, the
defaults can potentially split up arbitrarily and occur in the debt or in the equity calculation
step. However, the argument stays the same. O

Proof of Proposition 4.29.
According to Proposition 4.26, only D(R®) ¢ {}, N'} has to be considered, since otherwise no
iteration would be necessary to find R*. Depending on the choice of the lag value, the number
of firms in default can stay constant from one iterate to another. The number of iteration and
calculation steps certainly becomes maximal if [D(R?)| = 1 and the number of defaults each time
increases by one after [ — 1 consecutive iterates to ensure that the lag value is fully “exploited”.
Note that if the set of defaults does not change for [ consecutive iterates, the algorithm would
have reached the first potential default set by definition. To determine a new iterate without a
change of the default set, needs two calculation steps, as shown in Lemma 4.30. If the number
of defaults increases by one, there are three calculation steps necessary (cf. Lemma 4.30). For
a better understanding, we can split the complete iteration procedure into parts and count the
iteration and calculation steps of each part:
o Iterates R* with [D(R")| = 1:
These iterates are the first [ —1 iterates R, R, . .., R!~2. To find RO, only one calculation
step is needed since the debt component is already given by d. For the determination of
the remaining [ — 2 iterates, two calculation steps are necessary, respectively.
e Iterates R* with |D(R*)| = h, where 2 < h <n — 1:
For every value of h, there are [ — 1 iterates, whereas for the first iterate three and for the
remaining [ — 2 iterates, two calculation steps are necessary, respectively.

If the default set consists of h = n — 1 firms for [ — 1 consecutive iterates, the default set of
the next iterate can either consist also of n — 1 firms or it can contain all n firms. In the latter
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case, no further iteration is needed since it must hold that D* = A. In the former case, the
algorithm stops for “Trial-and-Error” by definition. In both cases, 2 calculation steps are needed.
Excluding the iterate R? as the zeroth iterate from our counting, there are clearly (n—1)(I —1)
iteration steps for the algorithm. Summing up all calculation steps leads to:

142(1-2)+(n—-2)3+2(1-2)+2=(n—-1)(3+2(1-2)) =(n—1)(20 —1).  (4.97)

O

4.2.2 Increasing Trial-and-Error Algorithms

In contrast to the decreasing algorithms presented in the subsection above, it is of course also
possible to use an algorithm with the reverse direction, i.e. in which the series of produced
iterates is increasing and in which the default sets are decreasing. The general form is very
similar to Algorithm 7.

Algorithm 8 (Increasing Trial-and-Error Algorithm). Setl>2, d=n+1 and p =0.

1. Select between the Picard, the FElsinger and the Hybrid Algorithm as the algorithm of
choice. For the Picard Algorithm, set R = Rgnan and for the other ones, set R? =
(rl 0, r0(xl ). Moreover, determine D(RP).

2. If D(RY) =0, set R* = <r0<(id)) and stop the algorithm.

3. Else, calculate for k > p the iterates R* starting with RP using the algorithm chosen in
Step 1 and the corresponding default sets D(RF) until k = q with

¢ =min{m > p: DR™ ) = ... =DR™) and |D(R™)| < d} (4.98)

is reached. Determine the pseudo solution belonging to D(R?) and denote it by RY.

4. If <I>(f{q) = RY, stop the algorithm. Else, set d = |ID(R?)| and p = q and proceed with Step
3.

The functioning of Algorithm 8 is similar to the Decreasing Trial-and-Error Algorithms with
the difference that the resulting sequence of default sets is obviously decreasing. As in Section
4.2.1, the way of choosing the calculation method to determine the next iterate, allows three
different modifications:

(i) The Increasing Trial-and-Error Picard Algorithm with R? = Rgpay and RF = ®(RF1).

;mall’ I.O (rslmall))7 where

is obtained via Algorithm 2 and the next iterates are obtained using Algorithm

(ii) The Increasing Trial-and-Error Elsinger Algorithm with R? = (r
ro(r;mall)
3.

(iii) The Increasing Trial-and-Error Hybrid Algorithm with the same starting vector as in (ii)
and where the next iterates are obtained using Algorithm 6. Note that for the next debt
iterate, Algorithm 5 is used instead of Algorithm 4 in the decreasing version.

The justification of the stopping criteria in Step 2 of Algorithm 8 is as follows. Suppose that the
Picard version of the algorithm is chosen and that D(R”) = (), which means that a+ er;mall +
M°r? . >d. Sincer! ., <dandr? ., <r%d), it also holds that a +M'd + M°r%(d) > d

and r%(d) > 0,, following from this. With Equation (4.94), we see that R* = (d,r%(d)). Also
note that, in contrast to Algorithm 7, there is no stopping criteria in case of D(R?) = A/. The
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reason is that in this case, no general statement about the structure of the solution R* can be
made, no matter which version of the algorithm is used. In particular, from D(Rgpan) = N it
does not follow in general that D(R*) = N/, as the next example demonstrates.

Example 4.31. We take the financial system of Example 4.5 but replace the vector of the
nominal values of the liabilities with d = (1.6,1.5,1.5,1.8,1.2)! which alters the fixed point R*
to

R* = (1.6,1.5,1.5,1.8,1.2,0.2423, 0.4589, 0.0369, 0.2542, 0.5328)" (4.99)
and we see that all five firms are solvent in the solution, i.e. D(R*) = (). However, it holds that
a+ Ml 4+ M0 = (1.005,1.065,0.8575,1.5025,1.03)" < d (4.100)

and thus D(Rgman) = N.

The reason why we distinguish between decreasing and increasing Trial-and-Error Algorithms
is that Algorithm 7 will always find the correct default set D* and this in a finite number of
iteration steps. For the Increasing Trial-and-Error Algorithms such a statement is not possible
in general since there are some situations in which the default sets do not converge to D*, no
matter which lag value is chosen. Situations in which this “anomaly” occurs are always financial
systems that contain a so-called borderline firm. The expression borderline is taken from Liu
and Staum (2010) and denotes a firm ¢ € N in a financial system with fixed point R* for which
it holds that r; 1= d; and r;"o = 0. In other words, borderline firms are just able to fully cover
their liabilities, but have no remaining capital left in their balance sheet that can be furnished
to their shareholders. By definition of a default set in (4.8), a borderline firm ¢ is not in default
since

0=7"=(a+Mr"! +Mr*0 —d), (4.101)

and therefore i ¢ D(R*) However, when using an Increasing Trial-and-Error Algorithm it can
happen for such a borderline firm i that i € D(RF) for every iterate R*, k > 0. This means that
the actual default set D* will never be identified by the algorithm, as shown in Example 4.34.

To show that in such situations, the fixed point R* can still be determined via the calculation
of the pseudo solution, assume that the set B C N contains an arbitrary selection of borderline
firms. The common set of defaulting firms and the selected borderline firms is denoted by
D, ie. D = D*UB. The corresponding “default” matrices are given by A = A(YS) and
A* = A(D*), respectively. Following this notation, A and A* define the matrices from (4.78)
with the corresponding default matrix, and b and b* are defined analogously. Moreover, we
define AB = A — A* as the diagonal matrix that indicates only the selected borderline firms.

Lemma 4.32. The vector x* = A*r* A (1, — A¥)r *0 solves the equation system A*x = b* if
and only if X = x* + ABd is the solution of Ax = b.

Proof. Without loss of generality, we assume that the first n; firms of the system are solvent,
that the next no — ny firms are the selected borderline cases and that the remaining firms are
in default under R*. This means that

N={1,...,n}UBUD" ={1,....m}U{n1 +1,....,ne}U{na+1,...,n}. (4.102)
It follows from Proposition 4.24 that
XY = (T1, oy Ty Tyt ls o s Trgs Trag i1y - -+ 5 Tn)!

*,0 *,0 1\t
= (ry ,...,m,() O,Tn2+1,...,7“n).

(4.103)

61



Further, note that

MO(IL,, — A*)x* = M°(I,, — A)x* = M°(I,, — A)(x* + Apd) (4.104)
and - ~
MY, — A*)d - M'Agd = M (I, — A)d (4.105)
and that ~ B B
M'A*x* + M'Agd = M'A(x* + Apd) (4.106)

because of the structure of x*. By (4.78) and (4.79), x* solves A*x = b* if and only if
x* =b* + (M'A* + M (I, — A*))x*
—a+MYI, - A*)d — (I, — A*)d + (M*A* + M%(I,, — A*))x*
—a+ ML, — A")d — M'Agd — (I, — A*)d + (M'A* + M(I,, — A*))x* + M'Apd
—a+ MY, — A)d — (I, — A*)d + (M'A + M°(L, — A))(x* + Agd).
(4.107)
Since (I, — A*)d = (I, — .K)d + Kgd, we can add Kgd on both sides of the equation and obtain
x*+ Apd = a+ MY I, — A)d — (I, — A)d + (M'A + M°(I, — A))(x* + Agd),  (4.108)

Therefore x = (7"1"0, .. .,rfb’lo,dmﬂ, ... ,dm,r;;lﬂ, ... ,r;kl’l)t is the solution of Ax = b if and
only if x* solves A*x = b*. O

The pseudo solution belonging to D* is the solution R* of the system. A direct consequence
of Lemma 4.32 is that the pseudo solution that belongs to D is also equal to R*. Similar to the
proof of Proposition 4.28, we can argue that the set D will be reached by the Increasing Trial-
and-Error Algorithms in a finite number of steps. Note that this statement holds in particular
for the Increasing Hybrid Trial-and-Error Algorithm, where Algorithm 5 is used to calculate the
next debt iterate. Even though a Picard-typed procedure is used in this auxiliary algorithm, we
can conclude together with Proposition 4.19 and € > 0 that the number of iterations will still
be finite. We summarize the findings in the next proposition.

Proposition 4.33. Algorithm 8 reaches the solution R* of (4.1) and (4.2) in a finite number
of iteration steps.

For a better understanding of Proposition 4.33, the next example contains such a situation of
a borderline firm.

Example 4.34. We define a financial system that consist of n = 3 firms with

5 10 0 025 0.1 0 0.1 0.1
a=|(2|,d=|7], M=[05 0 o025, M°=]01 0 01]. (4109
4.4 1 025 05 0 01 01 0

The solution of the system is given by
R* = (116/15,7,1,0,0,53/6)" = (7.7333,7,1,0, 0, 8.8333)", (4.110)

so it follows that the first firm is in default, the second is borderline and the third firm is
solvent, and that D(R*) = {1}. Running the Increasing Trial-and-Error Algorithm will lead
to D(RY) = {1,2}, no matter which version is used, as one can easily check. This default set
will remain the same for all other iterates, i.e. D(R¥) = {1,2} for k > 1. However, the pseudo
solution that belongs to the default set {1,2} delivers the fixed point R*.
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The next lemma attempts to describe in more general form how the structure of a financial
system can look like such that situations as described in Example 4.34 can occur. However,
there are many other possible structures of financial systems in which the same phenomena is
also present.

Lemma 4.35. Consider a financial system with n > 3 firms for which the Increasing Trial-and-
Error Algorithm is applied to find R*. Assume that in the fixed point R*, firm iy is borderline,

firm io is in default and firm iz is solvent. Further, suppose that i1 € D(RD).
0,1 1
(i) Ifry, <r, Mll1 iy 7 0 and M 22 "

Algomthm or the Increasing Trial-and-Error Elsinger Algorithm is used, then iy € D(RF)
for all k > 0.
(i3) If v (x%1);, = 7‘00 >0, M. #0 and M

11,13 '53 i1

Increasing Tmal-and Error Hybrid Algorithm.

# 0 and if either the Increasing Trial-and-Error Picard

# 0 then iy € D(R¥) for all k > 0 for the

Proof. (i) We will show the claim assuming that the Increasing Trial-and-Error Picard Al-
gorithm is used. For the first iterate of the debt components, it holds for the firm i
that

I . 1,01 0,0.0
= mln{dll, (a+M'r™ + Mr )i1}1 (4.111)
(ar MO M), <y =

because of i1 € D(R"). Since ]\/.I'Zl2 o 70, 7’?1’1 < Tz»ll’l and 7‘;‘2’1 < d;, it follows for the first
debt iterate of firm i5 that

rb! = min {db, (a+M'r™ + MOrO,O)i2}

" (4.112)
= (a + M0t 4 1\/101'0’0)1.2 < 7’;‘2’1
Therefore, because of Mll1 i 7 0,
rit = min {d;,, (a+M'r" + M), } = (a+ M+ MO0) (4.113)

from which follows that i; € D(R!) as well as r V<dy, = r;>". This in turn implies that

< 7“* ! The inductive continuation of these arguments proves the claim. Note that

for the Increasing Trial-and-Error Elsinger Algorithm the argumentation does not change
since the debt component is calculated in the same way as in the Picard version of the
algorithm.

(ii) It holds that ro’ = mln{dzl,a“} Since i1 € D(R?) by assumption, it follows that 7" =
a;, < dj. Together with M. , # 0, we have that

23 i1

0<% =00l = (a+ MOt 4+ MO0 — d)i3 < 7“2;’0 (4.114)
which in turn implies because of M. Lz 7 0 that
rill’l = (a+ Mirh! 4 Moro’o)i1 <dj = 7“;’1. (4.115)
This implies
rl = (a+Mirh MO —d), < (4.116)
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due to M}“l # 0 and because of Miohi3 # 0, it follows that

1..1,1 0..1,0 N ¢
(a+Mirh + Mr?), <d; =1 (4.117)
and, hence, i; € D(R!). Using the same argumentation leads to r?l’l <dj = rfl’l and to
7“123’0 < T‘;’O from which in turn follows that i; € D(R?). An inductive use of this principle
shows the assertion.

O]

4.2.3 Sandwich Algorithms

A disadvantage of the Trial-and-Error Algorithms was that when a potential default set is
reached, the only way to find out whether this default set is actually D*, is to calculate the
corresponding pseudo solution and check whether it is a fixed point of (4.3). The choice of a
high lag value can of course increase the chance that D* is reached at the first trial, but there
is no certainty.

Another way to find D* is to start an iteration simultaneously with the largest and smallest
possible solution and use one of the Algorithms 1, 3 or 6 to obtain the next iterate. For k > 0
denote by R" the k-th iterate of the series that emerges when starting the algorithm with
the maximum and by RF its counterpart when starting with the minimum possible solution.
Depending which algorithm is chosen, the starting vector can either be ﬁo = Rygreat (Picard
Iteration) or R’ = (réreat,ro(réreat)) (Elsinger and Hybrid Algorithm). Analogously, we have
R’ = Ryyay or RY = (r;mau,ro(r;mau)). By the Propositions 4.2, 4.9, 4.17 and by Equation
(4.8), the iterative use of one of the mentioned algorithms entails that the default sets approach
one another, i.e. for k > 0,

D(RF) 2 D(R¥!) 2 p* 2 DR 2 DRY). (4.118)

Let

[ = min{k > 0: D(R*) = D(R")} (4.119)

be the first iteration step in which the default set for both starting vectors is the same. Then we

must have that D(R’) = D* and, by Proposition 4.24, determining the pseudo solution belonging
to D* leads to R*. Because of its characteristics we call this algorithm the Sandwich Algorithm.

Algorithm 9 (Sandwich Algorithm).
1. Determine R° and R as well as their corresponding default sets D(ﬁo) and D(RY).

2. For k > 1, calculate the iterates R" and RF using one of the Algorithms 1, 3 or 6 and the
corresponding default sets D(ﬁk) and D(RF).

3. If D(ﬁk) = D(RF), stop the algorithm, set D* = D(ﬁk) and calculate the pseudo solution
that belongs to D* following Definition 4.23. Else, set k =k + 1 and go back to Step 2.

As for the Trial-and-Error Algorithms in the sections above, the Sandwich Algorithm results
in different versions:

(i) The Sandwich Picard Algorithm with R’ = Rgrcat and R” = Ry and the use of Algo-
rithm 1 in Step 2.
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(ii) The Sandwich Elsinger Algorithm with R = (réreat,ro(réreat)) and R =
(rl r0(rl 1)) and the use of Algorithm 3 in Step 2.

(iii) The Sandwich Hybrid Algorithm with the same starting points as the Sandwich Elsinger
Algorithm and the iterative use of Algorithm 6 in Step 2.

Recall the insights from Section 4.2.2, where it was shown that, under some circumstances,
it may happen that the series of default sets D(Ek) will never converge to the actual default
set D*. Situations in which this problem occurs always contain at least one firm that is on
borderline in the solution R*. As a result of this behavior, the Sandwich Algorithm may not
converge in the sense that the default sets D(ﬁk) and D(RF) will never become identical. The
system from Example 4.34 is an example in which the Sandwich Algorithm fails. In all three
versions of the algorithm, D(ﬁo) = {1} when starting from the upper boundary and this default
set stays constant for every further iterate D(ﬁk), k > 1. As shown in Example 4.34, it holds
that D(R) = {1,2} for all £ > 0. The two default sets will hence never become identical and
so the Sandwich Algorithm would never come to an end.

However, if we consider a stochastic setting and assume a distribution for the vector a of the
exogenous assets’ prices which has a density with respect to the Lebesgue measure on (Rar )",
then situations in which the convergence cannot be assured occur only with probability zero as
the next Proposition shows. Note that this assumption is fulfilled in the usual n-firm Merton
models where the individual a; are log-normally distributed.

Proposition 4.36. The Sandwich Algorithm generates a sequence of decreasing default sets
D(RF) and a sequence of increasing default sets D(ﬁk) that reach the default set D* of the
solution R* almost surely after finitely many steps. Thus, it reaches the solution R* of (4.3)
almost surely after finitely many steps.

Proof. The increasing and decreasing property of the default sets follows directly from the
Propositions 4.2, 4.9 and 4.17. The two series of default sets of the algorithm both converge in
finitely many iteration steps to D* if there is no firm in the financial system that is borderline.
Lemma A.7 in the Appendix shows that the probability for borderline firms in R* is zero from
which follows the almost sure convergence. O

By its nature, the Sandwich Algorithm converges to D* from both directions which doubles the
computation and makes the algorithm somewhat inefficient from a computational point of view.
On the other hand, the algorithm computes an exact solution in finitely many iteration steps
without wasting time on “Trial-and-Error”. In contrast to the Trial-and-Error Algorithms, the
drawback of the Sandwich Algorithm is that the convergence of the procedure cannot be ensured
when borderline firms are present in the system. To overcome this problem, we recommend for
practical purposes to apply the idea of a lag value in the Sandwich Algorithm as well.

Algorithm 10 (Modified Sandwich Algorithm). Set [ > 2.
1. Determine R° and R as well as their corresponding default sets D(ﬁo) and D(RY).

2. For k > 1, calculate the iterates R" and R¥ using one of the Algorithms 1, 8 or 6 and
their corresponding default sets D(ﬁk) and D(RF).

3. If D(ﬁk) = D(RF), stop the algorithm, set D* = D(ﬁk) and calculate the pseudo solution
that belongs to D* following Definition 4.23. Else, if k > 1 and

DRY)| - [DR")| = ... = [DRF) - DR, (4.120)
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calculate the pseudo solution belonging to D(Rk) and stop the algorithm if it solves the
Equations (4.1) and (4.2). Else, set k =k + 1 and go back to Step 2.

The modification consists of interrupting the algorithm if the default sets D(ﬁk) and D(RF)
for both iteration directions are not identical but stay constant for [ consecutive times. If [ is
chosen large enough (e.g. [ > 5) and (4.120) holds, this is a strong indication that at least one
firm in the system is borderline and that the convergence of both series is not given. In this
situation, a check whether the default set has already been reached is suitable.

Table 4.2: Default sets D(R¥) of the corresponding iterates of the Picard, Elsinger and Hybrid
Algorithm for both directions of the financial system given in Example 4.5. The de-
fault sets serve as the decision criteria whether to stop the Trial-and-Error Algorithms
and the Sandwich algorithms.

Type Iteration D(RF) D(RF)
Step k (Increasing) (Decreasing)

0 {1,2,3} 5 {3}
. 1 {1,2,3} > {2,3}
Picard 2 {1,2,3 > {2,3}
3 {2,3} = {2,3}

0 {1,2,3} o {3}
Elsinger 1 {1,2,3} o> {2,3}
2 {2,3} = {2,3}

. 0 {1,2,3} > {3}
Hybrid 1 (2,3} — {2.3)

Example 4.37. The fact that the number of needed iterations to find R* tends to be much
shorter for the Trial-and-Error and the Sandwich Algorithms can once again be demonstrated
using the system from Example 4.5. Suppose that we choose the Trial-and-Error Picard Algo-
rithm that starts with R? = Rgreat and a lag value of | = 2. The series of default sets that
belongs to the corresponding iterates is given by (cf. Table 4.2)

DRY) = {3} > DR = {2,3} = D(R?) = {2,3}, (4.121)

from which follows that the algorithms stops the first time after two iteration steps. Since
D(R?) = D*, the pseudo solution belonging to D(R?) is identical to R* and the algorithm
stops. Note that in case of R? = Rgpan, the first potential default set is {1,2,3}, as can be seen
in the left-hand part of Table 4.2. The pseudo solution belonging to this default set will not
solve the mapping ® and therefore the algorithm continues and stops the next time after the
fourth iteration step (not shown in Table 4.2). Running the Decreasing Trial-and-Error Elsinger
Algorithm, also leads to two iteration steps as well as when the Decreasing Trial-and-Error
Hybrid Algorithm is used.

Table 4.2 also demonstrates the functioning of the Sandwich Picard Algorithm. The two
default sets for every iteration direction become identical in the third iteration step, so the
Algorithm stops. The Elsinger and the Hybrid version of the Sandwich Algorithm stops after
two steps and one step, respectively.
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Recall that concluding from the results of Table 4.2 that the Hybrid Algorithm is more efficient
than the Elsinger Algorithm which in turn is more efficient than the Picard Algorithm (no matter
whether the Trial-and-Error or the Sandwich algorithm is considered), is not entirely correct
since once again, the hidden calculation steps in the Elsinger and Hybrid version of the algorithms
are not considered here. Section 7.5 will deliver more precise answers to these questions in the
therein performed simulation study.

Remark 4.38. We close this section with a short comment about financial systems with a
general exogenous asset structure, i.e. systems in which a € R". Using non-finite algorithms
to detect R*, we showed in the Remarks 4.3, 4.10 and 4.18 that the algorithms still work if
the modified mapping ®!(r';r’) = min{d, (a + M'r! + M%)} is applied. For the finite
algorithms in this section, such a generalization is, however, not possible. Take the financial
system of Example 4.5 again and modify the vector of exogenous assets to

a = (0.39,0.38,—-0.6,1.29, —0.46)", (4.122)

i.e. we multiply the asset value of the third and the fifth firm by —1 and remain the other entries
unchanged. The fixed point R* of this new systems is now

R* = (1.0655,0.9820,0, 1.14,0.1136,0,0, 0, 0.4448, 0)* (4.123)

and the default set changes to = D(R*) = {1, 2,3,5}. Calculating a pseudo solution that belongs
to D(R*) leads to

R = (0.9575,0.8671, —0.2497, 1.14,0.0217, 0,0, 0, 0.3948, 0)" (4.124)

and hence R # R*. The crucial difference for a € R™ is that it might happen that the value
a; is for some firms that negative, that these firms will not be able to service any of their debt
payments and have r;k 1= 0. In our example, this is the case for the third firm. The non-finite
algorithms can deal with this circumstance by considering the modified version of ®!. When
calculating the pseudo solution, this is not possible. This insight will become important in
Section 5.2 when systems with a seniority structure are considered.
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5 Valuation Algorithms for Systems with a
Seniority tructure

While in Chapter 4, the valuation algorithms dealt with only one seniority level, we want to
cover in the current chapter calculation procedures that are able to find the solution of financial
systems with a seniority structure. As a consequence, a financial system F is now represented by
F = (a,M,d), where M = (M™, ..., M) ¢ (Ra“)”xn(mﬂ) and d = (d™,...,d}) € (R})™*™.
By analogy to the structure of Chapter 4, we can in a system with m > 1 also distinguish between
non-finite and finite algorithms. The non-finite algorithms (Section 5.1) are straightforward
extensions of the algorithms defined in Section 4.1 for systems with a general seniority structure.
All non-finite algorithms have the drawback that they might not reach the solution exactly and
therefore need potentially many iteration steps to get sufficiently close to R*. In Section 5.2, we
will generalize the ideas of Section 4.2, where a default set was used to develop a finite iteration
procedure that reaches R* exactly. Moreover, another method is presented in Section 5.3 that
pursues a different approach to find R*. This procedure which we will call Default Structure
Algorithm is mentioned first in Elsinger (2009). We pick up his ideas and demonstrate the
method in more detail.

5.1 Non-finite Algorithms

The Picard, the Elsinger and the Hybrid Algorithm from Section 4.1 are generalized in this
section to financial systems with m > 1.

5.1.1 The Picard Algorithm

In Section 4.1.1, the Picard Algorithm is presented in detail for m = 1. The principle of this
procedure was the iterative application of the mapping ® in (4.3). Now, we consider the extended
version of the mapping defined in (2.12). However, the idea of iteratively applying ® remains
unchanged. As we adapted the mapping for a seniority structure, we also have to do so for the
two possible starting vectors Rgreat and Rgman, following Fischer (2015). The natural extension
of Rgreat is then given as

rgeat
Rgreat = ) (51)
0
rgreat
where the first nm components contain the face values of the m liabilities, i.e. rgreat =d* k=

1,...,m, and where

m m +
IO e = (In — MO~ (a +Y MAaF -y dk> (5.2)
k=1 k=1
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represents the equity components. The second starting vector, Rgman, becomes to

rm

small
Reman := ) (53)
0
Tmall
where
rgrlnall = min {dm> a} )
+
. . m
rgmaH:min dja a— Z dk (0<j<m),
k=j+1 (5.4)

m +
0 _ k
Csmall = a— Z d :
k=1

Similar to the case of m = 1, it also obviously holds in this situation that ®(0,,(,,41)) = Resmall-
Moreover, we also need to adapt the definitions for the default set and the default matrix in
(4.8) and (4.9), respectively. For a given vector R = (r™,...,r0) € (RJ)™"™*+D) of recovery
values, the default set under R is defined as

m m
DR) =D(r™,...,1t°) = {z EN: (a+ZMkrk - de> < 0} : (5.5)
k=0 k=1 i
A firm i € D(R) is said to be in default without further specification, since it is only known that
for given payments R, there is at least one seniority level — the lowest level — the firm cannot
fully service. However, only knowing that i € D(R) does not deliver any detailed information in
which seniority the transition from full payment to partial or no payment occurs. This is why
we introduce another mode of speaking, where a closer look at the default structure of the firms
under a given payment vector is taken to find the solution R*. We say that a firm is in default
in the l-th seniority level (1 <1 < m) under R, if

(a+iMkrk— i dk> > d*t! and (a+§:Mkrk— i dk> < dk. (5.6)
k=0 ; k=0 ;

k=142 k=Il+1

Such a firm is therefore able to fully satisfy the obligees in seniority classes higher than [, and for
all debt payments in a level at or below [, no capital is left for the debtholders (and shareholders).
The default matriz corresponding to R, A(R) € R™ " is defined as

AR) =A™, ..., 1% = diag (a + iMkrk - idk < on> (5.7)

k=0 k=1

and is the diagonal matrix with entry 1 for firms in default under R and with the value 0 for
firms not in default.

In Proposition 4.1 it is shown that for m = 1, the solution R* lies in the interval [Rgreat, Rsmall]-
This assertion obviously holds for m > 1 as well, for the proof that Rgreat > R*, we have to
replace M'd by 3"}, M*d* and d by > 7", d*. The remaining argumentation stays unchanged,
in particular, it clearly holds that ®(Rgman) > Reman. Moreover, the claim of Proposition 4.2
also holds for m > 1, which becomes immediately clear when checking that the Equations (4.15)

70



and (4.17) also hold for more than one seniority. As a consequence, the Picard Algorithm can
be used without further adaption to situations with m > 1, which is why we do not repeat the
pseudo-code and refer to Algorithm 1 in Section 4.1.1 instead. This also implies that the Picard
Algorithm generates a decreasing sequence when R? = Rgreat and an increasing sequence if
R’ = Rga1. Let us conclude this subsection with an example for the Picard Algorithm with a
financial system that we will also make use of in the subsequent parts of this chapter.

Example 5.1. We consider a system with n =5 firms and m = 3 seniority classes. The vector
of the exogenous assets and the liability vectors are given by

9 3 2 3
4 2 3 1
a=|3]|,d=4|,a*=]1|,d' =]4], (5.8)
2 5 4 2
1 1 5 5
the ownership matrices are defined as
0 1/6 1/6 0 0 0 1/6 1/8 0 0
0 0 0 1/2 0 0O 0 1/8 0 1/4
M3=|1/4 1/6 0 0 1/2|,M*=|0 o0 O 1/2 1/4 (5.9)
0 0 1/6 0 0 0 1/6 1/8 0 0
1/4 1/6 1/6 0 0 1/2 1/6 1/8 0 0
and
0 0 0 0 0 0 1/40 0 0 1/20
0 0 1/2 0 0 1/40 0 0 0 0
M=1|1/6 0 O 1/2 1/2|,M°=|1/40 1/40 0 1/20 © (5.10)
1/6 0 0 0 0 0 0 1/20 0 0
1/6 0 0 0 0 0 0 0 0 0
The fixed point R* of ® is given by
r*3 (3, 2, 4, 3.7917, 1 )t
. 2 (2, 3, 1, 0, 3.875)"
R=1p1| = 3 1, 1159, 0, 0o )t (5-11)
r*0 (2.6669, 1.636, O, 0, 0o )

We see that the first two firms are both solvent since their equity values are positive. Firm
3 can fully satisfy its obligees in the two highest seniorities and defaults in seniority level 1,
whereas firm 5 already defaults in the second seniority level. The fourth firm is not even able
to fully deliver the highest seniority level nor any other seniorities and therefore is in default in
level 3. The first iterates R¥ when starting the Picard Algorithm either with R? = Rgreat or
R’ = Ry, are listed in Table 5.1. For a tolerance level of ¢ = 1076 both directions stop the
procedure when iterate RV is reached.

Remark 5.2. Proposition 4.4 demonstrates that the Picard Algorithm for m = 1 will under
some circumstances never reach R*. The crucial assumption needed for the proof was that
there is a “circular cashflow” from a defaulting and a solvent firm, where the defaulting firm
must own some shares of the solvent firm and the solvent firm must own some fraction of the
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debt from the defaulting firm. Another assumption was that the initial equity iterate R for
the solvent firm is larger than the equity value in R*. This principle can obviously be applied
to systems with m > 1 as well. Since there are now several seniorities, we have to adapt the
first part of the assumption. The solvent firm must therefore own a fraction of the defaulting
firms’ debt in exactly that seniority, which the defaulting firm is not fully able to service. If
these assumptions are fulfilled, the ideas of the proof of Proposition 4.4 can easily be applied.
Note that in Example 5.1 we have that firm 2 is solvent and that firm 3 defaults in the lowest
seniority. Since M$, = 1/40 and M}y = 1/2 and r3° = 1.6360 < 3.9431 = (r0,,)2, the
mentioned assumptions are fulfilled. The Picard Algorithm will therefore never reach R*.

Table 5.1: Iterates of the Picard Algorithm for the financial system in Example 5.1.

R’ = Reman R? = Rgreat

R’ R! R? R* R? R! R’

3 3 3 3 3 3 3

2 2 2 2 2 2 2
rk3 3 4 4 4 4 4 4

2 3.3333 3.7917 3.7917 3.9420 3.9420 5

1 1 1 1 1 1 1

2 2 2 2 2 2 2

2 3 3 3 3 3 3
r2 0 1 1 1 1 1 1

0 0 0 0 0 0 4

0 3.4167 3.8750 3.8750 3.8750 3.8750 5

3 3 3 3 3 3 3

0 0.0250 1 1 1 1 1
r 0 0.1083 0.9917 1.1596 1.2188 4 4

0 0 0 0 0 0 2

0 0 0 0 0 0 5

1 21667 2.6250 2.6659 2.7236 2.7236 2.7236

0 0 0.7542 1.6360 3.1329 3.9431 3.9431
0 0 0 0 ... 0 ... 0 3.0075 3.0075

0 0 0 0 0 0 0.1504

0 0 0 0 0 0 0

5.1.2 The Elsinger Algorithm

The difference in the functioning of the Picard and the Elsinger Algorithm in Section 4.1 is that
for the Elsinger Algorithm, the equity iterate is calculated as the fixed point of the mapping
®0(-;7) in (4.27) for a given debt payment vector ¥ < d instead of applying ®° on the former
equity and debt iterates as this is the case for the Picard Algorithm. This principle can directly
be transformed to systems with m > 1 as we will show in the following. First, we need to adapt
the mapping for the equity components for more than one seniority. Let r < d™,...,r! < d!
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be some arbitrary recovery vectors. Then the mapping ®° : (RZ)™ — (Rj)" is defined as
m m +
O(r;r™, ... 1) = <a+ZMkrk+MOr—de> . (5.12)
k=1 k=1

We have shown in Section 4.1.2 that ®°(-;r) has for given debt payments r < d a unique fixed
point. This obviously holds for the mapping in (5.12) as well, since the r™, ..., r! are considered

as fixed values. Denote this fixed point by r(r™, ..., r!), that means
m m +
O™, ... ety ™, ) = (a + ZMkrk + M0 (™) — de> . (5.13)
k=1 k=1
This fixed point represents for given debt payments r™, ..., r!' the corresponding equity pay-
ments of the system.
To obtain r’(r™, ... r!), we use a modified version of Algorithm 2, where
m m
w’=a+ Z MFErF — Z d* (5.14)
k=1 k=1
is set as the starting iterate for given debt payments r™,...,r'. The remaining steps in Al-
gorithm 2 stay unchanged. Clearly, Proposition 4.7 is also valid in this situation, i.e. the
algorithm converges in a finite number of iteration steps to r’(r™, ..., r!). In order to formulate

the Elsinger Algorithm for more than one seniority, we need to introduce for each seniority class
j (1 <j < m) the mapping ®/ : (R{ )" — (RF)"™ with
_l’_
m m
O (r;e™, ., T ) =mind{ 7, | a+ ZerleM]r* Z d' , (5.15)
1=0 I=j+1
I#]
where the r™, ... v+l ri=t 0
and the equity.

are considered as fixed debt payments for the other seniorities

Algorithm 11 (Elsinger Algorithm (m > 1)). Set e > 0.
1. For k=0, choose

(rO,m7 s ,I‘O’l) € {(rgea‘m R réreat)? (Iﬂs?rlnall? s 7r;mall)} (516)

and determine v90 = r0(c0™ .. v91) using Algorithm 2 with the modification in (5.14).
Denote the iterate RY by RO = (r0™ ... r00).

2. Fork>1, set for1 <j<m,
vk = @I (ph—1d, phtm R Ll gkl ek 10y (5.17)

calculate vF0 = r0(rb™ . rP1) and set RF = (rFm ... rF0).

3. If |R¥1 — R¥|| < ¢, stop the algorithm. Else, set k =k + 1 and proceed with Step 2.
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Similar to the version without a seniority structure, Algorithm 11 can start either with an
iterate that assumes maximum debt payments or with an iterate in which the debt payments
are set to a minimum level. Depending on this choice in (5.16), the corresponding equity vector
is determined which completes the specification of the zeroth iterate. To obtain the next iterate,
the mapping ® is applied to the debt vectors, as indicated in (5.17). Using the new debt
payments, the corresponding equity vector is determined with Algorithm 2. The differences
between Algorithm 1 and 11 are therefore the differing ways to calculate the equity components.
Figure 5.1 attempts to demonstrate the functioning of the Elsinger Algorithm in an idealized
scheme.

In Proposition 4.9, we showed that for m = 1 the Elsinger Algorithm generates a series
of decreasing or increasing iterates that converges to the fixed point R*. A crucial part of
the proof was that the equity component r(r) is increasing in r, which also holds for the

case of m > 1, i.e. r(r™,...,r!) is increasing in r',...,r! (see Lemma 2.10). That means,
starting with (r%™, ... x%1) = (£ ., . . ., Threas) Will deliver a decreasing series and starting with
(O %) = (e ..l ) will result in an increasing series of iterates. Both series are

bounded from above and from below and therefore have to converge to R*. Additionally, it is
also possible to generalize the assertion of Proposition 4.11 to the current situation by obviously
extending the argumentation used therein to systems with m > 1. Hence, we can conclude that
the Elsinger Algorithm for m > 1 will always be closer to the fixed point R* than the Picard
Algorithm.

Step 0 Step 1
0 m ¢ {rgreat’ small} I.1,m — q)m(ro,m. rO,m—l . 7r0,0)
r&l ¢ {rgreatv small}/ (I)l( /
r%0 = 0 ,...,I" rh0 =0 ,...,I"
:@0(007 rOm L pOl) :@o( 0. plm . phl)

Figure 5.1: Schematic description of Algorithm 11 beginning with the initial iteration step in
the left part of the figure. Note that, according to (5.16), the choice of r®* ¢
{r’g“reat, r’sfmau} has to be made consistent for every seniority. The arrows indicate the
different calculation steps of the procedure. If an arrow is interrupted by an oval-
shaped symbol, the listed auxiliary algorithm in the oval is performed to obtain the
next iterate. An arrow without any further specification means that the mappings
®J are applied that are defined in (5.15).
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Table 5.2: Iterates of the Elsinger Algorithm for the financial system in Example 5.1.

rOF =rk L (k=1,2,3) r0F =k o (k=1,2,3)
RO R! R? R* R? R! RO
3 3 3 3 3 3 3
2 2 2 2 2 2 2
rk3 3 4 4 4 4 4 4
2 3.3333  3.7917 3.7917 3.7917 3.9417 5
1 1 1 1 1 1 1
2 2 2 2 2 2 2
2 3 3 3 3 3 3
rf2 0 1 1 1 1 1 1
0 0 0 0 0 0 4
0 3.4167 3.8750 3.8750 3.8750 3.8750 5
3 3 3 3 3 3 3
0 0.0542 1 1 1 1 1
r&l 0 0.1375 1.0231 1.1596 1.1980 4 4
0 0 0 0 0 0 2
0 0 0 0 0 0 5
2.1667 2.6445 2.6642 2.6659 2.6664 2.7033 2.7236
0 0.7807 1.5678 1.6360 1.6552 3.1322 3.9431
r=0 0 0 0 ... 0 ... 0 0 3
0 0 0 0 0 0 0
0 0 0 0 0 0 0

Example 5.3. Take the financial system from Example 5.1. Setting (r%3,r02 r®!) =

(X3 eats réreat, rgreat), it holds for the equity component, that

(%3 r%2 01y = (2.7236,3.9431, 3,0,0)". (5.18)

Hence, firm 4 is already considered to be in default, which was not the case for the Picard
Algorithm (see Table 5.1). The first and some consequent iterates when starting with the other
starting vector are shown in Table 5.2. Note that the pure number of iteration steps is 6 for
both staring vectors which is smaller than for the Picard Algorithm. The tolerance level was
with € = 1075 the same than in Example 5.1.

As already mentioned after the introduction of the Elsinger Algorithm just before Proposition
4.11, judging the computational efficiency of the Picard and the Elsinger Algorithm based on
the number of needed iterations only, is not entirely accurate. The reason is already mentioned
in Section 4.1.2: The calculation of the equity iterate in the Elsinger Algorithm can be more
expensive since, under circumstances, many linear equations systems have to be solved which is
not the case for the Picard Algorithm. For instance in Example 5.3, 7 linear equation systems
have to be solved in total for each direction of the algorithm. This is why we have to be
very careful when only considering the iteration steps as the crucial parameter to compare both
algorithms. In fact, the runtime for both procedures to find R* seems to be the more comparative
measure for a comparison.
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In Remark 5.2, we mentioned that the Picard Algorithm does not always reach R*. This
statement also holds for the Elsinger Algorithm; in particular we can generalize the insights of
Proposition 4.12 in a straightforward way.

Step 0 Step 1
rom ¢ {rgeat, rlout rlm = @m(plm, pOm=1 p0.0)
9l e {réreat,rslman} rbl = @l(pbl;p0m  p0.0)
r00 = O (e0m  pOly 10 =O(ebm bl
= @00, pOm  r01) = @010y pbm b1

Figure 5.2: Schematic description of Algorithm 12 beginning with the initial iteration step in
the left part of the figure. According to (5.19), the choice of r%* ¢ {r’g‘“reat, rt i)
has to be made consistent for every seniority. The arrows indicate the different
calculation steps of the procedure. To obtain the next iteration in the algorithm,
the corresponding auxiliary algorithm listed in the oval-shaped symbol needs to be
performed. Note that for the debt components, Algorithm 5 has to be conducted for

every debt seniority separately.

5.1.3 A Hybrid Algorithm

As we extended the Picard and the Elsinger Algorithms on systems with a seniority structure,
we can also do so for the Hybrid Algorithm defined in Section 4.1.3. The principle is the same
as for systems with m = 1. In the Elsinger Algorithm, the next debt iterate in seniority level
j (1 < j < m) was the application of the mapping ®’ defined as in (5.15). For the Hybrid
Algorithm, we calculate the fixed point of ®/ for each seniority level j. To obtain this fixed
point, Algorithm 5 should be chosen which uses a Picard-type iteration to reach the fixed point.
This is necessary since the positive part (-)T in the right part of Equation (5.15) prevents the
usage of Algorithm 4, see also the comments in Remark 4.10. The procedure is summarized in
the next algorithm, the schematic functioning of the algorithm is visualized in Figure 5.2.

Algorithm 12 (Hybrid Algorithm (m > 1)). Set € > 0.
1. For k =0, choose
(rO,m’ . ,I-O,l) c {(rgeat7 .. ,réreat), (rl o - - ,r;mau)} (5.19)

and determine r%0 = r0(x0™ . r01) using Algorithm 2 with the modification in (5.14).
Denote the iterate RV by RO = (r0m ... r00).
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2. For k > 1, determine for every 1 < j < m the fized point ™I of the mapping in (5.15)
using Algorithm 5, where for ®I the fized vectors rF=1m . pk=Litl ph=lj=1" — pk=1,0

k,0 _ I‘O(I'k’m, .

are used from the preceding iterate. Calculate ., t8Y) using Algorithm 2

and set RF = (vfm . rF0).

3. If |RF1 — R¥|| < ¢, stop the algorithm. Else, set k =k + 1 and proceed with Step 2.

It is obvious that the assertions of Proposition 4.17 can be transferred to Algorithm 12 as well.
This means that the procedure generates a series of increasing or decreasing iterates, depending
on the choice of the starting vector in (5.19). Both series will converge to the fixed point R*.
The same transformation is also possible for Proposition 4.19, i.e. the iterates of Algorithm
12 will in every iteration step be closer to R* than the iterates of the Elsinger Algorithm in
Algorithm 11, where we once again ignore the effects of different calculation methods (applying
a map vs. solving a linear equation system). Finally, the Proposition 4.20 can obviously also
be generalized to the current situation. Hence, the procedure must also not necessarily exactly
reach the fixed point.

Before concluding the subsection with an example, we want to present a slight adaption of the
Hybrid Algorithm. The idea of this modification is to include the newest available information
about the debt payments. Suppose we are in the k-th iteration step (£ > 0) in Algorithm 12.
The debt iterate of seniority level 1, r®!, is calculated as the fixed point of the mapping ®!,
where r#=1m  pF=12 pF=10 are considered as fixed. The vector r®! is closer to actual debt
payments r*! than the preceding iterate r*~11. To get the next iterate for seniority class 2,
we have to solve the mapping ®2, where in Algorithm 12 the vector r*~1! was taken for the
fixed debt payments of the lowest seniority level. But instead of r* 5!, we can also take the
new iterate r®! for the calculation and consider this vector a the “updated” debt payments for
seniority class 1. This results in a new iterate r®? that can now also be used, together with r¥:!
for the calculation of the next highest seniority level 3, and so on. What we obtain is a series
of iterates in which every debt iterate contains the updated informations of all debt payments
of lower seniorities. For this reason, we call this modified version of the Hybrid Algorithm, the
Updated Hybrid Algorithm.

Algorithm 13 (Updated Hybrid Algorithm). Set ¢ > 0.
1. For k=0, choose

(ro’m, .. ,ro’l) € {(rgeat, el réreat), (ro ol - - - ,r;mau)} (5.20)
and determine r%0 = r0(r0m . r01) using Algorithm 2 with the modification in (5.14).
Denote the iterate RV by R? = (r0m ... r00).
2. For k > 1, determine the next debt iterates ™, ... r&1 using the following scheme:

o i1 s the fized point of ®(r;rF=tm . k=12 pk=10)

o 52 js the fized point of ®%(r;rk=bm . rk=13 phl pk=10)

o 53 s the fived point of ®3(r;rk=bm . k=LA pk2 k1 ph=1.0),

o ...

o r°™m1 s the fized point of @™ (r;rk—bm phm=2  pkl pk=10)

o tF™ s the fized point of ®™(r;rkm=l | pkl pk=10)
Calculate vF0 = rO(rkm . vb1) and set RF = (eFm ... ¢F0).
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3. If |RF=1 — RF|| < ¢, stop the algorithm. Else, set k =k + 1 and proceed with Step 2.

Step 0 Step 1

0,m m m 1m _ em(,l,m. .1,m—1 1,1 ..0,0
o™ € {rgleats Tomall ) ro"m =9o"m(r"™r c.,rohr

0,1 1 1
r € {rgreat’ I.sma,ll}

1‘1’2 — @2(1'1’2; I.O,m, . I‘l’l, I'O’O)
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@

rl = @l (el p0m . y00)
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Figure 5.3: Schematic description of Algorithm 13 beginning with the initial iteration step in
the left part of the figure. According to (5.20), the choice of r%* € {rk .. .rk 3
has to be made consistent for every seniority. The arrows indicate the different
calculation steps of the procedure. To obtain the next iteration in the algorithm,
the corresponding auxiliary algorithm listed in the oval-shaped symbol needs to be

performed.

It is clear that the Updated Hybrid Algorithm will generate a sequence of decreasing or
increasing series of iterates depending on the starting vector. Moreover, this sequence converges
to R*, using a similar argumentation as for the Hybrid Algorithm. The improvement of the
Updated Hybrid Algorithm lies in the fact that its iterates are for the decreasing version smaller
than or equal to the corresponding iterates of the Hybrid Algorithm. If the increasing version is
considered, the iterates of the updated version are greater than or equal to those of the ordinary
Hybrid Algorithm. To realize this, suppose we use the decreasing version of both algorithms
and compare its iterates. Denote the iterate of the Hybrid Algorithm with the subscript H and
the iterates of the updated version with UH. By construction, it holds that RY, = R%H and also
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r%l’l = r%Hl{ for the first debt iterate of the lowest seniority. For the Updated Hybrid Algorithm,

it follows for the debt iterate of the next seniority class that

1,2 1,2 3 pll 0,
rin = O (v ™™, 108 ey, 100). (5.21)

The corresponding iterate of the Hybrid Algorithm is given by

L2 _ <I>2(r11{’2; 0o 03 0l ro’o), (5.22)

from which it follows, because of r(lHl{ < r%! = d!, that rlljgl < r%I’Q. This argumentation can

inductively be applied to all debt payments of higher seniority levels and for the next iteration
steps as well. The case of the increasing version, is similar. Therefore, taking only the number
of iteration steps into account, the Updated Hybrid Algorithm converges to R* even faster than
the Hybrid Algorithm. However, as Example 5.5 shows, there exists circumstances under which
this effect can be almost negligible.

Remark 5.4. (i) The Updated Hybrid Algorithm started with calculating the next debt
iterate of the lowest seniority level. Note that it is also possible to start with the highest
seniority and determine the next debt iterate as the fixed point of ®™. The new iterate
can then be used when the debt iterate of seniority level m — 1 is calculated and so on.
This would result in a reverse direction of the updating process. Since the iterates would
still be decreasing or increasing depending on which version is used, this modification of
the algorithm would still converge to R* as well. In fact, any order to work through the
seniorities can be chosen.

(ii) The idea processed in the Updated Hybrid Algorithm to calculate the debt iterates similar
to Step 2 in Algorithm 13 can also be used for the Picard and the Elsinger Algorithm.
Suppose we are in the (k — 1)-th iteration step. The next debt iterate r*J for seniority
level j is for these algorithms not the fixed point of ® but the result of a single application
of the mapping.

Example 5.5. Applying Algorithm 12 with both starting vectors to the financial system defined
in Example 5.1, delivers the iterates shown in the upper part of Table 5.3. With the usual
tolerance level ¢ = 1079, both the decreasing and the increasing version need 6 iteration steps.
Similar to the Elsinger Algorithm in Example 5.3, 7 linear equation systems had to be solved in
total for both versions until the stopping criteria is reached. Comparing the iterates with the
ones of the Elsinger Algorithm in Table 5.2, we observe that they are always larger or equal for
the increasing and smaller or equal for the decreasing version.

The iterates in the lower part of Table 5.3 are the ones that are generated with the Updated
Hybrid Algorithm — once again for both directions. We can see that the effect of using the
“updated” values for the calculation of the next debt iterates has only a slight effect on the
actual iterates R*. This becomes also visible when counting the number of iterates and linear
equation systems that have to be solved to reach the final iterate. Both for the Increasing and
the Decreasing Updated Hybrid Algorithm these number are identical to their counterparts of
the ordinary Hybrid Algorithm.
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Table 5.3: Iterates of the Hybrid and the Updated Hybrid Algorithm for the financial system in

Example 5.1.
Type I.O,k = rsmall (k = 1’ 2’ 3) r07k = rgreat (k = 17 2’ 3)
RO R! R?2 R* R?2 R! RO
3 3 3 3 3 3 3
2 2 2 2 2 2 2
rk3 3 4 4 4 4 4 4
2 3.5000 3.7917 3.7917 3.7917 3.9417 5
1 1 1 1 1 1 1
2 2 2 2 2 2 2
2 3 3 3 3 3 3
r®2 0 1 1 1 1 1 1
0 0 0 0 0 0 4
Hybrid 0 3.7083  3.8750 3.8750 3.8750 3.8750 5
3 3 3 3 3 3 3
0 0.1229 1 1 1 1 1
k0 0.1375 1.1001 1.1596 1.1916 3.5000 4
0 0 0 0 0 0 2
0 0 0 0 0 0 5
2.1667 2.6484 2.6652 2.6659 2.6663 2.6971 2.7236
0 0.9370  1.6062 1.6360 1.6520 2.8820 3.9431
k0 0 0 0 0 .0 0 3
0 0 0 0 0 0 0
0 0 0 0 0 0 0
3 3 3 3 3 3 3
2 2 2 2 2 2 2
rk3 3 4 4 4 4 4 4
2 3.7917  3.7917 3.7917 3.7917 3.9417 5
1 1 1 1 1 1 1
2 2 2 2 2 2 2
2 3 3 3 3 3 3
k2 0 1 1 1 1 1 1
0 0 0 0 0 0 4
Updated 0 3.7083  3.8750 3.8750 3.8750 3.8750 5
Hybrid
3 3 3 3 3 3 3
0 0.1229 1 1 1 1 1
k10 0.1375 1.1038 1.1596 1.1916 3.5000 4
0 0 0 0 0 0 2
0 0 0 0 0 0 5
2.1667 2.6521 2.6652 2.6659 2.6663 2.6971 2.7236
0 1.0830 1.6081 1.6360 1.6520 2.8820 3.9431
k0 0 0 0 .0 .0 0 3
0 0 0 0 0 0 0
0 0 0 0 0 0 0
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5.2 Finite Algorithms

A common property of the algorithms in Section 5.2 is that they ignore any information about
the default structure inherent in the iterate, that means the information whether a firm is able
to fully service the debt payments of a certain seniority level or not given a payment vector R¥.
In Chapter 4 we developed finite valuation algorithms based on the information that is included
in the default set D(R¥) of an iterate R¥. While for systems with m = 1, there were only the
two possibilities that a firm is either in default or solvent, we have to become more detail in case
of two or more seniority classes.

More precisely, we have to identify for every defaulting firm i € N exactly the seniority
level at which the firm gets into trouble, i.e. the highest seniority class ¢; € {1,...,m} for
which holds that r;-k’c" < dj*, or ¢; = 0 if there is no such class. The debt payments of the
seniority classes k with m > k > ¢; are fully honored and the payments of all classes k, where
1 < k < ¢, are not serviced at all. The particular case of ¢; = 0 means that the firm is able
to pay all of its obligations and therefore is solvent. We can summarize the values ¢; in a tuple
c = (c1,...,¢p) € {0,...,m}"™ which is also referred to as the default tuple c. Aim of the

algorithms in this section, is to find the tuple c* = (cj, ..., c}) of seniority levels, that contains

r n
for each firm the lowest seniority for which the obligees are — at least partially — satisfied under
R*. Before we start with some definitions, we have to make two assumptions on the financial

system.

Assumption 5.6. For k =0,...,m, |[MF|| < 1, i.e. all ownership matrices in the system are
strictly left substochastic matrices.

Assumption 5.6 is necessary to ensure the invertibility of certain ownership matrices, see also
the comments before Proposition 5.10.

Assumption 5.7. For every seniority level 1 < k < m and every i € N it follows from df >0
that d? >0 for 1 < h < k.

Assumption 5.7 says that if a firm has positive nominal liabilities in seniority level k, it will
also have positive nominal liabilities in every lower seniority. The reason for this approach is that
it simplifies the argumentation in Section 5.2.1 when borderline firms are taken into account.
However, this conditions is not too strict since we have shown in Section 3.2.4 (see also Remark
3.10) that a seniority structure as given in Assumption 5.7 can be assumed without loss of
generality.

Definition 5.8. For a given financial system F = (a,M,d) with m > 1, let ¢ = (¢1,...,¢p,) €
{0,...,m}"™ be an arbitrary tuple of seniority levels. The vector a® = (a$,...,af) is defined
componentwise via

af =a;+Y > MEdi— Y df. (5.23)

=1 k=c;+1 k=c;+1

Moreover, let
d® = (dS,...,d°)" (5.24)

be the vector in which for every firm ¢ the nominal value of the liabilities of the ¢;-th seniority
level is listed. Note that for a better readability, the superscript in df is the tuple ¢ but the
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required seniority to define df is only contained in the i-th entry ¢;. In case of ¢; = 0, set df := 0.
The corresponding ownership matrix M€ is defined as

M= | S (5.25)
MY MG .. Mg,
i.e. the i-th column of M€ is equal to the i-th column of the ownership matrix of seniority class
C;.

The value af can be interpreted as the sum of the exogenous and all endogenous assets of
firm ¢ reduced by the debt payments of firm ¢ assuming secure payments based on ¢ but no
payments at or below the seniorities c, including no equity payments. Note that a® is in general
not positive. The expressions from Definition 5.8 are needed to defined a pseudo solution similar
to Definition 4.23 for the case of m = 1. Before doing this, define for a given default tuple ¢ and
k =0,...,m the diagonal matrices

APC = diag(c = (k,...,k)) (5.26)
that identifies for each firm ¢ whether ¢; equals k.

Definition 5.9. Let ¢ = (c1,...,¢,) € {0,...,m}" be an arbitrary default tuple. The pseudo
solution R® € Rg(mH) of (2.9) — (2.11) that belongs to c is defined by R¢ = (#™¢, ... #0.°),

with #F:¢ = (fk’c)i:17.,,7n for 1 < k < m, where

7

k—1
#he = Akex 4 (Z Al"’) d* (5.27)

=0
for 1 <k <m and #¢ = A%®x and x € R" is given by

x = (I, — M°)~taC. (5.28)

The reason to define the pseudo solution as in Definition 5.9 is given in the next Proposition.
Before, note that for the invertibility of the matrix (I, — M€) we have to claim that Assumption
5.6 holds, since if only the Elsinger Property is valid for the ownership matrices, the inverse
matrix might not exist in general, see also Section 4.2.

Proposition 5.10. Let c¢* = (c],...,c},) be the tuple that denotes the seniority classes in which

rn

every firm first defaults under R* or the value 0 for solvent firms under R* and let RS be the
corresponding pseudo solution. Then it holds that RS = R*.

Proof. For a default tuple c* = (], ...,c;,) of a solution it holds that

r:’cj =a; + Zn: Zm: MZ-’}df + Zn:ij*r;’q - i df >0, (5.29)
j=1

j=1 k=c:+1 k=ci+1

see Fischer (2015) for more details. Set x* := o and a® = (af’) _ , then (5.29)
b=t ¢ li=lan

ey

=1,...,

becomes in matrix notation to

x* =a® + M x*. (5.30)
Hence, x* = (I, — M )~!a®". Using Equation (5.27), it follows directly that R =R". O
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Note that in Proposition 4.24 it was shown that for m = 1 there exists a maximum number of
2™ possible solutions for the system. If m > 1, Proposition 5.10 says that the maximum number
of possible solutions is (m + 1)".

Example 5.11. We take up the financial system that is defined in Example 5.1 and from which
we know that ¢* = (0,0,1,3,2). This leads to

2.6250 0 1/40 0 0 0
—1.8750 1/40 0 05 05 0.25
a® =] 00833 and M =|[1/40 1/40 0 0 0.25]. (5.31)
3.7917 0 0 0 0 0
3.8750 0 0 0 0 0

The linear equation system (I, — M® )x = a° is then given by

1 —0.025 0 0 0 1 2.6250
—0.025 1 -05 —-0.5 —-0.25 T2 —1.8750
—-0.025 —0.025 1 0 -0.25 T3 | = 0.0833

0 0 0 1 0 Ta 3.7917

0 0 0 0 1 Ts5 3.8750

The solution of this system is
x = (21,72, 23, 24, 5)" = (2.6659, 1.6360, 1.1596, 3.7917, 3.8750)".

Following (5.27), we set z1 = rf’o,xg = TI’O,xg = 7“;’1,:):4 = r1’3 and x5 = 7“;’2. Completing R
via Equation (5.27) leads to the solution R* of the system.

5.2.1 Trial-and-Error Algorithms

A Trial-and-Error approach to find the default tuple c* for such systems, consists of determining

for every iterate R¥ the corresponding default tuple c* = (c’f e ,cﬁ), where each entry of c” is
defined by
e km m
m, if > < d;
k__ ie k0 m o _ _q1 _
¢ =10, ifr” >0o0rd”=...=d; =0

max{l < h <m: rf’h < d! and rf’hﬂ =d'"h), else.

(5.32)
The value cf is in case of a firm in default the highest seniority level in which the firm gets into
financial difficulties. If the firm is solvent under R, cf is set to 0. Depending on the choice
of the lag value [ > 2, one would calculate iterates R* and corresponding tuples c¢¥ until the
stopping criteria ¢* = cFt! = ... = c*T~1 is reached. To test whether c* = c*, we would
calculate the pseudo solution R that belongs to c¥ as a (possible) solution of the system F.
In case of @(ﬁck) = R, the algorithm stops.

Algorithm 14 (Decreasing Trial-and-Error Algorithm (m > 1)). Setl > 2, p =0 and ¢ =
(-1,...,-1).

1. Choose either the Picard (Algorithm 1), the Elsinger (Algorithm 11) or the Hybrid Algo-
rithm (Algorithm 12) which is used in the following to generate the next iterate.
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2. If in Step 1 the Picard Algorithm is chosen, set RO = Ryreat, if the Elsinger or the Hybrid
Algorithm is chosen, set R® = (d™,...,dYr0(d™,...,d)). In all cases, calculate c®
according to (5.32).

3. If the Elsinger or the Hybrid Algorithm is chosen in Step 1 and D(R®) = 0, set R* = R°
and stop the algorithm.

4. Else, calculate for k > p the iterates RF starting with RP using the algorithm chosen in
Step 1 and calculate the corresponding tuples c¥ defined in (5.32) until k = q with
g=min{m >p:c™ ! = =c™ and c™ # c} (5.33)

is reached. Determine the pseudo solution R that belongs to c4.

5. If @(ﬁcq) = ﬁcq, stop the algorithm. Else, set ¢ = c? and p = q and proceed with Step 4.

The Decreasing Trial-and-Error Algorithm obviously generates a series of increasing tuples c¥.
In Algorithm 7, the series of default sets D(RF) was increasing as well. Note that the particular
case D(RY) = () in Step 3 of the Algorithm is equivalent to

m

a+y (MF-1,)d" + Mr(d™,...,d") > 0, (5.34)
k=1
from which directly follows that R* = (d™,...,d! r%(d™,...,d!)) using a similar argumenta-

tion than in the proof of Proposition 4.26 (i). Check that the fact that D(R") = ) is not a
sufficient condition for R* = (d™,...,d!,r%(d™,...,d")) if R” = Rgeat. Note that D(R?) = N
is no suitable stopping criteria. This is because in this situation we only know that r*° = 0,
but we get no detailed information in which seniority level the firm exactly defaults.

Similar to the Increasing Trial-and-Error Algorithm for m = 1 (Algorithm 7), it is of course
possible to obtain an increasing series of iterates and a decreasing series of tuples c* when the
initial iterate is the minimum possible starting vector.

Algorithm 15 (Increasing Trial-and-Error Algorithm (m > 1)). Set !l > 2, p = 0 and ¢ =
(—1,...,-1).

1. Choose either the Picard (Algorithm 1), the Elsinger (Algorithm 11) or the Hybrid Algo-
rithm (Algorithm 12) which is used in the following to generate the next iterate.

2. If in Step 1 the Picard Algorithm is chosen, set R = Rgman, if the Elsinger or the
Hybrid Algorithm is chosen, set RO = (r™ . ...,rl o x0(xm ..o oxl ). In all cases,
calculate c® according to (5.32).

3. If D(RY) =0, set R* = (d™,...,d% r0(d™,...,d")) and stop the algorithm.

4. Else, calculate for k > p the iterates RF starting with RP using the algorithm chosen in
Step 1 and calculate the corresponding tuples ¥ defined in (5.32) until k = q with

g=min{m >p:c™ ! = =c™ and c™ # c} (5.35)

is reached. Determine the pseudo solution R that belongs to c4.

5. If @(f{"q) = ﬁcq, stop the algorithm. FElse, set ¢ = ¢ and p = q and proceed with Step /.

In analogy to the comments in Section 4.2.2, we also have to address the issue of borderline
firms. Recall that for m = 1, borderline firms are defined as firms for which holds in the fixed
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point R* that 1"; 1 = ¢; and r: ' = 0. Such firms are able to fully cover their liabilities but have
no remaining capital for shareholders. By definition (cf. Equation (5.5)), these firms were not
considered as being in default in R*. The problem for borderline firms was that the Increasing
Trial-and-Error Algorithm does not manage to reach the actual default set D* in general. We
showed in Lemma 4.32 that the algorithm still works in such situations and actually finds the
solution of the system. For the purpose of showing this for Algorithm 15 too, we introduce the
notation that a firm ¢ € N is borderline in seniority level k (k= 1,...,m), if df > 0,

rF—df and =0 forall0<h <k (5.36)

Note that for m > 1 a firm can be borderline and still be in default, if & > 2 in (5.36). Following
the definition of c¢* at the beginning of Section 5.2 and because of Assumption 5.7, it must hold
for a borderline firm in seniority level k£ that ¢; = k — 1, since the debt payments in seniority
class k are fully covered and level k — 1 is the first level where the firm gets into trouble. If
c; = 0, the firm is solvent by definition but T;k’o = 0.

Since Algorithm 14 generates an increasing series of default tuples ¢, the tuple ¢* will be
reached at some stage of the procedure using a similar argument as in the proof of Proposition
4.28, for the case of m = 1. For Algorithm 15, however, we obtain a decreasing series of default
tuples that might not reach ¢* if borderline firms are present. To show that this is no problem
and that the algorithm still works, assume that there is a set S C N of borderline firms, where
it does not matter in which seniority level exactly the firms are borderline. The Increasing
Trial-and-Error Algorithm will finally reach to a default tuple ¢ = (¢éy,...,¢&,) for which holds
that

¢ =c;+1forallieBand¢ =c; foralli¢B for some BCS. (5.37)

We need to show that the pseudo solution RE that belongs to ¢ is equal to R*. To this end, set

x* := (I, — M® )7 1a® and % := x* + Agd®, where Ag denotes the diagonal matrix with value

1 for all borderline firms in B. Check that
a® = a® 4+ MCAgd® — Apd® = a® 4+ (M® — I,,)Apd® (5.38)
and that M x* = M®x*, since xz; = 0 for all i € B. This yields
M® x* + MCAgd® = M®(x* + Apd®), (5.39)

which implies the following equivalences

®

x* = (I, - M) 1a® «— (I, - M )x* = a°
— x* — M x* = a4 (M® — I,,)Apd®
> x* + Apd® — (M x* + M®Azd®) = a°
= x* + Agd® — (M®(x* + Apd®)) = a°
= (I, — M%) (x* + Agd®) = a°
— (I, - M%x = a°.

(5.40)

As a consequence, the pseudo solutions that belong to ¢* and ¢ can for 1 < k < m be represented

by
k—1

e = AR (Z Al’°*>dk (5.41)

=0
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and
k-1

e = ARC(x* + Apd®) + (Z Al’°> d*. (5.42)
=0
In (5.41), the i-th component is for 1 < k < m given by

¥, if k>
f,fﬂc* = 1‘;‘7 lf k - C;(, (543>
0, ifk<cf,

and in (5.42), the i-th component has for 1 < k < m the following form

d¥, if k> ¢,
. ¥ if k=¢; and ¢ ¢ B,
e A igB (5.44)
xf+d7f, ifk=¢ and i€ B,
0, if k < ¢.

~k,c*

For firms ¢ with ¢ ¢ B, it holds that ¢; = ¢ and therefore ff - 7,77 for all 1 < k < m using
(5.43) and (5.44). Let now i € B, hence ¢; = ¢f + 1 (cf. Assumption 5.7) and z} = 0. To show
that also in this case, the pseudo solutions of ¢ and c* are identical, we distinct between four
cases and apply the Equations (5.43) and (5.44) each time.

(i) Let k < ¢ from which follows that k < & which leads to #7°¢" = ##¢ = 0.
(i) Let k = ¢} from which follows that & = k + 1 > k. Then 7" = a7 = 0 = #"°,
(iii) Let k — 1 = ¢} from which follows that ¢ = k. This yields 7" = d¥f = aF + dF = #"°.
(iv) Finally, let k — 1 > ¢! and thus & < k. Then 77 = gk = #F€,
Hence, f’f’é = Af’c* foralli € M andall 1 <k <m.

This solves the problem of the Increasing Trial-and-Error Algorithm in the presence of bor-
derline firms. The default tuple ¢ will also lead to the fixed point R*. The insights from above
are summarized in the following Proposition.

Proposition 5.12. The Decreasing Trial-and-Error Algorithm (Algorithm 14) generates a series
of decreasing iterates R¥ and a series of increasing default tuples c*, whereas the iterates of
the Increasing Trial-and-Error Algorithm (Algorithm 15) form an increasing sequence and the
corresponding default tuples a decreasing sequence. Both default tuples of the algorithms converge
in a finite number of iteration steps to a final tuple whose corresponding pseudo solution is the
solution R* of the financial system.

Following the notation in Section 4.2, we denote the Trial-and-Error Algorithms depending

on the choice of the algorithm to obtain the iterates, i.e. the procedures are called Decreasing
Trial-and-Error Picard/FElsinger/Hybrid Algorithm and analogously for the increasing version.

5.2.2 Sandwich Algorithm

To complete the generalization of the finite algorithms from Section 4.2, we have to extend the
Sandwich Algorithm to m > 1 as well. Starting with both, the minimum and the maximum
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possible debt payment vector, determining the corresponding default tuple c* each time and
stopping the procedure when the tuples for both directions are identical, leads to the Sandwich

Algorithm for m > 1. The notation R and RF is based on the one from Algorithm 9.
Algorithm 16 (Sandwich Algorithm (m > 1)).

1. Determine R® and R? as well as their corresponding default tuples € and c° following
(5.32).

2. For k > 1, calculate the iterates R" and R¥ using one of the Algorithms 1, 11 or 12 and
the corresponding default tuples € and c*.

3. If e* = c*, stop the algorithm and calculate the pseudo solution R that belongs to c~.
Else, set k =k + 1 and go back to Step 2.

The procedure is self-explaining and it is also clear that the tuples €¥ and c¥ approach one
another and will approach to c¢* from two sides. If in Step 2 the Picard/Elsinger/Hybrid Al-
gorithm is chosen for the iteration, we call the algorithm the Sandwich Picard/Elsinger/Hybrid
Algorithm. Note that if there are borderline firms present in the financial system, the con-
vergence of the default tuples can not be ensured. Assuming that the vector a follows some
probability distribution which has a density with respect to the Lebesgue measure on (R(‘)F )",
we can at least show an almost sure convergence. The proof of the following proposition is the
direct extension of the proof of Proposition 4.36 for systems with m = 1.

Proposition 5.13. The Sandwich Algorithm generates a sequence of increasing default tuples
¢ and a sequence of decreasing default tuples c* that reach c* almost surely after finitely many

steps. Thus, it reaches the solution R* almost surely after finitely many iteration steps.

To avoid situations in which the default tuples in Algorithm 16 do not converge, a modified
version of the Sandwich Algorithm should be chosen for practical purposes. Algorithm 10
describes the principle for m = 1, an extension to systems with m > 1 is straightforward.

Example 5.14. Once again, we make use of the financial system in Example 5.1 to demonstrate
the functioning of the Trial-and-Error and the Sandwich Algorithms. The Decreasing Trial-and-
Error-Picard Algorithm leads to the following default tuples:

c’ =1(0,0,0,0,0), c'=(0,0,0,3,2), c*=(0,0,1,3,2), c*=(0,0,1,3,2). (5.45)

Hence, after two iteration steps, the target c¢* = (0,0,1,3,2) is reached. No matter which lag
value [ is chosen, the first time the iteration stops and c¢? with ¢ defined as in (5.35) is calculated,
it holds that R®" = R*. Using the increasing version of the algorithm, we obtain the default
tuples

" =1(0,2,3,3,2), ¢ =(0,1,1,3,2), ¢*=(0,0,1,3,2), ¢*=(0,0,1,3,2),  (5.46)

hence the same statements from above also holds for the increasing version. Clearly, the Sand-
wich Picard Algorithm would stop after iteration step 2. For the Elsinger versions of the al-
gorithms above, the default tuples are for both directions of the algorithm identical as for the
Picard Algorithm. Using the Increasing Trial-and-Error Hybrid Algorithm leads to the same
default tuples as in (5.46). For the decreasing version of the Hybrid Algorithm, we get

c’ =(0,0,0,0,0), ¢'=(0,0,1,3,2), c*=(0,0,1,3,2). (5.47)

The Decreasing Trial-and-Error Algorithm reaches c¢* therefore already after only one iteration
step.
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A disadvantage of any Trial-and-Error Algorithm is the fact that the algorithm can also stop
erroneously and deliver a set of tuples c¥ that is unequal to c¢*. In such cases, the pseudo solution
R is determined unnecessarily. The drawback of a Sandwich approach is that the computa-
tional effort is doubled since both directions are considered which results in an unnecessary use
of computer capacity. It could be more efficient if a procedure would deliver the final tuple c*
without a Trial-and-Error aspect, i.e. that there is a clear stopping criteria that indicates that
c* is actually reached. Moreover this should be achieved without double computational work,
i.e. ¢* should be reached from only one direction and not from two as done in the Sandwich
Algorithm. The algorithm in the next section is designed to overcome this problem by approach-
ing c* from only one direction and, additionally, will come up with a clearly defined stopping
criterion when c* is actually found.

5.3 Default Structure Algorithm

This section presents a procedure that does not focus on generating new iterates R*, but focuses
on calculating new tuples ¢ of seniority levels in every iteration step. Beginning with an initial

tuple ¢ = (c¥,...,c%) of seniority levels, c is “updated” in a stepwise approach until a final

ren
tuple is reached. The k-th iteration step of the algorithm therefore entails the calculation steps
to get from cF to cFt!. This is achieved by solving a financial subsystem with one seniority,
which is a modification of the initial financial system F with m > 1. We will see in the following
that the procedure results in an increasing series of tuples. Unlike the algorithms in Section
5.2.1, this new algorithm will make sure that the default tuple will definitely change from one
iteration step to another. If it does not, the final default tuple is reached. A consequence of
this property is that the procedure will reach a solution of the system F in a finite number of

iteration steps as will be shown below in Propositions 5.15.

The idea of this approach is initially mentioned in the article of Elsinger (2009), where the
principle of the algorithm is demonstrated and a short sketch of the proof that it actually works
is given. We work out the ideas of Elsinger and give a detailed overview of the procedure’s
functioning and also present a detailed proof that the algorithm will find R* in a finite number
of iteration steps. Moreover, we extend the procedure and add an improved version of the
Algorithm at the end of the section. Note that the Assumptions 5.6 and 5.7 from Section 5.2
are required to hold in this section as well.

Before explaining the algorithm in more detail, we have to introduce some new notation. For
given ¢ € {1,...,m}", the vectors a® and d° form together with M€ from Definition 5.8 and
the equity ownership matrix M a new financial system denoted as ¢ = (a®, M¢, M° d¢) with
m = 1. The solution of F€ is the fixed point of the mapping

r\  (min{d®, (a®+ M°r + M)*}
® (s) - ( (a® + M°r + M — d®)* ’ (5.48)

where we modified the debt component as in (2.16) to ensure non-negative recovery values.
Though a® is not assumed to be positive for every firm anymore, the fixed point of the mapping
in (5.48) is still unique (cf. Remark 2.8). Denote this fixed-point by

()= (Chm) == () 549

The vector r® contains the residual values of the seniority levels given in ¢ assuming that for
each firm, seniorities higher than ¢; are fully delivered and seniorities lower than ¢; are not
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delivered at all. s® contains the corresponding equity values of the firms. A slight difference in
the structure of the default tuple is now that the value zero is excluded, i.e. ¢ € {1,...,m}". If
for a firm ¢ € A it holds that ¢; = 1, the firm can then be in default in the first seniority class
or be solvent. The reason for this modification is that we do not need to distinguish between
the fact that a firm defaults in the lowest seniority or is solvent since this information will be
included in the fixed point (r€,s®) of 7¢. This means that a firm with ¢; = 1 is solvent if r{ = df
and hence s{ > 0 or is in default in seniority level 1, if r{ < df and s = 0 following from it.

The fixed point of F€ is still of dimension 2n. However, we are interested in finding the fixed
point R* of the system F that is of dimension n(m + 1). To extract it from the fixed point
(r¢,s®) of F¢ to the system F, we set

R — (rm,c7 I,mfl,c7 o ’rO,C) c (Rg—)n(erl)’ (550)

and define R€ for every firm ¢ € A/ componentwise via

df”, for k > ¢;,
phe _ Jris fork=c;, (5.51)
0, for0<k<g,
sg, for k=0.
Additionally, define the matrix A by
AF = AF(r<" ") = diag (ack + M+ MOset < on) , (5.52)
where c¥ is an arbitrary tuple with ¢® € {1,...,m}" and (rck,sck) is the fixed point of the

mapping in (5.48). The matrix A” identifies the firms ¢ that are in default in a higher seniority
level than ¢; given payments as in (5.51) under (rck,sck). For a firm ¢ that is in default in
seniority level ¢;, it will hold because of (5.48) that A¥ = 0. Moreover, for firms with rick = dfk,
i.e. firms that are able to fully satisfy their obligees in seniority level ¢;, it also holds that

A% = 0. With the definitions from above in mind, we are now able to formulate the algorithm
that is able to find R*.

Algorithm 17 (Default Structure Algorithm). Denote the initial set of seniority classes by

c? = (c),...,%), where
1 if df =0 Nk=1,...
Q=1 " FE=0forallk=Tom (g5
mm{k‘e{l,...,m}:di>0}, else.

1. For k > 0, specify the financial system Fe = (ack,MCk,MO,de) and determine its
(unique) solution using one of the algorithms defined in Section 4.2.

2. Denote the solution of the system by (rck, sck) and calculate the matriz A* following (5.52).

3. If A¥ = 0,,y, determine R according to (5.51) and stop the algorithm. Else, update the
set of seniority classes by calculating

=k 11! AF (5.54)

set k =k + 1 and proceed with Step 1.
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In Step 1 of Algorithm 17, the solution of a financial system F <* has to be determined. Under
Assumption 5.6, this is a system with m = 1 that has a unique fixed point (rck,sck). The
fact that the asset vector a can contain negative entries has no influence on the uniqueness
of the solution of F Ck, see also Remark 2.8. When actually determining the solution (rck,sck),
the Trial-and-Error and the Sandwich Algorithms from Section 4.2 should not be used since
negative entries in ac” prevents the usage of the mentioned procedures, see also the comments
in Remark 4.38. Instead, we recommend either the Picard, the Elsinger or the Hybrid Algorithm
presented in Section 4.2 since they can handle with negative assets values as noted in the Remarks
4.3, 4.10 and 4.18. Both versions, i.e. the decreasing and the increasing version of the algorithms
can be applied to find (rck,sck).

Algorithm 17 starts with the tuple c® that contains the lowest seniority level in which each
firm has non-negative liabilities. Assuming that every firm is able to fully deliver its obligees
for higher seniorities than the one in c’, the solution of F <" is determined. Consider the firms
i € N with A% = 1. Clearly, these firms are in default under the solution R*. Moreover, these
firms are not able to cover any debt payments of their lowest seniority class. As a consequence,
first, the intersystem debt payments stemming from this seniority to the other firms, that are
contained in aCO, have to be erased in the next asset vector a® . Second, the next lowest seniority
debt payments that are still subtracted in a“o, have to be ignored in a® and turn into the next
liability values in d°'. This results in a new financial system F<" whose solution is calculated
now. It might happen now that (i) firms with A} = 1 are also not able to pay off any of their
debt in the next lowest seniority class or that (ii) firms with A); = 0 receive lower intersystem
payments due to the defaults in the former iteration step and now also are not able to repay
any debt payments of their seniority class in ¢'. If one of these two cases (or both) are present,
it will hold that A}~ =1 for some 7 € N. The procedure of adapting the asset values to ac” and
the liabilities to A" then continues.

These steps are repeated until A¥ = 0,,,,, for some k > 0. That means that for every firm,
exactly the seniority level in which the corresponding firm will default is identified and contained
in ck. If cf = 1, this means that the firm will either be solvent, if rfk = d}, or that the firm
is in default in the first seniority level, if rfk < d}. For all firms i with ¢f > 1, it will hold by
construction of the algorithm that sl-ck = 0, as we will show in the next Proposition. Due to the
fact that Algorithm 17 does not calculate new iterates R*, but rather takes into account which
firm defaults in which seniority class, we call this algorithm Default Structure Algorithm.

Proposition 5.15. (i) Algorithm 17 generates a series of increasing tuples c*. Further, the
algorithm is well-defined in the sense that once a firm is identified to be in default at a
certain seniority level, it will remain being in default at that level in all further iteration
steps.

(ii) Letl € Ny such that
I =min{k € Ny : A* = 0,4} (5.55)
Then it holds for RE defined as in (5.51) that <I>(R°l) =R, ie. R® = R".

(iii) The tuple c! is reached after no more than n(m — 1) iteration steps.

Proof. (i) The fact that the tuple c¥ increases follows immediately from (5.54). Assume that
we are in the k-th iteration step (k > 0) and that we have determined the solution (r¢",s¢")
of F¢". To show that the algorithm is well-defined, we have to prove that for firms with
A% =1, it follows that ¢ < d¢" i.e. firms that are identified to be in default in a

90



seniority level higher that cf, have to stay in default under the next financial subsystem

F . To this end, we define a potential starting vector for an iteration procedure to

find (rCHI,kaH), show that it is an upper bound of (erH,SCkH) and demonstrate the

property of well-definition of the algorithm with the help of this starting vector. Denote
by

e (T min{d®*"", (@ + M""r + MOs)*} 556

s) T (ack+1 X Mck+1r 4 MOS B dck+1)+ ( . )

the mapping whose fixed point is the solution of F <! and the two mappings

k+1 ck+1

o1 (p8) = min{d®" ", (@ + M e + MOs) T} (5.57)

and
k
(s;r) = (a®
that represent the debt and the equity components of ®¢“" | where for """ the vector
s > 0,, is considered as fixed and for ®%¢ +1, r > 0, is assumed to be fixed. The starting
k k
vector to find (r¢""", s¢

k+1

p0e M e+ MOs — ae Tt (5.58)

,s<"") is given by (F,r(F)), where
i = (I, — AF)re" + Ak@e™ (5.59)

and r0(¥) is the fixed point of %" (-; 1) that can for example be obtained using Algorithm
2, i.e.

O (0F);5) = (@ + M F 4+ MOTOF) —d) T = 10(F). (5.60)
Note that this fixed point is unique also for negative entries in the asset vector act! (cf.
Remark 4.10). Check that (I, — AF)d""" = (I, — A¥)d*" and

k+1

a " =a — (M —1,)ARd (5.61)

and, because of M " (I, — A¥) = M<" (I, — A¥) and (I, — A")F = (I, — A")re" =",
that

k k

M (1, - AR = M (L, — AF)re = M e (5.62)

Consequently, r(F) can be expressed as

+
PF) = (2 + M MO0 (F) — dC’““)

Ck+1 ~

Jr
a® — (M L)ARST £ MO E - MO0 (F) — dck“)

(5.63)

+
a® + M (1, — AP+ MOO(F) — (I, — A’f)dC’““)
+

TN N N N

a® + M + MOrO(F) — (I, — Ak)dck>

Check that s can be interpreted as the fixed-point of the mapping PO’ (5 rck)7 meaning

_l’_
s = (ack + Y + MOse" — dck)

N (5.64)

= (aclC + M + MO — (I, — Ak)dck> ,
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(i)

92

where the last equality follows from the fact that for firms with A?@ = 1 it holds by definition
that the sum a® + M r¢" + M%°" is negative in the corresponding components which

means that we can also omit the nominal values of the liabilities d". Hence, the Equations
in (5.63) and (5.64) are identical from which follows that s = r (). Moreover,

k+1

+
1" (5 t9(F)) = min {d°k+1, (ack“ M Moro(f)> }

+
— min {dck“, (ack — (M —L)ARAT M E M%C’“) } (5.65)

— min {dck“ (ack Mt MOse 4 A’“dck“f} .

From (5.65), it becomes clear that for firms with Aﬁ- = 0, and, thus, dZ-CkJr1 = dfk it holds
that @1 (F;10(F)); = Tfk = 7;. For firms with A% = 1, we see that ®1“" (£ r0(F)); <
k+1

dz-ci = 7 since the sum a® + M re" + MOs<" is negative for these firms. We therefore

have shown that
st ((F ) <I>1’°Z+1(f';r0(f'))
) |80 (10(@): )

Equation (5.66) reveals that the Picard Algorithm with starting vector (¥,r°(¥)) will lead,
due to the monotonicity of <I>°k+1, to a decreasing series of iterates that converges to the
fixed point (r°k+1,sck+l) using a similar argument than in the proof of Proposition 4.2.
Note that for the Elsinger Algorithm, the first iterate is in this case identical to the first
iterate of the Picard Algorithm. Together with Lemma 2.10 we can argue the same way
than in the proof of Proposition 4.9 that the resulting series converges to (rckﬂ,sckﬂ).
If the Hybrid Algorithm is used, the first debt iterate is given by the fixed point of the
mapping &< (-;x9(%)) which, because of (5.66), must be smaller or equal than . The
first equity iterate is then using Lemma 2.10 smaller or equal to r’(f) and the convergence

to (re" s

(5.66)

IN

7N
L]

o
—
=
N——

follows in an analogous way. At this stage note once again that the
fact that negative entries in the asset vector a " can be present does not influence the
results. This is because Picard, Elsinger and Hybrid Algorithm can deal with negative
asset vectors and still find the unique fixed point. Hence, for any of the three Algorithms
(Picard, Elsinger and Hybrid), the vector (¥,r"(F)) can be used as an initial iterate for

(rck+1 Sck+1)

the decreasing version of the algorithms to find . Consequently, it must hold

that ¥ > r® "', where a strict inequality holds for firms with AF =1 as shown in (5.65).
Thus, rka < dka and therefore ska = 0. Firms that are identified to be in default in

an arbitrary iteration step will stay in default in all further iteration steps.

If Al = 0,,xp, it follows by definition that
a® + Mr¢ + M%° > 0,. (5.67)

A direct consequence from this is that ¢!T! = ¢! and Al = 0,, as well, hence the
iteration stops at this point. We show that @(Rcl) = R* by checking the equality firmwise.
Doing so, we take a closer look at the ¢-th component of r¢ for which, together with (5.61)



and (5.51), it holds that

C

l
c J 0 c
r; = min dl, i E MU 7“] E M;;s;

n m
= min dfl> a; + Z Z Mﬁdf Z d; + Z Mlljrﬂc Z Mg ; (5.68)
=1

Jj=1 k:cé-—ﬁ—l k=c; L1

:min{dfl,ai—i—iZMl’; fc — Z df}.

7=1k=0 k=cl+1

>0 because of (5.67)

It follows that

n m m
1
ai+» > Mfrbe - <! S odb > sy (5.69)
=1 k=0 k=cl+2
cl.—l—l,cl

!
According to (5.51), we set ;" = dfiH and we immediately see that this fulfills the
fixed point equation in (2.12). For higher seniority levels than ¢} + 1, the argumentation

is the same. Let cé > 1. By definition, it follows that sfl = 0 which means that

n m
ai+ZZM£ f -y dr<o. (5.70)
k:cé

=1 k=0

L1l
Since (5.51) means that for lower seniority levels than cl, we set r;’ e = rl e

O,CZ
T3

= 0, this is also in line with the fixed point property. If cl< = 1, we can distinguish

the two cases s = 0 and 51 > 0. In the former case, setting by definition ’I“OC =0,

l
1 k
riczri andrc—dk

for all seniority levels k > 1, the fixed point property of R

) !
becomes obvious, as well as for the latter case where rf = df forall kK > 1 and r?’c = sil.

Summing up the results for all firms leads to @(Rcl) =R for such a tuple c.

(iii) The smallest possible tuple ¢™® = (1,...,1) leads to a®" =a+ > o, MFd* -3, _,d*
and the largest possible tuple is ¢™®* = (m, ...,m) for which holds that a®"™ = a. The
number of iteration steps would become maximal if one started with ¢™?, and the value
one was added in a non-maximal component to the tuple in every iteration step of the
algorithm. This would yield exactly n(m — 1) iteration steps.

O

Depending on the choice of the algorithm in Step 1 of Algorithm 17, we obtain three versions,
the Default Structure Picard/Elsinger/Hybrid Algorithm. The Default Structure Algorithm itself
converges in a finite number of iteration steps to the final tuple ¢! with R = R*. However,
recall that the Picard, Elsinger or Hybrid Algorithm that are used in Step 1 might under some
circumstances not reach the fixed point (rck, s‘ck)7 see the Propositions 4.4, 4.12 and 4.20 and
the subsequent Examples for more details.

After having presented the Default Structure Algorithm as an alternative procedure to find
R*, we should try to point out the similarities and also the differences between this approach and
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the Trial-and-Error Algorithms of Section 5.2.1. Both types of algorithms do have a Trial-and-
Error aspect since they both check a fixed point criteria of their iterates. For the Trial-and-Error
Algorithm, the fixed point criteria is directly verified in Step 5 of both versions of the algorithm
when the equation @(ﬁcq) = R is checked for validity, where R’ is the pseudo solution of
the potential default tuple c?. The Trial-and-Error interpretation for the Default Structure
Algorithm is as follows. In every iteration step of the procedure, it is checked whether the sum

a® + M°r® 4+ M's® (5.71)

is non-negative, where c is the default tuple of the corresponding step. If there are still some
firms with a negative entry in (5.71), the final tuple to determine R* is not found yet and at
least one further iteration step has to be performed. The first time (5.71) is non-negative in all
components, the procedure stops.

Next to this similarity, there is also the obvious difference that the Default Structure Algorithm
has a clear stopping criteria, namely if AF = 0,,.,, for the first time in the procedure. The Trial-
and-Error Algorithms do not have this property. However, the advantage of having this definite
stopping point, comes with the drawback that for every default tuple c*, an additional financial
system F <* has to be solved. This might be accompanied with an increased computational effort
of this procedure compared to the Trial-and-Error Algorithms.

Example 5.16. Let us find the solution of the financial system of Example 5.1 using the Default
Structure Picard Algorithm. For the subalgorithm to find the fixed point of ]-'Ck, we applied
the Decreasing Picard Algorithm (Algorithm 1) each time. The starting tuple c° is given by
¢’ =(1,1,1,1,1). Therefore, de’ = d', M<" = M! and

a® = a+ M?3d® + M2d? — d® — d? = (5.6250, 2.8750, 2.8333, —5.7083, —1.6250)".  (5.72)

The solution of the corresponding system JF' < is given by

re’ (3, 1, 3.4935, 0, 0)
<s°0> B ( (2.7172, 3.6897, O, 0, 0) > (5.73)
Because of
a® + Mt + M%< = (5.7172, 4.6897, 3.4935, —5.2083, —1.1250)", (5.74)
we find that firm 4 and 5 are not able to pay off any of the debt of the lowest seniority, so they

will default for sure in a seniority class higher than one. The tuple becomes ¢! = (1,1,1,2,2)
and the procedure repeats. This time,

a® + M r¢ + M = (5.6812,3.2484,1.1753, —1.2083, 3.8750)" (5.75)

and it becomes clear that firm 4 will also not be able deliver any debt payments in seniority
level two. With ¢? = (1,1, 1,3,2) in the next iterate, we obtain

a® + M ¢ + M% = (5.6659, 2.6360, 1.1596, 3.7917, 3.8750)", (5.76)

which lets the algorithm stop after two iteration steps. One can easily check that RS = R*.
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The example demonstrates that the total number of iteration steps is much smaller than for
the Picard and the Elsinger Algorithms in the Examples 5.1 and 5.3. However, this number
should not be overestimated for a premature statement that the Default Structure Algorithm is
the computational more efficient procedure. This is because of the additional calculation effort
that is necessary in every iteration step to solve the system F' <k, Moreover, the only procedures
that can be used for determining the solution of F< are the non-finite algorithms of Section
4.1. This means that the Default Structure Algorithm obviously has only a non-finite character
as well.

Example 5.16 also reveals some weakness of the Default Structure Algorithm. The initial
default tuple c® can under circumstances be chosen too small which would result in unnecessary
iteration steps. To see this, assume maximal debt payments given in the vector Rgreat =

(reats - - - » Toreat) defined as in (5.1). Then we can calculate
3
a+ Y Mfrh . —d®—d? =(5.625,3.0112,3.5301, —5.6331, —1.6250)". (5.77)
k=0

The sign of the entries in this sum reveals an information whether the firm is able to recover
any payments the lowest seniority level. If the entry of the corresponding firm is negative, all
capital will be expended for the two highest seniority classes which means that the firm has
no capital left that can be furnished to the creditors in class 1 even if maximum payments as
given in Rgrear are assumed. Consequently, the firm is not able to do so for all other vectors
R € [Rgmall, Rgreat) too. Therefore, using ¢ =1 in Algorithm 17 seems not suitable for the last
two firms, since it must hold in the final tuple ¢! that cﬁ > 1 for these firms. It hence would
be appropriate to raise the entry of the firms 4 and 5 by 1. The principle can be continued by
calculating the sum again and ignore the liabilities in d? this time:

3
a+y Mbrk . —d® = (7.6256.0112,4.5301, —1.6331,3.3750)". (5.78)
k=0

We see now that firm 5 has a positive value, so cg = 2 is a logical choice. Firm 4, on the other
hand, still has a negative entry which means that it will also not be able to cover any payments
of seniority level 2. Thus, we can raise the value in ¢ for this firm to ¢ = 3. Putting the
new values together leads to the modified default tuple ¢ = (1,1,1,3,2). But this means that
there would be no further iteration step other than the initial step which essentially reduces the
calculation effort in this example.

To put this in a general framework, we define the entries c? of the initial default tuple c® by

m m
&= {k €{2,...,m}: <a+Zerlgreat _Zdl> <0
1=0 I=k

i

(5.79)
m m
and <a + Z:l\/[lrlg]reat - Z dl> >0
=0 I=k+1 i
If (a4 >0 Mk oo — S dh)i > 0, set ¢ = 1. Firms without any capital for a particular

seniority class assuming the maximum payment vector given by Rgreat, Will also not be able to
pay off any capital in this class for any other vector R* of recovery values. That means we have
to identify the seniority level k in which a firm 7 € A runs out of capital for the first time. Any
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seniorities smaller than k can definitely not be serviced since the firm has no capital left even for
level k and even when maximal payments are assumed. The class k is therefore a logical starting
point for the search of the final tuple c!. Since c? in (5.79) is obviously always larger or equal
to ¢! in (5.53), we can save unnecessary iteration steps. For these reasons we call Algorithm 17
that starts with c? defined as in (5.79) the Smart Default Structure Algorithm.
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6 Optimizing Non-finite Algorithms

In Chapter 4 we have demonstrated that the iteration procedures of the algorithms to find R*
can start from two directions resulting either in a decreasing or an increasing series of iterates
R*. The number of needed iterations to reach the fixed point R* differs in general for both
algorithm directions. If financial systems are highly indebted and therefore contain many firms
in default, starting with the minimum possible solution seems to be preferable than starting with
the maximum possible payment vector. On the other side, in sound systems, i.e. in systems
with only a few number of defaults or even no defaulting firms at all, the number of iteration
steps is minimized if the maximum possible solution is taken as the initial iterate. An analytical
approach to solve this decision problem is presented in this chapter.

For the Picard Algorithm the two starting vectors are Rgreat and Rgman. We will show in
Section 6.1 that by calculating the a priori and the initial error (see Lemma 6.1), a fairly
reliable rule can be derived to decide which of the two starting points is the optimal one in the
sense that the number of needed iterations are minimized. This decision rule can be applied
a priori that means only the information given in the financial system F is needed to judge
whether Rgreat and Rgman should be used as the zeroth iterate. Using the Elsinger or the
Hybrid Algorithm, we have to decide between the starting vectors (d™,...,d!, r%(d™,... d!))
and (r .- ,rslmau, ro(r;’;lan, cee r;man)). It will turn out in Section 6.2 that the assumptions
that are necessary to develop a decision rule for the Picard Algorithm are not fulfilled in general
for all versions of the Elsinger and the Hybrid Algorithm. However, we still can apply the ideas
of Section 6.1 which also results in a rule to decide between one of the two starting vectors.

Before we present the findings of this chapter, we have to skip the Elsinger Property of the
ownership matrices of the standard model (cf. Section 2.2) and demand that Assumption 5.6
holds in the remainder of this chapter, i.e. ||MF|| < 1 for all k =0,...,m. Assumption 5.6 in
particular ensures that the solution R* of the system F is still unique.

6.1 The Picard Algorithm

An essential property of the mapping ® in (2.12) is that it is a strict contraction on (R(T)"(m*l),
i.e. for two arbitrary vectors R}, R? € (RJ)™™*+1) it holds that

le(RY) — 2(R?)|| < I R' — R (6.1)

with I™2* € [0,1) defined as in (3.17). For a proof of Equation (6.1), see Lemma 4.1 in Fischer
(2014). Note that Assumption 5.6 is crucial for ® to be a strict contraction. As first shown
in the work of Banach (1922), strict contractions do have a unique fixed point. In his work,
Banach also showed that the fixed point can be reached via the iterative usage of the mapping
® on a given starting vector RY which we picked up in the Picard Algorithm in Section 4.1.1.
The article also contains informations about the rate of convergence of the iteration based on
an initial iteration shown in the next lemma and which will serve as the main result for our
following considerations.
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Lemma 6.1. Let ® : R*(m+1) — R+ pe the fired point iteration described in (2.12), RO €
[Remall, Rgreat] the initial iterate to find R* and RF k> 1 be the corresponding iterates based
on RY, i.e. RF = ®*(R"). Then the following holds:

( max)k

(Imax)k
1 — Jmax

* k
IR - R < ke

l2(R%) - R = IR - R, (6.2)

and
IR* — R*|| < (I™)*|R* — RY||. (6.3)

The inequality in (6.2) is often called a priori error of ® (Allen and Isaacson, 1998). Moreover,
we label |R* — RF|| as the k-th iteration error and |R* — R|| as the initial error.

Proof. (i) Because of Equation (6.1) we get for the k-th iteration of an arbitrary starting
vector RY:

IRF — RF| = [@(R") — (R
< ImaxHRk _ Rk—lu
— [ B(RFY) — o(RF2)| (6.4)
< (Imax)2”Rk—1 _ Rk—QH
<o < (IR - R
Let now [ and k be two iteration steps with | > k. Using the triangle inequality and the
results above, it holds that
IR’ — R¥|l < R = RV + R — R + ...+ [R* — RY|
< (Imax)l—IHRl _ ROH + (Imax)l—ZHRl _ ROH
4+ (Imax)kHRl _ ROH
— ((Imax)l—l + (Imax)l—2 4o (Imax)k) HRI _ ROH (6.5)
< ((ImaX)k + (Imax)k+1 + .. ) ”Rl _ ROH
(Imax k
- R R,

where the last equality follows the formula of a geometric series that starts at point k. As
the last line does not depend on I, we can let [ go to infinity which leads to |R* — R¥|| on
the left hand side and proves part (i).

(ii) For this part, we use the fact that in the fixed point, ®(R*) = R*. Together with Equation
(6.1) we get:
IR* —R*| = [|e(R") — 2(R*1)]
< ImaxHR* _ Rk—IH
— 1 p(RY) - B(RE2)| (6.6)
< (Imax)2||R* o Rk—QH
<...< (Imax)kHR* _ ROH
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For the purpose of minimizing the computational effort, our aim is to find a starting vector
R that fast converges to the searched fixed point R*. In other words, we have to find R’
such that the corresponding k-th iterate is near R*, i.e. |[R* — ®*(R?)| = ||[R* — R*| has to
become small. The question that arises now is whether R? can be chosen in an optimal way
such that the k-th iteration error is minimal. Of course, the fixed point R* solves this problem
since |®(R*) —R*|| = [|[R* —R*|| = 0. But without any knowledge of R* and without any other
knowledge than the input parameters given by the financial system F = (a, M, d), can R be
chosen optimally such that the computational effort is kept to a minimum?

The findings of Lemma 6.1 suggest that there are two ways to do so. We can choose R such
that the a priori error is minimized from which it can be concluded that the bound (6.2) of the
k-th iteration error is minimal. Another approach is to take a starting vector that minimizes
|R* — RY||. Obviously, we have in this case the problem that there is no a priori information
available about the fixed point R* which makes the estimation a difficult task. In the subsequent
parts of this section, we will see that it depends on the structure of the financial system to decide,
which of the two estimates in (6.2) and (6.3) delivers more precise error estimate.

In any case, the search for an optimal starting point can be limited from the space (RSF)”(’”H)
to the interval [Rgmall, Rgreat], Where Rgreat and Rgman are defined in the Equations (5.1) and
(5.3) in Section 5.1.1. Clearly, Rgreat and Rgman demand no other informations than the a
priori information contained in the financial system J and therefore can be determined without
additional calculus.

6.1.1 Properties of Rg,c.; and Rqyan

The justification for the choice of Rgreat and Rgman was given in Proposition 4.1, where it was
shown that for the fixed point R* is must hold that R* € [Rgmail, Rgreat]. The proof was given
for systems with only one seniority , but can easily be extended to systems with m > 1, see the
comments in Section 5.1.1. In this subsection we list some useful properties of the two starting
vectors that are needed for minimizing the iteration error.

Proposition 6.2. The starting vector Rgreat s an upper bound of the actual solution R*, i.e.
we have that R* < Rgreat- Equality holds if and only if

<a+ > MFdk - de> >0 foralieN. (6.7)
k=1 k=1

i

Proof. The part that R* < Rgreat is shown in Proposition 4.1. For the second claim, assume
first that (6.7) holds from which directly follows that

m m
a+y M — > dF>d forallj>1. (6.8)
k=1 k=j+1
This implies r*7 = d7 for all j = 1,...,m. The equity components of R* can then be written as
m m +
r*0 = (a + ) MFaF MO -y dk>
k=1 k=1 (69)

m m
=a+y MFd*+ MO0 - "d",
k=1 k=1
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where in the last line we used (6.8) and the fact that r** > 0,. But this means that r*? =
(I, — M%) Ya+ Y7, MF* — Y 7', d¥) and, hence, R* = Rgreat-

Assume now that R* = Rgreat Which means that

m m
a+y Mfirb— N db>d/ forall j>1 (6.10)
k=0 k=j+1
and that r*J = d/ for all j = 1,...,m. Thus, all firms are by definition solvent which means

that

m m + m m
= (a-l-ZMkr*’k —de> - a+ZMkdk + Mt — de' (6.11)
k=0 k=1

k=1 k=1

Rearranging yields to

r*,O — (In . MU)fl <a+ ZMkdk o de> ) (612)
k=1 k=1

Because of r*0 = rgreat and since (I, — M?)~! has full rank (cf. Lemma A.3), it must hold that

m m m m +
a+y MFdF-) db= <a+ZMkdk—de> (6.13)
k=1 k=1 k=1 k=1
and therefore (6.7). O

The next examples demonstrates that even in a solvent system, i.e. in a system in which all
n firm are able to satisfy their m obligations completely, Rgreatr is not necessary the solution of
the system.

Example 6.3. Consider a system of n = 3 firms with m = 1 and

1 1.745 0 05 025 0 0.05 0.05
a=(1|,d'=(07 |, M =01 0 05|, M°=1005 0 005]|. (6.14)
2 1 01 025 0 0.05 0.05 0

Check that the fixed point of this system is

R* = (r*',r*%) = (1.745,0.75,1,0.0003,0.9951, 1.4118)", (6.15)
ie. r*! =d! and that
rQea; = (0.1210,1.0015,1.4181)" > r*. (6.16)

Therefore, the system is solvent, but still r*9 < rgreat. We see that because of a+M!d! —d! =
(—0.12,0.9245,1.362), (6.7) is violated which is why equality of r*? and rQ ., does not hold.

grea

Remark 6.4. The result in Example 6.3 might lead to the conclusion that instead of rgreat, the
optimal starting vector should rather be defined as

m m +
Foreat = ((In - M)~ (a +y M- dk>> : (6.17)
k=1 k=1
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In Example 6.3, the equity vector of the solution is exactly given by f'great = r*0. However, this

is not plausible because f'(g)reat must not be an upper bound of r*¥ in general. To see this, we
retain the system of (6.14) but modify the liability vector and the debt ownership matrix to

2.245 0 0.05 0.025
d'=|125 | and M'= {001 0 005 |, (6.18)
1.5 0.0l 0.025 0

i.e. we add the value 0.5 on each entry in the original liability vector and multiply each entry
of M! in (6.14) by 0.1. The fixed point now becomes to R* = (1.1201,1.1132,1.5,0, 0, 0.5390)".
Moreover, we have

0.0293 0
ot = [ 0.0293 | and . = 0 (6.19)
0.5566 0.4880

and therefore f'great < r*Y for the third firm.

A result of Proposition 4.2 was that ®(Rgreat) < Regreat and ®(Rgman) > Rgman. This was
shown for systems with m = 1 but the generalization for systems with m > 1 is straightforward.
From the monotonicity of ® (cf. Lemma 2.4), it follows that when starting the Picard Algorithm
with RO = Rgreat, We get a decreasing sequence of

Rgreat Z (I)(Rgreat) 2 .. 2 (I)k(Rgreat) Z s Z R* (620)
and if RY = Rgpa11, the algorithm generates an increasing sequence of
Rsmall S (I)(Rsmall) S e S (I)k(Rsmall) S e S R*- (6.21)

In the literature, this iteration procedure is also called Kleene chain, (cf. Fischer, 2015). The
following example attempts to make the described iteration procedures more clear.

Example 6.5. Consider a system with n = 100 firms and no seniority structure, i.e. m = 1,
to keep the example as simple as possible. The entries of a and d' = d are equal for all firms
with a = (5,...,5)! € R1% and d = (50,...,50)! € R%. For the equity ownership matrix
M?° we set a constant ownership fraction of Mioj = MJQZ- = 0.1/99 =~ 0.0010 for ¢ # j which
leads to |[MP|| = 0.1. The ownership matrix M! is also symmetric such that lej =M jll- for all
1<4i,7<nandi#j. In this example we consider three different scenarios for M!:

(i) Let M = 0.95/99 = 0.0096 which leads to [M'|| = 0.95 = I"™®*. In this scenario the
degree of cross-ownership is very high, i.e. almost all debt payments will stay within the
system. In Chapter 7, the extend of cross-holdings measured by the norm of M! will
be called the integration level. As a consequence, the firms are solvent even though the
nominal debt values are much higher than the exogenous assets. We have that r: 1 =50 =
d; and ri* 0 — 27778 for all firms.

(ii) Let lej = 0.7/99 = 0.0071 which leads to ||M!|| = 0.7 = I™2%, This is a scenario where
a medium degree of cross-ownership is present. However, due to the high burden of debt,
the firms will be in default so that in R*, we have that r; 1 = 16.6667 < d; which leads to
a recovery rate of 16.6667/50 = 33.33%.

(iii) Let M} =0.15/99 = 0.0015 which leads to [M'| = 0.15 = I"™® and a system with a low
degree of cross-ownership. Only 15% of each firm’s debt is held within in the system. The
remaining payments belong to debtholders outside the system. In this case, the system
defaults as well with r:’l = 5.8824 < d; and a recovery rate of 5.8824/50 = 11.76%.
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Figure 6.1: Iteration numbers plotted against the sum in (6.22) for the different scenarios de-
scribed in Example 6.5. In the left part of the figure where the sum is positive,
the starting vector was RY = Rgya1 and in the right part the starting vector was
R° = Ry eat- Consequently the sum is negative for this starting vector (cf. Equation
(6.20)). The somewhat sloppy notation ”oo” on the x-axis denotes the number of
iterations needed to reach the fixed point R* sufficiently close for the tolerance level
of ¢ = 1076 that differed for each of the considered financial systems.

To demonstrate the functioning of the Kleene chain, we consider for an arbitrary i € A in
every iteration step k£ the sum

(R* - @k(RO)) T (R* - @k(RU)) = (5 =By (0 ROy, (6.22)

1

+n

Hence, we take only one of the n firms into account which in this case is reasonable, since because
of the structure of a, d and the ownership matrices, all firms will have the same entries for R*
and R*. Note that we do not calculate the norm of the difference and allow the sum in (6.22)
to positive and negative for a better illustration of the two ways to approach to the fixed point
R* depending on the starting vector. Beginning with both starting vectors Rgreat and Rgmar,
the sum in Equation (6.22) is calculated for k = 0,1,2,5,10 where ®°(R%) = R®. The results
are shown in Figure 6.1.

Clearly, the degree of ownership influences the speed of convergence. We see that in case
of I™* = 0.95 the system is solvent with R* = Rgreat- Hence, the sum in (6.22) is zero for
R = Rgreat- On the other hand, the difference for R? = Ry, is relatively high for the first
iterations but decreases with increasing k. Based on a tolerance level of € = 1075, there are 23
iterations needed to reach R* sufficiently close. While for I™® = 0.95 it is clear that Rgreat is
the better choice for the starting vector, we see for I™** = 0.7 that the difference of the sum
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in (6.22) for both starting vectors becomes smaller for £ = 0. In this case, the choice between
Rgreat and Rgpman becomes more difficult. We will see later that the choice of Rgpan is preferable
in this scenario which is also underlined by the fact that 57 iterations are needed when starting
with Rgman whereas 60 iterations are needed in case of starting with Rgreat. In case of a low
degree of cross-ownership (I™** = (.15), the firms have only a low recovery rate so that the
choice of Rgpnan seems to be preferable. This is also visible in Figure 6.1, where the sum in
(6.22) on an absolute level is much closer to zero for small values of k£ when starting with Rgpan
than the corresponding sum for the starting vector Rgreat- Note that 11 iteration steps are
needed when starting with Rgman and 13 when starting with Rgreat-

The findings of this example already provide a first insight to the theoretical results in the
following. For solvent systems or systems in which the degree of indebtedness is high, the
preferable starting vector is R? = Rgreat- The higher the liabilities compared to the exogenous
assets get or the lower the degree of cross-ownership becomes, the higher the chances that
defaults appear with the consequence that the choice of R? = Rgpay is better.

After having presented some properties of Rgreat and Rgman, we can come back to our initial
problem of estimating the iteration error given in the Equations (6.2) and (6.3).

Lemma 6.6. Let R = (rm, e ,ro) e RMm+D) yith R € [Remall, Rgreat] be an arbitrary vector
such that either ®(R) < R or ®(R) > R. Then:

|o(R) - R| = (6.23)

m
a+y (MF—T,)r"
k=0

Proof. First, write the left hand side of (6.23) in a more extended form for a better understanding
of the forthcoming arguments:

min{d™, a+ > ,MF.rF} —r"
min{d™ !, (a+ Y L, MF . rF —d™)t} .
[2(R) - R[ =] : (6.24)
min{d!, (a+ MY rh -5, dM T} !
(a+ o MF P =575 d)t —xf

To prove Equation (6.23), we have to check its validity component-wise for each firm. Following
(6.24), the norm for the i-th firm is given by

m m m +
Z min dé, (a + ZMkrk - Z dk) - 745
k=0 i

=1 k=l+1

(6.25)
m m +
+ <a+ZMkrk—de> —rd.
k=0 k=1 i
Suppose for the first part of the proof that
®(R) <R. (6.26)

To show the claim, we have to consider three cases, where we set d? := 0 in the following.
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(i)

(iif)
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Let

(a +) Mkrk> < dm. (6.27)
k=0

)

The sum in (6.25) reduces to

m m—1 m m
<a+ZMkrk> — —i—Z]—rf\: a—l—ZMkrk—Zrk (6.28)
k=0 i k=0 k=0 =0 |;

<0

<0 because of (6.26)

since in case of equal signs, we can write the sum of the absolute values as the absolute
value of the sum.

Let form > j >0,

m m m m
a+y MirF— Y d" | <dand [a+) MrF— D" d"| >dT (6.29)
k=0 k k=0

=j+1 k=j+2 :
Then
m m
<a+ > wMbrh - Y dk> >d: foralll>j+1 (6.30)
k=0 k=1+1 i
and
m m
<a+ > M- )y dk> <0 foralll<j—1. (6.31)
k=0 k=1+1 i

It follows because of (6.26) that

m m ) J—1
(a0 nte - 3 0t e X
k=0 i k=0

k=j+1 =0 2
<0 (6.32)

m
> ldE =1k +
k=j+1

m

a—i—ZMkrk—zm:rk
k

=0 =0

i
with the same argumentation as above.

Let now
<a +Y M-y dk> > 0. (6.33)
k=0 k=1 i
Together with (6.26), the formula in (6.25) can be written as

m m
(a—l—ZMkrk — de> — 7"?
k=0 k=1

7

m

Sl +
k=1 g

m

a—l—ZMkrk—irk . (6.34)
k

<0



Applying this to all n firms leads to (6.23).

For the second part, if ®(R) > R, the argumentation is very similar. Note that in this
case, the sign in the norms change to larger or equal. We only demonstrate this for (6.28) that
becomes to

m m—1 m m
‘<a+ZMkrk> —r —i—Z]—rf\: a—l—ZMkrk—Zrk , (6.35)
k=0 i k=0 2§ k=0 =0 I
>0
where 78 = 0 for k = 0,...,m — 1 follows from ®(R) > R. The remaining cases are analogous.

O

Lemma 6.6 says that we can explicitly calculate the norm |[R¥*! — R¥||, since when starting
with either R? = Rgreat or with R? = Rgpan, the assumptions ®(R) < R or ®(R) > R are
fulfilled, respectively. This immediately leads to an a priori error for Rgreat and for Reman.

Corollary 6.7. It holds that:
(i) |Rsmanl| = llal,
(1) HCI)(RsmaH) - Rsmall” = | Z?:o Mkrfmallua
(iti) || ®(Rgreat) — Rgreat|| = a + 35Lo(MF = Ln)rgeal-

Proof. The equation in (iii) is a simple application of Lemma 6.6. For (i) we further used the
fact that Rsman = ®(0y,(m+1))- For the equation in (ii), observe that

m m—1 m + m +
erman = min{d™,a} + Z min{dk, (a — Z dj> } + (a - de> =a (6.36)
k=0 k=1 j=k+1 k=1

which is easy to check component-wise (cf. Fischer, 2014, Lemma A5). Together with (6.23), we
get

m m
HCI)(Rsmall) - Rsmall” =|la+ Z Mkr];mall - Z rgmall
k=0 k=0
N (6.37)
= Z Mkrfmau ~
k=0
]

Remark 6.8. Note that a direct consequence of Lemma 6.6 is that in the fixed point R* it
holds that

m

m
[2(R*) —R*|| = |la+ > MFroh =3 ¢k =0 (6.38)
k=0 k=0
from which follows that
m m
a+y Mbroh=3"rk (6.39)
k=0 k=0

These are the balance sheet equations which summarize assets (left) and liabilities (right).
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Another consequence of Lemma 6.6 is that the a priori error of Rgreat is independent from
the ownership structure of the equity described in M. To see this, we use the equation in part
(iii) of Corollary 6.7 and the definition of rgreat in (5.2) to get

m
||(I)(Rgreat) - Rgreat” = |a+ Z(Mk - In)rgreat
k=0
m
=la+t Z(Mk o I”)rgreat - (In - Mo)rgreat (6.40)
k=1
m m +
=la+ Z(M —1 ) Foreat — (a + Z(Mk - I”)rgreat> )
k=1 k=1

where the last norm does not contain M° anymore.

Another property of Rgreat and Rgman appears in the special case that no cross-ownership is
present in the system, i.e. if

M™"=M""1=... =M =M?=0,x,. (6.41)
Corollary 6.9. Under (6.41) it holds that:
(Z) R* = Rsmall = (I)(Rgreat) and

(ii) |[Rgreat — Rsmanl|| = [la — Zzl:() rgreat“‘

Proof. (i) In Corollary 6.7 (ii) it was shown that for the a priori error of Rgpan we have

k
Z M"r small

Therefore, Rgman fulfills the fixed point property and must consequently be equal to the
fixed point R*, proving the first equality. For the second equality, check that under (6.41)
the last n components of Rgrear become

m +
IO et = <a -y d’f) (6.43)

6 41)
H(I)(Rsmall) smaHH - HOnH = 0. (6-42)

and further

geat min{dm }
q)(Rgreat) = 1 = . 1 m k4 = Rsmall‘ (6.44)
Toreat mln{d (a _mZk:kQ d ) }
great (a - k=1 d )

(ii) From part (i) and Corollary 6.7 (iii), it follows that under (6.41)
||Rgreat - Rsmall” = ||Rgreat - é(Rgreat)H

a+ E great
§ : k

a— I‘great
k=0

(6.45)
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In other words, Corollary 6.9 says that if no cross-ownership is present in the financial system,
we can obtain the fixed point by simply calculating Rgman or — more elaborate — by applying ®
on Rgreat- Check that, in line with the statement of Proposition 6.2, we have that under (6.41)
Rgreat = Reman = R” if and only if a; > 271?21 df for all ¢ € N. The findings of the previous
Corollary can help to better understand why for systems with low degrees of cross-ownership,
Rgman is mostly the starting vector that needs less iteration steps to reach R*.

As we have determined the a priori error in Equation (6.2) with Lemma 6.6 and Corollary
6.7, we want to do this for the error in Equation (6.3) in the same way. To this end, we need
the following lemma.

Lemma 6.10. Let R = (r™,...,r%) € R*™) with Rgpan < R < Rygrear. Then:

m m
H(I)(R) - Rgreat” =|a+ Z MFrk — Z rgreat (646)
k=0 k=0
m
”(I)(R) - Rsmall” = ZMkrk . (647)
k=0
Proof. To prove the validity of Equation (6.46), check that
min{d”,  a+ Yo MErk) ey
min{dmia (a + Z;cn:O MF - r¥ — dm)+} - rglfe_alt
[®(R) — Rgreat|| = || | : . (6.48)

min{dlv (a + E;?:O MZ ) rz - ;::2 dIZ:)Jr} - r%reat
m m
(a + Zk:() M- " — Zk:l d )+ ~ Toreat

The argumentation follows the one in the proof of Lemma 6.6, i.e. we check the validity com-
ponentwise for each firm i. As above, we distinguish between three different scenarios. During
the proof, we again use that d? = 0.

(i) Let (a+ > ;L MPr*) < d" which leads to

| (a + i Mkrk>
k=0

m—1

m m
— k.k k
+ | great ’ a+ Z M"r" — Z Foreat :
k=0 k=0 i

k=0

(6.49)

i

(ii) Let for m > j >0,

a+Zm:M’fr’<f Z d*| <d and a—i—iMkrk— i d*| >t (6.50)
k=0

k=j+1 ; k=0 k=j+2 ;
Then:
m m m
k. k k J _ k. k k
S o) [ D MIETAIE (5 VS e
k=0 k=j+1 ; k=0 k=0 i

(6.51)
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(iii) The case of (a+ Y jro MFrk — >°7 | d¥); > 0 is straightforward.
For Equation (6.47), expanding the norm leads to

”(I)(R) - RsrnaHH
min{d™, a+) j,MF.r*} — min{d™, a}
min{d™ !, (a+ 3, MF . rF — d™)*+} —min{d™ !, (a —d™)*}
. (6.52)

. m m . + .
min{d!, (a+ oo MF .k — Yoo d*)*} — min {dl, (a — Y s dk) }

+
(a4 Yo MF.rk — 330 dft — (a DY dk)

In this situation we have to take four different cases into account.

(i) Let (a+ Y jroMFr¥); < d™ from which follows that a; < d;. (6.52) becomes for the i-th
firm:

m

Z MFrF

k=0

(a+ Z 1kark)i —a;
k=0

. (6.53)

A
(ii) Let for m > j >0,
m m ) m m )
a+y Mirb— Y d" | <dand [a+) MrF— D" d"| >dlT (6.54)
k=0 k=j+1 k=0 k=j+2 ;

as well as for p > j,

a— Z d*| <dand [a— Z d* >df+1. (6.55)
k

k=p+1 =p+2 i

It follows that (a + > MFrh — doheit dk> > 0and (a =D ki1 dk> > 0 and there-

fore

m p—1 m m
& —la- > d| |+ D ldf+|latd M- > d¥] | =
k=0 .

k=p+1 k=j+1 k=j+1

)

m
Z MFrF
k=0

i
Note that in case of p = m, (6.55) means that a; < d; and, hence, that the right part in
(6.55) can be ignored.

(iif) Let (a+ > p,MFrk — 30, dk)i > 0 and for m > j > 0,

a— > d"| <dand [a— > d"| >, (6.57)
k=j+1 ; k=j+2 ;

from which follows that

m j—1
d—la— > d" | |+ |df|+
. k=1

k=j+1

. (6.58)

S
k=0 k=1

The comments at the end of part (ii) also hold here if m = j.

m
Sl
k=0

)

)
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(iv) If (a— >0, dk)l+ > 0, we get

m m m m
‘ (a—l—ZMkrk — de> - (a—de> = ZMkrk , (6.59)
k=0 k=1 i k=1 i k=0 i
which completes the proof.
O

Because of ®(R*) = R*, the results of Lemma 6.10 can directly be applied to the fixed point
R*.

Corollary 6.11.
(i) [|[R* — RgreatH = Ha + ZZL:O MPFrk — ZZLO rgreatH-
(“) HR* - RsmallH < HZZL:O Mkrgreat H .

Proof. Since R* = ®(R*) is the fixed point of ®, it follows that R* € [Rgmall, Rgreat]. Thus,
we can use the equations given in Lemma 6.10. Part (i) then becomes obvious, part (ii) follows
because of Proposition 6.2 and

m

Z Mkr*,k:

k=0

m

kk
ZM great

k=0

HR* - RSmallH = (660)

O]

6.1.2 Minimizing the lteration Error

With the properties of Rgreat and Rgman in mind, we can now summarize our findings and
take a closer analytical look at the iteration error given in Lemma 6.1. The main goal of our
consideration is to minimize the distance of the k-th iteration R* to the fixed point R*. For
this purpose, we can use the two inequalities
s |RY — R
IR* - R*| < (6.61)
Imax) HR* _ RO”

For R? = Rgeat, together with the Corollaries 6.11 (i) and 6.7 (iii), this leads to

(Imax i
~1,) (6.62)
max great
-1 =0
HR* - (I)k(Rgreat)” S
(Imax)klla 4 Z Mir*! Z T eat |- (6.63)

Equation (6.63) still contains the unknown fixed point and a plausible upper bound for this
norm could not be found. Consequently, we can only use the error in (6.62) for further analysis.
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For R = Rgpan, we use the Corollaries 6.11 (ii) and 6.7 (ii) and get

([max)k m L
1 max 12—; M'rgan (6.64)
IR — @ (Rypan) || < N
()1 Ml (6.65)
=0

In this case, we can use both inequalities in (6.64) and (6.65), since only the information that
is a priori available in the financial system F is needed. To decide in which situation which
estimator is more precise, we can compare (6.64) and (6.65) with one another:

m m

(Imax)k

1.1 x\k 1.1
m Z M Tomall|| = (Ima ) Z M Toreat
1=0 1=0
1 U m
S T e[| 2 Tema = D rlhreat
=0 1=0
= T max 2 = | Rgreat
where || Y72 rl .|l = llal| because of Corollary 6.7 (i). Solving this for ™ leads to
all
M =1-e——r€l0,1], 6.66
Rl © (6.66)

because of ||a|| < [|[Rgreat|. Thus, the comparison in (6.66) is no contradiction to Assumption
5.6. Note that for ||Rgreat|| = 0, the ratio in (6.66) is not defined. But |[Rgreat|| can only be zero
if d* =0, for all k =1,...,m, hence we can assume that the ratio exists. The conclusion from
the result in (6.66) is that, before comparing ||R* — R¥|| for the two starting vectors, we have
to determine 1 — (||a||/||Rgreat||). If I™** is smaller than this difference, the expression in (6.64)
is the more exact upper bound for |R* — ®*(Rgpan)||- If 1™ > 1 — (||a]|/||Rgreat|]), we take
(6.65) as the upper bound.

Example 6.12. We want to demonstrate the principle of the case differentiation outlined in
(6.66) for the financial systems defined in (6.14). Set k = 1, i.e. we investigate the error after the
first iteration R! = ®(Rgpan). For the first system, the iteration error is |R* — RY|| = 0.2647
and we have that 1™ = 0.75 > 0.3373 = 1 — (||a]|/||Rgreat||) from which follows that

m

U
Z M Fsmall

=0

m

1.0
Z M I'great

=0

Il’l’laX

, (6.67)

so the estimate in (6.65) is the more exact one. If we modify the system in (6.14) as follows:

4 0 0.05 0.025
d=1{35|, M'=[001 0 005 |, (6.68)
2 0.01 0.025 0

and leave a and M° unchanged, we obtain

R* = (1.1076,1.1130, 2,0, 0, 0.0389)". (6.69)
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This leads to ||R* — R!|| = 0.0444 and the two upper bounds are given by

Jmax m m
[y e > MIrl || = 0.0444 < 0.0844 = ™[> " Mrhy e |- (6.70)
=0 =0

Because of I™* = 0.1 < 0.5263 = 1 — (||a||/||Rgreat||), the estimate in (6.64) is the more precise
one in this case. We observe here that for highly indebted systems the more precise bound tends
to be another one than for solvent systems.

Comparing the two bounds of (6.64) and (6.65), it is obvious that

m

§ : 1.1
M Tsmall

=0

m

§ : 1.l
M'r great

=0

: (6.71)

since Rgman < Rgreat- The answer which estimate is smaller must hence only lie in the parameter
I'™#* that can be considered as a scaling factor in this situation. A relatively high value of 1™
has the effect that the ratio — Imax becomes much larger than 1. In such cases, the estimate in
(6.64) becomes very large as well which makes it a useless bound as seen in Equation (6.67).
Moreover, if we take a closer look at [|a||/||Rgreat|, We can interpret this ratio as a way to
measure the degree of indebtedness of the system. If it is large, the system must more likely be
able to satisfy its obligees than in case of a small ratio. This means that 1 — ||a||/||Rgreat| is
larger for highly indebted systems and thus is also more likely to be larger than I™®* in which
case (6.64) is chosen as the better bound. For highly solvent systems, the argumentation leads
on an analogously way to the fact that 1 — ||a||/||Rgreat|| tends to be smaller than I™** which
results in the choice of (6.65).

The insights from above are outlined in the next Proposition.

Proposition 6.13 (Decision Rule). For the minimization of the upper bound of the k-th iteration
error |R* — ®¥(RY)||, one has to calculate

Ha + E great

HZ M rSmall

£ Jmax llall
Zf] a S 1— mﬁ672)

Agtart =

if T™% > 1 — ”R“:” 73)

1 — Imax

1.l
a+ Z great - HZM Foreat
=0

before starting the iteration. If Agiary > 0 the choice of Reman as the starting vector is the better
one and if Agary < 0 the staring vector Rgrear should be preferred. In case of Agiary = 0 there
is no preference in one of the two starting vectors and we demand to start with Rgreat in such
situations. Hence, we define the starting vector

Rrea . AS ar SO7
Ropt :_{ great 1 Dstart (6.74)

Rsmall @f Astaurt >0

and call this vector the optimal starting vector for the Picard Algorithm.

The rule behind the choice between Rgreat and Rgman in (6.74) based on the definition of
Agtart for the optimal starting vector is denoted as decision rule in the following.
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Example 6.14. The financial system defined in (6.14) is solvent, i.e. all firms are able to fully
service their debt payments. In such a situation, Rgreat should obviously be chosen as Ropt by
the decision rule. Because of

I =0.75 > 0.3373 = 1 — (||a]|/||Regreat|l), (6.75)
we calculate

1

1
k k
1 — [max a+ Z(M - In)rgreat

= —1.4356 < 0 (6.76)

Astart =

1
k.k
- HZM Foreat
k=0

and therefore choose Rgreat as the optimal starting vector. With a tolerance level of ¢ = 106
there are 7 iterations needed for R = Rygreat and 8 when Rgpan is the starting point.

For the modified system in (6.69), we find that Agtary = 3.2 > 0 and start the iteration with
Ropt = Reman. It turns out that this was “correct” since with 7 iteration steps, there is one step
less necessary to find R* than when starting with Rgreat-

The decision rule also applies for the financial system in Example 6.5. For the system in
part (i), Rgreat is chosen as optimal and for the parts (ii) and (iii), the starting vector must be
Ropt = Rsman according to the decision rule. As demonstrated therein, these choices result in
all cases in a minimization of the number of iteration steps.

For the later simulations, we modify the Picard Iteration in Algorithm 1 and include the
decision rule such that Ry is always chosen as the starting point.

Algorithm 18 (Optimized Picard Algorithm). Set e > 0.
1. For k =0, determine Ropt = R® € {Rgman, Rgreat} according to (6.74).
2. For k > 1, determine R¥ = ®(RF1).
3. If |RF=1 — R¥|| < ¢, stop the algorithm. Else, set k =k + 1 and proceed with Step 2.

In Section 7.3 we investigate whether the Optimized Picard Algorithm can really systemati-
cally minimize the computational effort compared to the two cases in which Rgpyan or Rgreat are
always “blindly” used as the initial iterate for the algorithm.

6.2 Elsinger and Hybrid Algorithm

Utilizing the Elsinger or the Hybrid Algorithms presented in the Sections 4.1.2 and 4.1.3 for
the case of m = 1 and in the Sections 5.1.2 and 5.1.3 for m > 1, we are in the same conflict of
choosing an appropriate starting vector for the iteration procedure. For both algorithms, the
starting vectors are identical and given by

m m
Toreat Tsmall
: and : , (6.77)
rl r!
0 great 1 0 small L
m m
r (d 7"'ad ) r (rsmall7"'7rsmall)

where the first vector represents the upper and the second vector the lower starting point. To
solve this trade-off situation, we want to apply the same ideas we used for the Picard Algorithm,
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i.e. estimate the a priori error |[R' — R?|| and the initial error |[R* — R?|| and decide based on
these estimates which starting vector to choose.

However, we will see in the remainder of this section, that applying the conclusions that we
derived for the Picard Algorithm are not one-to-one applicable on the Elsinger and the Hybrid
Algorithm. In particular, the distance between two consecutive iterates must not necessarily
decrease, which means that Lemma 6.1 cannot serve as the basis for our considerations in this
section. Nevertheless, we can still use the principles of optimizing the needed iterations by
adapting the methods developed in Section 6.1.2 for the Elsinger and the Hybrid Algorithm.
For the sake of simplicity, we present the detected results only for financial systems with one
seniority level (m = 1). In this context, we omit the superscript for the nominal value of
the liabilities and write d = d! instead during this section. Following this notation, the debt
components of Rgpna become to rgm.n = r;mal éreat for Rgreat- Moreover,
the k-th debt iterate is defined as r* and we write r%(r¥) for the corresponding equity iterate.

 as well as rgreat = T

When calculating the norm of an iterate R¥, the contribution of firm i to the norm is in this
section defined as

k.l
IRF[l; = ). (6.78)
1=0

Moreover, the contribution of firm i to the norm of the difference between two iterates R! and
R? is given by

IR = R2[|; .= > |r}! = ). (6.79)
=0

6.2.1 Behavior of the Distance between consecutive lterates

Denote by

_( r* ) _ (min{d,a+M'r"! + MOt )}
R = (ro(rk)> N ( (a+ Mlirk + Moro(rk) —d)* ) (6.80)

the k-th iterate of the Elsinger Algorithm (Algorithm 3) and by

ok > _ (min{d,a+ Mlrk + Moro(rkl)}> (6.81)

k _
R" = (ro(r’“) (a+M'r* + MOrO(rF) — d)*t

the k-th iterate of the Hybrid Algorithm (Algorithm 6). The vector r*~! is in both cases the
debt iterate of the corresponding preceding iteration step and ro(rk_l) is the associated equity
vector.

Recall that for the derivation of the upper bounds for the iteration and the a priori error of
the Picard Algorithm, a crucial assumption in Lemma 6.1 was that

HRk+1 o RkH < [maxHRk . kalu (682)

for all £ > 0. At least for the Increasing Elsinger Algorithm, no such statement is possible as
can be seen in the next Example.
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Example 6.15. We consider the financial system with n = 5 firms and m = 1 seniority level.
Further,

3.15 11.99 0 1/6 1/8 0 0
2.95 6.60 /8 0 1/8 1/4 1/6
a=[288|,d=|417 |, M =[1/8 0 0 0 1/6 (6.83)
2.85 6.15 1/8 1/6 1/8 0 1/6
3.06 12.94 1/8 1/6 1/8 1/4 0
and M = %Ml. The fixed point is
R* = (4.8167,6.6,4.1,6.15,6.8807, 0,0.2007, 0.4589, 0.1155, 0)* (6.84)
and the first five iterates are given as
3.15 4.0017 4.4469 4.6736 4.7682
2.95 4.9263 5.9138 6.4161 6.6
2.88 3.7837 4.17 4.17 4.17
2.85 4.6054 5.4834 5.9309 6.1375
3.06 5.0179 6.0085 6.5103 6.7451
0 1_ 2 _ 3 4 _
R" = 0 , R = 0 ,R* = 0 ,R”> = 0 ,RY = 0 . (6.85)
0 0 0 0.0469 0.1630
0 0.0465 0.2673 0.3792 0.4302
0 0 0 0 0.0819
0 0 0 0 0
Because of [™3* = (.5, it holds that
|IR? — RY| = 3.9084 > 3.7458 = I™*||R! — RY||
(6.86)

|IR* — R3|| = 0.9689 > 0.9186 = I™*||R3 — R?|.

Albeit simulation results suggest that (6.82) is fulfilled for Decreasing Elsinger and both
versions for the Hybrid Algorithm, no strict formal proof could be found to substantiate this
conjecture, neither for the increasing nor for the decreasing version of the procedure. Also no
counterexamples could be found to falsify the validity of (6.82) for these procedures.

6.2.2 Estimates for the Iteration Errors

The fact that the property of a decreasing distances of iterates as in (6.82) cannot be ensured
or is even violated in some situations, actually prevents the usage of the upper bounds for the
Elsinger and the Hybrid Algorithm given in Lemma 6.1, since in the proof, that assumption was
crucial. Nevertheless, we still attempt to investigate whether there are upper bounds for the
k-th iteration and the a priori error for the mentioned procedures in this subsection to gain a
better insight into the problem of choosing an optimal starting vector. As in the section above,
we only search upper bounds for [|[R! — R?|| and |R* — R?|| when m = 1 to keep the results as
simple as possible.

For both procedures, the Elsinger and the Hybrid Algorithm, we did not found any formulas
to express the norm ||[R! — RY|| in a more simple form. However, for the Decreasing Elsinger
Algorithm, there exists an upper bound for |[R! — R?|.
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Proposition 6.16. For the Decreasing Elsinger Algorithm it holds that
IR = RY|| < ||la+M!'d+ M (d) — d|. (6.87)

Proof. We check the norm component-wise for an arbitrary firm ¢ € N. The norm for the
decreasing version of the algorithm constitutes as

min{d,a + M!d + M°r’(d)} —d

HRl_ROH: 1.1 0,0 (p1 + 1 0,.0 +
(a+M'r' +M°r’(r') —d)" — (a+M'd+M"r’(d) — d)

‘ . (6.88)

For the calculation of this norm we distinguish between three cases. Keep in mind for the
following, that r' < d and r°(r!) < r%(d).

e Let i € D(d,r’(d)). It holds that

IR = RY||; = |]a+ M'd + M°(d) — dJ;. (6.89)

e Let i ¢ D(d,r’(d)) and i € D(r',r%(r')). Hence,

IR' = RY|; = |[d —d|; + |]a+ M'd + M°%(d) — d. (6.90)

e At last, let i ¢ D(r!, r%(r!)) which means that

(M'r! + Mr(r!)), > (d — a); (6.91)
and thus
IR' = R|; = [M'r" + Mr(r!) — M'd — Mr’(d));
<|d—a-M'd- M), (6.92)
= la4+M'd + M°%(d) — d|;.
Assembling the three cases results in Equation (6.87). O

The generalization of Proposition 6.16 for m > 1 is straightforward; similar to the proof in
case of m = 1, more case differentiations have to be considered. It seems natural to apply the
upper bound of the Increasing Picard Algorithm from Corollary 6.7 in an analogous way to the
Increasing Elsinger Algorithm. This would result in

IR — RY|| < M roman + MO0 (rgman)||- (6.93)

However, this bound does not hold in general, as can easily be checked for the financial system
of Example 6.15. Doing so, we get

IR — RY|| = 7.4915 > 7.445 = | M rgpan + Mr% (roman) || (6.94)

and we see that this relationship is violated. An alternative plausible upper boundary for the a
priori error of the algorithm could not be found.

Moreover, there exists a connection between the a priori error of the Decreasing Elsinger and
the Decreasing Hybrid Algorithm. Let the subscript E denote the iterate of the Decreasing
Elsinger Algorithm and the subscript H the iterate of the corresponding Hybrid Algorithm. Due
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to Proposition 4.19, we know that ri; < ri, and therefore r%(ri;) < r’(r}). Since both algorithms
have the same starting vector R?, it must hold that

IRi; - Rl > [Rg — Rl (6.95)

In other words, the distance between the first iterate and the starting vector is for the Decreasing
Hybrid Algorithm always larger than its counterpart from the Elsinger Algorithm. Clearly, the
connection between both algorithms and the a priori error is same if we consider the increasing
versions of the procedures.

Upper bounds for the a priori errors of Increasing and Decreasing Hybrid Algorithm could
not be found. An obvious guess for an upper bound of the Decreasing Hybrid Algorithm would
be to apply the insights of Corollary 6.7, where we found that

| ®(Rgreat) — Rereat|| = |2 + M'rgreat + M°rl . — d||. (6.96)

great

However, this bound does not hold in general, as Example 6.17 demonstrates. In the same
way, the intuitive upper bound for the increasing procedure would be ||M'rgpan + MO (roman) ||
which, like in the case for the Elsinger Algorithm, also does not hold in general as the next
example shows.

Example 6.17. Consider again the financial system from Example 6.15. Following Equation
(6.93), we obtain for the Increasing Hybrid Algorithm that

IR — RY|| = 14.3356 > 7.445 = | M rgpan + Mt (rgman)|| (6.97)

and it becomes clear that an upper bound for this algorithm cannot be the counterpart that
was found for the Picard Algorithm.

For the Decreasing Hybrid Algorithm, we can also show that the upper bound of the a priori
error is not always the one given in (6.96). To this end, replace in the debt vector d from the
considered system the second component with the value 8 (before, it was 6.6) such that

d = (11.99,8,4.17,6.15,12.94)". (6.98)

The solution R* slightly changes now (among others, the second firm defaults now which was
not the case before), which is of less interest. Important for us is that since

IR — RY|| = 17.8362 > 17.1210 = |la + M'd + M°r%(d) — d|| (6.99)

the potential upper bound of the a priori error does not hold.

After having investigated the a priori error for both algorithms, we want to do so for the
initial error |R* — R?|| as well. In case of the increasing versions of both algorithms, we can
find an upper bound for the error, similar to the results of the Picard Algorithm in Corollary
6.11.

Proposition 6.18. Let R* denote the k-th iterate of either the Increasing Elsinger or the
Increasing Hybrid Algorithm. Then it holds that

IRF — RY|| < |Md + M%O(d)|| (6.100)

and, thus, |R* — R < |[M'd + M%°(d)].
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Proof. We show the assertion first for the Elsinger Algorithm which means that the correspond-
ing iteration error is given by

rk — Fsmall
I.O (rk> - I.O (rsmall)
B H ( min{d,a + M!'r*~1 + M0 (rk¥~1)} — min{d, a}
IRIAN

|R* RO =\

(6.101)

a-+ erk + Moro(rk) — d)+ - (a + ersmall + Moro(rsmall) - d)+

Similar to the proofs above, we have to do a case differentiation for the i¢-th component of the
norm of |R¥ — R?|.

e Let i € D(r¥, r%(r¥)) from which follows in particular that a; < d;. Hence,

IR* —RY|| = Ja4+ M'cFt + MO0 (r* 1) — a);
= [M'rFt - MO0 ek 1) (6.102)
< [M'd +M°r’(d));.

e Let next i ¢ D(r*,r(r¥)) and i € D(r*1,r(r*~1)). Consequently it holds that
(a—d); < —(M'* 4 MO%O(rP 1)), (6.103)
and thus
HRk _ ROH — ‘erk—l + MOrO(rk’—l)’i + |a+ erk + MOI,O(rk) _ d’i
S ‘erk,1 + MOI'O rk*l) + erk + MOrO(rk) o erk,1 o MOrO(rkfl)h
— |M1rk + MOI‘O(I‘k)‘Z’

< |M'd+M°°(d);
(6.104)

e Let now i ¢ D(r* 1, r0(rF 1)) and i € D(rsman, r’(Teman)):

IR =R = |d — a|; + |]a+ M!r* + MO (r*) — d|;
= [M'r* + MO0 (rF); (6.105)
< |M'd + M°0(d));.

e Let i & D(rsmatl, r(Tsman)) and i € D(0,,0,,) from which follows that

(M ryman + M1 (rgman)), > (d — a);. (6.106)

i
Consequently,

IR = RY|| = |d — a; + |[McF + MOr%(r*) — M rgpan — MO0 (rgman) i
< M raman + M1 (rgman) + M'rF + MOt (r%) — M'rgman — MOt (rgman)|s
_ ’erk + Moro(rk)|z-
< |Mtd +M°r0(d)|;.
(6.107)
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e Finally, suppose that i ¢ D(0,,0,), i.e. a; > d;, where we have that

||Rk —R°|=|d-d|; + |M1rk + Moro(rk) — Mrgnan — MO0 (rgman) i
< Mk MO0 (k)| (6.108)
< |Md + MO (d)|;

which completes the proof for the Elsinger Algorithm.

For the Hybrid Algorithm, the argumentation is analogous, i.e. we consider again five different
cases. O

Similar to the propositions above in this section, a generalization of Proposition 6.18 for sys-
tems with m > 1 is also possible. For the decreasing versions of Elsinger and Hybrid Algorithm,
and similar as in the case of the Picard Algorithm, we found no upper bounds for |R* — RY|.

Recapitulating the results of this section, we first found that in most cases it is either difficult
or impossible to give an upper bound for the iteration error. Secondly, some bounds that were
derived for the Picard Algorithm, cannot be established in the same manner for the Elsinger
and the Hybrid procedure. This essentially complicates a substantiated derivation of the k-th
iteration error and therefore the search for an optimal starting point for both algorithms — not
to mention the fact that the basis of all considerations for the Picard iterates was the validity
of (6.82) which does not hold in general for the Elsinger and the Hybrid Algorithm. For these
reasons we decided to apply the results of Proposition 6.13 to calculate the optimal starting
point in a slightly adapted version for the Elsinger and the Hybrid Algorithm as well.

Definition 6.19. For the Elsinger and the Hybrid Algorithm, we define the starting vector

R L= (I‘geat, P 7réreat7 ro(rgeatg e 7réreat)) lf Astart S 07 (6 109)
opt - . .
(Pt -+ > Tomatls T (Cmatts - - Fgman)) i Astare > 0,
where Agtart 1S given by
m
k k 0 0
Ha + Z(M - In)rgreat + (M - In)I‘ (rg;eat? cee 7ré‘reat)”
k=1

m
=[S MR+ MO ()| i<z (6.110)

k=1

Agtart 1=
1 - k k 0 0 1
m
1 _ Jmax a+ Z(M - In)rgreat + (M - In)r (rgreat7 tee 7rgreat) ‘
N =

—HZ Mkrgreat + Moro(rgeat, . ,réreat)H if 1™ > 9(6.111)

k=1

e Ja|
a
z=1- - (6.112)
ZZL:I ||rlgreat|| + ||r0(rgreat’ to 7réreat)”

We are aware of the fact that this relies on no strict mathematical derivation, however the
simulation results in Section 7.3 suggest that the decision rule in (6.109) leads to appropriate
results concerning the “correct” choice of one of the two possible starting vectors.
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Example 6.20. We want to check the goodness of the decision rule in (6.109) in a first example
with the financial system given in (6.14). We find that

a

™ = .75 > 0.3223 = 1 — (6.113)
[t + [l ()]
and chose Equation (6.111) for the decision rule which leads to
1
T2t M'd — d+M%(d) — ()| — [M'd + M O(d)| = —1.9022 < 0.  (6.114)

We therefore chose (d!,r%(d!)) as the starting vector and observe that only 1 iteration step
is necessary instead of 3 steps when the procedure is started with (rl ., r%(rl ). For the
Hybrid Algorithm, the numbers are identical.

If we consider the modified system from (6.68), we use Equation (6.110) for the decision rule,
since

all
M™% =01 <0518l =1— — (6.115)
1]l + [[x°(d)]]
We get the value Agart = 3.06, so (rl ., r%(rl ) should be the starting vector according

to the decision rule. This choice minimizes with 6 steps the number of iterations because one
step more is needed for the decreasing version. The Hybrid Algorithm needs 4 steps for both
directions to reach R*.

For the sake of completeness, we give in the following the optimized versions of the considered
algorithms similar to the Optimized Picard Algorithm in the section above.

Algorithm 19 (Optimized Elsinger Algorithm). Set e > 0.
1. For k =0, choose

(r(),m’ s ,I'O’l) € {(rg;eam LR réreat)? (rgr]nalla cet 7r;mall)} (6‘116)

according to (6.109) and determine r*0 = r0(x™ ... v%1) using Algorithm 2 or its mod-
ification for m > 1 given in (5.14). Denote the iterate R? by R? = (r%™, ... r00),
2. Fork>1, set for1 <j<m,

+

m m
rf =mind d/, [a+ Y MF - Y d , (6.117)
1=0 I=j+1
calculate T80 = r0(rk™ . rP1) and set RF = (rbm, ... r#0).

3. If |RF=1 — RF|| < ¢, stop the algorithm. Else, set k =k + 1 and proceed with Step 2.

Algorithm 20 (Optimized Hybrid Algorithm (m > 1)). Set e > 0.
1. For k=0, choose

(rO,m’ cee ,I‘O’l) € {(rgeat’ o réreat)v (rg}nallﬂ e 7r;mall)} (6‘118)

according to (6.109) and determine r%° = r0(x%™ ... r®!) using Algorithm 2 or its mod-

ification for m > 1 given in (5.14). Denote the iterate R? by R? = (x%™, ... 1%0).
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2. For k > 1, determine for every 1 < j < m the fized point r*J of the mapping in

(5.15), where for the mapping ®7 the fized vectors vF=tm . pk=bLitl ph=lj=1 " pk=10
are taken from the preceding iterate. Calculate v*0 = rO(rFm . vF1) and set RF =
(chm . rk0),

3. If |R*1 — R¥|| < ¢, stop the algorithm. Else, set k =k + 1 and proceed with Step 2.
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7 Simulation Studies

The current chapter is about verifying the theoretical results of the preceding chapters by means
of several simulation studies. In Chapter 6 we attempted to find a criteria to minimize the
number of iteration steps for the non-finite algorithms by introducing a decision rule that chooses
an optimal starting vector for the iteration procedure. This results in the Optimized Picard,
Elsinger and Hybrid Algorithm. The question whether the optimized algorithms actually lead to
a minimization of the number of needed iteration steps, compared to when always the maximum
or the minimum possible starting vector is chosen, is addressed in Section 7.3. The advantage of
the Trial-and-Error Algorithms (cf. Section 4.2 and 5.2) compared to the non-finite procedures
is the fact that R* is reached in a finite number of steps. A drawback of these algorithms is
that the choice of the lag value [ is a typical tradeoff conflict between the speed of convergence
and the minimization of calculation effort. Section 7.4 of this chapter tries to find a solution of
this conflict by giving an optimal lag value that minimizes the calculation time on the one hand
and still guarantees that the lag value is not chosen too small to avoid situations in which the
algorithm stops when having found a potential default set that is actually not equal to D*. In
the last Section, we compare all developed algorithms in this work to investigate the algorithm
efficiency trying to identify a potential most efficient valuation algorithm or at least trying to
find most efficient algorithms for particular types of financial systems. A crucial influence in
all simulations is the form of the underlying financial system, in particular the structure of
the ownership matrices and the liability vectors. In Section 7.1, these terms are discussed in
more detail, where we introduce some general expressions that are based on the ones given
in Acemoglu et al. (2015) and Elliott et al. (2014). Section 7.2 contains an overview of the
employed simulation parameters and a definition of the output parameters of the study. Note
that all numbers in this chapter are rounded to only three decimal places due to space limitations.

7.1 Simulation Framework

During the entire simulation study, we only consider financial systems without a seniority struc-
ture. Because of m = 1, we denote the liability vector simply by d € (R§)". Sometimes we will
talk about the ownership matrices of the k-th seniority level for £ = 0, 1, which for £ = 0 means
that the equity ownership matrix is addressed. Beside its size n, the form of a financial system
F = (a,M,d) is characterized by the structure of the exogenous asset vector a, the liability
vector d and by of the ownership matrices that are contained in M = (M*, M) € (R} )"*?".

7.1.1 Asset and Debt Structure
The exogenous asset values are considered as fixed throughout all simulations and each firm has

the same amount of exogenous assets with value 1, i.e. a = (a1,...,a,)" = 1,,. We assume that
the nominal liabilities in the vector d consist of a part d > 0 which is identical for all firms, to
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which some random variation is added, viz.
d=((d,...,d)" + (e1,...,en))) " (7.1)

The ¢; are iid random variables with ¢; ~ N(0,02), 0 > 0, for alli € N/. To ensure a non-negative
liability vector, the positive part is taken in (7.1).

7.1.2 Ownership Structure

In order to define the structure of M! and M?, we have to introduce some general terminology
connected with ownership matrices. The following definitions are mainly based on the two works
of Acemoglu et al. (2015) and Elliott et al. (2014). The authors of the former article introduce
matrices without random influence, whereas the latter paper includes the aspect of randomness
for the generation of a network structure.

Definition 7.1. For a financial system F = (a,M,d) and k = 0, 1, the integration level of the
k-th seniority is defined as

n
k k k
oF = max 3 Mp = M. (7.2)
)
For k = 0, we use the expression equity integration level and debt integration level for k = 1.

The integration level measures the degree or the extent of intersystem cross-holdings within
each seniority level. It clearly holds that p* € [0,1] and, if Assumption 5.6 holds (cf. Chapter 6),
even p* € [0,1). Note that the integration level can, under circumstances be a very “inhomoge-
neous” measure for the extend of cross-holdings. This is because of the fact that the integration
level can be very close to its maximum value 1 even for very sparse ownership matrices where
the ownership fractions are very small as long as at least one firm raised a substantial part of its
debt or equity from other members of the system. However, in all of our simulation studies, we
will ensure that by definition of the ownership matrices in the following, the column sums of the
entries in a matrix M* will be equal (if all entries are non-zero) and therefore also equal to p*.
Consequently, we try to keep the form of the ownership matrices as homogeneous as possible.

The second parameter to characterize the ownership structure is the actual number of present
cross-holdings in a seniority level and is called diversification level.

Definition 7.2. As in Definition 7.1, we consider the financial system F. The diversification
level of the k-th seniority of F is defined as

¢k:mj§1x‘{i€N:Ml]§->0H. (7.3)

For k =0 and k = 1, ¢° and ¢' are referred to as equity diversification level and debt diversifi-
cation level, respectively.

For the debt ownership matrix, clearly ¢! < n — 1 and ¢° < n for equity ownership matrix
since M) > 0 is not explicitly excluded in our model (cf. Definition 2.2). Practically, we will not
allow the diagonal entries of MY to be different from zero in the simulations, so the diversification
level will also not be larger than n — 1. Similar to the definition of the integration level, the
diversification level does not provide an explicit insight of the detailed connection structure of a
matrix. In its most extreme from, the entries of MF can all be zero in n — 1 columns and all be
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non-zero (except for the diagonal entry) in one single column resulting in a diversification level
of n—1. For the purpose of getting homogeneous matrices, we keep the number of cross-holdings
for non-random matrices identical for each firm. If random-ownership matrices are considered,
this cannot be guaranteed, as we will see in the following.

After having established a framework for ownership matrices, we can now become more de-
tailed and describe how such a matrix can actually be defined. Doing so, we distinguish between
two different approaches that are presented in the next subsections. An elementary way to
define the entries of an ownership matrix is to exclude all random influence and to determine
the entries only based on the integration level which results in a non-random ownership matrix.
In a second method, the entries of the matrix are specified randomly.

Non-random Ownership Structure

Ownership matrices of this type are matrices in which the entries are fixed and completely
specified by their given input parameters. The subsequent considerations are based on the
following definition of two particular non-random ownership matrices.

Definition 7.3. An ownership matrix M is called

(i) a ring ownership matriz if for i = 1,...,n — 1, the entries M;;1,; and Mj,, are equal and
greater than zero, and all other entries of M are zero.

(ii) a complete ownership matriz if all entries, except of the diagonal entries, are larger than
zero and of the same size.

In other words, the debt ownership matrix M! is a ring matrix, if firm 4 +1 is the only creditor
of firm ¢ within the system and firm 1 is the only creditor of firm n. Suppose that the equity
matrix MY is a ring matrix, this implies that the i-th firm has only one single shareholder within
the system, namely the (i + 1)-th firm. Analogous to debt matrices, the only shareholder of firm
n is firm 1.

The diversification level of ring ownership matrices is always 1 whereas the diversification
level of complete ownership matrices is n — 1. For both types of matrices, the integration
level p* is equal to an arbitrary column sum of M. Ring and complete ownership matrices
can be considered as extreme forms of interconnectedness of financial systems. To construct
intermediate type of networks, we will make use of the next definition.

Definition 7.4. Let M be a ring y ownership matrix and M be a complete ownership matrix. A
A-convex combination of M and M is defined as the matrix M with entries

Mij = /\Mij + (1 — )\)J,\Zij, (74)
where A € [0, 1].

The more A decreases, the more assimilate the ownership fractions in the corresponding own-
ership matrix. For values of A near the maximum 1, member i + 1 of the system will be the
main owner of i’s equity or debt.

Example 7.5. For the size of the system we set n = 4, the level of integration is p = 0.6 for
both the ring and the complete ownership matrix and A = 0.5. The ring ownership matrix M,
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the complete ownership matrix M and the A-convex combination matrix M of them are

00 0 .6 0 2 2 2 0 1 .1 4

— |6 0 0 0 ~ |2 0 2 2 40 1 1

M=10 60 0] M™|a2 2 ¢ 2of #ad M=|1 1 o 1 (7.5)
0 0 6 0 2 92 2 0 1.1 4 0

In our simulation studies, non-random ownership matrices will always be A-convex combina-
tions of ring and complete matrices as in (7.4). Therefore, the integration level of the ring and of
the complete matrix as well as the value of A are sufficient for the generation of the corresponding
ownership matrix. We summarize the findings of this subsection in the next Corollary.

Corollary 7.6. Let A € [0,1], r € [0,1) and let M be a ring ownership matriz with non-zero

elements v and let M be a complete ownership matriz with integration level r, i.e. with non-

diagonal elements <. The tuple (\,r) then completely specifies the form of the non-random

ownership matriv M = AM + (1 — )\)M It holds for M and its corresponding integration level

p that p =1 and that
1 A=1
_J" 7.6
¢ {n—l, 0< A<, (7.6)

where ¢ is the diversification level of M.

Clearly, in a A-convex combination, the underlying ring and complete ownership matrices can
have differing integration levels. For our simulations we assume that their integration levels are
equal, for convenience. The value 7 is sometimes referred to as the integration parameter of M
or, more sloppy, as the integration of M. The convention r < 1 ensures that Assumption 5.6
is valid which guarantees a unique solution of the system. In the remainder, we will use the
expressions non-random and fixed ownership matrix equivalently and mean that all entries of
the matrix are fully determined given the tuple (A, r).

Random Ownership Structure

While in Section 7.1.2, the entries of the ownership matrices can be arbitrary but non-random,
we will now also allow that the entries can be determined randomly. A random ownership matrix
is based on a random network matrix. Let k € {0,1} and p* € [0, 1]. The entries of the random
network matrix G¥ for the corresponding seniority level are defined as
ij _ {1, W?th probab?l?ty Pk, ) (7.7)

0, with probability 1 — p”,

for i # j and G¥ = 0 for all i € N. Hence, the entries of G* are Bernoulli-distributed random
variables with E[ij] = p¥ for i # j. As the name says, the matrix G* defines connections
between two firms in the system. If ij =1, then firm ¢ owns a fraction of firm j’s debt if k = 1,
or some of the shares of firm j, if £ = 0. The actual amount of debt or shares is defined at a
later stage. The probability p* for such a connection is sometimes called Erdds-Rényi probability
(cf. Nier et al., 2007). Note that G* is not necessarily symmetric so that it is possible that firm
i owns a proportion of j’s debt payments but firm j receives no debt payments from i. The
random network matrix is the basis for the definition of a random ownership matrix.
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Definition 7.7. Let GF be a random network matrix as in (7.7) and 7* € [0,1) for k = 0, 1.
The corresponding random ownership matriz MF for seniority level k is then given by

kOU e ok
r if G% >0,
Mz‘,}:’ — G’? J (78)
0, if G% =0,
where G;‘? =3, ij is the sum of non-zero entries in the j-th column of G*.

Note that the definition in (7.8) ensures that the column sum of MP* will always be smaller

or equal to r¥:
n n
k k
DM <y
i=1 i=1

The equality in the equation above holds for G; # 0. For this reason, r* is the upper bound
for the integration level of M¥ which is why we will use the term integration parameter for r*
similar to the case of non-random ownership matrices.

k
k
Gj

k n
r
J =1

Corollary 7.8. Letr € [0,1) and p € [0, 1] be the Erdés-Rényi probability for a random network
matrizx G. Beside the size n, the tuple (r,p) is the only information necessary to generate a
random ownership matrix as defined in (7.8). It holds for M that

{o, ifGy=...=Gy =0,
p:

r, else.

(7.10)

Of course, the diversification level ¢ of a random ownership matrix as the maximum number
of cross-holdings in every column is random itself. The expected number of cross-holdings in
the j-th column of M is the expected number of non-zero entries in the corresponding column
of G for which we know that:

n

E|)Y G| =) E[Gy]=(n—-1p (7.11)
j=1

J=1

This means that the higher the Erdos-Rényi probability p is chosen, the higher the diversification
level of M tends to be. Clearly, if p = 1, we obtain a complete ownership matrix with ¢ = n—1.
On the other hand, if p = 0, no cross-holdings will be present and therefore ¢ = 0. That is why
we call the parameter p the diversification parameter or, simply, the diversification of M in the
following.

In contrast to the expected value of an entry of GF, the expectation of the entries of M* are
a little bit more complicated to calculate.

Proposition 7.9. Let By, ,(l) be the probability for | € {0,1,...,n} successes of a binomial
distributed variable with parameters n and p € [0,1], i.e.

Bup(l) = <7>pl(1 —-p)" (7.12)

For given integration and diversification parameters r* and p*, the expectation of the entry MZ’;
based on the random network matriz G* is given by
k k

E [M{;} = L (1=B,, 4(0)) = r (1 - (1 —pk)"_1> (7.13)

n—1
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for i # j and by E[ME] =0 for alli € {1,...,n}. The variance of MF is
1 )

in

Zl s () =B [M5] (7.14)

fori # j and Var[ME] =0 for all i € {1,...,n}.

Var [Mzﬂ

nfl

Proof. For the sake of simplicity, we omit the seniority level and write M, r and p instead.
Because of (7.8), the set of possible values for the non-diagonal elements M;; is

rr r
.. . 1
A= {0r23 ,n_l} (7.15)
Let x € A\{0}. Then x =} with [ € {1,...,n — 1} and
x'P[Mij:.%']:%'P[Gj:l,Gijzl]
="p| Y Gy=1-1|P[G;=1]
l ‘
s=1,s#j (716)
r
= 7 : Bn—Z,p(l - 1) P
r
= - Bp—1,(0).
n—1 171’()

Using this result, the expectation of M;; is for i # j given by

E[My] =) aP[M;; =] n—1ZB" 1p(1
zeA (717)

T (1= By (0) = " (1—<1—p>”’1)'

n—1 n—1

For the variance, first note that for x € A, ]P’[M,?j = 2% = P[M;; = z] and using a similar
argumentation as in (7.16), it holds that

———— - By_1,(0), (7.18)

for x € A\{0}. Let p:= E[M;;] = -5

Var[M;;] = E [M] —

z€A (719)

O]

The factor 1 — B, _; ,+(0) in (7.13) can be interpreted as a correction factor. If p* is near 1,

we have that B,_; ,»(0) =~ 0 and hence E[MZ;] ~ n’”_kl. But if p* is small, the probability of

the event G; = 0 for some j € {1,...,n} is relatively high. In such cases, the entries of the

corresponding column in M* will be zero which is why the ratio n[kl

1— B, +(0) < 1.

has to be corrected by
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Figure 7.1: Plot of the variance of M;; given by formula (7.14) for different integration param-
eters r and diversification parameters p for a system entailing n = 100 firms. The
labels for Var[M;;] on the vertical axis are multiplied with 103 for better readability,
i.e. the label 2 on the axis actually stands for 2-1073. Note that the diversification
parameter p is shown in %, i.e. the value 95 means p = 0.95.

Example 7.10. To get a better insight, we want to visualize the behavior of the variance of
M;; as well as the distribution for some given values of r and p. In Figure 7.1 the variance
is shown according to Equation (7.14) for some combinations of integration and diversification
parameters and a system size of n = 100. We observe that the variance is relatively small in
case of a high diversification and a low integration parameter. For an increasing integration
parameter, the variance does only very slightly increase if the diversification parameter stays
high. If the integration parameter becomes high and the diversification parameter becomes low
at the same time, a disproportional high increase of the variance is the consequence. To get a
numeric impression, for r = 0.05 and p = 0.99, we have that Var[M;;] = 2.60- 107, If r = 0.99
and p = 0.05, the variance is given by Var[M;;] = 2.44 - 1073, which is an approximate increase
by a factor of 106.
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Figure 7.2: Histograms of the entries M;; of 1000 randomly generated ownership matrices of
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size n = 100, i.e. 9900000 values in total. The integration parameter was r = 0.9
every time, the diversification parameter was given by p = 0.95 in part (a), p = 0.5
in part (b) and p = 0.05 in part (c). Note that in case of p = 0.05, the limit
of the x-axis is truncated to a maximum value of 0.2 for a better visibility. The
fraction of observations M;; with higher values than 0.2 is given by 1.36%. The bar
height denotes the frequency, i.e. the number of observations that are contained
in every interval. The vertical dotted line denotes the expectation E[M;;] for the
corresponding parameter combination. Note that in all three considered cases, the
expectation of M;; is approximately equal, viz. E[M;;] = 0.0090 if p = 0.05 and
E[M;;] = 0.0091 for p = 0.5 and p = 0.95.



In Figure 7.2, we generated for r = 0.9 and three different diversification parameters 1000
ownership matrices and created a histogram for every scenario. Since n = 100 is chosen, every
matrix contains 1002 — 100 = 9900 entries — the entries on the diagonal are excluded — and every
histogram contains 9900 - 1000 = 9900000 values. Even for a constant integration parameter,
the variance of M;; is for p = 0.05 about 450 times higher than for p = 0.95. It becomes clear
that the probability of the event M;; = 0 becomes very high for small diversification levels.
When p = 0.05, the value was zero for about 95% of the observations. A consequence is that for
relatively small diversification parameters, the ownership matrices become very sparse.

7.2 Simulation Parameters

7.2.1 Input Parameters

With the background of Section 7.1 and the therein defined parameters of a financial system in
mind, we now want to list the range of the specific parameters that are considered in the study.
In Table 7.1, the values are listed for a compact overview.

For the system size n we choose five different values, viz. n € {5,10,25,50,100}. A system
with only 5 or 10 firms can be considered as relatively small whereas networks with n = 25 or
n = 50 are regarded as medium-sized. Small systems are investigated for example in Gouriéroux
et al. (2012) (n = 5), Rogers and Veraart (2013) (n = 6), Elsinger et al. (2006a) and Cifuentes
et al. (2005) (n = 10 both). An example of a medium-sized system is Nier et al. (2007) with
20 firms. Further, we add networks with 100 firms into our study to also include an example of
a larger system. Existing studies for such sizes are for instance Elliott et al. (2014) and Miiller
(2006) that entail networks with 100, and 200 firms, respectively. Note that there are also studies
that investigate systems of much higher size like Gai and Kapadia (2010) with n = 1000. Works
with large systems are often empirical studies of real-life networks like the ones of Elsinger et al.
(2006b) and Cont et al. (2010) where n = 881 and n = 2400, respectively.

As mentioned above, the exogenous asset values are assumed to have the fixed value 1, fol-
lowing the approach in Karl and Fischer (2014). The range for the nominal debt values is given
by d € {0.5,1,1.5,2}. Nier et al. (2007) consider a ratio d to a of about 1.15 in their article
(“benchmark experiment”) and Cifuentes et al. (2005) a ratio of about 1.3 which justifies the
interval of our values of d. On the liability vector, we add independently normally distributed
“shocks” €; on each value separately, as described in (7.1). The mean of ¢; is zero and for the
standard deviation o, we use the set ¢ € {0.5,1}. Note that for o there exist, by our best
knowledge, no benchmark values since in most studies, the values in d are assumed to be fixed
and the random variation is included in the vector a.

When the debt ownership matrix is generated, integration parameters within the range of ! €
{0,0.05,0.5,0.95} are used. Possible integration parameters for equity ownership matrices are
taken from 7° € {0,0.025,0.25,0.475}, where each value is half the associated debt integration.
The justification for this approach is that equity cross-ownership is probably commonly less
pronounced than debt cross-ownership. Further, we want to avoid possible cross-ownership
entries lager that 0.5 since this would mean that a firm is owned by majority by another firm
in the system. Our choice of the interval of possible integration levels is based on the work of
Elliott et al. (2014) who use integration parameters from 0.1 to 0.9. Note that in Gouriéroux
et al. (2012) there is an example of a financial system with m = 1 consisting out of the n =5
largest French banks. In this system, the integration levels of equity and debt are given by

129



p® = 0.036 and p' = 0.0502. Even though this is only a small system, it indicates that the
integration levels are probably much smaller in practice.

For non-random ownership matrices, the remaining parameter to define is A. Beside ring
(A = 1) and complete (A = 0) ownership matrices, we use the intermediate value of A\ = 0.5
in our study. In random ownership matrices, we further need to specify the diversification
parameter p. We choose with p € {0.05,0.5,0.95} three different parameter values. Note that
for p = 0 we obtain ownership matrices with only zero entries and that for p = 1 we will
get a complete ownership matrix. To retain the random character of the ownership matrices,
we therefore choose values strictly larger than zero and strictly smaller than one, unlike other
studies such as Nier et al. (2007) who allow p to become 0 and 1.

For every possible combination of the input parameters shown in Table 7.1, we generated
N = 1000 realizations of the same financial system and one such realization is denoted as a
simulated system in the following. The number of N = 1000 is the same than in Elliott et al.
(2014). Additional simulations show that the results are fairly stable for N = 1000, which is why
we view the number of 1000 repetitions as reliable. Note that in other papers, smaller numbers
of repetitions are also considered such as N = 100 as in Nier et al. (2007).

Table 7.1: Overview of the investigated parameters of the simulation study and the ranges of
the utilized values.

General Setting
Number of simulations N = 1000

System size n € {5, 10, 25,50, 100}
Exogenous assets a=1,=(1,...,1)!
Tolerance level e=10"3

Liability structure

Debt values d€{0.5,1,1.5,2}
Standard deviation of ¢; o € {0.5,1}

Ownership structure

Debt integration r! € {0,0.05,0.5,0.95}
Equity integration r? € {0,0.025,0.25,0.475}
Diversification p°, p! € {0.05,0.5,0.95}
Mixing parameter AL € {0,0.5,1}

Notes: The diversification parameters p° and p' are used only for
financial systems with a random ownership structure, t he mixing
parameters A’ and ' only for systems with a fixed ownership

structure. The setting ¢ = 1073 was used in every algorithm
or subalgorithm in which the specification of a tolerance level is
needed.

As shown in Table 7.1, the following parameters are needed for the simulation of a financial
system: n, d, o, !, 70 and either A%, A\! in case of non-random ownership matrices or p°, p
for random matrices. Every possible combination of parameters is considered in the simulation
study. Since there are five possible values for n, four for d, two for o, four for each value of r!
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and 79 and three values for each diversification level, this leads to
2.(5-4-2-4-4-3-3):11520 (7.20)

different scenarios to define the shape of F in total. The factor 2 stems from the fact that
we consider random and non-random ownership matrices. Note that we exclude the parameter
combinations in which both 7% = 7! = 0 since then, no cross-holdings are present. In total,
this concerns 720 = 2 - (5-4 -2 -3 - 3) scenarios which is why only 10800 scenarios of different
parameter combinations are considered.

To get a better impression about the question in how many of the scenarios the firms are more
likely to be in default or more likely to be solvent, we calculated for fixed ownership matrices
and a value of ¢ = 0 the corresponding fixed points for every possible parameter combination.
Since in this situation all firms have identical recovery values, we checked whether one of the n
firms is in default or solvent. The result is that for n = 5,10, 50 the firms are in default in 25%
of all scenarios and for n = 25,100, about 29% of the firms are not solvent. This means that
we can assume that for the majority of the considered scenarios, most firms are solvent which
seems realistic for practical purposes.

7.2.2 Output Parameters

The main goal of the simulation study in Section 7.5 is to compare the different algorithms with
one another to find out whether there is a most efficient algorithm. We therefore want to find
the algorithm that minimizes the calculation effort to find the solution R*. The calculation costs
of a single iteration step, i.e. the total costs that are needed to get from iterate R* to R**1, are
quantified with the Landau symbol (Big O notation), where O(n) means that the time 7'(n) to
compute a problem of size n grows at the rate n. For the Picard Iteration, the most expensive
calculations are multiplications of a matrix with a vector. According to Dahlquist and Bjorck
(2008), this results in costs of O(n?). The two other iteration techniques given by the Elsinger
and the Hybrid Algorithm are more expensive, since linear equation systems have to be solved
with costs up to O(n?) (cf. Dahlquist and Bjorck, 2008).

Beside the costs of an iteration step, the convergence speed is the second crucial parameter to
assess the algorithm efficiency. Even though Elsinger and Hybrid Algorithm are computationally
more intensive to conduct, we have seen in the Propositions 4.11 and 4.19 that they will not
require more iteration steps to reach R* sufficiently close than the Picard Algorithm. Therefore,
a tradeoff-situation is given between computational costs and convergence speed of the Picard,
the Elsinger and the Hybrid Algorithm. The convergence speed is usually described by the
convergence order.

Definition 7.11 (Dahlquist and Bjorck (2008)). A series of iterates R* with limy_,., R* = R*
is said to have convergence order equal to ¢ > 1 if for some constant 0 < ¢ < oo,

L N

k—oo ||RF —R*[|7 (721)

For ¢ =1 and ¢ < 1, we have a linear convergence order.

In order to show that the three non-finite algorithms have at least a linear convergence, we
need to prove the following Lemma first.
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Lemma 7.12. For the Picard Algorithm (Algorithm 1), for the Elsinger Algorithm (Algorithms
3 and 11) and for the Hybrid Algorithm (Algorithms 6 and 12) it holds for the iterates R that

IR — R < 1™ R* — R7|, (7.22)

where ™ = max{||M™|],...,|[M°||} and R* is the solution of the corresponding financial
system.

Proof. Let us first consider the case of only one seniority class (m = 1) and the Picard Algorithm,
i.e. we have the norm

IRF — R = H< min{d’, a + Mr*! + MOr¥0} — min{d’, a + M'r *1+M0 *0} )H

a_1_1\/‘[1 kl—I—MO k,0 dl) (a+M1 1—|—M0

(7.23)
We check validity of (7.23) for each firm i € N separately and start with the decreasing version
of the algorithm. To this end, we need to consider the following cases.

(i) Let i € D* and i € D(R*):

||Rk+1 o R*HZ _ ’a + erk;,l + MOI‘k’O —a— er*,l _ MOI‘*’O|7;

_ ‘(Ml(rk,l ) MO(eR0 r*,o)) ' (7.24)
i
>0
(ii) Let i € D* and i ¢ D(RF):
HRk—I—l _ R*”z — ‘dl —a— Mlrt! = MOI'*’O|1' + |a_|_ erk,l + MOI.k,O _ d1|i
_ ‘(Ml(rk,l ) £ MO(eR0 r*,o)). ' (7.25)
7
>0
(iii) Let i ¢ D*:
IR —R*|; = |d" — d'[; + [M'rh" + MOrH0 — M'rt! — MO0
_ |(M1(rk,1 ) MO(rR0 r*,o)) (7.26)
i
>0
It has therefore been established that
HRk—H o R*H _ HMl(I‘k’l - I‘*’l) + MO(rk,O _ r*,O)H

< IV [t = MO (e (7.27)

< ImaXHRk . R*H

For the increasing version, we also have to take three cases into account.

(i) Let i € D(R¥) and i € D*. This is analogous to case (i) of the decreasing version but with
the difference that the i-th component of the sum in the norm is smaller or equal to zero.
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(ii) Let i € D(RF) and i ¢ D*:
||Rk—|—1 o R*Hz — |a+ erk,l + MOrk,O _ d1|2 + | _ (a+ er*,l + MOr*,O _ dl)‘z

(7.28)

7

— ‘ (Ml (rkz,l _ I‘*’l) + MO(rk,O _ I‘*’O))

-~

<0

(iii) Let i ¢ D(RF¥). This is equivalent to case (iii) of the decreasing version with the same
change of the sign as in (i).
For the other algorithms (Elsinger, Hybrid) the argumentation is very similar. If systems with

m > 1 are considered, the argumentation also stays the same with the difference that more case
differentiations have to be taken into account. O

Corollary 7.13. Under Assumption 5.6, Picard, Elsinger and Hybrid Algorithm have at least
a linear convergence order.

Proof. Together with Lemma 7.12 it holds for the three algorithms that

) HRkJrl _ R*”
lim ————— <™ <1 7.29
o [RE-RY| —0 (7.29)
from which the linear convergence follows immediately. O

However, we could not show a higher convergence order which prevents the application of an
efficiency index to compare the different iteration techniques, see Dahlquist and Bjorck (2008) for
more details. For Trial-and-Error Algorithms the comparison of the procedures on an analytical
way becomes even more complicated because of the additional aspect that a pseudo solution
with costs O(n?) is calculated after some undefined number of iteration steps.

Because of these reasons, the comparison of the different methods on an analytical basis seems
impossible. This is why we measured the time that was needed to execute an algorithm and
considered this value as the primary output of our simulation. Though this measure strongly
depends on the processor speed and memory capacity of the computer, it allows an objective
comparison of the different algorithms. The simulations were conducted on a computer with
2.4 GHz and 32 GB RAM, the software used was R (R Core Team, 2014). The runtime in
the subsequent sections is defined as the total time measured in seconds that was needed to
determine the N = 1000 solutions of each simulated system for a given combination of input
parameters. Beside the runtime, we also documented the iteration and calculation steps needed
to reach the solution of the current financial system. Recall that in Section 4.2 we introduced
the expressions iteration step and calculation step, where a calculation step was — basically —
the solution of a linear equation system and an iteration step included all type of computations
to get from iterate R¥ to the next iterate R¥*1, k > 0.

In Section 7.3, another simulation target is to investigate whether the decision rules in (6.74)
and (6.109) lead to acceptable results. Apart from the actual runtime, we therefore also assessed
the goodness of the decision rule by comparing the number of iterations that are needed to
approach the fixed point R* sufficiently close. For the Picard Algorithm, these numbers are
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defined as
kgreat := min{k € N : | ®F (Rgreat) — 1 (Rgpeat)|| < €},
ksmall := min{k € N : [|®"(Rgpnan) — @1 (Raman) || < €}, (7.30)
kopt := min{k € N : || ®" (Ropt) — "1 (Ropt)|| < €},

with Ropt defined as in (6.74). The choice of Ropy was “right” if kopy = min{kgreat, Ksman} which
leads to the error rate of the Picard Algorithm defined as

_ ‘{l S {1, ... ,N} : k(l)pt 7& min{k{great’ kémall}}‘
N

where the index [ = 1,..., N denotes the corresponding simulated system. In a similar way, the
error rates eg and ey are determined for the Elsinger and the Hybrid algorithm, where Rgreat is
replaced by (r3eat, T (Tareat))s Rematt by (ripan r°(rl 1)) and Repy is calculated using Equation

(6.109).

In Section 7.4, we address the issue of finding an optimal lag value. Suppose that for a given
combination of input parameters, we have generated N simulated systems. We ignore for a
moment the direction of the Trial-and-Error Algorithm and assume that we have determined
for the Trial-and-Error Picard (TP), the Trial-and-Error Elsinger (TE) and the Trial-and-Error
Hybrid Algorithm (TH) for a lag value 2 <1 < 5 the first potential default set @ng (1), @%E(l)
and @%H(l) where j = 1,..., N. In case of the Trial-and-Error Picard Algorithm we define

: 1, if DLo(l) # D*
) =4 () # 77, (7.32)
0, else,

€p : € [0,1], (7.31)

and analogously ejTE(l) and ejTH(l) for the TE and TH Algorithm, respectively. The error rate
for the TP Algorithm for the lag value [ is then given by

1L
erp(l) = > ) €[0,1]. (7.33)
j=1

In the same way the error rates erg(l) and ey (1) are defined.

Before we report the simulation results, we introduce abbreviations for the algorithms. The
short name of an algorithm consists out of three different components. In the first component,
the direction is determined, where we distinguish between the two directions “Decreasing” (D)
and “Increasing” (I). The second component describes the algorithm class for which “Trial-and-
Error” (T), “Sandwich” (S) or no letter at all is possible for the non-finite algorithms of Section
4.1. Finally, we have to specify the iteration technique, where “Picard” (P), “Elsinger” (E)
and “Hybrid” (H) are possible. Putting these letters together leads to a particular algorithm
of Chapter 4. For instance, DP stands for the Decreasing Picard Algorithm or I'TH for the
Increasing Trial-and-Error Hybrid Algorithm. If we use the letter O instead of one of the two
directions D or I, this means that the optimized version of the Algorithm is used. OP therefore
stands for the Optimized Picard Algorithm (Algorithm 18) and OTE means that the Optimized
Trial-and-Error version of the Elsinger Algorithm is applied, where the starting vector was
calculated via the decision rule in (6.109). Note that for the Sandwich Algorithms the first
letter that denotes the direction is suppressed since no particular direction has to be determined
for this type of procedure. The abbreviation SP therefore stands for the Sandwich Picard
Algorithm.
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7.3 Optimizing Non-finite Algorithms

Before presenting the results of the simulation study in detail, we point out that when the error
rate as in (7.31) is the output parameter of interest, situations in which a > d must not be
taken into account.

Lemma 7.14. For financial systems F with a > d, it holds that R* = Rgreat. Further, both
decision rules in (6.74) and (6.109) have as a consequence that the initial starting vector is equal

to R*.
Proof. Check that if a > d, it holds that
rear = (In = M%) Ha+M'd —d) = r’(d") (7.34)
and, obviously, Rgreat = R*. Moreover, Ryman = (d, (a — d)) and
M r? 0 —(L, = M) s = — (@a+ M'd - d) . (7.35)

great rgreat =

It follows that Agart defined as in (6.74) becomes

Agtart = {Ha + M'd —d + Mor(g)reat - I‘greatH — | M!d + M°(a — d)|
%Ha +Mld-d+ Morgreat — rgreatn —M'd + MorgreatH
_[—IM'd+ M (a—d)| 7.36)
- {llMld + MO0
<0.

Therefore, R? = Rgreat for the Picard Algorithm. In case of the Elsinger or the Hybrid Algo-
rithm, R? is chosen according to (6.109), where we obtain with a similar argumentation that
R = (d,r’(d)) = R*. O

Firms with a; > d; are referred to as super-hedged in Fischer (2015). A consequence from
Lemma 7.14 is that if the financial system consists only out of super-hedged firms, no empirical
analysis about the decision rule is necessary. However, since the entries of d in the study are
not chosen fixed but with a random variation, we also include scenarios in which d < 1 into our
simulation.

7.3.1 Results

In case of financial systems with a non-random ownership structure the mean error rate over
all considered 5400 scenarios is 0.094 for the Picard Algorithm, 0.050 for the Elsinger and 0.017
for the Hybrid Algorithm. Table 7.2 lists on the left hand side these overall error rates and the
error rates grouped by every input parameter for systems with non-random ownership matrices.
Beside these data, we also found that there are 390 parameter combinations for the Picard
Algorithm with an error rate higher than 0.5 and corresponding numbers of 167 and 20 for the
Elsinger and the Hybrid Algorithm (numbers not shown in Table 7.2). A first insight is that
the size of a financial system has almost no influence on the error rate since the rates are for
every algorithm almost constant for the different values of n. Only a slight tendency that the
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Table 7.2: Mean error rates defined in (7.31) grouped by the simulation parameters for systems
with fixed and random ownership structure. In the last three rows of the table with
the label “total”, the mean error rates over all parameters are shown.

Fixed ownership matrices Random ownership matrices
n n
5 10 25 50 100 5 10 25 50 100
P 0.080 0.098 0.095 0.097 0.098 0.093 0.104 0.116 0.114 0.094
E 0.040 0.045 0.052 0.056 0.055 0.057 0.060 0.075 0.074 0.061
H 0.017 0.015 0.013 0.016 0.023 0.022 0.023 0.021 0.019 0.022
7“0 T'O
0 0.025 0.25 0.475 0 0.025 0.25 0.475
P 0.104 0.092 0.105 0.076 0.117 0.100 0.114 0.088
E 0.104 0.074 0.031 0.003 0.119 0.080 0.049 0.028
H 0.002 0.032 0.024 0.005 0.003 0.031 0.028 0.020
rl rl
0 0.05 0.5 0.95 0 0.05 0.5 095
P 0.051 0.014 0.024 0.275 0.045 0.016 0.041 0.299
E 0.000 0.012 0.026 0.148 0.003 0.015 0.042 0.186
H 0.000 0.005 0.020 0.039 0.003 0.005 0.025 0.049
)\0 pO
0 0.5 1 0.05 0.5 095
P 0.087 0.089 0.104 0.111 0.102 0.099
E 0.050 0.049 0.049 0.075 0.062 0.060
H 0.016 0.015 0.019 0.024 0.021 0.020
)\1 pl
0 0.5 1 0.05 0.5 095
P 0.079 0.092 0.110 0.133 0.100 0.080
E 0.044 0.050 0.055 0.082 0.065 0.050
H 0.012 0.015 0.024 0.034 0.018 0.013
d d
0.5 1 1.5 2 0.5 1 1.5 2
P 0.096 0.101 0.090 0.087 0.104 0.110 0.101 0.101
E 0.041 0.045 0.054 0.058 0.053 0.057 0.071 0.081
H 0.010 0.011 0.019 0.027 0.017 0.015 0.024 0.030
o o
0.5 1 0.5 1
P 0.017 0.170 0.050 0.158
E 0.006 0.093 0.032 0.099
H 0.004 0.030 0.014 0.029
total total
P 0.094 0.104
E 0.050 0.065
H 0.017 0.022
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error rates increase for increasing n can be observed. The same statement holds for the equity
integration 7° as well, with the difference that the error rates here tend to decrease for higher
integration values. One of the strongest influence parameters is the debt integration which can
be concluded from a disproportional high increase of the error rate when 7! reaches its highest
value of 0.95 compared to lower values. Note that this change is much smaller for the Hybrid
Algorithm. The parameters A\? and A! seem to be minor influence parameters that hardly affect
the error rate. We indeed detect increasing error rates for increasing values of both A\? and A,
but the growth is relatively small. Though the error rates for the differing values of the debt
level d reveal no noticeable results, we see that the standard deviation of the random values
that are added on d has a strong effect on the rates. Mean error rates for 0 = 1 tremendously
increase compared to o = 0.5. In Table B.1 in the Appendix, the error rates are listed in more
detail grouped by the system size, the debt values and the values for o. In particular, we list
the mean rates for all parameters combinations in which r! = 0.95 is given to stress the fact
that for the combination of a high debt integration and a value of o = 1, there seems to be some
kind of interaction effect on the error rate.

If the ownership matrices are randomly generated we get very similar impressions. At a global
level, the Hybrid Algorithm has with 0.022 the lowest mean error rate over all scenarios, followed
by the Elsinger (0.065) and the Picard Algorithm (0.104), as can be seen on the right side of
Table 7.2. The number of all possible 5400 scenarios with mean error rates over 0.5 was a bit
higher compared to systems with a fixed ownership structure. For the Picard Algorithm, the
number was 414, for the Elsinger Algorithm 216 and 26 for the Hybrid Algorithm. Investigating
the relevant columns of Table 7.2, we detect that the assertions made on the influence of the
simulation parameters for fixed ownership matrices also hold for the most parts if random
matrices are considered. The values for n, p¥, p', 7 and d have no severe influence on the
error rates, the debt integration level and the values of o, however, do have a more significant
influence. As was the case for non-random ownership matrices, the rates heavily increase for
rl = 0.95 and 0 = 1. We expected some interesting results for high integration values and
low values of the corresponding diversification due to an disproportionally increased variance of
the entries in the ownership matrices in these situations (see Example 7.10) but there were no
noticeable results, as Table B.2 in the Appendix demonstrates.

Concerning the second output parameter, the runtime of the procedures, we find somewhat
contradictory results. In case of non-random matrices, the optimized versions of the algorithms
are mostly slower than their increasing and decreasing counterparts. For instance, there are
only 9 parameter combinations where the calculation time of the optimized version of the Picard
Algorithm was less than for the increasing and the decreasing version simultaneously. For the
Elsinger Algorithm, there was one such combination and even no combination for the Hybrid
Algorithm. The same statements hold for the simulations with random ownership matrices.
Here, there are 6 combinations in which the Optimized Picard Algorithm is faster than the
other two versions, two for the Elsinger and no ones for the Hybrid Algorithm. See also Table
7.3 where the mean runtimes are grouped by the system size that obviously has a strong influence
on the runtime. For the other simulation parameters we found no remarkable effects on the mean
runtime which is why we omitted further tables.

7.3.2 Discussion

The error rates as the prior output of this part of the simulation study show, that the optimized
versions for the algorithms clearly work with respect to the minimization of iteration steps. For
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Table 7.3: Mean Runtime grouped by the system size n for systems with fixed and random
ownership structure.

n (Fixed ownership matrices) n (Random ownership matrices)
) 10 25 50 100 ) 10 25 50 100

DP 1541 1864 2377 3.413  8.550 1.404 1.721 2.363 3.507 8.641
IP 1986 2242 2.692 3.618 8.085 1.594 1.912 2.588 3.691  8.214
OP 2474 2859 3.482 4.837 11.637 2.294 2,681 3.479 4977 11.669
DE 1597 1913 2701 4.617 14.237 1.568 1.908 2.830 4.820 14.514
IE 1833 2185 3.027 5.098 15.519 1.634 2.037 3.048 5.240 15.722
OE 3.166 3.576 4.754 7.824 23.838 3.071 3.562 4.899 8.024 23.278
DH 1837 2151 3.066 5.801 19.452 1.816 2.105 3.070 5.477 17.207
IH 2133 2508 3.304 5.091 13.718 1.872  2.262 3.253 5.007 13.081
OH 4.171 4.690 6.142 10.561 32.667 4.006 4.506 6.152 9.993 29.743

all three algorithms we find only small error rates in most considered scenarios. In particular
the error rates for the Elsinger and the Hybrid Algorithms are even smaller than for the Picard
Algorithm. This is a strong indication that the approach of choosing an optimal starting point
in Section 6.2 is justified regarding the minimization of iteration steps, even though we identified
some mathematical problems in association with the decision rule for the two algorithms. In
line with these findings is the fact that the number of needed iterations to reach R* is also
minimized as shown in Table B.9 in the Appendix.

A common property for both types of scenarios, with random and non-random ownership
matrices, is that a higher standard deviation of ¢ leads to higher error rates. We also identify
that an increase of the debt integration up to 7' = 0.95 strongly increases the error rates at least
for the Picard and the Elsinger Algorithm. For most parameter combinations with error rates
lager than 0.5, i.e. in which a wrong selection appears in the majority of times, the minimum
starting vector is chosen by the decision rule instead of the maximum starting vector for which
the iteration number would have been minimized. However, we also notice that the consequences
of such a wrong decision are not too severe. For systems with non-random ownership matrices,
the maximum number of additional iteration steps that have to be performed unnecessarily is
4. In case of random ownership matrices, the highest discrepancy is with 3 unnecessary steps
even smaller.

Taking the runtime of the procedures as an orientation, we have to state that the usage of
the optimized versions should not be recommended since the runtime is for almost all scenarios
higher compared to the decreasing and the increasing versions. We show in our simulation that
almost no additional iteration steps have to be performed when using the optimized versions.
Therefore, the only reason for the higher runtime must be that checking the decision rule is
computational more costly and does not compensate the savings of the runtime.

In order to decrease the computational effort of the decision rule, a possible improvement could
be to omit the case differentiation when determining Aggare in (6.72) — (6.73) and in (6.110) —
(6.111). This is because additional results suggest that in most cases, the differentiation is
unnecessary since both equations would lead to a value of Agart with the same sign and hence
to the same decision for the starting point. Another modification concerns the estimate of the
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iteration error for R? = Rgreat in (6.63) which was for the k-iteration given by

m m
1. %1 l
a+ZMr —ngreat
=0 =0

Since (7.37) contains the fixed point R*, the norm cannot be calculated a priori which is why we
only used (6.62) as an upper bound of the k-th iteration error in case of R? = Rgrear. However,
an upper bound for (7.37) is given by

([max)k : (7.37)

m m m m
x\k 1.1 l 1.0 l
(Ima ) maX{ a+ Z M Fsmall — Z Foreat|s [& + Z M Foreat — Z Foreat }' ’ (738)
=0 =0 =0 =0

i.e. we set one time R* = Rgpay and one time R* = Rgreat in (7.37) and take in every component
the maximum of the absolute values of the two results. Additional simulations suggest that in
some situations, the estimate in (7.38) is indeed smaller than the one in (6.62) that we used in
the simulation study. This might further increase the accuracy of the decision rule.

Because of the fact that the runtime is almost always higher for the optimized versions, we
do not use the Optimized Picard, Elsinger and Hybrid Algorithm for our investigation of the
algorithm efficiency in Section 7.5 and use only the increasing and the decreasing versions of the
Picard, Elsinger and Hybrid Algorithm.

7.4 Optimizing Trial-and-Error Algorithms

Recall that when utilizing the Trial-and-Error Algorithms of Section 4.2.1 to calculate R*, we
talk of the Optimized Trial-and-Error Algorithm if Rop is used as the initial iterate RC. In case
of the Optimized Trial-and-Error Picard Algorithm, Ry is given in (6.74) and for the Elsinger
and Hybrid version of the Optimized Trial-and-Error Algorithm, the initial iterate is determined
via (6.109). The error rate considered in this section is defined in (7.33), and the optimization
relates to a minimization of this error rate with respect to the lag value.

7.4.1 Results

The overall mean error rates for both non-random and random ownership matrices are given in
Table 7.4. As expected, the fraction of events where the first potential default set is not the
actual default set, decreases for higher lag values. Comparing the error rates for the different
versions of the algorithms in Table 7.4 with each other, we obtain the common picture that the
decreasing version has the smallest rates compared to its increasing and optimized counterparts.
Another result is that for both types of ownership matrices we notice that there is no simulation
parameter with a strong effect on the error rate. For all possible levels of every simulation
parameters the rates stay approximately constant which is why we omit tables that list the
error rates grouped by the single parameters.

Taking the runtime as the output into account, we first see that the overall means are smallest
for the smallest lag values (cf. Table 7.5). Second, we observe that algorithms that start with
Rpt have a lower performance concerning the runtime. In almost all scenarios of combinations,
the optimized version of the algorithms needs more time than the increasing or the decreasing
version. For non-random ownership matrices and a lag value of | = 2 there are 8 out of 5400

139



Table 7.4: Mean error rates defined in (7.33) over all simulation parameters grouped by the lag
value for systems with fixed and random ownership structure.

Fixed ownership matrices Random ownership matrices
=2 =3 [=4 [=5 =2 [=3 =4 1=5

DTP 0.058 0.018 0.006 0.002 0.058 0.017 0.006 0.002
ITP 0.092 0.029 0.010 0.004 0.080 0.024 0.008 0.003
OTP 0.063 0.020 0.007 0.003 0.060 0.018 0.006 0.002
DTE 0.019 0.003 0 0 0.019 0.003 0 0

ITE 0.031 0.006 0.002 0 0.028 0.005 0.001 0
OTE 0.020 0.003 0.001 0 0.020 0.003 0.001 O
DTH 0.002 0 0 0 0.002 0 0 0
ITH 0.002 0 0 0 0.002 0 0 0
OTH 0.002 0 0 0 0.002 0 0 0

scenarios in which the optimized version of the Trial-and-Error Picard Algorithm was fastest, 7
for the Elsinger and no combination of the Trial-and-Error Hybrid Algorithm. If the matrices
were randomly generated, the associated numbers are 14 (Picard), 6 (Elsinger) and 0 (Hybrid).
Moreover, we observe that there is — beside the size n of the system —no other influence parameter
that strongly affects the runtime. The mean runtimes grouped by n for every value of [ are listed
in Table B.3 in the Appendix.

Table 7.5: Mean runtime over all simulation parameters grouped by the lag value for systems
with fixed and random ownership structure.

Fixed ownership matrices Random ownership matrices
=2 1=3 1[=4 1[=5 =2 1=3 1[=4 1=5

DTP  4.620 4.996 5.460 5.913 4.323 4.680 5.101  5.543
ITP 4.681 5.011 5453 5.913 4.358 4.684 5.099 5.531
OTP  6.290 6.681  7.148  7.649 5919 6.294 6.725  7.183
DTE 6.859 7.846 8831 9.819 6.563  7.493  8.458  9.412
ITE 7.289  8.266  9.257 10.286 6.962 7.888 8873  9.838
OTE  9.781 10.752 11.738 12.745 9.320 10.2v1 11.251 12.221
DTH 4.908 6.517 8.158  9.762 4590 6.117 7.644  9.178
ITH 4.805 5953 7.056  8.122 4.581 5.692 6.781 7.814
OTH 10.133 11.504 12.833 14.120 9.842 11.128 12415 13.676

7.4.2 Discussion

A consequence of the relatively small error rates is that all Trial-and-Error Algorithms converge
very fast in the sense that the first potential default set is in the majority of the considered
scenarios also the actual default set D*. Even for the smallest lag value of | = 2 the overall mean
error rates are, according to Table 7.4, for no procedure lager than 10%. Another conclusion
concerns the optimized versions of the algorithms: using Ropt does not affect the error rate in
the sense of a minimization. Compared to the decreasing versions of the algorithm, the rates
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are even slightly larger. Similar to the insights of Section 7.3, we also can observe here that
the saved iteration steps due to the choice of an optimal starting point does not compensate
the calculation effort that is needed when determining Rqp¢. Together with the fact that all
three optimized versions of the algorithms require more computation time than their increasing
and decreasing counterparts, the usage of the Optimized Trial-and-Error Picard, Elsinger and
Hybrid Algorithm is not recommended.

For these reasons, we exclude the optimized versions in the part of the study where the
algorithm efficiency is investigated (Section 7.5) and use for this purpose only the Increasing
and Decreasing Trial-and-Error Algorithms. Additionally, we choose a setting of [ = 2 for the
lag value for every algorithm since on the one hand the error rates are acceptable and on the
other hand, even more important, the overall mean runtime as the primary output is minimized
for the smallest possible lag value.

7.5 Analysis of Algorithm Efficiency

In line with the insights of the Sections 7.3 and 7.4, we exclude the optimized versions of each
procedure since no essential improvement of the runtime is achieved when R? = Ropt. For all
Trial-and-Error Algorithms, a lag value of [ = 2 is used.

7.5.1 Results

In Table 7.6 we see an overview of the runtimes grouped by the system size which is the strongest
influence parameter on the runtime. As expected, the mean runtime needed to find R* increases
with increasing system sizes. The minimum runtime for all algorithms with non-random own-
ership matrices is 0.35 seconds, in a scenario with n = 5 where the Decreasing Trial-and-Error
Hybrid Algorithm was applied and the maximum runtime is 52.834 seconds for n = 100 and
the Decreasing Hybrid Algorithm. In systems with random ownership matrices, the minimum
is 0.349 seconds (n = 5 and Decreasing Trial-and-Error Hybrid Algorithm) and the maximum
runtime is given by 61.8 seconds for n = 100 and the Increasing Elsinger Algorithm. Beyond
the runtimes for single parameter combinations, we observe in Table 7.6 that the mean runtime
over all considered scenarios becomes minimal for the Sandwich Picard Algorithms for systems
with n = 5,10,25 compared to all other algorithms. For large systems, i.e. for n = 50,100
the fastest method is the Picard Algorithm, where for n = 50, the decreasing and for n = 100,
the increasing version of the procedure yields the best performance. These statements hold for
systems with non-random as well as for systems with random ownership matrices.

In Section B.3 in the Appendix, the results when investigating the influence of the other
simulation parameters on the runtime are shown. The integration parameter seems to have
an influence on the algorithm efficiency. We observe increasing runtimes for increasing equity
integration levels and an increase in the runtime for debt integration levels up to a level of
r! = 0.5 as shown in the Tables B.5 and B.6. The same findings can be reported for the debt
values, i.e. error rates tend to be higher for higher values of d (cf. Table B.4). In Table B.4
it also becomes visible that the runtime increases if ¢ = 1 compared to situations in which
o = 0.5 The differences of the runtimes for different diversification parameters are negligible
small (see Tables B.7 and B.8) which is why we conclude that the diversification does not affect
the algorithm efficiency.
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Table 7.6: Mean runtime for each considered algorithm grouped by the system size n for systems
with fixed and random ownership structure.

n (Fixed ownership matrices) n (Random ownership matrices)
) 10 25 50 100 5) 10 25 50 100

DP 1.541 1.864 2377 3.413 8.550 1.404 1.721 2363 3.507 8.641
P 1.986 2.242 2.692 3.618 8.085 1.594 1.912 2.588 3.691 8.214
DE 1.597 1.913 2.701 4.617 14.237 1.568 1.908 2.830 4.820 14.514
IE 1.833 2.185 3.027 5.098 15.519 1.634 2.037 3.048 5.240 15.772
DH 1.837 2.151 3.056 5.801 19.452 1.816 2.105 3.070 5477 17.207
IH 2.133 2.508 3.304 5.091 13.718 1.872  2.262 3.253 5.007 13.081

DTP 1775 1.940 2.478 4.112 12.794 1.715 1.914 2.469 3.985 11.532
ITP 1884 2.099 2.672 4.290 12.460 1.811 2.020 2.621 4.125 11.213
DTE 2450 2.789 3.582 6.239 19.236 2.361 2.688 3.529 5.934 18.306
ITE 2757 3.036 3.844 6.626 20.180 2.619 2879 3.734 6.257 19.318
DTH 1.267 1.603 2.329 4.453 14.886 1.335 1.646 2.387 4.304 13.278
ITH 1872 2.218 2906 4.618 12.409 1.739 2.063 2.877 4.536 11.691

SP 1.205 1.389 1.939 3.474 10.373 1.144 1.317 1.912 3.381 10.034
SE 1.290 1.513 2.185 4.113 13.183 1.218 1.425 2.143 4.036 13.365
SH 1.489 1.792 2.607 4.773 14.933 1.370 1.680 2.580 4.713 14.692

7.5.2 Discussion

The simulation results suggest that the Picard Iteration is for the three classes of algorithms
(non-finite, Trial-and-Error, Sandwich) in almost all situations the most efficient method to
obtain the next iterate. For the class of Trial-and-Error Algorithms, the Hybrid versions of the
algorithms are sometimes faster than their counterparts from the Picard version, as can be seen
in Table 7.6. But for the other two classes, i.e. the non-finite and the Sandwich Algorithms
the mean runtime over all parameters always becomes minimal for one version of the Picard
Algorithm. The Elsinger and the Hybrid Algorithms resulted in a series that will not need more
iterates than the Picard method. This faster convergence, however, was accompanied with the
fact that the single iteration steps have higher computational costs. With the results of the
simulation in mind we can now say that in the majority of considered situations, the higher
convergence speed does not compensate the additional computational costs. Another main
results is that the size of the financial system determines which algorithm class should be chosen
to find the solution. For small sample sizes, the Sandwich Algorithms have the smallest runtimes
and the larger n becomes, the better becomes the performance of the non-finite algorithms — at
least the Picard Algorithm.

Let us also mention the separate comparison of increasing and decreasing version of each
algorithm. We observe that the runtime for the Decreasing Elsinger and the Decreasing Trial-
and-Error Elsinger is always less than the time of their increasing counterparts. With the small
exception for n = 100, the same statement holds for the Picard and the Trial-and-Error Picard
Algorithm as well. This result can probably be explained by the fact that the situations in which
many or all firms of the system are in default are relatively rare, see also the comments at the end
of Section 7.2.1. In such cases, the starting vector Rgreat Or (d,r%(d)) that assumes maximal
debt payments tends to be closer to the solution than the starting vector of the increasing
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version and needs less iteration steps and therefore less runtime to reach the stopping criteria.
For the Hybrid and the Trial-and-Error Hybrid Algorithm, however, we see that for n = 100 the
performance for the increasing version becomes essentially better than the one for the decreasing
version. An explanation for this behavior might be that for the increasing version, a Picard-
type algorithm (Algorithm 5) is used to obtain the next debt components instead of Algorithm
4 that solves linear equation systems which is utilized in the decreasing version. One of the
main results of the simulation is that for large systems, the simple application of the mapping
is preferable to procedures in which potentially many linear equation systems have to be solved
which is reflected in this situation too.

Table 7.7: Mean runtime over all parameters for Decreasing Picard, Elsinger and Hybrid Algo-
rithm for different tolerance levels ¢.

¢ (Fixed ownership matrices) ¢ (Random ownership matrices)

10-%  107* 107° 10°° 10 107 107" 10°°

DP 1.541 1.811  2.081 2.356 1.404  1.601 1.795 1.985

n=> DE 1.597 1.758 1.952  2.140 1.568 1.707 1.843 1.973
DH 1837 1920 2.060 2.162 1.816 1.928 2.019 2.105

DP 1.864  2.165 2.500  2.826 1.721 1971 2.239  2.505

n=10 DE 1913 2151 2392 2.638 1.908 2.078 2.284  2.487
DH 2151 2.269  2.434  2.589 2.105 2.226  2.358  2.484

DP 2337 2.764 3.183  3.582 2363  2.717  3.102  3.485

n=25 DE 2701 3.007 3.320 3.661 2.830 3.085 3438  3.788
DH 3.056 3.233 3.452  3.688 3.070  3.291 3.534  3.767

DP  3.413 3.934 4492  5.007 3.507 4.017  4.572  5.141

n=50 DE 4617 5035 5.58  6.136 4.820 5226 5.825 6.416

DH 5.801 6.040 6.394 6.904 9477 5930 6.323  6.829

DP 8550 9.557 10.675 11.810 8.641  9.629 10.794 11.976
n =100 DE 14.237 14.805 16.397 17.990 14.514 15.885 17.609 19.308
DH 19.452 19.346 20.544 22.268 17.207 19.066 20.196 22.050

DP 3549 4.046 4586 5.116 3.527  3.987 4500 5.018
all n DE 5.013 5351 5.929 6.513 5.128  5.596  6.200 6.794
DH 6.460 6.562 6.977  7.522 5.935 6.488  6.886  7.447

We close this section by discussing the influence of the tolerance level ¢ of the algorithms.
Note that for the Sandwich and the Trial-and-Error Algorithms (except for the Increasing Trial-
and-Error Hybrid Algorithm) the tolerance level plays no role. For the non-finite algorithms,
however, the value of ¢ is obviously a crucial parameter that strongly affects the runtime. In
order to assess this influence more detailed, we performed an additional simulation study that
contains the same parameters than all other simulations above and measured the runtime for
three additional values of €. For clarity, we only take the decreasing versions of Picard, Elsinger
and Hybrid Algorithm into account in this simulation. The mean runtimes over all considered
parameters grouped by the tolerance level and system size are shown in Table 7.7.

The mean runtimes increase for the algorithms for increasing tolerances levels. For ¢ = 1079
and ¢ = 1070 this increase is that high that the Decreasing Picard Algorithm does not have the
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best performance for large financial systems (n = 50, 100) anymore as this is the case if ¢ = 1073,
see Table 7.6. We can therefore state that a high tolerance level leads to differing results as
the ones in the paragraphs above since then, the Sandwich Algorithms should be preferred even
for large financial systems which was not the case for a value of ¢ = 1073. Moreover, we only
considered financial systems with a = 1,, where this described tendency might only be small. For
systems with much larger values of a and d, we observed that the number of needed iterations for
the Picard Algorithm strongly increases. This is why we expect that for more realistic examples
or examples with real data, where a and d can take values up to one billion or higher, the
outperformance of the Sandwich Picard Algorithm will become even more obvious.

144



8 Summary and Outlook

This thesis represents a contribution to bring some order into the research area of systemic risk
and financial interconnectedness for two reasons. Firstly, we aimed at establishing a definition
of a financial system that is as general as possible and give associated model assumptions for a
unique payment equilibrium. We showed that the standard model defined in Section 2.2 is the
most general and flexible system and presented with the Elsinger Property the crucial condition
that has to be valid to ensure a unique fixed point. Moreover, if this property is violated, we
revealed the additional assumptions that have to hold to ensure the uniqueness of the solution. It
is our hope that the standard model can be established in literature to avoid confusion about the
compatibility of differing models and also to avoid that authors come to results about existence
and uniqueness of certain models being unaware of the fact that some other authors already
have came to similar results before. Secondly, this work is an attempt to survey the existing
valuation procedures to obtain the solution of a financial system. We described the properties
and the connections between the existing valuation algorithms on this field and generalized the
calculation techniques by mentioning both an upside and a downside version of the procedures.
While the existing algorithms generate iterates who are, under some circumstances, denied to
reach the payment equilibrium exactly, we developed a new class of algorithms that overcomes
this drawback. In a simulation study we discussed in which situation which algorithm should
be preferred to minimize the computational effort. The results suggest that the Picard Iteration
seems to be the most efficient method to obtain the next iterate and also that the Sandwich
Picard Algorithm tends to be the fastest calculation method for medium and small system
sizes. If in particular a high tolerance level for the class of non-finite algorithms is chosen, the
statement about the Sandwich Picard Algorithm even holds for large systems as well.

There are several issues that remain open for future directions of research. We mentioned
in Remark 3.16 that the stated regularity conditions, no matter which one, are only sufficient
conditions for the uniqueness of a financial system. The question whether there are necessary
conditions for the uniqueness of a pricing equilibria still remains open. Such informations could
be of interest for a regulatory authority (e.g. a central bank) since if a potential necessary
condition on a network is traceable not fulfilled, this means that the prices in a system are not
unique, i.e. the different firms eventually calculate with different prices in their balance sheets
leading to a potential instability of a financial network. An open problem is also the extension of
the standard model to a multi-period model in which prices are not only calculated at maturity
but at more than one clearing date. This issue is already mentioned in Eisenberg and Noe (2001)
but, as far as we know, has not been treated in a particular article yet. Concerning the different
iteration techniques (Picard, Elsinger, Hybrid), we think that it would be desirable to detect
higher convergence orders than only the linear convergence showed in Section 7.2.2. It would
also be interesting to investigate whether the conclusions of the simulation study stay the same
for other types of financial networks. This can be for instance networks with a core-periphery
structure in which the system consists of a small amount of larger firms and a relatively large
amount of small firms, see Elliott et al. (2014) or Awiszus and Weber (2015) for details. Another
network type is a so-called star formation described in Nier et al. (2007) that simulates a banking
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system with a central bank. Two last questions are clearly whether the simulation results of
this work also hold for financial systems with higher values of a and d and whether the findings
can be confirmed for systems with more than one seniority class.
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A Auxiliary Results

Lemma A.1. Let || - || be a not necessarily strictly convex norm on R™, and let ® be a map on
a nonempty convexr and compact set C C R™ which is non-expansive with respect to the norm-
induced metric. The set of fized points of ® in C is then nonempty, closed, and either a singleton,
or uncountable.

Proof. Much-refined versions of this result are known (e.g. Bruck, 1973). For convenience, a
short proof is given. Non-expansiveness implies that ® is (1-Lipschitz) continuous. The set of
fixed points is hence closed, and the Brouwer-Schauder Fixed Point Theorem (e.g. Rudin, 1990)
provides the existence of at least one fixed point. Assume now that x,y € C are two distinct
fixed points of . For v € C and € > 0, B.(v) = {w € C : ||w — v|| < ¢} is a non-empty, convex
and compact subset of C. For A\ € (0, 1), the intersection

Cx = By|ly—x/| (%) N By ly—x||(¥) (A1)

is non-empty (as it contains (1 — A\)x + Ay)), convex and compact, and it contains neither x,
nor y. By the triangle inequality, Cy, N Cy, = 0 for Ay # 2. Non-expansiveness implies that
®(Cy) C Cy. By Brouwer-Schauder, there exists a fixed point of ® in Cy. Hence there exist
uncountably many fixed points of ® in C. O

Lemma A.2. Let M € R™ ™ be an ownership matriz that possesses the Elsinger Property.
Then p(M) < 1, where
p(M) = max{|\;| : \; eigenvalue of M} (A.2)

is the spectral radius of M.

Proof. A well known result (cf. Rudin, 1990) is that p(M) < |[M]|| < 1. In case of |[M]| < 1
there is nothing to show, so we assume that ||M]|| = 1 which is no contradiction to the Elsinger
Property of M. We will show the claim by contradiction. To this end, assume that p(M) = 1.
For the corresponding eigenvalue v is must hold that v # 0 and Mv = p(M)v = v. We can
formulate this equation alternatively as

(I, — M)v = 0, (A.3)

Since M has the Elsinger Property, it follows by Elsinger (2009, Lemma 1), that (I, — M) is
invertible. But that means that there exists no vector v # 0 such that (A.3) is true. Hence,
v = 0 which is a contradiction and from which follows that p(M) < 1. O

Lemma A.3. Let M € R™" be an ownership matrix that possesses the Elsinger property. Then
(I, — M)~ exists and can be obtained via the Neuman expansion:

(I, —M)! = f: M", (A.4)
n=0

-1

where M? = 1,,. Consequently, the diagonal entries of (I, — M)~! are greater than or equal to

1 and the other entries are all non-negative.
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Proof. See Rudin (1990) for a proof. O

Proof of Theorem 2.7: A proof of Theorem 2.7 is necessary because related proofs in Suzuki
(2002), Gouriéroux et al. (2012) and Fischer (2014) rely on the assumption that |[MF|| < 1 for
all k =0,...,m, which is a stronger condition than the Elsinger Property, while Elsinger (2009)
considers an equation system which slightly differs from (2.9) — (2.11). In the equation system
of Elsinger, the recovery values are r¥ are subtracted instead of the nominal liabilities d* as in
(2.9) — (2.11). First, note that (2.9) — (2.11) can only have non-negative solutions. This is shown
in Fischer (2014, Lemma 3.5) under stricter matrix conditions, but because of Lemma A.3, it
is straightforward to see that the proof works in the same manner under the Elsinger Property.
The interval [Rsmali; Rereat] 18 convex and compact, where Rgpap is defined in (4.6) (for m = 1)
or (5.3) (for m > 1) and Rygreat is defined in (4.5) (for m = 1) or (5.1) (for m > 1), and ®(R) is
continuous in R. From Proposition 4.2, it follows that ®([Rsmall; Rereat]) C [Rsmall, Rgreat] for
m = 1 which can obviously be extended to systems with m > 1. Together with the Brouwer-
Schauder Fixed Point Theorem, it follows that at least one solution exists. Furthermore, ® as in
(2.12) is a non-expansive mapping. This follows from Fischer (2014, Lemma 4.1), where a strict
contraction property is shown under stricter matrix conditions, but again it is straightforward
to see how the corresponding proof implies non-expansiveness under the Elsinger Property for
all ownership matrices. Since it follows from Proposition 5.10 that for m > 1 there can be a
maximum of (m+1)" possible solutions of (2.9) - (2.11), the uniqueness follows from Proposition
4.2 and Lemma A.1. O

Theorem A.4 (Tarski Fixed Point Theorem). Let X be a complete lattice and f : X — X
an increasing function. Then there exists a greatest and a least fized point of f, i.e. there are
x* € X and x, € X with f(x*) = x* and f(x.) = X« such that for any other fized point x € X
it holds that x, < x < x*.

Proof. For a proof, we refer to the original work of Tarski (1955). O

Theorem A.5 (Banach Contraction Mapping Theorem). Let (X, d) be a complete metric space
with norm d and f : X — X a strict contraction on X, i.e. there exists a number 0 < A < 1
such that

d(f(x),f(y)) < M(xy) forx,yeX. (A.5)

Then f has a unique fixed point x* € X.

Proof. A proof is given for example in Banach (1922). O

Lemma A.6. Let M € R™™ be an ownership matrix as in Lemma A.3 and the matriz A € R"*"
be defined as

1, ifi=j andie Ny,
(A)ij = (A.6)
0, else,

where Ny C N'. Then it holds that

(I, — AMA)™'A < A(I, - M)A, (A7)

Proof. Note that
(I,—A)*=1,-—A) forkeN (A.8)
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and that M = I,,. Using Lemma A.3 we have that

(I, — AMA) A = (i(AMA)”) A

n=0
= (I, + AMA + AMAMA + AMAMAMA +...)A
=A+AM+MAM + MAMAM +...)A
<M?2 <ms3

. (A.9)
<A+A (Z M”) A

n=1
=A (Z M”) A
n=0
=A(L, - M)A
O

Lemma A.7. The set of all a’s for which the pseudo solution contains at least one firm on
borderline, i.e. one i € N such that rl-l =d; and ’I“ZQ = 0 has Lebesgue measure zero.

Proof. First note that it suffices to show the claim for the set A(Z) of all a’s for which r} = d;
and r? = 0 for each i € Z C N, since the number of subsets of {1,...,n} is finite and a finite
union of sets of Lebesgue measure zero has Lebesgue measure zero. We first show that A(Z) is
a Borel set and hence Lebesgue measurable. For this, note that it is shown in Fischer (2014,
2015) that the mapping ¥ : a — R*(a) that maps any price vector of the exogenous assets onto
the corresponding solution of (4.1) and (4.2) is Borel measurable. Let now H(Z) denote the
2(n — |Z|)-dimensional hyperplane in R?" for which

HI) ={(r',x%) :r} =dand r? =0 for all i € T}. (A.10)
Clearly, H(Z) is a Borel set. One obtains
AZ) = Vv Y(H(T) N (RS)™), (A.11)

which must be Borel-measurable, too. Observe now that if ay > a; (ay strictly larger than
a; in all components), then ®,,(R) > @4, (R) for any non-negative R. Hence, by the Picard
Iteration, R*(a2) > R*(a;). From (4.1) and (4.2) it follows now that if a;,as € A(Z) and
as > aj, then r; (ay) > T (ay), which is a contradiction. Thus, ay > a; can hold for no pair
aj,as € A(Z). This means that A(Z) bears some resemblance to a Pareto set (a Pareto frontier)
— indeed, it would be a Pareto set if the statement was true for as > a;. It follows that the set

A(Z) intersects any straight line parallel to the vector (1,...,1) either once, or not at all. As
such, and since the Lebesgue measure is rotation invariant, the problem reduces now to the one
which is shown in the next lemma. ]

Lemma A.8. Let B be a Borel set in R"™ such that one has |B,| < 1 for any w € R"™1, where
B, ={z €R: (z,w) € B}. Then B has Lebesgue measure zero.

Proof. Let A\, denote the Lebesgue measure on R™. For any Borel set B, it follows from the
definition of product measures (e.g. Billingsley (1995)) and the fact that A, = A\; ® A\,—1 that

M(B) = / M (Bo)dAn 1 (w). (A12)
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Since A1(B,) = 0, the result follows.
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B Additional Tables

All numbers in Chapter B are rounded to three decimal places.

B.1 Error Rates for Non-finite Algorithms

Table B.1: Error rates defined in (7.31) grouped by system size n and values of d and o for
systems with a fixed ownership structure.

d=0.5 d=1 d=1.5 d=2

c=05 o=1 c=05 o=1 c=05 o=1 c=05 o=1

P 0.042 0.122 0.035 0.131 0.017 0.134 0.015 0.147

n=>5 E 0.010 0.041 0.010 0.057 0.009 0.081 0.010 0.104
H 0.010 0.022 0.007 0.020 0.002 0.025 0.017 0.037

P 0.064 0.167 0.044 0.167 0.011 0.161 0.005 0.163

n =10 E 0.013 0.051 0.007 0.072 0.005 0.097 0.004 0.111
H 0.009 0.022 0.004 0.017 0.001 0.022 0.006 0.039

P 0.030 0.164 0.026 0.179 0.005 0.179 0.001 0.176

n =25 E 0.020 0.070 0.006 0.095 0.002 0.108 0.001 0.115
H 0.007 0.012 0.001 0.014 0.000 0.027 0.002 0.042

P 0.003 0.188 0.024 0.189 0.003 0.190 0.000 0.183

n = 50 E 0.020 0.090 0.004 0.100 0.000 0.116 0.000 0.116
H 0.004 0.007 0.000 0.017 0.000 0.042 0.001 0.053

P 0.002 0.180 0.017 0.197 0.002 0.201 0.000 0.184

n = 100 E 0.007 0.089 0.001 0.102 0.000 0.122 0.000 0.117
H 0.002 0.008 0.000 0.032 0.000 0.067 0.003 0.069

P 0.028 0.164 0.029 0.172 0.007 0.173 0.004 0.170

all n E 0.014 0.068 0.005 0.085 0.003 0.105 0.003 0.112
H 0.006 0.014 0.002 0.020 0.001 0.037 0.006 0.048

P 0.018 0.396 0.024 0.539 0.022 0.605 0.016 0.583

=095 E 0.005 0.142 0.008 0.274 0.012 0.363 0.010 0.367
H 0.002 0.022 0.001 0.059 0.002 0.106 0.002 0.116

Notes: For systems with random ownership matrices, the results are very similar.
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Table B.2: Error rates defined in (7.31) for systems with a random ownership structure grouped

by integration and diversification levels of equity and debt.

TO 1

0 1
P/p 0 0025 025 0.475 0 005 05 09

0.06  0.117 0.098 0.121 0.109 0.045 0.023 0.071 0.369
Picard 0.5 0.117 0.103 0.112 0.081 0.046 0.014 0.031 0.295
0.95 0.117 0.101 0.107 0.075 0.045 0.012 0.020 0.233

0.06 0.119 0.084 0.061 0.045 0.003 0.014 0.073 0.217
Elsinger 0.5 0.119 0.078 0.043 0.020 0.003 0.015 0.035 0.191
0.95 0.119 0.077 0.041 0.017 0.003 0.015 0.018 0.151

0.06 0.003 0.031 0.032 0.026 0.003 0.007 0.036 0.081
Hybrid 0.5 0.003 0.031 0.027 0.017 0.003 0.004 0.021 0.040
0.95 0.003 0.030 0.027 0.015 0.003 0.004 0.017 0.026

Notes: The labels of the row refer either to the equity or the debt diversification
parameter depending on which part of the table is used. In the left hand part, i.e.
the columns that refer to the equity integration parameter 70, the corresponding
diversification parameter is p. For the right hand part of the table, the debt
diversification parameter p! is regarded.

B.2 Runtime for Trial-and-Error Algorithms

Table B.3: Mean runtime for Trial-and-Error Algorithms over all considered simulation param-
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eters grouped by lag value | and system size n for systems with fixed and random
ownership structure.

Fixed ownership matrices Random ownership matrices

=2 [=3 l=4 [=5 =2 =3 l=4 [=5

DTP 1.775 1977 2.185 2.426 1.715 1.915 2.123 2.332
ITP 1.884 2.037 2.235 2.437 1.811 1.983 2.189 2.377
OTP 2923 3.145 3.409 3.648 2.836 3.049 3.294 3.533
DTE 2450 2.764 3.088 3.429 2.361 2.681 2.983 3.304
n=95 ITE 2.757 3.077 3.453 3.818 2.619 2961 3.314 3.675
OTE 4.010 4.347 4.721 5.091 3.900 4.234 4.586 4.946
DTH 1.267 1.634 2.022 2.426 1.335 1.759 2.191 2.623
ITH 1872 2302 2.717 3.129 1.739 2.174 2.594 3.001
OTH 3.849 4.253 4.659 5.051 3.822 4263 4.682 5.092




Table B.3 (continued):

fixed ownership matrices

random ownership matrices

=2 1=3 1[=4 1=5 =2 1=3 1[=4 1=5

DTP 1940 2172 2394  2.647 1914 2125  2.348  2.589

ITP 2.099 2282 2502 2.733 2.020  2.207 2429  2.666

OTP  3.095 3.320 3.583  3.856 3.022  3.248 3487  3.742

DTE 2.789 3.192 3.,579 3.972 2.688 3.045 3419 3.794

n=10 ITE 3.036  3.428 3.825  4.253 2.879  3.249 3.648 4.041
OTE 4404 4773 5.181  5.629 4192 4588 4.991  5.400

DTH 1.603 2.122 2.649 3.173 1.646  2.189  2.734  3.275

ITH 2218  2.757  3.250  3.726 2.063 2.583 3.075  3.540

OTH 4330 4.882 5.355  5.843 4.264  4.779  5.275  5.767

DTP 2478 2724 3.018 3.315 2469  2.704 2983 3.281

ITP 2.672 2.885 3.1556  3.441 2.621 2.834 3.111 3.401

OTP  3.708 3.955 4.260 4.566 3.681  3.923 4.207  4.503

DTE  3.582 4.081 4.598  5.147 3.529  4.028 4.536  5.051

n=25 ITE 3.844 4333 4878  5.416 3.734 4239 4762  5.267
OTE 5370 5876 6.446  6.965 0.270  5.777  6.299  6.830

DTH 2329 3.099 3.887 4.671 2387  3.189 398  4.781

ITH 2.906 3.589 4.233  4.866 2877 3.559 4.204 4.808

OTH 5544 6.226 6.931  7.602 5.606  6.325 7.020 7.706

DTP 4112 4450 4917 5.301 3.985 4304 4.697  5.139

ITP 4.290 4595 5.010 5.434 4.125 4418 4805  5.248

OTP 5.633 6.018 6.399 6.867 5.483 5.806 6.212  6.662

DTE 6.239 7.159 8.044  8.999 0.934  6.767 7.648  8.562

n=>50 ITE 6.626  7.548 8.418  9.393 6.257  7.100 8.007  8.896
OTE 83885 9.782 10.692 11.628 8.414  9.260 10.198 11.079

DTH 4.453 5989 7.506 8.972 4304 5.750 7172  8.654

ITH 4.618 5749 6.756  7.773 4536 5.623 6.631  7.645

OTH 9.328 10.621 11.813 13.060 9.137 10.350 11.592 12.756

DTP 12.794 13.655 14.786 15.879 11.532 12.353 13.353 14.374

ITP  12.460 13.255 14.362 15.522 11.213 11.978 12.963 13.966

OTP 16.094 16.967 18.090 19.307 14.571 15.444 16.424 17.475

DTE 19.236 22.033 24.845 27.548 18.306 20.941 23.704 26.351

n =100 ITE 20.180 22946 25.711 28.552 19.318 21.893 24.634 27.310
OTE 26.233 28.982 31.649 34.412 24.823 27495 30.181 32.849

DTH 14.886 19.741 24.727 29.569 13.278 17.696 22.137 26.559

ITH 12.409 15.369 18.323 21.119 11.691 14.519 17.402 20.078

OTH 27.615 31.535 35.409 39.042 26.382  29.923 33.505 37.062
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B.3 Additional Tables for the Runtime

Table B.4: Mean runtimes for each considered algorithms of Section 7.5 over all simulation pa-
rameters grouped by debt values d and values of ¢ for systems with fixed and random
ownership structure.

d=10.5 d=1 d=15 d=2

c=05 oc=1 c=05 oc=1 c=05 oc=1 c=05 o=1

DP 3.032 3.738 3.233  3.896 3.236  3.928 3.360  3.969
1P 3.789 3.825 3.575 3.835 3.464 3.830 3.594 3.883
DE 3.618 5.012 4.302 5.551 4.612 5.973 4.943 6.091
1E 4.202 5.312 4.918 5.951 5.327 6.322 5.687 6.542
DH 4.961 6.717 5.804 7.225 6.024 7.456 6.038 7.452
IH 4.497  5.498 4.977 5.842 5.0561 6.010 4.961 5.970
DTP 4.283 4.619 4483 4.821 4.517 4.886 4.435 4.913
FOS ITP 4.157 4.627 4.479 4.789 4.636 4.892 4.878  4.990
DTE 6.965 6.993 6.844 7.123 6.585 7.106 6.283 6.975
ITE 7.060 7.216 7.216  7.425 7.190 7.493 7.260 7.451
DTH 3.716  4.944 4.420 5.437 4.785 5.703 4.553 5.704
ITH 3.783 4.671 4.501 5.048 4.907 5.210 5.027  5.292
SP 2.958 3.471 3.416 3.763 3.635  3.987 3.962 4.216
SE 3.191 3.916 3.903 4.509 4.580 5.044 5.052  5.462
SH 3.301 4.529 4.542 5.375 5.470 5.916 5.609 6.210
DP 2.969 3.652 3.243 3.781 3.276  3.882 3.447  3.968
P 3.623  3.695 3.445  3.699 3.351  3.711 3.485 3.790
DE 3.694 5.263 4.361 5.753 4.693 6.045 5.039 6.175
IE 4.176  5.483 4.919 6.079 5.264 6.326 5.552  6.490
DH 4.585 6.188 5.364  6.547 5.637 6.760 5.727 6.672
IH 4.282 5.281 4.780 5.569 4.841 5.662 4.785  5.561
DTP 4.002 4.304 4.199 4.478 4.259 4.579 4.169 4.593
ROS ITP 3.889 4.272 4.193 4.419 4.345 4.533 4.575  4.637
DTE 6.499 6.791 6.549 6.910 6.321 6.830 5.943 6.664
ITE 6.621 7.028 6.897 7.238 6.848 7.189 6.799 7.073
DTH 3.451 4.649 4.177  5.043 4.496 5.258 4.325 5.320
ITH 3.589 4.575 4.382 4.818 4.617 4.953 4.674 5.044
SP 2.823 3.385 3.305 3.625 3.550 3.851 3.858 4.064
SE 3.198  4.035 3.948  4.560 4.503 5.005 4.902 5.349
SH 3.308  4.587 4.536  5.245 5.274 5.692 5.442 5.972

Notes: The upper part of the table lists the mean runtimes for systems with a fixed
ownership structure (FOS), the lower part shows the runtimes for systems with a random
ownership structure (ROS).
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Table B.5: Mean runtime for each considered algorithm of Section 7.5 over all simulation pa-
rameters grouped by equity integration r° for systems with fixed ownership structure
(FOS) and random ownership structure (ROS).

70 (FOS) 70 (ROS)
0 0.025 0.25 0.475 0 0.025 0.25 0.475

DP 2.598 2.845 3.659 4.857 2702 2.863 3.627 4.710
P 2.724 2.668 3.829 5.426 2794 2.653 3.686 4.065
DE 3.538 4.524 5.736 5.884 3.556 4.683 5.843 6.036
IE 3.776  4.765 6.328 6.822 3.722  4.868 6.321 6.781
DH  4.089 5.827 7.506 7.823 3.611 5.300 6.903 7.345
IH 2.951 4.301 6.412 7.139 2785 4.131 6.097 6.810

DTP 4.028 4.531 4.694 5.077 3.754 4239 4.232 4.734
ITP 4131 4.369 4.757 5.330 3.879 4.089 4.429 4914
DTE 5.211 6.553 7.452 7.808 4.869 6.325 7.167 7.476
ITE 5468 6.861 7.917 8.453 5.090 6.626 7.600 8.062
DTH 4.556 4.862 5.179 4.946 4.086 4.484 4.899 4.766
ITH 3.851 4.436 5.204 5.491 3.585 4.231 4.991 5.269

SP 3.067 3.174 3.753 4.559 3.015 3.114 3.618 4.348
SE 3.286 4.032 4.950 5.268 3.190 4.094 4972 5.182
SH 4.288 4.559 5.546 5.876 4.106 4.487 5.459 5.750

Table B.6: Mean runtime for each considered algorithm of Section 7.5 over all simulation pa-
rameters grouped by debt integration r!' for systems with fixed ownership structure
(FOS) and random ownership structure (ROS).

rl (FOS) r! (ROS)
0 005 05 009 0 005 05 0095

DP 2.851 3.165 4.405 3.600 2.808 3.094 4.315 3.713
P 2.441 2.742 4680 4.714 2419 2.692 4.455 4.538
DE 2.983 4.638 7.155 4.769 2,947 4478 7.180 5.362
IE 3.006 4.241 7.885 6.367 2924 4.070 7.690 6.807
DH 4401 6.378 8.299 6.245 3.944 5.683 7.497 6.118
IH 3.441 4.194 7.082 6.209 3.167 3.881 6.624 6.227

DTP 4.357 4.410 5.164 4.482 4.056 4.106 4.791 4.272
ITP 4187 4.146 5.307 4.960 3.900 3.871 4.867 4.679
DTE 6.186 6.257 7.788 7.038 5.866 ©5.896 7.453 6.865
ITE 6.413 6.162 8.309 8.051 6.093 5.832 7.848 7.856
DTH 3.884 5.031 6.195 4.265 3.538 4.565 5.692 4.302
ITH 3.684 3.943 5.955 5.357 3.431 3.668 5.615 5.323

SP 2.805 2.983 4.637 4.061 2733 2901 4.371 4.019
SE 2.626 3.153 6.206 5.386 2.603 3.085 5.986 5.617
SH 2.632 4.021 7.146 6.055 2.600 3.867 6.822 6.137
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Table B.7: Mean runtime for each considered algorithm of Section 7.5 over all simulation pa-
rameters grouped by equity diversification A? or p° for systems with fixed ownership
structure (FOS) and random ownership structure (ROS).

A’ (FOS) »° (ROS)
0 05 1 0.05 05 095

DP 3.582 3.565 3.500 3.325 3.611 3.646
1P 3.734  3.715 3.724 3.380 3.696 3.724
DE 5.424 5443 4.172 4.791 5.290 5.303
IE 5.977 5.989 4.632 5.106 5.734 5.769
DH 6.858 6.820 5.701 9.598 6.096 6.111
IH 5.738 5.722 4.592 4.663 5.297 5.325

DTP 4.690 4.681 4.488 4.193 4.384 4.392
ITP 4714 4.726 4.603 4.259 4.407 4.408
DTE 7.173 7.215 6.190 6.215 6.734 6.741
ITE 7626 7.677 6.563 6.564 7.152 7.168
DTH 5.109 5.105 4.509 4.479 4.645 4.646
ITH 5.023 5.029 4.363 4.390 4.674 4.679

SP 3.719  3.710 3.599 3.431 3.626 3.616
SE 4.751 4.815 3.806 4.143 4.586 4.584
SH 5.367 5.407 4.583 4.754 5.120 5.147

Table B.8: Mean runtime for each considered algorithm of Section 7.5 over all simulation pa-
rameters grouped by debt diversification A! or p' for systems with fixed ownership
structure (FOS) and random ownership structure (ROS).

AL (FOS) p* (ROS)
0 05 1 0.05 05 095

DP 3.555 3.568 3.524 3.520 3.544 3.517
1P 3.786 3.750 3.637 3.407 3.682 3.711
DE 5.212  5.127 4.699 5.078 5.163 5.142
IE 5.769 5.659 5.169 5.285 5.665 5.658
bH 6.646 6.672 6.061 0.875 5.878 6.053
IH 5.419 5.393 5.240 5.059 5.127 5.099

DTP 4.624 4.627 4.608 4.350 4.309 4.309
ITP 4707 4.689 4.646 4.332 4.375 4.366
DTE 6.876 6.866 6.837 6.558 6.575 6.558
ITE 7348 7.312 7.206 6.837 7.032 7.016
DTH 5.022 5.070 4.631 4.580 4.557 4.633
ITH 4913 4.889 4.612 4.457 4.638 4.650

SP 3.722  3.682 3.625 3.508 3.586 3.579
SE 4.622 4.521 4.229 4.225 4.538 4.549
SH 9.337 5.287 4.733 4.713 5.108 5.200
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B.4 Iteration Numbers of the Algorithms

random ownership structure. The number in parentheses are the median values of

all simulation parameters grouped by the system size n for systems with fixed and
the associated calculation steps.

Table B.9: Median values of the number of iteration steps needed to reach the solution over

n (Random ownership matrices)

n (Fixed ownership matrices)
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Notes: For the Trial-and-Error Algorithms, a lag value of | = 2 was used for

each algorithm.
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