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Abstract: We analyze the systemic risk for disjoint and overlapping groups of financial institutions by propos-
ing new models with realistic game features. Specifically, we generalize the systemic risk measure proposed
in [F. Biagini, J.-P. Fouque, M. Frittelli and T. Meyer-Brandis, On fairness of systemic risk measures, Finance
Stoch. 24 (2020), no. 2, 513-564] by allowing individual banks to choose their preferred groups instead
of being assigned to certain groups. We introduce the concept of Nash equilibrium for these new models,
and analyze the optimal solution under Gaussian distribution of the risk factor. We also provide an explicit
solution for the risk allocation of the individual banks and study the existence and uniqueness of Nash equi-
librium both theoretically and numerically. The developed numerical algorithm can simulate scenarios of
equilibrium, and we apply it to study the banking structure with real data and show the validity of the pro-
posed model.
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1 Introduction

Financial institutions are increasingly and tightly connected together at an unprecedented scale, and the
complex dynamics of the inter-connectedness aggregate their idiosyncratic risks within the financial sys-
tem. Consequently, failures of individual institutions due to excessive risk-taking may quickly propagate
throughout the entire financial network and systemically cause cascading disasters. Such financial crises
(e.g., [7, 24, 30]) have dramatically demonstrated the importance of understanding the nature of systemic
risk and designing models and methods to capture and analyze it. In the literature, various aspects related to
systemic risk have been studied, such as modeling and measurements [10, 14, 17, 29], the analysis of the con-
tagion [2, 12, 22], the spread of a potential exogenous shock into the system [23], and many others [13, 15].
Recently, the framework has also been extended to include effects such as multi-maturities [26], bankruptcy
costs [18], and exchanging contingent convertible debt obligations [19]. We refer interested readers to the
book [25] for a comprehensive review.
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For a given financial network and a given random shock, one then determines the “cascade” mechanism,
which generates many defaults. This mechanism often requires a detailed description of the balance sheet of
each institution; assumptions on the interbank network and exposures, on the recovery rate at default, on the
liquidation policy; the analysis of direct liabilities, bankruptcy costs, cross-holdings, leverage structures, fire
sales, and liquidity freezes. Meanwhile, central clearing counterparties (CCPs) are introduced to the financial
markets to mitigate the cascade defaults. They require default funds from their members to absorb the cost
of clearing member’s defaults, and several mechanisms of default funds have been designed [1]. While some
literature [4, 11] concentrated on single aspects of central counterparty clearing, the papers [3, 5] treated
the CCP as a complex package: it offers netting services, requires guarantee fund contributions, changes the
profile of liquidations across the network, and comes with its own capital requirements [27]. From an indi-
vidual bank’s perspective, [28] studied how it assesses its risks based on the partial information available
to it provided by CCP. In our analysis, we consider only guarantee fund contributions in a CCP to reduce the
systemic risk.

In the previous works [8, 9], one of the authors (J.-P. Fouque) and his collaborators introduced a general
class of systemic risk measures that allow for random allocations to individual banks before aggregation of
their risks. They also proved the dual representation of a particular subclass of such systemic risk measures
and the existence and uniqueness of the optimal allocation. They interpreted the systemic risk measures as
the minimal amount of cash that secures the aggregated system by allocating capital to the single institutions
before aggregating the individual risks, which allows for a possible ranking of the institutions in terms of
systemic risk measured by the optimal allocations. The papers [6, 20] developed systemic risk measures in
a similar spirit, covering allocation first followed by aggregation frameworks.

In this paper, we generalize the systemic risk measure under exponential utility functions proposed in
[8, 9] by allowing individual banks to choose their allocations of the risks into different groups instead of
being assigned to specific groups. This brings game features into modeling, making it more realistic and
providing baselines for a CCP to design its default fund mechanism from rational banks. To solve the new
models with game features, we first define the concept of Nash equilibrium based on banks’ fair systemic risk
allocation, a concept introduced in [9], and discuss the existence and uniqueness of equilibrium strategies.
Then some explicit formulas are derived under the Gaussian distribution of the risk factor. In the overlapping
group case, still focusing on the risk measure produced by exponential utility functions, we first provide
explicit expressions for the systemic risk measure and fair risk allocation of each bank under general risk
factor. Sensitivity and monotonicity properties are also established. The concept of Nash equilibrium is then
extended to the overlapping group case, namely, its existence and uniqueness are discussed theoretically
and numerically under Gaussian assumptions and with two groups. In particular, we propose a numerical
algorithm based on fictitious play to identify the Nash equilibrium, and use it to study synthetic examples
and the bank-CCP structure with real data, showing the validity of the proposed model. It is worth mentioning
that the complex mechanism of CCP is by no means fully captured by our modeling on group choice and
systemic risk measure. In practice, the CCP requires multiple layers of capital, margin fund, etc., and we
hope our stylized model could provide CCPs guidelines for further mechanism design. To bridge the gap,
for instance, two of the authors and their collaborator design deep learning algorithms [21] to compute the
optimal strategy of capital allocations and improve it to a more realistic situation of scenario-dependent cash
distribution without cross-subsidization.

The rest of the paper is organized as follows. In Section 2, we first describe the systemic risk models with
game features for disjoint groups. Then we introduce the concept of group formation and Nash equilibrium,
and analyze the optimal solution under Gaussian distribution of the risk factor. In Section 3, we generalize
the model and concept of Nash equilibrium to the overlapping group case. We propose numerical methods
for computing Nash equilibrium and give several examples in Section 4. We make conclusive remarks in
Section 5.



DE GRUYTER Y. Feng et al., Systemic risk grouping equilibrium = 3

2 Fair systemic risk measure on disjoint groups

2.1 Review on systemic risk measure

A concept of systemic risk measure was proposed in [8, 9], where the authors considered the following prob-

lem of risk allocations of N individuals labeled as {1, . . ., N}. Given a joint distribution of an N-dimensional,

real-valued random vector X := (X*,...,XY) on a probability space (Q, &, IP), the risk sensitivity vector
=(al,...,a"N) € (0, 00)V, the risk tolerance value B < 0 and the partition set

{Ip:={nm1+1,...,nn}, m=1,...,h}

(indexed by a vector n := (ny,...,ny) with 0 =ng <n; <--- < ny = N for some h > 1) of the N elements
{1, ..., N}, one defines the aggregate risk

N N
p(X) ::inf«[z Y'Y=, YN eel, E [z +Y"]—B}, (2.1)
n=1 =1
where we take up(x) = e"""" as exponential ut111ty functions, a, could be interpreted as the risk aver-

sion of individual n, and the random allocation GO of partition index vector n and the associated partition
{Im, m=1,...,h}are given by

el .= {Y € LO(RY) : there exists a real vectord := (dq, . .., dp) € R"
such that z Yi=dpyforeverym=1,..., h}.

iely
The partition set {I,,, m = 1, ..., h} represents the grouping among the individuals and is determined by the
vector n. Here Gg’) is a subfamily of random vectors IL°(RN) associated with n such that all the partial sums
of elements divided by the partition are deterministic real numbers.
Theorem 6.2 in [9] shows that the infimum of (2.1) is attained by

. . 1
Yy := —X’+M, Sm = Z XK, B = —,
aiﬁm keln, kel Xk
8 . N N (2.2)
i = flog(- LBl SPn), Bi= Y = Y By
o1 dn pTh
form=1,...,handi € I,;, and
N h
pX)= )Y Y{=Y dn.
n=1 m=1
Moreover, the systemic risk allocation p”*™(X) of individual i is given by
PP (X) = Eqp[Yy] = (E[e”S"/Pr)) ' E[Yge™Sn/Pr], i€ Iy, (2.3)
form=1,...,h, where Q;(" is a tilted probability measure, absolutely continuous with respect to P, deter-
mined by the Radon-Nikodym derivative
d m
% i= (E[e~Sn/BnyLe=Sm/bn  m=1,...,h. (2.4)

By the construction, one has

p(X) = Z di = Z > phX) = Zp"’“’)(xx
=1

m=1iely,
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2.2 Groups formation and Nash equilibrium

In this section, we generalize the systemic risk measure to a game setup. For a game with N individuals, we
assume there are N buckets (B, . .., By) for each individual to choose which one she belongs to. The choice
ofindividualn,n =1, ..., N, isdenoted by a,, and a, = j means individual n chooses the bucket j. We call .«
the set of all strategies. A set of strategies a := (as, ..., ay) € o/ generates m groups by considering only the
non-empty buckets for some 1 < m < N. Different sets of strategies may generate the same groups denoted
by C(a). We say two strategies a) and a'? are equivalent if the partitions €(a?) and €(a®) are equivalent.
With the individual systemic risk allocation in (2.3), the objective function of individual n under the partition
C(a) is defined by
p"(C(a)) = p"(X; C(a)) = Eqp[Yx],

where n € I, forsomem € {1, ..., h}, Yg and Qg depend on the partition C(a).
Leta=(ai,...,ay) € & and (@™, a") =(a,...,an1,a", ans1,...,dy) € .

Definition 2.1. With the systemic risk allocation map € — p"(X; C) in (2.3) and the above definitions, the
configuration C(a) is a Nash equilibrium if, foreveryn =1, ..., Nand a",

p"(X; C(a) < p™(X;C(a™, a")), (2.5)

i.e., the systemic risk allocation of individual n is minimized under grouping C(a), given other individuals’
choices are a". If there are multiple Nash equilibrium strategies satisfying (2.5) and all the partitions asso-
ciated with these Nash equilibrium strategies are equivalent, we say the Nash equilibrium strategy is unique
up to equivalence relation.

In this paper, we shall consider the following questions:

o Does a Nash equilibrium exist?

o Ifit exists, is it unique?

We view the equilibrium as a network of risk-sharing. It is easy to show that a single group with all the indi-
viduals, called full risk-sharing, is a Nash equilibrium. We call this the trivial Nash equilibrium. This follows
from the fact that a configuration with a group having only one individual is never a Nash equilibrium; see
[9, Section 6.2 “Monotonicity”]. For simplicity, we take Gaussian distribution for the risk factors and discuss
the proposed model in detail with some examples.

2.3 Extreme examples

Here we discuss some extreme cases. Let |I| (> 1) be the number of elements in I, for m > 1. Under the
exchangeability assumption on the joint distribution of X and the identical exponential utility functions with

@y =--- = ay = a > 0, the marginal distributions of Xle=n/Pm i ¢ I,,,, are identical with the same expectation,
that is,
i y-Sulpny — P [Sm 5.8 ;
E[-X'e™™n/Pm] = —— | —e™>n/Pm | jel,, (2.6)
Iml L Bm
and hence, with B, = a I ;y|, f=a 'Nform=1,...,h,

i i S d d
E Yl e*Sm/,Bm — ]E[(-Xl + m + _m>efsm/ﬁm] — _m]E e*Sm/ﬂm .
e b " aipm Tl ¢

Then substituting it into (2.3) gives the systemic risk allocation of individual i,

a-(-B)

PO ) = 0= L rog(

=3 Ble S In)), i e I,
m

Under the i.i.d. Gaussian distribution assumptions for X, i.e., X{, i=1,..., N, are independent, iden-
tically distributed Gaussian random variables with mean y € R and variance 02 > 0, Sy = Y;c;. X! is dis-
tributed normally with mean u|I,| and variance ¢2|I,| for m > 1. Direct calculation yields the systemic risk
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allocation of individual i,

I 1 N ac? .
PIX; I} = Elog(ﬂ_(_B))—y+ TImE i€ly, 2.7)

which is a decreasing function of the size |I,,| of the group I, that individual i belongs to.

Example 2.1 (l.i.d. Gaussian with the same exponential utility function). The strategy a :=(1,...,1) that
everyone chooses the same group is a unique Nash equilibrium. In this case, C(a) = {I; = {1, ..., N}} with
|I1] = N, h = 1. Every individual k belongs to the same group I;, and by (2.7),

) 1 N o? _
pk(x;ff(a)):alog(m) u+ & <ok e@t, an), ac .

2N
To see its uniqueness, if a* were a Nash equilibrium strategy with C(a*) = {I;;,, m =1, ..., h*}, which is not
equivalent to C(a), then h* > 2 and all the sets I};,, m=1, ..., h*, would satisfy 1 < |I};,| < N — 1. Take the

group number €y := arg min, ;. |I7 | of its smallest size. For a fixed individual k € I; , there exists a € </ with
ax = jo such that, in the new partition Cla**, ay) = {In}, the individual k belongs to another group I mo With
[Im,| > |I¢,], and hence, by (2.7),

pk(X; e(a*)) = p*X; (I, m=1,..., h*}) > p*(X; C(a* ¥, jo)).

This contradicts with the definition of Nash equilibrium. Thus a is a unique Nash equilibrium up to equiva-
lence relation.

Example 2.2 (Non-random, equal outcomes with the same exponential utility function). Instead, if X is a de-
terministic constant vector of u’s (u € R) with 0% = 0, that is, X! = uforeveryi=1,...,N, then there is no
contribution from I, in the systemic risk allocation

N

i = Loef N
P {1 = alog<a-(—B)

)_Hy ieImy

and hence the risk sharing is arbitrary and undetermined.

Next we shall relax the condition on a’s. We still assume X' are i.i.d. Gaussians with mean u € R and variance
02 > 0. In this case, ﬁ is normally distributed with mean ¥ g’" and variance Unlo? . Then direct calculations

B
produce
2
d_m — log(ﬁ) +10gE[e—Sm/ﬁm] _ 10g(£> _ HlIm| i |Im|;7 ,
:Bm -B -B ﬁm Zﬂm 2.8)
Sm - Sm - HlIml  |Imlo? '
]E [ ] ]E e Sm/ﬁm 1]E[ m Sm/ﬂm] = s
QU Bom (E[ D~ ﬁm ﬁm ﬁz
where QY is the tilted measure defined by (2.4). Also, by (2.6),
- S _ -B Sm _
]E[_Xke Sm/Bm + m e Sm/ﬁm] — ( m )]E[ m Sm/ﬁm:l 2.9)
arPm |Im| ﬁm (
for k € I;. Hence, substituting (2.8)—(2.9) into (2.3) brings, for k € Iy,
K Bm Sm dm B o’ [Im|
%0 - (2 g [Sn] dn Ly Liog( L), 2y Il
PREALY) |Im| % Bm akﬁm K 8 B Bm 2arfm
In order to find a Nash equilibrium, we evaluate the quantity
K I ez @, Hml Hier,jen %
(L) = ( )=a (1- ) kel (2.10)
Bm 2aiBm Yjel, & 2Yjer, 4 "

Note that rl"({I .}) is an increasing function of ay, and thus, if arg max;¢; ax = ko, then

n{I.}) = nk{1.}) foreveryk € Ip,. (2.11)
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However, it is not necessarily true that
PR X;{1.}) = p*(X; {I.}) foreveryk >0

because of the term alk log(%). Note that nk({I .}) is a decreasing function of lllf_zl and is a decreasing function
of Bm.

If N=2and O < a; < ay, then a := (1, 1) is a unique Nash equilibrium. This is directly verified by the
inequalities

wmar _ax

n(C@) = ax- =y < 8 < 5 =L 2, k=12, (2.12)

and hence pX(X; C(a)) < p*(X; @(a*, a)) for every k = 1, 2, and a € ./ which is not equivalent to a.
IfN>2andO<a; <ay---<ay,thena:=(1,...,1)isaNash equilibrium for a similar calculation to
(2.12),

nk(e(a)) = ax

o gk (1 NIl ) < [Tizk @i (1 i )
A+ + Qg 2(ag + -+ an) ay+ -+ g (ag +---+an)
(2478 Ak

<, <5 " n*{{ky, (1,...,N}\{k}}), k=1,...,N.
There is no reason to move out of the alliance of {1, ..., N} and to become an outcast. This observation can
be generalized: under this setup, there is no reason to move out of the alliance of a group I, of size greater
than or equal to 2, i.e., |I,| > 2 and to become an outcast.

We conjecture that a is a unique Nash equilibrium under a wide range of configurations of a’s. For each
C(a) ={l,, m=1,...,h}, let us consider the group heads k,,, m=1,...,h, and the head of the group
heads k* defined by

km :=argmaxap,, m=1,...,h, k* := argmax nk(e(a)). (2.13)
eely, kefkq,..., km}

Let us denote by m* the group name of k*, i.e., k* € I,;-. By setting the group heads and the head of the group
heads, we see from the observation made in (2.11) that

n*m(C(a)) > nf(C(a)) foreverylel,, m=1,...,h,

n* (a)) = n*n(C(a)) foreverym=1,...,h. (2.14)

Lemma 2.1. Ifthereis a group head k. € {kq, ..., kn}\{k*}inagroup m.,i.e.,
k. €l,, fromCa)={ln, m=1,...,h}

such that o )
we g, 1 (2.15)
Ak, [Im, |

then n"* (Cla)) = n"* (C(a)), where C(a) = {Im, m=1,..., h} is obtained only by removing k* from group m*

and adding k* into group m., that is,
Inme := I \ {k*}, Im* = Iy, U{K"}.

In addition, either if the inequality in (2.15) is strict or if the strict inequality nk* (C(a)) > nk* (C(a)) holds, then
C(a) is not a Nash equilibrium.

Proof. We rewrite nk({I. hH=f( L. |I"") in (2.10) with a quadratic function f(x; a) := x(1 - ax), x > 0. Note

Bm’ 2ax
that f(0)=0=f (%) and f(x; a) is increasing in the interval (O, %) For each group head k1, ..., ki, we have

m=1,...,h.

, and hence x — f(x; %) is increasing in the interval (0, ﬁ—lm) for

Thus, with a = L] , we have 7

20y, m 2a
m=1,...,h.
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By the definition of k* in (2.13) and (2.14), we have

= (1) (o (L )

lzla'" 'Y in the interval (0, 7, )» we have

1 @) = f( |1m|>2f<;;M)

Bm Bm. + ﬁ 2ay,

Then, by the monotonicity of x — f(x;

" Bm. :(ﬁ)(l 2ax, (g:*Lak*))

1 [Im,|+1
1 (1 B 1
Bm, + (W) 20k (B, + m)
where we used (2.15) in the last inequality and C(a) is obtained only by removing k* from the group m* and

adding k* into the group m.. Thus, for k*, it is better to move from m* to m., and hence G(a) is not a Nash
equilibrium. O

) =n* @),

Example 2.3. Suppose that we have C(a) = {I;m}m=1,2,3, 1 ={1,2},I, ={3,4,5}, 15 ={6,7, 8,9, 10} with
a1 =0=2, A3=0Q4=05=3, Qg=Q7 =083 =09 =4, ai90=>5.
Condition (2.15) holds with a strictly inequality, and C(a) is not a Nash equilibrium.
Example 2.4. Suppose that we have C(a) = {Im}m=1,2, [1 = {1, 2, 3}, I, = {4, 5, 6} with
a1=0a>=2, az3=4, a4=0as5=ag=23.

Condition (2.15) does not hold; however, C(a) is not a Nash equilibrium.

2.4 Case discussion: Correlated Gaussian distribution

In a system with N individuals, we assume the joint distribution of the column vector X = (X ii=1,...,NT
follows a multivariate Gaussian distribution, that is, X ~ N(u, £), where u € RN and X € R¥¥ is positive
semi-definite. The exponential utility functions for N individuals have positive parameters a = (a1, .. ., ay).

For every partition set Ir,, m=1, ..., h, define a group vector A,, € R™¥ which consists of only 0’s
and 1’s. For all the j € I, the j-th element in A, is 1, otherwise 0. For example, in a 4-player system, if
individuals 1 and 4 are in group 1, and individuals 2 and 3 in group 2, the corresponding vectors for the two
groupsare A; = (1,0,0, 1) and A, = (0, 1, 1, 0). Then, following (2.2), we have

Sm=Y X'= AnX ~ N(Anpt, AnEAL) € NG5, (05)). (2.16)
iely,
The results in Appendix A.10 produce that, form =1, ..., hand for k € I,,,
(05,)?

2Bm’

dm = PBm log(—glE[e‘s"'/ﬂ"' ) Bm log( B ) U+

and the systemic risk allocation of individual k is given by

Eopl¥kl - B v§ - | - B{(-X* + G, Sm + g, dm) -]
dp E(e- sm/ﬁm)

(03)?

 2Bha

Remark 2.1 (Effect of mean). From the above formula of the systemic risk allocation for individual k, we find

that the mean of individual k has no effect on her risk allocation no matter which group she belongs to. Thus,

in the following discussion, without loss of generality, we take all means to be the constant zero.

_—yk+—10g<ﬂ) ﬂm mE[k (2.17)
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Remark 2.2 (Comparison between trivial grouping and multi-groups). The total risk allocation for multiple
groups (h > 2) is always greater than the total risk allocation for the trivial grouping (h = 1). The proof of
this statement will be given in Appendix A.1, and we refer interested readers to read “Monotonicity” in [9]
for general proof free of the distribution of risk factors.

In the following, we present three concrete examples to help better understand on banks’ rational choices
under this fair risk allocation.

Claim2.1. If X=(X!,i=1,...,N)T has the same standard deviation o >0 and correlation coefficient
p € [-1, 1), and the utility parameters are identical, denoted by a (> 0), then there is only one trivial Nash
equilibrium, that is, all individuals are in the same group.

Claim 2.2. In the case of N = 4, we assume all the utility parameter a; are the same and equal to 1, and all
individuals have the same standard deviation denoted by o > 0. If the correlation matrix is a block matrix with
uniform correlation coefficient, i.e., the correlation matrix is given by

0

O O
o O r D
T~ O O
_ D O

we have the following conclusion about Nash equilibrium.

« Ifp € [-3, 3], there is no nontrivial Nash equilibrium.

o Ifpel-1,- % ), grouping “{1, 2}-{3, 4}, i.e., the first two and the second two individuals are in two different
groups, is a nontrivial Nash equilibrium.

o Ifpe (%, 1], groupings “{1, 3}-{2, 4}” and “{1, 4}-{2, 3}” are both nontrivial Nash equilibria for the system.

According to the claim, when the correlation is not strong, all individuals tend to be together to form a trivial
Nash equilibrium. Otherwise, negatively correlated individuals tend to be in the same group, while positively
correlated individuals tend to be separate.

Claim 2.3. In the case of N =5, we assume the standard deviation are uniform and the a;’s are 1. Let the

covariance matrix be
2

2

o> pa? 0 0 0
po* ¢ 0 0 0
z= 0 0 o> po? po* |,

0 0 po? o> po?

0 0 po? po? o?
which is of block form with positive standard deviation o and the correlation coefficient p € (-1, 1).
o Ifpe(-1, —%], grouping “{1, 2}-{3, 4, 5}”is a Nash equilibrium.
o Ifpe (—%, 1), there is no nontrivial Nash equilibrium.
«  Grouping “{1, 2, 3}-{4, 5}” cannot be a nontrivial Nash equilibrium for any value of p.

We give derivations of Claims 2.1, 2.2, and 2.3 in Appendix A.2, A.3, and A.4, respectively. The result further
shows that individuals tend to stay with highly negatively correlated individuals to minimize the systemic
risk if they exist. It is impossible for individuals to stay with correlated and uncorrelated individuals at the
same time except for the trivial case when all individuals are together.

3 Systemic risk measure on overlapping groups

To further study the systemic risk measure under exponential utility functions, we generalize the systemic
risk allocation for N individuals on disjoint groups in Section 2 to the risk allocation for them on overlap-
ping ,groups where they can choose multiple groups to allocate their risks. Assuming there are at most h
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groups, the weighted risk factors for the n-th individual assigned to multiple groups are labeled as wy X",
k=1,...,h, with 22:1 Wp k = 1. In the weight wy, k, the index k refers to the group number the individual n
joins, and the weight can be of any value between 0 and 1. If wy i = O for some k, then we say the individ-
ual is not in the k-th group. Therefore, we can extend the systemic risk measure given by (2.1) to a general
measure p defined by

N h N h
pX) := inf{ YV Y e, Bl Y Y unwn X" + Y”’k)] = B}, 3.1)
n=1k=1 n=1k=1

where we take u,(x) = —alne“""" as exponential utility functions, h is the maximum number of groups indi-
viduals can contribute to in total and it is a finite integer, and the random allocation " is given by

chew = {Y = (Y, 1<i<N,1<j<h)e L°RV"): thereexists d = (d, . .., dy) € R

N
such that ZY”’ =djforj= 1,...,h}. (3.2)
i-1
Remark 3.1. Here his an integer fixed a priori, to eliminate the situation that an individual wants to split the
risk X! into infinitely many groups. An alternative way is to impose a minimum value requirement for non-
zero weights to avoid too many groups for an individual to participate in, denoted by w™?, Then, naturally,
_ 1

h=141"N.

Remark 3.2. The generalized system (3.1)—(3.2) still meets the assumptions made in [9] because the measure
on overlapping groups can be seen as the measure (2.1) on disjoint groups with more individuals with
weighted risk factors. Thus the existence and uniqueness of optimal allocation solution Yx of the primal
problem (3.1) is guaranteed, according to the discussion in [9, Section 4].

Given the grouping for all individuals, we define the family of sets
{Ij ={ie N:w;; >0, i=1,...,N},j=1,...,h}.

Theorem 3.1. The optimal value of p(X) in (3.1) is attained by

1B ij i 1
dj = B}' ]og<_£E[e—Si/ﬁi]>, Y;(’] = [—Wi,jX' + —(Sj + dj) 1Wi,i>0’
B aif;

where
ul ; ; Noq 1
1 1 . .
Sj:ZWi,jX :Zwi’jX’ ﬁj:ztx_ilwi’i>0:za_i for}:1,...,handl=1,...,N,
i=1 iel; i=1 iel;
h N ¢ h N . h
B:Zﬁ]-:zz_.lwi,;>09 and p(X):ZZY’]:Zd].
=R == i =1

The systemic risk allocation for individual i is Z;’Zl Eqg [Y;gj ] with the density

dQ]X = e SIh , j=1,...,h.
dp E[eSi/Ai]

The proof of Theorem 3.1 is left to Appendix A.5. According to the theorem, we define

i O TR Sy (o
pI(X) = Eqy[Yi] =];1EQ/X[YX ] :;IE[YX 'W] (3.3)

as the total fair systemic risk allocation for individual i.

Remark 3.3. Compared with the disjoint group case well discussed by Biagini et al. [9], the model here can
be seen as an extended disjoint group case, where we consider that one individual can be divided into sev-
eral sub-individuals and join different groups. Thus, for the measures {Q;;’ ,1<i<N, 1<j<h}, we have
Qy = QK := QEifj, k € Iy forgroupm = 1,..., h.
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3.1 Sensitivity analysis

Based on the main theorem, Theorem 3.1, we perform a sensitivity analysis by adding a perturbation on the
risk factors. Consider the risk factors are given by X + €Z, where e e Rand X := (X1,.. ., XN, zZ:.= (2%, ...,7N)
on a probability space (Q, F, P). Then we have, for w;; > 0,

——(Sj+&S7) + —d"“fz

aipj

Yy g = wij(X +eZ) +

zﬁ
d]x+£Z — ﬁ] log(—glE[e_(Sf+£Sf )/ﬁj]>’

- L.yl cZ _ .70 X+eZ _ ¢, Z
where Sj = };cp Wi i X', S7 = Yiep wi,iZ', and 5777 = S + €57

Proposition 3.1. Let p be the systemic risk measure in (3.1).
e Marginal risk contribution of group j:

0 dX+£Z

-4 = Eg[-S7], j=1,...,h

e=0

e Local causal responsibility for individual i in group j:

0 . . .
aEEQx[YX+£Z] o = Eqj [-wi;Z'], i€l

e Marginal risk allocation for individual i in group j:

.. X 1 ..
. i,j _ . . . B A
e Vi) = Bafl-wi,Z] - 5 Covg (Yy , S7)

= Eql [-wi,Z'] + — Covey (X', S7) - B — Cove, (S;, SP). (3.4)
J iPj
We leave the proof of Proposition 3.1 to Appendix A.6. Note that if we replace (Q’;( with IP, none of the results
above hold. To interpret these formulas, first we look at the first term in (3.4), Eqj [-wi,;Z 1], This term contains
only the increment Z' in individual i and thus is not a systemic contribution. Summing this term over all
individuals in group j gives

P a
Z ag QX+£Z [Y;LSZ] 0 - ]EQX [ SZ] - dX+SZ . (3-5)
=

iel; e=0

This shows the first term contributes to the marginal risk allocation of individual i without any systemic
influence. When Z! is positive, which means an increment is added, this results in a risk deduction, regardless
of the relation to other individuals. When Z is deterministic, we can see, in (3.4), the marginal risk allocation
to individual i in group j is Eq) [-wi, ,-Zi] =-w;;Z " and the covariance terms do not exist anymore.

To better study the effect of other terms in (3.4), we take Z = Z¥ey, where k # i. Then, from (3.4), we obtain

Wi j i 1 .
3o EQuerke, | X+gzkek] = - Covg, (X’,Zk)——ﬁz Covg (Sj, ZY). (3.6)

=0 j a; j

Supposing that V};” Covg), (X!, ZK) < 0, we look at the first term which relates to the covariance between
(X!, ZX). When they have a negative correlation under the systemic risk probability Qx, the increase in
individual k will result in a decrease of the risk allocation for individual i. That means, individual i takes
advantage of the decrease of others. Since the overall marginal risk allocation of group j does not change
according to (3.5), some other individuals in the group would pay for this advantage. This is related to the
last term.

The last term in (3.4) or (3.6) contains both the systemlc contribution —-5 ConJx(S], Z¥) which only
depends on the group S;, and the systemlc relevance part of individual i. The' systemlc component is dis-
tributed among the individuals based on a—i. In addition, thlS term compensates for possible risk decrease in
the second term of (3.4) since the overall marginal risk allocation of group j is fixed.
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Proposition 3.2 (Sensitivity with respect to weights). For any i, j such that w;; > 0,

xR - _Eol [X] - — Covg), (X!, S;) + —2 Vargl (X!
Swr QLX) = 2 Covey (X, )+ Zp Vargi ()
= —Eg [X'] - 1 Covg) (Xi L w; -Xi>.
x B AT T Y
We give the proof in Appendix A.7.
3.2 Monotonicity
In a grouping set sequence {I1, ..., Iy}, for some set I,,, assume there is a non-empty subset I,,y of I;, and

for every k € Iy, assume the weight for risk factor X* is wy ny € (0, Wk ). Then define
I = {k € Iy : Wi,m — Wi,me > O},

and the corresponding weights are Wy mm = Wi,m — Wi, n for all k € Iy». Then there will be h + 1 groups, and
the new grouping set sequenceis {I1, ..., Iy, I, . . ., Iy}, while the weights structure is the same as before
except those of groups I,y and I,,». The optimal risk allocations under the new grouping of the primal problem
coincide with Y*7, k € I,, for r + m. Forr = m, k € Iy or Iy, we first know Wiom' < Wicms Wik,m" < Wk,m, and
we have the following.

Proposition 3.3. Under the above setup, define Y*™, k € I, the optimal allocation of group m to the primal
problem given h groups. Define Y™ | k € Iy, and Y*™" | k € Iy, the optimal allocations of groups m' and m"'
to the primal problem given h + 1 groups, where I,y € I, and I, € Ip,. Then

Wi m! ! 1
]EQ;I[ Z W—mY"’m] sn%log{—%]E[exp(——, Z wk,m:Xk>]}, 3.7)
kel k,m Nm kel

where

Wim 1
J Z ,m
Tm = Wim QK
kel »m

Particularly, if both ¥ ye; , Wi,m X* and Y; , Wi,m X* are nonnegative, it holds that

Wk, ! Wk, "
bog 3 vt s, ] 3 i) s
X Wi,m X Wi,m
kel ) keln 4
and thus w w
k,m' k,m"
Yy mylmy N Iyl N YR = dy < dyy + di,
kGIml Wk’m kEImu Wk’m kEIm
where

dm =B£nlog{—%’IE[eXp(—ﬁi, > W"”"'Xk>”

m kel
and dy,» are the total risks of groups m' and m'. We point out that each individual profits from this decrease
(of groups) by avoiding being (group) alone (I, ~ Iy U Iyn).
Also, when the system allows only disjoint grouping, i.e., each individual joins groups with weight 1, inequal-
ity (3.7) implies the monotonicity result in [9].

The proof is left to Appendix A.8.

3.3 Generalized group formation and Nash equilibrium

For a game with N individuals and h groups, similar to before, we assume there are h buckets for each indi-
vidual to choose which ones she belongs to and how much she puts. This induces a corresponding weight
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matrix for all individuals

W=wj)=| w [eRV",

WN
defined as their strategies to distribute their risks, in order to minimize the individual total risk allocation.
Each vector w; contains values of weights showing which groups individual i belongs to and how much she
wants to distribute the risk. So there is a natural constraint: Z]’-’zl wij=1foreveryi=1,...,N.Recall that
the weight of individual i in group j is denoted by w;; € [0, 1], and w;j = 0 means individual i is not in
group j, w;ij = 1 means individual i only joins group j. The case w; j € (0, 1) means, besides group j, indi-
vidual i joins some other groups at the same time. Different sets of strategies may generate the same groups
denoted by C(W).
The objective function of individual i is defined by

h ..
P(C(W)) := Eqy[Yk] = Y Eql[Yy],

j=1
wherei=1,...,Nand pi is the total fair systemic risk allocation for individual i defined in (3.3).
Let
W1 W1
W = (VT/I,]) = Wi and (Wii, Wi) = Wi
WN WN

be the weight matrix W with the weight vector for individual i, i.e., the i-th row, is replaced by a new vector wi
whose elements sum up to 1.

Definition 3.1. The grouping C(W) defined by the weight matrix W is a Nash equilibrium if, for every i and
any wi,

p'(CX; W) < p'(C(X; W, wh),
i.e., the systemic risk allocation of individual i is minimized under grouping €(W), given other individuals’
strategies are W,

According the definition of Nash equilibrium, it is to be determined when the grouping, determined by the
matrix W, is optimized and how individuals distribute their risks under Nash equilibrium.

Remark 3.4. One cannot claim that, in this overlapping group case, it is still true that a single group with
all the individuals is a (trivial) Nash equilibrium. This follows from the proof in Appendix A.9. When B, the
minimal level of expected utility, is small, this means the system has a high tolerance with respect to risks.
Then individuals tend to split into different groups, so there is no trivial Nash equilibrium. This can help
explain why banks tend to join multiple central clearing counterparties (CCPs) to allocate their risks.

3.4 Case discussion: Correlated Gaussian distribution

In this section, we take a Gaussian distribution for the risk factors for simplicity and discuss in detail. Similar
to Section 2.4, assume the joint distribution of X = (X!, i = 1, ..., N)T follows a multivariate Gaussian dis-
tribution, that is, X ~ N(u, X), where y € RN and £ € R¥*V is positive semi-definite. And define the column
vector of W as a group vector given by

o, i¢l;, .
Aj = £ Aj e R™N forj=1,...,h.
wij, ielj,i=1,...,N,
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Then the group sum
T, def

Sj= Y wi X = AjX ~ N(Ajp, AiEAT) S NG5, (09)%)
iEIi
follows, where
‘u; = Z Wi,jiMks (O'f)2 = Z Wm,jWk,jOkm-
kGI/' m,keI;

Using the results in Appendix A.10, we have, forj=1,...,handfori € I,

dj = B; 10g<—§]5[€_s’/ﬂj]) = Bj 10g(%> —yf +

(09)

26;

and the systemic risk allocation of individual i in group j is given by

Ry i dQly ElCwiiX' + g S+ ggdy) -]
1 1 @)%\ 1 B ()
-Wi -——A-Z-)+—<?— 4 >+—( ~10<—>— S 2 )
ol ) g (=) - g (wros(Tp) i+ 5
2
1 B Wi j (0}5)
= Log( ) g+ Bz 0 38
a g _B Wi jHi + ﬁj j&l,i] Zﬁjzai (3.8)

where AjZ(i) = Yef, Wk,jOki-

3.4.1 Optimal weights in a general system

Continuing with the Gaussian distribution assumption, we use formula (3.8) to first find the optimal weight
vector w* for a given individual assuming the weight structure for other individuals is known. Then we
search for a Nash equilibrium numerically using an algorithm in Section 4. That is, we minimize the total fair

systemic risk allocation of individual i defined in (3.3) over the weight distributions w; = (w;;, j=1,..., N),
h h S\2
. i . i j . 1 B Wi (07)
min Eg, [Y'] =min Y Eg [Y¥] =min ) 1, . [—lo (—)—w-~ i+ —LAS - —— |,
nin Eqy [Y'] = mi ]; Q, [Y] nir ]; wi>0| 5 108( T ijHi p; = 2824
subject to

h

Z Wi,jlwi,;>0 = 1'

j=1
For simplicity, we consider the problem when individual i joins at most two groups to discuss the optimal
weights.

3.4.2 Risk allocation under at most two groups
When individual i joins at most 2 groups, there are three cases to discuss about the weights. Without loss of

generality, we assume the weights are denoted by (w; 1, w; ») for individual i, the weights for others are fixed,
and there is at least one other individual in group 1 and 2. Given that

. 1. (B Wi1 (@)
Eq,[Y'] = 1w,-,1>0[a—i 10g(§> ~Wiili+ ﬁAlz[’i] - 2,3%(11']
1 B Wi,2 (07
+ lwi'2>0|:a_i 10g<§) - Wi2lUi + ﬁ—ZAZZ[si] - Zﬁ%ai ],

where Bj = ¥ictew, >0} al, and f§ = Z]’-’zl B;j, we discuss the following two boundary cases and one non-bound-
ary case.
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« Boundary case 1: (w;,1, wi,2) = (1, 0). Then

o1 1 (0%)?
EQX[YI] = (X_ IOg(%) - Ui+ —Alz[’i] -1
i

B1 2B a;
1 1/ &
= —_log(%)—yi+—< > Wk,10ki+0ii>
i P k=1, ki
1 N N
- —2( Y WkiWm1Omm+2 ) Wi1Oki+ 0u>. (3.9)
2B \ gy k=T, m ki k=1, ke

« Boundary case 2: (w;,1, wi,2) = (0, 1). Then

1 B 1 (03)?

Eq[Y'] = —log(—) i+ - ARE g - —2

Qx a; _B 1 BZ [,i] 2[3% a;

1
= — log( B ) Hi + —( z Wk,20ki + 011)
B k=1, k+i
1 N N
- —2< Z Wi, 2Wm,20km + 2 Z Wi, 20k + aii>. (3.10)
2B5%i \ gy k=T m ki k=1, ki

In the above formulas,
1 1 1 1
= —+ —, = —_+ —, = — 4 — 4+ —.
pe Yy Lol y Loyl y y 2.1

k#i,Wk,1>0 k#i,Wk‘2>0 k#i,Wk‘1>0 Ak k:#i,Wk,z>0 Xk

« Non-boundary case: (wj 1, wi2) = (W, 1 — w), while 0 < w < 1. Then

. B w o, 1- (0)?  (dy)?
Eo, [Y1] = = lo< )— SIS AL TS > -
Qx g Hi B1 14[,1] B> 2401 ~ 2ﬁ2ai Zﬁéai
2 ! w 1-w( ¥
= f10g<fg—B> “Hit g ( z Wk, 10k +W0u) B_< > w0k + (1 —W)Cfii)
ai k=1, ki 2 \k=d, ke
1 N N
——2( Y WkiWm10km +2wW ) Wk,laki+W20ii)
2B10\ =1, m ki k=1, ki
1 N N
- T( Y WkaWm 20k +2(1-w) Y w0k + (1 - W)Zou>, (3.11)
2B3i \ k=1 i k=1, ki

where B1, B, are the same as before but 8’ = 1 + B2 = B + all

3.4.3 Risk allocation comparison between boundary and non-boundary cases

Here we compare the minimal risk allocation of non-boundary case (3.11) with the risks of boundary cases
(3.9) and (3.10). First we investigate the non-boundary case and prove ]EQX[Yi] in (3.11) is a quadratic
function of w and the minimal point is w* given by (3.12). Taking partial derivative of (3.11) gives

OEq, [Y] 1 2w 1 g 2(1-w)
—x Z Wi 10ki + 5 -0ii ~ - Y Wk20k - ——— 0

ow 1 k=1, ki B B2 el ki B2
1 ul 1 N
—2—( > Wk,IUki+WUii>+2_( > Wk,zUki+(1—W)0ii)
Bt \ g1 ks B2 i \ 1 ki
_ i <Wk,1 Wk,2 )Uk' i (Wk,l Wk,2 >Uk'
- R p e 2. p2.. 1
k=1, k#i B1 B2 k=1 ksi Bt Brai

+W[(é+ﬁ%)_<$+@)]"“ (7 - ﬂzll)""=°’
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and hence

zk 1, k#i (Wk1 W“) Oki —Zjlgzl,kf(W“ W“)Ukl (2 _+)0ii
W = 1 A B2 B Bra (3.12)

[(;;—1 /3%) - (ﬁ + @)]Uﬁ

azli?;z[yi] _ [(ﬁ%ﬁLﬂ%)_(lﬁwﬁ)]aﬁ > 0.

2 1 >0 2 1 >0
Br Biai 7 B2 Pl
It is clear that the denominator of (3.12) is positive. If

i (Wk,l Wi,2 >0k_ i (Wk,l Wi,2 ) o ( 2 1 )0..
- = 17 ki N\ T 5 1
. ﬁ%ai ﬂ%ai A\ B1 B> B2 ﬁ%ai

k=1, k#i k=1, k#i

is a minimizer since

Here note that

we have w* > 0, and if

N
(Wk,l Wi,2 )Uk' Z (Wk,l Wi,2 )ka. < ( 2 1 )0
2_ - 2_ 1 5 T 5 1 r 2 ii»s
k=1 ki Brai - Boa k=1, k#i B B2 B Biai
we have w* < 1.

In conclusion, let

i (Wk 1 Wk2 )Uk' i (Wk,l Wi,2 )Uk'
-5 1 - Y = 5 1y
=1, ki Bia ﬁ%“i k=1, ki P B2

2 1 2 1
By := (———)0~-, B, := (———>0~.
! B Bla " B> Bla "
In the non-boundary case, the local optimal weights for individual i joining two groups are non-zero, i.e.,

- A+ By
_Bl+Bz

€(0,1) and 1-w*€(0,1)
ifand only if -B, < A < By, i.e.,

{2 o z(;;_;;_> S (M M), (2 g @1

k=1, k+i k=1, k+i

In Appendix A.11, we investigate the condition further by reducing it to a simplified sufficient condition.
Then, given w*, the minimal risk of (3.11) is

ﬁ, J Wk,1  Wk,2 Wk1  Wk2
ol Do) v [ 5) (22 )
Qx w=w* _B Hi k=§k¢i B B, ﬁ%ai ﬁ%ai i

N i (E—E>0ki+<(w*)2 (w* )2>0_+<(1—w*)2_(1—W*)2)0“_

it B2 Bra B1 2B%a B2 2B2a;
1 N 1 i
Wi,1Wm,10km ~ Wi, 2Wm,20km- (3.14)
2 s , 5 , ,
2ﬁ1ai m, k=1, m,k#i Zﬁzai m.k=1, m,k#i

e When condition (3.13) holds, i.e., w* € (0, 1), we compare the minimal risk of non-boundary case (3.11)
with that of boundary cases (3.9) and (3.10) in Appendix A.12. We conclude that, when it holds that

By 1 B\ (A-B)? 1 N
_]0( ) —1lo (—)< + Wi 2Wm 20k,
Qi -B Qi & -B 2(B1 + By) Zﬁﬁai m kzlz:m " 2 7m, 25 km ( )
Co 3.15
"y 1 (A + B,)? 1 N
_log( B )_ —log< B )< >B 2'3 ) +— Z Wi A W1 Okms
i 1+82) 210 i s

the minimal risk for individual i is achieved at (w1, wjz) = (W*, 1 — w*) with non-zero weights. This is
a necessary and sufficient condition to determine which one is superior when condition (3.13) is true.
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e When condition (3.13) does not hold, if w* < 0 and
N

2 B’ 1 B 1
2105 £) - Liog( L) Wi Wi 1Ok,
a S\=B) & °\=B)Z 2pq m,k:?m,k#i T

the minimal risk is achieved at the boundary case (wj1, wiz) = (0, 1). If w* > 1 and

2 (BN 1. /B 1 S
2 log(—) _ 2t 10g<_> > Wik,2Wm,20km,
a; -B i -B Zﬁ%ai m,kzgm,k?fi

the minimal risk is achieved at (wi1, wiz) = (1, 0).

4 Numerical algorithm for Nash equilibrium

For a game of (large) N individuals, it is hard to find the risk allocation of each individual associated with
the grouping system. Instead, using the discussion introduced in Section 2 and Section 3.4.1, under the
assumption of Gaussian distribution for risk factors, we can do numerical analysis of some examples via
Python to search for a Nash equilibrium for the system such that no individual could achieve a smaller fair
risk allocation by changing grouping or weights under the equilibrium. We conclude that, for the disjoint
group case, a nontrivial Nash equilibrium does not always exist and neither does the overlapping group case.
If we apply the overlapping group setup to the real world, that is, interpreting Zﬁ’zl Y™/ as the default fund
of the CCP j that is liable for any participating institution/bank, the numerical results indicate that big banks
tend to join multiple CCPs, while small banks tend to choose one.

4.1 Numerical algorithm

In this section, we introduce numerical algorithms based on fictitious play. For the disjoint group case dis-

cussed in Section 2, we have the following algorithm.

(1) Let N individuals be in N different groups, i.e., a, = n for 1 < n < N, as the initial state.

(2) Ateach stage, one individual is randomly picked with equal probability, and it chooses to join the group
which gives the minimal risk allocation.

(3) Step (2) is repeated until the grouping is stabilized, and no individual has the incentive to move anymore.

For the overlapping group case in Section 3, the algorithm is similar. We take the number of groups h fixed,

and the initial weights for every individual in groups are randomly generated. The optimal weights at each

stage are determined based on the discussion in Section 3.4.1.

4.2 Numerical examples

Example 4.1 (Nearly block correlation matrix with positive, uniform p). In the case of N = 4, assume that the
means and standard deviations are the same and a;’s are 1, i.e.,a = [1,1,1, 1], u = [10, 10, 10, 10],0; = 0

for all i. The correlation matrix is
1 0.4 O 0

0.4 1 0.05 0
0 0.05 1 0.4
0 0 0.4 1

Then, for the disjoint group case, there exists one nontrivial Nash equilibrium “{1, 3}-{2, 4}”.
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Example 4.2 (N = 10). We take p;j =0.8foralli+j,i,j=1,...,N, except p19 = —0.3. The values for other
parameters are listed below:
u=1[1,1,1,2,2,3,6,6,6,7],
0=1[4,2.8,1.6,1,3.8,2.8,0.9,1.1,4.2,1.8],
a=[0.4,1.2,1.8,2.2,0.4,0.9,2.8,2.2,0.4,1.9],
B =-8, theinitial weights (w; 1, w;») = (0.3,0.7) forall i.

By the algorithm presented in Section 4.1, we find the optimal weights for each individual one by one, and it
turns out there exists a nontrivial Nash equilibrium in the system

1 0
0.51 0.49
Wi,1 Wi1,2 0.48 0.52
0.44 0.56
0 1
Wit Wiz 1= 949 0051
: : 0.44 0.56
Wi10,1 Wio0,2 0.45 0.55
1 0
0.49 0.51

We can see for some individuals which seek risks, i.e., with extremely small risk aversion parameters, they
prefer being alone instead of separated.

As mentioned at the beginning of the section, the setup of systemic risks in the individual-group structure
can be applied to the bank-CCP structure in real life, where individuals are banks and groups are CCPs. Then
an individual with a large utility parameter alpha represents a core bank which is very risk-averse.

Example 4.3 (N = 10, less risk-averse individuals). In this example, the utility parameters are modified to
compare with the previous example, and we interpret the results using the “bank-CCP” language. Assuming
there are two core banks (4, 7) and eight peripheral banks, the correlation matrix is given in Figure 1.
The values for other parameters are listed below:
u=1[1,1,2,2,3,4,5,5,6,7],
0=1[4,2.8,2.2,1.7,1.4,3.2,3.8,1.9, 4.2, 2.5],
a=1[0.4,1,1.1,2.2,2.8,0.9,0.8,1.4,0.6,1.3],
B=-8,
and the initial weights are randomly generated based on uniform distribution between 0 and 1 for every i.
There exists a nontrivial Nash equilibrium in the system

1 0
1 0
Wil Wi 1 0
0.46 0.54
Wit Wi _ 0.32 0.68
’ ’ 0 1
0 1
Wi0,1 Wi0,2 0 1
0 1
0 1

We can see banks tend to stay with negatively correlated banks to mitigate the systemic risks. And risk-averse
banks prefer splitting their risks by joining more CCPs.
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1 2 3 4 8 9 10
1 I |
2 | ppp=-0.25 : Ppc=-0.12 | p,o =-0.09 : ppp' = 0.05
A R L]
4 | ppc=-0.12 | Pt =0.7 1 poy =—0.09
5| ppe =009 | pw=07 | L _ Pep=-012 |
6 [ [
7 | |
8 | Pppr =0.05 | pepr =-0.09 | popy ==0.12 | ppy =—0.25
9 [ I
10 | |

Figure 1: Correlation structure in Example 4.3: The top diagram shows partial correlations for 10 banks, where 4 and 5 are core
banks and coefficients are labeled for each bank pair. The correlation table on the bottom shows the correlations matrix, where
diagonals are all 1 and p. . represents the correlation between two distinct banks. Subscripts ¢, ¢’ stand for core bank 4 and
core bank 5 respectively; p stands for peripheral banks 1, 2, 3, and p’ stands for peripheral banks 6, 7, 8, 9, 10.

The analysis of the systemic risk and grouping formation can be applied to the reality, and it turns out our
numerical results are consistent with the choices of CCPs for banks and financial institutions. One example
is shown below using real data.

Example 4.4 (Real-life example). We take two CCPs who are clearing the same products but in a different
region. One is the Chicago Mercantile Exchange Inc. (CME), which operates two separate clearing services,
one for commodity and financial futures and options, and one for interest rate swaps and swaptions. The
other one is the European Commodity Clearing (ECC), which is a central clearing house in Europe specializ-
ing in energy and commodity products. We select six clearing members and list them in order: J.P. Morgan
(JPM), Goldman Sachs (GS), BNP Paribas (BNP), StoneX Group (SNEX), Banco Santander (SAN), and Inter-
active Brokers Group (IBKR). Among these firms, JPM, GS, SNEX, and BNP are members of both CCPs. SAN is
only in ECC, while IBKR is only in CME.

JPM GS BNP SNEX  SAN IBKR
1 0.82 0.61 0.87 -0.27 0.86
0.82 1 0.86 0.83 0.04 0.79
0.61 0.86 1 0.65 0.25 0.60
0.87 0.83 0.65 1 -0.35 0.89
-0.27 0.04 0.25 -0.35 1 -0.24

0.86 0.79 0.60 0.89 -0.24 1
o 0.262 0.245 0.235 0.264 0.236 0.233

Table 1: Correlation matrix and standard deviation for 6 banks in Example 4.4.
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We estimate the bank correlation matrix and standard deviation o from banks’ stock prices and list them
in Table 1. Without loss of generality, we assume the expected values of their risks are all 0 since they have no
effect on Nash equilibria according to formula (3.8). The value for B is the same as in the previous example.
The risk-aversion parameters are chosen according to clearing members’ “sizes”,

a=[2,1.8,1.7,1.9,1.2,0.85],

and we list them in the following order: [JPM, GS, BNP, SNEX, SAN, IBKR].
The numerical results show that there exists a nontrivial Nash equilibrium

0.73 0.27
Wi W12 0.61 0.39
| 0.56 o0.44
| 0.54 0.46

1 0

We,1 We,2 0 1

This is consistent with the fact that the first four firms JPM, GS, BNP, SNEX are spitted and join in both CCP
groups, while SAN and IBKR belong to different CCPs. However, the distribution of weights cannot be verified
here since related data of banks are not revealed in CCP documents.

5 Conclusion

In this paper, we generalize the systemic risk measure proposed in [8, 9] by allowing individual banks to
choose their preferred groups instead of being assigned to certain groups. This introduces realistic game
features in the proposed models and allows us to analyze the systemic risk for disjoint and overlapping groups
(e.g., central clearing counterparties (CCP)). We introduce the concept of Nash equilibrium for these new
models and analyze the optimal solution under the Gaussian distribution of the risk factor. We also provide
an explicit solution for the individual banks’ risk allocation and study the existence and uniqueness of Nash
equilibrium both theoretically and numerically. The developed numerical algorithm can simulate scenarios
of equilibrium, and we apply it to study the bank-CCP structure with real data and show the validity of the
proposed model. While our formulation of constructing equilibrium groupings is based on minimizing the
capital as a form of cross-absorption of losses, other factors such as netting agreements at the group level
could also impact the change in the liability structure. However, this is beyond the scope of this paper and can
be studied as further research. Further research also includes obtaining more actual data on bank balances
and bank interconnections to conduct more in-depth research and analysis. The participation percentage
of financial institutions is left to be validated and explained with more data. To better study the real CCP,
it is also valuable to include more CCP mechanisms in the measure model, such as waterfall mechanisms,
the existence of multiple layers of capital and CCP clearing fee charge, as in [16], and their effects on the
equilibrium.

A Appendix

A.1 Comparison between trivial grouping and multi-groups

We first look at the trivial grouping, i.e., m=h=1andall k € I = {1, 2, ..., N}. The group parameter and
group vectors are

Noq
ﬁm=ﬁ=za—i, Am=(1,1,...,1).
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Then, following (2.17), the systemic risk allocation of individual i is

Eqi [Yi] y+1log(ﬁ)+1§:a ! io
1 = —U; _— —_— —_ 23— — .k'
Qxl X l a; _B ﬁ =t J zﬂzai G ]

The total systemic risk allocation for the system is

Z Eq [Yi] = Zy, +ﬁlog< ) Z 0ji. (A.1)

1} 1
Then, for the multi-group case, assuming m =1, ...,h (h > 2) and for k,,, € I, # 0, the systemic risk
allocation of individual k, is
k B
Eqn[Yy"] = —Hi, + <—) Z Tk, — Z aji.
* -B M jel, 2ﬁmakm jilely
The total risk allocation is
x k o B
rr;lkz Eqn[Yy"] = —Z}li +ﬁlog<§) Z ﬁm Y ok (A.2)
=1 ky€ely i=1 m=1 j,kely

We need to compare the total risk of trivial grouping (A.1) and the total risk of nontrivial grouping (A.2). For
simplicity, we take h = 2 in the nontrivial grouping case and compare.

Assume an N-individual system is divided into two subgroups with sizes N1 = |I1|, N, = |I,|, respectively.
Given all risk factors, define

S =

M=

X, S;= ZXi, S, = fo.

1 iel; iel,

Note that S = S; + S,. Therefore,

N
Var(S) = ) oy, Var(S1)= Y oy, Var(Sy) = ) oy
i,j=1 i,jel i,jel,

Then we compare the last term in (A.1), (A.2),

(A.1): Z 0ij = - L vars), (A.3)
1] 1 B
1/1 1 1
(A.2): 5(:3_]-,%1 8 glz v, k) ; (B_l Var(sy) + - Var(Sz)). (A.4)

Since
Var(S) = Var(Sy) + Var(S,) + 2 Cov(Sy, S»),
2B1B2B - ((A.4) - (A.3)) = B1 B2 Var(Sy) + B3 Var(Sy) + B3 Var(S;) + B1 B2 Var(S,)
- B1B2(Var(S1) + Var(Sz) + 2 Cov(S1, S2))
= B3 Var(S1) + B2 Var(S) - 2B182 Cov(St, S2)
= Var(8,S1 - B1S2) 2 0.

Thus (A.3) < (A.4), which is equivalent to (A.1) < (A.2). (The equality holds only if S; = S, = S, which we can
exclude.)

We can conclude the trivial grouping has a smaller total systemic risk allocation for the N-player system
compared with two-group case. It can be extended to the general grouping case and shows the advantage of
trivial grouping or fewer groups in terms of the total risk. And it is consistent with the monotonicity property
proved in [9].
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A.2 Proof of Claim 2.1
Under the assumption S, = |I ;5] %, equation (2.17) becomes

IEQm[YX] —yk+—log< B )+%(0 + (|| - 1)pa?)

<|I I) (itnlo? +<| |>2p0>

=—uk+—1og<£) ey L BN A
@ B 2IImI I 2|l
< ) 2 a|Im|—1 2

1
=-ux+—lo + o
Mict 5 log 2|Im| PTG

B)"
_—Hk+110g<ﬁ> ((1 p)H| )02-

First, when p # 1, the function is monotonically decreasing in |I;,|. So the risk allocation for every individual/
individual is maximized when |I,;,| = n, i.e., all individuals/individuals are in the same group.

If we assume individuals are separated in several groups which makes it a Nash equilibrium for all. For
some individual i in the second largest group, moving to the largest group makes it achieve a smaller risk
allocation, which is better. If there are only two equal size groups, i.e., “3-3”, one individual i in group 1
joining the other one gives “(3 — 1)- ('2l +1)” and ]EQ;([Y 1> IEQ§[Y’ ]. So “(5 -1)- (2 + 1)” cannot be a Nash
equilibrium neither.

In conclusion, nontrivial grouping strategy cannot be a Nash equilibrium and only |I,,;| = nis a Nash equi-
librium under the case that all standard deviation and utility parameters are the same, and the correlation
coefficient is p € [-1, 1). When p = 1, the risk for every individual is constant and grouping has no effect.

A.3 Proof of Claim 2.2

First we look at the grouping “{1, 2}-{3, 4}” and find the equivalent condition to make it a Nash equilibrium.
We compare risks for individual 1 under two cases, according to (2.17),

« ”, 17 _ B 1 2 2 1 2 2
under “{1, 2}-{3, 4}”: ]EQ;([YX] =-U +10g<3>+5(0 +p0o°) - 5(20 +2p0°),

under “(2}-{1,3, 4)": Eqy[Yx] = —p1 + 1og<£> NP %(302 +2pa?).

-B 3
For individual 1, to make the risk allocation under “{1, 2}-{3, 4}” at most that under “{2}-{1, 3, 4}”,
1, 1 1 1 3

39 - 1—8(302 +2p0?) > 5(02 +p0o?) - 5(202 +2p0?) = p< -3

For individuals 2, 3, 4, we repeat a similar discussion, and the condition is the same, p < —13—3. So, in conclu-
sion, if p < —1%, grouping “{1, 2}-{3, 4}” is a Nash equilibrium.

In the grouping “{1, 3}-{2, 4}, we follow the same discussion about comparing risk allocations for all
individuals. For example, for individual 1,

“ ”, 1 ﬂ 1 2 1 2
under “(1, 312, 4)": By [Yk] = -1 +log( £- )+ S0 - 5202,

« ”, 17 _ B 1 2 2 1 2 2
under “{3}-{1, 2, 4}”: IEQ)z([YX] =-Ui + log(i) + §(0 +po’) - E(BU +2p0o°).
For individual 1, to make the risk allocation under “{1, 3}-{2, 4}” at most that under “{3}-{1, 2, 4}”,
1 1 1 1
5(02 +po?) - E(Baz +2p0?) > 502 - 5202 = p> %

For individuals 2, 3, 4, we repeat a similar discussion, and the condition is the same, p > 2. As a result, group-
ing “{1, 3}-{2, 4}” isa Nash equilibrium if p > 2. It is also the equivalent condition for grouping “{1, 4}-{2, 3}”
to be a Nash equilibrium
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A.4 Proof of Claim 2.3

Similar to the proof of Claim 2.2, we look at the grouping “{1, 2}-{3, 4, 5}” and find the equivalent condition to
make it a Nash equilibrium. Under the assumptions, we first compare risks for individual 1 under two cases,
according to (2.17),

« ”, 17 _ ﬁ 1 2 2 1 2 2
under “{1, 2}-{3, 4, 5}: ]EQ;([YX] =-U +10g<3> + 5(0 +po°) - §(20 +2p0°),
« ”, 17 _ ﬁ 1 2 1 2 2
under “{2}-{1, 3, 4, 5}": IEQg([YX] =-U + 10g<§> + ZU - 3—2(40 +6p0”).

For individual 1, to make the risk allocation under “{1, 2}-{3, 4, 5}” at most that under “{2}-{1, 3, 4, 5}”,

1 1 1 1 2
ZO'Z - 3—2(402 +6p0?) > 5(02 +p0o?) - §(202 +2p0?%) e p< -2

For individual 2, this is the same condition to have a smaller risk allocation. We then compare risks for
individual 3 under two cases,

« », 37 _ B 1 5 2 1 2 2
under “{1, 2}-{3, 4, 5}”: IEQ,z([YX] =-u3 +log(§> + 5(0 +2p0°) - EGO‘ + 6p0°),

under “{1, 2, 3}-{4, 5}”: ]EQ;([Y;(] =3 + log(%> + %02 - %(302 +2p0?).
To make the risk allocation for individual 3 under “{1, 2}-{3, 4, 5}” at most that under “{1, 2, 3}-{4, 5},
we get the equivalent condition p < 0. This is true for individuals 4, 5 as well. In conclusion, when p < -2,
“{1, 2}-{3, 4, 5}” is a Nash equilibrium for all individuals.

In the grouping “{1, 3}-{2, 4, 5}”, we follow the same discussion about comparing risk allocations for all
individuals. Individual 1 will stay with individual 3 instead of joining the other group if p = 1. Individual 2
will stay if p > 0. Individual 3 will stay with individual 1 if p > %, and individuals 4, 5 will not move for any p.
As a result, grouping “{1, 3}-{2, 4, 5}” is not a Nash equilibrium for any p € (-1, 1).

For the grouping “{1, 2, 3}-{4, 5}”, after the discussion about the condition for every individual not
moving, we find a contradiction which proves, for any value of p, this grouping cannot be a Nash equilibrium.

A.5 Proof of Theorem 3.1

We can rewrite the systemic risk measure p as

h
p(X) = inf{ Y dwid=(di,...,dp) e R, Y= (Y, ic L}, 1<j<h) e LOREmllnleh),

m=t d 1 k. vkm i,j . }
E —— exp[-ar(Wr m X<+ Y© =B, Y =d;forj=1,2,...,h¢,
[mZ_l kgm o XPlaWim )] ZI j for j
where (I, . . ., I) are the group index sets given. For any group m, we define the smallest elementas m° ¢ I,
and fix another element m* € I, and m* + m°. (When there is only one element in the group, m* = m®, and
the discussion will be similar.) In the following proof, we assume |I,;| > 2 forallm = 1, ..., h. We also assume
Y is defined on a finite space, Y% ¢ {y’l"m, e, yﬁd’m} for all k, m and y}’."m € R. Then we have

y;" M= dp - z y]’."”' form=1,...,h.
kely,, k#m*

We show the results with the Lagrange method with the function defined by

M h

-1
p] z [ z - exp(—ak(wk’mxk(wj) " y}k’m))
1 m=1"kelp, k+m* Xk

h
£, Y, ) =) dn +/1{
m=1 j

+

o3 ]}

Um: kel kem*
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We compute partial derivatives of £ with respect to all variables and get all equivalent conditions in the
following.
(1) Given m, forj=1,..., M, k € I, and k # m*, we have -2~ = 0 if and only if, for every fixed j,

oy;
oL .
0= —— = }lpj[exp(—ak(wk,ka(wj) + y]’.(’m)) - exp(—am*(wm*,mX’” (wj) + dm — Z y)’”"))]
ay]. > kely, kem*
or, equivalently, we have
exp(—ax(we, mXk (wj) + y" ™) = exp(—am*(wm*,me*(wj) +dp - z y]km)) (A.5)

keI, km*
This implies
exp(~ i (Wi, mX (@) + Y1™)) = exp(~tmo (W0 mX™ (wy) +y7"™)).
Then, for k # m*,

1 0
y]’."m = a—k(amowmo’meo(a)j) - akwk,ka(w,-) + amoy;" ™, (A.6)

and by (A.5) and (A.6), we obtain (details are shown below)

m°,m 1 k mo
mm X (wi)) - X" (w;) + ———d
Y; P (kdm Wi,m (w,)) Wmo,m (wj) + %o m
S (@) = W mX™ (@) + ——d (A.7)
= i) — 0 i .
amoﬁm m ] mY,m ] amoﬁm mos

where B, = Zkelm alk’ Sm = ZkeIm Wk,ka-

Proof. By (A.6),

1 0
Z y}l.(’m = Z —amo(wmo,meO(a)j) + y;" ,m) - Z Wk,ka(wj)

kely, km* kely, k#m* Ak kely,, k+#m*
1 0 m°,m k
= (ﬁm - )amO(WmO,me (wj) + Y; ’ ) - Z Wi,m X" (wj),
m* keln, k+m*
* k, 1 0 m®,m
Wime,mX™ (wj) + dm - Z y; M= dpy - (ﬁm - a—)amo(wmo,me (wj) + Y ) + Sm(wj).
keln, k#m* m*

Thus, using (A.5), we obtain

. .
—am*(wm*’mX’" () + dm— ) Yj m)
kely,, k#m*

0
=~ dm + (B e = 1) o (Wm0 mX™ (@5) + Y *™) = > Sin(@))
= —amo(WmO,meo((Uj) + y;"o’m) by (A.5)

0 m®,m
= am*ﬁmamo(wmo,mxm (wj) + Y; ) = O dm + A Sm(Wj)

= (A.7). O
(2) Form =1, ..., h, the derivative with respect to d,,, Tﬁ = 0 if and only if
aL m* k,m
0= od. =1+A ij exp(—am*(wm*,mX (wj) + dm — Z * Yj )) (A.8)
j=1 keln, k#m
By (A.5),
M
0=1+A ij exp(—ak(wk,ka((u,-) + y]’-‘”")) forall k e I, and k # m™,
j=1
i.e.,

M
-1
Zp; exp(~a (Wi, mX“(@j) +y[™)) = —. (A.9)
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(3) The derivative with respect to A, —ﬁ 0 if and only if

h

-1

= [Z Z — expl-ax(WimX* + Y® m)]]
=1 kel,, Qi

M h -1 k k,m

Z z Z — exp(—ar(Wi,mX (wj) +y; )

j=1 m=1"kel,, k#m*

+ —eXp(—am*(Wm*,me*(wj)+dm - z yJIF’m))]

X kely, k#m*

M h
-1
B Z 21 2 P exp(-ar(wWi,mX*(w)) + yP™))

+ a__l ' Dj exp(_am* (Wm*,me* (wj) +dm — Z y]km>)]
m ke, kém*

h
1-1 -1 -1
_ Z[ s T] by (A.8), (A.9)
m=1"kel,, kzm* %k ~Am:
1 h
Ly vyl
m=1 keIm
Hence B
A5 (A.10)

We then compute d, by inserting (A.10) and (A.7) in (A.9) for k = m° € I, and m® # m*,

B M 0 M 1
_E = zpi eXp(_amo(Wmo,meO(w}') + y;" ™) = Zpi eXp(_ﬂ_(Sm(wi) + dm))
j=1 j=1 m
M 1
= e—dm/ﬂm Zp} exp(__sm(a)j)> — e—dm/ﬁm]E(e—Sm/ﬁm).
j=1 B

So
dm = Bom 1og( B g (e-Snidn ))

Then, back to (A.6) and (A.7), for k, m°, m* € I, and k # m® # m*,

mom 1 N mo, ;
yi B amoﬁm Sm(w]) Wmo,mX (w]) " amoﬁm dm,
a
ylm = ai;wmo mX™ (@) = Wi mX* (@)
1
Sm(w Ao W X" (w;) + —
I:ﬁm m( ]) moWmo m ( ]) Bm
1
= Wi mX*(wj) + b (Sm(wj) + dm),
m*,m k,m
vt =dm - Y Yf
! kely,, k#m* !
=dm+ Y  wimXwp)- ) - ﬁ ———(Sm(wj) + dm)
kely, k#m* keI, k#m* m
=dm+ (Sm(wj) = Wm*,me*(w] ) (ﬁm - _)Bm (Sm(w]) + dm)
. 1
= -Wne mX™ () + ———(Sm(wj) + dp).
am*ﬁm

So, for given m, for all k € I,,;, we have

ylm - —wk,ka + +dm), where dpy=fn log< B ]E(e‘s'"/d'")>

1
arPm
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In addition, the systemic risk measure is given by

h
p(X) = Z dm = Z B log( (e Sn/dn)) = ﬁlog(%) + Y Bmlog(E(e Sn/m)).
m=1

A.6 Proof of Proposition 3.1

First we prove the marginal risk allocation for individual i in group j. By Theorem 3.1, fori € I;,

| dQk, .z
E‘Q/xﬂz[ X+sZ] = [ )l(]+£Z d]}:g
=]E[< wi (X' +eZh) + —(S; +eSZ)+ dX”Z) ﬂ
JJ B ] 1B} ]E[e Sx+sz/ﬁ1]

E((Xi + eZi)e™S) *sz/ﬁf) 1 E((Sj+eShes) b
1,) IE(e_S]XH:Z/ﬂj) a ﬂ] ]E(e_SXwZ/ﬁ})
1 +E.
t (log(%) +1og(E(e™S /ﬁi)))
=1+ 1T+ 1I.

Since SX”Z Sj+ eS and assuming everything is well-defined so that we can use Leibniz integral rule, then
we have the followmg results:

st
iE(e_S)XﬂZ/B]_) _ ]E(__]e—sfﬂz/ﬁi)’
o€ ﬁj

X+eZ X+eZ S)Z X+€eZ
IE((S, + £Sz)e‘s 1By = ]E[S].Ze‘si IBi - (S; + eS}-Z)B—]_e‘Sf 18|,

0

Then we compute the derivatives

o_ ( E((X! + eZi)e™S) /B]))
FERTS E(e-SF""/8y)

Z
1 X+eZ X+€Z S X+eZ X+eZ
=—wii— | EZeS T BiyE(e=S B +IE( YA ( ) =5; /ﬁ,)]E ~SKet 1By
i,j (]Ee_sl)‘wz/ﬁf)z [ ( JE(e ) ( ) B] (e )

Z
((Xl + gZ )eisXﬂZ/ﬁl)IE( S 7SX+€Z/ﬁ )]
[
. 1 . . 1 . ,
= _Wi’j []EQ;HsZ [Zl] - F]EQ;HEZ[(XI * le)S]Z] * IT].]EQ};HEZ [Xl + ng]]EQ];th [S]Z]]

= Eq_,[-wijZ'] + —1 Covqy,,,, (X' +€Z', 5P,

a1 a( E((S) + eSPeS)” /ﬁ’))

E - aiﬂj o€ IE(e_S;th/ﬁ)
1 1 [(IE(SZ —S’,‘+8Z/ﬁj) IE((S SZ)< S]Z) —S?‘+ez/ﬂi))]E( _S?usz/ﬁi)
e — Lo™9j + 4 eSH( - \eS oS
aiBj (Ee=S; /B2 j 18\ 7B
X+eZ SZ X+eZ
—IE((S,-+€SI.Z)e’Si /ﬁ;)E(__Jefs]. /ﬁf)]
Bj
1
Z . 7 oZ
= Eq,,,[S;1- Covg ,(Sj + £S%, §%),
B X+eZ aiﬁjz X+eZ j j
Z
aIII 1 1 S} gX+eZ .
— . El-—e7 /ﬁ}) — SZ
0 a; E(e-SIHB) < ﬁ]_e ! B; Eq,,,,[Sj]-
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As a result, we obtain

o
Eq,,,l X+£z] = 3 (I + 11+ 1ID)

J¢

. i Wi , i oZ 1 z
- _Wi’j]EQI)(+£Z [Z ] + ﬁ_ COVQ1X+EZ( + SZ S ) + B IEQ}X+€Z [S ]

1

- — Covg,,,(Sj + ST, S7) - —IE@M ]
@i aiB;
=Bq ,[-wijZ'] + 2 B; COVle LX v ez, SZ) - —ﬁz Covg),,,(Sj + eSjZ, SJ-Z)
l

. i1 ,
= Edmsz [_Wi’jZl] - _ COVQ]XMZ(Y;({"SZ’ S}Z)'
J

Then, when € = 0, we have the formula for marginal risk allocation for individual i in group j in Proposi-
tion 3.1.
The marginal risk contribution of group j is trivial, and for the conclusion on local causal responsibility,
we have - 1 1
Egi [Yy .,] = Eg [(—w-~Xi+£Zi + ——(S; + eS% +—dx+gz)].
Qx[ X+SZ] Qx 1’]( ) aiﬁj( ] ]) aiﬁj ]

Then, according to the previous proof,

0 ij ) i 1 z 1 sZ
$EQ’X[YX+SZ] = ]EQ/X(—Wi,jZ’ + Fﬁjsj> ﬂ Eq}, ., (57,

and thus

0 J _ .
aEEQX[YXMZ] o = ]EQQ( [_Wi,]'Zl]'

A.7 Proof of Proposition 3.2

By Theorem 3.1, for i € Ij,
sedy). 0
lﬁ]( i+ 4) g Ele -Sf/ﬂf]]

E(X e Si/B) 1 ]E(S].e—s,/ﬁ,) 1 B o
Wi E(eS/8)  aif; E(e-S/b) +a—i<log<§>+log(m(e j ;)))

=1+ +1IL

o . d J .

Assuming everything is well-defined so that we can use the Leibniz integral rule, then we have the following
results: ) )
1 1
9 peSif - (—5e-5f/ﬁf), LE(sje-Si/ﬁf) = E[Xie'sf/ﬁf - s,-)ie—sf/ﬁf ]
oW, Bj owij Bj

Compute the derivatives

ol 0 ( E(Xfe-sf/ﬁf))

- Wi
owij OWjj b E(e=Si’B))

Exie-siby  E(-%5e 5P E(eSIP) - B(Xie SIP) - B(-§ oS/
_ Wi
E(e=Si/B) b (E(e-Si1)))?
__EXie Sy wiy E(XD2e 5P Wi,j<IE(Xie‘Sf/ﬁ"))2
T E(eSilB) B E(eSilB) B; \ E(e=SilB)
Cryir L Wil oy
= -Eq] X'+ —= Varle(X ),

B
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oIl 1 0 (IE(Sje’Si/ﬁi) )

owij  aifj dwij\ E(e=Si/B)
= L;Z(]E[Xie_sj/ﬂj _ Sj)ile—Si//;i] . ]E(e—Sj/ﬁj) _ ]E(Sje—sj/ﬁj) . E(_&g‘%/ﬁi))
aifj (E(e-Si/h)) B; 5

_ i(IE(Xie’S}'/Bi) 1 ( IS] *S}/ﬁ} >+11E(X1 e*Si/B}' )]E<SI e*Sj/ﬁj ))
aifi\ E(e Silh) ﬁ] E(eSi/B) B E(e=Si/Bi) E(e=Si’B)

1 1
= X ’]——Cov X, S
B QIX a ﬂ] Qx 1)
olll 0 1 1 X
— = —1 ( ) _1 ]E =Sjlb; ): _ (__ —51/ﬁ1>
oW j aw,,<a1 ° * og(E(e ) a; E(e=SilB) B,e
1 .
= —— Eg [X'].
b, Q[ X']
As aresult,
OEq, [V
QY71 o (1+11 + 1IT)
aWi,]' aw,-,]-
- Bl X + Y Varg) (X1) + —= B [X'] — —— Covel, (X', S;) = ——Eq, [X]
SO T T gy T gy T gy
=-E [X’]——Cov X, S)+—Var /(Xl), iel.
ij alB} QX ] ﬁ ]
A.8 Proof of Proposition 3.3
Define
7]’ _ Wim' 1
" kel 1 Wi,m Xk
By Theorem 3.1, for k € Iy,
’ r 1 '
Wik, m yhm _ Sm + dm Wim' L Wi,m Wk,ka _ Sm + dm r[;n _ Z Wk,m’Xk-
kel Wi,m ﬁm kel Wiom Qk kel Wik.m Bm kel

Then

Wi,m' k,m
Egp| ¥ vt
kel m

’
= IEQX (Z_msm z Wk,m;Xk> + rl—mﬁm log{_gE[e—Sm/ﬂm]}
kel m

!

_ nmlog{exp[—]EQx(Z: Sm— Y, Wk,m’Xk>]} N n;nlog{_gm[e—sm/ﬁm]}

kEImr

' 1o 1 K ' ool B ro-Sn/Bn

< N l0g{Eqn | exp| 7—Sm — Z Wiom' X + Ny log E[e ]
ﬁm NMm kel B
esm/ﬂme_sm/ﬁm exp(_L Zk Wk le)

o 1y Skely Rom ) {_E —Sm/ﬂm}
= rlmlog{IE[ E[e-Sn/fn] ” + 1, log BIE[e ]

) B
:rlmlog{ EE[EXP(_n_me Wi, m/X )]}

el 1

1 ﬁ’ 1 k . K - .

< Bm log{—E]E[exp - Z Wi,m' X )” if Z Wi, m X" is nonnegative

m kel kel

m

t= dpy. (A.11)
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In conclusion, if both }; | Wi X< and ¥, Ly Wi, m» XK are nonnegative, the inequality holds for the
risk allocations of subgroup I, as well as I,,». Otherwise, we have the inequality given by (A.11).

A.9 Necessary and sufficient condition for B in Remark 3.4

Here we show a necessary and sufficient condition for B to have a trivial Nash equilibrium through an
example. We assume all risk factors are i.i.d. Gaussian random variables, where g;; = 0, i # j and 0;; = 0 for
alli, j.

When all banks are in one group, i.e., h =1, § = Y~ ali,

1 1 1
]EQ)([Y)l{] :]EQ)I([Y;(J] = a—110g<_FLB>—],l1+EO'—mNU. (A.IZ)
1

When bank 1 decides to split and put some weights in another group, e.g. there exist wy 1, w12 > 0 and
Wi1+ Wi = 1, thenﬁ’ = B+ a—ll andﬁl Zﬁ,ﬁz = all’

Eox[Yx] = Boy [Yx''] + Egz [Yx’]

ﬁ’ W% 1 W% 2 1 2 1 2
_—lo( )— +——0+—"-0- N-1o+w;,0) - ——Wwj,0. A.13
o log M1 B 5 B (( ) 110) 2Bay 1,2 ( )
To have a trivial Nash equilibrium, for bank 1, it should hold that (A.13) > (A.12), which gives
1 1 (B)? 1 wi, W1 2 1[/wip wi, 1
~ log(-B s—lo( )-[——( ’ )]0——[(—’+—’)——]0. Al4
T T VAN AN S T N A A .

Then, by extending (A.14) to all banks, we can get the necessary and sufficient condition on B to have a trivial
Nash equilibrium: foralli = 1, ..., N, B satisfies
2 2

1\2 2 2 2
woren= () g (5 e 2l G+ ) el

where B, = &, B1 = Y¥, Landp' = B1+po.

Recall that B is negatlve and stands for the minimal level of expected utility. Intuitively, when B is small,
log(-B) is large, then some of the inequalities tend to be violated so that there would be no trivial Nash
equilibrium in the system. On the other hand, when B is large (close to 0), log(-B) will be extremely small so
that a trivial Nash equilibrium may exist in the system.

A.10 Remark for S,, in equation (2.16)
Remark A.1. Some results about S, are the following:

E(e™ S’"/ﬁ"‘) = exp(——ym + —(om) )

2%
E(Xie—sm/ﬁm) = B(y,- - B_A'"z[’”> EXP<—ﬁ—Hm + T(Um) ) fori € I, (see below for a proof),
m
B(Sne 5/ = (5, — 5037 ) exp( - g1 + 5037 ).
Bm Bm 287
Proof. Definet” = (t1,..., ty). Then
. M. 1 1
E(Xiet'X) = OMx(t) _ 0 xp(yTt+ —tTZt) = (y +tTZ[,i])exp<yTt + —tTZt>.
ot; ot; 2 2

Thus we obtain

E(X e~Sn/Bny = (X!~ An/BuXy _ <Hi _ 1 (a3 ) B

1 1
—Amz[,i1> eXp(—ﬂ—H?n B
m m

Bm
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A.11 Sufficient condition for local optimal weights

To investigate condition (3.13) further, we make some reasonable assumptions on estimates and introduce
some situations when they hold.
Assuming all w1, wk,» # Oforall k #i,thenf§; =, =) alk Then (3.13) is equivalent to

k=1, ki

Since 1 1

—— -2 <0, |(Wi1—Wk2)0kl < |ow| forallk,i,

Bia; B
we can deduce a sufficient condition for wZ‘i) € (0, 1) for individual i,

1 N 1
1——) 0wl < (2——)0--. (A.15)
( Bia; k=§k¢i : Bra; /"

Remark A.2. From above, we can have a rough estimation: if o; ~0, p >0 and a =[1,1,1, 1] (i.e., no
extremely large 0 and no extremely small @), the inequality is true when p < %, according to

(1 - %) (4~ 1)pa? < (2 - %)02.

This explains why in numerical experiments, when we apply reasonable values of parameters, the optimal
weights are often located between (0, 1). And when (wg,1, wk,2) are close for most k # i, the weights for
individual i are around 0.5 because of small A ~ 0 and B; ~ B> in this case.

If, for individual i, o; is small and 0; < o0 for some i, then the sufficient condition does not hold, and
by numerical results, we found w;‘i) is not in (0, 1) anymore.

Assume for some k(’s), wi,1, Wi,2 can be O or 1. Then B # B2, but it is still true that -1 < wy; — w2 < 1 for
all k. Then (3.13) can be rewritten as

(77 )one ¥ (w3 ) -wali - 1 Jow< (3 - 7)o
o T ii K1\ 705 — 5% )~ Wik2\ (55— — 5 ki T 5
B Bai/ "t \Bla B Biai B2/ T \B1 o Blag/ "

A sufficient condition for w(*l.) € (0, 1) for individual i is

N
<ﬂl1 - ﬁ) z |Okil < <ﬁ£2 - @)Uﬁ,

k=1, k+i
1 1 ) N 2 1
—— |0k~|<<———)0-~.
<52 B3ai k:;'k;ei l B Blai !

This is a generalization of (A.15).

A.12 Necessary and sufficient condition for optimal weights
First we compare the minimal risk over non-zero weights (3.14) with the corner case (w;j;, wiz) = (0, 1),

Eou[¥']lwoy: — (3.10) = alilog(ﬁ_') . ali10g<£)

_B _B
N
o LI Gl S
1 N

- 2/3—20( z Wik, 1Wm,10km
1% m, k=1, m,k+i
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B, 1 ﬁ . (W*)Z W*(W* _ 2)

Elo( ) a—ilog(3>+w - (-A) + 5 Bi+ 5 B,
1 N

- Wik,1Wm,10km (use notation A, By, B;)

2B1®i 1o ki

B)-Liog(L)-we (a-2m, - 2 25)
- 10<B o log(45)-w-(a- 5B - T 7B
1 N -

m Z Wik, 1Wm,10km
1% m,k=1, m,k+#i

N

By 1 B\ (A+B,)? 1
- _1 ( ) Ll (_> - - Wi 1Wm.10km-
0g -B 28] g -B 2(B1 +B2) zﬁiai m,k:;m,k#i k,1Wm,10km

(A.16)

Since w* 1;11%2’WegetA=A—W7*(B1+Bz)+BZ:A*ZBZ.
We compare the minimal risk of non-boundary case (3.14) with the boundary case (wi1, w;i) = (1, 0),

IEQX[Y]IW w — (3. 9)——log(ﬁ, )_alilog<%)

sy 3 [(M ) ()

k=1, k+i
1 1 1
oii + (1 - W*)2<— - —z)gii
B2 2B5a;

1
S
( ) B 2B3a
Ly
— Wk, 2Wm,20km
2 s ,
2B 1 m ki

() () - (a1 )

B 2 2

1 N

Zﬁza- Z .Wk,ZWm,ZO-km
2% m,k=1, m,k+i

By 1 B\ (A-B)? 1 N
- 2o ( ) o ° <_)‘ - Wi 2Wm,20km.  (A.17)
;i -B a; g _B 2(B; + By) Zﬁﬁa,- m’kzgm’k# k,2Wm,20km

If both (A.17) and (A.16) are less than 0, we get conditions (3.15), which are the necessary and sufficient
conditions to conclude that non-zero weights (w*, 1 — w*) are the optimal weights to minimize the total risk.
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