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Abstract:

In this paper, we develop a multitiered international financial network model with inter-
mediaries and with electronic transactions. The decision-makers associated with the tiers
of the network are, respectively: source agents in different countries, financial intermedi-
aries, which need not be country-specific, and consumers at the demand markets for the
different financial products in distinct currencies and countries. Those with sources of funds
can transact with the intermediaries either physically or electronically as well as directly
with the consumers in an electronic manner. The intermediaries, in turn, can transact with
the consumers either in a physical or an electronic fashion. We model the behavior of the
decision-makers, which in the case of source agents and intermediaries is assumed to be net
revenue-maximizing and risk minimizing, derive the equilibrium conditions, and establish
the variational inequality formulation. We then utilize the variational inequality formula-
tion to obtain qualitative properties of the equilibrium financial flow and price pattern. An
algorithm is proposed, along with convergence results, and then applied to compute the equi-
librium financial flows and prices in several numerical examples. This research extends the
modeling of international financial networks with intermediation to incorporate electronic

transactions.



1. Introduction

The landscape for financial decision-making has been transformed through advances in
telecommunications and, in particular, the Internet. Indeed, the adoption of the Internet
by businesses, consumers, as well as financial institutions from brokerages to banks has had
an immense effect on financial services and the options as well as the means of transaction.
New types of products and services have been introduced, new distribution channels made

available, and the role of financial intermediaries transformed in this new networked economy.

Importantly, the growth of technology has allowed consumers and businesses to explore
and conduct their financial transactions not only within the confines of national boundaries
but outside as well. In addition, new currencies such as the euro have been introduced, and
new financial products in different currencies and countries. The wealth of choices available
for financial transactions in the international arena plus the number of different decision-
makers involved, be they sources of financial funds, intermediaries, and/or, ultimately, the
consumers of the various financial products, raise major challenges and opportunities for

modeling, analysis, and computation.

In this paper, we focus on financial networks and develop an international financial net-
work model which includes intermediaries and also allows for the decision-makers to transact
either physically or electronically. The framework that we propose predicts the equilibrium
financial flows between tiers of the international financial network as well as the equilibrium
prices associated with the different tiers. It is sufficiently general to be able to handle as many
countries, sources of funds, currencies, and financial products as mandated by the particular
application. Although the topic of electronic finance, in general, has received much attention
lately (cf. Economides (1996), McAndrews and Stefanidis (2000), Claessens, Glaessner, and
Klingebiel (2000, 2001), Long (2000), Allen, Hawkins, and Sato (2001), Sato and Hawkins
(2001), Banks (2001), and the references therein), there has been very little work in the
modeling, analysis, and solution of such problems, except for that due to Nagurney and Ke
(2002) who focused, however, on single country modeling. Fan, Stallaert, and Whinston
(2000) have recognized and argued for the necessity of including financial intermediaries in

any formal study of electronic finance.

Financial networks date to the work of Quesnay (1758) who introduced a graph to formu-



late the circular flow of financial funds in the economy. Since that conceptualization, financial
flow of funds accounts (cf. Board of Governors (1980), Cohen (1987), and Nagurney and
Hughes (1992)) have been utilized to statistically describe the flows of money and credit in
an economy, albeit in matrix form. Thore, in (1980), recognized some of the shortcomings
of such accounts and developed network models of linked portfolios with intermediation and
proposed their solution using decentralization/decomposition theory. Nagurney, Dong, and
Hughes (1992), in turn, developed a multi-sector, multi-instrument financial equilibrium
model and recognized the network structure in both the formulation and computation of
the equilibrium flows. Their approach was based on finite-dimensional variational inequality
theory. Since that contribution both single and international financial network equilibrium

models have been proposed (cf. Nagurney and Siokos (1997) and the references therein).

More recently, financial networks have been utilized to develop general models with mul-
tiple tiers of decision-makers by Nagurney and Ke (2001, 2002) and Nagurney and Cruz
(2002). These models differ from the financial network models described in Nagurney and
Siokos (1997) in that the behavior of the individual decision-makers associated with the
distinct tiers of the network is explicitly captured and modeled. In particular, source agents
as well as intermediaries are assumed to be both risk minimizers as well as net revenue
maximizers. Consumers, on the other hand, seek to minimize costs, with all decision-makers
being subject to transaction costs. Moreover, unlike the framework considered in Thore

(1980), more general, including nonlinear and asymmetric functions can be handled.

The paper is organized as follows. In Section 2, we develop the international financial
network model. It extends the network model of Nagurney and Cruz (2002) through the
explicit incorporation of electronic transactions and that of Nagurney and Ke (2002) by
considering an international economy. We describe the various decision-makers and their
behaviors, and construct the equilibrium conditions, along with the variational inequality
formulation. In Section 3, we derive qualitative properties of the equilibrium pattern, under
appropriate assumptions, notably, the existence and uniqueness of a solution to the governing
variational inequality. We also establish properties of the function that enters the variational
inequality needed for proving convergence of the algorithmic scheme. In Section 4, we present
the algorithm, which is then applied in Section 5 to several international financial network

examples. We conclude the paper with a summary and discussion in Section 6.



2. The International Financial Network Model with Electronic Transactions

In this Section, we develop the international financial network model with electronic
transactions. The model consists of L countries, with a typical country denoted by [ or
Z; I “source” agents in each country with sources of funds, with a typical source agent
denoted by i, and J financial intermediaries with a typical financial intermediary denoted
by j. Examples of source agents include households and businesses, whereas examples of
financial intermediaries include banks, insurance companies, investment companies, brokers,

including electronic brokers, etc.

We assume that each source agent can transact directly electronically with the consumers
through the Internet and can also conduct his financial transactions with the intermediaries
either physically or electronically in different currencies. There are H currencies in the
international economy, with a typical currency being denoted by h. Also, we assume that
there are K financial products which can be in distinct currencies and in different countries
with a typical financial product (and associated with a demand market) being denoted by k.
Hence, the financial intermediaries in the model, in addition to transacting with the source
agents, also determine how to allocate the incoming financial resources among distinct uses,
which are represented by the demand markets with a demand market corresponding to, for
example, the market for real estate loans, household loans, or business loans, etc., which, as
mentioned, can be associated with a distinct country and a distinct currency combination.
We let m refer to a mode of transaction with m = 1 denoting a physical transaction and

m = 2 denoting an electronic transaction via the Internet.

The international financial network with electronic transactions is now described and
depicted graphically in Figure 1. The top tier of nodes consists of the agents in the different
countries with sources of funds, with agent 7 in country [ being referred to as agent il and
associated with node #l. There are, hence, I L top-tiered nodes in the network. The middle
tier of nodes consists of the financial intermediaries (which need not be country-specific),
with a typical intermediary j associated with node j in this (second) tier of nodes in the
network. The bottom tier of nodes consists of the demand markets, with a typical demand
market for product k in currency h and country | associated with node khl. There are, as

depicted in Figure 1, J middle (or second) tiered nodes corresponding to the intermediaries



Country 1 Country [ Country L

Source Agents Source Agents Source Agents

Product/Currency/Country combination

Figure 1: International Financial Network with Internediaries and with Electronic Transac-
tions (Non-investment Allowed)

and K HL bottom (or third) tiered nodes in the financial network. In addition, we add a
node J + 1 to the middle tier of nodes in order to represent the possible non-investment (of

a portion or all of the funds) by one or more of the source agents.

Now that we have identified the nodes in the international financial network we turn
to the identification of the links joining the nodes in a given tier with those in the next
tier. We also associate the financial flows with the appropriate links. We assume that each
agent 4 in country [ has an amount of funds S” available in a base currency. Since there
are assumed to be H currencies and 2 modes of transaction (physical or electronic), there
are 2H links joining each top tier node il with each middle tier node j; 7 = 1,...,J, with
the first H links representing physical transactions between a source and intermediary, and
with corresponding flow on such a link given, respectively, by m?lhl, and the subsequent H

links representing electronic transactions with the corresponding flow given, respectively, by



zz-lh2. Hence, xg»lhl denotes the nonnegative amount invested (across all financial instruments)

by source agent ¢ in country [ in currency h transacted through intermediary j using the
physical mode whereas xé-th denotes the analogue but for an electronic transaction. We
group the financial flows for all source agents/intermediaries/modes into the column vector
b € RYLH In addition, a source agent i in country [ may transact directly with the

consumers at demand market £ in currency h and country [ via an Internet link. The
il

khi® ;
all such financial flows, in turn, into the column vector z? € RIFKHL  Also, we let z¥

nonnegative flow on such a link joining node il with node khl is denoted by z* .. We group
denote the (2JH + K H L)-dimensional column vector associated with source agent il with
components:{zf,,,, 2 = j = 1,...,J;h = 1,... . Hym = 1,2,k = 1,...,K;l=1,..., L}
Furthermore, we construct a link from each top tiered node to the second tiered node J + 1

l

and associate a flow s on such a link emanating from node il to represent the possible

nonnegative amount not invested by agent ¢ in country [.

Each intermediary node j7; 5 = 1,...,J, may transact with a demand market via a
physical link, and/or electronically via an Internet link. Hence, from each intermediary node
j, we construct two links to each node khl, with the first such link denoting a physical
transaction and the second such link - an electronic transaction. The corresponding flow, in
turn, which is nonnegative, is denoted by yihim; m = 1,2, and corresponds to the amount
of the financial product k in currency h and country [ transacted from intermediary j via
mode m. We group the financial flows between node j and the bottom tier nodes into the
column vector y/ € R2¥HE. All such financial flows for all the intermediaries are then further
grouped into the column vector y € Ri‘] KHL,

The notation for the prices is now given. There will be prices associated with each of the
tiers of nodes in the international financial network. The prices are assumed to be in the
base currency. Let pilljhm denote a price (in the base currency) associated with the financial
instrument in currency h transacted via mode m as quoted by intermediary j to agent il
lekhi
denote a price, also in the base currency, associated with the financial instrument as quoted

and group the top tier prices into the column vector p; € R/ In addition, let p

by demand market khl to agent i/ and group these top tier prices into the column vector
prz € RUFHL . Tet pgkhim, in turn, denote the price associated with intermediary j for

product k in currency h and country [ transacted via mode m and group all such prices into



the column vector py € RZ5H#L Also, let py,,; denote the price of the financial product k in
currency h and in country [ , and defined in the base currency, and group all such prices into
the column vector p; € REHE. Finally, let e, denote the rate of appreciation of currency
h against the base currency, which can be interpreted as the rate of return earned due to
exchange rate fluctuations (see Nagurney and Siokos (1997)). These “exchange” rates are

grouped into the column vector e € RY.

We now turn to describing the behavior of the various decision-makers represented by
the three tiers of nodes in Figure 1. We first focus on the top-tier decision-makers. We then

turn to the intermediaries and, subsequently, to the consumers at the demand markets.

The Behavior of the Agents with Sources of Funds and their Optimality Condi-

tions

We denote the transaction cost associated with source agent il transacting with interme-

diary j for the instrument in currency h via mode m by ¢

“nm (and measured in the base

currency) and assume that:

A=l (:L’“ ), Vi, l,j,h,m, (la)

Jhm Fhm A\ jhm

that is, the cost associated with source agent ¢ in country [ transacting with intermediary
J for the instrument in currency h depends on the volume of the transaction. We denote
the transaction cost associated with source agent il transacting with demand market &k in

)

1, (and also measured

country [ for the instrument in currency h via the Internet link by ¢
in the base currency) and assume that:

Cﬁhi = Cﬁhi(xﬁhi)v Vi, 1k, b, 1, (10)

that is, the cost associated with source agent i in country [ transacting with the consumers
for product k in currency h and country [. The transaction cost functions are assumed to be

convex and continuously differentiable and depend on the volume of flow of the transaction.

The total transaction costs incurred by source agent il are equal to the sum of all of
his transaction costs associated with dealing with the distinct intermediaries and demand

markets in the different currencies. His revenue, in turn, is equal to the sum of the price



(rate of return plus the rate of appreciation) that the agent can obtain for the financial

instrument times the total quantity obtained/purchased of that instrument. Let now pillj’»khm
denote the actual price charged agent il for the instrument in currency h by intermediary
1E]

Lkhi? N
agent ¢l transacting electronically with demand market khl. Similarly, let e; denote the

J by transacting via mode m and let p in turn, denote the price associated with source

actual rate of appreciation in currency h. We later discuss how such prices are recovered.

We assume that each such source agent seeks to maximize his net return while, simul-
taneously, minimizing his risk, with source agent il’s objective function denoted by U%. In

particular, we assume, as given, a risk function for sector il and denoted by 7%, such that
rt=7r"(2"), Vil (2)
where 7% is assumed to be strictly convex and continuously differentiable. Clearly, a possible
risk function could be constructed as follows. Assume a variance-covariance matrix Q%
associated with agent i/, which is of dimension (2JH + KHL) x (2JH + K H L), symmetric,
and positive definite. Then a possible risk function for source agent ¢ in country [ would be
given by:
r“(:c“) _ IizTquiz, Vi, l. (3)
In such a case, one assumes that each source agent’s uncertainty, or assessment of risk,
is based on a variance-covariance matrix representing the source agent’s assessment of the
standard deviation of the prices of the financial instruments in the distinct currencies (see

also Markowitz (1959)).

We now construct the optimization problem facing a sector ¢ in country /. In particular,

we can express the optimization problem facing agent il as:

L
s zl
Z Preni T €R)Tppi

M::

2 K
Maximize U (ZE”) = Z (lel]*hm + ep)x ]hm Z

<
Il
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Il
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I
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—
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- _z S0 () = 305 Sl ) — ), o

subject to x >0, x khlm > 0 for all 7, h, k, l, m, and to the constraint:



that is, the allocations of source agent il’s funds among those available from the different
intermediaries in distinct currencies and demand market cannot exceed his holdings. The first
two terms in the objective function (4) denote the revenue whereas the third and fourth terms
denotes the transaction costs and the last term denotes the risk. Note that the objective
function given in (4) is strictly concave in the x% variables. Note also that constraint (5)
allows a source agent not to invest a portion (or all) of his funds, with the “slack,” that is,

the funds not invested by agent i in country [ being given by s%.

Optimality Conditions for All Source Agents

The optimality conditions of all source agents 7; ¢ = 1,...,1; in all countries: [; [ =
1,..., L (see also Bazaraa, Sherali, and Shetty (1993) and Bertsekas and Tsitsiklis (1992)),
under the above stated assumptions on the underlying functions, can be expressed as: de-

termine (z'*,2?*) € K, satisfying

J H_ 2 [gpil(yilx dcil (i ) " . ) .
S Y3yt s | Belin) ) i o]

Jjhm

I L J H L 8ril(:):il*) acil (:L’Zl*) ' . .
khl\" khl LS * il il* 1 2 1
Py S s 3 [6  Bhn) ) oty - sl] 2 0, vl ) €
: ] [ khl khl
(6)

where the feasible set K!' = {(a', 2%)|(z!, 2?) € RiL(z‘]HJrKHi) and satisfies (3), Vi, (}.

The Behavior of the Intermediaries and their Optimality Conditions

The intermediaries (cf. Figure 1), in turn, are involved in transactions both with the
source agents in the different countries, as well as with the users of the funds, that is, with the
ultimate consumers associated with the markets for the distinct types of loans/products in
different currencies and countries and represented by the bottom tier of nodes of the network.
Thus, an intermediary conducts transactions via a physical link, and/or electronically via
an Internet link both with the “source” agents as well as with the consumers at the demand

markets.

An intermediary j is faced with what we term a handling/conversion cost, which may

include, for example, the cost of converting the incoming financial flows into the finan-



cial loans/products associated with the demand markets. We denote such a cost faced
by intermediary j by ¢; and, in the simplest case, we would have that ¢; is a function of
DD DD Dy D Dt l’;—lhm, that is, the holding/conversion cost of an intermediary is a func-
tion of how much he has obtained in the different currencies from the various source agents in
the different countries. For the sake of generality, however, we allow the function to depend

also on the amounts held by other intermediaries and, therefore, we may write:

c; = c;(z'), Vj. (7)

The intermediaries also have associated transaction costs in regards to transacting with
the source agents, which can depend on the type of currency as well as the source agent.
We denote the transaction cost associated with intermediary j transacting with agent il
associated with currency h via mode m by ¢

nm and we assume that it is of the form

é;ilhm:“l (% ), Vi, l, 4, h,m, (8)

jhm\*jhm
that is, such a transaction cost is allowed to depend on the amount allocated by the par-
ticular agent to the financial instrument in a currency and transacted with the particular
intermediary via the particular mode. In addition, we assume that an intermediary j also

incurs a transaction cost ¢/ . associated with transacting with demand market khl , where

khim
_ ; , .
Ciihim - khim(ykhim)’ Vi, k, h, I, m. (9)
Hence, the transaction costs given in (9) can vary according to the intermediary/product/
currency/country combination and are a function of the volume of the product transacted.
We assume that the cost functions (7) — (9) are convex and continuously differentiable and

that the costs are measured in the base currency.

The actual price charged for the financial products by the intermediaries is denoted by
p;:him, for intermediary j and associated with transacting with consumers for product £ via
mode m in currency h and country [. Subsequently, we discuss how such prices are arrived at.
We assume that the intermediaries are also objective function optimizers with the objective

functions for each being comprised of net revenue maximization as well as risk minimization.

We assume that the intermediaries have risk associated both with transacting with the

various source agents in the different countries and with the consumers for the products in

10



the different currencies and countries, and which can also depend on the mode of transaction.
Hence, we assume for each intermediary j a risk function 77, which is strictly convex in its

variables and continuously differentiable, and of the form:

rl=rl(aly), Vi (10)

For example, the risk for intermediary j could be represented by a variance-covariance
matrix denoted by @’ with this matrix being positive definite and of dimensions (2IL +
2KHL) x (2IL + 2KHL) for each intermediary j. Such a matrix would reflect the risk
associated with transacting with the various source agents in the different countries and
with the consumers at the demand markets for the products in different currencies and in
different countries. If we let x;, without any loss in generality, denote the 2/ L H-dimensional

)

column vector with the i/hm-th component given by 2%, .. Indeed, then a possible risk

function for intermediary j could be represented by the function:
T

=] e | . (1)

Note that, for the sake of modeling generality and flexibility, we allow the risk function

for an intermediary to depend not only on the financial flows flowing “into” and “out of”

that intermediary but on the other financial flows as well. The risk function given by (11)

is actually a special case of the one in (10) in that it depends only on the financial volumes

that the particular intermediary actually deals with.

The optimization problem for intermediary j, with his objective function expressed by

U7, and assuming net revenue maximization and risk minimization can, hence, be expressed

as:
Kk H L 2 I H 2
Maximize U7(zj,y")=>_> > > (i R Glah) =D 3> Azlhm(lehm)
k=1h=1j—1 m=1 i=1[=1 h=1m=1
K H L 2 I L H 2
S )~ S S (s + et — P ahy) (12

subject to: the nonnegativity constraints: i;-lhm >0,y i =0, for all 4,1, h, l, m, and

P e NN N "
khim—zzzzxjhm- (13)



Objective function (12) expresses that the difference between the revenues (given by the
first term) minus the handling cost, the two sets of transaction costs, and the payout to
the source agents (given by the subsequent four terms, respectively) should be maximized,
whereas the risk (see the last term in (12)) should be minimized. The objective function in

(12) is concave in its variables under the above imposed assumptions.

Here we assume that the financial intermediaries can compete, with the governing opti-
mality /equilibrium concept underlying noncooperative behavior being that of Nash (1950,
1951), which states that each decision-maker (intermediary) will determine his optimal
strategies, given the optimal ones of his competitors. The optimality conditions for all
financial intermediaries simultaneously, under the above stated assumptions, can be com-
pactly expressed as (see also Gabay and Moulin (1980), Dafermos and Nagurney (1987), and
Nagurney and Ke (2001)): determine (z'*,y*, 7*) € RYE/H+2IKHLT guch that

S LS E & [ori(a,y*)  Oci(at) ” aéz-lhm(x;lffm) ] i1 il
' . _‘_kam_‘_e*_‘_i'_ #fxxl'm_l’l'*m
J K H L 2 87’j($1*,y*) aCJ (yj*”m) j % * * ] j %
+ZZ ZZ > P + kahlj Ifhl — Py — €1 0 | X {yihim _yihim]
j=1k=1h=1j_1 m=1 Yienim Yienim
IN RN K H L 2
N Y N S | x [ -] 20
i=1 |i=1 1=1 h=1m=1 k=1 h=1j_y m=1

V(xl,y,v) c RiILJH+2JKHL+J’ (14)

where ; is the Lagrange multiplier associated with constraint (9) (see Bazaraa, Sherali, and
Shetty (1993)), and + is the J-dimensional column vector of Lagrange multiplers of all the

intermediaries with v* denoting the vector of optimal multipliers.

The Consumers at the Demand Markets and the Equilibrium Conditions

We now describe the consumers located at the demand markets. The consumers take into
account in making their consumption decisions not only the price charged for the financial
product by the agents with source of funds and intermediaries but also their transaction
costs associated with obtaining the product. Recall that there is a distinct product k in

currency h and country [.

12



Let c,ihl denote the transaction cost associated with obtalmng product k in currency
h in country [ via mode m from intermediary j and recall that ykhl is the amount of the
financial product k in currency h flowing between intermediary j and consumers in country
[ via mode m. We assume that the transaction cost is measured in the base currency, is
continuous, and of the general form:
é]zhim = élygh[m(y)a \V/], k? h> l> m. (150’)
Furthermore, let ckhl denote the transaction cost associated with obtaining the financial
at demand market k in currency h in country l electronically from source agent l, where we
assume that the transaction cost is continuous and of the general form:
~il il (2 : 7
Crpi = Copp(@™), Vi, LK DL (15b)
Hence, the transaction cost associated with transacting directly with source agents is of
a form of the same level of generality as the transaction costs associated with transacting

with the financial intermediaries.

Denote the demand for product k in currency h in country [ by d,,; and assume, as given,

the continuous demand functions:
dkh[ = dkhi(p?))? \V/k‘, h> Z (16)

Thus, according to (16), the demand of consumers for the financial product in a currency
and country depends, in general, not only on the price of the product at that demand market
(and currency and country) but also on the prices of the other products at the other demand
markets (and in other countries and currencies). Consequently, consumers at a demand

market, in a sense, also compete with consumers at other demand markets.

The consumers take the price charged by the intermediary, which was denoted by p;;h[m

for intermediary j, product k, currency h, and country [ via mode m, the price charged by
il*

Zumi )
the transaction costs, in making their consumption decisions. The equilibrium conditions for

source agent ¢/, which was denoted by p and the rate of appreciation in the currency, plus

the consumers at demand market khl , thus, take the form: for all intermediaries: 7 =1,...,J

13



and all mode m; m =1, 2:

N =pi o if Yy >0
Prinim + €h Copion U) { > pzzz; T yz%: —0, (17)
and for all source agents il;o =1,..., I andl=1,...,L:
pil;hz +ep+ éZhi(xZ*) { i pgkh{’ li xg}zl i 8 (18)
= Pagni 1 T ’

In addition, we must have that

2 I L
Zykhlm szhl’ it Py >0

I
M~

I (19
ES : * _
< Z:l Zl ykmm Z;IZCEW it g =0
j: m= 1= =1

Conditions (17) state that consumers at demand market khl will purchase the product
from intermediary j, if the price charged by the intermediary for the product and the appreci-
ation rate for the currency plus the transaction cost (from the perspective of the consumer)
does not exceed the price that the consumers are willing to pay for the product in that
currency and country, i.e., p; ;. Note that, according to (17), if the transaction costs are
identically equal to zero, then the price faced by the consumers for a given product is the
price charged by the intermediary for the particular product and currency in the country
plus the rate of appreciation in the currency. Condition (18) state the analogue, but for the

case of electronic transactions with the source agents.

Condition (19), on the other hand, states that, if the price the consumers are willing to
pay for the financial product at a demand market is positive, then the quantity of at the

demand market is precisely equal to the demand.

In equilibrium, conditions (17), (18), and (19) will have to hold for all demand markets
and these, in turn, can be expressed also as an inequality analogous to those in (6) and (14)

and given by: determine (x2*,y*, p}) € RSFILHJH)KHL, such that

J K H L 2 ' . .
35235 3 [P i+ )~ ] % [~ i
j=lk=1h=1j=1m=

14



I L K H L
+ Z Z Z Z Z [plllijhi +ep+ é;clhi(xz*) - pgkhi} X [lehi - z;cl;:l]

K H L [J 2 N
+ZZZ Z Z yihim+zzx;g;i_dkhi(P§) X [p3khi_p§khf} >0,

‘v’(:)s2,y,p3) c RE{L—%—ZJ—H)KHL. (20)

The Equilibrium Conditions for the International Financial Economy with Elec-

tronic Transactions

In equilibrium, the financial flows that the source agents in different countries transact
with the intermediaries must coincide with those that the intermediaries actually accept from
them. In addition, the amounts of the financial products that are obtained by the consumers
in the different countries and currencies must be equal to the amounts that both the source
agents and the intermediaries actually provide. Hence, although there may be competition
between decision-makers at the same level of tier of nodes of the financial network there must
be, in a sense, cooperation between decision-makers associated with pairs of nodes (through
positive flows on the links joining them). Thus, in equilibrium, the prices and financial flows
must satisfy the sum of the optimality conditions (6) and (14) and the equilibrium conditions
(20). We make these relationships rigorous through the subsequent definition and variational

inequality derivation below.

Definition 1: International Financial Network Equilibrium with Electronic Trans-

actions

The equilibrium state of the international financial network with electronic transactions is
one where the financial flows between the tiers of the network coincide and the financial flows
and prices satisfy the sum of conditions (6), (14), and (20).

The equilibrium state is equivalent to the following:

Theorem 1: Variational Inequality Formulation

The equilibrium conditions governing the international financial network with electronic

15



transactions according to Definition 1 are equivalent to the solution of the variational in-

equality given by: determine (x'*, x>, y*, v*, p3)EK, satisfying:

93

1 h=1m=1

D

1i=1j

Ll ort(at) | O (in) | ety 96t | (i)
= - oz oz Ol o Oz ’

jhm

i jhm Jjhm jhm
il ilx
X [xjhm - zjhm}

il (ilx il (il

ort (") n OCepi(Tent) i () = pt | x [t — gt

G Ol khi P3kni khi ~ Tkhi
khi

khl

8rj(g;1*, y*) ac}ihl (inim) v . . . . .
[ ‘ + + Clihfm(y ) = Pani T | % [yihfm - yihfm}

J J
khim aykhim

A s

j=1 [i=11=1 h=1 m=1 k=1h=1 j_1 m=1
K H L [J 2 I ’
+ Z Z Z Z Z yihim + Z szzl — dpi(p3) | x [p3kh[ - P;khﬂ >0,
k=1h=1j_1 |j=1m=1 i=1 =1
v(xl>x2>y>%/03) € ICa (21)

where KK = {K' x K2}, where K2 = {(y,7, p3)|(y, 7 ps) € RiJKHL+J+KHL}'

Proof:

We first establish that the equilibrium conditions imply variational inequality (21). In-
deed, summation of inequalities (6), (14), and (20), after algebraic simplifications, yields

variational inequality (21).

We now establish the converse, that is, that a solution to variational inequality (21)

satisfies the sum of conditions (6), (14), and (20), and is, hence, an equilibrium.

To inequality (21), add the term: —pi’s =~ —ej + pi%, + €5 to the term in the first set of
brackets (preceding the first multiplication sign). Similarly, add the terms: —pi’l’;hi — e +

p’il;hi + e} to the term in brackets preceding the second multiplication sign and —p;’;h[m —
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eptp 2khim

addition of such terms does not change (21) since the value of these terms is zero and yields:

+ €} to the term in brackets preceding the third multiplication sign in (21) . The

I L J H 2 il i (ol 1 il (il
OIS laﬂ (™) n O (i) | 0P (2™, y*) | Oci(x*) | OG5 ()
i i i il i
D= S hmtmemt L O T O O, O,
PV IR 125 % + il* + A% il il
Yi — Pijhm € T Pljhm T € Lihm — Ljhm
I L J H Oril(gi*)  9cil (zil*
rt(2") ConiTon) | oo * il « | ilx x
DI [ e N Coni(T™) = Pyt = Pini = €h T+ Prygi T €
i=11=1j=1 h=1j_, khi khi
il ES
x [xkhi - xkhi}
J K H L 2 8j(1** 807()*)
™\, Y ) khl ykh[m * A * *
1D IDIDID TP D e S 75+ G V)~ Pani
j=lk=1h=1j=1 m=1 Yihim Yenim
R SO
Pokhim — €h + Pokhim +eén

% [yj o ya*h }
khim khim
K H L 2

S ix;l;m—zzzzyzzfm] -

j=1 |i=1I=1 h=1m=1 k=1h=1j_1 m=1
K H J 2 I ;
+ kz hz Z Zl Zl yihim + Zl llehi - dkhf(pS) X [p:skh[ - pgkhi} >0,
=1h=1j_; |j=1m= i=11=1
V(z' 2%y, v, ps) €K (22)
which, in turn, can be rewritten as:
ZZL:ZJ: i 22: [87””(:52'1*) + O Tiim) _ Pnm — 621 X [:):”h — il }
. : e : :
i=1[=1 j=1 h=1 m=1 8x;'lhm 8x;'lhm s s s
J I L H 2 orl (xl*’ y*> 8Cj (x*) - i} 8éi_lh (le;: ) i} . o
" ng ; IZ— hzl Z1 [ x;"lhm " ax;lhm - plljhm " o " ]an;;ilh; o fyj‘| * [x;hm N x;hm}

I L H L [ gpil (il ol (le*) 0 . . 0
333y | ) B e ] [at - o]

khi khi

I L K H L
+ Z Z Z Z Z {pzlll:hf +en+ éZhi(xZ*) - p;kh[} X [x;clhf - IZ;J
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x {yj Y }
khim — “khim

J K H 2 8T‘j($1*,y*) 867 (yj*Am) g . .

J
khim aykhim

J I L H 2 K H 2
MDD DD I DI IS ym] x [y =]
j=1 [i=11=1 h=1m=1 k=1h=1j—1 m=1
K H J 2 I L
+ kZl th > lil Zl Yinim + ,Zl ; T — dkhxpzz,)] X |Pawni = Pyni] =0 (23)
=1h=1j=1 [j=1m= =1l=

But inequality (23) is equivalent to the sum of conditions (6), (14), and (20), and hence

that financial flow and price pattern is an equilibrium according to Definition 1. O

We now put variational inequality (21) into standard form which will be utilized in the
subsequent sections. For additional background on variational inequalities and their appli-
cations, see the book by Nagurney (1999). In paricular, we have that variational inequality

(21) can be expressed as:
(F(X")T, X —X*)>0, VXeK, (24)

where X = (371, 11327?/7%03) and F(X) = (Filjhma Fz’lkhi’ ijhim> Fj, Fkhi)i:l,...,I;i:l:l,...,L;j:l,...,J;
h=1...H:m=12, and the specific components of I are given by the functional terms preceding
the multiplication signs in (21), respectively. The term (-,-) denotes the inner product in

N-dimensional Euclidean space.

We now describe how to recover the prices associated with the first two tiers of nodes in
the international financial network. Clearly, the components of the vector pj are obtained
directly from the solution of variational inequality (21) as will be demonstrated explicitly
through several numerical examples in Section 5. In order to recover the second tier prices
associated with the intermediaries and the exchange rates one can (after solving variational

inequality (21) for the particular numerical problem) either (cf. (17)) set p;’;h[m + e =

Pani — Crni(y™), for any j, &, b, I, m such that y; )5 > 0, or (cf. (14)) for any ;. > 0, set
* * ord 1>~<7 * oc) . (yg*A ) .
pékhim_'_eh = 7“8(9; y*) + khaln’; khim _,yj.
yk:hfm yk:hfm
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Similarly, from (14) we can infer that the top tier prices comprising the vector pj can be

recovered (once the variational inequality (21) is solved with particular data) thus: for any
@l yt) _ ey() 0% (P
Ozl Ozl Ozl

jhm jhm

i,1, 7, h,m, such that il >0, set pi’s  + er=7 —

In addition, in order to recover the first tier prices associated with the demand market

and the exchange rates one can (after solving variational inequality (21) for the particular

numerical problem) either (cf. (18)) set pi .+ e} = o &l (a?), for any 0,1, k, b, [ such
il ilx ilx % Gril (pil* octl A(xil*A)
that :)sklhi > 0, or (cf. (6)) for any %lhi > 0, set 'Ollkhi +ef = 8;&[ ) kggzﬂghz;hz

Note that in the absence of electronic transactions the above model collapses to the model

developed by Nagurney and Cruz (2002).

3. Qualitative Properties

In this Section, we provide some qualitative properties of the solution to variational
inequality (21). In particular, we derive existence and uniqueness results. We also investigate

properties of the function F' (cf. (24)) that enters the variational inequality of interest here.

Since the feasible set is not compact we cannot derive existence simply from the assump-
tion of continuity of the functions. Nevertheless, we can impose a rather weak condition to

guarantee existence of a solution pattern. Let

Ko = {(z" 2% y,7,p3)|0 <’ <by; 0<2® <0130 <y <30 <y <by; 0< py < b}
(25)
where b = (by, ba, bs, by, bs) > 0 and 2! < by;a? < byyy < bs;y < by ps < by means that
2, < bl < byy oyl o < bgy oy < bys and payy < b for all 4,1,5,k, h,1,m. Then K,
is a bounded closed convex subset of R2/LJHHILKHLA2JKHL+J+KHL — Thys the following
variational inequality

(F(XOT X — X% >0, VX°’eK,, (26)

admits at least one solution X°® € K, from the standard theory of variational inequalities,
since /Cp is compact and F' is continuous. Following Kinderlehrer and Stampacchia (1980)

(see also Theorem 1.5 in Nagurney (1999)), we then have:
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Theorem 2

Variational inequality (21) admits a solution if and only if there exists a b > 0, such that

variational inequality (26) admits a solution in Ky, with

l’lb < bl, l’2b < bg, yb < bg, ’}/b < b4, pg < b5. (27)

Theorem 3: Existence

Suppose that there exist positive constants M, N, R, with R > 0, such that:

orit(zi) 8C§-lhm(:c§»l}fm) ori(z™* y*)  Jc;(z*) 8é§-lhm(:c§l}fm)

: : : . : > M

al’;'lhm * ax;’lhm al’;'lhm * al’;'lhm al’;'lhm N ’
Va' with 2, > N, Vi, 1, j,h,m, (28)

aril (Ill*) acil (Ill*) Ny . ' : . . R
7S i &l (@) > M, Va? with «,; > N, Vi, l,j, h,1, (29)

khl khl

Ord (x1* o o (v7*. ' _ )

(ay) | Y, 1 (y)y> M, Vywithy' . >N, VYjkhim, (30)
oy’ . oy’ khim khim
khim khim

di(03) < N, Vps with py,: > R, Yk, b, (31)

Then variational inequality (21); equivalently, variational inequality (24), admits at least

one solution.

Proof: Follows using analogous arguments as the proof of existence for Proposition 1 in

Nagurney and Zhao (1993) (see also the existence proof in Nagurney and Ke (2001)). O

Assumptions (28), (29), and (30) are reasonable from an economics perspective, since
when the financial flow between a source agent and intermediary or a demand market or
between an intermediary and demand market is large, we can expect the corresponding sum
of the associated marginal risks and marginal costs of transaction and handling to exceed a
positive lower bound. Moreover, in the case where the demand price of the financial product

in a currency and country as perceived by consumers at a demand market is high, we can
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expect that the demand for the financial product at the demand market to not exceed a

positive bound.

We now establish additional qualitative properties both of the function F' that enters the
variational inequality problem (cf. (21) and (24)), as well as uniqueness of the equilibrium
pattern. Monotonicity and Lipschitz continuity of F' will be utilized in Section 4 to establish
convergence of the proposed algorithmic scheme. Since the proofs of Theorems 4 and 5
below are similar to the analogous proofs in Nagurney and Ke (2001) they are omitted
here. Additional background on the properties establish below can be found in the books by
Nagurney and Siokos (1997) and Nagurney (1999).

Theorem 4: Monotonicity

Suppose that the risk functionr®;i=1,...,1;1=1,...,L, andr?; j =1,...,J, are strictly
il il il ] j ~il

conver and that the ci,,, ¢, - Cj, Cjpy and c) o 1 and &

functions are monotone increasing, and the d,,; functions are monotone decreasing functions,

functions are convex; the ¢

foralli,l, g, h,k, Z, m. Then the vector function F' that enters the variational inequality (21)

s monotone, that is,

(F(X")=FX"N,X'— X"y >0, VX, X"ecK. (32)

Monotonicity plays a role in the qualitative analysis of variational inequality problems

similar to that played by convexity in the context of optimization problems.

Theorem 5: Strict Monotonicity

Assume all the conditions of Theorem /4. In addition, suppose that one of the families of
convez functions ¢y, i =1, I; 1=1,...,L; j=1,.,J; h=1,...,H; m=1,2, dl ;
i=1..L;1=1..Lik=1.,K h=1..Hl=1..L c;j=1,.J; &
i=1..I;l=1.. L j=1,. . J;h=1..  Hm=12 andc,;j=1...J;
Ek=1,....K; h =1,....H, and |l = 1,...,L, is a family of strictly convex functions.

Suppose also that 6']7;“; j=1..,J;k=1,...K;h=1,... , H; [=1,.. L, @Zlhzf i=1,..,1;
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l=1,...,L;k=1,.,K;h=1,...,H;l=1,...,L and -d,;, k =1,..., K,h = 1,... H;
[ = 1,..., L, are strictly monotone. Then, the vector function F' that enters the variational

inequality (21) is strictly monotone, with respect to (z', 22, vy, p3), that is, for any two X', X"
with (xV, 2%y, pb) # (=", 2%,y ps")

(F(X') = F(X"), X' — X"y > 0. (33)

Theorem 6: Uniqueness

2*’y*);

and a unique demand price price vector p; satisfying the equilibrium conditions of the inter-

Assuming the conditions of Theorem 5, there must be a unique financial flow pattern (z'*, x

national financial network with intermediation. In other words, if the variational inequality

(21) admits a solution, then that is the only solution in (z', x% y, p3).

Proof: Under the strict monotonicity result of Theorem 5, uniqueness follows from the

standard variational inequality theory (cf. Kinderlehrer and Stampacchia (1980)) O

Theorem 7: Lipschitz Continuity

The function that enters the variational inequality problem (21) is Lipschitz continuous, that
18,
|F(X")— F(X")|| < L| X' — X"||, VX', X" €K, where L > 0, (34)

under the following conditions:

(i). v, rd, cil Gl

s Cihms G Civ Citmes Copim have bounded second-order derivatives, Vi, l, 7, h, k,[,m;

(i). ¢, éZhi and d,,; have bounded first-order derivatives Vi, 1, j,k, h, L.

Proof: The result is direct by applying a mid-value theorem from calculus to the vector

function F' that enters the variational inequality problem (21). O

It is worth noting that the risk functions of the form (3) and (11) have bounded second-

order derivatives.
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In the next Section, we will utilize the conditions of monotonicity and Lipschitz continuity
in order to establish the convergence of the algorithm for the solution of the equilibrium

financial flows and prices satisfying variational inequality (21).

4. The Algorithm

In this Section, we consider the computation of solutions to variational inequality (21).
The algorithm that we propose is the modified projection method of Korpelevich (1977),
which is guaranteed to solve any variational inequality problem in standard form (see (24))
provided that certain conditions are satisfied by the function F' that enters the variational
inequality problem and that a solution exists. The realization of the modified projection
method for the variational inequality (21) (for further details see also Nagurney and Siokos

(1997)) is as follows, where 7 denotes an iteration counter:
Modified Projection Method for the Solution of the Variational Inequality

Step 0: Initialization

Set (1,220 4% 10 p9) € K. Let 7 = 1 and set « such that 0 < o < %, where £ is the

Lipschitz constant for the problem (cf. (34)).

1
&

Step 1: Computation

Compute (717,227, 47,57, p37) € K by solving the variational inequality subproblem:

S [ LT DY Y et
Jhm O O O Oxll
i=11=1j=1h=1m=1 xjhm xjhm xjhm xjhm
¢l (ziT-1 . . .
Jhén;il jhm ) o %T—l) o x;l}?m—l‘| X {x}lhm o :Z,;lg'm}
jhm
- T & | ar or't(z"T 1) athi(fZ;[i_l) sl (2T-1\  T—1\  ~idT—1
+ZZZZZ Tin T 0( Gy il + i@ 7) = Pani) = Tipi
i=11=1 j=1h=1]_; Ehi khl
il —ilT
X |:x;€h[ - x;fhf}
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» ori(F T T O () o
[ JT ( ' ) khim \? khim +%_T 1+C]7€him(y7 1)

J
khim aykhim

~T—1 _jT—1 j _iT
T Pagni ) — ykhfm} X [ykhim o ykhfm]
T LGS i REE T T
_ T — _jT— _T-1 _
+D 1% HalXs DD Ljhm —ZZZy;W ) = X[’Yj—%' }
j=1 m=1 |i=1 =1 h=1 k=1h=1j_;
WA T L3 i T T T
_ _jT— —ilT—1 —T-1 ~T—1
20202 Py T Q0 D T 22T — Dni(05” ) — Py
k=1h=1]_; j=1m=1 i=1j_;
X [p3kh[ - ﬁg;fh[} > 07 V(Zlfl,IQ, Y, p3) e K. (35)
Step 2: Adaptation
Compute (z'7, 227, yT ~T, pI) € K by solving the variational inequality subproblem:
I L H 2 aT aﬂl(fl?’) 87‘j (le7 ﬂT) 8C§'Ihm(i’§li?m) 8Cj (i’lT)
ZZZZZ xjhm+a( Oz + Oz + ol + oril
i=11=1j=1h=1m=1 L jhm L jhm Ljhm Ljhm
862'th (jllhTm) -7 —ilT — il —ilT
W -7 ) - Yihm ! X [xjhm - xjhm}

orit(z1T)  dcl (7T

LI H L
+ZZZZZF;;J+O‘( P

Ml (2T T _ilT—1
+ Cni(T) = Papnd) — Ty ]

i=11=1j=1h=1j—1 khl khi
il —ilT
X [xkhi - xkhi}

J K H L 2 ' ori(z\T g7y o . (PT) .
3T T (I ?y ) m y m i s i
P3PS [yihfm +ol—p e T+ 8, (0T
j [ Yenim Yienim
T ) _ 71

P3kni ykhim] X {yih[m - giz—lm}
J 2 I L H K H L
20| el [ZZZJ% - ZZyif[m]> —%'“] x |1 =37
j=1 m=1 [i=11=1 h=1 k=1h=1j_q
K H L J 2 ) I L
+ kzl hzl > | P + oa(Z1 Zl i + Zl > Ty — A" 1) — ﬁ;;}]
=lh=li=1 J=1lm= =1i=1

X {pgkh[ - ﬁg;ﬁh[} Z 07 V(ZL’I,I‘27 Y,7, P3) € ]C (36)
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Step 3: Convergence Verification

. T_1 _ _
I [ — 2 | < efayy—ai | < |ykhlm_yihlm| <elf-v<e |p;ghi_p;gh}| <6

foralls =1,---,I; 1 =1,...,L; ll 1,...,L; m=12,7=1---.J; h =1,... H,
k=1,---,K, with ¢ > 0, a pre—speciﬁed tolerance, then stop; otherwise, set 7 := 7 + 1,
and go to Step 1.

Both variational inequality subproblems (35) and (36) can be solved explicitly and in
closed form since they are actually quadratic programming problems and the feasible set is a
Cartesian product consisting of the the product of K! and K? The former has a simple net-
work structure, whereas the latter consists of the cross product of the nonnegative orthants:

R2ILJH’ R.{_a and RfHL

, and corresponding to the variables y, v, and p3, respectively. In
fact, the subproblems in (35) and (36) corresponding to the = variables can be solved using
exact equilibration (cf. Dafermos and Sparrow (1969) and Nagurney (1999)), whereas the

remainder of the variables in (35) and (36) can be obtained by explicit formulae.

We now, for completeness, and also to illustrate the simplicity of the proposed computa-
tional procedure in the context of the international financial network model with electronic
transactions, state the explicit formulae for the computation of the §7, the 47, and the pI

(cf. (35)). The y7, 7, and p? can then be computed for (36) in an analogous fashion.

Computation of the Financial Products from the Intermediaries

In particular, compute, at iteration 7, the gjizl s, according to:

- arj( 17-1 yT—l) 807 m(gJTml) ) L
i = max{0, 37! = @(F o SR 5T ) D),
khim khim
Vi, k, h,l,m. (37)

Computation of the Prices

At iteration 7, compute the 7J-Ts according to:

2 I L H K H L T L
SISO S PTS Dl 30 3 DEruih 95 90 31 riut 1 NI TANNCS

m=1 [i=1[=1 h=1 k=1h=1j—1
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whereas the ﬁ;his are computed explicitly and in closed form according to:
T T L3 iT—1 L& T T 7
_ ity g | —3T— —ilT—1 ~T—-1
Pagai = wax{0, pyr — (3 D Gy + -0 T — dii(ps )}y VE DL (39)

In the next Section, we apply the modified projection method to solve several international

financial network examples.

We now state the convergence result for the modified projection method for this model.

Theorem 8: Convergence

Assume that the function that enters the variational inequality (21) (or (24)) has at least
one solution and satisfies the conditions in Theorem 4 and in Theorem 7. Then the modified

projection method described above converges to the solution of the variational inequality (21)

or (24).

Proof: According to Korpelevich (1977), the modified projection method converges to the
solution of the variational inequality problem of the form (21), provided that the function
F' that enters the variational inequality is monotone and Lipschitz continuous and that
a solution exists. Existence of a solution follows from Theorem 3, monotonicity follows
Theorem 4, and Lipschitz continuity, in turn, follows from Theorem 7. The proof is complete.
O

Of course, the algorithm may converge even if the conditions in Theorems 4 and 7 do not

hold in which case the algorithm, nevertheless, converges to the equilibrium solution.
5. Numerical Examples

In this Section, we apply the modified projection method to several international financial
network examples. The modified projection method was implemented in FORTRAN and the
computer system used was a DEC Alpha system located at the University of Massachusetts
at Amherst. For the solution of the induced network subproblems in the (z!,2?) variables
we utilized the exact equilibration algorithm (see Dafermos and Sparrow (1969), Nagurney

(1999), and the references therein). The other variables were determined in the computation
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and adaptation steps of the modified projection method explicitly and in closed form as

described in the preceding section.

The convergence criterion used was that the absolute value of the flows and prices between
two successive iterations differed by no more than 10~*. The parameter o was set to .1 in
the algorithm for all the examples. We assumed in all the examples that the risk functions
were of the form (3) and (11), that is, that risk was represented through variance-covariance
matrices for both the source agents in the countries and for the intermediaries. We initialized
the modified projection method as follows: We set %), = f—f_ll for each source agent ¢ and

country [ and for all j and h. All the other variables were initialized to zero.

We solved two sets of numerical examples, with two examples each. Detailed descriptions
are given below. The first example in each set was an international financial network with
no electronic transactions in order to create a baseline. Additional numerical examples for
international financial networks without electronic transactions can be found in Nagurney
and Cruz (2002).

Example 1

The first set of numerical examples consisted of one country, two source agents, two
currencies, two intermediaries, and two financial products. Hence, L = 1, I = 2, H = 2,
J =2, and K = 2, for this and the subsequent two numerical examples. The international
financial network for the first example is depicted in Figure 2. Note that in the first example

no electronic transactions are allowed.

The data for the first example were constructed for easy interpretation purposes. The
financial holdings of the two source agents were: S'!' = 20 and S?*' = 20. The variance-
covariance matrices Q% and Q7 were equal to the identity matrices (appropriately dimen-
sioned) for all source agents and all intermediaries, respectively. Note that since only physical

transactions are allowed, we have that only mode m = 1 can be used.

The transaction cost functions faced by the source agents associated with transacting

with the intermediaries (cf. (1a)) were given by:

Al (z% )= 5(zt )?+ 3.5z fori=1,21=1;j=12h=12m=1.

jhm\*jhm Jjhm jhm>
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Country 1

Source Agents

Intermediaries

Product/Currency/Country combination

Figure 2: International Financial Network for Example 1
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The handling costs of the intermediaries, in turn (see (7)), were given by:
2 2
ci(z') =503 )%, forj=1,2.
i—1 h=1

The transaction costs of the intermediaries associated with transacting with the source

agents were (cf. (8)) given by:

@l ) =152 P30l fori=1,2%1=1;j=1,2h=1,2m=1.

The demand functions at the demand markets (refer to (16)) were:
dii(p3) = —2p3111 — L.5pz121 + 1000, dizi(ps) = —2pz121 — 1.5p3111 + 1000,

do11(p3) = —2p3a11 — 1.5ps901 + 1000,  da21(p3) = —2p3221 — 1.5p3911 + 1000.
and the transaction costs between the intermediaries and the consumers at the demand
markets (see (15a)) were given by:

&

W)=yl 45, fork=12h=121l=1m=1

We assumed for this and the subsequent examples that the transaction costs as perceived
by the intermediaries and associated with transacting with the demand markets (cf. (9))
=0, for all j, k, h,l,m.

. J
were all zero, that is, C;h[m(ykhim)

The modified projection method converged in 94 iterations and yielded the following

equilibrium financial flow pattern:

I« . 11« 11 _ _11x _ _11x _ 211 _ 211 _ _21x _ 21 __ .
T =Ty = Ty = Tgyy = Tog) = Ty, = Ty, = Tay) = Tayy = 0.0000;

* 1% 1% 1% 1% 2% 2% 2% 2%
Y= Y = Yion = Yoru1 = Yaou1 = Y1 = Yiznn = Ya111 = Yao11 = 0-0000.
The vector v* had components: vy = 75 = 262.8566, and the computed demand prices at

the demand markets were: p351; = pPajo1 = Pagr1 = Paga = 282.856.

We also, for completeness, recover the equilibrium prices associated with the source agents
according to the discussion following (24). In particular, we had that all components of the

vector pj were identically equal to 214.8566.
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Country 1

Source Agents

Internet Links

Interriinediarf'z; .

Product/Currency/Country combination

Figure 3: International Financial Network for Example 2

It is easy to verify that the optimality/equilibrium conditions were satisfied with good
accuracy. Note that in this example, constraint (5) was tight for both source agents, that
is, there was zero flow on the links connecting node 3 with top tier nodes. Thus, it was
optimal for both source agents to invest their entire financial holdings in the instrument
made available by each of the two intermediaries in each of the two currencies. Clearly,
due to the input data in this highly stylized example, the equilibrium financial flow pattern
could have been “predicted” even without any computations; however, the same does not

hold (even in this quite “symmetric”) example for the prices.

Example 2

In the second example, we kept the data as in Example 1 except that now we allowed for
electronic transactions between the source agents and the consumers at the demand markets.

Hence, the international financial network was now as depicted in Figure 3.
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The additional data was as follows. The transaction costs (cf. (1b)) were given by:

ioil N2, il —_—
Coni( @) = -5(T)" + T Vi, L LK D,

whereas the transaction costs (cf. (15b)) were given by:

al (2% = 12l +1, Vi, L1k h

The variance-covariance matrices were redimensioned and, again, were equal to the identity

matrices.

The modified projection method converged in 88 iterations and yielded the following

equilibrium financial flow pattern:

e . 11 % A1 1% _ 11s _ 211 _ 211 _ _21% _ 21 _ .
T =19y = Ty = Ty = Tog) = Tk = Loy, = Toyy = Loy = 372
2% . 11x _ _11x _ _11x _ _11x _ _21x _ _21x _ _21x _ _21x __ .
T =] = Tig) = Tgy) = Tg) = TY] = Xg) = Toy) = Toyy = 4.627;

Y= yﬁll = ygll = y%ikll = 95511 =372 = y%lkll = y%gll = ygikll = yg;ll = .372.
As was the case in Example 1, both source agents allocated the entirety of their funds to

the instrument in the two currencies; thus, there was no non-investment.

The vector v* had components: 7 = 5 = 276.738, and the computed demand prices at

the demand markets were: p31; = pPajo; = Pagr1 = Paga = 282.857.

We also computed (as discussed in Example 1 and following (24)) the new equilibrium
prices associated with the top tier of nodes in the international financial network and now

the new equilibrium vector pj had all of its components equal to 270.385.

Note that due to the lower transaction costs associated with electronic transactions di-
rectly between the source agents and the demand markets a sizeable portion of the financial

funds vis a vis those in Example 1 were transacted in this manner.

Example 3

In the first example in the second set, the international financial network was as given in

Figure 4. The two examples in this set consisted of two countries with two source agents in
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Country 1 Country 2

Source Agents Source Agents

Intermediaries

Product/Currency/Country combination

Figure 4: International Financial Network for Example 3

each country; two currencies, two intermediaries, and two financial products. Hence, L = 2,
I =2 H=2 J=2 and K = 2. In the first example, however, we assumed that there were

no electronic transactions and, hence, the only mode for transacting was given by m = 1.

The data for the first example in this set was constructed for easy interpretation pur-
poses and to create a baseline from which the simulations could be conducted. In fact, we
essentially “replicated” the data for the first country as it appeared in Example 1 in order

to construct the data for the second country.

Specifically, the financial holdings of the source agents were: S'! = 20, S?! = 20, S12 = 20,
and S?? = 20. The variance-covariance matrices Q% and @’ were equal to the identity ma-
trices (appropriately dimensioned) for all source agents in each country and for all interme-

diaries, respectively.

The transaction cost functions faced by the source agents associated with transacting
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with the intermediaries were given by:

(@i ) = B2l )2+ 35z, fori=1,21=1,2j=12h=12%m=1.

jhm\*jhm

The handling costs of the intermediaries (since the number of intermediaries in this set

is still equal to two) remained as in Example 1, that is, they were given by:
2 2
=50 )’ forj=1,2
i=1 h=1

The transaction costs of the intermediaries associated with transacting with the source

agents in the two countries were given by:

Azl
]hm

() = 15zt * 430 fori=1,21=1,2]=1,2h=12m=1

Jjhm jhm>

The demand functions at the demand markets were:

d111(/)3) = —2psz111 — 1.5p3121 + 1000, d121(/73) = —2p3121 — 1.5p3111 + 1000,

d211(p3) = —2ps211 — 1.5p3901 + 1000,  dao1(p3) = —2p3221 — 1.5p3211 + 1000,
d112(/73) = —2p3112 — 1.5p3122 + 1000, d122( ) = —2p3122 — 1.5p3112 + 1000,
d212(p3) = —2p3212 — 1.5p3202 + 1000,  daga(p3) = —2p3220 — 1.5p3212 + 1000,

and the transaction costs between the intermediaries and the consumers at the demand

markets were given by:

~J _J - 1 L ] . _
& (y)=yl+5 forj=1,2k=12%h=12%l=12%m=1

The modified projection method converged in 64 iterations and yielded the following

equilibrium financial flow pattern:

1x 11 11 11 11 211 21 21 21x
T =Ty = Ty = Xg)) = Tg) = T = Ty = Ty = Tayy = 5.0000
126 _ 12 _ 0 12% o026 o221 0221 2Lk _ 22%
Ty = Ty = Tajy = Typp = L1, = Ty, = Lop1 = Loy = 0.0000;
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Country 1 Country 2

Source Agents Source Agents

Internet Links__.:;;f"-:

Interléné_.diaries

Product/Currency/Country combination

Figure 5: International Financial Network for Example 4

* o1« 1x o 1k Ik 2% 2% 2% 2%
Y" = Y11 = Yio11 = Ya111 = Y2011 = Yi111 = Yio11 = Ya111 = Yao11 = 2.0000,

1% . . . 2% 2% 2% 2% o
Y1191 = Y1221 = Ya121 = Y2201 = Y1121 = Y1291 = Y2121 = Y201 = 9-0000.

The vector v* had components: ] = 75 = 262.8486, and the computed demand prices

. >k — >k B % — >k % — >k B % B % —
at the demand markets were: p3117 = p3121 = 3211 = 3201 P3112 = P3122 = Paoia = Piaze =

282.8591. The components of the vector p; were identically equal to 194.8486.

Example 4

Example 4 was constructed from the preceding example as follows. We kept the data as
in Example 3 except that now we added links from the source agents to the demand markets

to represent electronic transactions as depicted in Figure 5. The additional data for the

Internet links were replications of the analogous functions in Example 2.

The variance-covariance matrices were redimensioned and were equal to the identity ma-

34



trices.

The modified projection method converged in 59 iterations and yielded the following
equilibrium financial flow pattern: only the electronic links had positive flows with all other
flows being identically equal to 0.000. In particular, the financial holdings of the source
agents in the different countries were equally allocated via electronic transactions directly to

the demand markets with :BZZl = 2.5000 for all 4,1, k, h, L.

The vector v* had components: vj = 5 = 278.0899, and the computed demand prices at
the demand markets were: Papni = 282.8568, VEk, h, [. Note that the demand market prices
were essentially unchanged from those in Example 3 whereas the v* vector components did

change. In this example, all the financial transactions were conducted electronically.

These examples have been presented to show both the model and the computational
procedure. Obviously, different input data and dimensions of the problems solved will affect
the equilibrium financial flow and price patterns. One now has a powerful tool with which
to explore the effects of perturbations to the data as well as the effects of changes in the
number of source agents, countries, currencies, and/or products, as well as the effects of the

introduction of electronic transactions.

6. Summary and Conclusions

In this paper, we developed a framework for the modeling, analysis, and computation of
solutions to international financial problems with intermediaries in the presence of electronic
transactions. We proposed an international financial network model consisting of three
tiers of decision-makers: the source agents, the financial intermediaries, and the consumers
associated with the demand markets for distinct financial products in distinct currencies and
countries. We modeled the behavior of the decision-makers, derived the optimality conditions
as well as the governing equilibrium conditions which reflect (possible) competition among
decision-makers at the same tier of nodes but cooperation between tiers of nodes. The
framework allows for the handling of as many countries, as many source agents in each
country, as many currencies in which the financial products can be obtained, and as many
financial intermediaries, as mandated by the specific application. Moreover, it incorporates

the possibility of electronic transactions between distinct tiers of the international financial
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network.

The formulation of the equilibrium conditions was shown to be equivalent to a finite-
dimensional variational inequality problem. The variational inequality problem was then
utilized to obtain qualitative properties of the equilibrium financial flow and price pattern
as well as to propose a computational procedure for the numerical determination of the
equilibrium flows in particular examples. The algorithm was subsequently applied to sev-
eral international financial network examples to illustrate both the model as well as the

computational procedure.

This framework generalizes the recent work of Nagurney and Cruz (2002) in international
financial networks with intermediation to include explicit electronic transactions. Further
research will focus on the exploration of the dynamics of international financial networks (see,
e.g., in a single country setting, Nagurney and Dong (2002)) as well as the incorporation of

policy instruments such as taxes.
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