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INTRODUCTION

To assess the systemic risk of China’s interbank network. | reconstruct a
fully connected banking system and then apply the Eisenberg-Noe clearing
model under common asset shocks in order to identify conditions under
which financial contagion emerges or is contained.

This study investigates the propagation of financial distress within
China’s core banking system using the Eisenberg-Noe interbank
clearing model.

A fully connected network of 16 major domestic banks is reconstructed
from 2017 balance sheet data.

The goal is to simulate financial shocks and identify thresholds where
the system shifts from absorbing risk to amplifying contagion.

METHODOLOGY

e Reconstruction of the interbank liability network using:

o Maximum Entropy method (initial matrix)

o RAS algorithm (refinement)
Application of the Eisenberg—Noe model for payment clearing and
default dynamics

The main balance sheet data
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e Simulations include;

o Systemic shocks: proportional loss of external assets across all

banks

o |diosyncratic shocks: failure of individual banks
e Key metrics: default count, total loss, loss ratio

The constructed network
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e Small shocks are absorbed via interbank diversification

e However, once a critical threshold is crossed, the network
transitions into a contagion amplifier Y

e |Losses escalate non-linearly with shock size ; @

e Interconnectivity is stabilizing under mild stress but accelerates
failure under systemic conditions

Systemic stress test compacted results
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e Dense interbank networks offer protection under normal conditions,
but increase systemic fragility in crisis

e The Eisenberg-Noe model, despite abstraction, is a valuable stress-
testing tool

e The study highlights the critical need for improved data transparency in
interbank markets to support accurate risk modeling and regulatory

policy
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