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Abstract

We develop a theoretical model of a network of intermediaries whose
optimal behavior is jointly determined, leading to heterogeneous
financial norms and systemic vulnerabilities. We apply the model to the
network of U.S. mortgage intermediaries from 2005 to 2007, using a data
set containing all private-label, fixed-rate mortgages, with loan flows
defining links. Default risk was closely related to network position,
evolving predictably among linked nodes, and loan quality estimated
from the model was related to independent quality measures, altogether
pointing to the vital importance of network effects in this market.
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