
SCOR-PSE CHAIR | NEWSLETTER #2

2 3

Maryam is an Assistant Professor of Finance at the MIT Sloan School of 
Management. Her research interests are in the areas of�ȴ�QDQFLDO�IULFWLRQV��FRUSRUDWH�
ȴ�QDQFH��PDFURHFRQRPLFV��DQG�PHFKDQLVP�GHVLJQ. Previously, she was an Assistant 
Professor at the Bendheim Center for Finance at Princeton University.

Maryam holds a B.Sc. in computer engineering from Sharif University of Technology, 
an M.Sc. in computer science from the University of Maryland, College Park, an M.Sc. 
in economics from the University of Texas at Austin, and D� MRLQW�3K�'�� LQ�ȴ�QDQFLDO�
HFRQRPLFV�IURP�WKH�%RRWK�6FKRRO�RI�%XVLQHVV�DQG�WKH�'HSDUWPHQW�RI�(FRQRPLFV�
at the University of Chicago.

7KH� LQWHUQDWLRQDO� FRPPXQLW\� SDLQIXOO\� OHDUQHG�GXULQJ� WKH������FULVLV� WKDW� VSHFLȴ�F�
HYHQWV�D΍�HFWLQJ�D�ȴ�UP�RU�D�VHFWRU�PD\�VSUHDG�WR�WKH�HQWLUH�HFRQRP\��Transmission 
RI� VKRFNV� IURP� D� ȴ�UP� WR� LWV� VXSSOLHUV� DQG� FXVWRPHUV�� RU� EHWZHHQ� ȴ�QDQFLDO�
LQVWLWXWLRQV�FRQQHFWHG�WKURXJK�SRUWIROLR� LQYHVWPHQWV��KDV�EHHQ� LGHQWLȴ�HG�DV�D�
key channel of macroeconomic risk. 

The literature has analyzed how the geometry of such networks determines whether 
or not a micro shock is likely to trigger a contagious cascade and from there cause 
a global crisis. Maryam Farboodi’s key contribution is to study the conditions 
XQGHU�ZKLFK�WKH�QHWZRUN�RI�MRLQW�ȴ�QDQFLDO�UHODWLRQVKLSV�ZLOO�VHOI�RUJDQL]H�VR�DV�WR�
endogenously increase the risk of contagion.

2019 Young Researcher Award
The SCOR-PSE Chair is proud to announce the laureate of its 2019 
Young Researcher Award. This prize distinguishes outstanding 
UHVHDUFK�LQ�WKH�ȴ�HOG�RI�PDFURHFRQRPLF�ULVN�FRQGXFWHG�E\�DbMXQLRU�
economist less than ten years after the Ph.D.

$� VHOHFWLRQ� FRPPLWWHH� KHDGHG� E\� *LOOHV� 6DLQW�3DXO�� VFLHQWLȴ�F�
GLUHFWRU�RI�WKH�6&25�36(�&KDLU��KDV�GHFLGHG�WR�DZDUG�WKLV�\HDUȇV�
SUL]H�WR�0DU\DP�)DUERRGL�IRU�KHU�UHFHQW�ZRUN on intermediation 
DQG�YROXQWDU\�H[SRVXUH�WR�FRXQWHUSDUW\�ULVN, for which a summary 
is provided in the next section.

0DU\DP�ZLOO�SUHVHQW�KHU�SDSHU�DQG�UHFHLYH�KHU�SUL]H�LQ�3DULV�GXULQJ�
WKH� QH[W� 6&25�36(� &KDLU� DQQXDO� FRQIHUHQFH� RQ� -XO\� ��� ������ The 
conference will feature some of the best international specialists presenting 
and discussing research-frontier papers on macroeconomic risk.
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Farboodi, Maryam,� ΖQWHUPHGLDWLRQ� DQG� 9ROXQWDU\� ([SRVXUH� WR� &RXQWHUSDUW\� 5LVk, 
Working Paper, October 2017. 

ΖQ�WKH�DIWHUPDWK�RI�WKH�ȴQDQFLDO�FULVLV��WKH�GHJUHH�
RI�LQWHUFRQQHFWHGQHVV�LQ�WKH�ȴQDQFLDO�VHFWRU�KDV�
been heatedly debated and argued to generate 
excessive systemic risk. How may systemic risk 
HPHUJH�LQ�HTXLOLEULXP�DQG�ZKDW�DUH�SRWHQWLDO�
UHJXODWRU\�UHVSRQVHV"�

7KH�SDSHU�GHYHORSV�D�PRGHObRI�WKH�ȴQDQFLDO�
sector in which endogenous intermediation 
DPRQJ� GHEW� ȴQDQFHG� EDQNV� JHQHUDWHV�
H[FHVVLYH� V\VWHPLF� ULVN� which is measured as 
the distribution of total value lost due to bank 
failures. Financial institutions have incentives 
to capture intermediation 
spreads through strategic 
borrowing and lending 
decisions. By so doing, they 
tilt the division of surplus 
along an intermediation 
chain in their favor, while 
at the same time reducing 
aggregate surplus. It is 
shown that a core-periphery 
network (few highly 
interconnected and many 
sparsely connected banks) 
endogenously emerges in 
the model.
In other words, the model 
predicts that there is a 
small number of very 
interconnected banks 
that trade with many 
other banks and a large 
number of banks that 
trade with a small number 
of counterparties. There 
is overwhelming recent evidence that 
LQWHUEDQN�PDUNHWV�H[KLELW� D� FRUH�SHULSKHU\�

VWUXFWXUH��0RUHRYHU��EDQNV�DW�WKH�FRUH�KDYH�
KLJK�JURVV�H[SRVXUHV�DQG�ORZ�QHW�H[SRVXUHV�
among themselves. The model not only 
SURYLGHV�D�WKHRUHWLFDO�IUDPHZRUN�WKDW�MRLQWO\�
H[SODLQV� WKHVH� HPSLULFDO� VW\OL]HG� IDFWV�� LWV�
PDLQ� FRQWULEXWLRQ� LV� WR� GR� VR� E\� H[SOLFLW�
modeling of intermediation among banks 
and its frictions.
7KH�ȴQDQFLDO�QHWZRUN�FRQVLVWV�RI�EDQNV�DQG�WKHLU�
lending decisions. Banks need to raise resources 
for investment either from households or 
from other banks. The model endogenously 
generates indirect lending and borrowing in the 

interbank market, which is 
a prominent feature of both 
the federal funds market 
and over-the-counter 
market for derivatives. If 
the investment fails and 
the borrowing bank does 
QRW� KDYH� VXɝFLHQW� IXQGV�
to pay back her lender(s), it 
fails and potentially triggers 
a cascade of failures to the 
lenders, lenders of lenders 
and so on.

%DQNV�DUH�SURȴW�PD[LPL]HUV��
There are two groups of 
banks in the model: those 
who have access to a risky 
investment opportunity, 
and those who do not. Each 
bank chooses its lending 
and borrowing relationships 
to get the highest expected 
possible rate on the 

funding it lends out and the investment it 
undertakes, net of cost of failure. When there 

are positive intermediation rents in the system, 
SURȴW� PD[LPL]DWLRQ� FUHDWHV� SULYDWH� LQFHQWLYHV�
to provide intermediation, which in turn leads 
to a particular structure for the equilibrium 
QHWZRUN��6LQFH�LQWHUPHGLDWLRQ�LV�SURȴWDEOH�SHU�
se, in equilibrium, competition implies that the 
EDQNV�ZKR�DUH�DEOH�WR�R΍HU�WKH�KLJKHVW�H[SHFWHG�
returns become intermediaries. These banks are 
exactly the ones who have access to the risky 
investment technology. On the other hand, a 
bank who is not an intermediator still wants to 
earn the highest possible returns, thus opting for 
the shortest connecting path to investing banks 
to avoid paying intermediation spread as often 
as possible. These two forces give rise to a core-
periphery equilibrium network in which a subset 
of banks with risky investment opportunities 
constitute the core. The interbank network 
JHQHUDWHG�E\�WKH�PRGHO�LV�VRFLDOO\�LQHɝFLHQW��
Banks who make risky investments 
RYHUFRQQHFW�� H[SRVLQJ� WKHPVHOYHV� WR�
H[FHVVLYH�FRXQWHUSDUW\�ULVN��ZKLOH�EDQNV�ZKR�
PDLQO\�SURYLGH�IXQGLQJ�HQG�XS�ZLWK�WRR�IHZ�
connections. 

7KLV� SDSHU� VXJJHVWV� WKDW� H[SOLFLWO\� PRGHOLQJ�
the interaction between banks’ incentives to 
FDSWXUH� KLJKHU� UHWXUQV�� ZLWK� LQWHUPHGLDWLRQ��
a necessary mechanism to allocate liquidity 
ZLWKLQ�WKH�ȴQDQFLDO�V\VWHP��MRLQWO\�H[SODLQV�WKH�
VW\OL]HG�IDFWV�DERXW�JOREDO�VWUXFWXUH�RI�LQWHUEDQN�
QHWZRUNV�� LQWHUEDQN� LQWHUFRQQHFWHGQHVV��
DQG�JURVV�DQG�QHW�H[SRVXUHV�DPRQJ�ȴQDQFLDO�
LQVWLWXWLRQV�� 0RUHRYHU�� E\� SURYLGLQJ� VKDUS�
SUHGLFWLRQV� DERXW� VRXUFHV� RI� LQHɝFLHQF\� LQ�
LQWHUEDQN�UHODWLRQVKLSV��WKH�PRGHO�FRQWULEXWHV�
WR�WKH�KHDWHG�SROLF\�GHEDWH�RQ�KRZ�WR�UHJXODWH�
WKH�ȴQDQFLDO�PDUNHW�

Intermediation and Voluntary  
([SRVXUH�WR�&RXQWHUSDUW\�5LVN

Explicitely modeling 
the interaction 
between bank’s 

incentives to capture 
higher returns, with 
intermediation […] 
jointly explains the 
stylized facts about 

global structure 
of interbank 

networks, interbank 
interconnectedness, 

and gross and net 
exposures among 

ȴQDQFLDO�LQVWLWXWLRQV
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