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Abstract

We investigate how the financial fragility in the real economy is affected by
the average level of interdependence among agents across different regions of
the economy. To this end, we develop a parsimonious agent-based model of
firms and banks organized in geographic regions. The model is built on the
framework of an existing class of models for business fluctuations. The goal
of our exercise is to clarify the effect on systemic failures of the interplay
between network interconnectedness and financial acceleration. In partic-
ular, we investigate the probability of individual and systemic failures with
varying levels of interconnectedness. We find that, in the absence of financial
acceleration, connectivity makes the system more resilient. In contrast, in
the presence of financial acceleration, the probability of both individual and
systemic failures are minimized at intermediate level of diversification.
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1. Introduction

In the current discussion on financial crises, two dimensions are attracting
growing interest. The first is the role of geographic space, given that most
financial crises of the few last decades have originated in one country and
propagated to several others (Dornbusch et al., 2000; Vitali and Battiston,
2011a). The second is the role of network spillover in the propagation of
financial distress, both at the level of financial institutions within a single
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