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PRELIMINARY AND INCOMPLETE 

 

Abstract 
 

I propose a simple theory of intertwined business and financial cycles, where 

financial regulation both optimally responds to and influences the business cycle. I 

build a model in which government guarantees induce excessive aggregate lending by 

the financial sector. In response, the regulator sets macro-prudential capital 

requirements to trade-off growth (expected output) against financial stability (lower 

probability and social cost of a banking sector collapse). This trade-off depends on the 

state of the economy. Optimal capital requirements are therefore not constant. 

Because of a general equilibrium effect, optimal capital requirements increase with 

aggregate banking capital. A regulation that fails to take this effect into account will 

exacerbate economic fluctuations and result in systemic risk being created in the 

financial sector: aggregate bank lending will be excessive during a boom and the 

banking collapse that may ensue will result in an excessive credit crunch. 


