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[Abstract] Empirical evidence suggests that bank runs are a natural outgrowth of business cycles. In this paper, I develop a theoretical model to show how cyclical fluctuations generate bank crises in a general equilibrium. Two types of firms, heavy industry and light industry, are introduced into the model. I explore the effects on the banking system of distorted government policies, such as the policy in China that gives priority to heavy industry. In this paper, I numerically compute the optimal risk-sharing capital allocations and the probability of firm insolvency and bank run in the economy where banks’ loan rates to heavy industry are distorted by the government to be lower than the equilibrium level in a non-distortion economy. Optimal solutions show that the low-loan-rate policy effectively leads capital to flow into heavy industry; thereby raising wages and welfare in that industry. However, this pre-development heavy industry policy is at the expense of the development of light industry: less capital flows into light industry and agents in light industry are worse off. Furthermore, in the model I have developed, though the distortion policy doesn’t affect the probability of firm insolvency, it lowers the overall expected return rate of the bank’s long-term investment, which increases the probability of bank runs and the vulnerability of the banking system. 
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