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Abstract

We study how compositional effects in the financial sector drive the dynamics of aggre-
gate risk-taking and lead to novel effects of financial policy interventions. When financial
market participants differ in their risk-taking, good shock realizations increase the capi-
tal of high-risk investors more than that of low-risk investors. This raises the fraction of
wealth controlled by risk-takers in the population and, under incomplete markets, increases
aggregate risk-taking. The opposite conclusions apply for bad shocks. As a result, ag-
gregate risk-taking is pro-cyclical, capturing Minsky’s financial instability hypothesis that
"booms sow the seeds of the next crisis." Public policy interventions (like financial regu-
lation, bailouts, etc.) work primarily by affecting the composition of the financial sector,
in contrast to the static restriction on choice sets that is the focus of most conventional
economic frameworks. Interventions to stabilize aggregate risk-taking bring the economy
closer to the first-best, increasing expected growth and reducing aggregate volatility.
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