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Print on Demand *****.During the 2007-09 financial crisis, there
were severe reductions in the liquidity of financial markets, runs
on the shadow banking system, and destabilizing defaults and
near-defaults of major financial institutions. In response, the
Federal Reserve, in its role as lender of last resort (LOLR),
injected extraordinary amounts of liquidity. In the aftermath,
lawmakers and regulators have taken steps to reduce the
likelihood that such lending would be required in the future,
including the introduction of liquidity regulations. These
changes were motivated in part by the argument that central
bank lending entails extremely high costs and should be made
unnecessary by liquidity regulations. By contrast, some have
argued that the loss of liquidity was the result of market failures,
and that central banks can solve such failures by lending,
making liquidity regulations unnecessary. In this paper, we
argue that LOLR lending and liquidity regulations are
complementary tools. Liquidity shortfalls can arise for two very
different reasons: First, sound institutions can face runs or a
deterioration in the liquidity of markets they depend on for
funding. Second, solvency concerns can...
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