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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 cause creditors to pull away from troubled institutions. Using examples from the recent crisis, we
argue that central bank lending is the best response in the former situation, while orderly resolution (by the
institution as it gets through the problem on its own or via a controlled failure) is the best response in the
second situation. We also contend that liquidity regulations are a necessary tool in both situations: They help
ensure that the authorities will have time to assess the nature of the shortfall and arrange the appropriate
response, and they provide an incentive for banks to internalize the...
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