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Causality 

• Causal effects of liquidity and liquidity 

regulation are a central issue in the 

aftermath of the financial crisis 

– Impact on monetary policy and global lending 

• Causality (distinguishing alternative 

hypotheses, identification, etc.) is often 

challenging—good instruments can be 

difficult to obtain 
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“Natural” Experiments 

• One broad approach to which I have been 

a strong advocate are natural experiments 

(random assignment and eligibility). 

– E.g., for liquidity from CPFF in the crisis 

• While there are limitations to such 

approaches, these are viewed as the “gold 

standard” in research design. 

• This is up to the regulators: the Fed, Bank 

of England, SEC-- rather than researchers 

– Crucial for maximal long-run policy benefit 
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Important to Learn  

• Theme for the conference is terrific 

• Not sure there has been enough attention 

to learning from the financial crisis 

– Crises are so important, but limited samples 

• Not sure whether learning has always 

been a high enough regulatory priority 

– CPFF example (policy cum research design) 

• Regulators should design tools to learn—info 

scarce 

– Resistance to Bloomberg’s Maiden Lane suit 4 



“The Effects of Liquidity Regulation on 

Demand and Monetary Policy Operations” 

• Potential for a natural experiment: How 

does Liquidity Coverage Ratio (LCR) 

impact the Term Deposit Facility (TDF)? 

• Perhaps the authors can influence  

regulatory decision makers  

– Practice should be “ahead” of theory 

• Paper does a nice job given the elements 

in the design and potential endogeneity—

diff-in-diff; threshold, early withdrawal, 

foreign v. domestic bank  5 



Varying Contexts 

• Liquidity in different situations 

– Monetary policy 

– Cost of trading bonds and portfolio liquidity 

– Feedback effects 

• When are we studying liquidity in these 

papers? 

– Normalization of policy 

• How do we exit? (Current challenge) 

– Liquidity in “the crisis” 
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Liquidity Interactions 

• Was “the crisis” a liquidity event or a 

capital/solvency issue?  

 --Different mechanisms 

• Liquidity changes have consequences 

      --Alters demand for excess reserves 

 --Volcker Rule and limited bond market liquidity as a 

response to the crisis; Do we want to enhance liquidity 

in crises (benefit to mitigate fire sales)? 

      --Reduce liquidity to control risk-taking! Volcker 

tradeoff 

 --Supporting domestic liquidity/lending can reduce 

global lending 
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Equity vs. Bond Index Funds 

• Measure trading costs by impatience in 

index exclusion events 

– Should we focus on extreme impatience? 

• Equity and bond contexts very different 

– Exact replication vs. sampling 

– 20% of bond fund invested “outside index”! (?) 

– Tracking errors very different—e.g., 2.7 b.p. 

for BGI S&P500; 23.5 for Vanguard Total 

Bond Market Index Fund 
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Impatience & Bond Index Funds 

• Can we measure impatience in same way 

for bond and equity index funds?--Doubtful 

• “Lack of transparency makes it even more 

important for the funds to keep a low 

tracking error” (??) 

– Greater deviation suggests more scope to 

manage costs rather than tight tracking errors 

from moral hazard/agency perspective 

– Loose adherence on trade timing, impatience 

– Analogy to ETF issue 9 



More on Impatience 

• While I agree that reduced inventory 

typically suggests less liquidity and greater 

costs of impatience, it could be that 

technology change allows less inventory 

(higher turnover of it) and greater liquidity! 

– Efficiency--Inventory tradeoff not needed be 

as earlier? 

• A better fit for the story in the paper is that 

the Volcker rule has caused substitution 

away from using dealer inventory and to 

pre-arranged trades with customer liquidity 
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“Funding for Lending Scheme” 

and Globalization 
• Measures to raise domestic lending are 

not free in terms of economic performance 

• Substitution effects (“crowding out”) that 

reduce cross-border lending are significant 

• Analogy to monetary policy across nations 

– Other countries damaged (foreign exchange 

effect); measures to promote financial stability 

not simple—”beggar thy neighbor” 

• “Crony capitalism” and supporting 

particular investments at other’s expense 11 



Interaction with Higher Capital 

• To the extent that global lending is 

reduced, it is natural that higher capital 

standards (less bailout possibility, so 

reduced risk taking) leads to larger cuts in 

lending to countries with higher risk 

• Explanation for receiving country results 

• Since bank-to-bank lending is especially 

risky, that’s why there also is a larger 

contraction there.   
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Cross-country effects 

• These worth more study 

• Paper notes different countries altering 

policy regime at same time 

• Interactions across countries potentially 

important 

– regulatory spillovers, negative externalities 

– nature of equilibrium 
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“Unintended Consequences” 

• “Unintended consequences”  

• Often used in D.C. 

• Are these outside the motives of the 

regulation?  

• Secondary consequences?  

• Unimportant consequences?  

• Can they be unexpected, if discussed in 

a regulatory proposal? 
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