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Abstract

We develop a model with regulated banks and a hedge fund to analyze the
behavior of wholesale funding and the macroeconomic consequences of liquid-
ity regulation. Banks raise deposits and subordinated wholesale funding from
the hedge fund. Wholesale funding amplifies shocks: it is curtailed in economic
downturns to avoid levering up and risk-taking by banks, further depressing
credit and economic activity. By making banks safer, liquidity regulation in-
creases wholesale funding at the steady state. Flat liquidity regulation, as in
Basel III, increases volatility while cyclically adjusted regulation is stabilizing
and welfare-improving. Our empirical tests suggest that banks with higher lig-
uidity ratios suffer milder contractions in wholesale funding and loans during

times of liquidity stress.
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