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ABSTRACT

The social and economic costs associated with the global financial crisis (GFC) reinstated the
interest of policymakers in improving the resilience and stability of banks. While the pre-
crisis regulations predominantly dealt with bank capital, the crisis drove home the importance
of regulating bank liquidity. During the crisis, liquidity shortages led to a fire sale of assets by
solvent banks. Due to the contagion effect, the unexpected failure of banks spilled over to the
financial systems and the economies at large. Notably, post-GFC, the Basel Committee on
Banking Supervision (BCBS) introduced liquidity regulations under Basel I1I, which require
banks to maintain sufficient liquidity buffers. Though the regulations aim at enabling banks
to withstand potential liquidity shocks, they can unintendedly reduce the supply of loans and

increase the cost of funds, consequently hampering the liquidity creation (LC) of banks.

Banks create liquidity by funding long-term illiquid assets with short-term liquid liabilities
and providing off-balance sheet loan commitments and guarantees. By channelizing funds
from savers to borrowers, LC promotes both consumption and supply of goods and services
in the economy. Though LC is necessary for a well-functioning financial system and
economic growth, it also exposes banks to liquidity crunches and bank runs (as evidenced by
GFC). Therefore, it is crucial to understand bank LC under Basel norms as it has important

implications for policymakers and bank regulators.

The study is motivated to explore different aspects of bank LC. First, it identifies the bank-
specific, macroeconomic, and regulatory factors that drive bank LC. Second, it examines the
nonlinearity in the bi-directional relationship between LC and bank capital and probes if bank
size moderates this relationship. Third, it investigates the impact of LC on bank stability, with
the moderating effect of environmental, social, and governance (ESG) disclosures. Finally, it

also presents disaggregated analyses for (i) advanced economies (AES) and emerging market



and developing economies (EMDEs), (ii) Basel 11 (2006-2012) and Basel 111 (2013-2019)

periods, and (iii) small and large banks.

To achieve these objectives, the study employs data from commercial banks across fourteen
Asia-Pacific economies during the period 2006 to 2019. The Asia-Pacific region has risen to
the forefront of global economic growth and enjoys a well-developed financial structure with
a dominant role played by the banking sector. The sample of the study comprises 597
commercial banks with 5857 bank-year observations. A two-step system generalized method
of moments (GMM) estimator is employed to identify the determinants of bank LC as well as
to investigate the impact of LC on bank stability. Further, a simultaneous equations model
with a two-step system GMM estimator is used to examine the bi-directional relationship
between LC and capital. The GMM estimator not only accounts for the dynamic nature of the

panel data but also corrects for endogeneity, serial correlation, and heteroscedasticity.

The main findings of the study indicate that LC is primarily driven by bank capital, income
diversification, asset quality, concentration in the banking industry, stock market
development, financial access, and banking regulations. However, the disaggregated analyses
reveal heterogeneity in the factors driving LC across sub-samples. The analysis of LC and
bank capital indicates a non-linear bi-directional relationship between the two variables, with
a significant moderating effect of bank size. The relationship is U-shaped in all samples
except for EMDEs (where it is inverted U-shaped). Lastly, LC has a positive impact on the
stability of banks, with the exception of large banks. ESG disclosure positively moderates the

stability effects of LC.

Based on the findings, the study makes key recommendations to policymakers, bank
regulators, bank managers, and other stakeholders. To the regulators, supervisory authorities,

and policymakers, the findings of the study caution against formulating ‘one-size-fits-all’ or

Vi



uniform blanket regulations as they might not be effective in controlling the risks associated
with LC and bank capital. Specifically, they should implement regulations that are modified
according to the specific risk profiles of the banks as well as the institutional and structural
environment of the countries. For instance, since LC can destabilize large banks due to moral
hazard problems, there is a need to monitor these institutions closely and impose regulatory
limits on their size. The findings also raise a cautionary flag regarding the liquidity-
destroying effects of Basel Il liquidity norms, as curbing LC might prove to be
counterproductive in enhancing the stability of the banking system. Finally, the results call
for coordination between liquidity and capital regulations, as these are complementary

mechanisms.

Concerning the bank managers, the study provides them with a better understanding of the
impact of various bank-specific factors on LC and macroeconomic and regulatory conditions
that can alter LC, facilitating their decision-making process. The study also recommends that
managers of small banks and banks in emerging economies use ESG disclosure to mitigate
information asymmetry, enhance their reputation, and partially alleviate the uncertainty
associated with lower institutional quality. Lastly, the study recommends that potential
investors should have a better understanding of bank-level factors before deciding to invest in

a bank.
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IR
Afe facta dabe (GFC) I 3181 Il 3R 31l dabe 7 Aifa FAafant &1 e daf # f@kar

3R AT (resilience) FEUR B b 3R 3BT fbaT| 59 Fbe 4 Y & a7 (=0 w0 A dF
U5t (capital) & Heiferd 8, g 58 Habe A foifad foam fb b ® aReadT (liquidity) & fafiafdd
BT HECAYUT 81 Hebe &b SR dReqdT i BHT &b BRUT YATH Ysit aTed sl bl HY BH bidl W
Tufd &t fecht dt ugtl FIfEa yHTg & BRUT dp! &t suTRid fawerar fadia gonfaat

3R sefagaemsit # T Ot 7781 falwa: GFC & a1 Sd dHct 3 SfdT guRfds (BCBS) 7

AT 11l & 37aTTd Tafrer g wifug fed 59d dag8d dbi bl gafg aardl I ST RaH
&I 3MMTeTRdr g1 Jerfy fafFaH] &T 32T dbl & HTfdd aieidT &b sTcd| dl THAT B § &
AT 8, WG I8 AW 3rufeld $9 & db 0T Bt 3MYfd BT BH B Tbd & 3R PIY H arrg A

qfg B Fbd €, 58 uRUMHEaSY bl 6t avetdl g1 (LC) H dTe 3cud 81 Hebdl gl

db ReTdT G517 &b 37dTTd SrEiblicid AeUbIicics Glficd BT 3UAPT PBcb kel Hufadl &b

faadaur &d & 3R ATh-dad 2ffe o1 ufdeagdr 37k TR UM &d &l LC saddbdint O

SURGBAT # U 37307 Bt fauT UG b srfan # aegil 3R Jamsit &t 3uh 3R smyfd
G & IGTdT GaT 8l ey LC TP gHaTaid fadta oTme 3R 3nfele faer & fde smaas ¢,
Tid Ig aRAIdT Habe 3R &b HITGE (GFC gRT YHIIUIA) 35TPR B3 i Ht &fHdT RadT 81 31a:
et ACGST & ded deb LC &b YT DY HHSHT Aecqef € eifs saapt Aifd fmfamsi 3ik de

et & fae FRurfaes fAfgaref 21
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g 3T db LC b fafHa Teef3it BT 31dv0l i & v 9Rd 81 98 Ugd g 312839 LC &

dop-fafie, ame nfie 3R fafame 3R dwema FuRe! $F ggam axar 81 g, I8
eI LC 3R db it o it fg-feemeas deie # IR-UGpar o1 u’teror &dl & 3R 12 # db
& TBR bF 50 Hao 7 JAMd YfABT BT I BT 81 AR, I8 3eadd ddb bl a1 W

LC & UMTd BT 3Theld dBRdT & 3R 59 Jdae § gafaror, i, 3R 2EH (ESG) UdbeidoT bt

A AT &t 5Tia BT 81 31d H, I (i) fdpfaa srefagawemsil (AEs) 3R 3HRd €15IR 3R

fapraRiter srefarawemn (EMDEs), (i) et 11 (2006-2012) 3iR a1 111 (2013-2019), 3R (i)

BI¢ 3R &3 d& & fae 3u-fagwor Ht aar g1

SRITH 36241 BT 3BT B & [ I I 2006 T 2019 &t 37afel & SR dice Tierar-

TRIid (Asia-Pacific) 31efcgazemi # drfuisad ddbl & 3¢ bl 3udPT Bial 8 TRET-UIid &

Afgies 3Tfeies foebTa ® THRa R UTH & gabT & 3R s eh! it T fdafad 2 faw e

&Y T YHTARIEA YfAehT fAHT T8T 81 59 3Tead & Avael H 597 aTfUisd-ddb 312/aT 5857 dp-ay

vefur 81 9 LC & f[eRep! B ugad & Td ddb &t RERAT R LC & YTd &t 311 37 & e

U ¢-RY fGEeH STReIsss S 3% AiHed (GMM) &1 39ahT foam 7T €1 LC 3R o it &b

&t fg-féermares dey &1 ATHUM B & 6T Zorud FHTAI0T Aisel & d10 ¢-%U e GMM
HHAD BT YT fBar -1 81 GMM TEIAR 9 seT & TTfdeiter Uepfd, srdsiiadl, siie

ged§y, 3R fduHei Mddr o fAIA0T adT 8l



2 37 & Hoy fAshst & udr gerdl @ fib LC weifie $u @ S i, 3 fafaediazon, dufd

&t ToTaaT, ST 3ET A Fdhgurdl, ARR SR & faem, fadia s, ik Sfe Fawt gra
Heferd grar 81 Fefd 3u-faguur & uRomm LC & fAufe! # fawnar ude avd 81 LC 3R 96
Uit o1 faguoy fg-faermeas dee # IR-IRAbdT S HedT €, 5w de TR BT v Heaygut
HIMd gHTa 81 9 faQwor # Ht 99T # g-31bR (U-shaped) €, IR-g EMDE H 3141 g-37T6R
(inverted U-shaped) 21 31@ #, TRoTH g2 Ht T21fUd &3d € b o3 dpt & 31fdRes, LC &1 dabi
P! fRRAT W BRIAD YHT UsdTl el ESG ¥R LC & fRRAT yHTdl &l ThRIcAd B9 3
HNfad aRa € |

feie necyuf dgfd Uer oear 21 Ig M f[Farmel, uddeft wrfereon 3R fifd fAnfasi @) a=-
Te31-fhea-3iTet A1 T IHA fafFaH AR A & Ufd AT 383 &1 GoI1d adl & Rilfe d LC

3R &b Gt A g SREH B [AAfEd B | gurdt 78t gd €1 fadlva: 3% 37 faffamt & ar

BT TTfee f5ie dal &b fafers s Mwrsa & grd-gre S2ff & JXRAPT 3R TIIATcHSB

aTdTerRYT & 3ER FNfed fbar a1 811 3eTeond, Afdd FaRi bt FARTAl &b BRI LC o3

Bl BT R IR JPBdT 8, AT 37 AT Bl APHBHhdT I AR B 3R b 3MBR R
Fae THE P & 3Maedddr gl 3T & f[Ashy sga || gaqe [Aadl & aerdr

faTRreeRY yMTaT & aR # HY Iarat od & a¥ilfds LC WR 31l aPTHT SifdsTT yoTiedt bt feiar &t



gelH # ufdper Aifeid & debar g1 31d #, 37e8gd & YRumH derdr 3R 45t fafiamt & &
A b1 AT P € ailfep A YR 7 2

I8 eI db YeEd! Bl LC W fafia Sa-fafie dRepl, amues snfeie 3k fHAame feifddl &
UHTT Pt J8aR THST UG Bl &, 511 31 fHufa o & ufdbar faense sAmer g iy Bie
fee, 37t ufdst seM & foie, 3R WRTE HEITTd I[uTddn & 5[t sifAfgdar & 3iTid 9 & HH
B &b A8 ESG UbSdRUT BT YANT AT <MMRCI 31d H, T e FHIfdd fFHArep 3l I 7

ferer 3 BT A0l o @ Ugel GeH BRPI bt JedR HSIA B Helle odT gl
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