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Liquidity Creation and its Impact on Economic Growth: Moderating
Role of Firm Size

Asad Ali*, and Usman Ahmad
Department of Management Sciences, DHA Suffa University, Karachi, Pakistan
Abstract

The study aims to examine the influence of Liquidity Creation (LC) on
Pakistan's Economic Development (GDP) to investigate the moderating
role of firm size and its abiding association in this relationship. Banks create
liquidity by managing their portfolios of assets and liabilities with various
maturities. The current study used an estimated amount of liquidity created
by commercial banks in Pakistan using the "Catfat" model over the last
twenty-two years. The estimated LC is employed in this study to assess its
influence on GDP growth. Additionally, the research examines the
moderating role of firm size between LC and GDP. Furthermore, secondary
time series data for this research was collected from the financial statements
and World Bank Data from 2000-2021. The study employs a regression
technique to test the hypotheses. The outcomes indicate that LC has a
significant positive impact on GDP. It implies that when commercial banks
create liquidity, it boosts economic growth. The results revealed that firm
size does not moderate the relationship between the LC and GDP, neither
strengthens nor weakens. The study put forward that conventional banks
play a substantial role in contributing to Pakistan's economic growth by
creating liquidity in the market. The study holds importance in its ability to
shape economic policies, provide financial institutions direction, and offer
investors advantages. It contributes to academic research, provides practical
insights, and has worldwide applicability in enhancing comprehension of
financial systems and their influence on economic growth.

Keywords: commercial banks, directions, economic development,
economic policies, liquidity creation

JEL Codes: G21, E58
Introduction

A robust financial system is widely recognized as a reagent for economic
growth (Hussain et al., 2023). Banks play a pivotal role in channeling funds
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Liquidity Creation and its Impact...

from surplus savers to those, which require capital (Kudratova, 2023).
Commercial banks, in particular, serve a dual purpose; firstly, they support
the payment system and facilitate routine financial transactions to enhance
market liquidity (Omete, 2023). Diamond and Dybvig (1983) present the
concept of Liquidity Creation (LC), which is key to this process. LC can be
defined as a bank's strategy to fund liquid liabilities using illiquid assets or
vice versa, ensuring their ability to meet financial obligations. For instance,
a commercial bank may offer borrowers committed lending facilities for a
specified term, while issuing demand deposits that depositors can withdraw
on short notice. By striking a balance between illiquid assets and liquid
liabilities, commercial banks fulfill the needs of both depositors and
borrowers (Deep & Schaefer, 2004).

The importance of banks in the economy extends to facilitate seamless
consumption, sustaining continuous output, and acting as liquidity
transformers. The volume of liquidity commercial banks creates a direct
role in a country's economic expansion (Berger & Bouwman, 2013). In the
Quantitative Asset Transformation Function (QATF), banks serve two vital
functions: liquidity creation and transformation of risks. Ali and Ahmad
(2022) and Shoaib (2021) highlighted that commercial banks manage risk
by offering risk-free liquid deposits to support risky illiquid lending.
Conversely, financial institutions create liquidity by leveraging liquid
liabilities to invest in illiquid assets. Prior theoretical literature has put forth
several models for quantifying the monetary value of liquidity produced by
commercial banks, with some focusing on the left side of the balance sheet.
In contrast, others concentrate on the right side of the balance sheet.

Deep and Schaefer (2004) contributed to understanding the role of both
the asset and liability sides of the balance sheet in creating liquidity.
Furthermore, off-balance sheet items, such as forward contracts and
comparable dues on a bank's liquid assets, have been identified as
contributors to liquidity creation (Kashyap et al., 2002). To assess the level
of LC in financial institutions, specifically in the US, Berger and Bouwman
(2009) developed four distinct approaches, incorporating both on- and off-
balance sheet components. This economic literature serves a broader goal:
understanding the relationships between LC and key policy variables, such
as inflation, unemployment, and investment. Calculating the expected
volume of liquidity generation is the most comprehensive indicator of
overall bank productivity, considering all balance sheet elements. LC is
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crucial in determining per capita GDP, reflecting broader economic
outcomes (Berger & Sedunov, 2016).

While the creation of new liquidity is known to boost economic growth,
it must be managed carefully to maintain the financial institution's
profitability. Commercial banks face significant challenges in liquidity
creation, including maturity mismatches between assets and liabilities, early
drawing of deposits, and asymmetric information. These challenges can
endanger a bank's constancy and expose it to various perils. For example,
one bank may enhance market liquidity by altering short-term commitments
into long-term loans; however, this approach may upsurge the volatility of
its balance sheet (Thakor, 2005). Conversely, another bank struggling to
generate liquidity may maintain a more liquid balance sheet, which reduces
market liquidity but minimizes risk exposure (Ali & Ahmad, 2022; Mughal
etal., 2022).

Furthermore, banks may prioritize solvency over offering long-term
loans to support the economy. The composition of the banking industry's
asset portfolio, consisting primarily of long-term, illiquid loans and
investments, can significantly affect the economy. The objective is to
quantify the liquidity created by conventional banks in Pakistan and assess
its impact on the country's economic growth. Several key questions guide
this research: What is the influence of LC on economic development in
Pakistan, and does the size of firms moderate among the constructs? The
connection between Liquidity Creation (LC) and its influence on economic
growth holds significant importance, particularly when considering
Pakistan's specific context. While prior research has delved into the
association between LC and economic growth across various regions, a
conspicuous research gap exists when comprehending this connection
within the unique circumstances of Pakistan. This research problem arises
from a genuine inquisitiveness to untangle the intricacies and repercussions
of LC on Pakistan's economic growth.

The central research inquiries steering this investigation to evaluate the
effect of LC on the economic growth of Pakistan? This inquiry stems from
the curiosity surrounding the role of LC, a pivotal facet of the financial
sector, in shaping the broader landscape of economic growth in Pakistan.
The aim is to scrutinize the impact of LC on economic development in this
distinctive regional milieu and its contribution towards the overall
development. Does the firm size moderate between LC and economic
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growth in Pakistan? To comprehensively understand the interplay between
LC and economic growth, identifying any factors or mechanisms that may
mediate or moderate this relationship is imperative. This curiosity emerges
from the acknowledgment that the impact of LC may exhibit variability
influenced by a range of contextual elements. The employees' well-being in
banks has been ignored over the period, which affects their performance;
the perceived diversity influences the employees' well-being, irrespective
of the organization (Ali & Khan et al., 2023).

The significance of tackling this research problem is twofold. Firstly,
the economic progress of Pakistan holds profound national importance,
thereby, discerning the role of LC in this context can furnish valuable
insights for policymakers, which may inform strategic decisions within the
banking sector, all geared toward promoting sustainable economic growth.
Secondly, the research void within the unique context of Pakistan
presenting an invaluable opportunity to contribute recent developments to
the broader global body of knowledge on LC and its repercussions on
economic growth. This understanding of the relationship in the Pakistani
setting can serve as a valuable reference point for other economies grappling
with analogous challenges and dynamics. To encapsulate this research
conundrum endeavors and to demystify the impression of Liquidity
Creation (LC) on the GDP growth of Pakistan, endeavoring to bridge a
research gap and offer consequential insights with ramifications for policy
formulation, banking practices, and a more comprehensive comprehension
of this relationship both regionally and globally.

The objective is to inspect the effects of LC on Pakistan's GDP, focusing
on commercial banks in Pakistan. Commercial banks must generate
liquidity judiciously, as excessive LC can harm the national economy, and
the converse can also hold. The rest of the study is distributed into five sub-
sections. The first section provides a brief introduction, while the second
extensively reviews the literature on LC and GDP. The third section
sketches the methodology. The fourth section presents and discusses the
study’s outcomes, and the fifth section concludes the overall research.

Literature Review

According to the Financial Intermediation Theory, banks are financial
institutions that act as intermediaries between the depositor and borrower.
According to the Quantitative Asset Transformation Function, banks have
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two crucial responsibilities: risk transformation and liquidity creation. By
offering risk-free liquid deposits, banks reduce risk by financing risky,
illiquid loans. Contrarily, commercial banks generate liquidity by
leveraging liquid liabilities to invest in illiquid assets. Deep and Schaefer
(2004) established a methodology for calculating the liquidity created by
banks. Researchers assess how much liquidity the US banks have produced
by taking a sample from the 200 largest US institutions. Liquidity in
banking refers to both assets and liabilities.

Deep and Schaefer (2004) established a Liquidity Transformation (LT)
gap to determine the discrepancy between liquid obligations and liquid
assets as a fraction of total assets. Researchers have claimed that the LT Gap
signifies the net liquidity transformation, a bank has experienced relative to
its total assets. Due to their contingent nature, loan obligations and other
off-balance sheet manoeuvres were overtly removed from the LT Gap
measurement. One of the most popular and comprehensive models for
evaluating the LC function of American banks was established in prior
literature (Berger & Bouwman, 2009).

The first noticeable distinction was including all conventional banks in
Berger and Bouwman's (2009) model instead of simply the most well-
known ones. Second, their preferred metric loans was grouped by category
rather than maturity. They also suggested metrics, which considered off-
balance sheet activity. Sabahat (2017) measured and estimated the amount
of liquidity created by conventional banks in Pakistan using the
measurement method developed by the literatrue (Berger & Bouwman,
2009). The data was gathered between September 2007 and June 2016 and
was divided into three clusters, namely large, medium, and small banks. The
conventional banks in Pakistan were contacted for data collection in every
three months. According to Sabahat (2017), Pakistan's banks contributed
2.55 trillion rupees of liquidity to the country's economy until June 2016.

The affiliation between finance and economic growth has been
extensively explored in the previous literature. Various studies, including
the work of Greenwood and Jovanovic (1990) and Deidda (2006), have
delved into how the bank's liquidity creation function can influence GDP.
Financial support is pivotal in stimulating GDP (Levine, 1997). However,
contrasting perspectives have been presented by scholars like Stern (1989)
and Stiglitz (1994), who contend that it is economic growth that fosters
financial development rather than the other way around. Javid et al. (2023)
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scrutinized the influence of liquidity creation on bank profits and the
moderating effect of political instability.

Ali and Mughal et al. (2023) inspected the effect of monetary policy on
the bank's liquidity creation. Studies specific to the MENA region have
demonstrated a positive influence of finance on economic growth
(Almeshari et al., 2023; Boukhatem & Ben, 2018). However, earlier studies,
such as those conducted by Beck et al. (2023) and Gazdar and Cherif (2015)
and, have indicated either an adverse effect or an inconsequential affiliation
between finance and GDP. These inconsistent outcomes can be attributed
to variations across studies, including differences in financial indicators,
country samples, time, econometric techniques, and the selection of
variables.

In recent academic research, there is a growing focus on the notion of
Liquidity Creation (LC) and its pivotal role in the operations of banks. For
example, a study by Fidrmuc et al. (2015) examined how LC impacts
Russia's economic growth. They applied the methodology that Berger and
Bouwman (2009) developed for a comprehensive dataset encompassing
Russian banks' activities from 1999-2009. Their findings indicated a
positive correlation between LC and economic growth, with specific
attention drawn to the significant contributions made by state-controlled
banks and the largest banks in Russia towards LC. Similarly, Berger and
Sedunov (2016) investigated the significance of LC for the US banks and
found a noteworthy positive association between LC and economic growth.
Beck et al. (2023) explored the connection between LC and investment as a
mechanism through which LC affects economic growth, using panel data
encompassing 100 countries. They established a relationship between LC
and economic growth at national and sectoral levels. Their research
indicated that LC promoted tangible investment, while intangible
investment did not significantly contribute to the development of economies
that rely on intangible assets. However, Umar et al. (2021) discovered a
negative correlation between LC and China's economic output based on the
data gathered from 377 banks from 2006-2017.

The severity of various financial crises has prompted scholars’ interest
in the finance-growth relationship to reassess the connection between
finance and growth. Financial instability is often attributed to disrupting
production and investment, which can lead to a decline in economic growth.
In the aftermath of global financial crises, this relationship has been
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reconsidered, giving rise to the notion of the "vanishing effect" of finance
and a non-monotonic relationship. Several studies have illustrated this with
a hump-shaped relationship. The correlation between finance and economic
growth, with a specific focus on Liquidity Creation (LC) and its crucial role
within the banking financial system, remains a matter of ongoing discussion
among academic researchers. The existing body of research plays a pivotal
role in providing insights into the influence of LC on economic growth.
Nevertheless, whether this linear or nonlinear relationship has yet to receive
extensive attention, prior studies have yet to investigate the linearity of LC
systematically.

Ilyas and Sarwar (2018) investigated the impact of capital on the
emergence of liquidity in Pakistan. Researchers between 2004 and 2013 in
Pakistan gathered information from conventional banks. Ilyas and Sarwar
(2018) used the Generalized Least Square Method to analyze the banks and
divided them into large, medium, and Small groups. The study's findings
did conclude that the bank's governance had a favorable impact on LC.
Larger firms create less liquidity as compared to smaller banks. To perform
his research on the causes of the production of liquidity, Shoaib (2021)
collected samples from many nations. According to Yeddou et al. (2020),
the ownership structure distresses LC, and top management decisions
impact the entire organization's performance. Poor judgment causes the
company to fail its banks (Zhao et al., 2010; Zheng & Cronje et al., 2019).

Figure 1
Research Framework

Liquidity Economic
Creation Development

Firm Size

Methodology
Research Design

Saunders et al. (2012) research defined the research methodology. The
positivist philosophy is adopted as the researcher tests the theory, which
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leads us to use the deductive approach (Tran, 2020). The quantitative
Research Design is adopted. The annual time series secondary data is
congregated to estimate the impression of LC on Pakistan's GDP. The
current study used the estimated amount of liquidity created by commercial
banks in Pakistan using the "Catfat" model annually over the last twenty-
two years. The estimated LC is employed in this study to assess its influence
on Pakistan's economic growth. The Gross Domestic Product growth rate is
a proxy for Pakistan's economic growth/development. The firm size is
measured using the percentage change in total assets of commercial banks.
The secondary data is gathered from the World Bank data and the Financial
Statements. The data is gathered from 2000 to 2021. The researcher uses e-
view software for the data analysis as it is most appropriate for secondary
data analysis. The researcher adopts the measures of LC by using the
"Catfat" model (Ali & Ahmad, 2022). Researchers use the Baron and Kenny
(1986) method for moderation analysis.

Econometric Model

GDP; = o+ 1 LCi + & (1)
GDP; = Bo + 1 LCi+ B2 FSi + & (2)
GDP: = o + B1 LCi + B2 FS; + B3 (LC*FS) « + & 3)
Where

GDP = Gross Domestic Product

Bo = Coefficients

LC = Liquidity Creation

FS = Firm Size

€ = Error Term

t = Time Series

Research Hypotheses

The following research hypotheses are developed to achieve the
research objectives:

Hi = Liquidity creation has a positive significant impact on the
economy.

H> = Firm size has a positive significant impact on the economy.
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Hs = Firm size moderates the association between LC & the economy.
Measurement Tool

The following are the measurement tools used for measuring the
dependent, independent, and moderating variables:

Table 1
Variables & Measurement Tool

S.No. Variable Measurement Tool Author

= + (1/2) * Illiquid Assets (0) *
Semi Liquid Assets - (1/2) *
Liquid Assets + (1/2) * Liquid
Liabilities (0) * Semi Liquid
Liabilities + (1/2) * Illiquid (Berger &

1. Lclfel:t?ég Liabilities + (1/2) * Liquid ~ Bouwman,
Equity (0) * Semi Liquid Equity 2009)
+ (1/2) * Illiquid Equity + (1/2)
* [lliquid Guarantees (0) * Semi
Liquid Guarantees - (1/2) *
Liquid Guarantees
The Gross Domestic Product .
. . (Jawaid &
Economic growth rate is used to measure
i Raza,
Development  the Economic Development of a
2013)
Country
. (Ali &
3. Firm Size PercentageA(;lslztr;ge in Total Mughal et
al., 2023)

Descriptive Analysis

Descriptive statistics are essential for analyzing and summarizing
secondary data (Gravetter & Wallnau, 2013). They help researchers
understand the data's basic features, such as central tendency, variability,
and distribution. By providing a clear and concise summary of the data,
descriptive statistics can help to identify patterns and relationships that may
not be immediately apparent (Gravetter & Wallnau, 2013). Table 2 contains
important statistics such as the total number of observations, the maximum
and minimum values of each sample variable, the standard deviation, and
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the mean of the dataset. Table 2 also shows the values for the Skewness and
Kurtosis. All the variables meet the criteria of the Skewness and the
Kurtosis.

Table 2
Descriptive Analysis

Standard

Variables Mean Deviation Min Max Skewness  Kurtosis ~ Observation
GDP 0.041 0.020 -0.012 0.075 -0.658 3.435 N=22
LC 0.298 0.597 -0.323 2.033 2.121 6.640 N=22
FS 0.253 0.291 0.027 1.425 3.187 13.24 N=22
LC*FS 0.054 0.193 -0.461 0.614 0.596 6.730 N=22

The average liquidity creation for commercial banks in Pakistan is
29.8%, with a minimum of -32.3%, a maximum of 203%, and a standard
deviation of 59.7%. The total number of observations for liquidity creation
is 22. The GDP growth rate is used as a proxy for the economic development
of Pakistan, with a mean value of 4.1%, a minimum value of -1.20%, and a
maximum value of 7.50%, with a standard deviation of 2%. The total
number of observations for the GDP growth rate is 22. The firm size is
measured using the total asset growth rate. The total number of observations
for the firm size is 22. The mean value for firm size is 25.3%, with a
minimum of 2.7%, a maximum of 142.5%, and a standard deviation of
29.1%. the moderator (LC*FS) has mean value of 5.4%, standard deviation
of 19.3%, minimum value of -46.1%, maximum value of 61.4%. The
variables' skewness and kurtosis values are within the acceptable range for
all the constructs.

Trend Analysis

Ali and Ahmad (2022) estimated the amount of LC by using the “Catfat”
measure of the LC Model (Berger & Bouwman, 2009). The current study
adopts the said amount of LC. The “Catfat” model is the most
comprehensive model developed by Berger and Bouwman (2009) to
estimate the amount of LC. The researchers have developed four models to
estimate the amount of LC. However, due to its authenticity and
applicability, the researchers preferred the “Catfat” Model over others.
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Figure 2
Overall, LC by Conventional Banks in Pakistan from 2000 — 2021
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Figure 2 shows the estimated amount of LC measured by Ali and
Ahmad (2022), which shows that all the conventional banks created around
PKR 7.05 trillion liquidity in the Pakistani economy in 2021. If we see the
trend of LC over the last twenty-two years, it is increasing due to the
expansion of the banking industry. The trend shows that LC is also affected
by COVID-19. The declining trend in 2019 and 2020 is due to COVID-19.
The LC growth rate was used to examine the impact of LC on Pakistan's
economic development. The liquidity creation mentioned in the line graph
is in Trillions of Pakistani Rupees.

Data Normality Test

The significance of data normality in time series data analysis cannot be
overstated. Time series data analysis, widely applied in social sciences and
economics, investigates variable dynamics over time. Normality, indicating
the distribution of data points, plays a crucial role in the accuracy and
validity of statistical inferences within this framework. The researcher
applied the unit root test to check the stationary of each variable. For time
series data analysis, the data must have a trend, so the researcher also
conducts a trend analysis for liquidity creation. The reliability and validity
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of data are the core before conducting a regression analysis or testing a
relationship between the two variables.

Unit Root Test

In time series data analysis, the application of unit root tests serves as a
fundamental indicative tool to assess the stationarity properties of variables
over time. By applying a unit root test on the independent and dependent
variables, the author aims to assess the stationarity of variables accurately.
The unit root test is conducted for the dependent variable only. However,
the researcher also tests the stationary of the independent variables.

Table 3
Unit Root Test

Augmented Dickey-Fuller Unit Root Test

Variables 1(0) I(1)
C C&T C C&T
GDP 0.0339 0.0125 0.0041 0.0280
LC 0.0334 0.0150 0.0004 0.0023
FS 0.0005 0.0141 0.0246 0.0000

Table 3 shows the outcome of the Augmented Dickey-Fuller Unit Root
Test for liquidity creation at the level and first difference. The unit root test
was conducted with a dependent variable and independent variables to test
the stationarity of the variable over a period of time at the level and first
difference. As shown in Table 3, all the p-values associated with the test
statistics reject the null hypothesis, i.e., 'the variable has a unit root,' and
indicate that the variables have stationary time series for variables over time
at the level and first difference. The Stationary of the data suggests that the
Ordinary Least Square Method is appropriate for the analysis of time series
data.

Diagnostic Analysis

To test the relationship between the dependent and independent
variables, the researcher used simple linear regression techniques to predict
the dependent variable using the time series data. The regression technique
is used to test the hypotheses developed by the researcher; however, before
running the regression analysis, there are some issues that need to be tested,
such as multi-collinearity, auto-correlation, and heteroscedasticity, and
several statistical tests are run to check the existence of the said problems
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and their severity. While estimating econometric models, some issues may
emerge. To investigate these issues, the researcher used different statistical
tests.

Table 4
Multi-Collinearity

Variable Coefficient Variance Un-centered VIF  Centered VIF
C 1.99 1.26 NA
LC 4.63 1.261 1.000

The centered variance inflation factor determines whether the model has
a multi-collinearity issue. If the values of the centered VIF are less than 10,
the model does not have a multi-collinearity issue. The results of the
Variance Inflation Factor show that there is no multi-collinearity in the
model. It is concluded that the independent variables do not correlate with
one another since the values are less than 10. Therefore, we accept the null
hypothesis (Ho: No Multi-collinearity in the Model).

Table 5
Breusch-Godfrey Serial Correlation LM Test
F-Statistics 2.907
Obs*R? 2919
Prob. F(1,21) 0.1045
Prob. Chi-Square (1) 0.0875

The Durbin Watson is calculated to identify the problem of auto-
correlation. The value of Durbin Watson is 1.347, which is less than 2,
indicating a positive autocorrelation in the model. However, to check auto-
correlation severity, the researcher uses the Serial Correlation LM test with
a null hypothesis (HO = No Auto-correlation). The hypothesis will be
accepted if the Prob value exceeds 0.05 and reject it otherwise. Since our
model’s Prob value is more significant than 0.05 and is 0.1045, It is
concluded that the model has no auto-correlation. Table 6 shows the
outcome of the Heteroscedasticity White Test to examine the severity of
heteroscedasticity in the model. The heteroscedasticity white test result
equals 0.647, which is greater than 5%, respectively. Therefore, it implies
that the model has no heteroscedasticity issues.
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Table 6
Heteroscedasticity Test: White
F-Statistics 0.445
Obs*R? 0.985
Prob. F(1,21) 0.647
Prob. Chi Square (1) 0.611

Regression Analysis
Equation - 1: GDP{=po+ 1 LC;+ e

Estimated Equation - 1: GDP:=3.67+ 1.53LC: + et
Table 7
Simple Linear Regression (Eq-1)
Coefficients®
Unstandardized Coefficients .
Model B Std. Error ! Sig.
(Constant) 0.0367 0.0044 8.2306 0.0000
Liquidity Creation 0.0153 0.0068 2.2582 0.0353
1 R’ 0.2031
Adjusted R’ 0.1633
Prob (F-Statistic) 0.0352
Durbin Watson 1.3474

a. Dependent Variable: Gross Domestic Product

After the diagnostic analysis, the assumptions of the Ordinary Least
Square Method were met. The model has no issue of multi-collinearity,
auto-correlation, and heteroscedasticity. The researcher estimates the first
equation by considering liquidity creation as an independent variable and
GDP as the dependent variable to meet the first assumption of Barron and
Kenny's (1986) approach to moderation analysis. Commercial banks have a
significant positive impact on Pakistan's gross domestic product, which
means that LC by commercial banks results in the country's economic
development. This finding is significant at the level of 0.05. Therefore,
Hypothesis 1 was accepted because GDP increases by 1.53% with the
change in LC. The r-square is 0.2031, which means that the variation in
dependent variables is 20.31%, explained by the independent variable.

Equation - 2: GDPi=Bo+ 1 LCi+ B2FSt+ e
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Estimated Equation - 2: GDP;=343 +1.59 LC;+ 0.88 FS; + e;
Table 8
Multiple Regression (Eq-2)
Coefficients?
Unstandardized Coefficients )
Model B Std. Error t Sig.
(Constant) 0.0343 0.0059 5.7440 0.0000
Liquidity Creation  0.0159 0.0069 2.2826 0.0341
Firm_Size 0.0088 0.0143 0.6158 0.5453
2 R 0.2187
Adjusted R’ 0.1365
Prob (F-Statistic) 0.0095
Durbin Watson 1.337

a. Dependent Variable: Gross Domestic_Product

In equation 2, the moderator is included as an independent variable, such
as firm size, to meet the second assumption of Barron and Kenny's (1986)
approach. The equation is estimated by using multiple regression
techniques. The results showed that the model's r-square value is 0.2187,
indicating that LC accounts for just 21.87% of the variation in Pakistan's
gross domestic product. In comparison, the other 78.13% could be
attributed to other factors. The results of multiple regression showed that
the LC by commercial banks has a significant positive impact on Pakistan's
gross domestic product when the moderator is used as the independent
variable. It means that the LC by commercial banks results in the country's
economic development. A one-unit change in liquidity creation brings a
1.59% positive change in Pakistan's economic growth. This finding is
significant at the level of 0.05. Therefore, Hypothesis 2 was rejected, and
the alternative hypothesis was accepted, which indicated that the LC has a
positive significant impact on GDP. The firm size has a positive
insignificant impact on GDP, which means that the firm size change does
not affect a country's economic growth.

Equation - 3: GDPi=Bo+ B1LCi+ B2FSt+ B3 (LC*FS): + e
Estimated Equation - 3: GDP: = 3.34 + 0.58 LCi+ 1.61 FS;+ 3.72
(LC*FS)+ et

School of Commerce and Accountancy e
ey
@

UMT 61

Volume 3 Issue 2, Fall 2023



Liquidity Creation and its Impact...

Table 9
Multiple Regression (Eq-3)
Coefficients?
Unstandardized Coefficients )
Model B Std. Error ! Sig.
(Constant) 0.0334 0.0062 5.3689 0.0000
Liquidity Creation 0.0058 0.0169 0.3427 0.7358
Firm_Size 0.0161 0.0183 0.8796 0.3906
Moderator
2 (LC*FS) 0.0372 0.0570 0.6534 0.5217

R’ 0.2368
Adjusted R’ 0.1096
Prob (F-Statistic) 0.0172
Durbin Watson 1.4170

a. Dependent Variable: Gross Domestic Product

In equation 3, the researcher estimates the equation by taking LC, firm
size, and moderator (LC * firm size) as an independent variable and gross
domestic product as a dependent variable. The equation is estimated by
using multiple regression techniques. The results showed that the model's r-
square value is 0.2368, indicating that LC accounts for just 23.68% of the
variation in Pakistan's gross domestic product. In comparison, the other
76.42% could be attributed to other factors. The results of multiple
regression showed that the LC, firm size, and moderator (LC*FS) have an
insignificant positive impact on Pakistan's gross domestic product.
Furthermore, the moderator has a positive but insignificant impact on GDP,
which means that the firm size, does not moderate the relationship between
LC and economic development. LC by commercial banks results in the
country's economic development and the firm size does not moderate the
relationship between variables. This finding is insignificant at the level of
0.05. Therefore, the researchers have rejected the Hypothesis 3, as the firm
size does not moderate the relationship between LC and GDP.

Discussion

The growing body of economic literature must explore the potential
significance of models used to measure liquidity creation (LC). Multiple
studies have recognized these models as valuable indicators of the financial
system’s performance. They have also been associated with various
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economic metrics, such as GDP growth and performance indicators within
the banking industry, including the crises of 2008, capital adequacy, and
bank failures. Sahyouni and Wang (2019) asserted that the performance of
commercial banks is intricately tied to their capacity to generate liquidity.

To underscore the significance of liquidity creation (LC) in fostering
economic growth, Berger and Sedunov (2016) provided compelling
evidence of a substantial and positive correlation between per capita LC and
per capita economic growth. Their study underscored the need for diverse
channels to facilitate economic liquidity creation, encompassing advances,
deposits, and investments. Total gross assets, equity, and liabilities were
identified as more effective predictors of per capita GDP than other bank-
specific variables. Similar observations regarding the relationship between
GDP and LC indicators within the Russian economy were reported by
Fidrmuc et al. (2015). The findings suggested that liquidity creation has a
significant positive impact on GDP, which means that when banks create
liquidity in the market by financing illiquid assets and by utilizing liquid
liabilities, it boosts Pakistan's economy. The firm size does not matter, as
the outcome suggests that the firm size does not moderate between liquidity
creation and the economic development of Pakistan.

While the generation of surplus liquidity has been associated with
financial crises, research has also highlighted its positive impact on overall
economic growth. A liquidity surplus suggests that commercial banks take
on excessive liquidity through short-term deposits and long-term loans.
These measures have also been employed as predictors of bank failure.
When commercial banks significantly increase a nation's liquidity, the
probability of failure concerning the bank industry also rises. The analysis
identified institutions with LC rates exceeding 90% are among the high
liquidity creators. The research proposed a screening process to rank banks
based on the liquidity they generated in a specific quarter. The amount that
banks contribute to a country’s GDP is largely determined by its LC.
Sabahat (2017) aimed to determine how increasing liquidity influences
economic growth. This study sought to establish a relationship between the
contributions of the banking and financial industries to national income.

Economies characterized by low savings and high investments typically
exhibit robust domestic demand, which can lead to inflationary pressures.
While the relationship between LC and micro/macroeconomic determinants
has yet to be thoroughly explored, this study faced limitations in
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investigating meaningful connections between these significant macro
variables. As mentioned, the literature is still in its early stages when
examining the broader implications of liquidity creation (LC) for the overall
economic system.

Conclusion & Recommendations

The study examined the influence of Liquidity Creation (LC) on
economic growth in Pakistan to access whether the firm size moderates the
relationship between LC and GDP growth of the economy. The banks
notably created liquidity by managing their portfolios of assets and
liabilities with various maturities. Ali and Ahmad (2022) measure the
amount of liquidity created by commercial banks in Pakistan by using the
"Catfat" model (Berger & Bouwman, 2009). The current study adopted the
projected amount of LC to examine its effect on Pakistan's economic
growth. For this purpose, economic growth was measured using the
country's gross domestic product growth rate. Several hypotheses were
formulated to achieve the research objectives. Furthermore, the study
deployed Barron and Kenny's (1986) model to identify the moderating role
of firm size between the construct. The time series secondary data was
congregated from 2000-2021. Thus, the findings suggested that LC has a
significant positive impact on Pakistan's economic development. The
findings also suggested that firm size does not moderate the relationship
between LC and Pakistan's economic development. Hence, the study
concluded that conventional banks contribute to Pakistan's economy by
creating market liquidity.

Policy Implications

e Banks should recognize the vital role of liquidity creation (LC) in
driving economic growth, particularly in regions where positive
associations between LC and growth have been established. Banks
should allocate resources toward implementing strategies that enhance
their LC capabilities. Additionally, diversifying funding sources is
crucial for ensuring the sustainability of LC. Banks can fortify their
ability to withstand external economic shocks by reducing their
dependence on a single funding stream. Given the potential
repercussions of financial crises on LC, banks should also prioritize
enhancing their risk management practices to safeguard their LC
functions.
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e Researchers should explore the nature of the association between LC
and economic growth, scrutinizing whether it exhibits linear patterns or
nonlinear dynamics. This inquiry should explore potential threshold
effects and dynamic patterns within this relationship. Comparative
research across different countries is strongly recommended, as it can
provide valuable insights into regional or country-specific factors that
influence how liquidity creation (LC) affects overall economic growth.
Additionally, researchers should prioritize gaining a thorough
understanding of the long-term contributions of LC to sustained
economic development and stability.

e Academics are crucial in preparing future professionals for the financial
sector. To achieve this, they should consider incorporating LC-related
topics into the finance and banking programs curricula, ensuring that
students have a solid understanding of LC's role within the financial
sector. Encouraging collaboration among academics from various
disciplines is essential to fostering a comprehensive understanding of
the impact of LC. Lastly, academics should actively promote data
sharing and collaboration with institutions to ensure the accessibility of
relevant data, thereby facilitating meaningful research efforts in LC and
its connection to economic growth.
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