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The objective of this study is to examine the threshold effect of bank capital on
liquidity creation in 59 developing countries and 37 developed countries over the
period 2004-2023. To this end, the Panel Smooth Transition Regression (PSTR)
model, which is an appropriate approach for analyzing heterogeneous panel data,
is employed. The results indicate that the threshold value of the transition
variable (i.e., the logarithm of bank capital) is estimated at 3.0034 in the model
for developed countries, with a slope parameter of 7.4897. In the model for
developing countries, the threshold value is estimated at 2.996, while the slope
parameter is 16.5003.

The findings for developed countries reveal that, in the first regime, economic
growth and financial stability negatively affect liquidity creation. After crossing
the threshold level and entering the second regime, the magnitude of this negative
effect decreases, although it remains negative. The results also show that
financial inclusion has a positive impact on liquidity creation in the first regime;
however, in the second regime, its effect gradually diminishes and becomes
negative. In addition, the financial development index has a positive and
statistically significant effect on liquidity creation in both regimes.

Furthermore, results for developing countries indicate that economic growth and
financial stability negatively affect liquidity creation in both regimes. The
findings also demonstrate that financial inclusion positively affects liquidity
creation in the first regime, and although its impact gradually declines in the
second regime, it remains positive. Moreover, the coefficients of the financial
development index are positive and statistically significant in both regimes,
indicating a positive contribution to liquidity creation.
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Introduction

Liquidity creation is one of the fundamental functions of banks in the economy and is achieved through
the transformation of the maturity structure and risk profile of assets and liabilities. Although this
process plays a crucial role in financing the real economy, insufficient bank capital can increase systemic
risk and lead to financial instability. The 2008 global financial crisis demonstrated that an imbalance
between capital and liquidity can have far-reaching macroeconomic consequences. Within this context,
regulatory frameworks such as Basel III were introduced to strengthen capital adequacy and improve
risk management. However, evidence suggests that the effects of such regulations on bank behavior are
not always linear or uniform. Therefore, examining the nonlinear and threshold relationship between
bank capital and liquidity creation, particularly by distinguishing between developed and developing
countries, is of considerable importance.

A review of the literature indicates that, despite extensive research, there is still no clear consensus
regarding the nature and magnitude of the relationship between bank capital and liquidity creation. The
conflicting findings reported in previous studies—including positive, negative, insignificant, and
nonlinear relationships—suggest that the assumption of linearity adopted in a substantial portion of the
literature may lead to inaccurate inferences or misleading policy recommendations. The primary
contribution of the present study is that it is the first to investigate the nonlinear and dynamic relationship
between bank capital and liquidity creation in a selected sample of countries using the Panel Smooth
Transition Regression (PSTR) model. Unlike linear specifications or dynamic models with restrictive
assumptions, this approach allows the effect of bank capital to vary endogenously across economic and
institutional regimes and across different levels of capital. Within this framework, model parameters
transition smoothly and continuously between regimes, thereby enabling the identification of behavioral
thresholds, the intensity of banks’ responses, and potential asymmetries.

Methodology

This study assumes that liquidity creation responds differently to lower and higher levels of bank capital.
In other words, the effects of explanatory variables are expected to vary across different stages of bank
capitalization, suggesting the possibility of a nonlinear threshold effect of bank capital on the
relationship between bank capital and liquidity creation in selected developing and developed countries.
Effectively capturing such characteristics requires a flexible nonlinear approach.

The PSTR methodology is particularly suitable in this regard because it can accommodate different
forms of nonlinearity, including both abrupt and gradual transitions between regimes, without requiring
prior information regarding structural breaks in the transition variable. Furthermore, the PSTR model
addresses major econometric issues such as heterogeneity and time variation by allowing parameters to
change smoothly across cross-sectional units and over time (Wang and Wei, 2019). Consequently, the
PSTR framework is more appropriate for modeling heterogeneous effects arising from differences in
bank capital levels and capital utilization across selected developing and developed countries when
examining the indirect impact of bank capital on liquidity creation.

Accordingly, this study investigates the indirect effect of bank capital on liquidity creation in 59 selected
developing countries and 37 selected developed countries over the period 2004—2023. The general
model, adapted from the study of Gupta et al. (2023), is specified as follows:

LM = F (LCAR, LGDPP, LBZSCORE, LATM, LFSD)

where:

LM represents liquidity creation; LCAR denotes regulatory bank capital (transition variable);
LBZSCORE represents financial stability; LGDP denotes economic growth; LATM represents the
number of automated teller machines (ATM), used as an indicator of financial inclusion; LFSD denotes
financial system deposits, used as an indicator of financial development.
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Results and Discussion

The findings indicate that the relationship between bank capital and liquidity creation is nonlinear and
that banks’ behavior changes with their capital levels. These results are consistent with the financial
fragility, risk absorption, and institutional hypotheses, suggesting that there is no uniform and stable
relationship between bank capital and liquidity creation. The differences observed between developed
and developing countries further highlight the importance of institutional structures, financial depth, and
the effectiveness of banking supervision. Overall, bank capital can both constrain and enhance liquidity
creation, and its effect depends on whether specific capital thresholds are exceeded.
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