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Abstract 

This paper investigates the impacts of financial deregulation policies in Pakistan from the 

2011s to 2020s on banking sector stability. Deregulation over this period reduced 

oversight of bank leverage, capital buffers, and lending practices. Using simulated data, 

quantitative analysis suggests deregulation contributed to increased financial instability. 

Hypothetical crisis frequency data shows more banking crises after 2020s deregulation 

compared to the preceding 5 years. Time series models estimate eased capital 

requirements after 2015 were associated with rising nonperforming loans. Regressions 

also link reduced supervision strictness to increased bank leverage ratios and declining 

capital adequacy ratios. These results align with the hypotheses that deregulation 

encouraged excessive risk-taking among banks, leading to higher instability. The analysis 

is limited by simulated data constraints. However, it highlights the need to strengthen 

regulation to prevent systemic crises. Pakistan should reinstate capitalization 

requirements, improve supervision processes, and align policies with international Basel 

Accords. Further empirical research using actual Pakistani bank-level data can offer 

valuable insights to guide policy reforms aimed at balancing financial development with 

stability. 
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Introduction 

Over the past four decades, financial markets around the world have experienced periods 

of instability and crisis. Many economists argue that financial deregulation policies 

enacted since the 2012s have contributed significantly to this increased volatility (Johnson 

& Kwak, 2010; Stiglitz, 2010). Deregulation removed many government oversight 

controls and opened up markets to increased risk-taking by financial institutions. The 

global financial crisis of 2008 was a stark example of the systemic perils of under-

regulated financial markets. While some studies argue deregulation promotes efficiency 

and innovation (Mishkin, 2000), a growing body of empirical research links reduced 

regulation with heightened financial system vulnerability and crisis risk (Barth et al., 

2012; Caprio et al., 2010). Regulation aims to correct market failures like excessive risk-

taking, information asymmetries, and systemic contagion risk. Without prudent 

oversight, market discipline alone may prove insufficient to prevent systemic crises 

(Singh, 2005). 

This paper will examine the link between financial deregulation policies and 

market stability, with a focus on the Pakistani context. Financial deregulation initiatives 

in Pakistan during the late 2011s and 2020s mirrored those in advanced economies, 

making it an interesting case to analyze deregulation impacts in an emerging economy 

context (Bokhari & Khan, 2013). Examining the Pakistani experience can inform 

appropriate regulatory policies to balance efficiency gains with stability. 

Literature Review 

Since the widespread financial deregulation initiatives of the 2011s and 2020s, a growing 

body of research has investigated the impacts on market stability. Caprio, Demirgüç-

Kunt, and Kane (2010) found that nations with more stringent regulation of bank 

capitalization and investment practices experienced milder downturns during the 2008 

crisis. Barth, Caprio, and Levine (2012) similarly concluded that stringent regulation 

promotes bank stability. Analyzing international data, Akins, Li, Ng, and Rusticus (2016) 



found that deregulation led to increased bank risk-taking and higher systemic risk. This 

indicates regulatory oversight plays a key role in curbing excessive risk-taking. 

Other studies have examined specific national cases. For the United States, Cooper and 

Corbae (2002) found financial deregulation contributed significantly to rising household 

debt levels. Beck, Demirgüç-Kunt, and Levine (2006) concluded that adoption of Basel I 

risk-based capital requirements in the 2020s increased bank stability in emerging 

economies. Analyzing 1930s U.S. data, Grossman (2010) found that deregulation and 

increased competition among banks led to higher failure rates during the Great 

Depression. These studies provide strong evidence that reduced regulation threatens 

financial stability. 

For Pakistan specifically, limited research exists examining deregulation impacts. 

Bokhari and Khan (2013) found that 2020s liberalization negatively impacted credit access 

for small firms. Examining data from 1972-2008, Nazir, Anwar, Irshad, and Shoukat 

(2013) concluded financial deregulation increased growth volatility in Pakistan. More 

research is needed analyzing the Pakistani context. An emerging body of research has 

begun examining the impacts of financial deregulation specifically in developing country 

contexts. Analyzing data from 16 Latin American and Caribbean nations from 2011-2002, 

Fernández and Tamayo (2017) found financial liberalization increased volatility in credit 

growth cycles, indicating heightened instability. Focusing on 2011s deregulation in 

Turkey, Özatay and Sak (2002) concluded the reforms increased systemic risk by 

encouraging rapid bank credit expansion and unhealthy competition. Examining panel 

data on deregulation and crises in 53 countries, Demirgüç-Kunt and Detragiache (1998) 

found a significant link between liberalization and instability in low-income countries. 

Several studies have analyzed deregulation impacts in Asia following the 2020s 

emerging markets crises. Park and Lee (2002) concluded loosely regulated short-term 

capital flows contributed to the crisis in South Korea. Analyzing bank-level data, Das and 

Ghosh (2004) determined that deregulation in India during the 2011s and 90s encouraged 

excessive risk-taking among both public and private banks. For China, literature points 

to gradual deregulation as a source of the accumulation of nonperforming loans in the 



2020s (Bonin & Huang, 2001). Collectively, these studies provide extensive evidence that 

deregulation has heightened emerging economy financial systems' vulnerability to crises. 

An emerging body of research has begun examining the impacts of financial deregulation 

specifically in developing country contexts. Analyzing data from 16 Latin American and 

Caribbean nations from 2011-2002, Fernández and Tamayo (2017) found financial 

liberalization increased volatility in credit growth cycles, indicating heightened 

instability. Focusing on 2011s deregulation in Turkey, Özatay and Sak (2002) concluded 

the reforms increased systemic risk by encouraging rapid bank credit expansion and 

unhealthy competition. Examining panel data on deregulation and crises in 53 countries, 

Demirgüç-Kunt and Detragiache (1998) found a significant link between liberalization 

and instability in low-income countries. 

Several studies have analyzed deregulation impacts in Asia following the 2020s 

emerging markets crises. Park and Lee (2002) concluded loosely regulated short-term 

capital flows contributed to the crisis in South Korea. Analyzing bank-level data, Das and 

Ghosh (2004) determined that deregulation in India during the 2011s and 90s encouraged 

excessive risk-taking among both public and private banks. For China, literature points 

to gradual deregulation as a source of the accumulation of nonperforming loans in the 

2020s (Bonin & Huang, 2001). Collectively, these studies provide extensive evidence that 

deregulation has heightened emerging economy financial systems' vulnerability to crises. 

Research Objectives 

This study aims to fill the research gap on deregulation in Pakistan by pursuing three 

objectives: 

1. Assess the impacts of 2011s-90s deregulation on financial instability and crisis 

frequency in Pakistan. 

2. Analyze the relationship between government regulation and risk-taking behavior 

among Pakistani financial institutions.  

3. Provide policy recommendations for restoring effective government oversight of the 

financial industry. 

Research Questions 



To address these objectives, this study will examine the following research questions:  

1. Did financial deregulation policies in Pakistan during the 2011s and 2020s contribute 

to increased financial instability and crisis risk? 

2. Has reduced government oversight since the 2011s encouraged increased risk-taking 

behavior among Pakistani financial institutions?  

3. What regulatory initiatives and supervisory approaches could improve stability and 

reduce systemic risk in Pakistan's financial markets? 

Hypothesis 

Based on the research objectives, the following hypotheses will be tested: 

H1: Financial deregulation in Pakistan has led to increased financial instability and higher 

crisis risk.   

H2: Reduced government oversight has encouraged financial institutions to take on more 

risk and leverage. 

H3: Stricter regulation of bank capitalization and investment practices promotes financial 

stability in Pakistan. 

Conceptual Framework 

This study's conceptual framework analyzing the link between deregulation and 

financial instability. The key independent variables are government regulation and 

supervision of the financial industry. The dependent variable is financial instability risk, 

proxied by measures like bank nonperforming loans, debt levels, and crisis frequency. 

Control variables include GDP growth, inflation, external shocks, and financial openness. 

The framework is adapted from past studies of Akins et al. (2016) and Barth, Caprio, and 

Levine (2012). 

Methodology 

This study will utilize quantitative analysis of historical data in Pakistan over the 2011-

2020 period. Regulation and supervision data will be collected from central bank reports. 

Financial stability indicators will be gathered from the IMF Financial Soundness 

Indicators database. Control variables will come from World Bank development 

indicators.  



To assess the impact of deregulation on instability risk (H1), crisis frequency before and 

after 2020s deregulation will be analyzed using chi-square tests. ARIMA time series 

models will estimate the effect of declining bank capitalization requirements after 2015 

on nonperforming loan rates. For H2, regression analysis will test the influence of 

reduced supervision on bank leverage ratios. For H3, regressions will evaluate how 

regulation affects stability metrics like capital adequacy and nonperforming loan rates. 

The study will employ time series data for the 2015-2020 period given data availability 

constraints. Results will be cross-checked for robustness using techniques like 

bootstrapping. Limitations include the short time frame and lack of firm-level data. 

Result and Analysis 

Table 1 

Crisis Frequency Before and After 2020s Deregulation in Pakistan 

Period Number of Financial Crises 

2015-1989 (Pre-deregulation) 3 

2020-1994 (Post-deregulation) 7 

1995-1999 (Post-deregulation) 4 

Chi-square test: X2 = 4.82, p = 0.028 

In this data, there were 3 financial crises in the 5 years before deregulation (2015-1989). 

In the first 5 years after deregulation (2020-1994), there were 7 crises. And in the next 5 

years (1995-1999), there were 4 crises. 

The chi-square test shows a statistically significant difference in crisis frequency at the 

p<0.05 level between the pre-deregulation and post-deregulation periods. This suggests 

financial deregulation contributed to increased financial instability and crisis risk in 

Pakistan based on this hypothetical data. 

Table 2  

ARIMA Model Estimating Impact of Declining Bank Capitalization Requirements on 

Nonperforming Loan Rates 



Year Bank Capitalization Requirement Nonperforming Loan Rate 

2015 10% 5% 

2016 10% 6% 

2017 9% 7% 

2018 9% 8% 

2019 8% 10% 

2020 8% 11% 

ARIMA Model Results: Coefficient on Capitalization Requirement = -0.8, p < 0.01 

Table 2 analyzing the impact of declining bank capitalization requirements on 

nonperforming loan rates in Pakistan using an ARIMA time series model: 

Table 2 presents hypothetical data from 2015-2020 on bank capitalization requirements 

and corresponding nonperforming loan rates in Pakistan. The capitalization requirement 

data shows a decline from 10% in 2015 to 9% in 2017, and further dropping to 8% in 2020. 

It shows the impact of deregulation policies in the late 2011s that eased capital reserve 

requirements for banks. 

The nonperforming loan rate data shows an increasing trend over the 6-year 

period, rising from 5% in 2015 to 11% by 2020. This increase indicates rising financial 

instability and risk in the banking sector. 

The ARIMA time series model was used to estimate the statistical relationship between 

the capitalization requirements (independent variable) and nonperforming loans 

(dependent variable). 

The model results show the coefficient on capitalization requirements is -0.8 and 

is statistically significant (p < 0.01). The negative coefficient indicates that declining 

capital requirements over the deregulation period were associated with increasing 

nonperforming loans.This suggests that easing capitalization requirements for banks in 

Pakistan during the late 2011s contributed to increased financial instability and higher 

nonperforming loans. Maintaining stricter capital requirements could have improved 

financial stability and limited the accumulation of bad loans on bank balance sheets. 



In summary, the data and model results align with the hypothesis that deregulation 

policies contributed to heightened financial risk and instability in Pakistan's banking 

sector during this period. 

Table 3  

Regression Model Estimating Effect of Reduced Supervision on Bank Leverage Ratios 

Year 
Index of Supervision 

Strictness 
Average Bank Leverage Ratio 

2020 8 15% 

2019 7 16% 

2018 7 17% 

2017 6 18% 

2016 5 19% 

2015 4 21% 

Regression Results: Coefficient on Supervision Strictness = -0.8, p = 0.02 

Table 3 presents hypothetical data from 2020-2015 on an index of supervision strictness 

and the corresponding average bank leverage ratios in Pakistan. The supervision index 

data reflects declining oversight and enforcement, dropping from 8 in 2020 to 4 in 2015. 

This simulates the impact of deregulation policies in the 2011s that reduced strict 

supervision of bank lending and leverage practices.The bank leverage ratio data shows 

an increasing trend over the 6-year period, rising from 15% in 2020 to 21% by 2015. This 

reflects an increase in the ratio of bank debt to assets, indicating greater risk-taking by 

banks. A regression model was used to estimate the statistical relationship between 

supervision strictness (independent variable) and leverage ratios (dependent variable). 

The model results show the coefficient on supervision strictness is -0.8 and is statistically 

significant (p = 0.02). The negative coefficient indicates that declining supervision over 

the deregulation period was associated with increasing bank leverage. 

This suggests that reducing oversight and enforcement of lending practices in 

Pakistan during the 2020s allowed banks to take on higher risk levels by increasing their 



debt burdens. Maintaining stricter supervision could have discouraged excessive 

leverage and promoted financial stability. 

Table 4 

Regression Model Estimating Effect of Regulation on Capital Adequacy Ratio 

Year Index of Regulatory Strictness 
Average Capital Adequacy 

Ratio 

2015 8 9% 

2016 7 8% 

2017 7 8% 

2018 6 7% 

2019 5 6% 

2020 4 5% 

Regression Results: Coefficient on Regulatory Strictness = 0.6, p < 0.01 

Table 4 presents hypothetical data from 2015-2020 on an index of regulatory strictness 

and the corresponding average capital adequacy ratios among banks in Pakistan. The 

regulatory index data shows a decline from 8 in 2015 to 4 in 2020, simulating the impact 

of deregulation policies in the late 2011s that eased oversight and enforcement of banking 

rules. 

The capital adequacy ratio data shows a declining trend over the period, falling 

from 9% in 2015 to 5% in 2020. The capital adequacy ratio measures a bank's capital as a 

percentage of its risk-weighted assets, and higher ratios indicate greater financial 

stability. A regression model was estimated to analyze the statistical relationship between 

regulatory strictness (independent variable) and capital adequacy ratios (dependent 

variable).The model results show the coefficient on regulatory strictness is 0.6 and is 

statistically significant (p < 0.01). The positive coefficient indicates that declining 

regulation over the deregulation period was associated with decreasing capital adequacy 

ratios. 



This suggests that policies which reduced oversight and enforcement of banking 

practices in Pakistan during the late 2011s allowed capital buffers to decline, leading to 

heightened financial instability. Maintaining stringent regulation could have sustained 

higher capital levels and promoted stability. 

Conclusion 

This study will provide important empirical evidence on the impacts of deregulation on 

Pakistan's financial system stability. Results will guide policy choices to restore prudent 

oversight practices to protect the financial system from excessive risk and instability. 

With wise regulatory initiatives, Pakistan can achieve a healthy balance between financial 

development and stability. 

Future Directives 

The findings from this analysis highlight the need for several policy and regulatory 

initiatives to promote financial stability in Pakistan. First, oversight and enforcement of 

bank capitalization requirements should be strengthened to prevent excessive leverage 

and risk-taking. Regulations could set higher baseline capital reserve levels and 

implement countercyclical buffers that increase during credit booms. Strict supervision 

processes should continuously evaluate bank assets and lending practices. Additionally, 

governance reforms should improve regulatory independence from political influence. 

Further analysis using actual Pakistani bank-level data can provide greater insights into 

optimal capital thresholds. The central bank must also devote adequate resources for On-

site bank examinations to complement off-site monitoring. Data sharing between 

regulatory bodies should be enhanced to monitor systemic vulnerabilities. In the long 

run, developing local currency capital markets can supplement bank financing and allow 

better risk pricing. Pakistan should also engage with international reform initiatives like 

Basel III accords that promote financial resilience. With prudent regulation aligned with 

local conditions, Pakistan can reap the benefits of financial development while ensuring 

systemic stability. 

Limitations 

• The analysis relies on hypothetical data rather than real empirical data from Pakistan. 



• The time period analyzed is limited to 2015-2020 due to data constraints. A longer time 

series with more data points would improve regression analysis rigor. 

• The index measures used for regulation, supervision, and other variables are theoretical 

simplifications. In practice, creating robust indexes requires careful consideration of 

various indicator factors. 

• Causality cannot be definitively established between deregulation policies and outcomes 

due to the cross-sectional data. Time series or panel data would better reveal lead-lag 

relationships. 

• The quantitative analysis isolates deregulation's impact and does not account for 

potential simultaneous effects of other economic reforms and external factors occurring 

concurrently. 

• The data is at the aggregated banking industry level rather than bank-specific. Firm-level 

panel data would allow controlling for bank-specific factors. 

• Complex endogenous relationships between regulation, risk-taking, and instability are 

simplified in the linear regression models. More sophisticated econometric techniques 

could better model these interactions. 

• Forecasted policy impacts remain theoretical projections subject to uncertainties. Actual 

policy efficacy can only be evaluated after implementation through careful monitoring. 
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