The Indian Journal for Research in Law

and Management

Open Access Law Journal — Copyright © 2025
Editor-in-Chief — Dr. Muktai Deb Chavan; Publisher — Alden Vas; ISSN: 2583-9896

This is an Open Access article distributed under the terms of the Creative Commons Attribution-
Non-Commercial-Share Alike 4.0 International (CC-BY-NC-SA 4.0) License, which permits
unrestricted non-commercial use, distribution, and reproduction in any medium provided the
original work is properly cited.

LEGAL CHALLENGES IN THE RISE OF NEOBANKS: NAVIGATING
REGULATORY HURDLES FOR DIGITAL-ONLY BANKS IN INDIA

~ Shivangi Viju
ABSTRACT

In India, digital-only banks without physical locations, known as neobanks, are quickly becoming
important participants in the financial industry. However, their growth is blocked by substantial
regulatory difficulties, including the absence of a typical banking license. The regulatory obstacles
that neobanks encounter under the existing banking laws and regulations are examined in this
paper, with a particular focus on their restricted capacity to provide a wide range of financial
products and services directly to customers. The main goals are to determine and evaluate the
regulatory obstacles that neobanks in India must overcome, look into the restrictions imposed by
not having a banking license, and evaluate how the legal system safeguards customers with an
emphasis on openness, grievance procedures, and fraud prevention. Neobanks face problems such
as limited regulatory compliance, limited product options, and the need to establish consumer trust
because they must collaborate with traditional banks to deliver some services. Because financial
information is sensitive, they also need to handle cybersecurity and data protection issues. The
goal of the research's output is to present a thorough grasp of these issues and provide insights into
how the current legal system affects the operations of neobanks and consumer protection. In order
to support the expansion of neobanks while maintaining financial stability and consumer safety,

the study will also suggest possible regulatory changes.
METHODOLOGY

Doctrine methodology is used here, involves a process of reading, analyzing, and synthesizing

legal texts to identify relevant legal concepts and principles.
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RESEARCH QUESTIONS

e What are the regulatory challenges faced by neo-banks in India under the existing banking
laws and regulations?

e What limitations do neo-banks face in offering financial products and services due to the
absence of a banking license?

e How does the legal framework safeguard consumers using neo-banking services,
particularly concerning transparency, grievance redressal mechanisms, and protection

against fraudulent activities?
HYPOTHESIS

Neobanks in India face regulatory challenges due to the absence of a banking license, limiting their

ability to offer a comprehensive range of financial products and services directly.

SCOPE OF RESEARCH

This research aims to analyze the legal and regulatory challenges faced by neobanks in India,
particularly due to the absence of a traditional banking license. It will examine the limitations this
imposes on their ability to offer a comprehensive range of financial products and services directly
to consumers. The study will also assess the effectiveness of the existing legal framework in
protecting consumers using neobanking services, with a focus on transparency, grievance
redressal, and fraud prevention. Ultimately, the research seeks to provide insights for regulatory

reforms to enhance neobanking operations while ensuring consumer protection.

INTRODUCTION

The banking industry in India has seen a dramatic change with the rise of neo-banks, or digital-
only financial institutions, which provide clients with smooth, technologically advanced services
without the need for physical branches. These platforms use cutting-edge technology to offer
services including real-time fund transfers, rapid account opening, and customized financial
management tools. Their creative strategy, however, works within a difficult legal and regulatory
environment that creates significant difficulties, especially with regard to consumer protection. To
protect consumer rights in the digital banking industry, the Indian legal system has put in place a

number of regulations. Among these are the RBI rules that require data security and transparency
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in financial transactions, as well as the Consumer Protection Act of 2019, which strengthens

consumer rights and creates grievance redressal procedures.

THE REGULATORY CHALLENGES FACED BY NEO-BANKS IN INDIA UNDER THE
EXISTING BANKING LAWS AND REGULATIONS

Neo-banks in India, while offering innovative digital financial services, face several regulatory
challenges under the current banking laws and regulations. These challenges stem from the
absence of a dedicated regulatory framework and the necessity to operate in partnership with

traditional banks. Below is an overview of the key regulatory hurdles:

1. The lack of direct regulatory approval: Neo-banks are not yet recognized or subject to direct
regulation by the Reserve Bank of India (RBI). Neo-banks must therefore work with regular banks
to provide financial services because they are unable to acquire independent banking licenses.
Their independence and capacity for free innovation are restricted by their dependence on others.
2. Uncertainty in Regulation: As they lack a regulatory framework specifically designed for their
digital-only business model, neo-banks operate in an area of uncertainty. Their expansion and
investor confidence may be limited by this ambiguity, which raises questions about supervisory
monitoring and legal roles.

3. Compliance with Partner Bank Regulations: Neo-banks are bound by the regulations set
down for their partner institutions since they operate through partnerships with licensed banks.
This includes adhering to Know Your Customer (KYC) guidelines, anti-money laundering (AML)
rules, and data protection laws, all of which can be difficult and time-consuming.

4. Limitations on Service Offerings: Neo-banks are prohibited from independently providing
several essential banking services, such taking deposits or making loans, if they do not have a
banking license. Their competitiveness and product options may be limited as a result of having
to route these services through their partner banks.

5. Cybersecurity and Data Privacy Concerns: Operating entirely online, neo-banks are
susceptible to cybersecurity threats, including data breaches and fraud. Given the changing digital
landscape, it is crucial but difficult to ensure strong data protection procedures and compliance

with new data privacy rules.
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6. Customer Trust and Grievance Redressal: The lack of physical branches and direct
regulatory oversight can impact customer trust in neo-banks. Additionally, grievance redressal
mechanisms are often managed through partner banks, which may lead to delays and affect
customer satisfaction.

7. Use of 'Bank’' in Branding: Many neo-banks utilize the word "bank" in their branding, which
might be deceptive, even if they are not licensed banks. There may be legal uncertainties and
consumer confusion as a result of the RBI's lack of a clear position on this activity.

8. Evolving Regulatory Landscape: Potential regulatory changes are indicated by the RBI's
increased scrutiny of innovation and digital banking organizations. While this could lead to a more
structured framework for neo-banks in the future, the current lack of clarity poses strategic

challenges for these entities.

LIMITATIONS FACED BY NEO-BANKS IN OFFERING FINANCIAL PRODUCTS AND
SERVICES DUE TO THE ABSENCE OF A BANKING LICENSE

Neo-banks in India, operating without a banking license, encounter several limitations in offering
financial products and services. These constraints stem from regulatory frameworks and the
necessity to partner with licensed banks. Here's an overview of the primary limitations:

1. Restricted Product Offerings

Neo-banks are unable to independently provide basic banking services like loan provision and
deposit acceptance without a banking license. Their restricted selection of financial products must
be distributed through alliances with institutions that hold licenses. Their capacity to innovate and
customize goods to meet the needs of particular clients is restricted by such dependence.

2. Dependence on Partner Banks

To provide their services, neo-banks need to work with non-banking financial businesses (NBFCs)
or regular banks. Because of this dependence, the neo-bank's operations are directly impacted by
any challenges or problems encountered by the partner institutions, which has an effect on the
quality of services and the client experience.

3. Limited Autonomy in Service Delivery: Neo-banks are unlicensed businesses that mainly
serve as front-end technological platforms, with their partners handling back-end banking
operations. Their authority over client data management, compliance, and service delivery is

restricted by this arrangement.
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4. Regulatory Ambiguity: The absence of a specific regulatory framework for neo-banks in India
creates uncertainty. They work in a zone of uncertainty, which can cause problems with long-term
strategy planning, risk management, and compliance.

5. Challenges in Building Customer Trust: Neo-banks may find it challenging to build consumer
confidence and trust in the absence of direct regulation and licensing, particularly in contrast to
traditional banks that are subject to strict Reserve Bank of India (RBI) oversight. This lack of trust
may make it more difficult to attract and keep customers.

The lack of a banking license imposes significant limitations on neo-banks in India, affecting their
product offerings, operational autonomy, and regulatory clarity. These challenges necessitate
reliance on partnerships and can impede their growth and innovation potential in the financial

sector.

LEGAL FRAMEWORK SAFEGUARD CONSUMERS USING NEO-BANKING
SERVICES, PARTICULARLY CONCERNING TRANSPARENCY, GRIEVANCE
REDRESSAL MECHANISMS, AND PROTECTION AGAINST FRAUDULENT
ACTIVITIES

India's regulatory framework incorporates several mechanisms to protect consumers engaging with
neobanking services, focusing on transparency, effective grievance redressal, and protection
against fraudulent activities. In India, while neo-banks operate without direct regulation from the
Reserve Bank of India (RBI), consumers using their services are safeguarded through a

combination of regulatory frameworks and mechanisms.
Transparency Measures

1. Regulatory Oversight via Partner Banks: Neo-banks typically function in partnership
with RBI-regulated entities such as scheduled commercial banks or Non-Banking Financial
Companies (nbfcs). These partnerships mandate adherence to RBI's guidelines on

transparency, including clear disclosures about fees, charges, and terms of service.

2. Consumer Protection Act, 2019: This act enforces the right to information, ensuring that
consumers receive accurate and complete details about financial products and services. It also
addresses unfair trade practices, thereby promoting transparency in digital financial

transactions
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Grievance Redressal Mechanisms:

1. Internal Grievance Redressal: Consumers are encouraged to first approach the neo-bank's
customer service or grievance redressal officer. RBI mandates that complaints be resolved

within 30 day.

2. RBI's Integrated Ombudsman Scheme (RB-10S), 2021: If unsatisfied with the initial
resolution, consumers can escalate complaints to the RBI Ombudsman. The RB-10S provides
a centralized platform for addressing grievances against banks, nbfcs, and payment system

participant.

3. National Consumer Helpline: An additional avenue for consumers is the National
Consumer Helpline (NCH), which offers guidance and facilitates the resolution of complaints

related to financial service.
PROTECTION AGAINST FRAUDULENT ACTIVITIES

1. KYC and AML Regulations: Neo-banks, through their partnerships, are required to comply
with Know Your Customer (KYC) and Anti-Money Laundering (AML) norms, ensuring the

verification of customer identities and monitoring of transactions to prevent frad.

2. Cybersecurity Measures: While specific regulations for neo-banks are evolving, they are
expected to implement robust cybersecurity frameworks to protect consumer data and financial

information from breaches and unauthorized access.

3. Consumer Education Initiatives: The RBI and other regulatory bodies conduct awareness
campaigns to educate consumers about safe banking practices, recognizing fraudulent

schemes, and the importance of safeguarding personal financial information.
CONCLUSION

Neo-banks in India are at the forefront of digital financial innovation, they operate within a
complex and uncertain regulatory environment. Addressing these challenges requires the
development of a clear regulatory framework that balances innovation with consumer
protection and financial stability. Neo-banks are not directly regulated by the RBI, consumers
are protected through a combination of regulatory oversight via partner institutions,

comprehensive consumer protection laws, and established grievance redressal mechanisms.
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These frameworks collectively ensure that consumers have access to transparent information,
effective channels for addressing grievances, and safeguards against fraudulent activities.
Despite these restrictions, the fast expansion of digital financial services needs ongoing
evaluation of their effectiveness in addressing issues such as transparency, dispute resolution,

and fraud protection.
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