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INTRODUCTION

With the onset of the COVID-19 pandemic, people moved away from traditional in-person
banking, choosing instead to use digital payment apps for their everyday transactions.' These
platforms have since grown, positioning themselves as competitors to established financial
institutions.> However, this shift has led to economic imbalances, as increased access to credit
boosts spending power beyond production capacity, disrupting supply and demand dynamics.?
In response, the Reserve Bank of India has implemented measures to manage potential

inflation.*

DIGITAL LENDING LANDSCAPE

The digital lending sector has undergone a pragmatic shift, transitioning from traditional credit
assessments to evaluating consumer behaviour through digital footprints, which track spending
and repayment patterns.’ The emergence of “Buy Now, Pay Later” services, introduced by

various neo-banks, has further transformed the lending and EMI landscape.® However, this
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expansion has introduced systemic risks; as these smaller neo-banks increasingly rely on
capital from established financial institutions, there are concerns regarding rising default rates

and potential impacts on economic stability.’

FINTECH CREDIT SCALING

Neo-banks have gained significant popularity in India, partly due to the rapid growth of the
Unified Payments Interface (UPI). These platforms often optimize loan approval processes by
leveraging alternative data such as customer spending patterns and repayment history rather

than relying solely on traditional credit scoring models.®

MARKET GROWTH DYNAMICS

Driven by the Digital India movement in 2016, the market growth of digital lending platforms
has risen from 6 million users in 2021 to a projected 60 million by 2027, which is even more

than 100 percent growth each year.’

REGULATORY COMPLIANCE FRAMEWORK

The Reserve Bank of India came up with several guidelines for digital banking units!® on April
7,2022."

CENTRAL BANK GUIDELINES

The loan amount shall be directly transferred from the bank to the account of the beneficiary.
By no means shall the neo-banks transfer the money into their own bank accounts. No DBU
shall leak or misappropriate the database of its customers. It should be stored in a cloud in India

itself. The loan amount and interest thereon shall be properly stated, and no hidden charges
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shall be there. It further proposes a cooling period wherein a borrower can return only the
principal and no interest if they deem fit. Lenders cannot force borrowers or use physical force

for recovery.

DATA GOVERNANCE ISSUES

Data leakage and the unauthorized use of data by other nations have come to light very often.
This was evident in the case of Paytm, where multiple accounts were opened with a single PAN
card of Paytm Payments Bank.!? This incident underscores the critical necessity for robust
algorithmic auditing to prevent the systemic vulnerabilities arising from flawed identity

verification processes."

COMPARATIVE ANALYSIS

Earlier, the loan approval paperwork was bulky and time-consuming. Now, with the
introduction of KYC using Aadhaar authentication and video-based K'Y C without requiring the
physical presence of the person, processing time has substantially reduced. Though this has
substantially reduced time, it has also increased the risk of cyber fraud and deceitful means to

obtain a loan.™

CONSUMER PROTECTION POLICY

With the consumer as the central priority, all necessary measures have been taken to enforce
and strengthen the regulatory mechanism in this dynamic business environment. Continuous
evaluation of policy by the RBI has reduced the predatory nature of neo-banks and struck a
balance between the original banks licensed under Schedule I1I of the RBI and the neo-banks. '
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ENFORCEMENT MECHANISMS

Under the RBI's Master Directions on outsourcing, if a neo-bank commits a violation of
regulation, the RBI holds the sponsor bank accountable, as these small neo-banks work under
the patronage of a properly licensed bank. This creates a principal-agent relationship between
the two entities. A third party is called upon for periodic audits to ensure compliance.'® Strong
digital lending enforcements and grievance redressal mechanisms have further strengthened

consumer rights protection.

CONCLUSION

Ultimately, the RBI is not a hurdle, a roadblock, or a dead end'’” for neo-banks, but a pathway
to ensure slow and sustainable growth without disrupting the inflationary stability in India. It
also ensures credit availability during the closure of banks or delays in paperwork. In due
course of time, dedicated legislation must be passed, considering the growing shift and demand
of Gen Z towards neo-banks at large. What is emerging, then, is less a contest between neo-
banks and traditional banks than a slow convergence, where both are being pushed toward the
same standards of transparency and accountability. Whether that convergence keeps pace with
how quickly young, digitally native borrowers are adopting these platforms remains an open

question, and one that dedicated legislation will eventually have to answer directly.
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