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ABSTRACT

The Non-Banking Financial Companies (NBFC) sector in India has emerged as a crucial pillar of
the country's financial system, offering a range of financial services that complement traditional
banking. Over the past decade, NBFCs have grown rapidly in size and scope, contributing
significantly to economic development, particularly in underserved regions and sectors. However,
this rapid expansion has also introduced significant risks, including asset-liability mismatches,
liquidity crises, and governance issues. In response to these challenges, the Reserve Bank of India
(RBI) introduced the Scale-Based Regulation (SBR) framework in October 2021, a strategic
regulatory approach designed to address the diverse nature and systemic importance of NBFCs. The
SBR framework categorizes NBFCs into four layers—Base Layer (BL), Middle Layer (ML), Upper
Layer (UL), and Top Layer (TL)—based on their size, activity, and risk profile, thereby enabling
more tailored regulatory oversight.

This research paper examines the impact of the SBR framework on the operations, financial
performance, and stability of NBFCs in India. Utilizing a mixed-methods approach, the study
combines qualitative analysis of existing literature and regulatory documents with quantitative
analysis of data sourced from RBI reports and financial statements of NBFCs. The findings reveal
that the SBR framework has led to significant improvements in the credit growth and asset quality
of larger NBFCs in the UL and ML categories, enhancing their financial stability and reducing
systemic risk. However, the framework has also introduced challenges for smaller NBFCs in the BL
category, particularly in terms of higher compliance costs and reduced operational efficiency.

The study concludes that while the SBR framework has successfully enhanced the regulatory
oversight and stability of the NBFC sector, it also necessitates continuous monitoring and
adjustments to address the challenges faced by smaller entities. The findings underscore the need
for a balanced regulatory approach that supports the growth of both large and small NBFCs,
ensuring their continued contribution to India's economic development. The paper provides
valuable insights into the effectiveness of the SBR framework and offers recommendations for
future regulatory strategies to sustain the health and vibrancy of the NBFC sector in India.

Keywords: Non-Banking Financial Companies, Scale-Based Regulation, RBI, Financial Stability,
Indian Financial System.

INTRODUCTION
The Non-Banking Financial Companies (NBFCs) sector has evolved into a vital component of
India's financial architecture, complementing the traditional banking system by catering to sectors
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that are often underserved by conventional banks. These companies play a critical role in extending
credit to various segments of the economy, including small and medium enterprises (SMES),
microfinance, and consumer finance, thereby driving financial inclusion and supporting economic
growth. Unlike banks, NBFCs operate with greater flexibility, as they are not subject to the same
stringent regulatory requirements imposed on banks. This flexibility allows them to offer a broader
range of financial services, including loans, asset financing, and investment services, tailored to the
needs of niche markets.

Over the past decade, the NBFC sector in India has experienced rapid expansion. This growth is
evidenced by the increasing share of NBFCs in the total credit market and their rising contribution
to the Gross Domestic Product (GDP). However, this expansion has not been without challenges.
The diversity in the size, scope, and operations of NBFCs has posed significant challenges in terms
of regulatory oversight. Unlike traditional banks, where a uniform regulatory framework can be
more easily applied, the NBFC sector's heterogeneity necessitates a more nuanced approach to
regulation. This diversity has exposed the sector to various risks, including asset-liability
mismatches, liquidity crises, and governance issues. The failure of several prominent NBFCs in
recent years has underscored the vulnerabilities within the sector and highlighted the need for a
more robust regulatory framework.

In response to these challenges, the Reserve Bank of India (RBI) introduced the Scale-Based
Regulation (SBR) framework in October 2021. This framework represents a significant shift in the
regulatory approach towards NBFCs. Rather than applying a one-size-fits-all model, the SBR
framework categorizes NBFCs into four distinct layers—Base Layer (BL), Middle Layer (ML),
Upper Layer (UL), and Top Layer (TL)—based on their size, activity, and risk profile. This
stratified approach is designed to ensure that regulatory measures are proportionate to the systemic
importance of each NBFC, thereby enhancing the overall stability of the financial system.

The Base Layer includes smaller NBFCs that pose minimal risk to the financial system, while the
Upper and Top Layers consist of larger, systemically important NBFCs that require enhanced
regulatory oversight due to their potential impact on financial stability. By adopting this tiered
structure, the SBR framework aims to provide a more targeted and effective regulatory regime that
addresses the specific risks associated with different categories of NBFCs.

This research paper aims to analyze the impact of the SBR framework on the operations, financial
performance, and stability of NBFCs in India. The study focuses on evaluating how the framework
has influenced credit growth, asset quality, and systemic risk within the sector. It also examines the
challenges faced by smaller NBFCs in complying with the new regulatory requirements and
assesses the overall effectiveness of the SBR framework in enhancing the stability of the Indian
financial system.

LITERATURE REVIEW

The landscape of Non-Banking Financial Companies (NBFCs) in India has been shaped by various
factors, including technological advancements, regulatory changes, and evolving market dynamics.
Over the years, extensive research has been conducted to understand the role of NBFCs in the
financial ecosystem, the challenges they face, and the impact of regulatory frameworks on their
operations.

Role of Technology in Transforming NBFCs

Alshi (2024) explores the transformative role of technology in the operations of NBFCs in India.
The integration of digital technologies has enabled NBFCs to streamline their operations, enhance
customer engagement, and expand their reach to underserved segments of the population. Alshi
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argues that the adoption of technologies such as artificial intelligence, machine learning, and
blockchain has not only improved operational efficiency but also increased the competitiveness of
NBFCs in the financial market. This technological transformation has been crucial in helping
NBFCs navigate the complexities of the modern financial landscape and maintain their relevance in
a rapidly evolving industry.

Competitive Dynamics and Financial Stability

The impact of competition within the Indian banking sector on financial stability has been examined
by Verma and Chakarwarty (2024). Their study highlights that increased competition among banks
has led to more stringent regulatory measures, indirectly influencing NBFCs. As banks and NBFCs
often operate in overlapping markets, the regulatory pressures on banks have had a spillover effect
on NBFCs, compelling them to adopt more rigorous compliance practices. Verma and Chakarwarty
suggest that while competition drives innovation and efficiency, it also necessitates a robust
regulatory framework to prevent systemic risks, particularly in sectors like NBFCs that are less
tightly regulated compared to traditional banks.

Shadow Banking and Regulatory Risks

The concept of shadow banking, which includes certain activities of NBFCs, has been a subject of
extensive research due to its potential risks and implications for financial stability. Mohanty et al.
(2024) provide a comprehensive analysis of the strategies employed by shadow banking entities to
mitigate risks while remaining outside the purview of conventional banking regulations. They argue
that while shadow banking plays a crucial role in providing alternative financial services, it also
poses significant risks that need to be managed through appropriate regulatory frameworks. The
authors emphasize the importance of the Scale-Based Regulation (SBR) framework introduced by
the RBI as a necessary measure to bring NBFCs, particularly those involved in shadow banking,
under more stringent regulatory oversight.

Financial Performance of NBFCs Under SBR

Radha et al. (2024) investigate the financial performance of NBFCs following the implementation
of the SBR framework. Their study reveals that the introduction of SBR has led to improvements in
the financial stability and operational efficiency of NBFCs. The tiered regulatory approach, which
categorizes NBFCs based on their size and risk profile, has allowed for more targeted regulatory
measures, thereby reducing the systemic risks associated with larger NBFCs. However, Radha et al.
also highlight the challenges faced by smaller NBFCs in complying with the new regulations,
particularly in terms of increased compliance costs and operational complexities.

International Perspectives on Shadow Banking

The dynamics of shadow banking are not unique to India and have been explored in various
international contexts. Tian, Tu, and Wang (2024) examine the effects of shadow banking in China,
drawing parallels with the Indian NBFC sector. Their research indicates that shadow banking, while
contributing to economic growth, also introduces significant risks that require careful management.
They highlight the importance of regulatory frameworks, such as the SBR in India, in mitigating
these risks and ensuring the stability of the financial system. This international perspective
underscores the global relevance of regulatory measures aimed at controlling shadow banking
activities.

Country Risk and Shadow Banking Development

Athari et al. (2024) explore the relationship between country risk ratings and the development of
shadow banking sectors in emerging markets, including India. They argue that higher country risk
ratings are often associated with a more robust shadow banking sector, as entities seek to operate
outside traditional regulatory frameworks. The study suggests that regulatory frameworks like the
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SBR are crucial in managing the risks associated with shadow banking, particularly in high-risk
environments. The authors advocate for continuous adaptation of these frameworks to address the
evolving risks in the shadow banking sector.

Reconceptualizing Financial Stability

Croicu and Calin (2024) offer a theoretical perspective on the stability of financial markets,
focusing on the dynamics of shadow banking. They reconceptualize financial stability in light of the
growing influence of shadow banking entities, including NBFCs. Their research supports the need
for regulatory frameworks like the SBR, which are designed to address the specific risks posed by
these entities. The authors argue that traditional concepts of financial stability must evolve to
incorporate the unique challenges presented by shadow banking.

Global Liquidity and Non-Bank Financial Intermediation

Buch and Goldberg (2024) discuss the implications of global liquidity trends and the role of non-
bank financial intermediation, including NBFCs, in the broader financial system. They highlight the
interconnectedness of global financial markets and the need for internationally coordinated
regulatory efforts to manage the risks associated with non-bank financial intermediaries. Their
study is particularly relevant for understanding the challenges faced by Indian NBFCs as they
integrate more closely with global financial markets. The SBR framework is seen as a step in the
right direction for aligning India's regulatory practices with global standards.

Financial Growth and Crash Risks

The potential for financial instability within the shadow banking sector is examined by Bhaduri and
Raghavendra (2024), who provide a cautionary analysis of the risks associated with rapid financial
growth. Their research highlights the potential for crashes within the shadow banking sector, which
could have broader implications for the entire financial system. The authors support the
implementation of the SBR framework as a preventive measure to safeguard against such risks,
emphasizing the need for continuous monitoring and adjustment of regulatory measures.

Political and Economic Implications of Shadow Banking

Mukherjee and Yadav (2024) explore the political and economic dimensions of shadow banking,
focusing on the interactions between these entities and global financial institutions like the
International Monetary Fund (IMF). They argue that shadow banking poses significant challenges
to financial stability, particularly in emerging markets like India. The authors stress the importance
of regulatory frameworks like the SBR in managing these challenges and ensuring that shadow
banking does not undermine broader economic and political stability.

Sustainability and Shadow Banking

Isayev and Gokmenoglu (2024) examine the role of shadow banking in promoting sustainable
economic growth, particularly in the context of renewable energy financing. Their study highlights
the potential for shadow banking entities, including NBFCs, to contribute to sustainable
development goals. However, they also emphasize the need for regulatory frameworks that align
with these goals, such as the SBR, to ensure that the growth of shadow banking does not come at
the expense of financial stability.

METHODOLOGY

This study adopts a mixed-methods approach, combining both qualitative and quantitative analyses
to evaluate the impact of the Scale-Based Regulation (SBR) framework on Non-Banking Financial
Companies (NBFCs) in India. The qualitative analysis involves a comprehensive review of existing
literature, regulatory documents, and scholarly articles related to NBFCs and the SBR framework.
This review provides a theoretical foundation for understanding the implications of the SBR on the
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operations and stability of NBFCs. Additionally, quantitative data is gathered from reports issued
by the Reserve Bank of India (RBI), financial statements of NBFCs, and other relevant financial
databases. This data is analyzed to assess key indicators such as credit growth, asset quality, and
compliance levels before and after the implementation of the SBR framework. The study focuses on
the period from October 2021, when the SBR was introduced, to the present, enabling a
comparative analysis of NBFC performance under the new regulatory regime. This mixed-methods
approach allows for a holistic evaluation of the SBR framework, integrating both empirical data and
theoretical insights to draw comprehensive conclusions about its effectiveness and impact on the
Indian financial sector.

RESULTS

The implementation of the Scale-Based Regulation (SBR) framework by the Reserve Bank of India
(RBI) has had a noticeable impact on the operations, financial performance, and stability of Non-
Banking Financial Companies (NBFCs) in India. This section presents the key findings from the
analysis, supported by relevant data and tables.

1. Impact on Credit Growth

The SBR framework has influenced the credit growth of NBFCs, particularly those categorized
under different regulatory layers. The data indicates a shift in credit allocation, with larger NBFCs
in the Upper and Middle Layers experiencing more stable credit growth compared to smaller
entities in the Base Layer.

Year NBFC-BL Credit NBFC-ML Credit NBFC-UL Credit
Growth (%) Growth (%) Growth (%0)
2020 8.40% 10.20% 11.50%
2021 7.80% 9.90% 10.80%
2022 6.50% 11.00% 12.20%
2023 7.00% 10.50% 13.00%

The table above shows that while NBFCs in the Upper Layer (UL) have experienced consistent
credit growth post-SBR implementation, NBFCs in the Base Layer (BL) have seen a more
fluctuating growth rate. This is partly due to the stricter regulatory requirements imposed on larger
NBFCs, which have improved their risk management practices, thereby attracting more stable
sources of credit.

2. Asset Quality Improvement

The SBR framework'’s focus on stringent risk management practices has led to an improvement in
the asset quality of NBFCs, especially for those in the Middle and Upper Layers. The Non-
Performing Assets (NPA) ratios have generally decreased across the board, indicating better
financial health and risk management.

Year NBFC-BL NPA Ratio | NBFC-ML NPARatio | NBFC-UL NPA Ratio
(%0) (%0) (%0)

2020 4.20% 3.80% 3.10%

2021 4.50% 3.50% 2.90%

2022 3.90% 3.20% 2.50%

2023 3.70% 2.80% 2.20%

The data in this table reflects a general decline in NPA ratios across NBFCs following the
implementation of the SBR framework. NBFCs in the Upper Layer (UL) have shown the most
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significant improvement in asset quality, with their NPA ratios decreasing from 3.1% in 2020 to
2.2% in 2023.

3. Compliance and Operational Efficiency

The introduction of the SBR framework has also affected the compliance costs and operational
efficiency of NBFCs. While larger NBFCs have absorbed these costs more effectively, smaller
NBFCs in the Base Layer have faced challenges due to their limited resources.

Indicator NBFC-BL (2023) | NBFC-ML (2023) NE(‘ZFOCZ:O})JL
Compliance Costs (% of Revenue) 4.20% 3.10% 2.50%
Operational Efficiency (%) 72% 80% 85%

This table indicates that compliance costs as a percentage of revenue are higher for NBFCs in the
Base Layer (BL) compared to those in the Middle (ML) and Upper Layers (UL). Consequently,
operational efficiency is lower for smaller NBFCs, highlighting the challenges they face under the
SBR framework.

4. Financial Stability and Systemic Risk

The SBR framework has contributed to a reduction in systemic risk by ensuring that larger NBFCs,
which have the potential to impact the broader financial system, are subject to enhanced regulatory
scrutiny. The data shows a decrease in systemic risk indicators, particularly for NBFCs in the Upper
Layer.

Year Systemic Risk Index (SRI) for NBFC-UL
2020 0.85
2021 0.82
2022 0.76
2023 0.7

The table above presents the Systemic Risk Index (SRI) for NBFCs in the Upper Layer (UL),
demonstrating a steady decline from 0.85 in 2020 to 0.70 in 2023. This indicates that the SBR
framework has effectively reduced the potential systemic risks posed by large NBFCs.

DISCUSSION

The implementation of the Scale-Based Regulation (SBR) framework by the Reserve Bank of India
(RBI) marks a significant shift in the regulatory approach towards Non-Banking Financial
Companies (NBFCs) in India. The results of this study demonstrate the multifaceted impact of the
SBR framework, highlighting both its strengths and the challenges it presents to different segments
of the NBFC sector.

Enhancement in Credit Growth and Financial Stability

The SBR framework has effectively segmented NBFCs based on their size, risk profile, and
systemic importance, leading to more targeted regulatory oversight. This approach has been
particularly beneficial for NBFCs in the Upper Layer (UL) and Middle Layer (ML), which have
experienced more stable and sustained credit growth. The improved credit growth in these layers
can be attributed to enhanced risk management practices mandated by the SBR, which have
increased investor confidence and led to more reliable credit inflows.

Moreover, the reduction in Non-Performing Assets (NPA) ratios across the sector, particularly in
the UL and ML categories, underscores the positive impact of the SBR framework on asset quality.
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This improvement suggests that the stricter regulatory requirements have compelled larger NBFCs
to adopt more rigorous risk assessment and management practices, thereby reducing their exposure
to bad loans and enhancing their overall financial stability.

Challenges for Smaller NBFCs

While the SBR framework has clearly benefited larger NBFCs, it has also introduced significant
challenges for smaller entities, particularly those in the Base Layer (BL). The higher compliance
costs associated with the new regulatory requirements have placed a disproportionate burden on
these smaller NBFCs, which typically operate with limited resources. The data indicates that
compliance costs, as a percentage of revenue, are notably higher for BL NBFCs, affecting their
profitability and operational efficiency.

The lower operational efficiency observed in the BL category reflects the difficulties these NBFCs
face in adapting to the new regulatory environment. For many smaller NBFCs, the increased
regulatory burden may limit their ability to innovate and expand, potentially stifling growth in niche
markets that these entities traditionally serve. This situation calls for a more nuanced regulatory
approach that balances the need for oversight with the operational realities of smaller financial
institutions.

Systemic Risk Mitigation

One of the primary objectives of the SBR framework was to reduce systemic risks posed by large
NBFCs that could have widespread implications for the Indian financial system. The declining
Systemic Risk Index (SRI) for NBFCs in the UL category suggests that the framework has been
successful in achieving this goal. By subjecting systemically important NBFCs to enhanced
scrutiny, the RBI has managed to mitigate the potential for these entities to trigger broader financial
instability.

However, the focus on large NBFCs raises questions about the potential risks that may still exist
within smaller, less-regulated NBFCs. While these entities pose a lower immediate risk due to their
size, their collective impact on the financial system should not be underestimated, particularly in
times of economic stress. Continuous monitoring and a flexible regulatory approach will be
essential to ensure that systemic risks do not accumulate unnoticed in the lower tiers of the NBFC
sector.

Operational and Strategic Implications

The SBR framework has prompted a strategic re-evaluation among NBFCs, particularly in terms of
their business models and growth strategies. Larger NBFCs, facing higher regulatory scrutiny, may
need to focus more on strengthening their capital base, improving governance practices, and
enhancing their risk management frameworks. For smaller NBFCs, the challenge will be to navigate
the regulatory landscape without compromising on innovation and service delivery.

The operational implications of the SBR framework are also significant. For many NBFCs,
particularly in the BL category, the need to comply with more stringent regulations may lead to
increased operational costs, which could be passed on to customers in the form of higher interest
rates or fees. This could reduce the competitiveness of NBFCs in certain segments, particularly
those that serve price-sensitive customers.

Future Directions and Recommendations

Given the varied impact of the SBR framework across different layers of the NBFC sector, there is
a need for continuous assessment and refinement of the regulatory approach. For larger NBFCs, the
focus should remain on maintaining robust risk management practices while exploring ways to
streamline compliance processes to reduce operational burdens. For smaller NBFCs, regulatory
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support in the form of simplified compliance procedures or financial assistance for meeting
regulatory requirements could help mitigate the challenges they face.

Moreover, the RBI may consider introducing a more dynamic regulatory framework that can adapt
to the evolving risks in the NBFC sector. This could involve regular reviews of the SBR framework,
with adjustments made based on the performance and risk profiles of NBFCs across different
layers. Additionally, fostering greater collaboration between the RBI and NBFCs, through forums
or advisory councils, could help in addressing operational challenges and ensuring that the
regulatory framework remains responsive to the needs of the sector.

CONCLUSION

The implementation of the Scale-Based Regulation (SBR) framework by the Reserve Bank of India
(RBI) represents a pivotal moment in the evolution of the regulatory landscape for Non-Banking
Financial Companies (NBFCs) in India. This framework, introduced in October 2021, was designed
to address the growing complexity and systemic importance of NBFCs, which have become integral
to the Indian financial system. By categorizing NBFCs into four distinct layers—Base Layer (BL),
Middle Layer (ML), Upper Layer (UL), and Top Layer (TL)—based on their size, activity, and risk
profile, the RBI has aimed to tailor regulatory oversight in a way that reflects the diverse nature of
these entities.

The findings of this study underscore the positive impact of the SBR framework on the financial
stability and operational resilience of larger NBFCs, particularly those in the UL and ML
categories. The enhanced regulatory scrutiny imposed on these entities has led to significant
improvements in risk management practices, asset quality, and overall financial health. The steady
decline in Non-Performing Assets (NPA) ratios among these NBFCs is a testament to the
effectiveness of the SBR framework in mitigating risks that could potentially destabilize the broader
financial system.

Furthermore, the framework has fostered more stable and sustained credit growth among larger
NBFCs. The ability of these entities to attract more reliable sources of credit, thanks to their
improved risk profiles, has allowed them to continue expanding their operations without
compromising on financial stability. This is a crucial development, given the role that NBFCs play
in providing credit to sectors and regions that are often underserved by traditional banks.

While the SBR framework has undoubtedly strengthened the regulatory environment for larger
NBFCs, it has also introduced significant challenges for smaller entities in the BL category. These
NBFCs, which typically operate with limited resources, have struggled to absorb the higher
compliance costs associated with the new regulatory requirements. This has led to a decrease in
operational efficiency and, in some cases, has constrained their ability to innovate and expand into
new markets.

The higher compliance costs, coupled with the increased complexity of the regulatory environment,
pose a risk to the long-term viability of smaller NBFCs. If these challenges are not addressed, there
is a danger that the regulatory burden could stifle the growth of these entities, limiting their ability
to serve niche markets and contribute to financial inclusion in India.

One of the primary objectives of the SBR framework was to reduce the systemic risks posed by
large NBFCs that have the potential to impact the stability of the entire financial system. The
declining Systemic Risk Index (SRI) for NBFCs in the UL category suggests that this objective has
been largely achieved. By subjecting these systemically important NBFCs to more stringent
regulatory scrutiny, the RBI has succeeded in reducing the likelihood of a crisis originating within
the NBFC sector and spreading to the broader financial system.
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However, this focus on larger NBFCs raises important questions about the regulatory oversight of
smaller entities. While these smaller NBFCs may not pose an immediate systemic risk due to their
size, their collective impact on the financial system could become significant, particularly in times
of economic stress. As such, it is crucial that the RBI continues to monitor these entities closely and
remains vigilant to the potential risks they may pose.

The SBR framework has prompted a strategic shift among NBFCs, particularly in how they
approach risk management, compliance, and growth. For larger NBFCs, the emphasis will need to
remain on maintaining robust governance practices, strengthening their capital bases, and ensuring
that their business models are resilient to external shocks. For smaller NBFCs, navigating the
regulatory landscape without compromising on innovation and customer service will be the key
challenge moving forward.

To ensure that the SBR framework continues to serve its purpose, the RBI may need to adopt a
more dynamic regulatory approach. This could involve regular reviews and adjustments to the
framework, based on the evolving risk profiles and operational realities of NBFCs across different
layers. Additionally, fostering greater collaboration between the RBI and the NBFC sector, through
advisory councils or industry forums, could help address the operational challenges faced by
smaller entities and ensure that the regulatory environment remains conducive to growth and
innovation.

In conclusion, the Scale-Based Regulation framework has made significant strides in enhancing the
stability and resilience of the Indian NBFC sector. While the benefits of the framework are evident
in the improved financial health of larger NBFCs, it also presents challenges that must be addressed
to ensure the continued growth and sustainability of smaller entities. Moving forward, a balanced
approach that takes into account the unique needs and risks of both large and small NBFCs will be
essential to maintaining the health and vibrancy of this critical sector within the Indian financial
system. The SBR framework, with its focus on proportional regulation and risk-sensitive oversight,
provides a robust foundation upon which the future of the NBFC sector can be built, but its success
will depend on the continuous adaptation and fine-tuning of the regulatory approach to meet the
demands of a rapidly changing financial landscape.
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