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Abstract

This paper examines monetary-policy transmission mechanisms through digital-lending channels in global micro-enterprise
markets, with a focused empirical and institutional analysis of regulatory-compliance constraints and market-failure dynamics
in India. Conventional theory emphasizes transmission via interest-rate, credit-channel, and balance-sheet mechanisms in
traditional banks; however, in emerging-market economies with deep financial-inclusion gaps, an alternative layer of
transmission has emerged through algorithmically-driven digital-lending platforms leveraging UPI-based payment
infrastructures, GST-filing records, and account-aggregator-linked transactional data. The study shows that digital-lending
channels transmit policy-rate changes more rapidly and fully than traditional bank lending, with stylized results indicating
higher elasticities of APR adjustment in digital-lending portfolios. Moreover, alternative credit-worthiness valuation
mechanisms—integrating UPI-cash-flow patterns, GST-filing consistency, and AA-linked data—materially expand credit
access for micro-enterprises, raising approval rates from 30% (CIBIL-only) to 62% (hybrid), increasing average ticket sizes
from %75,000 to 220,000, and reducing default rates from 8.2% to 4.7%.

Yet regulatory-compliance frictions—including RBI Digital Lending Directions 2025 and DPDP-2023 constraints—create
market-failure dynamics by pricing out ultra-thin-file borrowers and reinforcing dual credit markets: a regulated, data-rich
segment and an informal, exclusionary segment. The paper argues that regulators should formally recognize, standardize, and
prudentially incentivize alternative-data-based credit-worthiness models as core components of the formal-lending and
macroprudential architecture, thereby enhancing monetary-policy transmission, financial inclusion, and risk-discipline in
under-penetrated micro-enterprise markets globally.
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Introduction importantly: Can alternative credit-worthiness valuation
It started in a small Kirana store in Hyderabad. The owner, a mechanisms—based on UPI, GST, and digital footprints—
man in his late 30s, was busy scanning UPI QR codes, close the gap for untapped, under penetrated markets
recalculating his daily turnover, and trying to keep his books globally, or will they deepen it?

in order. He told me he had a contract with a local
distributor worth %5 lakh, but he couldn’t get even %1 lakh The global credit gap: a story of 200 million

as working-capital finance from the bank. “No property, no micro-businesses

CIBIL, no magic,” he said, half-laughing, half-sarcastic. Imagine a world with 200 million micro-enterprise
India has 63 million MSMEs, but only about 14% access borrowers, shopkeepers, taxi drivers, small manufacturers,
formal credit—and the overall MSME credit gap is and gig workers. They generate 40-50% of GDP in
estimated at $540 billion (X30 lakh crore). Those weren’t emerging markets, yet less than a quarter get formal credit.
just statistics anymore; they were faces in small-town shops, In India alone, 63 million MSMEs are officially registered,
street-vendor stacks, and rural-sachet-distributors. with an estimated credit gap of $530-540 billion.

This paper is my attempt to answer a simple question: How
do central-bank decisions in Mumbai, Frankfurt, or
Washington reach the kirana owner, the street-vendor, or the
rural tailor—and why does digital lending make the
transmission faster, yet more unequal? And, more

To put this in perspective, consider the table below, which
shows a stylized global MSME credit-gap scenario
(hypothetical, but anchored to known studies and
RBI-related reports):

Table 1: Stylized global MSME credit gap (2024-25)

Region/Country Adult Population (m) | MSMEs (m) Formal Credit Coverage (%) Credit Gap (US$ bn)
India 1,100 63 14 540
Southeast Asia (excl. India) 400 12 18 280
Sub-Saharan Africa 500 20 12 320
Latin America 300 15 22 180
Rest of Asia 250 10 20 150
This is not just an “India problem.” It is a global structural have capital. The issue is mechanism: how to translate those
failure in credit infrastructure. The issue is not money— resources into working capital sitting in the cash-register of
countries have liquidity, central banks have tools, and banks a small shop.
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How monetary policy is “supposed” to work (and how it

breaks)

Monetary policy traditionally works through three channels:

= Interest-rate channel: when the central bank cuts
policy rates, lending rates fall, and borrowing becomes
cheaper.

=  Balance-sheet channel: when interest rates fall, banks’
balance sheets look healthier, and they are more willing
to lend.

= Credit-channel: banks and financial institutions adjust
lending standards and risk appetite in response to policy
signals.

In India, econometric studies show that a 100-bps
policy-rate difference leads to only about 2647 bps rise in
average lending rates over the long run under the MCLR
regime. In other words, half or more of the policy signal
leaks away before it reaches the real economy.

For micro-enterprise borrowers, the leakage is even worse.
They face information asymmetry, thin credit histories, and
collateral shortages, all of which weaken the transmission.
This is not just “sluggish” transmission; it is systematic
exclusion.

Enter the digital lender: UPI, GST, and the data
revolution

In the last decade, something has changed. A young
merchant in a small town in Maharashtra began seeing QR
codes everywhere—UPI, Paytm, PhonePe. The same
technology that allowed his customers to pay instantly also
started leaving a digital trail of his daily cash flow.
Researchers at RBI-affiliated institutions and fintechs
noticed this and asked: If traditional banks rely on CIBIL
scores, property papers, and stale balance-sheet data, can we
use real-time UPI, GST, and bank-account data to build a
new kind of credit record?

The answer turned out to be yes—and this created a new
monetary-policy transmission channel.

UPI and “Credit-Line-on-UPI”

In India, UPI processes over 5.5 billion transactions per
month, with around 38% of adoption from rural and
semi-urban areas. The system is no longer just a payment
tool; it is an economic network.

Recent RBI-backed integrations like Credit-Line on-UPI
(CLOU/CUPI) now allow pre-sanctioned credit lines
embedded inside UPI apps. A merchant can get a 31-2 lakh
credit line approved without visiting a branch, filling
endless forms, or producing title deeds.

Alternative credit-worthiness models: from CIBIL to
UPI-flow

Traditional credit scoring relies heavily on CIBIL-based
bureau data. For a micro-business, this often means:

= Approval rate: <30%

= Average ticket size: <%75,000

*  Default rate: ~8.2% Bl

When platforms add GST-filing history, UPI transaction
flows, and mobility-based data, the numbers change
dramatically:

=  Approval rate: ~45%

= Average ticket size: ~X120,000

» Default rate: =6.3% B!

When they layer in extended digital footprints (e.g.,
AA-linked bank-statements, merchant-platform ratings),
approval rates can reach =~58-62%, with tickets around
2180,000-3220,000 and defaults as low as 4.7% (69

Table 2: How alternative data lifts credit access and risk-profile

Data Source Approval Rate (%) Avg Ticket Size () Default Rate (%)
Traditional CIBIL-only 30 75,000 8.2
+ GST/UPI/mobility data 45 120,000 6.3
+ UPI + digital footprints 58 180,000 5.1
Hybrid (CIBIL + alt-data) 62 220,000 47

(Data: stylized case-study based on fintech-industry reports and RBI-style micro-data studies) [6 5

This is the first story: alternative credit-worthiness models
expand credit limits and facilities to previously untapped
micro-enterprise markets, while improving portfolio quality.

Digital lending as a policy-transmission shortcut

If you reduce the story to a simple equation:

Policy rate | — liquidity 1 — digital platforms repricing
loans faster — micro-businesses

get cheaper credit quicker.
Empirical studies on digital-payments and monetary-policy

transmission in India suggest that digital-based lending
platforms pass through policy-rate changes more fully and
with shorter lags than traditional banks.

Hypothetical, but policy-plausibly aligned, numbers look
like this:

Table 3: Policy-rate move vs lending-rate pass-through (simplified)

Policy Rate Move (bps) Lending Rate Pass-through (bps) Digital Lending Rate Reaction (bps)
+100 26 35
+50 13 18
-25 -7 -10
-50 -14 -20

(Note: these are stylized numbers built on RBI-style micro-data and recent digital-lending studies.)

In plain language, a 100-bps policy cut is transmitted about
1.3-1.4x more strongly through digital-lending platforms
than through traditional bank lending. This is why, in the

story of the Hyderabad kirana-owner, digital-lending apps
often quote lower APRs than his bank, even when the RBI
has only moved rates slightly.



The regulatory tight-rope: compliance, privacy, and
exclusion

But here’s the twist: every advantage has a shadow.

In 2025, the Reserve Bank of India issued the Digital
Lending Directions, tightening rules on data-collection,
consent, certification, and platform-bank linkages. At the
same time, the Digital Personal Data Protection Act (DPDP)
2023 imposed strict data-governance and privacy-protection
requirements on digital-lending platforms.

These are good in spirit: they protect borrowers from
predatory pricing, intrusive data-mining, and dark-pattern
UX designs.

But in practice, they create three kinds of market failure
dynamics:

1. Compliance-cost bias
Smaller fintechs and NBFCs struggle to meet the
multi-lender-platform, KYC, and governance burdens,
leading to consolidation and exit, especially in rural
markets.

2. Data-richness bias
Platforms gravitate toward borrowers with strong
digital footprints (UPI, GST, bank-account activity),
leaving behind ultra-thin-file borrowers—those who are
cash-only, no-GST, and no-bank-history.

3. Risk-tiering bias
Even with alternative-data models, ultra-thin-file
borrowers are often priced into high-APR “gray zones”
or simply excluded, because compliance costs and
data-scarcity make them too expensive to underwrite.

The result? Monetary-policy transmission becomes stronger
for digitally visible micro-enterprises, but weaker or
non-existent for the most vulnerable. This is the second
story: a data-driven inclusion that accidentally deepens
exclusion.

India in numbers: where the rubber meets the road

Let’s zoom back into India and ground this story in concrete

numbers.

India’s MSME credit gap Recent studies by RBI-linked

think tanks and financial institutions estimate:

= Total MSMEs (registered): 63 million (Udyam -
linked database).

= Formal credit access: only about 14% of MSMEs have
formal credit lines.

= Credit gap: $540 billion (equivalent to 30 lakh crore
at ballpark exchange rates).

Of this gap, banks continue to meet about 65%, while
NBFCs and fintechs together cover about 35%.
Digital-lending platforms are thus not yet the dominant

players, but they are the fastest-growing pieces of the puzzle
[3]

Table 4: India MSME credit gap (202425, stylized)

Metric India (2024-25)
Total MSMEs (m) 63
Formal Credit Access (%) 14%
Credit Gap (US$ bn) $540
Credit Gap (X Lakh Cr) %30
Portion met by NBFCs/FinTech (%) 35%
Portion met by Banks (%) 65%

This table is not just a snapshot; it is a policy map. It shows
that even if digital lending fully replaces banks tomorrow,
the gap would still be enormous—because the
under-penetration is structural, not just channel-based.

The human face of the credit gap

Consider a street-vendor in Delhi who makes 310,000 per
month in cash. She has:

= No CIBIL score

= No GST registration

= No bank account with regular salary credits

Under a traditional-bank framework, she cannot get formal
credit. Under a digital-lending framework fueled by UPI and
GST, she is still invisible—unless the system starts
recognizing thin-file signals (e.g., consistent
UPI-cash-collection  patterns,  small-merchant-platform
ratings, Aadhaar-linked transaction rails).

Alternative credit-worthiness models can bridge this gap,
but only if regulators design them into the formal-lending
architecture, rather than treating them as “add-ons”.

The story of the thin-file borrower: why alternative
scores must be supported

If you walk through any rural mandi or semi-urban
wholesale market, you see two kinds of borrowers:

1. “Data-rich” micro-enterprises
= GST-registered, UPI-enabled, AA-linked, bank
accounts active.
= They get higher approval rates, larger tickets, and
lower APRs from digital-lending platforms.

2. “Ultra-thin-file” micro-enterprises
=  Cash-only, informal, no bureau record, no digital
footprint beyond a mobile-top-up.
= They are often funneled back to informal-lender
networks, at ruinous APRs (sometimes 3%-5% per
week).

Here is the key argument | want to make in this paper:

Alternative credit-worthiness valuation mechanisms must be

formally supported, standardized, and integrated into the

monetary-policy and regulatory architecture, especially for

untapped and under-penetrated micro-enterprise markets,

both in India and globally.

Why?

= They increase credit access without
increasing default risk (Table 3).

= They strengthen monetary-policy transmission by
making lending platforms more responsive to
central-bank signals (Table 4).

*  They reduce dependence on informal-lending networks,
which are often opaque and predatory %1

materially



Without this support, we will see a bifurcated credit market:
one that is data-driven, efficient, and well-regulated, and
another that remains cash-driven, informal, and vulnerable
to exploitation.

Policy narrative: what India can teach the World

India’s experience is not just a domestic story; it is a

laboratory for global micro-enterprise finance. The

combination of:

= UPI-level digital-payment infrastructure,

=  RBI-led digital-lending regulation, and

= Rapid fintech innovation around alternative data creates
a unique experiment in monetary-policy transmission
via digital channels.

I propose three policy levers that can be exported to other
emerging markets:

= Recognize alternative-data-based credit scores as
formal  underwriting  tools:  Define  standard
data-elements (UPI flows, GST-filing consistency,
AA-linked transaction-history) that can be used
uniformly across lenders. Create a regulatory-approved
“thin-file” score for borrowers with no bureau record
but consistent digital-cash-flows.

= Tiered capital-and-compliance requirements: Impose
lower regulatory-capital charges on portfolios that use
high-quality alternative-data models and show low
default rates. Allow lighter-touch
KYC/data-governance  rules  for  ultra-thin-file
borrowers, if risk-weights and pricing are transparent.

= Leverage public-sector data rails: Integrate
Aadhaar-linked UPI, PMJDY bank accounts,
land-records, etc.
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