NON-BANKING FINANCIAL INSTITUTIONS IN
EMERGING MARKET ECONOMIES: AN EMPIRICAL
ANALYSIS

DHULIKA ARORA

DEPARTMENT OF MANAGEMENT STUDIES

INDIAN INSTITUTE OF TECHNOLOGY DELHI

DECEMBER 2024



© Indian Institute of Technology Delhi (11'TD), New Delhi, 2024



NON-BANKING FINANCIAL INSTITUTIONS IN
EMERGING MARKET ECONOMIES: AN EMPIRICAL
ANALYSIS

by

Dhulika Arora

Department of Management Studies

Submitted

in fulfillment of the requirements of the degree of Doctor of Philosophy

to the

INDIAN INSTITUTE OF TECHNOLOGY DELHI
DECEMBER 2024



Dedicated to my parents



Certificate

This is to certify that the thesis entitled “Non-Banking Financial Institutions
in Emerging Market Economies: An Empirical Analysis”, submitted by
Dhulika Arorato the Indian Institute of Technology Delhi for the award of the
degree of Doctor of Philosophy, is a record of the original, bona fide research
work carried out by her under my supervision and guidance. The thesis has
reached the standards fulfilling the requirements of the regulations related to

the award of the degree.

The results contained in this thesis have not been submitted in part or in full
to any other University or Institute for the award of any degree or diploma to

the best of my knowledge.

(Prof. Smita Kashiramka)
Professor
Department of Management Studies,
Indian Institute of Technology Delhi.



Acknowledgements

| want to extend my sincere gratitude to all my Gurus whose teachings and learnings
enlightened me selflessly and helped me accomplish this academic endeavour. Their teachings
transcend education, shaping my scholarly pursuits, moulding my values and ethics, and

providing invaluable role models.

This thesis would not have been possible without the invaluable support and guidance of my
supervisor, Prof. Smita Kashiramka. Her profound expertise, continuous encouragement, and
tireless commitment have been indispensable throughout my PhD journey. She has illuminated

the path and instilled in me the confidence and understanding necessary for a PhD.

| am deeply indebted to the members of the Student Research Committee: Prof Seema Sharma
(SRC Chairman), Prof. Amlendu Dubey (Internal Expert; Department of Management Studies,
1T Delhi) and Prof Aparna Mehra (External Expert; Department of Mathematics, 11T Delhi).
Their guidance and constructive critiques have significantly enriched the quality of this work.

| want to extend my deepest gratitude to my family, especially my parents, whose unwavering
support and encouragement have been the cornerstone of my journey towards obtaining a PhD.
| want to offer a special acknowledgement to my sister, Mrs. Hansa Arora, whose constant
belief in my abilities was pivotal in my journey to achieving this milestone. Additionally, I am
profoundly grateful to my husband, Mr. Love Pumreja. His constant encouragement and
motivation helped me persevere through the toughest times, stay committed, and complete my
journey, with his unwavering support enabling me to focus on my research. | also want to
extend my heartfelt gratitude to my mother- in-law for her continuous support and
understanding throughout this endeavour. It helped me to navigate the challenges of pursuing

higher education.

| sincerely appreciate several individuals who have played pivotal roles in shaping my
educational journey. | sincerely thank Prof. Abha Shukla (DSE, DU) for instilling the
foundational values of learning and Prof. C.P. Gupta (former head and dean at DFS, DU) for
clarifying financial econometrics concepts. | would also like to thank Prof. Ankush Agrawal

(Associate Professor, 11T Delhi) for clarifying my doubts relating to econometrics.



| am also thankful to all the research scholars at the department for maintaining a stimulating
research environment. | would especially like to acknowledge Dr. Juhi Gupta, Dr. Yukti Bajaj,
Neeraj Jain, Neha Gupta and Damini Kumari, who have supported me throughout my PhD
journey. | want to sincerely thank the administrative staff, especially Mr. Parikshit, Mr. Alok,

Mr. Amit and Mr. Vimal, for their timely support.

Lastly, I extend my gratitude to all those whose names might not appear here but whose
contributions, support, and guidance have been integral to completing this thesis. Your support

has been invaluable and deeply appreciated.

Dhulika Arora



ABSTRACT

Non-banking financial institutions (NBFIs) have emerged as an important financial
intermediary that caters to the needs of the unbanked population, especially in emerging market
economies. They have encouraged competition, innovation and inclusivity in the financial
system. However, at the same time, their complex business models, dependence on leverage
and lack of government backing may lead these institutions to fail, as evidenced in the global
financial crisis of 2008. Their failure can further lead to the instability of the rest of the financial

system.

The present study examines the different facets of NBFIs in 11 emerging markets (EMEs)
monitored by the Financial Stability Board (FSB). It includes a consolidated analysis of the
NBFI sector in Argentina, Brazil, Chile, China, India, Indonesia, Mexico, Russia, South Africa,
Saudi Arabia and Turkey, respectively. It firstly aims to examine the factors affecting the
growth of NBFIs (research objective 1) and secondly, analyse the impact of their growth on
the financial stability of the sample EMEs (research objective 2) for the period 2002-2019. It
also gauges the NBFIs at the firm level to analyse their leverage structure (research objective
3) and the impact of regulations on their risk-taking capacity (research objective 4). It samples
459 NBFIs in 11 EMEs and 189 Systemically Important Non-Banking Finance Companies
(NBFC-ND-SI) in India for the period 2011-2020 for the firm-level analysis. The sample

period was chosen based on the availability of data for NBFIs.

The findings show that factors (objective 1) such as regulatory arbitrage, search for yield,
growth of banks, demand from institutional investors and institutional quality determine the

growth of NBFIs in emerging markets. Moreover, the study evidences the negative impact of



bank regulation on the growth of NBFIs, thereby highlighting the interlinkage between banks

and non-banks in EMEs.

Further, the study develops a financial vulnerability index (FVI) to gauge the impact of the
growth of NBFIs on the financial stability of the nation. It finds that the growth of NBFIs
(objective 2) has a negative impact on the stability of the financial system, supporting the

existing literature.

The study further gauges the leverage structure of 459 NBFIs in 11 EMEs using the Bankfocus
database (objective 3). It finds that firm-level factors impact the leverage structure of NBFIs.
However, the minimum capital requirements are found to be inadequate to determine the
leverage of an NBFI in emerging markets. Moreover, the study finds the variation in different
types of NBFIs based on their activity (investment or financing) concerning their leverage in

the EMEs.

The policymakers have stipulated regulations for the NBFI sector. However, whether these
regulations affect their risk-taking behaviour is yet to be studied (objective 4). The study
constructs a regulation index for the sample NBFIs in 11 EMEs using the data from
Implementation Monitoring Network (IMN) surveys conducted by the FSB, Bank Regulation
and Supervision Surveys (BRSS) conducted by the World Bank and the regulatory websites of
the sample EMEs. It finds that regulations affect the risk-taking behaviour of NBFIs except for
their leverage risk. The study also finds the role of financing activity, ownership and
institutional quality in mediating the relationship between risk and regulation of NBFIs in these

economies.

In the context of systemically important NBFCs, the study finds that undercapitalized NBFCs
assume higher leverage risk and liquidity risk, signifying the inadequacy of capital

requirements to regulate the risk-taking behaviour of NBFCs.



Thus, the findings of the study make significant recommendations for policymakers. It
emphasises the need to monitor the unchecked growth of NBFIs and timely disclosures to
regulate the inherent risk of these institutions. The study further points to the need to implement

different regulations for different types of NBFlIs.

The study further makes recommendations for NBFC-ND-SIs. It reflects the need to regulate
the leverage structure of financing and investing companies separately rather than combine
them under a single category. The Reserve Bank of India (RBI) should enhance the capital
requirements to provide for all types of risks against only credit risk. The study evidenced the
devastating effect of the failure of a large NBFC-ND-SI on India. Thus, there is a need to

strengthen the governance and regulation of the NBFC sector.

Hence, policymakers should ensure the implementation of the mechanisms to monitor the
unchecked growth of the NBFIs while not inhibiting their developmental role in the financial

system.

Vi
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