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Guidelines for Licensing of Small Finance Banks in the Private Sector

Compiled by : KVittal Shetty, DI&PR, CAIIB, DBM (1IB], MBM {Former Chief General Manager & CEO of SUCO BANK)]

(8008 Fodonon)
6. Promoter’s contribution

The promoter'sminimum initial contribution to the paid-
up equity capital of such small finance bank shall at least be
40 per cent. If the initial shareholding by promoter in the
bank isin excess of 40 per cent, it should be brought down
to 40 per cent within a period of five years. The promoter’s
minimum contribution of 40 per cent of paid-up equity
capital shall be locked in for a period of five years from the
date of commencement of business of the bank. Further,
the promoter’s stake should be brought down to 30 per cent
of the paid-up equity capital of the bank within a period of
10 years, and to 26 per cent within 12 years from the date of
commencement of business of the bank. Proposals having
diversified shareholding subject to the initial minimum
shareholding of promoters and a time frame for listing of
the bank will be preferred. However, after the small finance
bank reaches the net worth of Rs.500 crore, listing will be
mandatory within three years of reaching that net worth.
However, small finance banks having net worth of below
Rs.500 crore could also get their shares listed voluntarily,
subject to fulfilment of the requirements of the capital
markets regulator.
7. Foreign shareholding

The foreign shareholding in the small finance bank
would be as per the Foreign Direct Investment (FDI} policy
for private sector banks as amended from time to time. As
per the current FDI policy, the aggregate foreign investment
in a private sector bank from all sources will be allowed
up to a maximum of 74 per cent of the paid-up capital of
the bank (automatic up to 49 per cent and approval route
beyond 49 per cent to 74 per cent). At all times, at least
26 per cent of the paid-up capital will have to be held by
residents. In the case of Foreign Institutional Investors
{Flls) / Foreign Portfolio Investors (FPIs), individual FIl /
FPI holding is restricted to below 10 per cent of the total
paid-up capital, aggregate limit for all Flls /FPIs / Qualified
Foreign Investors (QFls) cannot exceed 24 per cent of the
total paid-up capital, which can be raised to 49 per cent of
the total paid-up capital by the bank concerned through a
resolution by its Board of Directors followed by a special
resolution to that effect by its General Body. In the case
of NRIs, the individual holding is restricted to 5 per cent
of the total paid-up capital both on repatriation and non-
repatriation basis and aggregate limit cannot exceed 10 per
cent of the total paid-up capital both on repatriation and

non-repatriation basis. However, Non-Resident Indian (NRI}
holding can be allowed up to 24 per cent of the total paid-
up capital both on repatriation and non-repatriation basis
provided the banking company passes a special resolution
to that effect in the General Body.

8. Voting rights and transfer/acquisition of shares

As per Section 12 (2) of the Banking Regulation Act,
1949, any shareholder’svoting rights in private sector banks
are capped at 10 per cent. This limit can be raised to 26 per
cent in a phased manner by the RBI
9. Prudential norms

The newly set up small finance banks should ensure that
they putin place arobust risk management framework. The
small finance bank will be subject to all prudential norms
and regulations of RBI as applicable to existing commercial
banks including requirement of maintenance of CRR and
SLR. Mo forbearance would be provided for complying with
the statutory provisions.

In view of the objective for which small finance bank will
be set up, it will be required to extend 75 per cent of its
Adjusted Net Bank Credit (ANBC) to the sectors eligible for
classification as priority sector lending {PSL) by RBL While
40 per cent of its ANBC should be allocated to different
sub-sectors under PSL as per the extant PSL prescriptions,
the bank can allocate the balance 35 per cent to any one or
more sub-sectors under the PSL where it has competitive
advantage.

The maximum loan size and investment limit exposure to
a single and group obligor would be restricted to 10 per cent
and 15 per cent of its capital funds, respectively. Further,
in order to ensure that the bank extends loans primarily to
small borrowers, at least 50 per cent of its loan portfolio
should constitute loans and advances of up to Rs.25 lakh.

In addition to the restrictions placed on banks’ loans
and advances to its directors and the companies in which
its directors are interested under Section 20 of the Banking
Regulation Act, 1949, the small finance bank is precluded
from having any exposure to its promoters, major
shareholders, the relatives of the promoters as also the
entitie s in which they have significant influence or control.
10. Additional conditions for NBFCs/MFls/LABs converting
into a bank

An existing NBFC/MFI/LAB, if it meets the conditions
under these guidelines, could apply to convert itself into
a small finance bank, after complying with all legal and
approval requirements from various authorities. In such a
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case, the entity shall have a minimum net worth of Rs. 100
crore or it shall infuse additional paid-up equity capital to
achieve net worth of Rs. 100 crore. It may be noted that
on conversion into a small finance bank, the NBFC / MFI
will cease to exist and all its business which a bank can
undertake should fold into the bank and the activities which
a bank cannot statutorily undertake be divested / disposed
of. Further, the branches of the NBFC / MFI should either be
converted into bank branchesor be merged / closed asper
the business plan. The small finance bank and the NBFC /
MFI cannot co-exist.

Banks are precluded from creating
floating charge on their assets. For
such NBFCs / MFIs, which succeed in
obtaining licences to convert into small
finance banks, if they have created
floating charges on their assets for
secured borrowings which stand in
their balance sheets on the day of
conversion into a bank, RBI will permit
grandfathering of such borrowings till
their maturity, subject to imposition
of additional capital charge in order to
protect the interest of the depositors.

If the existing NBFCs / MFIs /
LABs have diluted the promoters
shareholding to below 40 per cent, but
above 26 per cent, due to regulatory
requirements or otherwise, RBI may
not insist on the promoters minimum
initial contribution as indicated in
paragraph 6 of the guidelines.

11. Business plan

The applicants for small finance
bank licences will be required to
furnish their business plans along with
project reports with their applications.
The business plan will have to address
how the bank proposes to achieve the
objectives behind setting up of small
finance banks and in the case of an NBFC / MFI applicant,
how the existing business of NBFC / MFI will fold into the
bank or divested / disposed of. The businessplan submitted
by the applicant should be realistic and viable. In case of
deviation from the stated businessplan afterissue of licence,
RBlmay consider restricting the bank's expansion, effecting
change in management and imposing other penal measures
asmay be necessary.

12. Corporate governance

The newly set up small finance
banks should ensure that
they putin place a robust

risk management framework.
The small finance bank will

be subject to all prudential iii.

norms and regulations of

RBI as applicable to existing
commercial banks including

requirement of maintenance of
CRR and SLR. No forbearance

would be provided for
complying with the statutory
provisions.

i. The Board of the small finance bank should have a
majority of independent Directors.

ii. The bank should comply with the corporate governance
guidelinesincluding ‘fit and proper’ criteria for Directors
asissued by RBI from time to time.

13. Other conditions

i. If a promoter setting up a small finance bank desires
to set up a Payments Bank, it should set up both types
of banks under a Mon-Operative Financial Holding
Company (NOFHC) structure. However, a promoter

will not be granted licences for both

universal bank and small finance bank
even if the proposal is to set them up
under the NOFHC structure.

ii. Individuals {(including relatives)

and entities other than the promoters

will not be permitted to have
shareholding in excess of 10 per cent
of the paid-up equity capital of the
bank. In case of existing NBFCs / MFls
/ LABs converting into small finance
bank, where there is shareholding in
excess of 10 per cent of the paid-up
equity capital by entities other than
the promoters, RBI may consider
providing time upto 3 years for the
shareholding to be brought down to

10 per cent.

The small finance bank cannot

be a Business Correspondent (BC) for

another bank. However, it can have its
own BC network.

iv. The operations of the bank

should be technology driven from the

beginning, conforming to generally

accepted standards and norms; while

new approaches (such as for data

storage, security and real time data

updation} are encouraged, a detailed

technology plan for the same should
be furnished to RBI.

v. The bank should have a high powered Customer
Grievances Cell to handle customer complaints. The
small finance banks will come under the purview of
RBI's Banking Ombudsman Scheme, 2006.

vi. The compliance of terms and conditions laid down by
RBI is an essential condition of grant of licence. Any
non-compliance will attract penal measures including
cancellation of licence of the bank.  (zwoos mawsr.)
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