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The RBI unve i ls i t s Draf t Guide l ines for L icens ing o f
New

Private Sect or Banks in Ind ia

On August 29, 2011, the Reserve Bank of India (RBI) unveiled its
draft guidelines for

licensing of new banks in the private sector (Draft Guidelines).
The RBI has solicited

feedback on the Draft Guidelines from various stakeholdersby
October 31, 2011,

based on which it will finalise the Draft Guidelines.

The RBI had first issued guidelines for licensing of private
sector banks in India in

1993 (1993 Guidelines) followed by a set of revised guidelines
in 2001 (2001

Guidelines). Pursuant to the 1993 Guidelines, the RBI issued
licenses to ten private

sectors banks in India; after the 2001 Guidelines, the RBI
issued licenses to two

private sector banks in India. The 2001 Guidelines indicated
that the RBI would

consider licensing more banks after three years following a
review of the working of the

private sector banks. However, this was deferred owing to a
variety of factors,

including the RBIs experience with the new banks and the fact
that the banking sector

was going through a phase of consolidation in India.

More recently, the Finance Minister announced - during his Union
Budget speech for

2010-11 - that the Indian banking system had emerged unscathed
from the global

financial crises, and that the Government was keen to ensure
that the Indian banking

system continued to grow in size and sophistication to meet the
needs of the modern

economy. Besides, there was a need to extend the geographic
coverage of banks and

improve the access to banking services in India. In this
context, the Finance Minister

announced that the RBI was considering granting some additional
banking licenses to

private sector players and that Non-Banking Finance Companies
(NBFCs) would also

be considered if they met the RBIs eligibility criteria.
Pursuant to the Budget

announcement in August 2010, the RBI released a discussion paper
on entry of new

Banks in the private sector and the RBI sought views / comments
on the draft

guidelines from banks, NBFCs, industrial houses, other
institutions and the public at

large. The Discussion Paper elicited a wide response and the RBI
put out the gist of

The PEI India Forum 2011, 4-5

October, 2011 at Taj Lands End,

Mumbai. Click here for details.

No proof of interest payment on

loan required for filing returns

Introduction of GST in India has

long way to go

Where Legislature, Executive and

the Judiciary differ: Mauritius tax

treaty debate with no full stop!

BMR Advisors is ranked fourth most

active financial advisor for India in

Thomson Reuters Mid-Market

Insight.

BMR Advisors is ranked second Most

Active Transaction Advisor (Private

Equity) according to the Venture

Intelligence League Tablefor the

first quarter of 2011

BMR wins India Case of the Year,

and Best Use of the Internet awards

at 5th International Tax Review

Asia Awards, 2010.
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the feedback received on its website in December 2010.

Based on this feedback, the RBI has now released Draft
Guidelines for Licensing of

New Private Sector Banks and has sought public comments till
October 31, 2011. In

the Draft Guidelines the RBI has indicated that certain
amendments to the Banking

Regulation Act, 1949 (BRA) are under consideration of the
Government of India,

including a few which are vital for finalisation and
implementation of the policy for

licensing of new private sector banks. These vital amendments
relate to -

Removal of restriction of voting rights

Concurrently empowering the RBI to approve acquisition of shares
and / or voting

rights of 5 percent or more in a bank, to a person whom the RBI
considers as fit

and proper

Empowering the RBI to supersede Board of Directors of a bank, so
as to protect

depositors interests

Facilitating consolidated supervision

The Final Guidelines will be issued and the process of inviting
applications for setting-

up new private sector banks will be initiated only after the BRA
is amended for the

above.

In this edition of the FSI Alert, we have summarized the key
provisions of the Draft

Guidelines and compared them with the 2001 Guidelines.

Param et ers The Draft Guidel ines The 2001 Guide l ines

El ig ib le

promoters

Only those entities / groups

in the private sector that

are owned and controlled

by residents will be eligible

to promote a bank

Only those Promoters /

Promoter Groups that have

diversified ownership,

sound credentials, integrity

and that have a successful

track record of at least 10

years in running their

businesses will be eligible

to promote a bank. The

RBI may seek feedback on

these aspects from other

regulators and enforcement

/ investigative agencies

such as the Revenue

The 2001 Guidelines did

not permit large industrial

houses to promote

private sector banks

However, individual

companies, directly or

indirectly connected with

large industrial houses

were allowed to

participate up to

10 percent of the paid-up

capital of a new bank.

The 10 percent limit was

to be applied to all inter-

connected companies

belonging to the

concerned large

industrial house, and the

RBI would be the final

BMR is ranked Tier 1 in ITRs World

Tax 2011 guide, to the Worlds

leading tax firms.

BMR is rated Great Place to Work

2010; Great Place to Work Institute

Russell Gaitonde

Madhav Kanhere

Jahnvi Parekh

Bobby Parikh, Mumbai

+91 22 3021 7010

[email protected]

Shefali Goradia, Mumbai+91 22 3021 7170

[email protected]

Russell Gaitonde, Mumbai

+91 22 3021 7045

[email protected]
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authorities, CBI, ED, etc as

it may consider appropriate

The RBI will consider the

nature of activities that is

undertaken by the

Promoter Group while

granting licenses. Entities /

Groups that have10 percent or more income

from and / or assets in real

estate construction and

broking activities, taken

together in the last 3 years

will not be eligible to

promote a bank

decision making

authority on this issue

Applications by

interested promoters

were required to be

supported with detailed

information on the

background of thepromoters, their

expertise, track record,

financial worth, direct

and indirect interests in

various companies /

industries among other

things

Corporate

s t ruc t u re

The Promoter / Promoter

Group is required to set-upa Wholly Owned

Non-Operative Holding

Company (NOHC) to hold

its investments in the bank,

as well as all other financial

services companies that

are present within the

group and which come

within the regulatory

purview of the Indianfinancial services

regulators

Thus, only non-financial

services companies /

entities and individuals

belonging to the Promoter

Group will be allowed to

hold shares in the NOHC

The NOHC is to be

registered with the RBI as a

NBFC and the RBI will

prescribe a separate set of

prudential guidelines for

such NOHCs

The NOHC will not be

permitted to borrow funds

for investing in companies

There was no

requirement to create aNOHC to hold the

investment in the new

bank

The bank could not set

up a subsidiary or a

mutual fund for at least 3

years from the date of

commencement of

business
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held by it

The RBI will have to be

satisfied that the corporate

structure does not impede

the financial services under

the NOHC from being ring

fenced, that it would be

able to supervise the bank

and the NOHC on a

consolidated basis, and

that it will be able to obtain

all required information

from the group relevant for

this purpose

The NOHC will not be

allowed to set up any new

financial services entity for

at least 3 years from the

date of licensing

Min imum cap i ta l

requ i rements

and ho ld ing by

the NOHC

The initial minimum paid-

up capital for a new bank

will be Rs 5 billion (approx

US$ 111.11 million)

The NOHC is required to

hold at least 40 percent of

the paid-up capital of the

new bank, at all times,

during the first 5 years of

licensing of the bank

The NOHCs holding in the

bank is required to be

locked in for a minimum

period of 5 years from the

date of licensing of the

bank

The balance capital of the

bank (ie other than that

held by the NOHC), can be

raised through public

issues or private

placements

The NOHC is required to

The initial minimum paid-

up capital for a new bank

was Rs 2 billion (approx

US$ 44.44 million) and

was to be increased to

Rs 3 billion (approx US$

66.67 million) within 3

years of commencement

of business. The overall

capital structure of the

proposed bank including

its authorised capital was

required to be approved

by the RBI

Akin to the New Draft

Guidelines, Promoters

contribution was

specified at 40 percent

locked in for 5 years with

a condition that excess

stake, if any, be diluted

to 40 percent within one

year of the banks

operations; no gradual

dilution of promoter

holdings was prescribed
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gradually reduce its holding

in the bank over a period of

time:

- If the NOHC holds in

excess of 40 percent

of the paid-up capital

of the bank, it shall

bring down its holdingto 40 percent within 2

years from the date of

licensing of the bank

- The NOHC is required

to reduce its holding

from 40 percent to

20 percent within 10

years of licensing of

the bank. This is tobe further reduced to

15 percent (and

maintained at that

level) within 12 years

of licensing of the

bank

in the 2001 Guidelines

Foreign

shareholding

The aggregate non-

resident shareholding

including foreign direct

investment (FDI), non-

resident Indians (NRIs)

and foreign institutional

investors (FIIs) in new

private sector banks shall

not exceed 49 percent of

the paid-up capital of the

bank for the first 5 years of

operations

After the initial 5 year

period, the foreign

investment in the new

private sector bank can be

increased to 74 percent, as

is provided for in the extant

FDI policy

No non-resident, whether

directly or indirectly,

NRI participation was

permitted up to a

maximum of 40 percent

of the paid-up capital of

the new bank. Foreign

banks or finance

companies (including

multilateral institutions)

as technical collaborators

or co-promoters were

allowed to invest up to

20 percent of the paid-up

capital of the new bank.

However, this was to be

within the overall cap of

40 percent provided for

NRIs

The foreign investment

was to be subject to

prior Government

approval and RBI

approval, as back then
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individually or in groups will

be permitted to hold

5 percent or more in the

bank, unlike resident

shareholders who can

increase their shareholding

in the bank up to

10 percent with a prior

approval of the RBI

foreign investment in the

banking sector was not

yet put on the automatic

route

Subsequently in May

2001, the government

increased the FDI cap in

the banking sector from40 percent to 49 percent

(from all sources), and

placed it under the

automatic route. This

was further liberalised in

March 2004, by

increasing the FDI cap

(from all sources) to 74

percent under the

automatic route, withnecessary sub-limits as

was applicable to FII and

NRI investments under

the Portfolio Investment

Scheme

Corporate

Governance

At least 50 percent of the

directors of the NOHC

should be totally

independent of the

Promoter / Promoter Group

entities, their business

associates, their customers

and suppliers

No financial services entity

under the NOHC will be

allowed to engage in any

activity that a bank is

permitted to undertake

departmentally. All such

activities, if any, will have to

be moved to the new bank

subject to such conditions

that the RBI may specify

The Ownership and

Management should be

separate and distinct in the

Promoter / Promoter Group

Private banks were

required to maintain an

arms length relationship

with its Promoter Group

entities and individual

companies that owned

up to 10 percent of the

banks paid-up capital

The banks were not

permitted to extend any

credit facilities to the

above entities
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entities that own or control

the NOHC. The

management is required to

be professional with

adequate corporate

governance standards and

the top management of the

bank must have expertise

in the financial sector(preferably banking)

The source of the

Promoters / Promoter

Groups equity in the

NOHC must be transparent

and verifiable

The bank must maintain

arms length relationship

with its Promoter Group

entities, their business

associates, their suppliers

and customers. The

exposure of the bank to

any entity in the Promoter

Group shall not exceed 10

percent of the paid-up

capital and reserves of the

bank, and the aggregate

exposure to the group shall

not exceed 20 percent of

the paid-up capital and

reserves of the bank. All

exposures to Promoter

Group entities will need

prior approval from the

banks board of directors

In taking a view on

whether an entity belongsto a particular Promoter

Group or not or whether the

entities are linked / related

to the Promoter Group, the

decision of the RBI will be

final

Business Model All applicants for new bank

licenses will be required to

All applicants were

required to furnish a
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forward their business plan

for the new banks along

with their applications. The

business model will have to

address how the bank

proposes to achieve

financial inclusion

The business model wouldneed to be realistic and

viable. In case of deviation

from the stated business

plan after issue of license,

the RBI may consider

restricting the banks

expansion, effecting

change in management

and imposing other penal

measures as may be

necessary

project report covering

business potential and

viability of the proposed

bank, the business

focus, product lines,

proposed regional or

locational spread, level

of information technology

capability, etc

Unlike the Draft

Guidelines, the 2001

Guidelines did not

contain an explicit

express mandate for

financial inclusion

Other cond i t ions No single entity or group of

related entities (other than

the NOHC) shall have

shareholding or control,

directly or indirectly, in

excess of 10 percent of the

paid-up capital of the bank

Shareholding of 5 percent

or more of the paid-up

capital of the bank will

require a prior approval of

the RBI

The bank is required to

operate on Core Banking

Solution from the beginning

The bank must make full

use of modern

infrastructural facilities in

office equipments,

computers,

telecommunications, etc in

order to provide cost-

effective customer service.

It should have a high

powered Customer

No stipulation on listing

although it was

contained in the 1993

Guidelines

Private banks were

required to open

25 percent of their

branches in rural and

semi-urban areas in the

2001 Guidelines, as

against rural unbanked

areas provided in the

New Draft Guidelines

The bank was required

to make full use of

modern infrastructural

facilities in officeequipments, computers,

telecommunications, etc

in order to provide cost-

effective customer

service. It was also

required to have a high

powered Customer

Grievance Cell to handle

customer complaints
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Grievance Cell to handle

customer complaints

The bank must get its

shares listed within 2 years

of licensing

The bank must maintain a

minimum capital adequacyratio of 12 percent for a

minimum period of 3 years

from commencement of

operations, subject to such

higher percentages as may

be prescribed by the RBI

The bank must comply

with the priority sector

lending targets and sub-

targets as applicable to

domestic banks

At least 25 percent of its

branches should be in

unbanked rural centres

(population up to 9,999 per

2001 census)

The Promoters, their group

entities, NOHC and thebank will be subject to the

system of consolidated

supervision by the RBI

The bank was required

to maintain a minimum

capital adequacy ratio of

10 percent on a

continuous basis from

the commencement of its

operations

The bank was required

to comply with the same

priority sector lending

targets as was applicable

to domestic banks

The Promoters, their

group entities, and the

bank were to be

subjected to the system

of consolidated

supervision by the RBI

Promoter

Groups wi t h

exist ing NBFCs

t h a t w i s h t o

procure bank ing

l i censes

The RBI will also consider

applications from such

Promoter Groups

However, all activities that

are currently undertaken by

their existing NBFC, and

which can be undertaken

by the bank departmentally

will need to be moved into

the banking entity

Alternatively, the NBFC

could also convert itself into

a bank if all its activities

that it currently undertakes

Only those NBFCs that

had a good track record

and were desirous of

converting themselves

into a bank were to be

considered for a banking

license

The NBFC should not

have been promoted by

a large industrial house

or owned / controlled by

public authorities,

including Local, State or

Central Governments
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are allowed to be

undertaken by a bank

Under both these options,

the Promoters of the NBFC

will need to first set up the

NOHC

The RBI will consider

allowing the new bank to

take over and convert the

existing NBFC branches

into bank branches only in

the Tier 3 to 6 centres.

Existing branches of the

NBFC in Tier 1 and 2

centres may be allowed to

convert into bank branches

only with the prior approval

of the RBI and subject to

the bank meeting the

condition that at least

25 percent of its branches

are located in unbanked

rural centres

The NBFC should have

acquired a credit rating

of not less than AAA (or

its equivalent) in the

previous year

The NBFC should have

had an impeccable track

record of complying with

RBI directions and

repayment of public

deposits and no defaults

should have been

reported

The NBFC should have

had a capital adequacy

of not less than 12

percent and net non-

performing assets of not

more than 5 percent

Additional conditions applicable to Promoter Groups having 40
percent or more assets

in / income from non-financial business

The Board of Directors of the bank should have a majority of
independent

directors

All credit facilities to any entity in the Promoter Group, their
business associates,

major suppliers and customers should have a minimum tangible
security cover of

150 percent

The bank will have to file a quarterly return, certified by its
statutory auditors, of all

exposures to the above entities to the excess of Rs 10 million
(approx US$ 0.22

million)

Such banks will require a prior RBI approval for increasing
their capital beyond Rs

10 billion (approx US$ 222.22 million), for every block of Rs 5
billion (approx US$

111.11 million)

Procedure for considering applications
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It is proposed that applications will be preliminarily screened
by the RBI to ensure

eligibility. The RBI may then apply appropriate additional
criteria to those prescribed.

The application will then be referred to a High Level Advisory
Committee to be set up

by the RBI, comprising of eminent personalities in the banking
and financial sector.

The committee will submit its recommendations to the RBI. The
RBI will have the final

decision as regards whom to give licenses to and whom not to.
The RBI will first issue

an in-principle approval for setting up the bank. Such
in-principle approval will be valid

for one year within which the bank should be set up.

The RBI has indicated that it will be very selective in granting
the new private sector

bank licenses. Only those who conform to the above requirements,
who have an

impeccable track record, and who are likely to conform to the
best international and

domestic standards of customer service and efficiency, will be
considered for licenses.

BMR Comment s

Through the New Draft Guidelines, the RBI has paved the way for
large Indian

corporate houses to re-enter into the Indian banking arena (post
nationalisation of

all banks in 1969). Understandably, the RBI is adopting a
cautious approach and

is seeking to rely on various risk mitigation measures to ensure
that the Promoter

Groups of such banks run the banking operations professionally
and independent

of their other business activities, without allowing for any
restrictive / unhealthy

lending practices, oligopolies, etc which could create systemic
risks for the overall

Indian banking sector.

Interested Promoters will need to realign their corporate
structures to include a

NOHC that will hold the new bank entity as well as all other
financial services

entities of the Promoter Group. The Group will need to also
consolidate all its

banking business within the bank entity, thereby eradicating the
possibility of

regulatory arbitrage (if any), which could have arisen if the
same set of activities

were to be allowed to be undertaken through other non-banking
entities. This

would mandate restructuring of business operations and would
need to be done in

a cost effective and tax efficient manner.

The new private sector banks may face challenges in having to
comply from Day 1

with the prescribed priority sector lending norms, branch
authorisation policy and

plan for financial inclusion; however, they will need to figure
out a way to address

these issues should they wish to procure a new bank license.

In summary, the New Draft Guidelines are a step in the right
direction. However,

given that the RBI has indicated that the Final Guidelines will
be issued and the

process of inviting applications for setting-up new banks will
be initiated only after

the necessary amendments are brought about to the BRA, it may be
some time

before we see the actual roll out of any new private sector
banks in India. This is

because the amendments sought to be brought about to the BRA are
being done

by way of the Banking Laws Amendment Bills, which have been
pending before

Parliament since the last couple of years. Hence, new aspirants
for banking

licenses in India, should hope that the Government is able to
bring about the
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necessary changes to the BRA, as soon as possible, by pushing
through the

Banking Laws Amendment Bill on a priority basis, so that the RBI
can then move

forward with finalisation of the New Draft Guidelines and invite
applications from

potential aspirants.

Disclaimer:

This newsletter has been prepared for clients and Firm personnel
only. It provides general information and guidance as on date of
preparation

and does not express views or expert opinions of BMR Advisors.
The newsletter is meant for general guidance and no responsibility
for loss

arising to any person acting or refraining from acting as a
result of any material contained in this newsletter will be
accepted by BMR Advisors. It

is recommended that professional advice be sought based on the
specific facts and circumstances. This newsletter does not
substitute the need

to refer to the original pronouncements.
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The information contained in this communication is intended
solely for the use of the individual or entity to whom it is
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authorized to receive it. This communication may contain
confidential or legally privileged information. If you are not the
intended recipient, any

disclosure, copying, distribution or action taken relying on the
contents is prohibited and may be unlawful. If you have received
thiscommunication in error, or if you or your employer do not
consent to email messages of this kind, please notify us
immediately by responding to

this email and then delete it from your system. No liability is
accepted for any harm that may be caused to your systems or data by
this message.

Unless related to BMR business, the opinions, conclusions and
other information contained within this email are those of the
sender alone and

do not necessarily constitute those of the Firm.
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