: Dr. UpendraKumar
ISSN : 2583-3189 (E), 2583-0775 (P)
Year-04, Volume-04, 1ssue-01 AMOGHVARTA Page No. 286 - 293

AMOGHVARTA M‘
ISSN : 2583-3189 A
Small FinanceBanksand Financial Inclusonin India
Abstract
Small Finance Banks (SFBs) are a
ORIGINAL ARTICLE specialized type of banks created by the Reserve

Bank of India under the guidance of the
Government of India. They aredesigned to provide
banking services specifically aimed at improving
savings habits among semi-urban and rural
communities. SFBs offer basic banking services
like accepting deposits and providing loans to
under served groups such assmall businesses, small
farmers, micro-industries, and entities in the
unorganized sector. Small finance banksin India
have been bridging the gap in the country’s
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selected small finance banks to carry out the

Hazaribag, Jnarkhand, INDIA mission of financial inclusion.
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I ntroduction

The Smadl Finance Bank specidized financid ingtitutionsin Indiathat focus on providing basic banking
and financia servicesto underserved and unbanked sections of the population, especialy in rura and semi-
urban areas. Financia inclusioniscrucia for theoveral growth of acountry. The economy growswhenthe
rural sector grows. When peoplein rural areas have accessto good financia services, they canimprovetheir
livesand earnaliving. The Government has been working on financia inclusonfor alongtimestartingwith
nationalizing banksand setting up specia banksfor rura aress. They havea so introduced microfinanceand
micro-credit programs. Recently, they have allowed small finance banks (SFB) to help more peopl e access
financia services. All these effortsaim to makefinancia servicesavailableto everyone, especially inrura
aress.

Inrecent yearsthebanking industry has gonethrough many changesinwhich recent changeisemergence
of Small Finance Banks. Theideabehind setting up SFBsemerged from acommitteeled by Dr. Raghuram
Rajan under NITI Aayog, focusing on financial sector reformsto extend servicesto small farmers, low-
incomehouseholds, smdl businesses, and other unorganized sectors. The RBI issued guiddinesfor establishing
SFBson November 27, 2014, and granted licensesto 10 entitieson September 17, 2015, withamandateto
convert into SFBswithin ayear. Thefirst SFB, Capital Small Finance Bank, started operating onApril 24,
2016, with 47 branches. Currently, thereare 11 SFBsoperatingin India, amingto serve micro-enterprises
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and low-income householdsin rural and semi-urban areasthrough efficient, technol ogy-driven, low-cost
operations. SFBsare providing serviceswherecommercia banksarenot availableor not offering services. It
also providesloansto priority sector and motivates peopleto savether excessfunds. Thismakesthemided
bank for achievingther objectivesof financid inclusion.

Review of Literature

T. Ravikumar (2019) examined theevol ution and performance of Small FinanceBanksinIndiainhis
study titled “Small Finance Banks & Financial Inclusion in India.” His analysis showed that SFBs have penetrated
themarket sati sfactorily, although they achieve only minimal profits. The study concluded that SFBsplay a
significant rolein promoting financid inclusonin India, operating nearly 95% of their branchesinrura and
semi-urban areasto serve adiverse popul ation.

J.J. Mohanty (2018) “Leveraging small financial banks (SFBs) in achieving Financial Inclusion in
India” focused on the utilization of Small Financial Banks to enhance financial inclusion in India. The research
highlighted thesignificant roleof SFBsin catering to unbanked and underserved regions, particularly infostering
thegrowth of theMicro, Small, and Medium Enterprises (M SMES) sector.

PDhanyaand PB Bhanu Devi (2019), An Emprical Study focusing on thethreatsand challenges
faced by Small Finance Banks, with specific referenceto Coimbatore City. However, their study did not
provide any insgghtsinto thefinancia performanceof Smal Finance Banks or propose concrete solutionsfor
enhancingther reslience.

Patel and Fulwari (2021) tracked the growth of Small Finance Banks(SFBs) in Indiaby analyzing the
increasein branches, geographical coverage, and businessactivities. They discovered that SFBshavesgnificantly
expanded their branch network, reached moreregions, and experienced anotable surgein businessvolume
withinfiveyearsof their establishment. Theinitid findingsindicatethat SFBsareontheright track inachieving
the goal s set for them when they were created.

Satement of the Problem

Commercia banksand other financia institutionsarefailing to adequately servetherura population,
particularly those who are not currently being served or are underserved. Thisismainly dueto alack of
understanding of the credit needsof rurd individuas, asthey primarily focuson providingfinancid servicesto
large and medium-sized corporations and urban customers. In our country, the mgjority of peoplearefrom
low to middle-income groups. Formal banking servicesinrural Indiaaretill limited, with microand small
enterprises, aswell assmall customersin rural and semi-urban areas, being partially catered to by private
financid ingtitutionsand local money lenders. Theintroduction of Small Finance Banksby policymakersisa
progressive measure aimed at addressing thefinancia needsof the unserved and underserved rurd popul ation.
Thesebankshaveabetter understanding of thefinancia requirementsof therural community, asmany of them
previoudy operated asMicrofinance Ingtitutions (M FIs) and their staffsarewel l-versed in the credit needs of
rurd customers.

Objectives of the Sudy
To understand the concept of Small FinanceBanksin India
Toreview thecontribution of SFBsinfinancid inclusonin India

To study theemergenceand Licensing Requirementsof SFBsinIndia.
To study the benefits of convertingasmall finance bank into auniversal bank.

Resear ch M ethodol ogy

This paper isaconceptual paper. This study isbased on secondary data. Data have been collected
from varioussources, viz., journals, published papers, and websites.
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Financial Inclusion in India

Financia inclusionisthe practice of offering basic banking and financial servicestodl individuasin
society, regardless of their income or savings. It focuseson providing financia solutionsto thosewho are
economicdly disadvantaged, amingto hel p them better managetheir money and gainfinancid education. This
includes providing savingsand | oan servicesto the poor in acost-effective and user-friendly manner. With the
advancement of financid technology and digital transactions, sartupsareincreasngly makingfinancid incluson
moreaccess ble. Essentidly, financia inclusion ensuresthat vulnerable groups have affordabl e accessto the
financia productsand servicesthey requirein atransparent manner, facilitated by institutions.

PMJDY: ThePradhan Mantri Jan DhanYojana, launched onAugust 28, 2014, with theaim of providing
universa banking services by opening zero-balance bank accountsfor unbanked households. A remarkable
33 million new Pradhan Mantri Jan Dhan Yojana accounts were opened during financial year 2023-24,
pushing thecumulativetally to 519.5 million accounts. Thetotal balance acrossthese accountsincreased to
Rs. 2,34,997 crore, compared to Rs. 1,98,844 crorerecorded in the preceding year. Other than PMJDY,
there are several other financial inclusion schemes in India—Pradhan Mantri Mudra Yojana (PMMY), Jeevan
SurakshaBandhan Yojana, Pradhan Mantri VayaVandanaYojana(PMVVY), Sland Up Indiascheme, Pradhan
Mantri SurakshaBimaYojana(PMSBY), PM SVANidhi Scheme, PM Vishwakarma Scheme, Varistha
PensonBimaYojana(VPBY), Atal PensonYojana(APY), Credit Enhancement Guarantee Scheme (CEGYS)
for scheduled castes, and Sukanya Samridhi Yojana

Financial inclusionisessentia for providing economic resources and encouraging savingsamong
impoverished individuds. Itisacrucid aspect of achievingindusivegrowth and overdl economic deve opment
for underprivileged populations. In India, effectivefinancia inclusionisnecessary to uplift disadvantaged
individuasby offering them modified financia productsand services.

Objectives of Financial Inclusion

»  Financid inclusionintendsto hel plow-income househol dsby increasing accessto credit, savingsand
insurance, enabling them to break the poverty cycle.

»  ltamstoestablish proper financid ingtitutionswhich reduce poverty and inequdity by providing access
tofinancid servicesthat hel p manage risk and absorb shocks.

»  Financid inclusionamsto build and maintain financia sustainability so that the needy peoplehavea
certainty of fundswhichthey struggleto have.

»  Financid inclusion meansmaking surethat poor people have accessto money and financid services
they need. It wantsto create more organi zationsthat can hel p peoplewith low-cost financia options,
so they don’t have to rely on just a few choices. While there are some traditional banks, there aren’t
many placesthat offer affordablefinancid help.

» Itamstogivepersonalized money help to poor people based on their unique needs, likes, and how
much money they make.

»  FHnancid indusonamsto providepeoplewithaffordablefinancid serviceslikedeposits money trandfers,
loans, insuranceand payments.

»  Theobjective of financial inclusion isto create awareness about financial servicesand its benefits
among those sectionsof the society who are economically deprived.

»  Hnancid incdusionfocuseson deve opingfinancid productsthat meet the needsof lessfortunatemembers

of society.

Financid indusionintendsto educate peopleonfinancia conceptsand importanceof financia planning.

»  Financid inclusonamsto bringindigita financia solutionsfor the economicaly needy peopleof the
nation.

Y
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»  Oneof themain objectivesof financia inclusonisto provide banking facilitiesto poor livinginremote
areasof the country through mobileor internet banking.

Evolution of Small Finance Banks

TheNITI Ayog (formerly known asthe Planning Commission) established acommitteeled by Dr.
Raghuram Rajan to recommend financial sector reforms. The committee’s report, often referred to as “A
Hundred Small Steps” (2009), suggested the creation of Small Finance Banks to enhance financial inclusion
for small and marginal farmers, low-income househol ds, migrant labourers, small businesses, and other
unorgani zed entities. OnAugust 14, 2014, SIDBI submitted draft recommendationsfor licensng Small Finance
Banks. Subsequently, the RBI issued guideinesfor granting licensesto Small Finance Banksinthe private
sector (RBI Press Release, 2014). Asaresult, the RBI granted in-principlelicensesto 10 Small Finance
Banks (RBI PressRelease, 2015), with eight of them being Micro Finance Institutionswith aproven track
record. The 10ingtitutionsthat got licenseto operatetheir functionsin thegroup of small finance bank are:

1. Capital Smal FinanceBank.
Ujjivan Smdl Finance Bank.
JanaSmall Finance Bank.
Equitas Smdl Finance Bank.
AU Smdll Finance Bank.
Fincare Smdl Finance Bank.
ESAF Smdll Finance Bank.
North East Small Finance Bank.
Suryoday Small Finance Bank.
Utkarsh Smdl Finance Bank.

After these 10 banks 2 more bankswerelicensed by RBI namely, Shivaik Smal FinanceBank Limited
and Unity Small Finance Bank Limited. OnApril 1% 2024, RBI has approved the merger of Fincare Small
Finance Bank into Au Small Finance Bank. So, asonApril 1% 2024, therearetotal 11 Small Finance Banks
inindia

Licensing Requirements of SFBs

Existing Non-Banking Financid Companies(NBFCs), and Loca AreaBanks(LABs), and Microfinance
Institutions (M FIs) owned by residents can apply for alicenseto operate as Small Finance Banks (SFBs).
The promoter must meet the “Fit and Proper” criteria set by the Reserve Bank of India, based on their past
credentias. The promoter should haveat |east 10 years of experiencein the banking sector, withaminimum
of 5successful yearsinaprofessiond role. Theminimum paid-up equity capital requiredis* 100 crore. Only
companiesowned by local resdentsaredigibleto goply. Smadl Finance Banks (SFBs) need to havepermission
to operate based on laws from Banking Regulation Act 1949 and RBI Act 1934. They aso havetofollow
rulesfrom the companiesAct of 2013 sincethey are public companies. Oncethey start working properly,
they need to get recognized as schedul ed banks according to RBI Act 1934 Sec 42(6)(a). These banks must
follow certainfinancial guidelines set by the RBI such asCRR, SLR etc. The promoter starting these banks
must initially invest at least 40% of thetota paid-up equity intheinitial phaseof 5years. Oncethenet value
reaches 500cr listing of the bankswill be donemandatorily. FDI policieswill besimilar tothoseof private
sector bankswhich mean amaximum foreigninvestment of 74% shall bealowed all sourcesincluded. SFBs
must Extend 75% of their Adjusted Net Bank Credit (ANBC) to thepriority sector. At least 50 per cent of its
loan portfolio should constitute loans and advances of up to 1 25 lakh on an ongoing basis at the borrower
levd.
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The Reserve Bank had issued the Guidelines for Licensing of “Small Finance Banks” in the Private
Sector on November 27, 2014. Recently, RBI rel eased the revised guidelines on the same. Mgjor changes
fromtheearlier Guidelineson Small Finance Banks dated November 27, 2014, are:

»  Thelicensing window will be open on-tap.
> Minimum paid-up voting equity capital/net worth requirement shal be Rs. 200 crore.

> For Primary (Urban) Co-operative Banks (UCBS), desirousof voluntarily trangtinginto Small Finance
Banks(SFBs) initia requirement of net worth shdl beat Rs. 100 crore, whichwill haveto beincreased
to Rs. 200 crorewithin fiveyearsfrom the date of commencement of business. Incidentally, the net-
worth of all SFBscurrently inoperationisin excessof Rs. 200 crore.

»  SFBswill begiven scheduled bank statusimmediatel y upon commencement of operations.
»  SFBswill havegenera permissionto open banking outletsfrom the date of commencement of operations.
»  PaymentsBankscan apply for conversioninto SFB after fiveyears of operations, if they areotherwise
eligibleasper theseguiddines.
Penetration of Small Finance Banks and their Performance

Thefollowing table depi cts penetration and performance of Small Finance Banksin Indiaason 31
March, 2024:

Table1: Penetration and Performance of Small Finance Banksin India

S. Name of the bank L oans Deposit No. of Presence
N. Advanced | (in Crores) | Bankin in
(in Crores) g Outlet | States/UTs

1 | Au Small Finance Bank Ltd. 73,999 87,182 1,074 24

2 | Capital Small Finance Bank Ltd. 6160 7478 177 05

3 | Equitas Small Finance Bank Ltd. 34,337 36,129 964 18

4 | ESAF Small Finance Bank Ltd. 18724 19867 753 25

5 | Jana Small Finance Bank Ltd. 24,746 22,571 808 24

6 | Northeast Small Finance Bank Ltd. 7,961 6,505 377 19

7 | Suryoday Small Finance Bank Ltd. 8,650 1,777 695 15

8 | Shivalik Small Finance Bank Ltd. 2,095 2,410 31 2

9 | Ujjivan Small Finance Bank Ltd. 29,780 31,462 752 26
10 | Unity Small Finance Bank Ltd. 7,961 6,505 377 19
11 | Utkarsh Small Finance Bank Ltd. 18,299 17,473 888 26

(Source: Annual Reports of above Small Finance Banks 2023-24)

From theabovetable, it can be observed that AU Small Finance Banks deliversstrong operational
performancein Financia Year 2023-24 with 26 % YoY growth in depositsand advancesgrew by 25% YoY.
In ashorter period of time the penetrations and performances of theAU SFB are at satisfactory level at
overall perspective. At present, only AU SFB appearsclearly digiblefor transitionto aUniversal Bank. While
Ujjivan SFB meetsall the criteriapertaining to track record and performance, its high share of unsecured
loans (70% asof March 2024) may hinder its prospectsfor thetrangtionto aUniversa Bank from aportfolio
diversfication standpoint. Shivalik Small Finance Bank Ltd. hasthelowest depositsaswell aslowest amount
of loansadvanced. In terms of presencein the States/UTs, ESAF Small Finance Bank Ltd. isat thefirst
position with presencein 25 StatesUTsand Shivalik Small Finance Bank Limited isat the bottom with
presenceinonly two states/UTs. AU Small Finance Bank Ltd. hasthelargest number of banking outletsin
Indiawhile Shivalik Smal Finance Bank Limited hasthelesdt.

Conversion of Small Finance Bank to a Universal Bank
RBI hasoutlined thedigibility criteriafor smal finance banks (SFBs) to becomeauniversa bank. This
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trangition will enablethemto provideloanstolarger businessesand offer thefull rangeof financid servicesand
banking products. To apply for conversiontoauniversa bank:

1.

2
3.
4

The SFB must have been operating satisfactorily for at least fiveyears.
They must haveits shareslisted on arecognized stock exchange.
They must have maintai ned aminimum net worth of Rs. 1,000 crore.

They must also meet the prescribed capital adequacy requirements, and demonstrate consistent
profitability withlow levelsof bad loans over the past two years.

They should a so have been profitable, with gross non-performing assets of lessthan 3% and net non-
performing assetsof lessthan 1% inthe previoustwo financia years.

SFBswithadiversified loan portfolio areexpected to be preferred for trangitioning to Universa Banks.
At present only AU Small Finance Bank appearsclearly digiblefor transitioning to aUniversa Bank.

WhileUjjivan SFB meetsal thecriteriapertaining to track record and performance, itshigh shareof unsecured
loans (70% as of March 2024) may hinder its prospectsfor thetransition toaUniversal Bam from aportfolio
diversfication sandpoaint.

Benefits of transition to Universal Banks

» Lower Capital Requirement : Universal bankshave alower capital requirement and will aidin
improving shareholder returns.

»  Higher exposurelimits: Higher single-borrower and group exposure limitswill aid intaking higher
exposures andimprove competitive positioning.

» Removal of ‘Small Finance” tag : Removal of ‘Small Finance’ tag can lower risk perception and
thereby facilitatetheimprovement and diversification of deposit franchise.

» Lower PSL Requirement : Lower Priority Sector Lending (PSL) requirementswill increase headroom
to earn feeincome/incomefromthe sale of PSL certificatesand assets.

> Portfolio Diver sfication : Removing the 50% exposurerequirement up to Rs. 25 lakhticket sizeand
lowering the PSL requirement will facilitate product diversification.

» Competitivepositioning : Can offer morevaried products, |eading to augmentation of feeincome
profiles.

Findings

»  Smal banksin India, such asLocal AreaBanksand Urban Co-operative Banks, havethe potentid to
enhancefinancia inclusion. However, their overal performance has not been satisfactory. For these
small banksto be more effectivewe must address several key issues, including their size, number,
capital requirements, exposurelimits, regulaory guideinesand corporate governance.

»  Inadynamic economy, banksmay either succeed or fail. Asaresult, thenumber of small banksislikely
to decreaseover time, even asmore peoplerequire basic financia services. Thisstuation underscores
theneed for regular licensing of ingtitutionsto ensureaconsi stent supply of financia servicesto meet
thedemands of the priority sector.

»  Trandtioningto aUniversa Bank would aid SFBsin strengthening their competitive positioning and
fadilitate portfolio diversification.

» Universa Bankshaverdatively lower capitaization and priority sector lending requirements, a ong
with higher borrower and group exposurelimits.

> Further,removing the “‘small finance’tag can lower risk perception and thereby facilitate the improvement

and diversification of their depogit franchise.
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Conclusion

Small FinanceBanksare designed to offer basic banking and financid servicestoindividuadswho have
traditionally been underserved by the banking system. These banks play acrucid rolein supporting low-
income and margindized popul ationstoimprovether socio-economic conditions. Comparedto earlier financid
institutions like RRBs, LABs, and Cooperatives, Small Finance Banks represent amore advanced and
specidized form.

By focusing on providing servicesto thosewith limited accessto traditiona banks, Small Finance
Bankscontributesignificantly to economic deve opment and support financid inclusoninitiatives Their presence
hasled to improved banking servicesin rural and semi-urban areas, enabling residentsto enhancetheir
economic and socia well-being. Microcredit, in particul ar, has proven to beava uabletool in empowering
underserved communitiesand driving positivechange.

Overdl, Smal Finance Banksareinstrumenta in uplifting rura populationsand advancing financia
inclusion efforts. Their impact on socio-economic devel opment isundeniable, demonstrating thecrucia role
they play in supporting marginaized communities.

Suggestions

»  Small Finance Banks has been established by the Government of Indiaand RBI to provide better
banking servicesto every section of the society. To achievethisobjective, SFBshavetofollow low-
cost operations system based on thelatest technological tools.

»  Thetwo biggest chdlengesfor thesebanksare having skilled workers and using advanced technol ogy.
Current employees need training to sell new products and handledeposits. Toreach rural areaswith
little or no banking facilities, these banks can use affordabl e mobile technol ogy.

»  SFBsgenerdly givenfinancia support to small businessenterprisesand micro and small industries.
They should also providetraining to teach peoplein rura areashow to runtheir businesses better.

»  Most of the customers of these banks live in the semi-urban and rural areas, many of them don’t know
much about handling their smal saving. Financid literacy can help them usetheir money wisdly for their
businesses.

»  Whilesanctioning loansthe concerned SFB officer should identify potentia borrowers. The bank
should dso ascertaintheviahility of project and loanisgivento only these projects, which can generate
employment and sufficient surplusincomefor repayment of |oan.

»  Thecost of project should be estimated before sanctioning loan to avoid over and under financeto the
project and proper alowance be given to meet the cost of social obligations, whileestimating their

repaying capacity.
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