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Imagine a corpo-
rate MSME, approaching a 
bank for a loan to meet 
some obligaƟon. Now, what 
if the bank rather than 
provisioning this business 
with a loan decides to take 
an equity stake? Legally, tradiƟonally-operaƟng 
American and Indian banks are refrained from 
entering into such a relaƟonship. That, alt-
hough there are development banks, bank-
subsidiaries, and special purpose vehicles lend-
ing on the basis of equity parƟcipaƟon.  

The interest in banks adopƟng an equity par-
ƟcipaƟon model is increasing and driven by a 
confluence of economic, regulatory, and tech-
nological factors. Primarily, there has been an 
acknowledgment that tradiƟonal debt financing 
has been inefficient in supporƟng business 
growth. Secondly, there has been a need to ad-
dress lending pracƟces in high-growth sectors 
such as technology or renewable energy where 
a tradiƟonal lending model can be limiƟng. 
More importantly, to the tradiƟonal banking 
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model the new model could be a crucial di-
versificaƟon strategy.  

One of the most compelling arguments for 
banks adopƟng an equity parƟcipaƟon model 
is the alignment of interests between the 
bank and the bor-
rowing company. In 
a tradiƟonal loan 
arrangement, the 
borrower bears the 
full risk of the busi-
ness venture, while 
the bank is primari-
ly concerned with 
the repayment of 
the loan and inter-
est. Equity parƟci-
paƟon, on the other 
hand, transforms 
banks into stake-
holders, incenƟvizing them to support the 
long-term success of the company. 

This model also offers the potenƟal for 
higher returns. Unlike fixed interest income 
from loans, equity stakes can yield significant 
dividends and capital gains if the company 
performs well. This can be parƟcularly advan-
tageous in high-growth sectors such as tech-
nology and renewable energy, where tradi-
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Ɵonal lending might be too risky due to the 
volaƟlity and uncertainty involved. 

Risks and benefits for banks 

Furthermore, equity parƟcipaƟon can pro-
vide companies with more flexible financing 
opƟons. Without the burden of regular inter-
est payments, companies can reinvest cash 
flows into their operaƟons, fueling further 
growth and innovaƟon. This can be a criƟcal 
advantage for startups and companies in capi-
tal-intensive industries. 

Despite the potenƟal benefits, there are 
significant risks associated with equity parƟci-
paƟon by banks. The most obvious risk 
is market volaƟlity. Equity investments are 
subject to fluctuaƟons in market value, which 
can result in substanƟal losses for banks. This 
is parƟcularly concerning in a country 
like India, where economic and market condi-
Ɵons can be highly unpredictable. 

Another criƟcal issue is corporate govern-
ance. Banks tradiƟonally focus on credit risk 
management, and transiƟoning to equity par-
ƟcipaƟon requires experƟse in managing cor-
porate governance and operaƟonal risks. 
There is a risk that banks may lack the neces-
sary skills and experience to effecƟvely over-
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see the companies they invest in, potenƟally 
leading to poor investment decisions. 

Regulatory constraints pose a significant 
hurdle. The Reserve Bank of India (RBI) cur-
rently restricts banks from holding equity 
stakes in non-financial companies, except 
within specified limits for financial services 
and insurance businesses. This restricƟon is in 
place to miƟgate risks associated with conflicts 
of interest and ensure the stability of the 
banking sector. According to a 2023 RBI circu-
lar, banks are limited to a maximum of 10% 
equity in financial and insurance companies, 
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aimed at prevenƟng overexposure to market 
risks and ensuring a focus on core banking ac-
ƟviƟes. 

Several papers have deliberated on the pros 
and cons of such a model. For banks to adopt 
an equity parƟcipaƟon model, several regula-
Ɵons would have to be evaluated. Any legal 
amendments would require careful considera-
Ɵon of the potenƟal impact on financial stabil-
ity and the development of stringent guidelines 
to manage associated risks. Policymakers would 
also need to balance the potenƟal economic 
benefits of increased equity financing against 
the need to maintain a stable and secure bank-
ing system. As such, it remains a topic worthy 
of detailed consideraƟon and debate among 
policymakers, financial insƟtuƟons, and corpo-
rate stakeholders. 
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