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INTRODUCTION

I, the Chairman of the Joint Committee to enquire into irregularities in securities and
banking transactions, having been authorised by the Committee to submit the Report on their
behalf, present the Report of the Committee.

2. The Committee were constituted on a Motion adopted by Lok Sabha on 6th August, 1992
and concurred in by Rajya Sabha on 7th August, 1992. The Chairman of the Committee was
appointed by the Hon'ble Speaker on 10th August, 1992 The terms of reference of the
Committee are given in Appendix-V.

3. The Committee were instructed to make a Report to the House by the end of Winter
Session, 1992. As the Committee could not complete their work by the scheduled date they
sought four extensions, the last extension being upto the last day of the Winter Session, 1993.

4. Two Members of the Committee viz., Smt. Basava Rajeswari and Shri P.M. Sayeed
resigned on their induction in the Union Council of Ministers. Shri A. Charles and

Shri M.O.H. Farook were appointed in their places to serve on the Committee with effect
from 5th March, 1993.

Shri Dipen Ghosh, M.P. retired from the membership of Rajya Sabha on 9th July, 1993
and ceased to be a member of the Committee. Shri Sukomal Sen was appointed in his place
with effect from 6th August, 1993.

Another Member of the Committee viz., Shri Yashwant Sinha ceased to be a Member
of the Committee consequent upon his resignation from the membership of Rajya Sabha with
effect from 14th November, 1993. Shri Digvijay Singh was appointed in his place with effect
from 7th December, 1993 to serve on the Committee.

The Committee place on record their appreciation of the valuable contribution made
by Smt. Basava Rajeswari, S/Shri P.M. Sayeed, Dipen Ghosh and Yashwant Sinha to the
deliberations of the Committee.

9. The Committee constituted three Study Groups for detailed examination of the various
aspects relating to the irregularities in securities and banking transactions as indicated below:

Study Group I =~ Government of India including Ministry of Finance and Reserve Bank of
India.

Study Group II  Banks, Financial Institutions and Finance Companies.

Study Group III Public Sector Undertakings, Stock Exchanges, Securities and Exchange
Board of India (SEBI) and Brokers.

A Working Group on Procedure and Programme was also constituted. The composition
of Study Groups and the Working Group is given in Appendix-VII.

6. A Sub-Committee of the Joint Committee consisting of — Chairman S/Shri Jaswant
Singh, Rabi Ray, Jagesh Desai and Dipen Ghosh were appointed on the 28th April, 1993 to
draft the Report of the Joint Committee.

/. The Committee held ninety-six sittings in all. Of these, 4 sittings were held for technical
briefing, 55 sittings were devoted for recording of evidence and 37 sittings for in-house
deliberations. The total duration of the sittings of the Committee was 410 hours. The
Committee took evidence of two Ministers, one Ex-Minister, officials /ex-officials of Banks,
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Non-Banking Finance Companies, both in public and private sector, Public Sector
Undertakings, RBI, SEBI, Investigating Agencies — CBI, CBDT and Enforcement Directorate,
Ministries /Departments of the Government of India, Presidents and Executive Directors of
selected Stock Exchanges and other individuals. The list of individuals and organisations
whose representatives gave evidence before the Committee, is given in Annexure.
A verbatim record of the oral evidence before the Committee running into about 5400 pages,
was kept.

8. The Study Groups, Working Group and the Drafting Sub-Committee held 13, 9 and 20
sittings respectively. The total duration of these sittings was 96 hours.

9. The Committee undertook tour to Bombay from 4th to 6th November, 1992 and visited
Bombay Stock Exchange and held informal discussions with the representatives of the Indian
Banks Association, All India Workmen Union, All India Officers Association in Banking
Industries and All India Bank Depositor’s Association, etc.

10. The Committee considered the final draft of the Report and adopted the same
unanimously at their sitting held on 8th December, 1993.

1. The Minutes of the sittings of the Committee form Part II of the Report.

12. For facility of reference and convenience, the observations, conclusions and recommen-
dations of the Committee are also given separately at the end of the Report.

13. The Committee wish to express their thanks to the Ministers, ex-Ministers, represen-
tatives of various other Ministries /Departments, Organisations and individuals for placing
before them the material and information asked for by them in connection with the
examination of the subject and for giving evidence before them.

14. To assist the Committee in their work a Special Cell under the overall charge of
Shri G.L. Batra, Additional Secretary and headed by Shri S.C. Gupta, Joint Secretary was
created. The other officers in the Cell included Smt. Ganga Murthy, Deputy Secretary;
5/Shri K.L. Narang, P. Sreedharan, Under Secretaries; late S.S. Malhi, Assistant Director:
Shri Dilip K. Singh, Executive Officer. S/Shri P.C. Koul, N.S. Hooda, N.C. Gupta, Reporting
Officers and other supporting staff, S/Shri Satish Loomba, Deputy Secretary;
S.A. Venkataraman, ex-Principal, Staff Training College, R.BI. and Dr. Dharmendra
Bhandari, Assistant Professor, University of Rajasthan also assisted the Committee for
sometime. The Committee place on record their deep appreciation for the hard work,
dedication and valuable assistance rendered to them by all the officers and staff.

RAM NIWAS MIRDHA

. Chairman,
Joint Committee to enquire into Irreqularities

in Securities and Banking Transactions.

NeEw DELHL
December 11, 1993
Agrahayana 20, 1915 (Saka)
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ANNEXURE
[Para 7 of Introduction]

List of individuals and organisations whose representatives
gave evidence before the Committee

1. Governor, Reserve Bank of India.
2. Public Debt Office (PDO), RBI.
3. Department of Banking Operations and Development (DBOD), RBL
4. State Bank of India.
5. Andhra Bank.
6. UCO Bank.

7. Canara Bank.

8. Vijaya Bank.

9. Bank of Madura.

10. Allahabad Bank.

11. Bank of Karad (In Liquidation).

12. Metropolitan Cooperative Bank Ltd. (In Liquidation).
13. Standard Chartered Bank.

14. Citibank.

15. Bank of America.

16. ANZ Grindlays Bank.

17. SBI Capital Markets Limited.

18. National Housing Bank.

19. Andhra Bank Financial Services Ltd. (ABFSL).

20. Canfina

21. Canbank Mutual Fund.

22. Allbank Finance Ltd.

23. Fairgrowth Financial Services Ltd.

24. Ministry of Finance.

25. Ministry of Industry, Department of Public Enterprises (DPE) and Department
of Heavy Industry.

26. Ministry of Petroleum and Natural Gas.
27. Ministry of Commerce.

28. Ministry of Railways (Railway Board).
29. Department of Atomic Energy.

30. Department of Fertilizers.

31. Central Bureau of Investigation.

32. Central Board of Direct Taxes.

33. Enforcement Directorate.
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34.
3.
36.
3L
38.
39.
40.
41.
42.
43.
44
45.
46.
47.
48.
49.
50.
a1,
D2
23.
54.
aD.
56.
97
58.
99,

60.
61.
62.
63.
64.
65.
66.
67.
63.
69.
70.
7l

Securities and Exchange Board of India.
Air India.

Indian Airlines.

Vayudoot.

Oil Industry Development Board.

Oil & Natural Gas Commission.

Power Finance Corporation Limited.
Indian Railway Finance Corporation Limited.
Maruti Udyog Limited.

Bharat Heavy Electricals Limited.

Oil India Limited.

Gas Authority of India Ltd.

Hindustan Petroleum Corporation Limited.
Indian Oil Corporation.

IBP Co. Ltd.

Bharat Petroleum Corporation Ltd.
Nuclear Power Corporation of India Ltd.
Indian Farmers’ Fertilizer Cooperative Limited.
Krishak Bharati Cooperative Limited.
Rashtriya Chemicals & Fertilizers Ltd.
State Trading Corporation.

Minerals and Metals Trading Corporation of India Limited.
Export Credit Guarantee Corporation of India Ltd.

India Trade Promotion Organisation.

Container Corporation of India Ltd.

Presidents and Executive Directors of Stock Exchanges, Bombay, Calcutta,

Madras and Delhi.

Shri Harshad S. Mehta — Broker.
Shri Pallav Sheth — Broker.

Shri Ajay Kayan — Broker.

Shri Bhupen C. Dalal — Broker.
Shri Hiten P. Dalal — Broker.
Shri Abhay D. Narotam — Broker.
Shri J.P. Gandhi — Broker.

Shri J.R. Shroff — Partner M/s. V.B. Desai, Broking firm.

Shri Naresh K. Aggarwala — Broker.

Shri T.B. Ruia, Shareholder, MCB Ltd.

Shri S.L. Khosla, Ex. Chairman, ONGC.
Shri K. Margabanthu, Ex. CMD, UCO Bank.
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72
73.
74.
75.
76.

78.

79.
80.
81.
82.

SR S

86.

Shri M.N. Goiporia, Ex. Chairman, SBL

Shri Amitava Ghosh, Ex. Deputy Governor, RBI.

Shri K.R. Nayak, Ex. CMD, Andhra Bank.

Shri N.D. Prabhu, Ex. CMD, Canara Bank.

Shri K. Madhavan, Ex. Joint Director, CBI.

Dr. V. Krishnamurthy, Ex. Member, Planning Commission.

Shri R. Kannan, Ex. Executive Director, Merchant Banking Division of Standard
Chartered Bank.

Shri P.S. Nat, Ex. Chief Executive of Standard Chartered Bank.
Shri C.V. Siva Prasad, Managing Director, Andhra Bank Financial Services Ltd.
Shri Y. Sunder Babu, Ex. Managing Director, Andhra Bank Financial Services Ltd.

Shri N. Krishna Mohan, Managing Director, Goldstar Steel & Alloys Limited,
Hyderabad.

Shri Kalyanaraman, Senior Vice-President, ABFSL, Bombay.
Dr. Manmohan Singh, Minister of Finance.

Shri B. Shankaranand, Minister of Health and Family Welfare and the then Minister
of Petroleum and Natural Gas and Chairman, OIDB.

Prof. Madhu Dandavate, Former Minister of Finance.

(xi)




CHAPTER -1

JOINT COMMITTEE — ITS CONSTITUTION

L1 The capital market recorded a phenomenal growth since 1980s and the share prices in
the stock market touched the peak levels in the years 1991 and 1992. The All India Index
Number of share prices computed by the Reserve Bank of India (RBI) on a weekly basis,
with the base year 1980-81 equal to 100, recorded an increase from 554.9 in April 1991 to
971.3 in June 1991. The prices continued to rise further and the RBI Index moved further
to 771.9 in September, 1991. By end December 1991, the index touched a level of 805.1. During
the same period the Bombay Stock Exchange (BSE) sensitive index with the base year 1978-
79 equal to 100 recorded an increase from 1193.61 on 1 April, 1991 to 1361.72 on 21 June,
1991 and moved up further to 1912.35 on 16 September 1991. By end December, 1991, the
index reached 1915.12. Commenting on this increase, the Economic survey of 1991-92
presented by the Ministry of Finance in February 1992 reflected, “The market sentiments
gathered further bullishness following the new fiscal measures announced in the Union
Budget for 1991-92 and the new policy initiatives of far-reaching consequences announced

in the Industrial Policy Statement in July 1991, and the Trade Policy Statement in August,
1991.”

12 Though the share prices in the stock Market registered a slow rate of growth in the
months of November and December 1991, the prices started once again booming from early
January, 1992. The RBI index rose from 840.7 in January, 1992, to 991.2 in February and
touched an all time high of 1324.9 in March 1992. The rise in the BSE sensitive index was
much more significant in the first quarter of 1992 when the index moved up from 2302.5
In January, 1992, to 3047.68 in February and 4285 in March 1992 touching a peak of 4467.32
by 22.4.1992. A graphic presentation of the movement of BSE sensitive index during the
period 1.4.1991 to 21.8.1992 is given in Appendix L.

1.3 Parliament meanwhile was exercised over the abnormal spurt in share prices and
members expressed their concern both in the Lok Sabha and the Rajya Sabha. In reply to
Unstarred Question No. 4969 in the Lok Sabha on 27.3.92, the Minister of State in the Ministry
of Finance, stated, “The share prices have shown rising trend during the last nine months
due to market factors including the recent liberalised policies of the Government”. Attention
of the Government was also drawn by the members to the impact such abnormal rise in the
prices of shares had on the economy. The matter came in the form of a Starred Question
(No. 484) in the Rajya Sabha on 31.3.1992. The Minister of State in the Ministry of Finance
informed the House: “ Government have taken note of the general increase in the prices of
shares of companies including the prices of shares of multi-national companies operating
in India. The increase was mainly on account of expectations of investors generated by the
rise in the level of foreign exchange reserves and the improvement of overall economic
environment. The low floating stock in the market and excess of funds flowing into the stock
market also contributed significantly to this increase. While the holding of shares with the
financial institutions is sizeable, there is no indication to suggest that the spurt in prices of
shares was due to withholding of shares in huge blocks by these institutions”.

L4 The Finance Minister held a meeting with the Presidents of the Stock Exchanges and
the Chairman, Securities and Exchange Board of India (SEBI) on 28.3.92 regarding the
functioning of Stock Exchanges. A copy of the record of discussions of the meeting is given
in Appendix II. SEBI addressed a letter on 10th of April, 1992 to the Stock Exchanges
regarding implementing the provisions under the SEBI Act, particularly Section 12(1), where



registration by the stock brokers had become obligatory. As a measure of protest, a strike
call was given by the stock brokers and members of most Exchanges in the country refrained
from trading between 16th and 24th April, 1992.

1.5 The irregularities in the conduct of banking and securities transactions however
surfaced on 23rd April, 1992 in the press highlighting that the State Bank of India (SBI) is
making frantic efforts to reconcile the books of its securities and investment department in
the wake of the discovery that several hundred crores had been advanced without following
due procedure and possibly without collateral securities.

1.6 The subject relating to the behaviour of the share market and the irregular diversion
of funds from banks to the stock market came up for detailed discussion in the Rajya Sabha
on the 29th of April, 1992. Describing the boom in the share market as artificial and
speculative in nature and being fuelled by the investments being made by a number of
nationalised banks, the members urged the Government to take prompt corrective action.
The members demanded a commission of inquiry to go into shortfall in the securities held
by the SBI and the irregular diversion of funds from SBI to the stock market through select
brokers. The working of the Public Debt Office (PDO) in the RBI in this context also engaged
the attention of the House.

1.7 The situation arising out of the strike by share brokers resulting in the closure of stock
exchanges, over the implementation of the provisions regarding registration under the
Securities and Exchange Board of India (SEBI) Act and the steps taken by the Government
in regard thereto came up for discussion in the Lok Sabha on a Calling Attention Motion
on 30th April, 1992. A copy of the statement made by the Finance Minister is shown as
Appendix III.

1.8 While responding to the Motion, the Finance Minister stated in Parliament that he did
not have a fool-proof answer as to what determines the stock market prices. Recounting the
steps initiated in this regard, he informed the House about his meeting with the Presidents
of Stock Exchanges on 28th March, 1992, at which he impressed upon them the need to
maintain efficiency and orderly stock market behaviour to promote the confidence of
investors, directing the RBI to regulate bank credit for share transactions, and conduct of
searches and raids on business and residential premises of a group of brokers. He also
informed the House that simultaneously, RBI had been asked to set up a Group to look into
the system and procedure from the point of view of strengthening, monitoring, supervision
and detection and to take suitable remedial and preventive action. As regards securities
transactions, acknowledging the occurrence of malpractices, he informed the House that he
had asked RBI to look into the whole matter not only relating to SBI but of all other banks.
This enquiry would be conducted under the overall supervision of a Deputy Governor, RBI
(Shri R. Janakiraman). Referring to the irregularities, the Finance Minister indicated that there
had been a systems failure and “The Government will go into the causes as to why such
things have happened and also what needs to be done to tone up the system”. As regards
the brokers strike, the Finance Minister expressed the view that the strike will be dealt with
sternly and that with the statutory backing accorded, SEBI will “act as a watchdog, as a
guardian of what happens in the stock market”.

1.9 In the Rajya Sabha, the Finance Minister in his statement on 4th May, 1992 (Appendix
IV), regarding the buoyancy in the stock market stated, “the increase in prices of shares of
companies listed on the stock exchanges was on account of several factors including the
expectations of the investors generated by the improvement of overall economic environ-
ment and the rise in the level of the foreign exchange reserves”. However, after detailing
the measures initiated including according statutory status to SEBI, tightening of credit
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margins to discourage use of bank credit for speculative activity, the Minister expressed the
view, “the Indian economy and the capital market are quite large and capable of absorbing
fluctuations in prices on the stock market. There is no cause for undue alarm. Government
is keeping a close watch on the situation. It is true that in recent weeks, there has been an
excessive bout of speculative activity in the stock market. Apart from expectation about the
overall economic health of the economy, the relatively low level of floating stock in the
" market and the excess of funds flowing into the market also contributed to the increase in
share prices until 26 April, 1992. Unfortunately it appears that to a certain extent, bank funds
have also been used for this purpose”. Commenting on the RBI, he stated : “I must
compliment the RBI that they became cautious that something was wrong. Right from
January onwards, they started investigating the problem, reconciliation of the SGL”. Through
a special mention in the Rajya Sabha on 14 May, 1992 the question of having a Parliamentary
probe into the role of the RBI in the scandal relating to the funds of the banks being diverted
to the stock market and the lack of effective monitoring of the securities transactions by the
Public Debt Office (PDO) and the Department of Banking Operations and Development

(DBOD) of the RBI came up for discussion. Discussion also centred round the collusion of
bank officials and brokers.

110 The Government on June 6, 1992, promulgated an ordinance providing for the
establishment of a Special Court for the trial of offences relating to transactions in securities
and for matters connected therewith or incidental thereto. Justice Shri S.N. Variava, a sitting
Judge of the High Court at Bombay, was nominated to head the Special Court and
Shri A K. Menon, Additional Deputy Comptroller and Auditor General as Custodian under
Section 3 of the Ordinance. The Custodian notified the names of forty one persons and
institutions under the provisions of the Ordinance in order to prevent the diversion of the
property of the offenders.

1.11 In his statement on the irregularities and fraudulent transactions in banks and other
financial institutions in the Rajya Sabha on 8th July, 1992, the Finance Minister referred to
the findings of the Janakiraman Committee Report submitted in May 1992 and confirmed
that “unscrupulous brokers” in collusion with certain bank officials had manipulated
securities transactions of banks and financial institutions for their own purposes in a variety
of ways and in clear violation of the established rules, guidelines and prudent business
practices. Referring to the action taken he informed the House that the matter based on
preliminary investigations, had been referred to CBI, administrative action taken against
officials involved in these irregularities, a special court for trying offences established and
searches and raids by income-tax authorities continued. This had been followed up by
investigations into Foreign Exchange Regulation Act (FERA) violations by the Enforcement
Directorate and suspension of the main share brokers involved. He also informed the House
that the RBI was looking into the Securities transactions of all the major banks to further
tighten up the systems of monitoring and supervision. RBI had in fact introduced concurrent
audit in respect of treasury transactions and measures were taken up for gearing up internal
control machinery and streamlining of fund management operations. The members

demanded an enquiry by a Joint Committee of Parliament into the whole matter. The matter
was further discussed in the Rajya Sabha on 9th, 21st and 29th July, 1992.

1.12 Reacting to the deliberations in both the Houses of Parliament, the Prime Minister in
a statement on 9th July, 1992, stated : “I feel that there is need for a comprehensive inquiry
through the instrument of Parliament which not only fully establishes Parliamentary
Supremacy but also provides an effective safeguard to protect the country’s interests. I am
therefore requesting the Hon'ble Speaker to proceed with the formation of a Joint
Parliamentary Committee and entrust it with the task ..... I would like to assure this august



House that my desire and purpose remain, as they have been so far, to unveil the truth and
ensure the smooth transformation to a vibrant economy in the larger interest of the nation”.

The matter was discussed further in the Lok Sabha on 9th, 14th and 31st July and 3rd and
4th August, 1992.

1.13 The motion regarding appointment of a Joint Committee to enquire into the
irregularities in securities and banking transactions was moved and adopted in the
Lok Sabha on 6th August, 1992 (Appendix V), and concurred in by the Rajya Sabha on
7th August, 1992 (Appendix VI).

The motion moved in the Lok Sabha inter-alia stated that the Rules of Procedure of the
House relating to Parliamentary Committee shall apply. It, however, added : “The
Committee may if need arises in certain matters adopt a different procedure with the
concurrence of the Speaker”. During the discussion in the House on the motion regarding
the appointment of JPC, the Leader of the Opposition specifically mentioned that the above
procedure had been provided to enable the Committee if it felt necessary, to summon a
Minister with the concurrence of the Speaker. Some other Members also expressed the hope
that the Committee would have the fullest cooperation from the Ministers. The Joint
Parliamentary Committee was constituted on 10th August, 1992, with Speaker, Lok Sabha,

appointing Shri Ram Niwas Mirdha from amongst the Members as the Chairman of the Joint
Committee.

1.14 The Committee immediately after its constitution held its first sitting on 12th August,
1992, the broad procedure to be adopted by the Committee for its working was deliberated
upon. While some members pleaded for the entire proceedings to be thrown open to the
media, the consensus was that the proceedings should be kept strictly confidential. However,
in view of widespread public interest, it would be desirable for the Chairman to brief the
press after each meeting of the JPC. At the same time, it was agreed that no member of the
JPC would reveal the proceedings outside the precincts of the Committee. Accordingly,
making a departure from the existing conventions and practices, the Committee empowered
the Chairman to brief the Press for which the necessary approval was given by the Speaker.

1.15 For facilitating a comprehensive examination of the complex subject, three Study
Groups were constituted as indicated below :

Study Group 1 - Government of India including Ministry of Finance and RBI.
Study Group II - Banks, Financial Institutions and Finance Companies.
Study Group III - Public Sector Undertakings, Stock Exchanges, Securities & Ex-

change Board of India and Brokers.
The composition of the Study Groups is given in Appendix VII.

1.16 Direction 99 of the Directions by the Speaker provides: “A Minister shall not be called
before the Committee either to give evidence or for consultation in connection with the
examination of estimates or accounts by the Committee. The Chairman of the Committee
may, however, when considered necessary but after its deliberations are concluded, have
an informal talk with a Minister, the estimates or accounts of whose Ministry or undertaking
were under consideration by the Committee....” However, as the motion adopted by the
House for the JPC provided that the Committee might if need arises in certain matters adopt
a different procedure with the concurrence of the Speaker, a specific request was made to



the Hon’ble Speaker, Lok Sabha, by the Chairman on 22nd February, 1993, as decided
by the Committee for permitting the Committee to call written information on certain
points from Ministers/ex-Ministers and to call them for evidence before the Joint Committee,
if considered necessary on account of the ‘wide ramifications of the subject under
examination.

1.17 Hon'ble Speaker, Lok Sabha accorded the necessary approval on 4th March, 1993.
While granting approval, he stated that this was being done in view of the uncommon nature

of the case and the views expressed by the leaders of all parties at the time of constituting
the Committee and also later.

1.18 The Committee accordingly called information in writing on certain points from the
following Ministers/ex-Ministers:

(I) Shri Manmohan Singh

(2) Shri B. Shankaranand
(3) Shri V.P. Singh

(4) Shri Yashwant Sinha
(5) Shri S.P. Malaviya

(6) Prof. Madhu Dandavate

(7) Shri Chinta Mohan
(8) Shri Madhavrao Scindia
(9) Shri N.D. Tewari

(10) Shri P. Chidambaram

1.19 The Committee also took evidence of
(1) Shri Manmohan Singh, Finance Minister

(2) Shri B. Shankaranand, Minister of Health and Family Welfare
and the then Minister of Petroleum & Natural Gas

(3) Prof. Madhu Dandavate, ex-Minister of Finance.



CHAPTER - IT1

SCAM — AN OVERVIEW

2.1 A principal task before the Committee was to knit together the various strands relating
to banking and securities transactions into such shape as would lead itself to proper
investigation. Progressively, as the dimensions of the scam became known, various isolated
and unconnected enquires were commissioned: the banks concerned undertook departmen-
tal enquiries; vigilance investigations were also set in motion. The SEBI undertook its own
efforts, as did the BSE. The RBI, as the principal regulatory body took serious note of the
matter and constituted a Committee under the Chairmanship of Shri R. Janakiraman, Deputy
Governor, RBI on 30.4.1992. Its terms of reference, were to:

(a) enquire into the extent of non-compliance by banks and financial institutions with the

guidelines of the RBI regarding securities transactions including transactions in PSU
bonds, units, etc.;

(b) enquire into the inadequacies in systems and procedures in force in these institutions
generally and the extent of use of Bank Receipts (BRs) which have been in vogue in
regard to the transactions in Government securities and other instruments;

(c) suggest such corrective steps as may be necessary to have a more efficient and
accountable system in the future;

(d) examine and determine the extent of malpractices, if any, indulged in by officials of
banks and financial institutions, where their funds have been allowed to be used for
speculative transactions by brokers and other intermediaries and whether undue
benefits have been thereby derived by brokers and others through unauthorised access
to borrowed funds of the banks/financial institutions and fix responsibility thereof and
recommend the action to be taken: and

(€) scrutinise the procedure adopted by Public Debt Offices (PDOs) of the RBI in regard
to the maintenance of SGL accounts and other related matters and suggest remedial
measures to tone up the responsiveness of the system.

The Committee submitted six reports during May 1992 to April 1993.

2.2 For possible violations of FERA and exchange control regulations the enforcement
directorate was energised. The CBDT began looking at possible tax violations. For suspected
criminal acts the CBI was commissioned. PSUs and their activities began to be scrutinised
by their Boards and the administrative ministries concerned. Various special audits of banks,
foreign, private and nationalised, were conducted. Non Banking Financial Companies
(NBFCs) too became an area of close scrutiny. In all this, however, the Government, Ministry
of Finance or other ministries involved played no coordinating role. There was no
channelising this display of energy by Governmental organisations into any recognisable
directions.

2.3 But before any of this, there had to be that triggering mechanism which would bring
to torefront all these many questionable activities and turn on them the full glare of public
cconcern. The first report about irregularities in securities transactions by the SBI appeared
in the Press on 23 April 1992. This failure on the part of the premier bank of the country
jangled the financial nerves of our commercial capital, Bombay. When voices of concern were
raised in Parliament, Government reaction was not prompt. The crisis did not resolve itself,



rather obstinately persisted and deepened. Just about that time, the BSE stopped operations,
the brokers went on a sudden strike. In hind-sight it is ironic to reflect that had this strike
not occurred the irregular transactions in shares and securities would have continued for
some time. This strike of the brokers of BSE was the reaction to a directive of the Securities
and Exchange Board of India, to the brokers, to re-register themselves and to pay higher
registration fees. As this new regulation was not acceptable, protest by stopping of work was
resorted to . An unintended consequence of SEBI’s otherwise wholly laudable scheme of
bringing order into the ranks of brokers was the closure of BSE which in turn, stopped flow
of money. And as this volume of accumulated, un-settled transactions travelled backwards
through the drains of questionable practices, the entire system clogged, then ceased working
altogether. It is at this juncture that the enormity of what was happening finally struck home.

An agitated Parliament demanded the constitution of a Joint Parliamentary Committee
which the Government readily accepted.

24 When this Committee was appointed already in existence was the Janakiraman
Committee which was seized only of the securities transactions aspect of the scam in banks
and their subsidiaries. However, there was no in depth enquiry into the possibility of
malfunctioning of various ministries including of the Ministry of Finance or the RBL It had
also uptill then, not been found necessary to institute a comprehensive inquiry into
irregularities by either the non-banking financial companies or any of the PSU.

2.5 The Committee, in the early weeks of its endeavours, collected all these various
diversely functioning strands. In the very establishment of the Study Groups by the
Committee (Appendix - VII) was a recognition of the principle that it was seized with three
overlapping layers: The decision makers, i.e. the Government of India, Ministry of Finance
etc.; the implementors i.e. the banks, PSU etc.: and thirdly, the field executors i.e. the brokers,
officials etc; The Committee were seized of the responsibility to identify the full dimension
of the banking and securities transactions matter; the direction and destination of the fund
flows thus released; the identification of the various wrongs that had taken place, the

consequences of them, the needed remedial action. Where it could, the Committee were to
identify the guilty.

2.6 The Committee knit all these together. The table of contents of this Report identifies
the principal constituents of the scam. The Committee worked under considerable

constraints of time and expertise. It sought assistance from and received it in varying degrees
from various quarters.

2.7 The scam is basically a deliberate and criminal misuse of Public funds through
various types of securities transactions with the aim of illegally siphoning of funds of
banks and PSUs to select brokers for speculative returns. The latest irregularities in the
securities and banking transactions, are manifestations of this chronic disorder since they
involved not only the Banks but also the stock market, financial institutions, PSU, the
central bank of the country and even the Ministry of Finance, other economic ministries
in varying degrees. The most unfortunate aspect has been the emergence of a culture of
non-accountability which permeated all sections of the Government and Banking system
over the years. The state of the country’s system of governance, the persistence of non-
adherence to rules, regulations and guidelines, the alarming decay over time in the
banking systems has been fully exposed. These grave and numerous irregularities
persisted for so long that eventually it was not the observance of regulations but their
breach that came to be regarded and defended as “market practice”. Through all these
years the ability of the concerned authorities to efectively address themselves to the
problems has been tested and found wanting. The consequence of these iregularities in
securities and banking transactions are both financial and moral. During the period from
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July, 1991 to May, 1992 the most glaring proof of the nexus between the irregularities in
banks and the overheating of stock market which came to light is explained by the graphic
representations of the BSE Index and the fact that there was a sharp increase in securities

ties related with the scam. What is more apparent is the systematic and deliberate abuse
of the system by certain unscrupulous elements. It is abundantly clear that the scam was
the result of failure to check irregularities in the banking system and also liberlisation
without adequate safeguards. There is also some evidence of collusion of big industrial
houses playing an important role. It is because of these elements that the economy of the
country had to suffer and while some gained thousands of crores, millions of investors
lost their savings. The criminality of the perpetrators of the scam becomes all the more
despicable as it was during this period that the country was passing through most trying
times, economically and financially. An observation that the Committee has been
constrained to make at a number of places in the succeeding chapters is that for all these
not many have yet been identified and effectively punished.

aspect about which the Committee express its grave concern is the supervisory role and
responsibility. That supervision failed from top to bottom is both self-evident and is
detailed in subsequent chapters. What is extremely worrisome to the Committee, however,
is an unhappy side effect. Amongst all the witnesses that appeared before the Committee,
in all the many hours of evidence taken, the Committee seldom came across an instance
where responsibility for wrong was forthrightly accepted. Further, and more worrisomely,
the Committee found that as of routine, through the entire apparatus of Governmental
machinery, a very damaging approach seems to pervade, that of transferring responsibility
downwards. This distressing lack of fibre in the apparatus of governance can only
debilitate the state. This persuades the Committee to briefly comment upon the third
dimension of this entire matter, which is moral. No system can work through regulations
alone, of course, it cannot work if they be flouted; but much more than that, if a system
be devoid of the moral quotient, of a commonsense appreciation of right from wrong, of
a sense of public duty particularly when entrusted with public funds, then it cannot work.

2.9 Subsequent chapters amplify and illustrate these overview observations of the Committee.



CHAPTER - II1

FINANCIAL SYSTEM — A BROAD FRAMEWORK

3.1 A good vibrant financial system is essential to provide an effective means for
implementing monetary and other economic policies to achieve the desired socio-economic
objectives. The financial system comprises financial institutions, financial instruments and
financial markets which provide an effective payment and credit system and thereby
facilitate the channelising of funds from the savers to the investors in the economy. The
institutional structure of the organised Indian Financial System is stewn with a plethora of

organisations of various sizes, functions, shapes and structures. These can be broadly
classified as under:

()
(b)

(f)

Commercial banks in public and private sector, including Indian branches of foreign
banks.

The three-tiered structure of cooperative banks catering to the need of rural credit and
agricultural sector.

Urban cooperative banks functioning in urban/metropolitan areas and providing credit
for non-agricultural sectors.

Regional Rural banks sponsored by the commercial banks in public sector in
participation with Central/State governments for meeting the rural credit need in an

Intensive manner as supplement to credit through cooperative agencies and commercial
banks.

Developmental Financial Institutions providing term lending facilities at All India
Levels such as Industrial Development Bank of India (IDBI), Industrial Financial
Corporation of India (IFCI), Industrial Credit and Investment Corporation of India
(ICICI) and Industrial Reconstruction Bank of India (IRBI) besides National Bank for
Agriculture and Rural Development (NABARD) and National Housing Bank (NHB) ,
Exim Bank, Small Industries Development Bank of India (SIDBI) and the 18 State Level
Financial Corporations and other specialised corporations set up by various state
Governments, for promotion and development of Small Scale Industrial Sector.

NBFC in private sector as well as in public sector incorporated as subsidiaries of certain
public sector banks (e.g. SBI Capital Markets Ltd. (SBI CAPS), Canbank Financial Service
Ltd (CANFINA), Andhra Bank Financial Service Ltd (ABFSL), Allbank Financial
Services etc. engaged in multifarious para-banking activities such as hire purchase/
lease financing, merchant banking, underwriting, floatation of mutual funds, venture
capital funds besides running chits/kuries, nidhis and dealing in shares/stocks.

3.2 A recent addition to the institutional structure is the setting up of the Discount and
Finance House of India (DFHI) as a wholly owned subsidiary of RBI. Besides the above, the
Unit Trust of India (UTI), Life Insurance Corporation of India (LIC), and the General
Insurance Corporation (GIC) also play an important role in the financial market. Of late, the
PSUs especially the large sized ones have also come to play a significant role on account

of sizeable surplus funds generated by them from time to time through bond issues or other

3.3 The commercial banking sector occupies a place of pride in the financial system of the
country and it has undergone a sea-change in its geographical coverage and nature of
activities. At present it comprises the SBI along with its seven subsidiaries, the 20 nationalised



banks, 23 private sector banks besides the 24 foreign banks having their head offices abroad.
The public sector banks comprising SBI group together with the nationalised banks account
for over 90% of the total banking business. Even though no fresh banking company had been
licenced and allowed to operate ever since 1949 when the Banking Regulation Act came into
force (apart from the two joint sector companies viz., the Poorbanchal Bank and Bharat
Overseas Bank), the present Government has taken a conscious decision to permit entry of
new banks in the private sector provided they satisfy certain specified norms. The other
financial institutions have also made much progress in recent years in extending its
geographical spread and functional reach. Many new financial institutions such as merchant
banks, leasing companies, mutual funds and venture capital companies have come on the
scene; there is a growing institutional continuum - a process which has been aided by
commercial banks entering into capital market activity by floating subsidiaries for the
purpose. A number of fresh financial instruments such as 182 days Treasury Bills,

Commercial paper, Certificate of Deposits (CD) and convertible Debentures have been
introduced or come into operation.

3.4 Money Market activity, though still centered on inter-bank call money transaction has
been broadening and a beginning made to develop a secondary market. The last dcentered
on inter-bank call money transaction has been broadening and a beginning made to develop
a secondary market. The last decade has witnessed the capital market growing in strength
and diversity. India has the distinction of having the oldest Stock Exchange in Asia
established in Bombay in 1875. The stock market operations were till the last decade, on a
limited scale, but the decade of 80s witnessed tremendous growth in the capital market. There
are at present 22 recognised Stock Exchanges spread all over the country, including the Over
The Counter Exchange of India (OTCEI) at Bombay. While most of these are corporate bodies
limited by shares or guarantees, three stock exchanges namely those at Bombay, Ahmedabad
and Indore are Association of individuals. The qualification and procedure relating to
admission of members to Stock Exchange are governed by the rules of respective exchanges.
The number of listed companies has gone up to 6,500 from 220 a decade back. Against an
annual average of about Rs.90 crores raised from the primary market in the Seventies, Rs.5749
crores were raised during 1991-92, the number of shareholders (investors) has also risen
sharply from about 20 lakhs to over 1.4 crores during the period and is expected to touch
4 crores shortly. The daily turnover of the stock markets has risen from a mere Rs.15 crores
in 1979-80 to Rs.332 crores by 1991-92. The number of active stock brokers have also increased
three fold from 1000 to about 3000 in the past decade. The BSE accounts for more than two-
thirds of the total turnover in securities all over India.

3.5 The SEBI was constituted on 12.4.1988 to deal with all matters relating to the
development and regulation of securities market and to protect the interests of investors.
Earlier, such functions were being discharged by the Ministry of Finance. SEBI was accorded
statutory status in February 1992.

3.6 The Ministry of Finance, Banking Division oversee and generally monitor the financial
system as a whole to ensure that it subserves the National goals and priorities. The RBI of
India (RBI) - the Central Banking and Monetary Authority of the country - which is at the
apex of the banking system, controls and regulates the functioning of the banks. It is
entrusted with the responsibility for providing a sound banking system to the country, and
is vested with wide powers of supervision over the commercial banks and urban cooperative
banks in terms of the Banking Regulation Act, 1949. The power vested in RBI under the said
Act are exercised by it through its DBOD insofar as commercial banks are concerned. The
administration of the Act as applicable to Urban Cooperative Banks is vested in another
Department of RBI viz., Urban Banks Department (UBD). A number of other Departments
in RBI also broadly concern themselves with certain aspects of working of banks.
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CHAPTER -1V

IRREGULARITIES IN SECURITIES
TRANSACTIONS — BANKS

A. Factors leading to Scam — Banks

4.1 Deposits accepted by commercial banks constitute a major chunk of their resources.
These are deployed by way of credit to various sectors of economy in accordance with the
socio-economic policies of the country. The banks are also required to keep a large portion
of deposits mobilised by them in Government and other approved securities to comply with
statutory requirements of maintaining Cash Reserve Ratio (CRR) and Statutory Liquidity
Ratio (SLR) which had gradually gone up and were till recently at a rate of 16% and 38.5%
of the net Demand and Time Liabilities (DTL) of the banks respectively.

4.2 The SLR & CRR requirements are the instruments of monetary /credit control for the
Central Banking Authority (RBI). Of late, however, SLR has come to be utilised for
investment in Government Loans and thereby provide finance to the Central/State
Governments for implementing their various projects and programmes. Thus there has been
a steady increase in these ratios which together accounted for nearly 55% of the Deposits.
As the coupon rates of Government securities were low, the banks had been voicing their
erievances and attributing this as one of the causes of their low profitability. Banks generally
subscribe to New Loans or purchase securities in the market to meet SLR requirements. A
few transactions are also undertaken to have a proper maturity pattern of the investment
portfolio and obtain optimum current yield. However, as the quantum of the portfolio
increased, some banks started indulging in purchase/sale of securities on a significant scale
to improve their earnings. Again whenever CRR is increased some of the banks who keep
over-extended positions in their credit portfolio, had to borrow to ensure compliance. This
has the tendency to shoot up the call money rates but Indian Banks Association (IBA) and
RBI had earlier imposed ceilings on rates of interest on inter-bank borrowings during the
last decade. To bypass this stipulation banks devised even a decade back the scheme of “buy-
back” or “Ready-Forward’ sales of securities to raise funds for their maintaining the required
balances with RBL These transactions involved the banks in need of cash “selling” some of
the securities in its portfolio and “buying” it back after the stipulated interval of few days
so that it could maintain the balance with RBI on the Friday and comply with CRR
requirements. The rates for purchase/sale were so negotiated that the lender gets his
stipulated return which was always higher than the Call Money rate which till 1988 was

pegged at 10%. The rates for sale/purchase of securities were totally unrelated to the market
rates and these involved an element of “Forward trading”.

43 The buy-back or ready forward transactions which came into play in the context of the
ceilings on inter-bank borrowings continued even after lifting of the ceiling. Even though
RBI in its guidelings of 15.4.1987 and 1.12.1987 (Appendix-VIII) had prohibited Ready-
forward transaction with non-bank clients and in securities other than Government securities
the practice appears to have continued mainly to pass on a higher rate of return than
permissible on “deposits” of their non-bank clients. It is also pertinent to point out here that
a process of disintermediation had set in the second-half of the eighties. In other words, the
“users’ of funds viz., industrial and commercial units started obtaining funds direct from the
savers /investors without intervention of banks. Such units both in private/public sector
whenever they had surplus funds desired to invest in avenues which would give them better
return than on deposits with banks. These gave opportunities for the banks to intervene as



“portfolio managers” and conduct Ready-Forward deals for them for a commission. The
foregoing factors combined with emphasis of exploring new avenues of business,
improvement in volume of business and profitability to cover the estimated loan losses by
banks vide RBI’s Action Plan - 1990-91 for scheduled commercial banks inter alia contributed
to the security operations by banks gaining momentum. Further the removal of interest
ceiling on floatation of debentures and public sector bonds in August 1991 led to the
devaluation of the earlier instruments in the market and added to the spurt in the trading
of these instruments. The coupon rate hikes of October 1991 and March 1992 on securities
created a flutter in the market and gave a further fillip to intense trading in bonds and
securities. With the banks running helter skeltor to minimise their losses, the brokers took
the fullest advantage of the situation and fished merrily in the troubled waters.

44 The diversion of funds from the banking sector in the scam had been largely facilitated
by the practice of banks executing a large number of “ready-forward” and “double ready
forward” transactions. According to Janakiraman Committee only 5.38% of the total
transactions during 1.4.1991 to 23.5.1992 were conducted on “outright” purchases or sales
basis. These transactions had been mainly between banks and brokers and under portfolio
management and other similar schemes.There was large diversion of ostensible surplus
funds of a large number of PSUs through these schemes. These were purely financing
transactions though they took the form of purchase and sale of investments and appeared
to be an attempt to bypass RBI directives to banks governing direct advances by banks to
brokers. Additionally a broker got access to banks funds without complying with margin
requirements as would be the case where direct loans are given. Being basically fund
management exercise and not security transactions proper, the rates agreed upon in these
ready forward transactions had no relevance to market rates. The difference between the two
rates was treated as cost of use of funds for the user. These transactions provided funds to
the brokers at rates which were lower than the “byaj-badla” rates in the market.

Early warning signals

4.5 In the course of investigation, the Committee found that most of the irregularities
in securities transactions that took place in 1991 and 1992, had been indulged in by various
banks even miuch earlier. Certain earlier inspection/scrutiny reports of RBI called by the
Committee revealed the following types of irregularities in securities transactions by
various banks. The irregularities noticed were:

i) Large percentage of transactions through ready forward deals;
ii) entering into ready forward deals by some banks;

iii) entering into transactions at rates which had no relevance to the market rates for the
purpose of window dressing/ for facilitating compliance of SLR requirement;

iv) extensive use of BRs for ready forward transactions;

v) issue of a number of further BRs on the basis of one out-standing BR, issue of BRs
having no backing of securities; and

vi) facilitating the brokers to take temporary position in Government securities without
involvement of their funds by putting the transactions through brokers account and
issuing BRs on behalf of the brokers.

46 The three instruments widely misused in the irregular transactions were 1)Bank
Receipts (BRs); 2) Subsidiary General Ledger (SGL) transfer forms; and 3) Bankers cheques.
BR is a non-transferable unstamped trust receipt issued by a bank selling securities when
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it is not able to effect physical delivery of the securities sold even after the receipt of the
purchase consideration for reasons such as the securities are lying at another centre. In terms
of the B.R., the seller bank undertakes to hold the security on trust for the purchaser for the
short period till delivery and it is generally considered valid for 90 days or till delivery is
effected whichever is earlier. In the inter bank market, a large number of transactions in
securities were being concluded by means of BR deliveries (instead of physical delivery of
securities sold); however, there was no uniformity in the format of the BR and there were
also no set guidelines for its usage. B.R. does not find a place in the Banking Regulation Act,
1949. It was only on the 6th May, 1991 that IBA issued a circular prescribing a format
and laying down certain broad guidelines and recommending its adoption by member
banks and other financial institutions like IDBI/IFCI/ICICI/NABARD etc. The RBI for the
first time inter-alia issued instructions to banks in this regard in their Circular of 26-7-1991-
(Appendix-IX). A similar receipt issued by a non-banking financial company is termed
“Security Receipt” (SR) and such receipts also came to be freely used in security transactions.

4.7 Government securities are issued in any of the three forms:

a) Government Promissory note which is negotiable by endorsement and delivery and
having on the reverse instructions for collection of interest from the PDO of RBI by
presentation by the holder in due course.

b) Stock Certificates - which are bonds registered in the books of PDOs and transferable
only with notice to PDO who will effect the transfer.

¢) Subsidiary General Ledger Account (SGL).

4.8 Generally banks and select financial institutions who are the main holders of the
Government securities are allowed to maintain an account of their holding of securities. Inter-
bank or inter institutional transfer of securities can be effected by mere advice to PDO of
RBI in the prescribed SGL transfer form. Thus SGL is a running account with RBI which gets
debited /credited accordingly as the holding bank/institution sells/purchases the securities
under advise to RBI. This facility was also extended to select/recognised brokers.

4.9 To give some specific instances of the irregularities noticed earlier, one of the inspection
reports of RBI as early as October 1986 in respect of Andhra Bank and Syndicate Bank clearly
indicated that the BRs were greatly misused by the Banks. It had been observed that BRs
were issued irregularly by Andhra Bank to the tune of Rs. 150 Lakhs for Government
securities without having sufficient balance of those securities. Bank of Karad and Allahabad
Bank had purchased these non-existent securities and the purchasing banks, as is normal,
included these securities in their SLR position. Undue favours were shown by Andhra Bank
to one of the brokers firm viz. M/s. V.B. Desai. The deals of broker were being dealt as if
they were deals of the banks by issuing its own BRs. The Bank was even indulging in
fraudulent practice of issuing BRs. on behalf of brokers without having adequate balance
of the underlying securities in the brokers account.

410 Both Andhra Bank and Syndicate Bank had also issued SGL transfer forms although
they were only holding BRs for relevant securities and had either nil or inadequate balance
in SGL Accounts indicating that they were only accommodating certain brokers. Andhra
Bank had undertaken transactions in securities mostly on behalf of brokers - constituents
like V.B. Desai, R.P. Shroff and Sons, B.C. Devidas, S.D. Jhaveri, A.D. Narottam etc., it was
observed that in several cases SGLs issued against securities represented by BRs had
bounced. SGL transfer forms were issued without adequate balance of Security in the account
of the brokers firms and the banks had relied upon them in regard to the balance for the
securities rather than their own account. The Bank had no proper records to monitor SGL

13



transfers. The scrutiny report of 1986 also revealed that both Andhra Bank and Syndicate
Bank were entering into pure fund deals in the garb of security deals through buy-back
arrangement thereby circumventing the ceiling on call money rate which was 10% at that
time. Certain deals in securities were indulged in by the banks with a view to showing
inflated profits. Syndicate Bank had sold Government securities to Andhra Bank for Rs. 1500
Lakhs @ 97.75 on 31.12.1985 and repurchased the same on the same day @ 91.30 thus making
a profit of Rs. 96.75 Lakhs on the date of balance sheet. The deal was reversed on 6.1.1986
and the bank suffered loss of the same amount. The Syndicate Bank had also resorted to
artificial inflation of securities for the purposes of SLR. This was done by conducting the
transactions under buy-back arrangements at rates higher than the prevailing market rates
on the same day or within a few days through exchange of BRs.

411 A number of irregularities were also noticed during scrutiny of various other banks
like Bank of Madura, BOK , UCO Bank, Canara Bank and Vijaya Bank etc. In UCO Bank,
it was revealed that apart from the official transactions the bank’s Bombay (Hamam Street)
Branch unauthorisedly indulged in investment transaction of large magnitude with daily
turnover varying between Rs.100 crores and Rs.1000 crores at the behest of certain brokers
by issuing its own BRs, thereby exposing the bank to serious risks.

412 In the case of Bank of Madura Ltd. it was noticed as early as 1987 that in many
transactions two rates were advised by the broker- one in the contract note and another in
the delivery note where the margin widened to accommodate the brokerage /brokers profits,
while delivery rates were taken for vouching, contract rates were entered in the purchase/
sale/holding registers. Similarly in Canara Bank the following irregularities were brought
out in the inspection Reports:—

i)  Short sale of securities;

ii) Rates of deals not in conformity with market rates;

iii) holding of unapproved securities in excess of permitted limit; and
iv) irregularities in buy-back transactions.

4.13 It is thus evident that many of the irregularities in securities transactions that took
place in 1991 and 1992 had been building up since the mid-80’s, if not earlier, and could
have been minimised if the authorities concerned had heeded to the early warning signals.
The RBI issued several circulars, including the one in July, 1991, prohibiting these
misdeeds and yet everything that was sought to be prevented in fact, accelerated and
assumed uncontrolled dimensions.

B. Dimension of the Scam

4.14 The irregularities in securities transactions of the banks and financial companies
known as securities scam, which came to light in the second quarter of 1992 is unprecedented
in many respects. Both the volume and the involvement of individuals and the institutions
were various and stupendous. It embraces among others foreign banks, financial and other
companies in the public/private sectors, the principal stock exchanges, select brokers, public
sector and private sector corporations, and persons occupying high offices. The Janakiraman
Committee have highlighted the various irregularities and fraudulent transactions under-
taken by the banks and financial institutions etc. in the six reports submitted during May,
1992 to April, 1993. As per these reports value of securities transactions undertaken during
the period from 1 April 1991 to 23 May, 1992 totalled upto Rs. 12,85,549 crores. About 80%
of these transactions were undertaken by only 12 banks and financial institutions. Another
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noteworthy feature is that the five foreign banks namely Citibank, SCB ,BOA, ANZ Grindlays
bank and American Express accounted for about 56% of the total transactions. A bankwise

analysis of the transactions as per the sixth report of the Janakiraman Committee is in
Appendix X.

415 A broad analysis of the information obtained by the Committee from various
sources reveals that apart from a direct flow of funds to the stock market through sanction
of authorised/ unauthorised credit facilities to some brokers by some banks by way of
overdraft and discounting of bills covering shares/debentures, there had been fraudulent
manipulations of the “Investment Portfolio” in some banks (including their subsidiary

financial companies) to divert the funds to certain brokers to fuel the unprecedented rise
in share prices.

416 According to the Janakiraman Committee the total problem exposure of various
banks/financial companies was as much as Rs. 4024.45 crores. This was mainly due to the
reason that they were either not holding any securities or holding forged securities etc. for
investment made by them or were having only BRs/SGL transfer forms issued by two small
banks namely, BOK and Metropolitan Cooperative Bank Ltd. which were of no intrinsic
value. The banks and financial companies which have mainly suffered losses are NHDB, SBS,
SCB, SBI Caps, CANFINA, ABFSL, CMF. The details are given below:

SI.No. Bank Amount (Rs.in crores)

1. National Housing Bank 1,271:20
2. State Bank of Saurashtra 174.93
3. SBI Capital Markets Ltd. 121.36
4. Standard Chartered Bank 1,482.14
5. Canbank Financial Services Ltd. 666.73
6. Canbank Mutual Fund 102.97
7. Andhra Bank Financial Services Ltd. 205.12

4,024.45

417 A more detailed analysis of the exposure is given below:

(Rs. in crores)

(A) Total value of investments made by banks and
institutions for which they do not hold any
securities, SGL transfer forms or BRs:

i) National Housing Bank 1271.20
ii) State Bank of Saurashtra 174.93
iii) SBI Capital Markets Ltd. 121.36
iv) Standard Chartered Bank 510.61

Less: Recovery 4.00 506.61

v) Canbank Financial Services Ltd. 188.47

2262.57
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(Rs. in crores)
(B) Total exposures against BRs/SGL transfer forms
issued by BOK Ltd. or Metropolitan
Cooperative Bank Ltd.

i) Canbank Financial Services Ltd. 438.66
ii) Canbank Mutual Fund 102.97
1)  Standard Chartered Bank 931.84

1473.47

(C) Other items:
i) Standard Chartered Bank;

(Non-receipt of Securities against BRs etc.) 43.69

ii) Canfina; (Securities held in the name
of other organisations) 39.60

iii) Andhra Bank Financial Services Ltd.;
(Securities found to be forged/fabricated) 205.12
288.41
Gross problem exposure 4024.45

4.18 The gross problem exposure mentioned above represent banks’ investments which are
difficult to recover because, as against the money already paid out by them, either they do
not hold any security or they hold BRs/SGL transfer forms of doubtful value and because

of imperfect contracts/ documents they may not be in a position to enforce the contracts
and recover the money.

4.19 While in the case of NHB, SBI and SBI Caps the ultimate exposures will be on
Shri Harshad S. Mehta (HSM), in the case of Stanchart, Canfina and CMF, it will be mostly
on Shri Hiten P. Dalal (HPD) / Shri A.D. Narottam (ADN) and in case of ABFSL, it will
be on Fairgrowth Financial Services Ltd. (FFSL).

4.20 The amount mentioned above does not include the depreciation/loss suffered by
several banks/institutions by reasons of the fact that they were left holding securities/bonds
which had depreciated in value as also losses which may occur in settlement of matters which
are in dispute. It has been estimated that there is a depreciation of about Rs. 804 crores in
the value of bonds held by banks in their own account and in PMS and other schemes. It
does not also include the claims and counter-claims of brokers, banks and other parties. It
also does not take into account the undue benefits extended to the brokers, permitting them
to earn huge profits from public funds made available to them. The loss occasioned to the
PSUs on account of their holding on BRs/SGL forms of no intrinsic value and the loss to
the host of investors on account of the sharp fall in the market price of shares held by them
which had been artificially jacked up earlier is anybody’s guess. The impact on the economy
of the scam has been rather wide and the precise loss to the various institutions/parties still
remains to be determined. The scam has raised serious questions about the functioning of
the financial system as a whole. It has exposed the gross inadequacies of internal control
and quality management, within the banks/institutions external auditing, supervisory
mechanism of RBI and the Ministry of Finance as well as serious deficiencies in the working
of financial markets.
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421 On the question of exposure there are varying figures. Janakiraman Committee
speaks of this as Rs. 4024 crores where as Central Bureau of Investigation have assessed
these at Rs. 8383.31 crores on the basis of cases registered by them. In addition, the
Committee examined the figure provided by the office of the Custodian which assessed
the amount on the basis of various claims and counter claims preferred by various
aggrieved parties. The statements furnished by the custodian as on 16 November, 1993
showing assets of notified persons as intimated to the custodian and claims against the
notified persons are given in Appendix XI. This figure comes to Rs. 3650.60 crores. The
Committee enquired about the reasons for the variations in the figures of the Janakiraman
Committee and those of the custodian. A statement indicating the reasons for the

variations in the figures as furnished by the Office of the Custodian is shown as
Appendix-XII.

422 The Committee are of the opinion that it is difficult to estimate the huge sums of
money which were illegally utilised by various scamsters for their personal gains during
this period because the monies were repaid and the transactions completed. The monies
‘Lost’ represent the deals which could not be completed because either the monies were
swindled or BRs/SGL transfer forms held by bank are of doubtful value. Further, because

of imperfect contracts/documents, it may not be possible to enforce the contract and
recover the money.

423 The Committee did not independently attempt this exercise as three separate
specialists bodies had already attempted it. The Committee are of the view that it is the
duty of the Ministry of Finance to undertake this responsibility by either instituting a
separate Committee for the purpose, or through the same Committee as has been specified
in para 18.37.

C. Irregularities committed by banks in the use of BRs

424 The examination of securities transactions by the Committee revealed serious
irregularities. One of these was the gross and widespread misuse of BRs. It was observed
that the guidelines of IBA and the circular of RBI dated 26.7.1991 for the use of BRs has been
observed more in their breach than in their adherence. In many cases the BRS issued were
not even in the “format” prescribed, nor serially numbered and executed by two authorised
officials; these were not also printed on special security paper. In many case these were
routine casual cyclostyled or typed receipts and their content, and execution were not in tune
with the importance and value of the transaction they represented.

4.25 A major chunk of transactions during April 1991-March 1992 particularly at the four
leadjrlg foreign banks viz. Citibank, ANZ Grindlays Bank, SCB and BOA and the SBI had
been undertaken by them on the “Ready-Forward” basis. There had been an indiscriminate
resort to use of BRs to evidence delivery of securities sold. In bulk of the security transactions
only BRs were exchanged between the banks without movement of any security. Thus use
of BRs which was intended as an “exceptional method” of delivery of security in certain
special circumstances became a popular/common method for securities transactions.
Further, as already stated, the inter bank transactions were invariably routed through
brokers. Gradually, the banks omitted to mention in the BR even the name of the “counter
party” bank with whom the deal was struck so that the BR could be utilised by the broker
towards sale to bank. In many cases BRs issued favouring one bank, came to be discharged
by it and passed on for further use in respect of another bank for a transaction named by
the brokers. Thus BRs which were “non-transferable” receipts became quasi-negotiable,
bearer bonds representing the value of securities mentioned therein. This facilitated a large
volume of transactions being put through by tendering BR against BR which is prohibited
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as a BR transaction requires to be completed only by delivery of those securities. Banks issued
BRs even where SGL securities are involved which is gross violation of rules. Such was the
tempo created in the use of BRs that a number of banks issued BRs for securities which were
not in their portfolio at all. The purchasing banks receiving the BRs seldom cared to check
with counter parties and satisfy themselves on their ability to deliver the securities in due
course. Thus BRs became almost a legal tender. Citibank representative stated before the
Committee that they had kept “exposure limit” for acceptance of BRs of different banks
indicating that these were considered as “credit” transactions and not “sale” transactions.
In the case of two small banks having very limited resources of their own and dominated
by brokers, viz., the BOK and MCB (now in liquidation) BRs had been issued representing
sale of securities which were several times the value of their entire investment portfolio. The
banks had allowed their names to be utilised in the market by their broker clients as banks
alone are entitled to issue BRs. In fact MCB was not even authorised to issue BRs and even
then it unauthorisedly issued 30 BRs on behalf of its two clients who were dealing in shares
and securities etc. viz. Dhanraj Mills Pvt. Ltd, and Excel & Co. aggregating Rs.1944.52 crores
without backing of securities. Institutions like NHB which is not a member of IBA and which
has not been specifically mentioned as an eligible institution by IBA for issue of BRs had
also indulged in the misuse of BRs. 5o was the case with subsidiaries of nationalised banks
like SBI Caps, Canfina etc. Due to the close nexus established among certain brokers and
the banks “kite-flying” in BRs came to be engineered by some brokers and the funds were
generated i.e cheques obtained by brokers against BRs which did not represent genuine sale
transactions. Some of the BRs generated by the unscrupulous brokers for their share
transaction in the stock exchange has no intrinsic value at all. Such was the nexus between
some of the brokers and banks, some banks had issued BRs to cover the security transactions
of their broker clients In gross violation of RBI instructions issued in July, 1991. In several
cases the BRs were outstanding for considerably long period beyond the stipulated time
without assigning any reason and ultimately got cancelled /returned indicating these were
intended only for providing accommodation. That many of these security transactions were
not genuine but were “accommodation” provided to the brokers is also evidenced by the
fact that the BRs issued has been cancelled eventually by payments received by the banks
from “undisclosed sources” or several outstanding BR transactions were netted and settled
by the broker ultimately. Despite the volume of outstanding BRs being large and their period
of outstanding unreasonably long, most banks failed to take steps to reconcile the oustanding
BRs and insist on delivery of scrips within reasonable time; on the contrary, it has been
observed that there had been a conscious slowing down of the reconciliation.

Irregularities in the use of SGL transfer form

426 As already explained above, banks and other financial institutions who hold sizeable
volume of Government Securities in their investment in the form of a running account titled
SGL A /cby the regional PDO of RBI, transfers from the account of one institution to another,
on account of mutual sale/purchase in the same region can, therefore, be effected by sending
2 SGL transfer form duly signed by authorised officials of the banks. RBI(PDO) effects the
transfers and advises the banks concerned. It also submits periodical statement of holdings
to the banks for their reconciliation. As already stated BRs are not to be issued in respect
of securities held in SGL account even then a number of banks had been irregularly issuing
BRs in respect of securities held in SGL A/c. Similarly, the scrutinies had revealed that in
+ number of cases banks had issued SGL transfer forms (evidencing sale of securities without
mentioning the names of counter party banks) to help broker clients raising money
thereagainst. Banks had also not adhered to the stipulation that SGL transfer forms should
be signed by two authorised officials. There had been several instances of banks issuing S5GL
transfer forms knowingly that they do not hold the relative scrips in their SGL/A/c with
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PDO. As in the case of BRs, SGLs had been issued against receipt of SGLs of other banks

‘which is grossly irregular. In some banks there were no SGL mirror register and this also
resulted in their issuing SGL transfer forms without holding the specific securities in their
portfolio. In other words, SGL transfer forms had also been allowed to float to raise money
by the broker-clients and these were not presented to PDO for long. In a number of cases
SGLs presented to PDO for effecting transfer had bounced for reasons that there was
- Inadequate balance to put through the transactions.

= 427 The total number of SGL forms which bounced from July, 1991 to May, 1992 due to
insufficient balance in the accounts of the account holders which included banks/
subsidiaries/financial institutions, broker (V.B. Desai) and one Public Sector Undertaking

(Indian Oil Corporation) were as high as 1039. The banks whose SGL transfer forms which
frequently got bounced during the period April, 1991 to May, 1992 due to insufficient funds

‘were (number of SGLs bounced in bracket), Citibank (126), SCB (229), ANZ Grindlays Bank

(40), BOA (97), Canfina (26), SBI (34), Andhra Bank (170), Bank of Madura (157) and BOK
(116) etc.

428 Thus, it is evident from the above that the tendency of banks to issue SGL transfer

forms without sufficient balance in their account resulting in their bouncing continued on

a large scale till May, 1992 when the manipulations had got exposed. What is further
distressing is that none of the banks other than a solitary instance of Karur Vysya Bank Ltd.

reported to DBOD (RBI) about bouncing although the RBI circular dated 26-7-1991,

specifically required the Chairmen of banks to personally report about bouncing. Far from

complying with the instructions, banks had resorted to several other ways of misusing the
SGL operations. It has been observed that banks had been putting through transactions,
particularly buy-back deals wherein SGL transfer forms issued at the time of undertaking
the first leg of deal were returned to the issuing bank at the time of reversal of deal without
lodging with PDO. The shortfall of securities worth about Rs.650 crores in the SBI illustrates
a glaring instance of the extent to which SGL operations were misused and manipulated.
In 5B, transactions in securities exceeding over 30% and valuing more than Rs.17.000 crores
during 1991-92 were conducted through HSM. The debits and credits in respect of the
transactions appeared in the investment Account maintained at the Bombay (Main) Branch.
However, in a large number of cases the relative debits and credits did not appear in the
SGL account of the bank maintained at PDO. Blank SGL transfer forms were allegedly
handed over to the broker whereby the SGL account of SBI with PDO was unauthorisedly
operated without any transactions entered into by SBI eventually leading to an accumulated
shortage of securities worth Rs.650 crores over a period. In the case of BOK, maintenance
of brokers security ledger was found most unsatisfactory. Posting of transactions in the
ledger was done to suit the interests of brokers. A lot of manipulations in posting of
transactions in the ledger of ADN had been noticed.

4.29 It was observed that even though bouncing of SGL is comparable to bouncing of
“cheques” in clearing, serious notice had not been taken of such instances as arrangements
used to be made for ‘payment’ thereagainst and eventual cancellation and return of the SGLs.
Even the normal banking precaution of not accepting cheques of parties whose instruments
bounce frequently, had not been taken in respect of SGL bouncing. Yet another peculiar
feature of transactions in SGLs is that even after “bouncing” these forms are utilised for
deliveries to other banks. RBI also did not take any serious note of large scale bouncing of
SGLs of certain banks. The role of RBI in this regard has been discussed later in this Report.
Yet another interesting feature observed in respect of these irregular transactions especially
in SBI was that their settlement was arranged before the “due date of interest” of the scrips
concerned.
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In certain banks for e.g. Andhra Bank, their SGL account were allowed to be operated
by brokers as if they were their own investment account. Thus as in the case of BRs, SGL
transfer forms were also misutilised, to enable brokers to spin off funds from the banking
system. In short, a large volume of BRs/SGLs having inadequate or no backing of securities
started tloating in the security market and the relative funds covered thereunder enjoyed
by the brokers. No periodical reconciliations were made to ensure that the outstandings are
genuine. Thus the investment portfolio of the banking system got inflated and the difference
between the real holding and inflated figures were enjoyed by certain brokers.

4.30 After examination of the type of transaction by the banks, the Committee regret to
note that the banks had in blatant violation of the RBI guidelines relevant thereto entered
into a large number of ready-forward/buy-back transactions and indulged in irregularities
like misuse of BRs/SGLs/Bankers Cheque etc. A large number of the banks were found
having flouted the RBI guidelines issued in 1987 and 1988 regarding entering into such
deals. The most disturbing aspect is that top management of the banks concerned had
miserably failed to implement the guidelines of RBI particularly the one issued on
11.4.1988 (Appendix XIII) which had emphasised that the top executives in banks should
bestow their special attention to inter-bank buy-back arrangements to ensure that the
guidelines on the subject were strictly complied with in letter and spirit and any
deviations viewed seriously and accountability fixed at all levels. The top management
of the RBI appear to have treated the blatant violations of its own guidelines prohibiting
ready forward and buy back transaction issued over the years in 1987, 1988 and
subsequently in 1991 with as much callousness as the top managements of the banks
violating the guidelines.

4.31 The RBI vide their Circular dated 20 June, 1992 (Appendix XIV) prohibited all new
inter-bank ready forward deals in Government securities except in Treasury bills.
Subsequently, however, ready forward transactions have been permitted in Specified
Government securities. The Committee are of the view that continuance of Ready Forward
transactions in their present form in government securities inclusive of PSU bonds and
units of UTI is detrimental to the system.

4.32 The Committee are led to the conclusion that the BR system has been considerably
misused. Every step should, therefore, be taken to prevent recurrence of such things in
future. There is need for reforms of the BR system, for example, by way of reduction in
the period of its validity and imposing of severe penalties for its misuse.

4.33 The SGL form, can be compared to cheques whose bouncing is now a penal offence.
Government may examine whether similar provisions can be made with regard to
bouncing of SGL transfer forms, or any other suitable measures need to be taken to punish
those who are responsible for the misuse of SGL transfer forms.
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CHAPTER-V

IRREGULARITIES IN SECURITIES TRANSACTIONS —
PRIVATE/CO-OPERATIVE SECTOR BANKS

5.1 The scrutiny of security transactions revealed that not only public sector banks and their
“subsidiaries and foreign banks but some banks in private and cooperative sector were also
involved in irregular transactions. The two banks examined by the Committee were Bank
of Karad Ltd. and Metropolitan Cooperative Bank. It was noticed that these banks had
undertaken transactions in securities heavily on behalf of the brokers acting as a conduit.

5.2 The RBI circular dated 26.7.1991 had, in fact, cautioned banks that they should be
circumspect while acting as agents of their broker clients for carrying out transactions in
securities, on behalf of brokers. Despite the RBI instructions, certain banks, continued
to act on behalf of the brokers and certain others fell in line on a larger scale where the
banks were used as “conduits” eventually resulting in jeopardising interests of the bank
and its genuine investors. Some of such cases are dealt with in the succeeding paragraphs.

. Bank of Karad (in liquidation)

- 5.3 The BOK Ltd. was incorporated in 1946. The Bank has 43 branches, all in Maharashtra
except one in Belgaum (Karnataka). The deposits of the Bank as on 31.3.1992 were about Rs.
78 crores. The advances were about Rs. 34 crores and investments in SLR securities about

Rs. 27 crores. The paid up capital of the bank as on 31 March 1992 was Rs. 30.72 lakhs.

- 54 The securities department of the Bank which functioned as Funds Management
department was attached to the Hamam Street (Fort) Bombay Branch and located a little
distance away from the main branch. It handled all the treasury operations of the bank, viz.,
borrowing /lending in call money market, bills re-discounting, purchase/sale of securities
of banks own as well as on behalf of its broker-clients.

5.5 The trading in securities by the bank was almost confined to its broker clients. The bank
had 23 broker clients of whom only a few like Bhupendra Champaklal Devidas, ADN, Excel
& Co., Darshaw & Co. were active. Shri Bhupen Dalal has been director of the bank on many
occasions, his son Shri M.C. Dalal became a director from July 91. Shri Abhay Narottam

- retired as director in December 1991. The account of Shri Narottam was beset with most of

- the irregularities. BOK entered into 534 transactions involving various securities of the
aggregate face value of Rs. 7,186 crores during the period 1.4.1991 to 23.5.1992 on behalf of
or on the instructions of ADN.

5.6 As pointed out in its successive inspection reports of RBI since 1986, BOK had been
guilty of several irregularities and malpratices. In violaton of RBI instructions, sales were
effected on behalf of the broker by issue of banks BRs and no entries were reflected in BOK
books. The bank has issued on brokers accounts BRs against non-existent securities or in
anticipation of the broker procuring as backing BRs of other banks for relative securities. BRs
had also been issued by the bank against BRs issued by Metropolitan Co-operative Bank
which was not authorised to issue BRs and which had no backing. The funds so raised had
been credited to the account of the broker. The BRs had been used mainly to put through
transactions with SCB, Canfina and CMF. The bank also used its own SGL in selling and
buying Government Securities on behalf of brokers which frequently bounced at PDO of RBIL
Instances where the Bank borrowed from call money market for accommodating the broker




have been narratted elsewhere in the Report. It is regrettable to note that the supervising
authorities did not take any effective action during all these years to prevent the
irregularities. '

5.7 The transactions conducted by the Bank in the manner explained above facilitated
creation of huge deposits in the current account of ADN.

5.8 In his evidence, Shri Narottam contended that most of the business was routed through
his account by Shri T.B. Ruia (Dhanraj Mills), HPD and on a few occasions by Shri Bhupen
Dalal. According to him, the transactions were being conducted by Shri J.P. Gandhi. It has
been reported that ADN had formed a nexus with Excel & Co. and Dhanraj Mills Pvt. Ltd.
all broker clients of the bank and obtained false BRs of MCB, which were deposited with
BOK with the request to sell the securities underlying the BRs to counterparty banks under
its own BRs. The funds so raised were apparently utilised by them to play in the stock market.

5.9 The issue of large number of BRs by the Bank for huge amounts without the backing
up of underlying securities led to its exposure which was disproportionate to its asset base.
[t had undertaken responsibility without proper verification of the ability of the brokers to
deliver the securities to honour banks’s commitment under the BRs issued by it. Such
outstanding BRs issued by the Bank without any backing of securities amounted to Rs. 894.22
crores. In the RBI’s perception, the above action of the Bank was fraught with grave danger
to the interest of the bank, its depositors and shareholders. Therefore, in the public interest
and for securing proper management of the BOK Ltd., RBI issued belatedly a show-cause
notice and an order on 20.5.1992 under Section 36 AA(2) of the Banking Regulation Act 1949
directing Shri C.R. Kanade not to act as Chairman and as Director of the BOK and not to
take part in the management of the Bank from 20.5.1992. Two of the Directors of the bank
viz., S/Shri Bhupendra C. Dalal and Milan B. Dalal were also removed simultaneously, as
their continuance on the board of the bank was considered inimical to the interest of the
Bank. Subsequently, on 27.5.1992, the Bank was put under liquidation under Section 38 of
the Banking Regulation Act.

Metropolitan Co-operative Bank Ltd. (in Liquidation)

5.10 MCB Bombay is a licensed non-scheduled small urban Co-operative bank with less
than Rs. 10 crores of assets with only one office located at Bombay. The bank was established
in the year 1972 and the same was issued a licence to conduct banking business on 28
September 1972. The paid up capital of the Bank as on 27.5.1992 was Rs. 17.65 lakhs. MCB
was not authorised to issued BRs. It did not have a SGL Account. It is not a member of IBA.

5.11 MCB had unauthorisedly issued 30 BRs on behalf of its two clients who were dealing
in shares/securities viz. Dhanraj Mills Pvt. Ltd. and Excel & Co. aggregating Rs. 1944.52
crores between 25.3.1991 and 2.5.1992. The two constituents viz., Dhanraj Mills Pvt. Ltd. and
M/s. Excel & Co. on whose behalf the BRs were issued and the transactions put through,
had opened current accounts with the bank on 15.3.1991 and 13.12.1990 respectively. Before
opening the accounts and before agreeing to issue BRs on their behalf, the bank had not even
cared to ascertain as to how long they were in business, who were there bankers, what was
nature of their business, resources and standing etc.

5.12 BRs were issued in exchange of Pay Order received from BOK and Stanchart for
equivalent amount which was followed by issue of Pay Order by MCB for equal or nearabout
money. However, out of the 30 cases, no consideration whatsoever was received in respect
of 14 cases. The bank had no record nor the officials were aware as to the constitutent-wise
break-up of BRs issued without consideration. Out of 30 BRs, valuing Rs. 1245.71 crores
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(BOK-4 BRs valuing Rs. 592.30 crores and Stanchart 7 BRs valuing Rs. 653.41 crores) and 3
BRs in which value has not been indicated and only face value of the securities is known

s Rs. 70 crores, are still outstanding. h

513 Commenting on the irregularities, Shri Hemant B. Vyas, Ex-Chairman, MCB, in his
written submission to the Committee stated :-

“These transactions have been done unauthorisedly by some members and
officials of the bank, outside the bank premises. They also signed BRs without
any authority from the Board and without any Board resolution.”

' !4 In their submission, the Chief Executive Officers of the Bank at the relevant time
f intained that they were acting under the orders of Shri K.K. Kapadia, Vice-Chairman of
the Bank. Tracing the origin of the nexus between MCB and the brokers, Shri K.K. Kapadia

~deposed before the Committee :-

“We came into contact with Shri T.B. Ruia and other brokers because my
nephew got married to the daughter of one of the executives of Killicks.
Normally when such relations develop, it is common to talk about each other’s
business interests. I am in yarn business. Naturally somebody must have told
them that I am also a board member of this bank. Then that group started
taking interest in the bank and they told me so.”

i Kapadia further deposed:-

“When they came to know that I am also a Director of this bank, I was invited
to Killicks office and I was told to bring the balance sheet along. I had given
them our balance sheet. They said that it is a small bank and with their

- association they can lead it to achieve higher position. Naturally I was
- tempted. It is my intention to bring the bank to a higher pedestal. Moreover
4 we were facing the threat of liquidity. Because of this and other reasons, I was
listening to them. The BRs were issued on their account to BOK and then
payments were also received and simultaneously payments of lesser amounts
were made to BOK. So, in each transaction, some surplus was left in our bank
which helped to improve our liquidity... For the past one year, we had about
Rs. 25 lakhs to Rs. 30 lakhs in their accounts.”

515 Shri Kapadia identified the brokers group as “Persons like Abhay Narottam,
' ]}P Gandhi, Hiten Dalal etc.” and said that it had taken place in February-March, 1991. In
Eact, in a written submission made by Shri Kapadia and other MCB officials to the RBI
~ inspectors, it was stated that the entire exercise was done at the premises of the Security
Department of BOK or at the office of the broker, Hiten P Dalal on the basis of an informal
- arrangement with the BOK/SCB and some constituents of the Bank. The persons who were
- generally present at such meetings included Sarvashri S. Ramaswamy (Excel & Co.), T.B.
Ruia (Dhanraj Mills Pvt. Ltd.), ].P. Gandhi (Share broker), Manubhai (Share broker), Abhay
Narottam (Director BOK and share broker), C.S. Raje and Sudhakar (BOK otficials).

5.16 The facts stated in the above paragraph clearly establish the nexus between MCB and
~ brokers. In fact, Shri Kapadia in his evidence also stated:

“When we were interrogated by the CBI, when I was confronted before
Mr. T.B. Ruia in the hospital, he admitted before the concerned officers that
these people were absolutely innocent. Whatever is done is done on my
instructions and on our behalf. That was the admission made by him.”

I
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517 Shri Kapadia admitted that he had been made a Director in one of the companies
associated with Shri Ruia and that two directors were co-opted in the MCB Board at the
instance of Shri Ruia. Shri Kapadia also stated that one of the meetings of the Board of MCB
was held in the premises of one of the companies of Shri Ruia.

5.18 Shri Ruia in his deposition before the Commuittee had denied his involvement. In his
written submission, he stated that any statement of or relating to matters connected with
the FIRs that he made as a witness before JPC might adversely affect his defence and/or
offer to the prosecution undue advantage against him.

519 In their depositions made before the Committee, Shri Hemant B. Vyas, Ex-Chairman
of the Bank and Shri K.K. Kapadia, Ex-Vice-President maintained that MCB had a maximum
clearing house limit of only Rs. 50 lakhs per day (10% of the deposit liabilities of the Bank).
However, cheques for very large value were got cleared by RBI through the clearing houses
without raising any objection. When the Committee pointed out this to RBI, they admitted
that clearing houses did not focus on the value of gross inter-bank clearings as the net value
was usually small. Further, the limit of 10% was not applied to inter-bank clearings as
cheques in this clearing were issued by banks on themselves favouring other banks.
However, RBI assured the Committee that in the light of the experience of MCB, it was
proposed to instal a purposive analysis of inter-bank clearances.

520 A special study was carried out of the position of the Bank with reference to its
financial position as at the close of [the business on 27.5.1992. The report submitted disclosed
deterioration in the bank’s financial position. The total erosion in the value of the assets as
on May 27, 1992 amounted to Rs. 251.39 lakhs. This had not only completely eroded the paid-
up capital and reserves of the bank, but also affected deposits to the extent of Rs. 104.10 lakhs.
Besides, several deficiencies were revealed in the matter of violation of directives relating
to interest rates on advances, maximum limit on advances to director/single borrower,
unsecured loans, interest rates on deposits, defaults in the maintenance of CRR and SLR and
issue of gurantees. In addition, 11 BRs for Rs. 1245.71 crores and 3 BRs with no value but
stated to cover securities worth Rs. 70 crores still continued to remain outstanding. The
Divisional Joint Registrar of Cooperative Societies, Bombay Division in his letter dated June
5. 1992 had also advised that the special audit for the period ended June 30, 1991 of the bank
had brought out serious irregularities and deficiencies in its working and the bank had been
classified as ‘D’ class and accordingly requested RBI to accord its sanction for issuing order
of liquidation of the MCB, Bombay.

521 For the reasons stated in the foregoing, and after bringing the proposed liquidation
of the bank to the notice of the Government of Maharashtra on June 8, 1992 the RBI India
in exercise of the powers conferred under clause (i) of Section 110A of the Maharashtra Co-
operative Societies Act, 1960 read with Section 13D of the Deposit Insurance and Credit
Guarantee Corporation Act, 1961 conveyed its sanction for the winding up of the MCB to
the Divisional Joint Registrar of the Co-operative Societies, Bombay Division on June 19, 1992.
The District Deputy Registrar of Co-operative Societies, Bombay issued interim orders vide
his order under Section 102/92 of Maharashtra Co-operative Societies Act, 1960 on July 21,
1992. The Administrator already appointed by the Cooperation Department on 27.5.1992 was
designated as Liquidator who took over charge on June 20, 1992.

572 The Committee are led to the conclusion that both BOK and MCB had allowed
themselves to be used as conduits by the brokers in violation of all regulations, norms
and practices over the years thus endangering the interests of the banks, their depositors
and the share holders. It is also strange that the banks including foreign banks accepted
BRs of huge amounts from these small sized banks. The serious irregularaties indulged
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the banks eventually resulted in their liquidation. The Committee, therefore,
i end that the Board members and the principal executives should be prosecuted
itably punished.

- One fall out of the liquidation of these two banks is the sad plight of thousands
[ nsﬁors and the employees. In this connection, the Committee note that the

m amount of Rs. 30,000/- payable under the Deposit Insurance Scheme was fixed
back as 1980. This limit has now been raised to Rs. 1 lakh per depositor w.e.f.
19 3 However, it would be applicable only in respect of those insured banks taken
quuldatlnnfamalgamatmn etc. on or after 1.5.1993 and would not, therefore, be
_ﬁable to the depositors of both the banks under discussion. The Committee
scommend that the proposals for taking over or merger of these banks with some existing
s should be considered expeditiously in a manner that will protect the interests of
lepos tors and the employees.
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CHAPTER-VI

IRREGULARITIES IN SECURITIES TRANSACTIONS —
NON-BANKING FINANCIAL COMPANIES AND
MUTUAL FUNDS

6.1 Non banking Financial Companies (NBFCs) mostly in the private sector and largely
located in Metro cities, because of their small numbers and low volume of business did not
have any major impact on the economy uptill the eighties. This changed when industrial
concerns and others floated their own equipment leasing companies. As leasing and hire-
purchase business proved to be beneficial, banks were also enabled by an amendment in
the Banking Regulation Act, 1949, to engage in these and other similar activities principally
to augment their earnings. These however, were permitted only as subsidiary companies,
being an activity distinctly apart from traditional banking. In the second half of eighties
therefore, a number of public sector banks led by the SBI, set up subsidiaries for undertaking
a number of other activities such as merchant banking, hire purchase and equipment leasing
financing, venture capital, mutual fund etc. These activities were subject to the specific
approval of RBI under Section 6(1) (a) to (n) of the Banking Regulation Act, 1949. Such
subsidiary companies being independent legal entities, the resources mobilised by them were
free from the SLR and CRR requirements, their deployment was also not hampered by the
requirements of flow to priority sectors, productive purposes etc. Besides, within the RBI
as two different departments, DBOD and Department of Finance Companies were exercising
supervision over banking and non-banking companies, there was a lack of coordination as
to who should supervise these non-banking subsidiaries of banking companies. This resulted
in loss of control, absence of monitoring of the activities of these subsidiaries and insufficient
adherence to such regulations as were meant to inculcate prudence in monetary activities.

Irregularities in Securities Transactions of NBFCs

(a) Operational Irregularities

6.2 Scrutiny of Security transactions in various banks has revealed that the non-banking
subsidiaries of major public sector banks such as SBI Capital Markets Limited, Canbank
Financial Services Limited, Andhra Bank Financial Services Limited, Allbank Finance
Limited etc. indulged in irregular transactions and in imprudent investment of funds into
the securities market under the Portfolio Management Scheme and in unauthorised
investments on the stock exchanges through brokers. Even though these companies were
incorporated essentially for undertaking Merchant Banking and such other activities in
a large measure they adopted portfolio management of temporary surplus funds of PSUs
and other larger corporate clients of their parent banks. These subsidiary companies
violated PMS guidelines of the RBI in various ways and almost as of routine. The funds
so deployed became one of the principal sources for fuelling the stock market. Large
volumes of unauthorised ‘investment’ transactions were undertaken by these NBFCs
through repos, BRs etc. All these investment operations of public funds were not
supervised adequately and were in the absence of suitable policies (of the NBFCs) for
investment. The transactions also reveal various nexus with select brokers through whom
sizeable transactions were put through. In many cases brokerage was also not being paid,
as the deals were at the instance of the brokers and for their benefit. These NBFCs had
the advantage of the names of their parent banks to attract deposits funds and at the same
time offered high returns. Each company devised its own schemes to attract funds.
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Competitive and wholly unverifiable claims about returns were advertised to attract
investments. This gross irresponsibility was not checked either by the parent banks, who

L
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ﬁ__ﬁét-encnuraged it or by the government, who in the ultimate are the trustees of this
public asset.

:;_ _Monitoring and supervision of affairs of NBFCs - Lapses observed

6.3 As the subsidiary Non-banking companies were mostly staffed by personnel from
the parent banks, RBI expected that they would discharge their responsibilities with
:-nce and prudence, and that the parent bank would monitor their affairs suitably.
However, there were no separate book of instructions/Manual nor was there any internal
inspection machinery set up. No regular system of external supervision was introduced.
Strangely enough, the Committee learnt during its deliberations that these subsidiaries
‘were not even examined by the RBI at the time of inspections of the parent bank. The
subsidiary companies, on the other hand, felt that as they were independent legal entities
they were free from the regulatory provisions governing their parent banks. During
interrogation by the Committee, the Chairmen of parent banks routinely averred that they
were unaware of the happenings/transactions in their subsidiaries:; conversely officials of
the subsidiary companies submitted that they were unaware of any guidelines issued by
RBI in respect of investment policy, they also held that these applied only to the parent
L';, King companies. This situation was not simply of omissions particularly as Chairmen
of
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the banks are also Chairmen of the subsidiaries. The Committee observe that to avoid

... ..

falling within the purview of RBI guidelines, the parent banks knowingly shifted such
transactions as they were specifically debarred from undertaking to their subsidiaries.
‘What is worse is that even though the RBI had in one of its circular dated 2.5.1989 stated
that transactions prohibited for parent banks could not be put through or carried out by
their subsidiaries. This advise was neither followed nor enforced.

4

SBI Capital Markets Ltd.

6.4 SBI CAPS was established in 1986 as a wholly owned Merchant Banking Subsidiary
of SBI and is mostly staffed by deputationists from the parent bank. The resources/sources
of funds of the company comprised besides its equity and reserves (aggregating to
‘Rs. 9431 crores as on 31.3.1991) short term deposits from private and public sector
- companies. It also accepted funds under PMS. It has two broad divisions “Merchant
Banking” and “Mutual Fund”. In the former, the company mainly manages issues of shares/
- debentures of public limited companies including Equity support and venture capital,
provides finance through Equipment Leasing/hire purchase transactions besides arranging
credit syndications and accepts funds for investing in money-market instruments. It is in the
third category of activity that serious irregularities have come to light resulting in even
sizeable loss. SBI CAPS has four Regional Offices at Madras, Calcutta, New Delhi and
Bangalore apart from its corporate office in Bombay. However, only the offices at Madras
Delhi were allowed to accept deposit of corporate clients. While investments are
‘generally made by the corporate office at Bombay, the Madras Regional office has been
permitted to invest when rates at Bombay are not that favourable. It is reported that as per

corporate policy, the subsidiary shall invest only with reputed banks and financial
institutions. This, however, has not been adhered to.

-

Major Irregularities observed in Deposit/Investment Transactions

6.5 The company had accepted sizeable volumes of deposit as inter-corporate placements,
from private and public sector companies, at various rates of interests and for varying
periods. Deviating from the normal practice of issuing Deposit Receipts for these funds, the
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company had entered into “ready forward” sale deals with these corporate bodies purporting
to cover sale of its long term investments. Only letters were exchanged setting out terms and
conditions of sale and the actual transaction of securities not just not undertaken, it was never
originally intended to either. SEBI inspectors during their scrutiny in June-July, 1992 have
stated that this company has camouflaged the real nature of its transactions which are in
reality loans taken by the company and are in violation of their guidelines. The Company
sought to explain that these were PMS transactions and that RBI guidelines (which stipulate
minimum lock-in-period etc.) would not be applicable to them. It had argued that the
company is a separate legal entity independent of the parent bank and not bound by RBI
guidelines. However, after receipt of the specific and a repeat instruction from RBI in June,
1992 that their guidelines/instructions would apply mutatis mutandis to the subsidiaries of
bank it issued instructions for discontinuance of such transactions. The contention of the
Company is not tenable as the RBI guidelines dated 2.5.1989 had clearly specified the very
same instructions. It is regrettable that the subsidiary of a premier bank (almost wholly
owned by RBI) have flouted guidelines of the RBI and SEBI which are but prudent
parameters to sateguard the interests of depositors/clients.

6.6 The volume of securities transactions of SBI Caps, Bombay during the years 1990-91
and 1991-92 was as follows:-

Period Purchase Sales Total Transaction (Rs. in crores)
(Rs. in crores) (Rs. in crores) (Nos.)

1.4.1990

to 7200 6730 13930 1250

31.3.1991

1.4.1991

to 18844 16114 34953 3440

31.3.1992

6.7 At the Madras Regional Office, funds received had been passed on mostly to
Growmore Research and Asset Management Ltd. (GRAM) a company belonging to
Shri Harshad S. Mehta. The Regional Office had pleaded that the funds were parted against
BRs of Citibank, Madras. SEBI and internal auditors had however repeatedly ponted out that
“there is no evidence of receipt of securities purchased”. Between April, 1991 and April, 1992
Rs. 1,148.61 crores were placed with GRAM and remitted by telegraphic transfers to Shri
Harshad Mehta and his group accounts at Bombay with SBL. The maximum outstanding at
any one time was about Rs.150 crores, this is almost twice the normal level of exposure of
Rs. 80 crores to individual brokers as stipulated in the company’s own instructions dated
17.12.1991. Further, there is no evidence to suggest that the company made any critical
appraisal of the activities of GRAM or its credit worthiness. Similar transactions have also
taken place, in gross violation of the company’s own guidelines and all canons of prudence,
and safety with Kotak Mahindra (Rs. 75.25 crores) and Somayujulu & Co. (Rs. 25 crores).
Even though this gross irregularity of placing funds with brokers was taking place for long
the corporate office is stated to have come to know of it only in May, 1992 - when shortage
was detected. The company has not been able to submit a reconciliation. It has suffered a
loss on this account. Wholly inexplicable is that even as late as end of April, 1992, when

transactions with HSM had been warned against, an amount of Rs. 16.25 crores was placed
with GRAM.

6.8 SBI CAPS have admitted these irregularities. Further, the accounting practices and
procedures adopted in respect of receipt of funds from clients was also unsatisfactory. The
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{03 pany operated a current account with its parent bank in which the funds received from
""" wstituents were collected and disbursed either by way of inter-corporate deposits, or under
y forward deals made directly therefrom without bringing the transactions into the
ks-of—prune entry in the company. The explanatmn that these were considered “off-
"_'=. ce sheet” items is evasive and unconvincing especially as funds were made available
directly to brokers. The Company was not able to reconcile the transactions only because
it did not maintain any control records. Accountancy procedures adopted by SBI Caps were
mut in keeping with the probity and prudence expected of a banking organisation.

69 The Committee are led to the conclusion that SBI CAPS violated all established
" norms, that this was in the knowledge of the parent bank, that the company parted with
substantial funds in favour of broker (HSM), and that it did so without any security.

' Internal Control/Management

- 6.10 The company has stated that internal audit is conducted by a Chartered Accountant
firm every quarter at its corporate office as well as at its four Regional Offices. They admitted
" that as far back as June, 1991 the auditors had stated that there was no evidence of securities
~ having been purchased by the Madras Regional Office and that there was need for fixing
‘broker-wise limits. It was, conceded to the Committee during their deliberations that the
irregularities pointed out in the internal audit reports were not discussed at the Board
meetings. The Managing Director of SBI CAPS stated to the Committee in this context :-

“Madras office gave a certificate that BRs were being accepted whereas for
majority of transactions they did not accept BRs and for minority they did
accept BRs.”

6.11 As a specimen instance of misleading corporate office, they had forwarded to the
Committee a copy of the Madras Regional Office letter dated 11th March, 1992 in
connection with ‘private placement of funds’. It has been stated therein that as the
corporate office was not interested in the offer of Neyveli Lignite Corporation (NLC) for
private placement of their bonds, they were entering into a Ready forward deal with
GRAM (belonging to HSM covering Rs. 200 crores of these bonds to be issued by NLC
in three lots carrying net interest of 12%, 13% and 13.5% for 3, 6 and 7 months. As per
the terms of the deal the Bonds would be arranged to be issued in favour of SBI CAPS.
However, at the end of the letter it has been stated “We feel that deployment of funds
with Growmore would be acceptable inasmuch as they are backed up by BRs of major
banks”. This has been referred to as a false certificate of Madras Regional Office. When
the scrips are arranged to be issued to SBI Caps and they are required to sell these to
GRAM as per terms, it is not understood, how BRs of other banks would be relevant or
acceptable for the transactions. A reading of the letter clearly indicates that it is a clear
accommodation, at a highly concessional rate to GRAM, arranged by the broker through
their nexus with the PSUs viz. Neyveli Lignite Corporation Ltd. The Committee are unable
to accept the contention that Corporate Office was unaware of what was happening in
branches. Further, if it was unaware even then it was derelict in the discharge of its
responsibilities and the Committee take a serious view of this tendency to avoid accepting
responsibility on ground of ignorance.

6.12 The Statutory Auditors had failed to report on the irregularities committed at the
Corporate and Regional Offices. While the auditors were required to carry out physical
verification of securities, they failed to do so with reference to stock as on 31.3.1991, but
accepted the company’s records and also failed to verify with SBI Bombay Main Branch
which had been authorised to act as custodian of the securities on behalf of SBI CAPS.
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There was no periodical physical verification of the securities held either by SBI CAPS
itself or on its behalf, by SBI Inspectors, as per normal banking practice. The parent bank,
which submits half yearly review on the functioning of subsidiaries to its Board failed
to report on the irregularities. It was thus, in addition to other failures, guilty also of not
discharging its own direct responsibilities, towards its own subsidiary and its proper
functioning.

Collusion between Officials and Broker

6.13 More than 82% of the business of Madras Regional office where irregularities were
the maximum, had been put through GRAM/HSM. Even in the company as a whole,
transactions of SBI Caps through this broker was the highest. Instructions relating to
maximum exposure to a single broker were not simply not adhered to, they were wilfully
flouted. During evidence before the Committee various instances of SBI officials being
lured away and employed by the HSM group were cited. In fact, this tendency has been
witnessed elsewhere also and is the single largest contributor to collusive practices
proliferating.

Canbank Financial Services Ltd.

6.14 Canfina was set up as a wholly owned subsidiary of Canara Bank and it commenced
its operations with its Head Office at Bangalore on Ist June, 1987. Its authorised and paid
up capital are Rs. 50 crores and Rs. 10 crores respectively. It was staffed mostly by personnel
from Canara Bank and has branches at Ahmedabad, Bombay, Calcutta, Hyderabad, Madras
and New Delhi besides Bangalore. As the Board comprised mostly of senior executives of
Canara Bank and its Chief Executive is also a senior official of that bank (on deputation)
the company functioned under the umbrella of the parent bank; besides it submits periodical
returns on its functioning to the Board of Canara Bank for information.

6.15 The activities authorised to be conducted by the Company are equipment leasing,
merchant-banking, venture capital and consultancy services. The Company, initially
deployed a major portion of its owned funds and deposits in equipment leasing business
and obtained the classification of an “‘Equipment leasing company’ from the Department of
Finance Companies of RBI; this classification entitles the company to mobilise public deposits
to the extent of ten time its owned funds. |

Irregularities in Transactions

6.16 In the context of a number of PSUs raising resources by way of floatation of bonds
in the market, the company took the role of “market maker” and handled 75% of the total
PSU bonds issued. It also shifted its activities to ‘Portfolio Management’ and ‘Corporate

Investment Advisory Services’. The method adopted by this Company for handling bond
issues is explained in the subsequent paragraphs.

6.17 When commissioned by a Public Sector Undertaking (PSU) to raise resources by
way of bonds, Canfina would agree to an initial subscription of a substantial portion of
the Bonds with the stipulation that the amount subscribed by it was to be kept with
Canfina itself, under portfolio management services, CIAS. At times, the rate of interest
offered on the investment was lower than the coupon rate of the bonds itself. Some
illustrations of this kind have been given in the Chapter on PSUs. The general question
of the operation of the Public Sector Bonds Schemes has been discussed in the Chapter
on Ministry of Finance.
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6.18 The outstanding amounts under PMS/CIAS/ICDS as on 31.12.1992, and total value
“‘; B{mds of PSUs held by CANFINA /Canara Bank given below will give an idea of the
ness handled by the company as also of its liabilities:

- SI.No. Name of PSUs

Total Outstandings Total Bond of
by Canfina respective PSUs by
as on 31.12.1992 Canfina & Can Bank
(including reversals)
(Rs. in crores) (Rs. in crores)
1. IRFC 425.17 748.06
2. HUDCO 297.00 278.86
3. MTNL 150.00 260.13
4. NPC 248.25 426.58
9. NPTC 94.00 40.00
6. NTPC 165.00 350.69
i PEC 8.00 287.09
8. CIL 531 76.84
9. OIDB 275.42 NIL
10. NALCO 60.00 NIL
11. BRPL 27557 NIL
12. EXIM BANK 40.00 NIL
13. KRIBHCO 36.00 NIL
14. OTHERS 23.75 NIL
1,855.47 2,468.25

6.19 CANFINA, however, does not account for these funds in its books on the plea that
these are off balance-sheet transactions. The company has stated in one of its replies “since
- the PMS funds and investments were not considered as part of company’s liability and
- asset they were not brought to the balance sheet ....” About utilisation of these funds for
~ BR operations and their proper accounting the company has stated that the “requirement
~ that all deliveries must be against payment is not practicable on account of market
- practices”. In other words CANFINA issued BRs covering these bonds to brokers, at their
instance, without deliveries. Brokers, were thus enabled to get cheques, mostly for banks
specified by them and then to rotate the funds at will. Without any doubt CANFINA
indulged in unethical risky operation colliding with the PSUs through the medium of
brokers supposedly for PMS transactions. As, however, there was no actual transfer of
funds by PSUs to CANFINA, as admitted by them in their written replies to the
Committee, these transactions cannot be termed as “Portfolio Management Service” at all.
In any event the company has not also admittedly complied with other requirements of
- the PMS such as minimum lock-in period, prohibition of guaranteed return, risk to
investor etc. The company has stated in one of its replies to the Committee; “Under the
- CIAS activity, the company was accepting funds for generally less than one year. Under

this activity, conceptually the securities were sold to the party on receiving funds for
_investment. Similarly, it was bought back from the party when repayment was made.
‘These transactions were treated as buying and selling of securities for clients. It was
- presumed at that time that the guidelines of RBI are not applicable.”
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6.20 Apart from this the company had also indulged in a large volume of investment
transactions by way of purchase of units of UTI and in certain cases Government securities,
even though dealing in investments is not one of its authorised activities. These transactions
had been mostly by way of Ready forward or Double Ready Forward deals at the instance
of brokers ostensibly with other banks but essentially with the latter’s broker clients. Some
of these transactions have been commented upon by the Janakiraman Committee as
illustrative examples.

6.21 The Committee have observed that CANFINA had been violating the guidelines of
RBI in regard to PMS for long. It had been pointed out by the RBI who inspected it in
March, 1991, that the Managing Director of the company had given a false assurance to
RBI in terms of his letter CANFINA - RBI INS: 1619: 89 dt. 22.9.1989 that the company
had been accepting funds with lock in periods of one year and over only. In many cases,
it was observed during inspection that funds for a shorter duration had been accepted
and further, funds were allowed to be withdrawn as and when the parties desired. The
RBI had, inter alia, pointed out several other irregularities.

6.22 Itis obvious that the management of CANFINA was well aware of the affairs being
conducted irregularly. The company has pleaded in justification of its action and
condonation of not having followed PMS guidelines : “We would not have been able to
do either market making of PSU Bonds or manage the PSU funds since these guidelines
were generally not followed by other competitors, mainly forei gn banks who entered this

arena in early 1991 as a result of Government’s liberalised policy and started offering high
yields.”

Inter Corporate Placement of Funds

6.23 The company also arranged for placement of funds received from some of its corporate
clients with other corporate clients who were in need of funds retaining a rate of return for
it in the process. It has been observed during the inspection by RBI, conducted as far back
as in 1988 that funds had been placed by ‘borrowers’ of Canara Bank at a rate of interest
even slightly lower than that charged by that bank and in gross violation of credit discipline.
Here again the funds received/placed were treated as ‘off-balance’ sheet items. However,
the letters issued/received do not appear to establish any privity of contract between the
‘lender’ of the funds and the ‘taker’ of the funds and hence, the liability of CANFINA is
not ruled out in case the latter does not refund.

Claims by and against CANFINA

6.24 It is observed that an aggregate amount of Rs. 778.17 crores is due to CANFINA and
the possibility of recovering bulk of these funds is remote. Besides, the company is
contingently liable in respect of claims against it for Rs. 223.81 crores. Thus, the company
could lose to the extent of about Rs. 1000 crores on its speculative and reckless dealings.
This is in addition to facing an extreme liquidity crisis. It is understood that the parent
bank has so far accommodated it on a “no profit no loss” basis to the extent of over Rs.

2600 crores against available securities with it. In this context the Chairman of the Canara
Bank has stated :

“ While the involvement of ‘'our two subsidiaries in the infamous episode
has had an unsettling effect on the bank, the decision to be taken in its
aftermath, especially concerning Canfina was quite crucial. Legally there
was no compulsion for the bank to rescue CANFINA. However, the fact
remains that it is a wholly owned subsidiary of Canara Bank which itself
is owned by the Government.....”
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6.25 The Committee hope that the nature and extent of the financial assistance being
provided by Canara Bank to its subsidiaries are such as could be justified on prudent
commercial norms. Further the parent bank cannot be absolved of the responsibility for
various irregularities of its subsidiary.

Monitoring and Management Information System

6.26 The deliberations and evidence before the Committee clearly indicated that there
was practically no internal control machinery to check irregularities. The machinery of
audit was perfunctory and superficial. It is observed that the parent bank had not
conducted any inspection or periodical scrutiny of the affairs of Canfina. To a specific
query as to whether it was lack of reporting system or lack of internal inspections due
to which these irregularities occured and why did these things not come to the notice of
higher management, the Chairman of Canara Bank replied : “In fact the reporting system

was violated.... it was not placed before the Board of the Canfina. At the top level they
were not aware of the violations that have taken place....”

6.27 To a query whether the irregularities were at anytime discussed with - RBI, the

Chairman of Canara Bank replied that “only the working of the Canara Bank was
discussed and not its subsidiaries”.

6.28 The Committee consider it necessary to underline such self admitted dereliction of
duty on the part of those concerned.

Andhra Bank Financial Services Ltd.

6.29 ABFSL was incorporated as a wholly owned subsidiary of Andhra Bank, a
comparatively smaller sized public sector bank taken over in the second round of
nationalisation with a paid up capital of Rs. 5 crores. While the Chairman of the Andhra
Bank is the ex-officio, Chairman of the subsidiary, its affairs are managed by the Managing
Director under the supervision of the Board. Shri K.R. Nayak an ex-senior official of Canara
Bank was the Chairman while Shri Y. Sundara Babu was the Managing Director at the time
of its incorporation in February, 1991. The Board included among others late
Shri M.]. Pherwani. Like all the other bank subsidiaries it was authorised to transact merchant
banking, equipment - leasing and hire/purchase as well as other business “Incidental”
thereto. It was not to do other business such as trading in securities, discounting of bills etc.,
covered by Section 6(1) (a) to (n) of Banking Regulation Act, unless these were incidental
to the activities authorised. The company, however, did precisely that in which it was not
supposed to and engaged in such activities on a large scale, of course without the necessary
approval of the RBI. As per the balance sheet of the company as on 30 June, 1992 the leased
assets and stock-on-hires amounted to Rs. 5 crores as against its total assets exceeding
Rs. 500 crores. The company was classified as a “Loan company” only by the Department
of Financial Companies of RBI, Bangalore. As such it was not entitled to invite deposits in
excess of 25% of its own funds, as per the Directions of Department of Finance Companies
of RBI in respect of NBFCs. The company contravened this provision. The bulk of its outside
liabilities comprised “inter-corporate deposits”, amounting to Rs. 387.46 crores and “security

transactions” (buy-back) to Rs. 119.32 crores, besides other public deposits which stood at
Rs. 7.85 crores.

Functioning as a Conduit

6.30 The bulk of the funds collected by ABFSL had been from PSUs. Thus as on 31.3.1992
out of total deposits collected by way of “inter corporate” and “security transactions” at
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over Rs. 500 crores - an amount of Rs. 350 crores were from PSU clients. A substantial
portion of these funds raised, had been passed on by it to three parties viz. Fairgrowth
Financial Services Ltd. (FFSL), Shri H.P. Dalal (HPD) and SCB ostensibly under ready-
forward transactions and without complying with the guidelines of RBI in this respect.
Thus the company has merely acted as a conduit for diversion of funds from public sector
enterprises to private sector companies and foreign bank thus circumventing the
investment guidelines for PSUs which prohibit their investing/depositing moneys with
private sector finance companies. Similarly, the readyforward transactions with counter-
parties by this company were in reality deposits at pre-determined rates. During the
period 31 August, 1991 to 26 May, 1992 ABFSL deployed through 229 transactions, an
aggregate sum of around Rs. 1732 crores. Of these for Rs. 1255 crores, 178 transactions
accounting for 73% in value were with FFSL and Shri H P Dalal. The Bangalore branch
had deployed nearly Rs. 1,000 crores in contracts with FFSL. For this there was no exchange
of securities and the payments were only supported by “SRs” an innovative illegality as
issued by FFSL. Upon insistance for delivery of securities, FFSL had delivered securities
of a face value of a mere Rs. 205.12 crores. These too, were forged. The statutory auditors
of the company helped matters by not even visiting the branches of the company and
never verifying the investment.

6.31 The Janakiraman Committee enquiring into the affairs of this company have
concluded:

* This debasement of the true role of ABFSL appears to have been done with
the full knowledge of and under the direction of the bank’s top management.

[n fact the manner in which ABFSL has functioned since its inception would

almost seem to suggest that ever since the subsidiary was formed, it has acted
only for the benefit of FGFSL and Hiten P. Dalal.”

6.32 It is relevant to report, as deposed before the Committee that even before
the incorporation of the company on 25 February 1991, the then Managing Director
Shri Sundara Babu had been negotiating with FFSL for assistance in the matter of availing
of “Start of Service” and had paid Rs. 25,000 for the purpose. In fact, three officers of ABFSL
were deputed to that private company for being trained in the business.

6.33 In addition to the inter-corporate deposits and ‘Security transactions deposits’ referred
to earlier and reflected in the balance sheet of the company, the company has also been
granting ‘Bridge loans’ to favoured customers pending their issuing of right shares etc. Apart
from these the company had been indulging in transactions in securities in the guise of
investment service’ to its clients. The total funds so collected and outstanding on 31 March,
1992 were Rs. 310.91 crores. These funds reportedly placed by ABFSL for investment on
behalf of its clients have not been reflected in its financial statements. However,
correspondence with the investors, form of receipts issued and other documentations make
it clear that these are in fact ‘deposits’ accepted for portfolio management. This was in gross
violation of PMS guidelines issued by RBI. It is also observed that there had been no transfer
of securities to the clients on whose behalf investment service had been rendered.

Collusion with Broker H.P. Dalal and ABFSL

6.34  Apart from having large number of transactions with FFSL for which it was patently
acting as a conduit, the company, had significant transactions with Shri H.P. Dalal. These
amounted to Rs. 361.55 crores or 21% of the total during the period 31 August, 1991 to
26 May, 1992. The company could not give any convincing reasons for such a concentration
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with one broker. During interrogation by members of the Committee the Chairman of the
Bank initially denied having any knowledge of HPD . Subsequently he admitted having met
him. To repeated queries as to how or why he was appointed as the principal broker of
Andhra Bank and allowed to operate a separate SGL Account through them, the Chairman
gave evasive or no replies.

6.35 The Committee find the conduct of ABFSL and its officials, censurable and
recommend early and prompt action against all found guilty.

Estimated loss on account of involvement
in irregular security transactions

6.36  As on 30.6.1992 the total liabilities of the company aggregated around Rs. 514.63
crores. As against this it had only the assets of face value of Rs. 30.22 crores.

6.37 In addition, the company holds certain securities of the book value of Rs. 308.33
crores. Claims and counterclaims of ownership and the depreciated value of these
securities make these holdings as of little countervailing value to ABFSL.

6.38 The Committee seriously view the heavy losses sustained by ABFSL for which the
parent Bank cannot be absolved of responsibility.

AllBank Finance Ltd. (Allbank)

6.39 AllBank Finance Ltd. is a wholly owned non-banking subsidiary of Allahabad Bank
incorporated in February, 1991 by converting the erstwhile subsidiary Allahabad Bank
Nominees Ltd. originally incorporated in September, 1951. It has its registered office at
Calcutta and an active branch at Bombay. As in the case of other subsidiaries the Chairman
of the parent bank is Chairman of the Company. However, in this company, even though
there is a full time Managing Director, the Chairman had been authorised by a special
resolution of the Board to exercise “full” executive powers thereby creating an anomalous
situation of two full time Managing Directors. Further, the Board comprises eight Directors
of which, five are employees of Allahabad Bank, thus subordinate to the Chairman, the
remaining three being his nominees picked up from the parent bank. The principal activity
of the company, which has a paid up capital of Rs. 5 crores and classified as an “Investment
Company” by the RBI had been raising funds by way of inter-corporate deposits and
deploying them in stocks and shares by way of ready forward with brokers etc., besides
direct lending. The latter constituted mainly “bridge loans” to companies for whose public
issue the company was a lead manager or a co-manager. The principal broker for
the company is M/s. V.B. Desai and Co., the others having significant dealing being
M/s. Baijnath Khandelwal & Co., Calcutta. During the period 31.7.1991 to 31.3.1992
the company entered into 29 ready forward deals with M/s. V.B. Desai aggregating
Rs. 46.52 crores. A major portion of these contracts related to ready purchase/forward
sales of shares of limited companies from the principal broker. These transactions, in the
opinion of the Committee, were simply a device to facilitate the brokers business interests.

6.40 It is seen that the subsidiary company had functioned mostly for the benefit of
M/s. V.B. Desai and had in contravention of all principles of safety of funds passed on
its customers deposits to the broker for investment and speculative deals in share market.

6.41 When during evidence, the Committee brought to the notice of the representative of
the Company that in several cases the names of counter party were not indicated the witness
expressed his inability to explain the reason for not knowing the name of the counter-party
and stated “There are a few entries where we are not able to trace”. Another disquieting
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feature observed by the Committee was that most of the funds deployed by Qil India under
PMS with AllBank finance were utilised for investments in the equities of private sector
companies. During evidence the representative of the company stated that the public sector
enterprise had authorised them to invest their funds in private sector companies also and
it was done as per contract.

6.42 Apart from PMS, AllBank Finance Ltd. had also mobilised substantial amounts of
money from other corporate entities including PSU, ‘inter-corporate deposits’. During
1991-92, the company had mobilised Rs. 58.09 crores as inter-corporate deposits and Rs. 259
crores till November, 1992. In this connection, the Committee also found certain
discrepancies in the manner in which funds were shown in the books of PSUs and the
company. For example, OIDB, whose deployment of funds was also examined by the
Committee, has shown an amount of Rs. 39.56 crores as investment under PMS on 24.4.1992
in their books. However, the Company has shown it as Inter-Corporate Deposit. During
evidence the Committee enquired as to how the amount could be shown as inter-corporate
deposit by AllBank since OIDB was not a company under the Companies Act. The
representative of the company deposed “we did not take into consideration that thing”.

6.43 There was no regular inspection of the affairs of the subsidiary company by the
inspectors of parent bank and it was stated that RBI also had not conducted any inspection
except a scrutiny in May, 1992 of the one transaction with HUDCO.

Fairgrowth Financial Services Ltd.

6.44 The FFSL was set up on 9th July, 1990 with a paid up capital Rs. 700 only. The paid
up capital of the Company as on 31.3.1992 is Rs. 8.60 crores. The total number of shareholders
of FFSL is 2611. These included some public servants - which includes Government Officers
and Ministers and their family members who were allotted shares from promoters’ quota.
The main objective of the Company is to undertake the business of equipment leasing, hire
purchase, merchant banking in all its aspects, portfolio management service, investment in
stocks/securities and also to deal with real estate.

6.45 Money Market turnover (sales) gross figures as furnished by FFSL for the period
1.8.1990 to 30.6.1992 were as follows:-

(Rs.in crores)

Party 10.8.90 to 1.491 to Total
31.3.91 30.6.92
*ABFSL (Equity) 46.46 — 46.46
*ABFSL (Bonds/Units) 1008.48 913.50 1921.98
BOI Finance 792.16 528.79 1320.95
BSES 103.37 35.50 138.87
NHB 1672.79 254.69 1927 .48
Parag Bosimi Ltd. 27.25 23:12 50.37

*

ABFSL have stated that they commenced business only from 1.7.1991. According to them,
therefore, the Fair Growth Financial Services Ltd. Money Market turnover (sales) gross figure
furnished for the period 10.8.90 to 31.3.91 do not relate to ABFSL Ltd.
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_ It has been reported that FFSL deployed/lent funds to various private firms/
ndividuals apart from deployments in stock market operations. The Company earned a
orofit (after tax) Rs. 1.11 crores as on 31.3.1991. This went up to Rs. 45.34 crores as on
31.6.1992. The main business of the Company was with ABFSL whose share in total volume
was 30.86%.

647 The contacts with the ABFSL started even before ABFSL commenced its business
operations in July, 1991. A letter was sent by FFSL on 4.2.1991 addressed to the Chairman,
Andhra Bank (marked for the attention of Shri Y. Sundara Babu, DGM who after the
formation of ABFSL became its M.D.).

|

0648 The letter after referring to a discussion with Shri. Y. Sundara Babu, stated “as we
propose to mobilize surplus funds from public/private corporate sector, we reckon that we
may encounter situations wherein the client may be willing to provide in funds for
but may be prevented by the restrictive covenants of their investment
guidelines. To overcome such procedural difficulties, we hereby propose that your bank act
as our Bankers for carrying out the money market operations on our behalf. The letter while
going into the details of the modus-operandi to be adopted for the purpose also mentions as
ollows:

- a) To receive Bank/Money Receipts in your name, in respect of Securities purchased
- by us. Payment will be made by you to the debit of our account with you.

- b) To issue your BR in respect of securities sold by us. Sale proceeds received will
- be credited by you to our account with you.

E) To make offers of Purchase/Sale to our clients in your own name, on our behalf.

E d) To make offers to manage surplus funds of our clients in your own name, on our
y behalf.

&) To extend quotations and to respond to tenders in respect of Private Placement

~ Issues of Public Sector Bonds and/or investment proposals, in your own name on
) our behalf.”

b

" L, The back up commitments proposed by FESL were as follows:

~ “In respect of match-making proposals, we undertake to square off the
~ transactions on the same day where offers of Purchase/Sales have been made
- by you on our behalf, reverse tie-up will be extended by us. For example,
- where an offer on purchase has been made by your on our behalf to X Ltd.,

we shall make an offer of purchase from you at a rate which is equal to the
rate quoted by you to X Ltd.

Where offers to manage the surplus funds of our clients have been made by
you, on our behalf, we shall provide you reverse tie-up for such transactions.

Where quotations have been extended or tenders responded to by you on our
behalf, back up quotation will be provided by us to you.”

“'“ The remuneration proposed was 25% of the realised spread in respect of purchase/
sale offers and quotations/tenders, and a minimum spread of 0.10% per annum for offer to
surplus funds. The actual dealings between ABFSL and FGFSL were on the lines
contemplated in the above letter.

The close nexus betweéen ABFSL and FFSL can also be seen from the discussion for
the tie-up between FFSL and Andhra Bank. On 15th May, 1991 Shri Sundara Babu (DGM,
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Andhra Bank) submitted a note to the Head Office for entering into start-up services with
FFSL. The initial demand by FESL of Rs. 60,000 was later negotiated and settled at Rs. 25,000

and three officers of ABFSL were sent for training at FFSL.

6.52 The Committee were informed by the Company that they had 232 transactions with
ABFSL under ready forward on the basis of SRs without physical delivery of any securities.
During evidence FFSL admitted to have carried out transactions to the tune of Rs. 6,000 crores
including roll overs, out of which 90% was in SRs without the backing of security. They were
also informed that when the scam broke out, upon an enquiry by RBI, ABFSL maintained
that all their securities transactions with FFSL were backed by physical delivery of securities.
In order to maintain the stand ABFSL pressurised FFSL for delivery of securities. According
to FESL this pressure forced their money market personnel at Bangalore to give forged
securities. The two officers of ABFSL and FFSL came to an “understanding”, and 4 to 5 units
certificates which were genuine and whose original value was about Rs. 1000 crore was
altered to around Rs. 155.00 crores. These were then handed over around 16.5.1992 in a closed
cover to ABFSL. The representatives of FFSL confessed to the fraudulent method adopted
by the Company from the beginning.

6.53 It was also noted that Bombay Suburban Electricity Supply Company (BSES) had been
transacting with FFSL through ABFSL. In case of two transactions amounting to Rs. 49.91
crores, ABFSL representatives informed the Committee that it was BSES which had made
it a pre-condition that the ABFSL had to buy securities only from Fairgrowth against the
deposits of BSES. ABFSL was provided a Commission of half per cent in the transaction. A
dispute arose when BSES claimed the outstanding amount from ABFSL but ABFSL
maintained that FFSL should be held liable. As the routing transaction was put through by
ABFSL, BSES was insisting that ABFSL should acknowledge the liability and not FFSL.

6.54 FFSL had also obtained accommodation contracts for sale and purchase of securities
from two brokers viz. Shri Pallav Seth and Shri Shrenik Javeri. The total amount of sale
contract 1s Rs. 615.87 crores and the purchase contract amount Rs. 799.26 crores. According
to the FFSL there was no diversion or out flow of funds on the basis of these contracts. These
contracts were obtained only for audit purposes. It was also revealed during evidence that
the balance sheet as on 31 March, 1992 which had been approved by the Board of Directors
and audited by the statutory auditors was nullified and a new balance sheet was drawn.
As to the reasons for it, it was stated that in the earlier balance sheet there were many
adjustments and the Company had violated Section 370 of the Companies Act. After the Scam
broke out the Auditors, on being approached by the Directors of the Company suggested
on 4 July, 1992 that a new balance sheet should be drawn. In the new balance sheet the
contracts with Shri Pallav Seth and Shri Shrinik Javeri were removed from the books of
accounts. Further, the transactions which were earlier shown as borrowings and lendings
were, in the new balance sheet, shown as amount receivable and payable.

6.55 The amount due from FFSL as on 29.1.1993 is as under :-

Present Position (Rs.in crores)
ABFSL ‘ 23742
BOI Finance : 99.69
NHB 2.32
BSES 48.91
Other Corporate 31.00
419.34
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.56 FFSL has, however, maintained that the liability exists in its books and they are
prepared to pay either BSES or ABFSL as the case may be. BSES has thereafter gone to the
S '-{_ ﬁe.r Cﬂurt in this regard and the Special Court has subsequently asked the CBI to enquire
into the matter. There is evidence to show that payments of large amounts have been made

ﬁ B Finance of BSES.

_ . The Committee were informed that CBI has registered a case on 25.7.1992 against some
_ifﬂ cers of FFSL in regard to forging of documents, obtaining of bogus contracts from the
.: s and the transactions with BSES. It has also been stated that CBI investigations have
led that FFSL apart from deployment of funds in stock markets deployed/lent funds
t0 various private sector companies individuals. The possibility of these deployments being
"fi-"i:ww as conduits for paying bribes was being investigated.

0.58 The Registrar of Companies has also filed several complaints against the company in
the Special Court for economic offences in Bangalore. All these cases were at the trial stage.

6.59 FFSL with an incorporation of Rs. 700/- earned a profit of Rs. 47 crores within two
years of its operation.

.60 The Committee wish to underline that FFSL seem to have perfected systems to
ircumvent all the rules and regulations. It sought to influence public servants - which
“ Government Officers and Ministers through inducement including that of
g its high value shares at face value. FFSL provided the perfect conduit for collusive
activities between broker and banker.

‘? The Committee conclude that some Non Banking Financial Companies played a
dubious role in the scam. In this connection they note that the powers of the RBI to
"ri—._'j';; rvise and monitor the working of NBFCs are derived from chapter IIIB of the RBI
Act. Hnwever the control exercised by RBI in terms of the said provisions is not adequate,
being confined only to deposit takmg activities. It is astonishing that no authority, either
.ihe Government of India or in the RBI, appears to have taken stock of the possible
e of NBFCs in securities and banking transactions nor of the limitations in the RBI Act
) eal 'mth such contingencies. Over a period of several years, an entirely new sector
"th nancial activity was allowed to grow and flourish without giving any thought to the
deleterious consequences of the activities of this new sector. In the light of the role of
the NBFCs in the current scam the Committee are of the considered view that there is an
erative need to ensure that the financial companies follow prudent practices for
neulcating healthy financial discipline and, therefore, their overall functioning, parti-
ly the deployment of funds has to be brought within the purview of some guidelines.
Comm1ttee therefore, recommend that Government should examine whether the
_ ovisions in Chapter IIIB of the RBI Act are sufficiently wide to cover the necessary
J.j-'.?j-}}?;*- ion. If not, the question of reinforcing the existing legislation or to enact a separate
JAE latlon for the NBFCs be examined so as to ensure proper functioning of NBFCs and
Iso to protect the interest of the depositors.

Mutual Funds

,f Mutual Funds have played an important role in the capital market. The working of
n utual funds is governed by the guidelines issued by Ministry of Finance, RBI and SEBI.
tlny of securities transactions by the Committee has disclosed involvement of the

Funds also in irregular transactions. The Committee examined in particular the
l’vement of Canbank Mutual Fund (CMF).
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6.63 CMF had violated some of the critical provisions in the guidelines issued by RBI on
7.7.1989 and Controller of Capital Issues (28.6.1990) relating to secondary and money market
operations, investments in the primary market, arms length relationship between the
sponsors, its subsidiaries and the mutual fund. The violations had been in respect of the
provision requiring mutual funds to take delivery of scrips purchased and give delivery of
scrips sold, provision prohibiting mutual funds making short sale/purchase of securities or
carrying over transactions from one settlement to the next, provisions prohibiting mutual
fund to enter into any transactions of speculative nature, provision prohibiting mutual funds
to invest in any other unit trust/mutual fund, barring exceptional circumstances and then
for a temporary period and within a ceiling of 5% of its assets; and, provision prohibiting
mutual funds undertaking direct or indirect lending, portfolio/funds management,
underwriting, bills discounting, money market operations etc.

6.64 The Committee regret to note that CMF has violated almost all the guidelines and
regulations. The sponsor and its subsidiary have derived benefit through the operations
of CMF at the cost of the investors.

6.65 A majority of the secondary market operations of CMF has been carried out
through just a few brokers. 42% of the turnover of 8 schemes of CMF was transacted
through 4 brokers. These brokers had defaulted in delivering the scrips, and instances were
noticed where prior approval of the sanctioning authority was not obtained for the purchase
of large quantity of shares. Instances have been revealed where CMF had incurred
considerable loss for no plausible reasons in their secondary market transactions. Besides,
there were also instances where large numbers of shares were sold by CMF at prices lower
than the market prices. These remain unexplained. The Special Audit Report also pointed
out several instances in which CMF used the mechanism of wrong credit to divert funds
from the CMF schemes to brokers, apparently under advice of Canfina, though these were
not in writing.

6.66 CMEF also resorted to placement of short, medium and long term deposits of Public
and private limited companies ranging from three months to three years categorising all such
placements as short term deposits. They had also entered into private placements of Non-
Convertible Debentures, suescription to promoters quota and standby arrangements. The
irregularities observed in this connection included, investment decisions for private .
placements made without proper analysis, investment decisions influenced by factors
concerning the business of Canara Bank or Canfina, funds placed with several corporate
clients of the Canara Bank with the understanding that they should reduce their advance
with the bank, investments made which had the effect of transferring underwriting
developments of Canara Bank/Canfina to the CMF etc.

6.67 Transactions of CMF in non-SLR securities in one case entailed a loss of Rs. 103 crores
to the Fund and ran the risk of potential loss of Rs. 30 crores in another. While the former
related to a deal with BOK through a SGL/BR without the backing of securities the latter
related to a ready forward transaction with NHB who failed to honour the commitment on
the reversal transactions.

6.68 Net Assets Value (NAV) basically reflects the economic value of the fund at a
given date on the assumption that the fund needs to be redeemed. The actual NAV can be
reflected by determining the market value of all the investments deducting the liabilities
arising therefrom divided by the number of units. The SEBI Inspection revealed that the

NAVs arrived at by the Fund Managers were inaccurate. They were thus defrauding
investors.
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69 Other irregularities/inadequacies have been observed in respect of maintenance/
authenticity of accounts, records and in respect of the Systems and internal control of CMF.

The manner in which CMF had invested the funds of the schemes indicates that
d not exercised sufficient care, prudence and diligence in the interest of investors of
hemes and in several instances had exposed the investors in the schemes to high

legri _:ﬂf risks without disclosure of it to the investors. This in the view of the Committee,
*" ﬁ‘;ﬁ,ﬁoﬂs breach of trust.

Y S
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5.71 When asked to comment on the repeated defaults, the representative of CMF said:-
“it is true that in some areas the violations continued to take place.”

6.72 Yet again the Committee do find it necessary to underline the self-admitted or the
e

self-evident. Officials managing this fund were negligent, derelict in the discharge of their
responsibility and committed breach of trust with investors.

6.7 I. Apart from CMF, irregularities were also observed in the working of other mutual
nds, viz. Bank of India Mutual Fund, SBI Mutual Fund, LIC Mutual Fund, PNB Mutual
und, GIC Mutual Fund and Indian Bank Mutual Fund. The irregularities revealed during

he course of inspection conducted by SEBI from August, 1991 onwards were mainly as
OWS :-

) Sale of units after the closure of schemes;

ii) Loans to brokers thereby exposing investors to avoidable risk;

iii) Poor maintenance of books of accounts and other records;

v) Deliveries for purchase and sale of securities outstanding for long period;

v) Investments were made without any records of the basis of the investment decisions;
and

vi) Concealed lending to the companies by way of advance subscriptions to be adjusted
later against allotment of debenture.

The Committee regret to note that several Mutual Funds indulged in serious
ma Practicesllrregularlhes detrimental to the interest of investors. Failure to exercise
adequate control by the authorities concerned resulted in recurrence of the same and
regrettably, the irregularities came to be regarded as market practice. It is systemic failure
of this order that set the stage for the scam. The system is as much in need of rectification
eulpable individuals are in need of punishment.

dea alt with in another Chapter.
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CHAPTER -VII

PORTFOLIO MANAGEMENT SCHEME — MISUSE

7.1 The Portfolio Management Service (PMS) in a broader sense meant aiding for a fee in
the deployment of surplus funds in profitable channels at the risk and responsibility of the
owners of the funds.

7.2 Traditionally, such surplus funds used to be kept in ‘deposit’ with banks which carried
low rate of returns. While this provided a good source of funds for the banks it assured safety
to the depositor. However, in recent times as the moneys came to be raised at considerable
cost by the enterprises, it was felt, that these should be deployed profitably till they were
utilized in the projects. Hence the advent of Portfolio Management Service in banks which
formulated “Special schemes” bearing different names in different banks for the purpose
mainly to attract their corporate clientele. As these activities which started in the second half
of 80s increased in momentum and several irregularities and misuse of funds noticed, RBI
issued certain guidelines, mitially in May, 1989, to be observed by banks and their
subsidiaries for rendering such services to their bigger corporate clients. These were further
amplified in January 1991. The substance of these guidelines is as follows:

(a) PMS services were to be provided at the customer’s risk, without guaranteeing them
a pre-determined return;

(b) The services were to be provided to parties in respect of their long term investible funds;
(¢) The minimum period for which funds were to be placed by clients should be one year;
(d) The transactions should be booked at market rates only;

(¢) proper accounting and documentation had to be ensured:

(f)  Funds accepted for portfolio management should not be entrusted to another bank for
management;

(8) A definite fee was to be charged for such services independent of the return to the client;

(h)  The funds were expected to be deployed essentially in capital market instruments such
as shares, debentures, bonds, securities, etc. and were not to be employed for lending
in call money /bill market and lending to/placement with corporate bodies;

() Transactions between the bank’s investment account and portfolio account were to be
strictly at market rates;

(J)  While putting through transactions on behalf of a portfolio account, a clear indication
had to be given that the transactions pertained to the “portfolio account”;

(k) The undeployed funds had to be treated as outside borrowings of the bank and CRR/
SLR had to be maintained on such funds; and

(I)  The banks’ liability to its clients in respect of funds accepted for portfolio management
had to be properly reflected, in the published accounts.

7.3 As many of the large sized PSUs had vast funds pending their utilisation in the projects
concerned there was a rush from banks, to capture these funds. These were invested in PMS
operations, which were treated as off balance sheet items. Banks formulated their own



schemes for management of funds to bypass RBI guidelines. Thus, for example, Stanchart
introduced their “Corporate Cash Deployment Scheme” in terms of which the funds received
from the clients were returned after the stipulated period which could vary from a few days
to few months with assured return. As these funds, by whatever scheme attracted, were not
accounted for in the banks’ balance sheet, some banks claimed that RBI guidelines such as
those relating to minimum lock in period etc,, were not applicable as they claimed that these
are ‘inter-party’ transactions only. The subsidiaries of public sector banks like SBI Caps,
CANFINA, ABFSL also felt that RBI guidelines on PMS were not applicable to them and
did not care to adhere to it. In short, the guidelines only remained in the circulars of RBI
and never practised nor did RBI care to have a serious look into their adherence. Some of

the grave violations observed are:

(a) The minimum lock-in-period of one year had not been observed; funds had been
- accepted for few days to few months and in certain cases ‘foreclosed’ earlier to suit the

- convenience of the parties;

) Funds obtained had been utilised in some cases in call money market, sometimes for
discounting of bills or financing share brokers;

(t:} Banks had indulged in short sales in respect of PMS clients and most of the deals are
not at market related rates; and

(d) The banks had invariably paid a fixed rate of return ranging from 12% to even 38% in
some cases; in certain cases, the excess earnings had not been passed on to the clients

but taken to P&L A/c of the banks.

‘7.4 The principal suppliers of funds for operating the schemes by the banks are the PSUs
“whose role in the securities transactions are dealt with at length in another chapter. Misuse
of the scheme for entering into Ready Forward deals with non-bank clients had been rampant
besides diverting funds to call money market or breaking the credit discipline sought to be
imposed by RBI by pumping additional funds to borrowers through these channels.

7.5 One disturbing feature noticed by the Committee was that the irregularities in PMS
operations had surfaced even as early as 1986 when it was also operated in the form of
buy back deals. But regrettably no corrective measures were taken by authorities
' concerned to stop them. For instance, a RBI scrutiny undertaken in 1986 indicated that
 the Syndicate Bank, Bombay had been receiving funds from its New Delhi Branch for
investment in securities/units etc. on behalf of institutions like HUDCO, Oil Industry
- Development Board (OIDB), Rural Electrification Corporation (REC) and Army Group
Insurance Fund (Society) (AGIF). The bank was found undertaking funds management
on behalf of them by utilising the funds in Government securities/units/debentures on
" short term basis and paying them minimum fixed returns irrespective of the bank’s high
earnings from management of funds in securities.

7.6 In May-July 1988, scrutinies were held by RBI in respect of New Bank of India, Bank
of India, Central Bank of India, Punjab National Bank, Vijaya Bank and UCO Bank. The
scrutinies revealed that the banks had violated RBI guidelines while providing Portfolio
Management Service to their corporate clients. In some cases the fund entrusted was for short
[-i;__"nds of 30 days and investment transactions were notional than real, with a view to

providing a particular yield to investors. In many cases, the sale and repurchase prices were
not in alignment with the prevailing market rate, as the prices were after agreeing with the
predetermined cost of funds borrowed.
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7.7 Again, scrutinies of PMS operations of five banks viz., Canara Bank, Citibank, Vijaya
Bank, American Express and ANZ Grindlays during August-September 1989 and also the
scrutiny of the bills portfolio of Vijaya Bank undertaken during January-February 1990
revealed widespread irregularities. The scrutinies, in fact, showed inter-alia that:-

i) Banks had been accepting short term funds, i.e for a period less than one year, for
portfolio management;

i1) Instead of managing such funds themselves, banks placed such funds with other banks
for management;

i) Banks had been deploying portfolio funds in call money markets and bills market:;

1v) Banks had not been maintaining client-wise records of funds accepted for portfolio
management and investments made thereagainst. They have been using portfolio funds
for their own purposes, and mixing their own investments with those of their clients.

7.8 According to the sixth report of Janakiraman Committee, large sums of money have
been received by the banks and their subsidiaries under the portfolio management scheme
and other schemes. The magnitude of the funds made available under these schemes can
be seen from the following summary :

(Rs. in crores)

Name of the bank Aggregate funds accepted Funds out- Percentage
1.1.1991 to 1.1.1992 to standing as
31.12.1991 30.6.1992 on 30.6.1992
Canbank Financial
Services Ltd. 7282.34 7638.81 2095.20 36.46
Stanchart 4259.61 9201.99 166.81 2.90
Hongkong Bank 1559.10 792.85 90.38 1.57
Andhra Bank Financial
Services Ltd. 1135.91 1569.23 506.79 8.82
Citibank 843.06 676.97 1334.59 23.22
BOI Finance 517.72 641.85 195.90 3.41
Indbank Merchant
Banking Services Ltd. 505.70 489.60 489.60 8.52
Others 619.54 942.68 867.43 15.10
16722.98 21953.98 5746.70 100.00

7.9 The figures of funds outstanding on 30.6.1992 shows that two banks alone viz., Canfina
and Citibank accounted for almost 60% of the oustanding amounts.

Vijaya Bank

7.10 The Committee discussed at length the various facets of PMS with officials of RBI,
banks, PSUs, etc. As a sample study, the transactions by the Vijaya Bank and irregularities
noticed therein are described in the tollowing paragraphs.
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3 1e operations of PMS by Vijaya Bank is a glaring example of a bank acting as a
onduit’ to pass on the funds of PSUs to a foreign bank in violation of RBI and Government
'. ,__-Li es

. The bank started rendering PMS services (earlier called Cash Management Scheme)
]anuary 1987 mainly to cater to the needs of public sector corporations, e.g. National
sorts Authority of India and Pawan Hans Ltd. etc. The Bank’s Investment Department
ed the funds with Citibank, for a brokerage ranging from 1/4% to 3/4% per annum.

.....

-"-:f; The following Table indicates the details of portfolio funds entrusted to Citibank on
sehalf of PSUs and others:

PSUS Others Total

(Rs. in crores) (Rs. in crores) (Rs. in crores)
361.45 116.25 477.70
341.47 9.02 350.49
172.75 10.30 183.05
875.67 " 135.57 1011.24

7. 4 Pertinently, the PSUs were permitted to undertake normal banking operations with
oreign banks with effect from 3.1.1992 only. Therefore, by deploying PSU moneys with
Ci bank Vijaya Bank acted as an intermediary for PSUs to invest with foreign banks. When
e Committee brought this to the notice of the representative of Vijaya Bank, he stated in
ev clence “nobody had informed about this to us. We were not aware of this”. The witness
further stated that the PSUs were aware of the arrangements of Vijaya Bank with the Citibank
although they (PSUs) were not informed in writing. It also came out in evidence that funds

deployed by certain PSUs like Pawan Hans had been invested in private companies equities
in vmlatmn of the guidelines.

.15 On 31st March, 1989, Vijaya bank under ‘Cash Management Scheme’ (nomenclature
of PMS at that time) received an amount of Rs. 25 crores received from Reliance
Petrochemicals Ltd., and provided it to 22 different borrowers who had credit facilities with

I]aya Bank. Under this arrangement Reliance Petrochemicals Ltd., received a return of about
15% and the bank a return of 2%. These operations of lending to select borrowers and
:__s eEmdmg an implicit guarantee of the bank, violated the principles of portfolio management

as well as other directives of RBI. Admitting the violations, the representative of the bank
‘stated in evidence:-

“Inter-corporate deposit was a wrong thing we have done”.

L

716 The PMS operations of Vijaya Bank, in general, involved several other violation/non-
| 'mp]jance of RBI guidelines. The bank did not conduct PMS in the nature of consultancy/
management for a fee at customer’s risk. The same was conducted with an assured, pre-
ﬁetemuned return to the client. Though, funds were accepted for periods exc:eedmg a year,
the bank agreed to disinvest the funds in durations of less than one year, e.g. in the case
- of Bharat Aluminium Co. Ltd. and International Airports Authority of India. Although the
was maintaining a client-wise record of PMS funds accepted and investments made
thereagainst, particulars of credits on account of realised interest, dividend, etc., and debits
relating to the portfolio account were not reflected in the individual clients’ accounts.
- Periodical statements of accounts were generally not furnished to PMS clients. Transactions

.f._ B
JC
i
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between the bank’s Investment Account and PMS clients’ account were not put through at
market rates. The bank did not have an approved list of brokers. Most of the PMS transactions
were put through the Kotak group; the bank’s exposure to this group was to the tune of
Rs.53.64 crores (66.6%) out of the total PMS funds of Rs.80.50 crores as on 31st March 1992.
Certain further specific instances of irregularities noteworthy are also discussed in the
succeeding paragraphs.

7.17 Kotak Mahindra Finance Ltd. alongwith its associate company Komaf Financial
Services Ltd. had been acting as a conduit for diverting funds accepted by Vijaya Bank under
its PMS service, into ‘badla’ financing. As on 19.6.1992, PMS funds of Vijaya Bank so routed
by KMFL in badla financing stood at about Rs. 36 crores. The modus operandi followed was
similar to that in Ready Forward transactions.

7.18 In another instance of deployment of PMS funds, Vijaya Bank tried to window dress
its profit as at end-March 1992 by putting through transactions in convertible debentures /
shares of Reliance Petrochemicals Ltd. (RPL) between its own Investment Account and
clients’s portfolio account at off-market rates. It has been observed that the bank sold
debentures to PMS clients at above market rates and subsequently repurchased them at rates
below market prices and deprived the PMS clients of their rightful dues. The deal resulted
in a net surplus of over Rs. 12 crores to the bank. The Committee consider it relevant to point
out here that all the PMS clients of the banks at that time were PSUs, viz., Pawan Hans, Indian
Railway Finance Corporation and Central Warehousing Corporation.

7.19  The bank’s liabilities to its clients in respect of funds accepted under PMS as on
30.12.1992 is Rs. 40.21 crores.

7.20 The merchant banking subsidiaries of public sector banks like SBI Caps, CANFINA,
ABFSL received large sums as inter-corporate deposits and under PMS and similar Schemes
and these funds have been made available to the brokers under ready forward deals. In many
cases these deals are in respect of transactions in shares and often the funds have been made
available by public sector companies and public sector corporations. The irregularities
noticed in operations of PMS and inter-corporate deposits by these subsidiaries of the banks
and by foreign banks have been dealt with in the respective Chapters.

7.21 The foregoing paragraphs make it abundantly clear that the misuse of PMS began
in the mid eightees and progressively increased to climactic proportions in 1991-92. In
order to circumvent the RBI guidelines, schemes under various nomenclatures were
devised. The schemes have been operated as a “deposit substitute” by banks and clients
so as to avoid RBI restrictions on interest rates and SLR/CRR requirements. The
irregularities recounted after the sample studies of banks and the subsidiaries clearly
indicate violations in respect of the guidelines issued by RBI and also show that the
misuse was deliberate and wide-spread. The Committee deplore the impudent flouting
by the banks of the guidelines issued by RBI. For instance, banks accepted deposits for
less than one year, sometimes even for a day. Similarly, although the portfolio investment
Is supposed to be at the cost and risk of PMS clients and the banks claimed that no
guaranteed returns were offered, in actual practice the returns were indicated. By an
Ingenious juggling of transactions, the banks paid only the indicated returns and excess
profits were skimmed off to their Profit and Loss accounts. The Committee are unhappy
to note that the senior management of the banks failed to implement the schemes in
consonance with RBI guidelines and were responsible for the serious irregularities
noticed and recommend that steps be taken to remove these Officers immediately and
launch prosecution against them, as per law.
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'The Committee also deplore the gross negligence and persistent failure of RBI to
e effective compliance with its guidelines. Evidence led before the Committee makes
u dantly clear that these irregularities were a matter of common and general
| edge, in fact, this was defended as a normal market practice by banks. It was
" ily for the senior management of RBI to have taken note of these 1rregular1t1es,
m their implications and taken rectificatory action under the RBI Act and in
ation with Government. Little or none of this was done. Red alerts were ignored,

i, e i

cﬂnmgned to the backburner, and market intelligence treated with disdain.

f‘} The Committee recommend that an indepth study be made of the whole system of
r;ﬁpEration, so as to identify the weakness and remove the flaws.

4 WS operations envisage deposit of money for one year. It will be very unusual
’SUs would have large funds which are surplus to their requirements for a period
ne year. There is a speculative element in all PMS transactions. The Committee are,
"55 ”* Zﬁ_ of the view that PMS is not the proper mode of investment for deployment of
s funds by PSUs. The banks should be instructed not to accept funds for PMS and
maﬂ::: scheme from PSUs.

_'
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CHAPTER-VIII

FOREIGN BANKS — THEIR ROLE

8.1 Foreign banks have a significant place in the Indian Banking System and some of them
have been operating in India for over a century. They are generally operating in main
cities only and they have an insignificant numerical presence with 45 banks having
140 branches and 23 representative offices (21 banks having representative offices only) as
on 31 March, 1991 as compared to that of Indian Banks (about 65000 branches).

8.2 The net profit of these banks has grown by more than six times during less than

tive years from a mere Rs. 66.59 crores in December, 1987 to a hefty Rs. 433.09 crores on
March, 1992.

8.3 The profits in March, 1992 are to be viewed in the context of the fact that their total
presence in the banking system is hardly 0.4% and the profits made by the entire banking
industry during the period were Rs. 1299 crores. On the other hand the performance of the
foreign banks in meeting priority sector lending targets has not been satisfactory. Their
lending to the priority sector (the target for which due to the concessions enjoyed by the
foreign banks are much lower than the target stipulated for nationalised banks), has during
the last four years been 7.67%, 9.84%, 9.45% and 7.86% against the targets of 10%, 12%, 12%
and 15% respectively.

8.4  Foreign banks are governed by the law and regulations of the country of their operation
and conform to the rules of the country of origin to the extent they do not conflict with the
former. None-the-less, in recent years, in the context of foreign exchange problems
experienced by the country, the foreign banks came to enjoy more indulgence of the
regulatory /monetary authorities, even though theoretically they continued to be governed
by the same control measures as applicable to their Indian counterparts.

8.5 The examination by the Committee of securities transactions in banks has, revealed
that some of the foreign banks have been deeply involved in the irregularities in securities
transactions, they have acted in an unbecoming manner, indulged in large scale security
deals, highly disproportionate to their normal requirements and in the process not only
violated RBI guidelines, but also, their own set procedures and prima facie the laws of
the countries of their origin. In the process they have thrown over-board all principles
of prudence and safety in management of funds of constituents who had reposed faith
and confidence in them. The Committee examined in particular the securities transactions

of four foreign banks viz. SCB Chartered Bank, (SCB) ANZ Grindlays Banks, BOA (BOA)
and Citibank.

Securities Transactions

8.6 The aggregate value of the transactions undertaken by the foreign banks for the
period 1 April, 1991 to 23 May, 1992 is estimated at Rs. 6,82,427 crores or 56% of all such
transactions. Another fact to be noticed is that amongst top six institutions which have
undertaken largest number of transactions, five are foreign banks, the remaining one
being Canfina a non- banking subsidiary of Canara Bank. A massive spurt in their volume
of securities transactions during 1991-92 has been observed.

8.7 For instance, in SCB the figures went up to Rs. 1,67,014 crores during April, 1991-
June, 1992 from a mere Rs. 12,485 crores in the previous year (1990).



In the case of ANZ Grindlays the figures more than doubled to Rs. 99,439 crore
(April, 1991-June, 1992) from Rs. 41,174.50 crore during the corresponding period in the
previous year.

89 In the case of BoA the figure went up to Rs. 1,51,646 crores from Rs. 55,555 crores.

810 These banks also indulged in issue of BRs without receipt of money or securities,
exchanged BRs, issued consolidated BRs, indulged in issue of BRs even where SGL
facilities were provided etc. Similarly, they have also grossly misutilised the SGL facilities
and permitted large scale bouncing of SGLs. During the period October, 1990 to June, 1992
a total 612 SGLs of these banks bounced. The banks hardly cared to verify the abilities
of counterparty banks issuing BRs of high value to perform, despite the fact that some
of them were known to have very small resources like BOK and MCB (both now in

liguidation).
&

811 During the course of evidence the officials of Citibank had asserted before the
Committee that their bank had fixed credit exposure limits for various banks for acceptance
of their BRs to minimise its risks; it could not, however, sustain its stand as it was proved
that it had exposures ranging from Rs. 3 crores to Rs. 332 crores in several cases of
transactions with small institutions.

812 Citibank had issued SGLs signed by a single authorised signatory instead of two as
‘required. It had continued to accept SGLs of same banks whose previous 5GLs had bounced.
Not only that, Citibank during the period under review issued 42 SGLs and repurchased
‘them from the counterparty without these being lodged with PDO of RBI. Even though its
system and procedures are wholly computerised, including SGLs, it had issued cyclostyled
SGL forms in cases where the SGL balance was less than the transaction amount and the
computer would not have issued an SGL form without the required balance. It had also
resorted to issue of BRs whenever it was aware that its balances in SGL A/c were not
‘adequate.

813 In the case of SCB its operations have left the bank holding BRs/SGL transter forms
of BoK and MCB worth over Rs. 930 crores which are of doubtful value.

814 No SGL register was maintained by the bank to ensure before issuing SGL forms that
there was sufficient balance in the SGL Account. Seventy Eight SGL transfer forms issued
by the bank during 13.12.1991 to 2.5.1992 bounced on lodging with PDO. A curious aspect
'~ of SGLs issued by SCB is that it even repurchased the bounced SGLs from the counterparty
banks like BoA and Citibank. It is rather astonishing that the local management of these

banks had not taken any serious note of the bouncing of BRs/SGLs of SCB covering sale/

- purchase of securities worth hundreds of crores of rupees.

815 In response to the Committee’s questions about the irregularities in securities
' transactions the replies of the witnesses of these banks were evasive. For instance, all the
four foreign banks examined by the Committee have entered into a large number of ready
~ forward deals with non-bank clients in non-SLR securities. When asked about the reasons
for resorting to this irregular practice the representative of ANZ Grindlays Bank sought to
explain it by saying that the ‘funds management activities required a short term interest rate
_ instrument which could equilibriate demand and supply pressures in the money market’.

816 The Chief Executive of ANZ Grindlays Bank also stated before the Committee:

“When this fact (R.F. transactions with non-banking counterparties and non-
SLR securities) was brought found that it included every bank, every PSU and
every major corporation. So it seems to me that it was a part of the financial
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system even though it was outside the line of RBI. It occurred to me that RBI
was turning a Nelson’s eye to this undertaking.”

8.17 Such transactions were also sought to be justified on the ground of market practice
by SCB. In the case of BoA the ready/forward deals were disguised by recording the forward
leg in the name of a different party although the settlement was made with the same
counterparty. The transactions were sought to be justified by stating before the Committee:

“After consultation with our own people, with our legal counsel we came up
with a manner in which these transactions should be done which we believed
was legitimate and was according to the letter of the law.”

8.18 To the query as to why the bank relied on its own legal counsel and did not approach
the RBI for clarification the witness said:

“Ttully agree with you. In retrospect we should have gone to the RBI. I admit
that.”

8.19 It was also noticed that these ready forward transactions of the bank were also
adversely commented upon by the RBI in its review of the foreign banks for the period
ending March, 1990. About the action taken by the bank on this review, the witness informed
the Committee:

“We did our best to resolve the issue within the framework of the guidelines
of the RBI.”

Portfolio Management Scheme and Foreign Banks

8.20 All the four banks referred to above, whose officials deposed before the Committee,
have operated Portfolio Management Schemes nomenclatured differently in different banks.
Some banks had more than one scheme to attract different types of clientele and to suit
different circumstances.

ANZ Grindlays was the first bank to introduce PMS in August, 1986 with guidelines
received from their Head Office. By the end of December, 1990 there were 523 PMS clients
and the amount outstanding therein was Rs. 211.12 crores. The inspection of the bank by

RBI in May 1990, however, pointed out several irregularities in the implementation of the
scheme such as:

(i) indicating expected returns.

(ii) investing parts of funds in promissory notes discounted by the banks, etc.

8.21 No steps were taken to avoid these irregularities for a long time. It was only in 1991
that a deliberate step was taken to market PMS in accordance with RBI guidelines of 1989.
This however, led to substantial run-offs of the PMS. By the end of December, 1991 the
number of PMS clients fell to 337 and the amount outstanding was reduced to Rs. 69.04

crores. It was reported to the Committee that the bank has discontinued the scheme since
September, 1992.

8.22 BoA introduced PMS formally in September, 1990. Previous to this, the bank’s
transactions under portfolio management (though not termed as PMS) were adversely
commented upon by the RBI in September, 1989 for non-compliance of norms pertaining

to indicative yields and the lock-in period. For instance, in the case of funds of UTI, one of
the clauses in the agreement read as:

‘It the yield on fund is over 14% p.a the bank will be entitled to keep
appropriate amount towards fees commission, etc. out of the same.”
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| *'~ ilarly, in the case of deposit by corporate bodies viz. TISCO, PD Hinduja National
ipital and Indian Vaccine Corporation, the bank accepted the fund for a period of less
4 one year. The relevant clause of the agreement read as:

'_ “The money may be deposited with you and withdrawn from time to time.”

g the period April, 1991 to July, 1992 the bank had only three PMS customers,
nely, UTI, IRFC and Peerless General Finance and Investment Limited. In regard to the
aranteed rate of returns for these PMS clients, it has been observed that there has been

gonscious attempt on the part of the bank to give a minimum rate of return and the final
y outs have been more or less in line with the indicated return.

25 Cltlbank also had a large number of clients who had placed large funds with the bank
der PMS. The aggregate of funds collected by the bank under the scheme amounted to
. 1275.73 crores. A category-wise summary of fiduciary funds as on 28.5.1992 1s as under:

Category No. No. of No. of Total
Accounts  Companies (Rs. in crores)

Public Sector Units 14 13 395.07
Financial Institutions 11 3 269.99
Private Sector Companies 35 23 610.42
Others ( Individual) 4 4 0.25

64 43 1275.73

*The list of clients category-wise is given in Appendix-XV.

326 The practice to be followed by the bank in regard to Portfolio Management funds is
odified in the internal manual prescribed by its Head Office viz. International Fiduciary
Standards Manual, June, 1987. The Manual prescribed clear cut segregation between the
ssets of the bank and that of its clients. However, it was observed by RBI in inspection in
ugust, 1989 that this procedure was not being followed by Citibank in India. The funds
teceived from clients under Protfolio Management and their deployment in various
nvestments did not form part of the normal accounting of the bank. All these liabilities and
issets were off balance sheet items. The bank did not pass vouchers even under contingent

tems. The bank indicated the expected return on the clients portfolio after consultation with
the clients.

. -
327 Thus the bank was guaranteeing a pre-determined return. It has also accepted funds
for less than one year in violation of the RBI guidelines.

828 The Financial Inspection of City bank by RBI on 25.5.90 also pointed out that the funds
placed by the clients with the bank have been mostly utilised among others for placing in
he call money market. The bank also did not obtain RBI approval for its holding of public
sector bonds in excess of 1.5% as on 31 March, 1990. It also entered into buy back deals in
public sector bonds with non-bank clients in disregard of RBI instructions.

829 A warning was given to the bank by RBI vide letter dated 18 January, 1991 that in case
of recurrence of irregularities RBI may be constrained to review the position in regard to
bank’s continuing undertaking such business. The bank vide their letter dated 1.2.1991
gonveyed that they will ensure adherence to RBI guidelines. However, as subsequent events
have disclosed, these serious irregularities continued with no action from RBL.
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8.30 The total transactions undertaken in the PMS customers accounts by the Citibank
during the period April, 1991 to May, 1992 aggregated to Rs. 1,26,160 crores. Most of the
transactions undertaken in PMS clients accounts are on ready forward basis and the securities
used for transactions include non-SLR securities, Units of UTI and Mutual Funds, PSU Bonds,
Debentures and even equity shares in some cases. As per the guidelines of RBI, ready forward
transactions in PSU Bonds, Units of UTI are clearly banned. The bank, however, contends
that such transactions are banned only for banks and not amongst customers. The bank has
claimed that the legal opinion obtained by it on this issue has supported its contention. The
witness of Citibank admitted during his second deposition before the Committee:

“In the course of the audits, it has been established that some ready forward

transactions have been undertaken in the 14 month period April, 1991 to

May, 1992 by the bank with approved parties but in securities that were not
.approved for RFs viz., Units of UTL”

8.31 Another contentious issue is that while the fiduciary PSUs have been categorising the
amounts placed with the bank as deposits, the bank has shown these as investments. In
support of its action the bank contends that since BRs were issued to the PSU clients the
placement of funds was in the nature of investments. However, in many cases it has been
observed that BRs have not been issued to counterparties and such undischarged BRs are
still in the possession of the bank. In fact, in case of Air India out of 20 odd ready forward
transactions undertaken by the bank on its behalf, BRs were not issued in 17 cases and it
was only on 24 December, 1992 that these BRs were forwarded to Air India and discharge
obtained. It is apparently an afterthought to cover the earlier lapses. There are instances
wherein purchases and sales in same securities on the same day and with same counterparty
have been undertaken and this has resulted in substantial profits/losses in the PMS clients
accounts. The bank claimed that it has not guaranteed any pre-determined returns to the
PMS customers. But the examination of relevant records indicated that it is not so. For
instance several customers at the time of opening of PMS account have clearly indicated the
annual yield. Secondly, various letters received from PMS clients have indicated the amounts
of return accruing in their PMS accounts on the basis of so-called indicative yields and the
bank has paid the same to them. Thirdly, the bank had retained partly or wholly the earnings
in excess of indicated return and justified it on the basis of the legal opinion obtained by
it. Subsequently, the witness also admitted :

"It is possible that the manner in which these benchmark expectations were
communicated to our customers may in some cases have led them to believe
that these were guaranteed.”

8.32 A number of PMS accounts have been opened by the bank by accepting units of UTI
from these customers by offering them a return of about one per cent over the Unit dividend.
These units have remained in the custody of the bank and it has on their basis indulged in
ready forward transactions by issuance of BRs as no Units have changed hands.

8.33 An interesting feature about certain PMS accounts managed by the bank is that out
of the total portfolio funds deployed with the, bank almost 30 per cent have indirectly come

from Citibank itself or through deals engineered by Citibank on account of its PMS
customers. For example:

1)  PFC 17% bonds to the extent of Rs. 150 crores subscribed by the bank on the

condition that the money would be placed back by PEC in PMS at an interest
rate of 14.25%.
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ii) The bank subscribed to GIC Rise II units from the GIC Mutual Fund for Rs.
75 crores on behalf of one of its fiduciary customers and on its part the Fund
placed Rs.25 crores with the bank under PMS.

334 The Bank has regularly used PMS customers accounts for skimming profits over and
above the benchmarks indicated to the customers. Further the losses of certain customers
§also in the bank’s own portfolio have been also passed on to some of the fiduciary clients.

335 The bank has also confirmed that there were prodedural lapses and failure to comply
with internal policies of the bank in PMS operations. During the second deposition before
e Committee, the witness of the bank informed that three senior most officers and the
senior most dealer in the securities and PMS area were no longer in the employment of
iticorps /Citibank.

| J SCB offered a non-discretional corporate service to deploy short term corporate funds
1 PSU bonds, debentures, etc. From January, 1991 this service was named as Corporate Cash
; oyment Service (CCDS) and was meant for deployment of funds for short term periods
 less than one year at the risk and instructions of the clients. The CCDS clients included
0! ate bodies both in public and private sectors, banks/financial institutions and
ies of nationalised banks. The scheme was continued by the bank under the pretext
4 legal opinion obtained by it in November, 1990 had confirmed that it was not
polative of RBI guidelines. However, RBI was never approached for clarification of the
guidelines.
.37 The bank collected huge amounts (Rs. 695.86 crores at Bombay) under the scheme in
rﬂ ‘violation of RBI regulations both on interest rates on deposits and on PMS. The manner
La ich the scheme has been operated shows that funds collected under the scheme were
e nature of deposits on which interest was paid at rates which exceeded the maximum
SPElelEd in RBI gmdehnes For funds obtained in this manner the bank also paid
_' ‘oke rages to parties which was in violation of RBI directives. The funds obtained were also
=;-;:1_ yed under ready forward deals with non-bank clients including brokers, corporate
ities etc. which was also in violation of RBI directives.

__.'.-'_‘_:E':_: ".I-‘he Committee were amazed to note that even in fairly large sized banks of
international standing like SCB the demarcation of responsibilities between the “front”
ffice and “back” office got diffused and controls totally weakened. There has been a
omplete abdication of responsibilities by the back office which had acted on the oral
gommands of the “dealer’ and released cheques even without obtaining securities or
teceipts thereof. This bank had indulged in several "dummy transactions’ to transfer profit
or conceal the true extent of depreciation in securities.

9 The irregularities in this scheme were observed by RBI in its inspection of the bank
May-June, 1992 and due to prohibition of such transactions by RBI circular dated

]Ime 1992 these have since been wound up. All funds deployed by the customers under
-_i'-':':'.:-: have been returned.

| Jumn Ly Customers

: : The scrutiny of the documents submitted by the Citibank to the Committee has
: Ed that the bank was using the word ‘dummy customers’ in a large number of cases
'ﬂng huge amounts in the statement of transactions on account of PMS clients. During
1e course of the evidence when the representative of the bank was asked to clarify these
transactions, he informed the Committee:

“Suppose we have to buy Rs. 50 crores of MTNL bonds in one lot. But that
- belongs to five customers of Rs. 10 crores each. Then at that time when you
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issue the cheque, the contra entry is made to the dummy customer’s name
and put back into the customer’s name.”

When asked further as to why five separate cheques could not be issued for these
transactions, the witness clarified:

"It is because the other bank wants only one cheque.”

8.41 This practice, however, has led to several incongruities in the dealings of Citibank with
its PMS clients like for instance, when PFC, a PMS client of the bank, asked for the details
of the securities that were transacted on behalf of their portfolio account by the Citibank,
the bank expressed its inability to provide the requisite information under the plea that the
securities purchased or sold on behalf of PFC were transacted in a basket of similar securities
of other PMS clients and thus it was difficult to segregate transactions for individual clients.
This is in contravention of the relevant guidelines which provide that the PMS customer can
obtain the particulars of transactions undertaken on its behalf in its PMS account by the banks
concerned.

8.42 It will be seen from the foregoing that Citibank as also the other banks mentioned
above are guilty of serious malpractices.

Foreign banks’ reliance on brokers

8.43 The scrutinies of the security transactions of the foreign banks have also revealed that
there has been extensive reliance on deals through/with stock brokers. Thus Citibank out
of its total of 17,838 transactions worth Rs. 2,15,842 crores carried out a many as 7,560 or
42% of the transactions worth Rs. 92,501 crores through brokers as per its computer output
sheets. However, it is felt that transactions through brokers must in reality be much more

computer system even though these are observed as mentioned in the relative “deal slips”
and contract notes held in some cases.

8.44 According to a random estimate such transactions constitute about 30% of the
transactions. Amongst various brokers empanelled by this bank HPD, Shri D.S. Prabhoodas
and M/s. C. Mackertich along with M/s. Stewart & Co. have respectively transacted about
30%, 12% and 10% of the transactions. This bank has allowed its favourite brokers to take
positions. In several instances the bank has received difference cheques from brokers and
to facilitate the brokers in this game the bank has also gone to the extent of issuing cost
memos to counterparty, ditferent from their control register copies, in order to enable the
counterparty to record transactions at a rate other than bank’s buying/selling rate. When
asked as to whether such differential rate transactions were approved by its Central Bank
and the Head office, the witness of Citibank stated, “No.”

When told about the wrongful nature of such transactions, the witness stated:
“I'he practice was not correct. I apologise for that.”

8.45 Some instances of favouring brokers are:

On 12 August, 1991 Citibank purchased on account of PMS customer Vijaya Bank from
broker HPD debentures worth Rs. 9.21 crares. These debentures were finally sold to
Andhra Bank on 24 April, 1992 through broker HPD at the same rate. Thus the broker was
funded to the tune of Rs. 9.21 crores for the period 12 August, 1991 to 24 April, 1992 that
1s approximately 9 months. Similarly in another set of transactions which started with
Citibank purchasing Can Stock of the face value of Rs. 5 crores for a total value of Rs. 6 crores
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14.5.1991 and ended with their ultimate sale to ABFSL for a total consideration of Rs. 6
ores on 31.3.1992. HPD who was the broker in this case was funded by Citibank for an
mount of Rs.6 crores for almost an entire year through a chain of ready forward transactions.
another case Citibank purchased on account of PMS customer Grasim - 15 lakh equity
are @f Reliance Industries Ltd. in a private deal from Grindlays Bank at Rs. 400 per share
ough broker HPD on 10 April, 1992. The proceeds of Rs. 60 crores were credited by
rin ! ys Bank to HSM's account. On 13 April, 1992 the entire lot of these 15 lakh shares
as sold to HPD in a private deal for the same consideration of Rs. 60 crores, thus
commodating broker HSM with this money for four days.

liu:ting the course of special audit of the Citibank it was observed that in many cases
.".'.if' names have not been fed in the computer system though the concerned dealer
ter of the bank) indicated the name of the broker in the deal slip. Obviously the
ure had been adopted to conce/al the turnover/brokerage paid etc. This requires also
ewed in the context of compensatory payments/receipts of brokers in respect of loss
nsactions. This practice had also resulted in the correct turnover in various securities
| __-'_"‘Gﬂs undertaken through brokers not being ascertainable. The information originally
ymitted by the bank to the Committee in this regard was not correct. The bank had,
serefore, to submit revised figures of securities turnover through brokers to the Committee

T

January, 1993 after the above lacuna was pointed out by special auditors appointed by

| BOA has routed 65% of its total transactions aggregating Rs. 1,14,056 crores through
rs and 58% of the transactions are accounted for by three brokers uviz.
D S Prabhoodas, NKA and M/s. Somayajulu and Co. The bank had violated its own
1es regarding fixing ceiling of monthly gross turnover and contract limits for each
er. During the period February, 1991 to December, 1991 the bank allowed credits ranging
tweer Rs. 31.5 lakhs to Rs. 20 crores in the current account of HSM without any specific
iorisation for the purpose on five occasions.

_ o .
& I"ag-: &
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- Grindlays Bank has routed more than 50% of its total transactions worth

99.439 crores through brokers. HPD appears to be the most favoured broker of this bank
" mrnered 31% of the transactions. The others having significant volume of
~n are M/s. Somayajulu and Co., HSM and Shri Asit Mehta. Apart from the
lum the manner and style of the operations and surrounding circumstances clearly
lish that the major consideration for routing transactions through select brokers was
y alongwith the banks have played mutually serving roles in irregularities and

Ip J, ces observed in the transactions. Instances have also come to light where some of
' s have suffered apparent losses in certain transactions for the benefit of select
and the possibility therefore of compensatory benefit being arranged elsewhere
| -::'ai."_- oe ruled out. In the case of ANZ Grindlays Bank, from the available material before
itis not difficult for the Committee to conclude that HSM and his group of companies
-'-f-'-;-."..-..'is HPD have been enjoying a lot of undue facilities. HSM and his group had
draft accounts besides 33 other current accounts in various branches of the bank and
C Jlﬂt of credit facilities against shares in violation of RBI directives. Further the bank
d, f wen him the facility of getting cheques in the bank’s name itself, credited to his account.
a]so been enjoying concessionary and interest free credit facilities. HPD and
'. N Ha \ have also enjoyed undue facilities from the bank. The former had been
wed to make huge profits on several occasions and the latter provided badla
3 to the extent of Rs. 2 crores by way of ready forward of funds of its subsidiary

_____ Emance & Leasing Ltd. The bank had provided rollover to the broker from

November, 1991 to 7 April, 1992. It had also provided accommodation to the broker to
| tent of Rs. 24 lakhs by ready forward in shares of Reinz Talbros in February, 1991.
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8.49 Even though the foreign banks examined by the Committee claimed that they had
entered into deals only with other banks or their subsidiaries, there is no gainsaying that
these were intended to be only with brokers as counterparties. Thus, in the purchase of
Citibank from Andhra Bank aggregating about Rs. 2,000 crores, nearly 60% of the cost memos
of the latter have been marked being on account of any one or other of the 3 brokers, HPD,
VEBED or Shri Mukesh Babu. The nexus between brokers and the banks is best illustrated in
the relationship between SCB and broker HPD. In this bank in a majority of transactions,
though these purport to be with institutions like Andhra Bank, BOK, ABFSL, etc., the
payments and receipts had been effected through HPD's account in Andhra Bank and ADN's
account in BOK. In fact, it is observed that there was an informal arrangement between the
bank and HPD whereby HPD had assured to SCB a return of 15 per cent in respect of
transactions in SLR securities and at call money rates or better rates in respect of non-SLR
securities. The relationship between the broker and bank’s dealer was such that the bank
kept on buying securities from counterparties under the directions of HPD totally
surrendering its discretion regarding the deals. In the process the bank had used its own
funds to carry the ‘broker’s position in forward contracts. A similar type of arrangement also
existed between the bank and another broker VBD earlier.

8.50 In consequence, the safeguards customarily used in securities transactions were
abandoned. Thus payment were made in advance of receipt of securities, SGL transfer forms
or BRs, discharged receipts were returned without receipt of securities and delivery was
accepted of securities other than those contracted for and of BRs issued in favour of other
banks. Inevitably this led to a widening gap in SCB portfolio. To cover this gap, the dealers
entered into wholly fictitious transactions mainly involving the BOK and the MCB which
were not backed by securities or were backed by BRs of doubtful value.

8.51 SCB's investment and accounting records have been manipulated to camouflage the
arrangement with HPD and later to record the fictitious transaction to bridge the gap in SCB’s
investment portfolio. Thus, a number of dummy transactions have been recorded,
transactions have been recorded at rates different from the rates at which transactions have
actually taken place and transactions have been recorded to hold back or book profits, which

profits have been later reversed. There is good reason to believe that senior management
of SCB was aware of the arrangements with HPD and earlier with CVB.

Internal Control and Audit

8.52 All the four banks examined by the Committee have well laid out procedures for
internal control. However, the moot point is that all these rules and regulations seem to have
been followed more in breach than in observance. Some of these banks like ANZ Grindlays
and SCB have even violated the guidelines of their Head Offices in certain instances.

8.53 About the Internal Audit the Committee were informed that though these banks have
their own internal audit but none of these irregularities were pointed out by them previously.
In so far as statutory audit is concerned the common refrain of these banks before the
Committee has again been that the irregularities that have taken place during the recent scam
were not pointed out by their respective statutory auditors. It has been observed that in case

of BoA the statutory auditors for the year ending March, 1991 had made the following
observations in their management letter to the bank:

“The Bank enters into forward contracts in securities incluciing imter-alia

government, securities, which is prohibited under Securities Control Regula-
tion Act.”
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54 Similarly, the audit of ANZ Grindlays Bank carried out in March, 1991 pointed out

¥

ertain irregularities which included:

- Non-updating of BR exposure records.

- Non-maintenance of list of authorised signatories.

3. Limit excesses on dealer limits and BR exposure limits.

. Monitoring of positions by dealers not wholly accurate.

of Laws of their own countries

355 Out of the four foreign banks examined by the Committee, two of them, namely,
Citibank and BoA have their headquarters in United States of America and the remaining
wo, SCB and ANZ Grindlays are headquartered in United Kingdom. Both these countries
flave very strict banking and treasury laws and very comprehensive machinery to enforce
them. Some of the activities of these banks in India may also have been violation of relevant

Tt

laws of their respective countries.

8.56 During the course of examination when the Citibank was asked as to whether some
of its activities were in violation of the Federal Laws, its reply was that certain provisions
Of the Glass Steagall Act appeared to be applicable to the Indian scenario.

1 Government of India has requested RBI to take up this matter with the concerned
authorities, however, RBI has not formally taken up this matter. In the information submitted
to the Committee, RBI has stated that the foreign banks involved in the security scam have
been asked to offer their comments on the subject matter. The Committee have also been
informed that the Securities and Exchange Commission (SEC) of USA had written to SEBI

=
i, 1

of India (SEBI) on the possible violation of US banking laws, by the US based banks operating

—

Pkt e

in India and the Commission as well as the Federal Reserves System, Washington have been

(.

furnished copies of Janakiraman Committee Report by Indian authorities. The SEC had also
written to SEBI suggesting investigation in securities transaction of the US banks.

8,58 A team of Federal Reserve Bank of New York had come to India on 11 January, 1993
fo look into the recent developments in securities market in India including specific
allegations to the effect that Citibank had engaged in improper activities. Besides having
consultations with Indian authorities, the team also met representatives of Citibank, as well
as BoA.

™

ih—

,.FJ The Committee have been finally informed that the RBI has obtained the comments
of the foreign banks on the irregularities committed by them and forwarded their
explanations to the concerned authorities of the countries of their origin so as to find out

‘whether any of these bank’s operations in India were violative of the rules and regulations
of the country where it is headquartered.

Accountability

8.60 The Committee enquired about the steps taken by the banks to fix responsibility and
to take action against persons responsible for various irregularities. The response of these

nks in this regard bordered on two extremes. While BoA and ANZ Grindlays Bank
accepted some of the irregularities committed by them and also expressed regrets, in case

of Citibank it started with outright denials of existence of any irregularity and gradually
veered around to acceptance of most of them.
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8.61 During the first evidence, the witness of the bank categorically stated:
“There is no evidence of employee fraud.”

Even during the subsequent hearing the witness initially stuck to the same view point
and stated:

“There is also no reason to suspect employee fraud.”
However, in the same breath he added:

“Swift action has been initiated. The three senior most officers and the senior

most dealer in the securities and PMS areas are no longer in the employ of
Citicorp/Citibank. The RBI has been kept informed.”

8.62 The SCB has admitted the existence of irregularities in its operations but has
apportioned the blame to two very junior officers working in one of its smaller units.

8.63 A common refrain of the top management of these banks has been their unawareness
of what was happening in their banks. Evidence before the Committee points to the fact that
the top management of the foreign banks examined by the Committee was aware of the
goings on in their banks.

8.64 For example in case of SCB these irregularities were in the knowledge of the top
management of the bank when these were conveyed to its London, Head Office by one of
its officer’s namely, Shri Prakash Yardi, Assistant Manager as early as on 10 September, 1990.
The bank did not take cue from this warning.

8.65 In regard to the action taken against the guilty officers the Committee have been
informed that senior level changes have taken place in all the four banks in the aftermath
of these irregularities. In the case of ANZ Grindlays, BoA and SCB the respective country
chiefs have been replaced. Significantly these actions took place only after the oral evidence
of the representatives of banks was taken by the Committee.

8.66 SCB has taken a veriety of actions ranging from reprimand to removal from services
against its 19 employees. these include two junior officers who have been named as accused
in the FIR filed with the CBL.

8.67 In the case of Citibank it has been a complete volte-face Initially it made assertions
before the Committee that it had committed no irregularities. Later on during the second
deposition before the Committee its witness stated:

“However, lapses in implementation have come to light. These have resulted
in actions counter to internal policies as well as in some cases counter to all
spirit of RBI guidelines.”

8.68 The information available with the Committee, however, belies the spontaneity of
action as claimed by Citibank with regards to removal of some of its officers. In the case
of Shri. A.S. Thiagrajan, Senior Vice- President, who was looking after Investment and
Corporate areas of the bank, he was relocated outside India at the instance of the RBI when

it came to its notice that Shri Thiagrajan was interfering with the ongoing investigations
of the bank.
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# and Repatriation of Profits

e following statement gives the investment income earned by these banks during
few years:

(Rs. in crores)

b Bank 1990-91 1991-92

ANZ Grindlays Bank 92.34 144.94
BOA 22.91 66.94
 Citibank 50.38 128.27

Stanchart 43.93 81.24

E ':’idently all these banks have shown a spurt in profit from the year 1990-91 onwards.

_ tum rise in the profits from securities transactions besides being attributable to the

D ﬁse in the volume of these transactions has also been due to the irregularities
amitted during the process.

fﬁ"l fact, the gross violations of RBI instructions on security transactions by BoA lead
3 Inspecting Officer of the special scrutiny team to seek orders from RBI regarding
llow 1g the Bank to remit to its Head Office profits earned from securities transactions

' """1991-92

72 The Committee desire that special scrutiny may be carried out by the RBI in all the
’ banks involved in the recent irregularities and the question of disallowing
_ 1 ion of profits through irregular securities transactions and other malpractices be
sidered. It is necessary that stringent penalties, including suspension of their licences
iposed on these banks keeping in view the extent of irregularities indulged into by

f them. Legal action should be pursued both in India and the foreign country
rned.
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CHAPTER-IX

MONITORING AND INTERNAL CONTROL —
BANKS/SUBSIDIARIES

9.1 Internal control is an essential prerequisite for an effective management of any
organisation. Internal control means the plan of organisation and all the methods and
procedures adopted by the management to assist in achieving the managements objective
of ensuring the efficient conduct of its business, including adherence to management
policies, safeguarding of assets, prevention and detection of errors and frauds, the
accuracy and completeness of the accounting records etc. Apart from the overall
supervision and control exercised by RBI on the banking system every bank theoretically
has an elaborate internal inspection/audit machinery to periodically inspect the various
Departments/Division/Branches. The internal Inspection Department in banks are headed
by very senior Executives in the rank of General Managers who are required to report
directly to the respective Chairman of the bank. These Executives also function as Chief
Vigilance Officers. The Committee, however, find that the internal inspection machinery
had not been updated to suit the growing needs in the new areas in which banks are
venturing. While powers had been delegated, responsibility had not been assigned and
accountability of staff for mistakes and irregularities seldom pursued. Information
systems vital to banking industry are noteworthy only for their near universal
dysfunction. No senior official appearing before the Committee ever admitted to knowing
what was happening in their banks, all wrongs were invariably transferred to the
misconduct of an official lower in the rung.

9.2 Besides the internal inspection carried out generally by the officers of the bank itself,
banks annual accounts are also required to be audited by firms of Chartered Accountants
appointed by the banks with prior approval of RBI. These statutory auditors are required
to report whether the financial statements reflect a true and fair view of the financial position
and operating results. They are also required to physically verify stocks and securities and
reconcile wherever such items are held outside by third parties on behalf of the bank. The
operations in a bank, which are required to be conducted as per instructions laid down in
its own book of Instructions/Manual are periodically checked by its internal inspectors,
overseen/monitored by RBI inspectors and final accounts are statutorily audited. Even
though prima-facie the overall structure for monitoring and supervising the activities of the
banks appears to be comprehensive and sound, the Committee have observed during its
deliberations several short-comings. Many of these have already been dealt with in earlier

Chapters. Various other deficiencies observed by them, in general, in internal control etc.
are briefly outlined below.

9.3 The Committee have observed during the course of inquiry that for investments made
by several banks in securities, the deal tickets indicating the dates relating to the nature of
the deal, counterparty, broker’s name, if any, details of security, amount, price, contract date
and time etc. were not available. Further the contract notes did not mention the names of
the counterparty. In several banks /institutions even the fundamental safeguard of providing
double/multiple custody of sensitive assets, system of cross/counter checking were found

to be conspicuous by their absence. The scrips in the investment portfolio had not been
physically checked or verified with certificates of holding.

9.4 There were no records of BRs received and on hand, nor was there any evidence
that those were periodically verified by persons other than the custodians. In certain




' ks/institutions, the persons preparing cheques for purchases were not different from the
rsons delivering /receiving the scrips, SGL transfer forms or BRs. The procedures for issue
.-_‘_'-1.&HE I‘Ecm'dmg of BRs/SGLs in many banks were weak. Many banks and institutions did not
e an up-to-date record of authorised signatories for acceptance of SGL transfer forms,
etc Even where such records were available verification of signatures was not often
done. As mentioned elsewhere, many banks did not have any proper system for
reconciliation of the balance in the SGL account maintained with the PDO. In some banks/
stitutions, their own investment dealings and investment dealings under the PMS were
a le by the same persons and in several cases, the persons had custody of both the banks/
h.ltl{}rls own investment and investments held under PMS. In most banks in the name
f market practice, “account payee” cheques issued by one bank in favour of another were
credlted to the brokers accounts, a practice which cannot be considered as legally valid.
Citi ank reported that they issued cross cheques and not account payee cheques - a highly

lle al practice. Neither internal auditors nor any other monitoring agency ever pointed out

this.

........
&

)5 Another disquieting feature observed by the Committee was that most of the banks did
} e any proper system of reporting to top management about the details of transactions
*,;- ities, details of bouncing of SGL transfer forms issued by other banks, BRS
outstanding, review of investment transactions etc. Banks had also defaulted in submitting
to the Board certain returns which they were required in terms of RBI instructions like
quarterly statement on buy-back arrangements indicating inter-alia profitability of transac-
ions etc.

4

9.6 Further, many banks had not formulated and got approved internal exposure limits for
*a sactions 1ncludmg exposure limits on the volume of transactions through individual
broker, and the maximum amount of outstanding BRs or SGLs issued by other banks which
can be accepted by the bank. Even where exposure limits were fixed, they were conveniently
breached with impunity, a fact which did not attract the attention of external or internal audit
or RBI inspectors.

|

).7 In this context, the Committee’s attention has also been drawn to certain irregularities
in the approval of investment transactions in SBI. As per the scheme of Delegation of Powers
in SBI the Deputy Managing Director concerned was empowered to approve all transactions
involving sale and purchase of securities upto Rs.100 crores. Transactions exceeding Rs.100
fé es each were required to be approved by the Managing Director concerned. From the
'''' erials made available to the Committee it is seen that there were 171 transactions
@Ivmg amount of Rs. 100 crores and above between 1.3.91 and 31.3.92. Of the
;:1 ‘transactions, 40 transactions of Rs.100 crores each were approved by the Deputy
danaging Director (Treasury and Investment Management) as authorised in terms of the
* e of Delegation of Powers. Of the remaining 131 transactions each exceeding Rs. 100
crores, 91 transactions (60%) had been put up to the Managing Director for ex-post-facto
,; . 22 transations of more than Rs.100 crores each were stated to have not been put
1p at all to the Managing director for approval. According to the SBI, copies of notes in
:,;ij_'ng- of the remaining 18 transactions were not even available with them.

” 8 The Committee are astonished to note that no specific instructions had been laid down
'éfhe SBI Manual about investment operations. In this connection the observations of a
Deputy General Manager, SBI in a note submitted to the Committee are pertinent:

“Even if a Trust of Rs.100 crores is created, some rules and regulations are
invariably laid down for its operations. It is rather strange that for handling
securities for over Rs.20,000 crores in respect of Bank’s Investments, no laid
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down instructions are available. No prescribed procedure in regard to
handling of such transactions has been even laid down in the Banks Book of

Instructions. No such written instructions have also been received from
Central Office or the L.H.O.”

9.9 Certain other officers of SBI also in their depositions before the Committee maintained
that they had not received any written instructions about the nature of the job to be handled
at their desk and that there were no manuals describing the nature of their job. Absence of
guidelines/manuals were also observed in other banks/institutions like BOK, SBI CAPS etc.
Further, in SBI, all investment decisions were communicated over the telephone which was
followed by written confirmations. The Deputy General Manager and other officers of SBI
in their submissions to the Committee stated that the instructions conveyed over the
telephone were many a times changed. It is evident from the above that the absence of laid
down instructions in the manual and the oral way of communicating investment decisions
clearly lent scope for manipulations in operations.

9.10 An on-site examination of SBI by way of Management Audit, with reference to the
position as on 31.3.1991 had been conducted by RBI during the period 3.6.91 to 10.9.91.
In the process, a sample check of various aspects relating to the different portfolio of the
Bank had been undertaken to see (a) whether the management system, processes and
contracts were adequate, (b) whether the systems were operating as desired by the top
management or whether there were divergencies and (c) whether management styles and
capabilities were effective and adequate.

9.11 Pertinently, the Management Audit had inter-alia observed the following in respect
of Funds Management:

“At present the investment decisions are taken by the Investment
Committee and there is no back up support, independent of the operating
functionaries to scrutinise the transactions. It is desirable to have a relook
into the functioning of the Funds Management Department and the
Investment Committee may be entrusted with formulation of policy
guidelines/exposure limits and actual transaction decisions may be
delegated to other functionaries with the rank of DGM/GM, with a back
up cell for concurrent post-scrutiny of the transactions, the cell directly
reporting to DMD (Treasury and Funds Management).

Besides the transactions reported to the Board or Executive Committee, the
bank is also undertaking buy/sale back deals essentially as a CRR/SLR drill,
the buy back deal to procure funds and the sale-back deals to secure SLR
securities at below call money rates. However, while determining the
holding rates on the balance sheet date the buy/sale back deals are excluded

from turn over in order to ensure that the non-alignment of buy/sale back
rates do not distort the holding rate.”

9.12 The Committee regret to note that the comments of the Chairman, SBI on the draft
report had been received and the report as finalised by the Inspecting Officer was
submitted to the Deputy Governor on 30.11.1991 and to the Governor on 4.2.1992. The
report was, however, finalised and issued to the S.B.I. only on 13.11.1992 and this too only
after the matter was raised by the Committee during evidence on 18.9.1992. Thus there

was an inordinate delay on the part of RBI in finalising the report and issuing it to the
SBI. The Governor, RBI admitted the lapse during evidence.

9.13 The Committee find that investment operations of certain banks were computerised.
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( } ’ever, in the one case, it was observed that the computer generated information sent to
entral Office was not verified by the controlling authorities with the actual transactions.
ly, vouchers were also stated to have been passed by them without looking into the
| ructions received from the central office.

114 Deficiencies observed in the internal contro] in some other banks examined by the
Committee are further outlined below.

ira Bank/ABFSL

9.15 Inone of the outstanding instances of failure of internal control at ABFSL'’s Fort Branch
at Bombay it has been reported that the Funds Manager did not follow the guidelines laid
'_'g_";by the C >ntral Office and these violations relate to purchase and sale of transactions
41 ehalf of brokers, entertained through oral/telephonic instructions, ete. In a note put up
the top management by the CVO, it was stated that “It appears that Central Office treated
the Funds Department as a part of Fort Branch while the Chief Manager, Fort Branch
considered Funds Department as an extended arm of Central Accounts Departments since
the Funds Manager was receiving instructions directly from Central Accounts Department”.
t was admitted that “taking advantage of this, the Funds Manager has misused his
JOWers....”

)16 Further ABFSL had made a total investment of Rs. 1717.52 crores with the FFSL Ltd.
thich formed about 43% of its total investment. This disproportionate share of business
oing to FFSL was only detected on 16 June, 1992, i.e. well after the scam had broken out.
he reason for this as stated before the Committee was that “there was no day to day
reporting system or day to day consultation.”

a1 Bank, CANFINA and CMF

.17 A major device by which the transfer of funds to brokers’ accounts have been achieved
'; been through the issue of BRs which were not supported by underlying securities and
oy payments being diverted to broker’s accounts either directly or through counterparties
_'_]f_'-_-}ji ed in the transactions. This appears to have been made possible by a significant lack
of internal Control in the Banks as indeed also by collusion between the concerned officials
and the concerned brokers. The bank has still not conducted any internal inquiry to find out
he factors which facilitated such malpractices.

In the case of Canfina there are certain transactions which were beyond the powers
gated to the dealer. There was neither a prior sanction obtained from the M.D. nor a
ate note placed for ratification immediately after the deal was concluded. In the routine
mo! thly report these transactions were included without furnishing detail of the amounts
involved. No specific mention was made in the report seeking ratifications of transactions
_-_'-"" yond the dealers power. All these instances only go to establish a total lack of monitoring
and internal control in Canfina.

919 The representatives of Canfina stated during evidence that “the flow of information
1 was not what it should have been due to dilution in implementation of reporting
fﬂ; .. the regular reporting was not coming. It was not placed before the Board of the
Canfi At the top level they were not aware of the violations that have taken place....

dowever, the RBI inspection reports and evidence of discussions that the RBI officials had
with senior officials of Canara Bank and Canfina pointed out the continued gross
ilarities and the lack of internal control. The Shankar Aiyar Audit Report has also
sointed out the lack of internal control by way of reporting. This, however, hardly absolved
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the top management of its supervisory role and responsibilities.

9.20 The CMF reporting system includes sending various reports to Canara Bank, RBI, SEBI
besides sending performance reports to the Ministry of Finance and to the Public Trustee
Equity Holding every month. However, it has been admitted by the representatives of CMF
that “the reporting system was not effectively made use of”.

9.21 Transactions in shares and debentures were normally done after getting the prior
permission from the appropriate authorities. There also exists on paper a system of review /
monitoring. Decisions regarding security, transactions in money market operations were
being taken at the level of Chief Dealer (AGM). A note is put up by him to GM (Operation)
Bombay if the transactions are upto Rs. 25 crores and to the Chief Executive if it exceeded
Rs. 25 crores. |

9.22 The representative of Canfund, however, stated that there was no formal back-up
support system to review and monitor the transactions. As a result, irregularities were not
coming to the notice of top management. Neither were they seeking them. Monitoring and
review system was introduced with effect from 1.7.1991 but this was not implemented
etfectively. The irregularities came to the knowledge of top management only when a claim
was received from SCB. Again, not an absolvement of the management.

9.23 Although the internal reporting system failed to bring out the irregularities before the
top management the reports of RBI/SEBI have repeatedly pointed out serious violation of
the guidelines of mutual funds committed during 1991. Later in 1992 still more irregularities
were pointed out. The August, 1991 report was reportedly placed before the Board of
Trustees. All these clearly show that the Board did not take seriously the report of RBI and
SEBI and allowed the irregularities to continue.

National Housing Bank

9.24  The irregularities committed by Shri C. Ravi Kumar who was incharge of the Funds
Management Board is one of the examples of a failure of the reporting system in the NHB.
During the course of evidence the acting CMD and Chief General Manager pleaded that they
did not know that Shri Ravi Kumar was indulging in illegal or unauthorised activities. It
has come to the notice of the Committee that the DGM, Shri Manoj Rakshit had put up a
note to the Chief General Manager stating that all functions should not be centralised in one
or two persons like Shri Ravi Kumar. It was suggested that the writing of cheques,
reconciliation of accounts and other activities connected with it and other normal functions
of the Accounts department should be as per normal rules and there should be better checks
and balances. It is, therefore, clear that although the management was aware, no corrective
action was taken. Astonishingly, the confidential note was marked to Shri Ravi Kumar
himself for discussion by the Chief General Manager, Shri Hoshangadi on the plea that it
merely related “to change of procedure, change of formats etc. pertaining to funds
management”. No wonder, the confidential note ended up with Shri Ravi Kumar and went
unresponded. The Chief General Manager, Shri Hoshangadi did not also bring this to the
notice of the Chairman or the Executive Director. During evidence the Acting Chairman,
Shri R.V. Gupta admitted that, “Had they followed these steps, we should perhaps not have
been in this trouble”. It is astonishing that no inspection of the department was carried out
nor anything was done to ensure compliance of the note.

9.25 At the NHB there was system of putting up periodic reports including weekly and

monthly reports oninvestment transactions. There was a system of getting every deal either

approved or ratified at the Chief General Manager’s level. The practice was discontinued

from October, 1991. The Executive Director Shri P.K. Parthasarathy was not even aware of

this breakdown in communications till December 1991 This lapse was admitted by the
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Shri Parthasarathy during oral evidence.

926 Further, the practice of getting the approval of daily vouchers from the Chief G.M.
;ﬂ atinued only till September, 1991 after which no regular day to day approval was obtained.
1 the weekly report in this regard was also discontinued, the reason cited being the
fﬁé@j‘—m ent absence of Chief G.M. from the station. As a result, there was delay in posting of
voucher and consequential dislocation and later these were returned to the accounts section

Im were posted in the day book. Surprisingly nobody enquired in this regard and the matter
also was not reported to the Executive Director or the Chairman. All this evidence only goes
to prove the near complete breakdown of the reporting system in the NHB.

{0 2
e
-..1

927 To sum up; deficiencies were observed in internal control and supervision in the
following areas in banks/institutions in general:

a) the segregation of duties between (i) persons responsible for entering into
deals, (ii) persons having custody of investments, and (iii) persons
responsible for recording the transactions in the books of accounts and
other records;

b) the periodic reconciliation of investment account and the independent
verification thereof;

¢) controls over the issue of SGL forms and BRs and record keeping in respect
thereof;

d) controls for verification of the authenticity of BRs and SGL forms and
confirmation of authorised signatories;

e) procedures for confirmation with counterparties, brokers” contracts as also
of overdue BRs;

f) the segregation of responsibilities of persons handling the bank’s own
investments and those dealing on clients” accounts;

g) fixation of exposure limits;
h) reporting system; and

i) laying down of instructions relating to investment in securities in the
Manual.

@igilance

928 The Committee note that the Vigilance Departments both at Head Office and at
ntm]]ing office levels of all public sector banks/Fls, are functioning under the overall
supervision of CVO. The C.V.O. is of the rank of General Manager and is selected by the

Eﬂvernment in consultation with the Central Vigilance Commission (CVC) from the panels
received from the banks. The CVO for a bank is from another bank or from RBI.

929 The CVOs in the public sector banks/financial institutions are required to submit
fquarterly Action Plan Reports on anti-corruption measures, on vigilance cases in respect of
the various officials working in their respective banks other than the chief executive. The
RBI is required to furnish to the Government of India, on a quarterly basis, reports on major
frauds (involving amounts of Rs. 1 crore and above) in all the public sector banks.

9.30 Vigilance surveillance over public sector banks/financial institutions is done through
Vigﬂance Officers in each bank/FI and Vigilance Section in the Banking Division of the
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Ministry of Finance functioning under the supervision of the Joint Secretary in charge of
personnel relations and vigilance. The RBI has special Investigation Cell under the head of
a Joint Chief Officer. The Vigilance Cell of RBI as well as the Vigilance Section of the Banking

Division work closely together.

9.31 Instructions were issued by RBI on 5.9.1991 to the Chairmen/Managing Directors of
all public sector banks imposing upon the banks to structurally strengthen and revitalise the
internal control and vigilance machinery (Appendix XVI).

9.32 The Committee attempted to look into the role exercised, if any, by the Vigilance
Departments in some of the banks in the matter under examination. As would be seen,
regrettably, they had not performed the duties that they were required to do. Neither the
top management of the banks nor the boards paid sufficient attention to vigilance matters.

9.33 The SBI has got a Vigilance Department in each of the 13 circles. It also has got a
Vigilance Department at the apex level in Bombay. Unfortunately, the Bank Vigilance failed
miserably in detecting the irregularities being continuously committed at a large scale at the
apex level in Bombay itself. The CVO, SBI, in fact, deposed before the Committee that he
started investigating these irregularities in securities transactions after he was asked to do
so on finding the discrepancies in the statement of SGL. On being enquired by the Committee
whether the Vigilance could not have acted on their own in the light of the unprecedented
spurt in the transactions observed in the relevant period, the witness stated:

“As the records show, I did not, in this particular case. And I do not want
to hold any brief for that.”

2.34 In extenuation, the witness stated that his department was a small one for a bank of
the size and network of SBI and that at present, there was no information system whereby
his department could get the information about transactions of a particular case, no such
information, at any stage, had reached him. While the Committee cannot accept this as a
valid explanation for the total failure of the bank vigilance in this case, they trust that the
shortcomings in the functioning of the department will be taken due care of so as to improve
the efficacy of the system.

2.35 In Andhra Bank, officials involved in the irregularities are being investigated by the
Vigilance Department and reports are still awaited.

9.36 In the case ABFSL, it has come to the notice of the Committee that apart from CBI
Inquiry, no departmental action like vigilance inquiry have been undertaken by the bank
against the erring officials. The irregularities that have occurred have not been thoroughly
examined nor any comprehensive reports have been prepared. Initially the Vigilance
Department had sent some teams to Bombay, Hyderabad and Bangalore for scrutiny but this

was subsequently abandoned and the task was handed over to a firm of Chartered
Accountants.

9.37  Although, 90% of the securities transactions were carried out by the Bombay Branch,
the internal audit and annual inspection reports failed to detect these irregularities. There
was also no surprise inspection by the Vigilance Department. Surprisingly, the reason
adduced by the CVO was that “in the Bombay office we have Chartered accountants” which
only goes to show the misconception of the officials regarding the role of Vigilance
Department. The representatives, however, admitted the “negligence on the part of the

Vigilance Department” and further accepted the failure of the management in controlling /
detecting the irregularities.
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8 The Committee note that in the wake of the scam, the Banking Division, Ministry of
nance held a meeting of the Chief Vigilance Officers on 8.7.1992 in which certain action
nts were discussed and finalised for implementation. The points included initiating
dministrative and punitive follow-up action on the irregularities of the respective banks
ised in the reports of the Janakiraman Committee, preventive measures to be taken, special
j.-'f:'jfn into the conduct of the subsidiary companies, CVO to utilise reports of RBI’s annual
ancial review, internal and statutory auditors on PMS in banks/subsidiaries, to study the
ttent of brokers margin in securities transactions. It is further seen that decision had also
gen taken to constitute investigating teams in banks involved for assisting the CBI, that it
s desirable for CVOs to attend the Board meetings and also to go into the report of the
Shosh Committee on prevention of frauds.

339 The Committee find it relevant to quote a RBI circular issued on 5.9.1991 to the
Shairmen/Managing Directors of banks which had described the functioning of the
Vigilance Departments in the banks as... . “While the preventive role was generally confined
0 issue of circulars and reiteration of standing instructions regarding acceptance of gifts,
| ﬂ from clients etc., the detective role arose mainly when complaints were received
) the internal inspections revealed adverse features in any particular account or an area
ghich involved vigilance angle. It is our assessment that absence of a regular system of
reventive vigilance and looking into vigilance angle only on receipt of complaints or source
aformation, had to a large extent, resulted in the detection of frauds, malpractices,
regularities etc., at a very late stage.” In this connection, the Committee’s attention has also
gen drawn to the finding of the Committee set up to enquire into various aspects relating
 frauds and malpractices, in banks (Ghosh Committee). The Ghosh Committee in their
gport had dealt with the inadequacies/shortcomings in the working of the Vigilance
epartments in the banks etc. and have made recommendations so as to ensure that CVOs
unction as preventive, detective and punitive agencies.

340 The failure of the CVOs of the public sector banks/financial institutions to perform
their preventive as well as detective roles clearly indicate that the functioning of the
" system in the banks/financial institutions has been found to be totally
insatisfactory. The Committee trust that the recommendations contained in the Ghosh
Committee report will be updated and implemented urgently. The action plan finalised
at the meeting of the Ministry of Finance on 8.7.92 should also be implemented urgently.
'he Committee further recommend that the Board of Directors of each bank should
eriodically review the functioning of vigilance set up including the reports of CVOs and
the follow up action thereon.

Internal Audit

41 Apart from the system of statutory audit by external auditors, banks have their own
internal audit/inspection machinery. Some of the banks have also a system of concurrent
audit. The role of the internal auditor is essentially to verify that the books and records are
eing maintained in accordance with the practices and procedures prescribed by the
management, reflecting a correct record of the assets and liabilities, that advances shown
in the books have been authorised by the competent authority and that they are realisable
and enforceable at law, that other assets really exist, that all income accruing has been
rought into account, that all expenditures are appropriately charged and where necessary,
has been duly authorised, and generally that all instructions issued by the management are
il

being duly complied with. It is also the responsibility of the Internal Audit and Inspection
Departments of Banks to verity that all directives and instructions/guidelines of the RBI are
being complied with and these have properly percolated to and are clearly understood by,

hie operating officials.
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9.42  According to the RBI generally banks are expected to cover all their branches under
internal inspection at least once during a period of 12-18 months. The inspection report
format is evolved by the individual banks themselves. Such of the banks as do not have
adequate staff to inspect branches, engage the services of Chartered Accountants for branch
inspections. These branch inspection reports are duly required to be perused by RBI
Inspectors during the course of their periodical inspections. Any deficiency in scope and
coverage of inspection reports or the follow-up of inspection findings are duly required to
be incorporated in RBI inspection report. RBI vide their Circular dated 5.9.1991 advised that
internal auditors should critically examine the investment transaction in order to ensure that
they are undertaken in accordance with laid down procedures and these transactions are
undertaken only on business considerations and not intended to pass on undue benefits to
brokers.

9.43 The Committee find that the system of internal audit/ inspection varied from bank to
bank. According to the system of internal audit prevailing in the SBI, inspections of branches
were conducted by the Inspection and Audit Department of Central Office once in 18 months.
Similarly, SBI had a concurrent Auditor in all the branches. In SBI Caps, internal audit was
conducted by a Chartered Accountant firm every year at Corporate Office and the four
Regional Offices. The UCO Bank represented a distinct type where the bank did not have
a system of either concurrent or internal audit either at its Hamam Street Bombay Branch
which was the hub of irregularities or at the Head Office.

J9.44  Andhra Bank did not have any system of Internal Audit but had only Inspection group.
Canara Bank, on the other hand, had the system of inspection by in house teams at periodical
intervals (periodicity varying between 18-24 months) and Quarterly Income Audit
conducting 100% transaction. The Committee are dismayed to note that neither the internal
audit/inspection groups nor the concurrent audit in any of the banks examined by the
Committee, with the exception of SBI Caps had pointed out the irregularities in securities
transactions. The banks have admitted to this failure. In SBI Caps, the internal audit had
pointed out in June, 1991, as well as September, 1991, that there was no evidence of securities
having been purchased by the Madras Regional Office of SBI Caps from its brokers. They
had in June, 1991 also pointed out about the need for fixing limits in respect of the amount
of transactions to be conducted through a single broker. The report and the comments of
the Madras Office were forwarded to the Corporate Office. However, it was not placed before
the Board of Directors. The Committee find that the inadequacies /shortcomings of the
internal audit/inspection groups had also been brought out by the Committee set up to
enquire into various aspects relating to frauds and malpractices in banks (Ghosh Committee).
The RBI have stated that the shortcomings pointed out by the Ghosh Committee have been
taken note of and banks advised on 25.8.1992 to take steps in the light of the

recommendations of the Ghosh Committee. It may be repeated that the Ghosh Committee
submitted its report on 30.6.1992.

9.45 The Committee regret to note the serious weaknesses in the internal control systems
of the banks especially on the treasury and investment side. Not only there was lack of
effective control systems, there was also laxity in enforcing strictly even the existing
inadequate systems. The Committee strongly feel that a proper and effective system of
internal controls in banks whereby irregularities can be obviated and detected
immediately, is of utmost importance. They, therefore, suggest that the banks should
urgently review their internal control mechanism in the light of the deficiencies noticed
to ensure that there are adequate safeguards in the systems.

9.46 It is noticed that there is no comprehensive document containing all directives,
guidelines, circulars etc. issued by the RBI, which is readily accessible for reference by
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oncer ned. This creates the possibility of banks and/or other officers, by omission or
n, »dalmmg ignorance of specific directives, etc. The Committee, therefore, suggest
-'j _, ‘a compendium should be brought out expeditiously and kept up-to-date.

'j_jiai Committee find that there is no satisfactory mechanism in most of the banks

X e and follow up the observations/suggestions made in the reports by the internal

tion department, Vigilance Cell and Internal Auditor etc. There is also need for

" ow-up action on the inspection reports, guidelines, circulars etc. issued by RBL

ggest that a Committee of Board of Directors, which may include the Chairman,

s of RBI and Government of India as also, where available, a professional such

hartered Accountant or a management/ financial consultant, should be entrusted with
0 i < of overseeing the follow up action on the above mentioned reports.
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CHAPTER-X

STATUTORY AUDIT

10.1 The objective of an independent audit of financial statements, prepared within the
framework of recognised accounting policies and practices and relevant statutory require-
ments 1s to enable the auditor to express an opinion on such financial statements. The
auditor’s opinion helps determination of the ‘true and fair view’ of the financial position
and operating results of an enterprise. Detection of material frauds and errors as an incidental
objective of independent financial auditing flows automatically from the main objective of
determining whether or not the financial statements give a true and fair view. The report
of statutory auditor is an important public document and is of great significance.

10.2  While performing the audit, the auditor is required to use his skill and judgement
keeping in view that the audited accounts should clearly disclose the results of the working
of the entity for the year as also every material feature and transactions of an exceptional
Or non-recurring nature. Since the financial statements are based on books of accounts, the
auditor has necessarily to satisfy himself that the books are properly maintained and can
be relied upon. If certain information is vital for showing a true and fair view, the financial
statements have to disclose it. The financial statements should also disclose all “material”
items, i.e. items the knowledge of which might influence the decisions of the user of the
financial statements.

10.3 The statement on Standard Auditing Practices issued by the Institute of Chartered
Accountants of India states that the auditor should obtain sufficient appropriate audit
evidence through the performance of compliance and substantive procedures to enable him
to draw reasonable conclusions. The auditor should review and assess the conclusions drawn
from the audit evidence obtained and from his knowledge of business of the entity as the
basis for the expression of his opinion on the financial information. This review and
assessment involves forming an overall conclusion as to whether the financial information
has been prepared using acceptable accounting policies, which have been consistently
applied, the financial information complies with relevant regulations and statutory
requirements; there is adequate disclosure of all material matters relevant to the proper
presentation of the financial information, subject to statutory requirements, where
applicable. Thus in forming his opinion on the financial statements, the auditor follows
procedures designed to satisfy himself that the financial statements reflect a true and fair
view of the financial position and operating results of the enterprise.

Statutory Audit of Banks

10.4 Section 30 of the Banking Regulation Act, 1949 provides that the balance sheet and
profit and loss account of a bank is required to be audited. This section provides that the
auditor “shall have the powers of, exercise the functions vested in, and discharge the duties
and be subject to the liabilities and penalties imposed on, auditors of companies by Section
227 ot the Companies Act, 1956”. The section further provides that “in addition to the matters
which under the aforesaid Act the auditor is required to state in his report, he shall, in the
case of a banking company incorporated in India, state in his report —

a)  Whether or not the information and explanations required by him have been found
to be satisfactory;



b) Whether or not the transactions of the company which come to his notice have been
within the powers of the company;

¢) Whether or not the returns received from branch offices of the company have been
found adequate for the purpose of his audit;

d) Whether the profit and loss account shows a true balance of profit or loss for the
period covered by such account; and

e) Any other matter which he considers should be brought to the notice of the
~ shareholders of the company”.

10.5 The ‘Study on Audit of Banks’ brought out in 1985 by the Institute of Chartered
Accountants of India specifically mentions inter-alia that the auditor should review the

internal control procedures of the bank to identify areas which would require a closer

examination. The auditor should obtain an understanding of the nature of books and records

and operations. In addition, the auditor should also obtain relevant circular instructions,

particularly those relating to closing of yearly accounts, inspection reports, etc. The most
important part of the audit is the Auditors’ Report as it is through this report that the
observations/comments of the auditors on the accounts are conveyed.

10.6 The RBI as supervisory authority gives directions or issues guidelines/instructions to
banking companies to prevent the affairs of any banking company being conducted in a

‘manner detrimental to the interests of the depositors or in a manner prejudicial to the
interests of the banking company, or to secure the proper management of any banking

company.

10.7 On the issue of Directives, guidelines and instructions, the RBI stated :
! “In respect of the directives issued by RBI banks have no maneuverability in
the implementation as these are to be implemented both in letter and spirit.
On a number of other policies or operations of banks, the Reserve Bank issues
appropriate guidelines or instructions. In this context, it is relevant to point
out that whether a particular advice to banks is in the form of guidelines or
instructions, to the extent it is issued by the regulatory authority it has all the
sanctity of a directive issued under the provisions of the Banking Regulation
Act/RBI India Act and banks are expected to follow these guidelines and

instructions, without any deviation.”

B

108 The various directives, instructions, etc. are binding on the banks and it is the duty
of the auditors to report on the non-compliance of these directives, circulars, instructions

"-I.h

etc. which have an impact on the business activity of the bank and the disclosure of true

LU
.-.-‘i;:'

and fair view.

F',a Section 30(3)(e) of the Banking Regulation Act specifically states that the auditor
is also required to state in his report:

-

“Any other matter which he considers should be brought to the notice of

| the shareholders of the company.”

.

10 :lﬂ The Committee have not come across any report where the auditors have reported
under this clause even on the weaknesses in internal control, violation of RBI guidelines
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Verification of Securities

10.11 The ‘Study on Audit of Banks’ issued by the Institute of Chartered Accountants of
India states inter-alia:

“The auditor should inspect the investments physically on the date of balance
sheet. He will have to take particular care to see that only genuine investments
are produced to him, and that securities held by the bank against loans and
advances are not shown to him as the banks own investments. To ensure this
the auditor should see all the investments and securities simultaneously and
should keep them under his control until he completes his checking ...When
investments are held by any other person on behalf of the Bank, the auditor
should examine the certificate from him. The certificate should state the reason
for holding the investment. The receipt originally issued by such person when
taking delivery of the investment is not considered adequate for audit
purposes.”

10.12 The auditors clearly had a duty to verify the existence and quality of investments
held by the banks on their own account as well as of their PMS clients. This also required
a reconciliation of the investment account, physical inspection of securities on hand,
confirmations of counterparty banks for BRs issued by such banks and on hand,
confirmation of SGL balances with the PDO, and control and reconciliation of BRs issued
by the banks. The irregularities regarding the existence and quality of investments had
existed since long and had not been detected by the external auditors for which they must
accept responsibility.

Sale and/or Purchase of Securities
10.13 The ‘Study on Audit of Banks’ further states that:

“Transactions which may have taken place in investments since the date of
the last balance sheet should be vouched, either in full or on a test basis
depending upon the number of transactions. Proper adjustment of interest
should be made in the cost or sale value of government securities purchased
or sold.”

10.14 It was thus incumbent on the auditor to examine in detail at least on test check
basis the sale and/or purchase of the securities with the relevant vouchers such as contract
notes, bills, receipt etc. as evidence for sale and/or purchase of securities. The auditor
should have examined whether payments on account of sale and/or purchase of securities
are duly accounted for and correct entries are made in the ledger. It is surprising that the
irregularities in securities transactions on such a massive scale were not noticed by the
auditors. In a large number of cases, the payments for the sale and/or purchase of the
securities were routed through the brokers account which should have aroused the
suspicion to have more in-depth check. A vigilant and conscientious auditor could have
detected the irregularities and an early reporting of them would have prevented their large
scale recurrence.

10.15 The Committee have come across many examples in RBI Inspection Reports of the
last few years which have highlighted the irregular purchase and/or sale of securities,
deals in units and bonds of PSUs; gross violation of RBI circulars, instructions, directives
etc.; circumvention of CRR/SLR requirements; irregular ‘borrowings’ and ‘lending’ by
banks in the guise of securities transactions; booking profits on bogus securities
transactions; weaknesses in the system of internal control etc. The Committee are pained

72



) note that the auditors did not take into consideration the serious irregularities pointed
u m the Inspection Reports of RBI. The highlighting of these irregularities in the
uditors’ report would have assisted in curbing the proliferation of the irregularities in
ure. It clearly indicates that the auditors were negligent in the performance of their
s. The Committee suggest that the RBI and the Institute of Chartered Accountants
dla should scrutinies the audit reports of the banks involved in the irregularities and

...

nitiate suitable action against the defaulting auditors.
I-

Portfolio Management Scheme

L= Portfolio management is a permitted activity for the banks to engage in, under section
| ﬂf the Banking Regulation Act. However, with a view to regulating the above activity,
3; e RBI has issued circulars/guidelines in April 1987, May 1989 and January, 1991
Appendix-XVII ).

1017 The auditor is required to satisfy himself that the income on PMS funds is duly
ted to fund owners and the service charges/fees for management of the funds is
y accounted for in the books of the fund manager. The auditor has also to satisfy
___ ‘that the profits of the fund manager are not inflated by accounting the income of
nd owner as income of fund manager; losses of fund owner are not absorbed as losses
« e fund manager etc. The Auditors should have examined whether the banks maintained
glientwise portfolio Account, whether the liability of the banks in respect of PMS funds was
properly reflected in the accounts and how the funds undeployed were treated for the
purpose of CRR/SLR.

10.18 The Committee have come across only one Audit Report for the year ended
31.3. 1991 of BOI Finance Ltd. where the auditors have highlighted the gross irregularities,
jiolation of RBI guidelines and gave a qualified audit report in relation to management
;a rtfolw funds. If one of the auditors could highlight the various irregularities being
committed in PMS transactions, the Committee are led to enquire as to how other auditors
'sumlar circumstances continued to certify without qualifications that the financial

e E—_——

statements showed a true and fair view. The Committee desire that all these financial
larltles should be examined in detail for all the banks/institutions involved and
h be rectified and correctly reflected in their accounts. The auditors while auditing
the accounts for the year in which these rectifications are made should also report on their

'j_a_’_ suracy or should qualify their report in case no such corrective actions are taken by the
bank/institutions involved.

F 'ign Banks

10.19 The special scrutiny conducted by RBI in 1989 and 1990 revealed gross irregularities
ﬁle PMS operations by the foreign banks and non compliance of RBI circulars etc. RBI
vide thelr letter dated 18 January 1991 warned the four foreign banks viz., American Express
Bank, BOA, Citibank and ANZ Grindlays Bank that if the adverse features recur, RBI would
3'=ff'._-' mnstramed to prohibit them from undertaking PMS transactions in future.

'“r The Committee are unable to appreciate how the auditors of the forelgn banks
tified that the financial statements for 1990 and 1991 gave a true and fair view when

RBI Inspection Report itself established that the banks were indulging in gross
arities, violating RBI guidelines etc., which have a material impact on the true and

' view of the financial statements. The Committee suggest that the Institute of
Chartered Accountants of India and RBI should initiate necessary action.
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CANFINA

10.21 CANFINA was set up as a wholly owned subsidiary of Canara Bank and commenced
its operation on 1 June, 1987. On the basis of the examination by the Committee of RBI
inspection report from 1988 onwards, it is amply clear that CANFINA indulged in gross
irregular financial activities since its inception in 1987. The Inspection Report of RBI dated
9 September, 1988 highlighted several irregular activities of the company. The report states,
inter-alia:

“Both under inter-corporate placement of funds scheme and portfolio
management, huge funds are made available to Canara Bank. This had
enabled Canara Bank to depress the credit-deposit ratio and has also distorted
the DTL of the bank. The clients are big corporate institutions coming under
CAS purview. Providing funds outside this control system vitiates CAS
discipline. Thus, the whole arrangement cuts across the monetary and credit
disciplines envisaged for the banking system, by diverting huge funds outside
the system.”

10.22 The subsequent inspection of CANFINA conducted by RBI between 5 March, 1991
and 23 March, 1991 with particular reference to the position as on 31 January, 1991 also
indicates serious irregularities on PMS operation. The report also specifically states:

“Published accounts of CANFINA do not reflect its liability to its clients in
respect of funds accepted by it for porttolio Management.”

10.23 The scrutiny of investment transactions of CANFINA in 1992 revealed that
maintenance of records is barely adequate as could be seen from the following instance :

“Out of 324 purchase transactions put through during April to June, 1991
scrutinised by us, in 67 cases both contract notes and cost memos, in 152 cases
contract notes and in 48 cases cost memos were not made available for
scrutiny. Similarly out of 376 sale transactions, in 19 cases both contract notes
and sale memos, in 142 cases contract notes and in 7 cases sale memos were
not made available. We have also come across many purchases/sale contracts,
as also cost/sale memos, against which no transactions were put through as
per the Register of Purchases/Sales and physical ledger. A few cases were
noticed where contract notes were not stamped /cost memos were not signed,
however, transactions were put through against them. Even though physical
securities ledger showed an oversold position, further sales were undertaken
on many occasions. On certain days even though sales were put through,
balances were not struck as it was already in debit.”

10.24 Far from taking note of the above deficiencies and reporting on the irregularities,

the auditors had the audacity of observing in their report dated 23 April, 1992 for the year
ending 31 March, 1992 stating inter-alia:

a) “The company has an internal audit system commensurate with the size and
nature of its business;”

b) “The maintenance of records by the company for the transactions relating to
dealing in shares, securities, debentures and other investments is found

satisfactory. Investments on hand are in the name of the company or in the
process of transfer to the company.”
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The Committee regret to note that the audit report of CANFINA is unworthy
of any reliance and it is obvious that the auditors failed in discharging their
duties. The Committee suggest that the RBI and the Institute of Chartered

Accountants of India should scrutinies all such audit reports and initiate
suitable action againsi defaulting auditors.

lole of Auditors in FFSL

0.25 The role of audit in Fairgrowth Financial Services Ltd. (FFSL) is particularly relevant
as it illustrates all the many wrongs that are permitted to happen simply because the
auditors failed to discharge their duty adequately. The auditors after examining
e books of accounts and other records of the company for the year ended 31st March, 1992
eported on 29 April, 1992 that the Balance Sheet reflects a true and fair view of the state

‘affairs of the company and the Profit and Loss Account also give a true and fair view

1___pmf1't of Rs. 43.29 crores (previous year Rs. 1.11 crores) for the year. The Auditors
eport further states inter-alia:

“In our opinion and according to the information and explanations given to
us, the Company has maintained proper records of transactions and contracts
- as to dealings in shares, securities, debentures and other investments and
timely entries have been made therein. The same have been held by the
Company in its own name or in the process of transfer to its name, except

to the extent of the exemption, if any, granted under Section 49 of the
Companies Act, 1956.”

26 The Company is required to disclose the details of investments company-wise and
quantity-wise including the stock in trade in terms of Part I and II of the Schedule VI of the
sompanies Act, 1956. The management in its Notes on Accounts clarified that they have
oplied to the Central Government for exemption from the disclosure requirement.
lowever, the approval was not granted or received on the date of signing the auditors report.
LSuch circumstances, the auditor ought to have qualified the report giving the necessary
details. Non-disclosure of the information was a deliberate attempt to hide the real state of

.-l.l. "I'-i_‘ . n
Failrs.

027 To the queries of the Committee as to why the Balance Sheet is changed, the Managing
Director of FFSL in his evidence stated:

- “ltwas because we removed all these contracts which we took for SR purposes
- and audit purposes. Then the new Balance Sheet is drawn .... This is also
~ inflated profits of the company. That is the reason why Mr. Bansi Mehta had
- given the opinion that the company should nullify the account... After the
scam our Directors approached him. Then he gave an opinion saying that the
- account should be nullified and that all these contracts should be removed
- and new Balance Sheet should be drawn... It was an oral advice... It was on

4th July, 1992 after the scam broke out... If the scam would not have been there
he would not have been advised to nullify.”

0.28 In reply to a question by the Committee, the Managing Director, FFSL. admitted that
ome entries were missing in the Balance Sheet. He also stated:

- “Mr. Bansi Mehta has invested on 6.4.1991 for five thousand shares and on
- 21.9.1991 for another five thousand shares.”
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10.29 The evidence of the Managing Director of FFSL clearly indicates that the accounts
for the year ended 31.3.1992 were manipulated. The auditors, it appears, aided and abetted
in manipulation of the accounts of the company. The Committee recommend enquiry into
the role of the auditors of FFSL and taking of further necessary action.

Action Against Statutory Auditors

10.30 The Committee are pained to note that the statutory auditors, with rare exception,
failed to report the large scale irregularities continuing in the banks, PSUs, companies
etc. in the securities transactions, portfolio management scheme, gross violation of
guidelines/circulars etc. The entire irregularities discussed in the report are mainly of
financial nature, continuing for a long time and the auditors cannot absolve themselves
of the responsibilities of not detecting or reporting the same. Many of the audit reports
were in the nature of collusive cover up operation.

10.31 To the query of the Committee to indicate the action taken against statutory
auditors, RBI stated that in the light of the serious irregularities observed in securities
transactions of some banks and their subsidiaries/mutual funds in the year 1991-1992, it
has been decided on 12 December, 1992 that bank audit assignment for 1992-93 should
not be given to any of the audit firms who had audited securities transactions of these
banks in 1991-1992. The names of such firms are given in Appendix XVIII. RBI, however,
admits that some of these auditors as shown in Appendix XVIII had already been
approved for appointment in 1992-93. The Committee are surprised to find that RBI did
not consider it necessary to withdraw the approval in respect of these auditors and to
review the matter after the decision of 12 December, 1992. To the specific query of the
Committee about action against auditors of bank negligent in their professional duties
for the accounts of 1990-91, RBI stated in August, 1993 that the matter is being separately
examined by them. The Committee feel that the action of RBI is wholly inadequate
considering the continued serious lapses on the part of the auditors. Necessary action
should be initiated by the RBI against all auditors who failed to discharge their duty
properly. The Institute of Chartered Accountants of India should also be informed about
such auditors so that they may take necessary disciplinary action.

Audit of PSUs

10.32 A large number of Public Sector Undertakings and subsidiaries of nationalised banks
are registered as companies under the companies Act, 1956. The audit of government
companies and deemed government companies is conducted by professional chartered
accountants, who are appointed or reappointed by the Central Government on the advice
of the C&AG. The statutes governing some corporations and authorities require their
accounts to be audited by the C&AG and reports given by him. In respect of Al, Indian
Airlines the International Airports Authority of India, National Airports Authority of India,
Inland Waterways Authority of India, ONGC, Damodar Valley Corporation and Delhi
Transport Corporation, the C&AG of India is the sole auditor under the relevant statutes.
In respect of Central Warehousing Corporation, Delhi Financial Corporation and the Food
Corporation of India, the CAG has the right to conduct audit independently of the audit

conducted by the Chartered Accountants appointed under the statues governing the three
corporations.

10.33 The Committee have come across serious irregularities in investment transactions
by PSUs which have been discussed extensively elsewhere in the report. For instance, as
against the Government instructions to make investments only in Government Securities,
public sector bonds, treasury bills, PSUs in the guise of PMS entered into ready forward
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deals without taking physical possession of securities or at least the details thereof from
banks/financial companies. It has also come to the notice of the Committee that in several
cases, the investments were made in contravention of the relevant statue, guidelines,
memorandum and articles of association etc. Most of the deals were struck on phone and
no record was maintained to substantiate reasons for the decision taken. In most cases,
funds of the PSUs were exposed to great risk and some of the PSUs may lose heavily

because of default in payment by non banking financial companies.

1034 In regard to audit, the Statement on Auditing Practices brought out by the Institute
of Chartered Accountants of India states inter-alia:

“When an investment is made, it should be ascertained whether the company
has power under its Memorandum of Association to make such investment.
It is essential to ensure that on purchase of investments, the requirements of
Section 292, 293(1)(c) and 372 of the Companies Act, whenever applicable are
complied with. The power to invest the funds of a company has to be exercised
at Board Meetings or by persons to whom power has been delegated by the
Board in accordance with the provisions of Section 292. It should be noted
that the persons to whom power has been delegated act within the limits of
authority delegated to them.... Ordinarily, the purchase of an investment 1s
vouched with a broker’s contract note, bill of costs and stamped receipt.”

1
1035 The Committee have come across only one Audit Report of Bharat Heavy Electricals
Ltd. for the year ending 31.3.1991 where the auditors have qualified the report stating inter
alia that these ‘deposits’ should have been shown under the head ‘investment’ under
‘Portfolio Management Scheme’ as these were utilised by CANFINA for purchase and sale
of securities etc.

10.36 It was the duty of the auditors to obtain details of the investments made under
PMS and to report whether the investments made were within the powers of the PSUs
and whether the same are correctly reflected in the Balance Sheet. The auditor of a
government company is required not only to verify whether the financial statements give
2 true and fair view, but has also to look into the efficacy of the system. The Committee
of to note that the auditors failed in performing their professional duties and this
failure permitted the officials to play with the funds of the PSUs by irregularly investing/
lending them in contravention of the statutes, government guidelines/decisions etc. The
‘Committee suggest that the Department of Company Affairs, the C&AG should examine
the audit reports of PSUs etc., involved in the irregularities and take appropriate action
‘against auditors who were negligent in the performance of their duties.

Supplementary or Test Audit

11037 The C&AG has the power to conduct a test or supplementary audit of company’'s
“accounts where he finds it necessary to do so. Apart from this, the C&AG also conducts
an efficiency-cum-propriety audit of selected companies. The supplementary audit by the
C&AG broadly covers financial statements, systems and performance. As far as audit of
financial statement is concerned, broad checks are applied on the financial statement as
reported upon by chartered accountants. The areas specially covered under the audit of
systems and performance relate to investment decisions, project formulation, project

‘management, delegation of powers etc.

1038 The Committee are constrained to observe that none of the Reports of the C&AG
‘except Report Nos. 1 and 3 of 1993, Union Government (Commercial) have pointed out the
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serious irregularities in the investment and other related transactions by PSUs. There are
obviously some shortcomings in the methodology of audit which deserve to be examined.

Suggestions for Reforms in Audit

10.39 The Committee feel that there are grave shortcomings in the objective and
methodology of audit as practised now at present. The Committee addressed jtself to some
of the aspects of reforms in the system of audit. The Committee are of the view that the
present method of appointment of auditors, their actual conduct of audit, their
involvement with the bank in other professional assignments and various other practices
as highly unsatisfactory. The Committee find that the term of the auditor 1s only one year.
They are sometimes appointed as late as in March and are required to submit their report
latest by June. The Committee feel that the auditors should be appointed well in time
and for reasonably long period. Various other improvements are needed in conducting
of audit and reporting by the auditors. Rather than detailing a charter of reforms, the
Committee suggest that the Government should address itself to the various shortcomings
in audit and take necessary corrective measures. The Committee also suggest that with
a view to achieving the objective of effective audit, statutory amendments be made
wherever considered necessary. The Committee are of the view that the setting up of an
independent Central Audit Authority instead of the fragmented system adopted by
individual banks, as at present, may be seriously considered.
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CHAPTER-XI

ACCOUNTABILITY — BANKS

11 At the very outset the Committee would wish to observe that the most noteworthy
- '.gpexplained aspect of the accountability of officials has been the absence of prompt
nd deterrent action against the guilty. Action initiated or taken has been selective, has
aried from the reasonably prompt to extremely lethargic and lackadaisical. Thereafter,
he disciplinary or punitive aspect of it has traversed the entire spectrum of procrastinatory
yureaucratic option : from the evasive and wholly ineffective, “sent on leave”, “transfer”,
leuspension” etc. The Committee have been hard pressed to find instances of immediate
corrective action, initiation of legal proceedings, leave alone conviction proper or the
tual sentencing of identified perpetrator of this gross abuse of public responsibility. The
Committee are not convinced by the standard explanatory arguments advanced about our

sish legal system. The Committee do wish to place on record their observation that
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he will to uniformly, and without fear or favour punish the guilty seems to have been
ibsent through the entire sorry episode. And, this observation is being recorded more than

ne year after the Scam came to light.

12 The above observation is based on the Committee’s enquiries about the role of top
management/officials/staff of various banks/financial institutions in the irregularities in
securities and banking transactions. A list indicating the names of the Chairmen and
fanaging Directors or other high ranking officials of the banks and their subsidiaries

R e -

ste. who were proceeded against variously is at Appendix XIX. In this connection, the
ommittee further wish to note that the CBI have till date filed only 12 cases and 33 off-
shoot cases arising therefrom. Of the 12 original cases, 10 related to banks/financial
ompanies. The names of the accused figuring in the cases relating to banks are given
in Appendix XX. Some of the more important points emerging from this aspect of the
Committee’s enquiry are dealt with in the succeeding paragraphs.

State Bank of India

[13 Irregularities in the securities transactions in the 5Bl have already been mentioned at
different places in this report. The CBI, Janakiraman Committee Report and others have listed
arious defaults resulting in wrongful loss to the SBL. The CBI has made available to the
Committee a list of officials that they hold as wrong doers who have been named in the FIR.

._.h

fhis is at Appendix XX

14 During enquiry by this Committee, top officers of SBI including Ex-Chairman and the
anaging Directors deposed. They claimed, uniformly, that they were all totally unaware
f any and all of the irregularities committed. Various different procedures adopted in
jassing and making entries in HSM'’s account in SBI, were, it was asserted done without
any administrative approval of any higher authority. Only Shri R. Sitaraman, a Desk Officer

L'_Bo_mbay Main Branch was held by them, as committing all the irregularities. According
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| = he alone was also responsible for the fudging of records. These senior officials of
3BI did, however, also accuse some others also like Shri A.N. Bavadekar, Deputy Manager
and Shri K. Kailasam, Assistant General Manager for their failure to exercise suitable control

supervision. These were charged by their superiors of negligence in submitting and
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igning the reports/confirmations without verifying the facts which they were required to
d0. According to the SBIL:

“Since confirmations were ostensibly in conformity with instructions, due to
negligence of the Deputy Manager (Securities), fraud committed by the Desk



Officer (Shri R. Sitaraman) was not detected. The manager of the Division did
not also scrutinise the vouchers which led to the non-detection of the fraud.”

11.5 During his evidence, Shri C.L. Khemani, Deputy Managing Director, however,
asserted that the Corporate Office, including Chairman, were fully aware of the investment
transactions. As per the procedure, all transactions involving Rs. 100 crores and above were
got approved by the Managing Director concerned regularly.

11.6 Shri Sitaraman, during his evidence asserted differently. He stated that as a matter of
routine, the Cen