REPORT

JOINT COMMITTEE
ON
STOCK MARKET SCAM
AND
MATTERS RELATING THERETO

(THIRTEENTH LOK SABHA)

(VOLUME | - REPORT)

Presented rfo Lok Sabha on 19 December 2002
Laid on the Table of Rajya Sabha on 19 December; 2002

LOK SABHA SECRETARIAT

NEW DELHI
December 2002/ Agrahayana 1924 (Sokq)



C.B. No. 462

Price of Volume | : Rs. 230.00
Price of Volume Il : Rs. 45.00

©2002 By Lok SABHA SECRETARIAT

Published under Rule 382 of the Rules of Procedure and Conduct of Business in Lok Sabha (Tenth Edition)
and printed by Jainco Art India, 13/10, W.E.A., Kargol Bagh, New Delni.




CONTENTS

Page

COMPOSITION OF THE JOINT COMMITTEE .....oiiiiiiiiiiieis e i)

LIST OF ABBREVIATIONS USED IN THE REPORT .....ooiiiiiiiiiiiiisie st W)

INTRODUGCTION ..ottt ettt n et b et (xi)
PART |

l. The Constitution Of JPC . ... 1

Il OVEIVIEW . oo e e e et 6

M. IMPIEMENTAHION. .. ... 12

IV. Irregularities by Brokers including SHCIL. .............ccccoiiiviiiiiiii 19

1. Ketan PArekh ENtHES ... 20

2. Defaulted Brokers of Calcutta Stock EXChANQE ..o, 29

3. OFNEI BIOKETS ...t 35

4, Stock Holding Corporatfion of INdia Ltd. .....ccccciiiiiiiiiiiin 45

V. BANKS. ... 50

10 OVEBIVIEW ittt 50

2. COOPEIATVE BONKS ...ttt 54

3. COMMETCIAL BANKS ...iviiiiiiiii e 80

VI, STOCK EXCRANQGES. .........oovviiiiiiiiii 114

1. Calcutta STOCK EXCNONGE ..iiiiiiiiiiie e 114

2. Matters regarding other STOCk EXCNANQES ...vvvvivviiiiiiiiiiiiiii i 136

VIl. Role of Promoters and Corporate Entities................ccccocciiiiiiiiiicc 146

VIIl.  OCBs and Sub-Accounts Of FIIS. ...............cccooiiiiiiiii 165

IX. Securities and Exchange Boadrd of INdid. .............ccccooeiiiiiiiii 187

1. Regulation of business in STOCk EXChANQGES ... 189

2. Surveillance and INVESHGATION ...viiiiiii 194

3. POWETS Of SEBI 1oiiiiiiiiiiiiii e 203



4, DemMUIUGHSATION Liiiiiiiiiiiiiiiiii
5. SYSTEMIC TEIOIMNS 1ttt
X. Reserve Bank Of INAIQ. ............cccooiiiiiiiiiii
Xl. Depariment of Company AffaIrs. .............cccoiiiiiiiiii
Xll. Action by Investigative AQENCIes . ...............cccciiiiiii
1. Central Bureau oOf INVESHGOHON. .iiiiiiiiii
2. Directorate Of ENfOrCEMENT .......oiiiiiiii s
3. Central Board Of DiIr€CT TAXES .....coiiiiiiiiiiiiiieiie e
Xl Ministry Of FINANCE. .......oooiiiiii
XIV. Investors Prot@CHiON. ............ccccooiiiiiiii
PART I
UNIT TRUST OF INDIA
XV OVEIVIEW. .t
XVL.  Investment POliCY aNd DECISIONS. ...vviiiiiiiiiiiiiiiiiiiii i
XVIL UNiT SCREMIE-O4 ...
XVIIl. Role in the Calcufta Stock Exchange Payout CriSiS. ...
XIX.  ROIE Of TIUSTEES. ..iiiiiiiiiii i
XX.  Ministry of FINANCE ANA UTl ..o
XXL FUTUIE ROIE ... e
Observations/Conclusions/Recommendations. ................cccocviiiiiiiii
PART il
Appendices”

Minutes of Sittings of the Committee™*

Evidence before the Committee**

Page

210
215
222
252
264
264
280
291
309
323

339
343
372
389
403
410
427
437

*Printed separately-Volume I
**Not printed. Five copies placed in Parliamentary Library.

)



COMPQOSITION OF THE JOINT COMMITTEE ON STOCK MARKET SCAM
AND MATTERS RELATING THERETO

Shri Prakash Mani Tripathi — Chairman
MEMBERS
Lok Sabha

Shri Mani Shankar Aiyar
Smt. Margaret Alva
Shri Vijayendra Pal Singh Badnore
Shri Raashid Alvi
Shri C. Kuppusami
Shri Jagannath Mallik
Shri Rupchand Pal
Shri P.H. Pandian
10. Shri Pravin Rashtrapal
11. Shri S. Jaipal Reddy
12. Kunwar Akhilesh Singh
13. Shri Maheshwar Singh
14. Shri Prabhunath Singh
15. Shri Kirit Somaiya
16. Shri Kharabela Swain
17. Shri K. Yerrannaidu
**18. Shri C.P. Radhakrishnan
**19. Shri Srichand Kriplani
***20. Shri Anant Gudhe

VONO O W N

Rajya Sabha

21. Shri S.S. Ahluwalia
22. Shri Nilotpal Basu
23. Shri K. Rahman Khan
24, Shri Praful Patel
25, Shri Kapil Sibal
26. Shri C. Ramachandraiah
27. Shri C.P. Thirunavukkarasu
28. Shri Prem Chand Gupta
29. Shri Amar Singh

@30. Shri Lalitbhai Mehta

SECRETARIAT
1. Shri John Joseph — Adaitional Secrefary
2. Smt. Paramijit Kaur Sandhu — Joint Secrefary
3. Shri A. Louis Marfin — Deputy Secrefary

*%

* kK

Nominated w.e.f. 22.8.2001 vice Dr. Baliram resigned.

Nominated w.e.f. 26.2.2002 vice S/Shri Vijay Goel and Harin Pathak resigned.

Nominated w.e.f. 28.11.2002 vice Shri Anandrao Vithoba Adsul resigned. Shri Anandrao Vithoba Adsul had been nominated
w.e.f. 9.8.2002 vice Shri Anant Gangaram Geete resigned.

Nominated w.e.f. 9.12.2002 vice Shri Vikram Verma resigned. Shri Vikram Verma had been nominated w.e.f. 7.5.2002
vice Shri Ramdas Aggarwal retired from Rajya Sabha.

(i)



LIST OF ABBREVIATION USED IN THE REPORT

AACS As Applicable to Cooperative Societies

ACB Audit Commifttee of Board

ALM Assets Liability Management

ACMM Additional Chief Metropolitan Magistrate

ADs Authorised Dealers

ADB Asian Development Bank

ADRs American Depository Receipts

AFI Annual Financial Inspection

AGM Annual General Body Meeting

AlF| All India Financial Institutions

AlL Annual Investment Ltd.

ALBM Automated Lending and Borrowing Mechanism

AMCs Asset Management Committees

AMC Asset Management Company

AOPs Association of Persons

ARSs Assured Return Schemes

ATL Asia Today Ltd.

ATR Action Taken Report

BFS Board of Financial Supervision

BHL Brentfield Holdings Ltd.

BLESS Borrowing and Lending of Securities Scheme

BOI Bank of India

BoT Board of Trusties

BR Bank Receipt

BR Act. Banking Regulafion Act

BSE The Stock Exchange, Mumbai

BSPL Biyani Securities Private Ltd.

CAMELS Capital Adequacy, Asset Quality, Management Earnings Liquidity System
& Controls

CBI Central Bureau of Investigation

CBDT Central Board of Direct Taxes

CCBL City Cooperative Bank Ltd.

CCL Century Consultants Ltd.

CD Certificate of Deposit

(2



CDSL Central Depository Securities Ltd.

CEO Chief Executive Officer

CIS Collective Investment Scheme

CLB Company Law Board

CMD Chairman and Managing Director

CM Capital Market

CMM Chief Metropolitan Magistrate

COB Commiftee of Board

COP Cash on Payout

CRC Credit Rating Cell

CRCS Cenftral Registrar of Cooperative Societies
CRAR Capital to Risk Assets Ratio

CRR Cash Reserve Ratio

CRS Compulsory Rolling Settlement

CSE Calcutta Stock Exchange Associatfion Ltd.
CSFB Credit Suisse First Boston

CSL Consortium Securities Ltd.

CSMS Centralised Funds Management System
CSPL Consortium Securities Private Ltd.

CSSB Classic Share & Stock Broking

CVvC Central Vigilance Commission

CVvO Chief Vigilance Officer

DBOD Department of Banking Operations & Development
DCA Department of Company Affairs

DFls Development Financial Institutions

DGIT Director General of Income Tax

DGM Deputy General Manager

DHS Delloittee Haskins & Sells

DICGC Deposit Insurance and Credit Guarantee Corporation
DKB Dresdner Kleinwort Benson

DNBS Department of Non-Banking Supervision
DRF Development Reserve Fund

DRS Department of Banking Supervision

DSPE Delhi Special Police Establishment

DTAA Double Taxatfion Avoidance Agreement
DTAC Double Taxation Avoidance Convention
DVP Delivery Versus Payment

EC Executive Committee

ECS Electronic Clearing Services

ED Executive Director

(Vi)



ED Enforcement Directorate

EFT Electronic Funds Transfer

EGM Extraordinary General Body Meeting

EIL European Investments Ltd.

EOW Economic Offences Wing

EPN Entry Point Norm

ERC Equity Research Cell

ET Executive Trustee

FCCB Foreign Currency Convertible Bond

FCNR Foreign Currency Non-resident

FDI Foreign Direct Investment

FEICL Far-East Investment Corporation Lid.

FEMA Foreign Exchange Management Act

FERA Foreign Exchange Regulation Act

FGSB First Global Stock Broking

Fls Financial Institutions

Flls Foreign Institutional Investors

FIPB Foreign Investment Promotion Board

FM Finance Minister

FR Fresh Receipt

FS Finance Secretary

FY Financial Year

GDRs Global Depository Receipts

GIC General Insurance Corporation

GITB Global Trust Bank

GTL Global Telesystems Ltd.

HDFC Housing Development Finance Corporation
HFCL Himachal Futuristic Communications Ltd.
HLCC High Level Coordination Committee

HICCFCM High Level Coordination Committee on Financial and Capital Markets
HPC High Power Committee

HSBC Hongkong and Shanghai Banking Corporation
IBA India Banks Association

ICAI Institute of Chartered Accountants of India
ICDs Inter Corporate Deposits

ICE Information, Communication and Entertainment
IDBI Industrial Development Bank of India

IFCI Industrial Finance Corporation of India

IFI Indian Financial Institution

[ISF-97 Institutional Investors” Special Fund Unit Scheme-97

(i)



Interpol Intfernational Police

IPC Indian Penal Code

IPOs Initial Public Offers

T Information Technology

T Income Tax

JWG Joint Working Group

KIL Kensington Investment Ltd.

KP Ketan Parekh

LIC Life Insurance Corporation of India

MCFS Modified Carry Forward Scheme

MD Managing Director

MEA Ministry of External Affairs

MICR Magnetic Ink Character Recognition

MIP Monthly Income Plan

MIS Monthly Income Scheme

MMCB Madhavpura Mercantile Cooperative Bank Ltd.
MOBAA Mauritius Offshore Business Activities Authority
MoF Ministry of Finance

MSCS Multi State Cooperative Societies

MTNL Mahanagar Telephone Nigam Ltd.

NABARD National Bank for Agriculture & Rural Development
NACM Nicholas Applegate Capital Management
NASDAQ National Association of Securities Dealers and Automated Quotation
NAV Net Asset Value

NBFC Non-Banking Financial Companies

NCAER National Council of Applied Economic Research
NCD Non-Convertible Debentures

NHB National Housing Bank

NPAs Non-Performing Assets

NRE Non Resident External

NRI Non Resident Indian

NSCCL National Securities Clearing Corporation Ltd. (NSCCL)
NSDL National Securities Depository Ltd.

NSE National Stock Exchange

NUI Numero Uno International

OCBs Overseas Corporate Bodies

OSMOS Off-site Monitoring & Surveillonce System

OTCE!I Over the Counter Exchange of India

PDO Public Department Officer

PGL Pentamedia Graphics Ltd.

(viiD)



PIS
P&L Account
PMO
PMS
PNs
POs
POA
PR
PSUs
PUC
RBI
RCFS
RCL
RCS
RDs
ROCs
RSSBL
RTGS
RTGSS
SAC
SAT
SAIL
SBI

SBI Caps
SC(R) Act
SEBI
SEC
SENSEX
SFMS
SGL
SGF
SHCIL
SHL
SIA
SLR
SLS

SR
SROs
STL
SUS

Portfolio Investment Scheme

Profit & Loss Account

Prime Minister’'s Office

Portfolio Management Scheme
Participatory Notes

Pay Orders

Power of Aftorney

Public Representative

Public Sector Undertakings

Paid Up Capital

Reserve Bank of India

Revised Carry Forward Scheme

Rafs Corporation Ltd

Registrar of Cooperation Societies
Regional Directors

Registrar of Companies

Relionce Shares and Stock Brokers Ltd.
Real Time Gross Settlement

Real Time Gross Setflement System
Sell-N-Cash

Securities Appellate Tribunal

Steel Authority of India Ltd.

State Bank of India

SBI Capital Markets Ltd.

Securities Contracts (Regulation) Act
Securities and Exchange Board of India
Securities Exchange Commission (USA)
BSE Sensitive Index

Structured Financial Messaging Solution
Subsidiary General Ledger

Setftlement Guarantee Fund

Stock Holding Corporation of India
Symphony Holdings Ltd.

Secretariat for Industrial Assistance
Statutory Liquidity Radio

Securities Lending Scheme

Security Deposit

Self Regulatory Organisations

Silverline Technologies Ltd.

Special Unit Scheme

()



TIFIL
TORTS
TWS
UCBs
UK
URR
U/s
Us-64
UTl
VFSL
WDM
WHL
YOI
MWL
ZTL

)

Triumph International Finance India Ltd.
Trial of Offences Relating to Transactions in Securities
Trader Work Station

Urban Cooperative Banks

United Kingdom

Uniform Regulations & Rules

Under Section

Unit Scheme—64

Unit Trust of India

Vivenasari Financial Services Ltd.
Wholesale Debt Market

Wakefield Holdings Ltd.

Yield on Investment

Zee Multimedia Worldwide Ltd.

Zee Telefilms Ltd.



INTRODUCTION

[, the Chairman of the Joint Committee on Stock Market Scam and Matters Relating Thereto,
having been authorized by the Committee to submit the Report on their behalf, present the
Report of the Committee.

2. The Committee constituted on 27.4.2001 were instructed to make a Report to Parliament
by the end of Monsoon Session, 2001. 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, 2002.

3. S/Shri Vijay Goel, Harin Pathak, Anant Gangaram Geete, Anandrao Vithoba Adsul, and
Vikram Verma resigned on their induction in the Union Council of Ministers. Dr. Baliram resigned
from the Committee. Shri Ramdas Agarwal ceased to be a member of the Committee on his
retirement from Rajya Sabha. The Committee place on record their appreciation of the valuable
contribution made by them to the deliberations of the Committee.

4. A Sub-Committee of the Joint Committee consisting of the Chairman, JPC and eight other
members viz., S/Shri Mani Shankar Aiyar, Kirit Somaiya, S.S. Ahluwalia, Nilotpal Basu,
C. Ramachandraiah, Kapil Sibal, Amar Singh and C.P. Thirunavukkarasu were appointed on
11.10.2002 to draft the Report of the Joint Committee.

5. The Committee/Sub-Committee held 105 sittings in all. Of these, 7 sittings were held for
technical briefing, 2 sittings were held for taking stock of the implementation of the previous
Action Taken Report, 59 sittings were devoted for recording of evidence of various agencies/
Ministries/departments and individuals, 17 siftings for in-house deliberations and 20 siftings by the
drafting Sub-Committee. The total duration of the sittings of the Committee was 357 hours and
45 minutes. The Committee took evidence of two Ministers, two Ex-Ministers, regulatory agencies—
SEBI, RBI and DCA, Investigative agencies—CBI, CBDT and Directorate of Enforcement, Ministries/
Departments of Government of India, Banks including Cooperative Banks, Financial Institutions—
IDBI and ICICI, Presidents and Executive Directors of selected Stock Exchanges, SHCIL and other
individuals. The list of individuals and organizations whose representatives gave evidence before
the Committee, is given in Annexure. A verbatim record of the oral evidence before the
Commiftee running info more than 4100 pages, was kept.

6. The Committee undertook an on the spoft visit to Kolkata and Mumbai from 10th July,
2001 to 12th July, 2001 to familiarize themselves with the actual working of the Stock Exchanges.
During the visit, the Committee also held informal discussions with the representatives of Reserve
Bank of India, Securities and Exchange Board of India, Investors Forum and Brokers.

7. The Committee considered the final draft of the Report at their sittings held from 3rd to
5th and on 10th December, 2002 and adopted the same unanimously.

8. The Minutes of the sittings of the Committee form Part Il of the Report.

9. For facility of reference and convenience, the observations, conclusions and
recommendations of the Committee are also given separately at the end of the Report.
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10. The Committee wish to express their thanks to the Ministers, ex-Ministers, representatives
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.

11. A Special Cell under overall charge of Shri John Joseph, Additional Secretary and headed
by Smt. P.K. Sandhu, Joint Secretary assisted the committee in their work. The other officers in
the Cell included Shri A. Louis Martin, Deputy Secretary; Shri Ashok Kumar, Deputy Director;
S/Shri M.K. Madhusudhan and Ajay Kumar Garg, Committee Officers; S/Shri C. Kalyanasundaram,
V. Ganapathy and Raj Kumar, Reporting Officers and other supporting staff. The Committee
were also assisted by Shri Ashutosh Dikshit of the Indian Revenue Service who was on deputation
as Officer on Special Duty to the Committee. 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.

New DeLHi; SRI PRAKASH MANI TRIPATHI,
December 12, 2002 Chairman,
Agrahayana 21, 1924 (Saka) Joint Commiffee on Sfock Marketf Scam

and Maffers Relafing Therefo.
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ANNEXURE
(Para 5 of Introduction)

LIST OF ORGANISATIONS AND INDIVIDUALS WHOSE REPRESENTATIVES GAVE
EVIDENCE/PLACED THEIR VIEWS BEFORE THE COMMITTEE
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Reserve Bank of India

Madhavpura Mercantile Cooperative Bank Ltd.
Bank of India

Bank of Punjab Ltd.

Centurion Bank Ltd.

Nedungadi Bank Ltd.

Classic Cooperative Bank Ltd., Ahmedabad
Global Trust Bank

Indusind Bank

ICICI Bank Ltd.

. City Cooperative Bank Ltd., Lucknow

Central Registrar of Cooperative Societies
Registrar of Cooperative Societies, Gujarat State
National Federation of Urban Cooperative Banks
Industrial Development Bank of India

Ministry of Finance (Capital Market Division)
Ministry of External Affairs

Department of Company Affairs

Central Board of Direct Taxes

Enforcement Directorate

. Cenftral Bureau of Investigation
. Securities and Exchange Board of India
. Stock Holding Corporation of India Ltd.

National Securities Depository Ltd.
Central Depository Securities of India Ltd.
Unit Trust of India

. National Stock Exchange

The Stock Exchange, Mumbai
Calcutfta Stock Exchange
Institute of Chartered Accountants of India
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31.
32.
33.
34.
35.
36.
37.
38.
39.
40.
41,
42,
43.
44,
45,
46.
47.
48.
49,
50.
51.
52,
53.
54,
55.
56.
57.
58.
59.
60.

xiv)

Tamil Nadu Investors Association, Chennai

Midas Touch Investors Association, Kanpur

Ms.
Ms.
Shri
Shri
Shri
Shri
Shri
Shri
Shri
Shri
Shri
Shri

Sucheta Dalal, Spl. Correspondent, Times of India

Olga Tellis, Consultant Editor, Asian Age

L.C. Gupta, Director, Society for Capital Market and Research Development
Ajit Kumar Dey, Former President, Calcutta Stock Exchange
T.N. Ninan, Editor, Business Standard

Tapas Datta, Executive Director, Calcutta Stock Exchange

R.H. Patil, Former Managing Director, National Stock Exchange
G.V. Ramakrishnan, Ex-Chairman, SEBI

C.R.L. Narasimhan, Dy. Editor, The Hindu

S.S. Tarapore, Former Dy. Governor, RBI

P.S. Subramanyam, Former Chairman, UTI

G.S. Reddy, DGM, SEBI

Dr. E.AS. Sarma, Former Secretary, Department of Economic Affairs

Shri
Shri
Shri
Shri
Shri
Shri
Shri
Shri
Shri
Shri
Shri
Shri
Shri
Shri

Ketan Parekh, Broker

Ramesh Chandra Nandlal Parikh, Former Chairman, MMCB

Devendra Pandya, Former MD, MMCB

Jagdish Pandya, Branch Manager, MMCB (Mandvi Branch, Mumbai)
Anand Krishna Johari, Former Director, City Cooperative Bank Ltd., Lucknow
Arvind Johari of Cyberspace Infosys Ltd.

Gorakh N. Srivastava, Former CEO, City Cooperative Bank Ltd., Lucknow
Shankar Sharma, Broker

H.C. Biyani, Broker

D.K. Singahania, Broker

A.K. Poddar, Broker

Jaswant Singh, Minister of Finance

Yashwant Sinha, Minister of External Affairs

P. Chidambaram, Former Finance Minister

Dr. Manhoman Singh, Former Finance Minister



PART |

CHAPTER |
THE CONSTITUTION OF THE JOINT PARLIAMENTARY COMMITTEE

1.1 In the beginning of January 2001, the Sensex (the stock index of the Bombay Stock
Exchange) was ruling around 4000. It peaked at 4437 on 15.2.2001, thereafter showing a
downward tfrend and was at 4069 on 27.2.2001. The Nifty (the stock index of the National Stock
Exchange) exhibited a similar tfrend. On 28.2.2001, the day of the presentation of the Budget of
2001-2002, the Sensex opened at 4070 and closed at 4247, a rise of 177 points. On 1.3.2001, the
Sensex closed at 4271, a gain of 24 points. On 2.3.2001, after opening at 4323 and reaching an
infra-day peak of 4321, the Sensex closed at 4095, registering a decline of 176 points and an
infra-day decline of 246 points. Besides the voldfility in the movement of the index, prices of
certain scrips registered violent fluctuations. The Securities and Exchange Board of India (SEBI)
instituted an investigation on 2.3.2001 which began with six broking entities and was subsequently
expanded to cover the entire gamut of the scam. The matter of the sudden fall in the Sensex
of the Bombay Stock Exchange, within a few days of the presentation of the Budget of
2001-2002 was raised in the Lok Sabha during Zero Hour on 7.3.2001. Members drew the attention
of the government to the ongoing meltdown in the stock market, their apprehensions that there
could be market manipulation, and that a major stock market operator had taken huge stock
positions by misusing bank funds, thus putting bank depositors money at risk. Members were
concerned that banks were in jeopardy and small investors were losing heavily. They were
exercised about the ineffectiveness of the Securities Exchange Board of India (SEBI) and the
possibility that the stock market had been manipulated. On 8.3.2001 and 9.3.2001, there were
indications that the Calcutta Stock Exchange, the third largest exchange in the country, was
facing problems for its pay-out on 10.3.2001 as some major brokers had defaulted on their
pay-in obligations on 8.3.2001. The President of the Bombay Stock Exchange also resigned on
8.3.2001 in the face of allegations that he had obtained certain price sensitive information from
the surveillonce department of the Exchange on 2.3.2001. On 9.3.2001, there was a sudden rush
of depositors wishing to withdraw their deposits at the Ahmedabad branches of Madhavapura
Mercantile Cooperative Bank, the second largest bank in the state of Gujarat. The withdrawals
increased steadily fill 12.3.2001 and were fuelled by rumors that the bank had extended
guarantees to Shri Ketan Parekh, a leading Mumbai based stockbroker, who had suffered huge
losses in his share dealings. The bank closed down all its branches on the morning of 13.3.2001,
ostensibly because it was no longer capable of meeting the run on the bank. The Sensex had
fallen further to 3767 by 12.3.2001. On 13.3.2001, the leader of the principal opposition party in
the Rajya Sabha moved a motion calling attention to the extreme voldatility in the stock markets.
A large number of speakers from all sides of the House fook part in this debate. Members drew
aftention to the voldatility in the stock markets and unhealthy practices like insider trading and
rampant speculation. They pointed out that SEBI, the stock market regulator, had not kept a
close watch on the market. Members also expressed the view that since SEBI was itself the main
regulator, an inquiry by SEBI would not serve the purpose. Responding to the calling attention
motion, the then Finance Minister stated that while fluctuations are normal in stock markets and
should not be a matter of undue concern we should be vigilant with regard to any systemic
risk or movements driven by any form of manipulation. He also stated that he has been assured
by SEBI that there was no systemic risk to the market and there was no danger of payment
crisis. Some members were of the view that the daomage caused to the share market was of
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such magnitude, that it needed a thorough inquiry and it was therefore suggested that a Joint
Parliamentary Committee (JPC) should be constituted and report be submitted to Parliament
within a proper time frame.

1.2 Taking note of the concern of the Members in both Houses of Parliament and after due
deliberation and discussion, the Government moved a motion in the Lok Sabha, proposing to
constitute a Joint Committee to inquire intfo the Stock Market Scam and matters relating thereto.
The motion moved and adopted in the Lok Sabha on 26.4.2001 included the following members
of the Lok Sabha (Appendix-1):—
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Shri Mani Shankar Aiyar
Smt. Margaret Alva

Shri V.P. Singh Badnore
Dr. Baliram

Shri Anant Gangaram Geete
Shri Vijay Goel

Shri C. Kuppusami

Shri Jagannath Malik

Shri Rupchand Pal

Shri P.H. Pandian

Shri Harin Pathak

Shri Pravin Rashtrapal

Shri S. Jaipal Reddy

Shri Kunwar Akhilesh Singh
Shri Maheshwar Singh

Shri. Prabhunath Singh

Shri Kirit Somaiya

Shri Kharabela Swain

Shri Prakash Mani Tripathi
Shri K. Yerrannaidu

1.3 The motion regarding appointment of the Committee concurred in by the Rajya Sabha
on 26.4.2001 included the following members of Rajya Sabha (Appendix-Il):—

—_
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Shri Ramdas Agarwall
Shri S.S. Ahluwalia

Shri Nilotpal Basu

Shri Prem Chand Gupta
Shri K. Rahman Khan
Shri Praful Patel

Shri C. Ramachandraiah
Shri Kapil Sibal

Shri Amar Singh

Shri C.P. Thirunavakkarasu



1.4 The Joint Committee was constituted on 27.4.2001, with Speaker, Lok Sabha appointing
Lt. Genl. (Retd.) S.P.M. Tripathi from amongst the members as Chairman of the Joint Committee.

1.5 Thus, a Committee of 30 Members of Parlicment was constituted as Joint Committee on
Stock Market Scam and Matters relafing thereto.

1.6 Shri Raashid Alvi was appointed to serve on the Committee with effect from 22nd August,
2001 consequent upon the resignation of Dr. Baliram from the Committee. Three Members of the
Commiftee viz. Shri Vijay Goel, Shri Harin Pathak and Shri Anant Ganga Ram Geete resigned on
their induction in the Union Council of Ministers. In their places, Shri C.P. Radhakrishnan and
Shri Srichand Kriplani were appointed with effect from 26th February, 2002 and Shri Anand Rao
Vithoba Adsul w.e.f. 9.8.2002 to serve the Committee Shri Anand Rao Vithoba Adsul resigned on
his induction info the Council of Ministers. In his place, Shri Anant Gudhe was appointed to serve
the Committee w.e.f. 28.11.02. Shri Prem Chand Gupta and Shri Amar Singh who ceased to be
members of the Committee consequent on their retirement from Rajya Sabha with effect from
9th April, 2002 and 25th November, 2002 respectively were renominated to the Committee
w.e.f. 7th May, 2002 and 9th December, 2002 aofter their re-election to Rajya Sabha. Shri
Ramdas Agarwal retired from the membership of Rajya Sabha w.e.f. 9th April, 2002 and ceased
to be member of the Committee. Shri Vikram Verma who was appointed in his place w.e.f.
7th May, 2002 resigned on his induction into the Union Council of Ministers. In his place
Shri Lalitbhai Mehta was appointed w.e.” 9th December, 2002

1.7 The terms of reference of the Commiftee were as follows:—

1. To go into the irregularities and manipulations in all their ramifications in all fransactions,
including insiders trading, relating to shares and other financial instruments and the
role of banks, brokers and promoters, stock exchanges, financial institutions, corporate
enfities and regulatory authorities.

2. To fix the responsibility of the persons, institutions or authorities in respect of such
tfransactions.

3. To identify the misuse, if any, of and failures/inadequacies in the control and the
supervisory mechanisms.

4. To make recommendations for safeguards and improvements in the system to prevent
recurrence of such failures.

5. To suggest measures to protect small investors.

6. To suggest deterrent measures against those found guilty of violating the regulations.

1.8 While the Committee was in session, The Unit Trust of India, (a financial institution established
in 1964, under an Act of Parliament), the country’s oldest and largest fund manager, announced
on 2.7.2001 that it was suspending redemptions from its US-64 fund fill the end of the year. UTI
is the largest single investor in the stock markets, at that time controlling assets worth nearly
Rs. 60,000 crore and its US-64 scheme accounted for nearly fiffteen percent of the mutual fund
industry’s assets. The Chairman of the UTI was asked to resign on 3.07.2001. In a separate matter,
the Central Bureau of Investigation (CBI) instituted a case against him and three other senior
executives of UTl for causing wrongful loss to the UTl with regard to investments made by the
UTl in subscribing to the shares of a company. Short duratfion discussions on the working of UTI
were held in the Rajya Sabha on 24.7.2001, 25.7.2001,30.7.2001,31.7.2001,1.8.2001 and 2.8.2001
with special reference to the freeze on the sale and repurchase of units of US-64 scheme. On
2.8.2001 forty two notices for motion of adjournment were moved in the Lok Sabha, regarding



deliberate omissions and commissions on the part of various authorities due to which UTl's
US-64 Scheme had been put in jeopardy causing a crisis of confidence among small investors.
This motion was debated the same day and a demand was raised that another JPC should be
set up to inquire into the affairs of the UTI. Subsequently, on 3.8.2001 the Minister of Parliamentary
Affairs mentioned that a JPC was already looking into all the happenings in the stock market
and that its terms of reference had been drafted with the consensus of the House, in consultation
with the leaders of various political parties. He stated that the same JPC could also address the
concerns of members about the UTl. He requested the Speaker that as suggested by the
Deputy Leader from the principal Opposition party, a meeting of leaders of political parties
might be called in which the Chairman of the current JPC may be present. This meeting could
deliberate whether the same Joint Parliamentary Committee should look into the affairs of UTI.

1.9 Accordingly, the Honourable Speaker called a meeting in his Chamber on 3.8.2001, in
which leaders of all the major parties in Parliament and the Chairman of the current JPC were
present. After due discussion, it was decided by the Honourable Speaker that as the on-going
Joint Parliamentary Commifttee was already looking into the share market portion of the working
of the UTI, the scope could be further enlarged and the same Committee may inquire into the
entire working of the UTlI with special reference to the freeze of all sale and repurchase of units
of the US-64 scheme. This decision was incorporated in the following announcement of the
Honourable Speaker, which he made in the Lok Sabha on 3.8.2001:

*I had called a meeting of the leaders of different parties in my chamber today to
discuss the matter relating to UTl. The Chairman of the JPC on Stock Market Scam and
Matters Relating thereto was also present. After hearing the views of all parties, particularly
the statement of the Chairman, it was decided that all issues relating to UTl including the
issues discussed in the House would be considered by the JPC. The JPC will now proceed
accordingly.”

1.10 Though the scope of the inquiry was enlarged on 3.8.2001, the Joint Parliamentary
Committee had already commenced their sittings from 14.5.2001. This scam in some aspects
differed from the previous scam inquired in 1992 by the Joint Committee set up to enquire info
Irregularities in Securities and Banking Transactions. The earlier inquiry mainly concerned misuse
of public funds through various securities transactions (in government bonds, bonds of Public
Sector Undertakings and other instruments) aimed at illegally siphoning funds of banks and
Public Sector Undertakings (PSU’s) to select brokers for speculative returns. The mandate of the
present JPC was, however, to go info irregularities and manipulations in capital market fransactions
and the role of banks, brokers and promoters, stock exchanges, financial institutions, corporate
entities and regulatory authorities. They also had to go into the failures and inadequacies of the
control and supervisory mechanisms besides suggesting measures to promote and protect the
interests of small investors. However, the climate in which the present scam surfaced, shows
some similarity with the last scam, which happened a good nine years ago. In sum this scam
appeared to be less intensive but more extensive in as much as more institutions and players
appeared to be involved.

1.11 The Report of the previous JPC to Enquire into Irregularities in Securities and Banking
Transactions was presented to Parliament on 21.12.1993. Thereafter the government presented
an Action Taken Report to Parliament on 25.7.1994 and its confents were debated in considerable
detail. Based on the comments of opposition parties and affer discussions with them, the
government presented a revised Action Taken Report to Parliament on 20.12.1994. It is a source
of concern to this Committee that a major scam has surfaced after all these measures, causing
considerable damage to the capital market, the common investor and market senfiment. Among
other things, such repeated scams lead to cynicism and a loss of faith in the system as various
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sections of society start believing that stock markets are manipulated, banks are regularly
defrauded and the regulators do not take their job seriously.

1.12 The unanimous view of the members of the Committee was that their recommendations
would not be effective in deterring further scams unless they are properly implemented. In order
to suggest a method for effective implementation, it was necessary to find out the deficiencies
in the implementation of the last Report. The Committee were briefed on further developments
relating to the Action Taken Report of the earlier JPC by among others, Ministry of Finance
(MoF), Reserve Bank of India (RBI), Securities Exchange Board of India (SEBI), Department of
Company Affairs (DCA), and Central Bureau of Investigation (CBI). Also, as the subject matter
related to complicated financial procedures and practices of various entities connected with
the working and regulation of stock market and banking transactions, the Committee decided
that as a first step, members should be made familiar with the working of the system. Accordingly,
technical briefings were organized. The Commiftee also had the benefit of hearing the views of
experts from various sections of society about the present scam and what can be done 1o
prevent future ones.

1.13 The Committee at their first sitting held on 14th May, 2001, deliberated upon the broad
procedure to be adopted by the Committee for their working. The question whether the press
be allowed to cover the proceedings of the Committee was considered and it was decided
that the press need not be allowed to afttend the sittings of the Committee and that the
Chairman might brief the press after each meeting of the JPC.

1.14 Direction 99 of the Directions by the Speaker applicable to Financial Committees prohibits
the Committees from caling a Minister before the Committee either to give evidence or for
consultation in connection with the examination of estimates or accounts. However, 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. In view of this, a
specific request was made to the Hon’ble Speaker Lok Sabha by the Chairman, JPC on
20th May, 2002 as decided by the Committee for permitting the Committee to call written
information on certain points from the Minister of Finance and Minister of External Affairs. Hon’'ble
Speaker, Lok Sabha accorded the necessary permission on 1st June, 2002. Accordingly, the
Commiftee called information in writing on certain points from the Ministers.

1.15 As there were still some points on which further clarifications were needed from the
Ministers, the Committee felt at their sitting held on 17th September, 2002 that interaction with
the Minister of Finance and the Minister of External Affairs would throw more light on the issues
under consideration of the Committee. Accordingly, with the permission of the Hon'ble Speaker,
Lok Sabha, the Committee took evidence of the Minister of Finance, Shri Jaswant Singh
(on 13.11.2002) and the Minister of External Affairs, Shri Yashwant Sinha (on 26.11.2002).

1.16 The Committee also called information in writing and also took evidence of the two
Ex-Ministers of Finance, Shri P. Chidambaram (on14.11.2002) and Dr. Manmohan Singh (on 26.11.2002)

1.17 Direction 51 of the Directions by the Speaker prohibits holding sittings of Parliamentary
Committees after the commencement of a sitting of the House and before 1500 hrs. on days
when the House is sitting. Due to paucity of time and with a view to finalising and presenting
the report of the Committee during the Winter Session of Lok Sabha 2002, the Committee with
the permission of the Hon’'ble Speaker, Lok Sabha and Hon’'ble Chairman, Rajya Sabha held
sittings of the Committee/Sub-Committee on 26, 28 and 29 November and 3 to 5 and
10 December, 2002 even during the prohibited timings under Direction 51 on the days when the
House was sitting during Winter Session of Parliament.



CHAPTER I
OVERVIEW

2.1 Parliament, through a motion in the Lok Sabha on 26.4.2001, mandated this JPC to
enquire intfo the stock market scam. This scam was distinct and different fromm the scam enquired
info by a Joint Parliamentary Committee in 1992-93. While the enquiry into the earlier scam
related to ‘irregularities in securities and banking tfransactions’, the present scam mainly relates
to financial misconduct in the stock market. Both the scam enquired into in 1992-93 and the
present one have some common features like the failure of some banks as also high volatility
in the stock market.

2.2 The Committee were given an additional task after they had been constituted and
started functioning. As announced by the Speaker, Lok Sabha on 3.8.2001, the Committee were
further asked to look into all matters relating to the Unit Trust of India (UTI). This additional task
to the Committee was necessitated by the freeze on resale of US-64 units by UTl in July 2001.
Accordingly, the Committee enlarged their enquiry to include UTl in addition to the Stock Market
Scam.

2.3 During the working of this Committee, simultaneous actions pertaining to the enquiry
were initiated by the Regulatory agencies like SEBI, RBI and DCA. Information was gathered by
the Commifttee from all these agencies through written questions, perusal of relevant departmental
documents including files and depositions in person by heads/representatives of Banks, Regulatory
bodies, Stock Exchanges, UTl and officials of Government departments. The Committee were
also assisted by the present Finance Minister and his three immediate predecessors.

2.4 Flowing from the terms of reference were some of the questions that were discussed
in-house by the JPC: Why do scams occur frequently? Are the rules and regulations obsolete or
inadequate? Do regulatory authorities lack adequate power, or, are they deficient in
implementation and vigilance? Do the stock exchanges follow laid-down guidelines and
procedures? Are the managements of banks following the norms of accountability and corporate
governance and are they running them according to guidelines laid down by the regulator?
Should the stock market be self-disciplined and self-regulating or, should the regulators and the
Government keep a close watch all the fime? Have Government shown themselves alert o
emerging problems? A recurring theme in the discussions of the Committee was how to arrive
at recommendations that will minimise, if not deter, the possibility of a future scam.

STOCK MARKET SCAM

2.5 The Regulatory framework has to be fashioned to cater for the changing economic
scenario of the country. With liberalisation, the role of the government as a direct player is
being progressively reduced. Earlier, the Government had considerable control over a large part
of economic activity and acted as policy maker, regulator and service provider in severadl
sectors. Efforts to separate these functions have been going on since 1991 and will have to
continue. Whatever the functions of the Government with regard to the economy as a whole,
the functions of Government as a policy maker have changed and will change as the economy
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shifts towards more and more market-orientation. In the light of this development, the relationship
between Government and the regulators has been changing, with a conscious effort at distancing
Government from day-to-day regulation, augmenting the autonomy of Regulators and endowing
them with statutory powers. At the same fime, Regulators have been found wanting and they
do not instil confidence in the investor. While it is for the executfive and the Regulators to
reconcile the growing autonomy of the Regulators with the imperatives of effective regulation
to meet the requirements of a healthy capital market, the responsibility of the Ministry of Finance
to Parliament for the financial health of the economy, including capital markets, must inform the
institutions, mechanisms and procedures put in place to this end.

2.6 The liberalized economy is statutorily regulated by the Reserve Bank of India (RBI), the
Securities Exchange Board of India (SEBI), the Department of Company Affairs (DCA) and others.
These Regulators are represented, along with senior officers of the Ministry of Finance, in the
High Level Coordination Committee for Capital Markets (HLCC), chaired by Governor, RBI. Although
important achievements took place in the Indian securities market took place during this period,
repeated misconduct in the stock market have led to an image of disarray, lack of tfransparency
and fraud dominating the financial sector. Consequent collapses in the stock market have
resulted in such a loss of confidence in the minds of investors, domestic and foreign, that
that there has been low-level stagnation in our stock markets ever since the crash of
March-April 2001.

2.7 In the present enquiry ‘Scam’ has to be considered predominantly in the context of the
Stock/Capital market. Individual cases of financial fraud in themselves may not constitute a
scam. But persistent and pervasive misappropriation of public funds falling under the purview of
statutory regulators and involving issues of governance becomes a scam. The Committee
aftempted to examine whether various financial regulations are adequate to prevent scams
and whether there have been adequate aftempts to ensure that the regulatory authorities are
continuously alert in discharging their duties, do not overlook the nature of fund flows intfo the
capital market, and are alert in detecting manipulations and malpractices. The Committee also
studied whether there is adequate coordination between the various regulatory authorities among
themselves and with the government. In this context, the Committee examined the question of
whether there should be a mechanism or institution fo ensure the effective and timely
implementation of Action Taken Reports presented to Parliament on recommendations made by
Joint Committees constituted by Parliament such as the Joint Committee of 1992-93 and the
present Committee.

2.8 The period of the scam, the main players involved, and its intensity have been examined
by the Committee. The present scam includes the role of banks, stock exchanges, brokers, the
Unit Trust of India (UTIl), corporate bodies and chartered accountants. Regulatory authorities like
SEBI, RBlI and the Department of Company Affairs (DCA) should have been able to lay down
and implement guidelines and procedures that could prevent such a scam or at least activate
red alerts that could lead to early detection, investigation and action against fraud as well as
the rectification of any systemic deficiencies discovered. Equally, supervisory authorities and
coordinating bodies, such as the Ministry of Finance and HLCC, should have been more
pro-active and vigilant in recognizing that liberalization requires strong and effective regulation
and greater autonomy for regulators must go hand-in-hand with the accountability of regulators
to the country through the Ministry of Finance which, in our scheme of constitutional jurisprudence,
is responsible to Parliament for the financial health of the economy, including sectors regulated
by statutory and other regulators. Moreover, the Ministty of Finance, the Regulators and all others
concerned had the benefit of the voluminous and detailed Action Taken Reports (ATRs) submitted
by Government to Parliament on the numerous recommendations of the 1993 Report of the Joint
Committee on irregularities in securities and banking transactions. Concerted mutual interaction
between Government and the Regulators, especially through the institutional mechanism of HLCC,
could have signally contributed to effective pre-emptive and corrective action to forestall or
moderate the scam by the early detection of wrong-doing.



2.9 Asked by the Committee to detail the steps he had taken to ensure the implementation
of the recommendations of the 1992-93 JPC of which he had been a Member, the former
Finance Minister (1998-2002), the Hon’ble Shri Yashwant Sinha, told the Committee :

“To the best of my recollection, | do not think that at any point of time | was told that
any or many of the recommendations of the JPC were still o be implemented. | had
imagined and one would imagine that by 1998—the JPC submitted its report in 1992 and
there were governments in between—most of the recommendations would have been
entirely implemented and exhausted. That they would remain outstanding even in 1998
was something difficult to imagine.”

2.10 The main regulator of Stock Exchanges, SEBI, has been in place since 1988 and has
been working under an Act of Parliament since 1992 and should have been able to regulate
the liberalized market more efficiently. The Committee found that SEBI has still a long way to go
before becoming a mature and effective regulator. If SEBI had continued to improve ifs
procedures, vigilance, enforcement and control mechanisms, it could have been more effective
in a situation where the stock market became unusually volatile, leading to an unprecedented
surge and subsequent depression in the capital markets. It was also clear that the capital
market in India is neither deep nor wide enough to moderate volatility and, therefore, a few
players could attempt to manipulate the stock markets. Clearly, the various regulatory authorities
were not able to foresee the situation leading to the scam and prevent it. "Nor was adequate
aftention paid in government circles particularly the Ministry of Finance as the custodian of the
financial health of the economy.”

2.11 Wrong doing by banks have also contributed significantly towards the scam although
the number of banks involved in committing irregularities in comparison to the total number of
banks functioning in our country is small. Notably, major banks were nationalized in 1969 but
pursuant to economic liberalization, new private banks including foreign banks were allowed
info banking sector. Public sector banks were in general not involved in the scam and have
fared well but private sector banks need to be closely watched, especially in the area of risk
management and stricter regulation. Cooperative banks have tended to ignore rules, procedures
and risk management. This should set the RBI and the Government thinking. There is need to
have more effective regulation in the banking sector as a whole with particular emphasis on
cooperative banks.

2.12 One of the major concerns of the Committee was to look at the trading practices and
procedures adopted in the stock market. Stock Exchanges, brokers and regulators play a very
important role in determining the transparency of procedures and practices in the stock markets.
The Committee went into the functioning of these entities and generally found that the quality
of governance and the practices followed in the stock exchanges were different from exchange
to exchange, having evolved from different local economic, social and historical conditions.
SEBI, as a regulator, had made some attempts at standardizing the practices in these exchanges
and had also instituted arrangements whereby the happening in the stock exchanges would
come to its notice. But, in practice, the system did not function efficiently or in a transparent
manner. When stock markets were rising, there was general lack of concern to see that such
a rise should be in consonance with the integrity of the market and not the consequence of
manipulation or other malpractice. On the other hand, when the markets went into a steep fall,
there was concern all over. Such dissonance in the approach to issues of regulation and good
governance needs to be replaced with effective regulation which concentrates on market integrity
and investor protection whether at any given point of time the market is buoyant or not. This



Committee did not concern itself with either the rise or fall of the market but specifically with
manipulations or irregularities that caused unusual rise and fall.

2.13 The procedures, adherence to rules and the concern for common investor appear to
have been quite loose in the CSE. The payment problem that surfaced in Calcutta Stock Exchange
brought to light many ills of the institution. Worse, those ills such as unofficial badla could have
been recognised and corrected well in fime.

2.14 The Committee discussed the period in which the present Scam surfaced, resulting
ultimately in the crash of the stock market in March 2001 onwards. During the year 1999 and
early 2000, the market, particularly ICE stocks, rose sharply. Thereafter, from June 2000 onwards
it showed a decline which was gradual but consistent. From March 2001 onwards the decline
in the SENSEX was sharp and could be termed a crash. There are a number of factors that
contributed to this crash, one of which is over-reaching by one particular broker and his inability
to sustain his position. In addition, during the month of January-February 2001 the Committee
have found indications of large funds being withdrawn from the stock market. Whether withdrawal
of large sums from the stock market was responsible for the crash or the large players withdrew
the money because they knew that the SENSEX was likely to take a beating was another
aspect the Committee deliberated upon.

2.15 The Committee note that Ketan Parekh who emerged as a key player in this scam
received large sums of money from the banks as well as from the Corporate bodies during the
period when SENSEX was falling rapidly. This led the Committee to believe that there was a
nexus between Ketan Parekh, banks and the corporate houses. The Committee recommend that
this nexus be further investigated by SEBI or Depit. of Company Affairs expeditiously.

2.16 The process of liberalization of the economy has continued apace and it is market
forces that will increasingly determine economic trends in the country. With liberalization, the
role of the Government as a direct player in the financial market will diminish. This makes it all
the more necessary that the procedures and guidelines laid down for the creation and
perpetuation of fair and transparent financial markets and institutions like stock exchanges and
banks have to be more specific, and effective mechanisms have to be put in place to ensure
that they are regularly followed. That job will have to be done by the regulatory authorities; viz.,
SEBI, RBI and DCA in licison with investigative agencies like the Income Tax Department,
Enforcement Directorate and the Ceniral Bureau of Investigation. Coordination with Government
on policy issues will, however, continue to be central to good governance as there can be no
escaping Government’s responsibility to Parliament and the country. Therefore, Government must
recognize that transactions in the market will be insulated from scams only if the relinquishment
of Government control over the economy is accompanied by strong and effective regulatory
bodies. This point had also been underlined by the earlier JPC Report, 1993 on Irregularities in
Securities and Banking Transactions.

2.17 The proceedings before the Committee themselves acted as a catalyst for many reforms
in the system, which were put in place during the Committee’s pendancy. These actions by
regulators like SEBI and RBI and by the Ministry of Finance have been touched upon in various
chapters. The Committee feel that after the presentation to Parliament in August and December
1994 of the Action Taken Reports (ATRs) on the scam relating to irregularities in securities and
banking transactions, the will fo implement various suggestions of the previous Committee petered
out. But, as soon as this Committee began its sittings and searching questions were asked, SEBI,
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RBI and other regulatory authorities including Ministry of Finance, went into active mode. Had
this state of affairs prevailed after the Action Taken Report, the probability of the present Scam
would have been negligible.

2.18 The Committee did not have the benefit of a report on the lines of the Janakiraman
Committee Report which was made available to the previous JPC on the scam in securities and
banking fransactions. Reliable evidence was difficult to find and took much fime to cull. The
Committee had to rely on a number of reports that dealt with specific and limited subjects. The
enquiry reports of the regulators also displayed many gaps which had to be filled by securing
answers to a very large number of questions asked by the Committee. The Committee also
invited comments and suggestions from institutions and the public, the contents of which have
been taken into account in writing this report. The Committee thanks all concerned for the
assistance they have extended.

2.19 The Special Cell constituted by the Ministry of Finance in June, 1994 to investigate the
nexus between brokers and industrial houses in pursuance of the recommendation of the earlier
JPC having gone defunct since May 22, 1995, without coming out with any fangible findings or
recommendations for remedial action, is one of the examples of apathy on the part of different
agencies and departments concerned. The Committee were informed by the Central Board of
Direct Taxes that on May 19, 1995 the DGIT (Investigation), Bombay, who headed the Special
Cell, had sought from CBDT adequate empowerment and administrative support for the Cell in
the absence of which the Cell was unlikely to reach to any firm conclusions about the role of
any one or more industrial houses in comprehensive manner but the Chairman, CBDT, in his
response thereto had suggested that due to limited scope of task of the Special Cell no additional
manpower was required. Also in the minutes of the last meetfing of the Special Cell held on
May 22, 1995, the members recorded that principal obstacle in unearthing the exact role of the
industrial houses in the scam was due to the scope of the Cell was limited only to Bombay
region due to which investigation into the activities of the suspects outside Bombay was not
within the jurisdictional authority. Thus, the Special Cell was virtually rendered a sfill-born baby.
The lack of concern of Government demonstrated in this casual approach to such an important
issue is regrettable.

2.20 This Scam is basically the manipulation of the capital market to benefit market operators,
brokers, corporate entities and their promoters and managements. Certain banks, notably private
and co-operative banks, stock exchanges, overseas corporate bodies and financial institutions
were willing facilitators in this exercise. The scam lies not in the rise and fall of prices in the
stock market, but in large scale manipulations like the diversion of funds, fraudulent use of
banks funds, use of public funds by institutions like the Unit Trust of India (UTI), violation of risk
norms on the stock exchanges and banks, and use of funds coming through overseas corporate
bodies to transfer stock holdings and stock market profits out of the country. These activities
went largely unnoticed. While the stock market was rising, there was inadequate attempt to
ensure that this was not due to manipulations and malpractices. In contrast, during the precipitous
fall in March 2001 the regulators showed greater concern. Another aspect of concern has been
the emergence of a practice of non-accountability in our financial system. The effectiveness of
regulations and their implementation, the role of the regulatory bodies and the continuing decline
in the banking systems have been critically examined, for which the regulators, financial
institutions, banks, Registrars of Co-operative Societies, perhaps corporate entities and their
promoters and managements, brokers, auditors and stock exchanges are responsible in varying
degrees. The parameters of governmental responsibility have also been taken into account.
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2.21 It is the considered view of the Committee that besides the factors detailed in the
previous paragraph, the lack of progress in implementing the recommendations of the last Joint
Parliamentary Committee set up in 1992 to enquire into Irregularities in Securities and Banking
Transactions emboldened wrong-doers and unscrupulous elements to indulge in financial
misconduct. The Special Cell constituted by the Ministry of Finance in June 1994 to investigate
the nexus between brokers and industrial houses in pursuance of the recommendation of the
previous Committee having gone defunct since 22 May 1995, without coming out with any
tangible findings or recommendations for remedial action, is one of the examples of apathy on
the part of different agencies and departments concerned. The Committee express their concern
at the way the supervisory authorities have been performing their role and the regulators have
been exercising their regulatory responsibilities. That the regulatory bodies failed in exercising
prudent supervision on the activities of the stock market and banking transactions, became
evident during the course of evidence taken by the Committee and this has been detailed
in the succeeding chapters. In the Committee’s view no financial system can work efficiently
even if innumerable regulations are put in place, unless there is a sysiem of accountability,
cohesion and close cooperation in the working of different agencies of the government and the
regulators.

2.22 In August 2001, after the freeze by UTI in US-64 unit repurchases, the Committee were
additionally mandated by Parliament to enquire into UTI matters. The Committee find that
weaknesses in management and regulations of stock exchanges was compounded by serious
management deficiencies in the UTlI and financial institutions. The Committee also examined the
interaction between the Ministry of Finance and UTl in the context of the responsibilities of
government arising out of the UTI Act of 1963 in particular of US-64 involving the investments of
several million unit holders. These issues are dealt with in detail in Part Il of this Report.



CHAPTER il
IMPLEMENTATION

3.1 The events that culminated in the exposure of the scam in March 2001, started
approximately some eighteen months before that date. The earlier scam examined by a JPC
was in 1992, The main concern of the Committee is why repeated scams are taking place and
one of the reasons that is obvious to the Committee is that the implementation of the last JPC
Report submitted on 21.12.1993 was not effective. The first ATR on that Report was presented to
the Parliament in July, 1994 and then second AIR was presented in December, 1994. The AIR
itself was quite exhaustive and a total of 273 recommendations were dealt with in the first ATR
and 147 in the second AIR.

3.2 This Committee took a deliberate decision to examine the action on the recommendation
contained in the previous JPC. As reported by the Ministry of Finance during evidence, CBI had
registered 72 cases, departmental action has been completed against 52* officials out of 285
identified as guilty by banks and Fls. Properties of 52 persons have been aftached by the
Custodian amounting fo Rs. 3,106 crore. A special cell was constituted in 1994, Detailed guidelines
were given by the Reserve Bank of India on the exposure of the banks to capital market. The
Narasimhan Committee had suggested certain measures to be taken by RBI and the Department
of Banking.

3.3 The Committee scrutinised the implementation of Action Taken Reports on the
recommendations of the previous JPC 1992 as was incumbent on Ministry of the Finance.

3.4 The overall impression that the JPC gathered was that after a certain time there was
slackness in the implementation of the ATRs. Consequently, the Committee’s general impression
is that parliamentary committees carry out their work and make their recommendations but, at
the implementation stage, things are put under the carpet. This impression prevails in the financial
world but more so in the mind of the public in general. There being no fear that swift and
effective action will be forthcoming, the players in the financial world ignore the laid down rules,
regulations and procedures without any fear of punishment.

3.5 The Committee viewed the implementation aspect under three major heads :

(a) Progress on major issues needing action as recommended by the JPC and reflected
in the ATRs subsequent to the unearthing in 1992 of the scam in securities and banking
iregularities.

(b) Whether the Ministry of Finance and various regulators had put regulatory mechanisms
in place effectively, were alert enough to recognize activities in stock market
detrimental to their smooth and fransparent functioning in time and had taken timely
action to prevent financial misconduct.

(c) Whether the stock exchanges, banks and financial institutions themselves exercised
due prudence and diligence in their respective spheres.

*At the time of factual verification, Ministry of Finance informed that the figure is 256.
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3.6 Specific issues where the implementation was found inadequate are contained in
subsequent paragraphs.

1. INORDINATE DELAY IN PUNISHMENT OF GUILTY
3.7 In its revised AIR the Government stated as follows :

"Government agrees with the observations of the Committee that the system is as much
in need of rectification as culpable individuals are in need of punishment. Government
is fully committed to punish the guilty. Government has acted speedily to achieve this.
A Special Court Ordinance was promulgated in June 1992 and later converted intfo an
Act to ensure speedy ftrial of scam related cases and to permit attachment of property
of identified persons and including all those whose names figures in various investigations.
All identified scam related cases have been handed over to CBI, which has registered
48 cases involving 96 accused persons both from inside and outside the banking system.
76 persons have been chargesheeted and/or dealt with departmentally. CBI have already
completed investigation in 47 of the 48 cases and in respect of remaining 1 case also
the investigation would be completed by the end of this year...”

3.8 In the presentation given by the Banking Division, Ministry of Finance regarding further
developments about the action taken in the court cases relating to the previous scam, it has
been stated that :

"CBI has registered 72 cases. Chargesheets have been filed in 47 case out of which
6 cases were disposed of by Courts and the rest are pending frial. In the remaining
25 cases either departmental action was recommended or the cases were disposed of
otherwise.”

3.9 Out of the 6 cases disposed of by the courts three have resulted in conviction and three
cases have been resulted in acquittal. On being asked why 46 out of the 72 cases registered
have still not been decided after a gap of eight years of the presentation of the JPC Report
to Parliament, the witness from the CBI stated :

“As far as CBIl is concerned, we have, of course been trying to expedite the cases. We
have got special counsel in all these scam cases. We have written to the Ministry of
Finance and Ministry of Finance has sanctioned two additional posts. However, these
additional posts could not be in position because the Bombay High Court could not
have spare judge for that. We have requested the Finance Ministry to write to the Chief
Justice of India. He did write a lefter and | have got copies of all these documents,
which have been sent by the Hon’ble Finance Minister to the Chief Justice. However,
because of various other factors which are not under our control we are not able 1o
help.”

3.10 It has also been stated by CBI that the number of courts conducting frial of these cases
shall have a direct bearing on the pace of disposal of these cases. The CBI have further stated
that no time limit can be estimated for the final disposal of these cases and that in case the
number of courts is not increased from the present level the disposal of these cases would take
a long fime. In cases where prosecutions against certain persons are being pursued by the CBI,
the investigative process is dilatory and time consuming. The consequence is that the persons
accused continues to enjoy the fruits of their fraudaulent manipulations with impunity. Unless the
regulators are alert and the punishment is swift and adequately deterrent, scamsters will continue
fo indulge in financial misconduct. Under the present system, there is no deterrence to
malpractices, irregularities and manipulations in capital markets.
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3.11 Lack of urgency on the part of the Government has led to a stage where after more
than 9 years, 66 out of 72 cases of 1992 scam have yet to be adjudicated. This clearly sends
out a signal that future wrong doers can evade the consequences of their wrongs and can also
enjoy their ill-gotten gains. The Committee emphasise that adequate number of courts should be
set up to ensure final disposal of cases within two years.

2. SPECIAL CELL

3.12 In pursuance of the recommendations of the previous JPC, the Central Board of Direct
Taxes constituted a Special Cell on 20.5.1994 headed by the Director General of Income Tax,
Mumbai and comprising representatives from CBI, RBI, Department of Company Affairs, SEBI, IT
Department, etc. The Cell was to examine the role of Industrial Houses, with regard to the
securities scam. The Chairman, SEBI, however, wrote that no useful purpose would be served by
nominating any officer from SEBI in the proposed Cell. The Cell held 5 meetings between January,
1994 and May, 1995. On 19.5.1995, the DGIT, Mumbai wrote to CBDT for adequate man-power
and administrative support for the Cell. The CBDT, however clarified that due to the limited
scope of task of the Special Cell, additional man-power was not required. After the reply of the
DGIT no meetings of the Cell took place for the next six years.

3.13 After the matter regarding this Special Cell was taken up by this JPC, the DGIT, Mumbai
was advised o re-convene meetings of the Cell to exchange information collected and findings
arrived at by various agencies regarding the issue of nexus. The DGIT has also been asked that
the Cell may also set a definite time frame for the completion of its work on the issue of nexus.
The Special Cell has since finalized its report and the conclusions and findings about nexus
which have prima facie emerged are as follows:—

(a) Between Brokers and Banks/Financial Institutions—prominently visible more with Foreign
Banks through various Instruments, Modes and Methods for Funds Deployment and
Returns thereon.

(b) Between Industrial/Business Houses and the Banks— mainly through the Portfolio
Management Scheme, Violafion of RBI Guidelines e.g.: Assured Returns etc.

() Regarding the Issue whether there was any Direct Nexus of Collusive nature between
the Business Houses and the Brokers. No such Direct Nexus of Collusive Nature is
found to be existing at the relevant point of time. No Cases were found where Funds
were placed by Industrial Houses directly with the Brokers enabling them to play in
the Share/Securities Market with a view to create artificial Booms or Depressions so as
to Book abnormal Profits to the defriment of the common Investors.

3.14 The Committee regret to note that the Special Cell constituted by CBDT on the
recommendation of the previous JPC in order to examine the role of Industrial Houses with
regard to the Securities Scam 1992 became non-functional without arriving at any findings after
holding 5 meetings in 1994 and 1995. The Special Cell was reactivated after the present JPC
commenced functioning. The Cell has now arrived at the finding that nexus between brokers
and banks/financial institutions was prominently visible more with Foreign Banks through various
Instruments. The nexus between Industrial/Business Houses and the Banks was mainly through the
Porifolio Management Scheme in violation of RBI guidelines, etc. The Committee hope that in the
light of these findings necessary action will be taken.
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3. ACTION AGAINST AUDITORS

3.15 Effective audit is central to keeping any accounting manipulation a irregularity in check.
In this respect auditors form the backbone of transparent and authentic financial system. In its
revised AIR on the role of auditors, the Government had stated as follows :

"The Government shares the Committee’s concern regarding the weaknesses in the
performance of statutory auditors of banks, PSU’s, Companies, etc.”

3.16 The Institute of Chartered Accountants of India have informed that the conduct of
disciplinary proceedings against the auditors is a time consuming process. RBI have, however,
requested the Institute to have a definite time frame for completion of disciplinary proceedings
against the auditors.

3.17 In its report on further developments, it has been stated by the RBI that of the 27 audit
firms against whom disciplinary proceedings were initiated, 4 audit firms have been exonerated
by the Institute of Chartered Accountants of India (ICAI) and disciplinary proceedings in respect
of 23 audit firms cases are pending at different stages. It was also informed by the RBI that
considering the fact that these firms had been denied audit assignments for a number of years
since 1992-93, a decision was taken in consultation with the Government of India to consider
the names of these firms as statutory auditors of private sector and foreign banks from the year
1998-99. Three of these firms whose cases have not yet been decided by the ICAI namely,
M/s Price Waterhouse, Mumbai, M/s Lovelock & Lewis, Mumbai and M/s S.B. Billimoria & Co
have been approved for statutory audit of various private sector and foreign banks.

3.18 The Department of Company Affairs exercises supervision over the affairs of Institute of
Chartered Accountants of India and 6 members nominated by the Central Government are on
the Council which manages the affairs of the Institute. The delay in adjudicating 23 out of
27 disciplinary proceedings and the approval of the names of 3 firms to conduct audit of banks
even though the disciplinary proceedings are pending in their case shows complete lack of
urgency and disregard of the promises on the JPC’s recommendations by the Institute of Chartered
Accountants of India (ICAI), the government as well as the RBI. This Committee have also come
across failures on the part of certain auditors in the present scam. Auditors have a greater
responsibility and if they themselves become a part of malaise, the financial checks and balances
would collapse. Department of Company Affairs should ensure expeditious disposal of disciplinary
proceedings.

4. INSPECTION BY RBI

3.19 Government agreed with the Report of JPC 1992 that lacunae pointed out need fo be
corrected and RBI also reported that they have institutionalized the system within the banks fo
eliminate malpractices. Despite these measures, irregularities and malpractices were noticed
particularly in the working of some private banks and cooperative banks. Impact of the measures
taken by RBI was however, noticeable in the conduct of the banks in the public sector largely.
It is obvious to the Committiee that implementation was far from satisfactory.

3.20 As an lllustration, in the case of the Madhavapura Mercantile Coop. Bank Ltd.,
Ahmedabad (MMCB), the RBI inspection was carried out with reference to its financial position
on 31st March, 1999. The inspection noted that the Bank had not constituted an Audit Committee
and the Bank was asked to constitute one. This shorfcoming was again highlighted to Chairman,
CEO and a few directors in a discussion of the inspection findings of June 23, 2000. The Audit
Committee was however not constituted and irregularities in the Banks operations went
undetected leading to its collapse in March 2001. Audit Committee were also not constituted
in the City Cooperative Bank Ltd., Lucknow. Certain irregularities had come to the notice of
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Reserve Bank of India in the case of MMCB in 1998 regarding pre-sanction and post sanction
follow up in respect of advances of borrowers related to the Chairman and his group companies.
The matter was forwarded to the Registrar Societies, Gujarat who gave the Chairman a clean
chit vide letter dated 2.10.99.

3.21 It has also been stated by the National Federation of Urban Cooperative Banks and
Credit Societies in a submission to the current JPC that the RBI has a full fledged regional office
at Ahmedabad, headed by a Regional Director to oversee and control the operations of the
urban co-operative banks in the State of Gujarat and that it was incumbent on this office to
investigate the abnormally high fund fransfers in the last one year prior to the scam. Dual
control (that of RBI and the Registrar of Cooperative society of the State) is a matter of serious
concern. RBI should have followed it up with financial penalty or such like punishment.

3.22 These instances of regulatory laxity in the present scam are a result of delay by the RBI
in following up its own inspection and observations on the functioning of banks’ operations. It
was also noticed by the Committee that RBI seemed content with the routine replies of the
banks concerned. There appears to have been a lack of concern and absence of strict action
fill matters went out of hand.

5. REGULATION OF STOCK EXCHANGES BY SEBI

3.23 In its reply in the revised AIR, the Government stated that SEBI was empowered 1o
nominate three persons of its choice on the Governing Bodies of Stock Exchanges. Such a
system was to strengthen the regulatory system of SEBI and also enable SEBI to exercise greater
supervision on the affairs of governing bodies of every recognized stock exchange.

3.24 It has been observed by this JPC that there was a very low level of attendance of SEBI
nominated Directors (including nominated Directors who were employees of SEBI) in the board
meetings of Calcutta Stock Exchange (where a pay in default occurred in March 2001 primarily
due to lack of proper margin collection). One Director did not attend even a single meeting out
of 26; another attended 3 out of 13 and yet another 25 out of 62.

3.25 The purpose of having independent nominated Directors mentioned in the ATR was,
therefore, lost as the elected broker Directors attended all Board meetings and in effect took all
the decisions. Thus, the implementation in respect of close supervision of the working of the
Stock Exchanges by SEBI was in fact not effective.

6. MARGIN MONEY PAYMENT AND OTHER IRREGUAR PRACTICES IN STOCK EXCHANGES

3.26 Some of the irregular practices noticed in the stock market relate to non-payment of
margin money, violations of carry forward limits, violations of trading restrictions, over-trading by
Members, kerb frading, reluctance to make public data on the prices and volume of trading
in a more open manner, inside trading, ineffective and at times merely notional inspection of
books or brokers, insufficient and ineffective income tax surveillance of stock exchange operations
and virtually no punitive action on the detection of irregularities; inefficient or non-redressal of
grievances eftc.

3.27 Default, which occurred at the Calcutta Stock Exchange (CSE), was primarily because
the correct margins were not computed nor collected in the case of defaulting brokers and
that their trading terminals were not deactivated on time. It was stated by a witness (a former
executive of SEBI) that a seven point enquiry report on the CSE was submitted sometime in
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1993-94 and one of the recommendations was that the permanent recognition of the exchange
should be withdrawn and that the exchange should be asked to function on an annual
recognition basis till corrective systems were put in place. The Chairman of SEBI on being asked
about the follow up in this regard, replied,

*Sir, during the inspection of the CSE in November, 1992, many of the defects of CSE
were brought out. It was recommended that the Exchange should be suspended. The
SEBI Board decided to order an inquiry info the affairs of the CSE in March 1994, The SEBI
Board considered the enquiry report in May, 1994 and decided that a show cause
notice be issued to the CSE under section 11 of the Security Contract Regulation Act. On
June 20, 1994 the then Chairman of SEBI granted a hearing to the President and the
Executive Directors of the CSE. Both in their reply to the show cause notfice and in the
hearing said that they were wiling tfo take corrective measures. The matter was kept in
abeyance for some time. In November 1994 the SEBI Board reviewed the corrective
measures taken by the CSE in respect of the findings of the enquiry. The Board took note
of the steps taken by the CSE and expressed satisfaction over the same. No further
action was taken. | gather this information from the record.”

3.28 Asked by the Committee to detail the steps he had taken to ensure the implementation
of the recommendations of the 1992-93 JPC of which he had been a Member, the former
Finance Minister (1998-2002), the Hon’ble Shri Yashwant Sinha, told the Committee:

“To the best of my recollection, | do not think that at any point of time | was told that
any or many of the recommendations of the JPC were still o be implemented. | had
imagined and one would imagine that by 1998—the JPC submitted its report in 1992 and
there were two governments in between—most of the recommendations would have
been entirely implemented and exhausted. That they would remain outstanding even in
1998 was something difficult to imagine.”

3.29 Regular inspection and follow up action of Stock Exchanges was obviously not
implemented properly by SEBI. The CSE and erring brokers were let off the hook as early as 1994
which resulted in the payment crisis on CSE in March 2001. Both CSE and SEBI were lax in
monitoring, surveillance, investigation and implementation. SEBI’'s action was totally inadequate
in dedling with irregularities mentioned in paras 3.26 and 3.27. Had the action been prompt,
many of the CSE’s shortcomings could have been corrected in time.

3.30 The instances of lack of implementation indicated above are illustrative. But this
Committee’s main concern is that a thorough inquiry can become meaningless unless concrete
steps emerge from such an inquiry, and that their recommendations, as accepted by the
Government, are implemented effectively to their logical conclusion. This is borne out of our
experience from the report of JPC 1992, and the two AIRs.

3.31 Accordingly, this Committee feel that fresh thinking has to go into the implementation
aspect. The Committee recommend following steps to effectively implement the recommendations
contained in this report :

(a) The Government should present their ATR on this report within 6 months of the
presentation of the report.

(b) The High Level Co-ordination Committee (HLCC) functioning in the Minisiry of Finance
in addition to its existing function, should be entrusted with the task of ensuring
expeditious implementation of the recommendations of the JPC. For this purpose,
there should be a separate Secretariat in the Ministry of Finance to assist HLCC for its
efficient and effective functioning.



(c) Every six months, the government should present to Parliament a report of progress
on ATIRs on the recommendations of JPCs until action on all the recommendations
has been fully implemented to the satisfaction of Parliament.

3.32 The Committee are concerned to learn that the Ministry of Finance took so casual an
approach to the implementation of JPC, 1992 recommendations, as set out in the two ATRs of
1994, that they neither monitored implementation nor informed successive Finance Ministers about
non-implementation. This culture must change.

3.33 At Appendix-lll is given a chart which sets out how many recommendations contained

in this Report are analogous to the recommendations of the earlier JPC, starkly revealing the
extent of non-implementation which characterises the system.
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CHAPTER IV
IRREGULARITIES BY BROKERS INCLUDING SHCIL

4,1 Stock brokers’ services form an integral part of Stock Market operations. As on 31.3.2001,
there were 9,782 brokers registered with SEBI out of whom 3,763 brokers were corporate brokers.
The services of Sub-brokers provide the link between investors and brokers. A number of Financial
Institutions (FIs) have also been registered as brokers. There were 20 Fls registered as brokers as
on 31.3.2001. Brokers and Sub-brokers are governed by SEBI regulations. However, the Committee
were informed that Fls as such are not regulated by SEBI; it is only in their capacity as brokers
that SEBI regulations cover Fls. A code of conduct has been prescribed in the regulations and
disciplinary actions may be taken against brokers/sub-brokers violating any SEBI regulations.

4.2 SEBI has stated that it undertook investigations in the context of what it perceived as
unusually volatile market behaviour around the end of February and the beginning of March
2001. According to SEBI the sharp fall in the sensex on 23.2.2001, 2.3.2001 and 13.3.2001, was on
account of unwinding of long positions, short sales, delivery based sales including those of
institutions and market sentiments. In SEBI’s view some tfransactions carried out by certain entities
were indicative of market manipulation.

4.3 The Commifttee desired to know on what basis broking enfities/groups were identified for
investigation. SEBI stated in its reply that as it felt that there was excessive volatility coupled with
wide intra-day fluctuations in indices as well as in certain scrips immediately prior to and after
the budget on 28.2.2001, there were apprehensions that certain entities were indulging in market
manipulation and were artificially distorting the price discovery in the market. This perception,
they said, got more pronounced in the context of what SEBI perceived as unusual market
behaviour in spite of a well received Union Budget. SEBI further stated that in view of the above,
the top officials of NSE and BSE were called for feedback on 2.3.2001. During discussions, the
exchanges jointly identified five entities—Nirmal Bang Group, Credit Suisse First Boston (CSFB), First
Global, Damani Group and Ajay Keyan Group—as the entities who, according to their information
and feedback, could be indulging in such activities. Subsequently, on the basis of further feedback
from the exchanges, the BL Bagri Group, CSL and Morgan Stanley were also added to the list
of entities to be examined.

4.4 1t is evident from the list of entities selected that the exchanges and SEBI were proceeding
on the assumption of a deliberate bear-hammering to discredit a “well-received” Budget. The
hypothesis on which the initial selection was made indicated that the stock exchanges and SEBI
did not take info account other signals of what was going awry in the markets, including the
frouble brewing in CSE, the over-extended position of the Ketan Parekh Group, the withdrawal
of large investments by Flls, the non-redeployment of substantial funds by the largest ALBM
operator and others, problems world-wide on stock exchanges owing to market sentiment being
disillusioned with ICE stocks, and the declining trend in sensex that had set in before the
presentation of the Budget. This does not reflect well on the alertness of the Regulator to
happenings in the market.

4.5 The Committee desired SEBI to identify the top sellers in the normal segment and short
sellers doing deferral of sale positions in ALBM/BLESS/MCEFS in the period Oct. 2000 to March 2001.
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SEBI explained in this connection that in the period Oct 2000 to March 2001, the market withessed
both upward and downward movement. Between 2.10.00 and 18.10.00 the Sensex fell by around
520 points from 4113 to 3593. Subsequently, it showed an upward frend and rose by around
700 points to 4285 on 13.12.00. It again withessed a downward trend till 26.12.00 when it fell by
around 450 points to 3827. The markets then moved up by around 600 in a rising frend fill
15.2.01 when the Sensex touched 4438. In late Feb 2001 and March, there was a comparatively
sharp fall of around 900 points and the Sensex fell to fouch a low of 3540 on 13.3.01. SEBI stated
that the market did not follow a uni-directional frend in the whole period of Oct 2000 to March
2001.

4.6 SEBI's information indicated that the top three members by net sales and the top three
members by gross sales at BSE and those at NSE in this period were already under investigation.
Most of the short sellers doing deferral of sale positions during this period were also under
investigation by SEBI. SEBI has submitted three interim reports apart from its preliminary investigation
report on the present scam.

4.7 The link between the investor and the stock market is the stock broker and sub-broker.
In the March 2001 scam SEBI have found that not many stock brokers have been involved in
questionable practices. The stock brokers have an important role to fill in raising equity finance
from the investing public for the development of the nation. In fact, they form the distribution
network for the equity markets. Majority of broker community continue to play their role in a
useful manner.

4.8 SEBI's investigations covered nineteen brokers/roking groups including four brokers involved
in obtaining price sensitive information in the Stock Exchange, Mumbai. This chapter covers all
these entities and also the irregularities by SHCIL except the four brokers involved in price sensitive
information who are covered under the Chapter on ‘Stock Exchanges’.

1. KETAN PAREKH ENTITIES

4.9 Investigations were undertaken by SEBI against Ketan Parekh entifies in the wake of
allegations that Ketan Parekh entities were involved in market manipulation in some scrips. SEBI
reported in its interim reports that its investigations have revealed that 23 entities were associated/
controlled by Ketan Parekh as listed below:

@) VIN. Parekh Securifies L1d.

) KNP Securifies Lid.

an) - Triumph Infernational Finance india L1a.
) Tnumph Securifies L1d.

(v Classic Shares and Stock Broking Services
Vi) NH Securities
i) Classic Credit L1a.
i) - Classic Infin Lid.

(ix) Nakshafra Software R L1d.

&) Panther Fincap & Management Services
i) Saimangal investrade Lid.

i) - Panther Industrial Products L1a.
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(xi)
(xiv)
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Luminant Invesiments PvI. Lid.
Chitrakut Computers R Lid.

Goldfish Computers F Lid.

Paniher Invesirade L1d.

Moneshi Consulfancy PVI. Lid.
Moncon Invesirment Lid.

Uptront Invesiment

Profile Invesiment

Options Investiment

Manmandir Estate Developers (P) Lid.

Ace Invesimenis
summary of SEBI's findings on the basis of ifs investigations is given below:-

Kelan Parekh was operaling rhrough a large number of enfifies which rfacilifated
hiding the nexus between the source of fund flows fo him from cormporafe houses,
banks, financial institutions and foreign institutional investors and the ulfimarte
aeployment of these funds in the stock markeft. It was observed that funds received
by cerfain enfifies from banks as loans and overarafts were diverfed fo other enfifies
for acquiring shares/meefing other obligafions. It also appeared that Tfransactions ror
purchase and sale of shares were done in the name of a large number of enfifies
SO that conceniratfion of posifions/fransactions in a parficular scrjp could not be readlly
aetected, Thus, various layers were creared so rhat it became difficult o link the
source of fund with the actual users fo which these fund were pur.

He used a nel working of various Fll sub accounts, OCBs, institufions and mutual funds
for Jarge rransactions thereby crealing an impression of market inferest in cerfain
select scrps.

o begin with, he normally idenfified companies with relafively low floafing Sfocks,
acquired substanitial holdings in rhese companies either directly or rhrough associares
ncluding Fll sub accounts OCBs efc.

He also used the presence of a number of exchanges and different sefflerment cycles
fo systemically shiff positions from one Exchange fo the orher Exchange.

White being inferested in increasing or mainfaining the prices of select scrps, he
aqppears at various point of fime fo have systemarically sold/off- loaded his holdings
To book profits and rfake further posifions therefrom fo further increase the prices.

It was stared by Kefan Parekh that he has noithing 7o do with Triumph Infernafional,
Moneshi Consulfancy, Moncon investiment and Manmander Estare. However, SEB/ is of
the view rthat all the four companies are connecredyassociated with Kefan Parekh.

Enfiries associated with Kelan Parekh have received huge amounis rom banks, various
comporate groups efc. some of the conporate groups which had given funds fo Kefan
Parekh entfifies during January 2000-Aprnl 2001 are Adani HFCL DS& Cadlila, £ssel
Kopran and Nirma and the amount outstanding from Kefan Parekh fo these enfifies
s over Rs. 1273 crore. His enfifies received around Rs. 80 crore from Vidyut Investiments,
a subsiadiary of Ranbaxy. Most of the companies have claimed that the funds given
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by them 7o Kerfan Parekh enfifies were in the nature of Infer Conooratre Deposits
JCDs) unaer the Companies Act. They also claim rhat they have given some money
fo buy the shares of other companies but not their own.

8 (1) Shares of DS& Biofech DS Industries were given by enfifies associated with

promofters fo Kefan Parekh enfifies who sold these shares through CSFB and Dresaner
Kleinwort Benson (DKB) and availed of immediate funding.

) Shares of HFCL were reporfedly given by promoter group entifies fo Kefan Parekh
enfities for seling fo strategic invesrors.

9. () Against the sanctioned imit of Rs. 205 crore, there /s an oufstanding balance of

Rs. 88825 crore against the Kefan Parekh Group fowaras Maahavoura Mercaniile
Co-operative Bank (MMCB). As, against a limit of Rs. 92 crore. an amount of
Rs. 226,63 crore is oufstanding o MMCRB from the Mukesh Babu Group. Shri Mukesh
Babu has stared under oarh that Rs. &7 crores was used for enfifies connected
with Kelan Parekh and Rs. 115 crores has been ufilized for rfransactions maade rfor
Maahur Shares which is confrolled by a son of Mr. Ramesh Parekh, Chairman of
MMCB, There are close knit relations between Kelan Parekh and Madhur Shares.
Large funds have flowed from the Keran Parekh account fo the Maahur Shares
account. It is suspected rthat aealings for Madhur Shares as well as through Manniar
are for Kefan Parekh entfifies mainly.

) The amount oufstanding o Global Trust Bank from Keran Parekh enfifies as on
23.03.0] was Rs. 266.87 crore. The Kefan Parekh Group had also received funds
from Centurion Bank, ICICI Bank and Bank of Puryab against which a folal amount
of Rs. 6547 crore was oulstanding.

10. MMCRB issued Pay Oraers (POs) in favour of Kefan Parekh entfifies from fime fo fime

717.

even when there were no sufficient credits/securifies fo cover these loans/over arafis.
Keran Parekh enfifies would then discount these POs with Bank of Iindia (BO)). The
Stock Exchange Branch of BO/ would present these Pay orders for realisation fo the
clearing house in the normal course of their business. On 8.2.2000 and 9.3.200], MMCB
issued Pay Orders forfaling Rs. 137 crore in favour of Kefan Parekh enfiifies, which were
Immediarely discounted with BOI and the proceeds received were ufilized by Kefan
Parekh enfifies. But on this occasion when BOI presenfed these Pay Orders fo the
clearing house for realisation , MMCB declared its inability 1o pay. since sufficient
funas were not availaoble with the bank. Hence BO/ was leff with a debit balance
of Rs. 137 crore against the three Kefan Parekh enfifies concerned—Classic Credit
Lia. Panrher Fincap and Panrher Iinvesirade Lid.

Tniumph Group did not provide aelivery fo ifs OCB clienfs on several occasions.
European Investments Lid. (EIL) had loadged a complaint with SEBL National Stock
Exchange (INSE) & RBI against Trniumph Infernational Finance india Lia. (TIFIL) regaraing
aishonouring of three cheques issued 1o EIL by TIFIL forfaling Rs. /0.77 crore foward
sale proceeds. On many occasions Tnumph Group did not make payment fo ifs OCB
clients for sale fransactions maade by them. The amount of non-payment by TIFIL o
four OCBs viz. Brenffield, Kensingfon, Wakefield and Dossier for sales effected from
December 2000 fo March 2007 sfood at Rs. 105.95 crore. The amount of non-payment
from Triumph Securifies L1d. fo Wakefield was Rs. 16.7 crore.



12, The funds received from cormporate houses and banks aopear fo have been used by
Kelan Parekh enfifies for building up posifions in select scrjps payment of margins,
losses, pay-in obligations, Tfaking deliveries, efc. The available information clearly
indicates that the funds received from various conporale houses were mainly ufilized
n caqpifal market operations. The funds have gone from Kefan Parekh enfifies 1o
brokers at Calcurta and Mumbai the rhree magjor broker Groups being the Saryay
Khemani Group, the D.K. Singhania Group and the A.K. Poadar Group. The bulk of
funds have been used by Singhania Group and Poddar Group for faking deliveries
on behalf of the Kefan Parekh entifies.

4,11 In his written statement submitted to the Committee, Shri Ketan Parekh highlighted that
the restriction on the gross exposure and overall carry forward ceiling were applicable only for
brokers and that he "in his individual capacity is not registered as an individual stock broker”.
his broking entities were corporate entities and he was only a share holder. During his oral
evidence before the Committee, he was asked to clarify whether he meant that being a
corporate broker he could circumvent SEBI guidelines. The witness replied that "It is legally
allowed to hold shareholding in a corporate broking entity and to hold share holding in an
investment company”. To a query whether he as a broker or as a corporate entity, violated any
of the SEBI guidelines, the witness replied in the negative.

4,12 During oral evidence, Shri Ketan Parekh admitted that he had crossed the principles of
risk management and said :

“During the year 1999-2000, the companies alleged to be connected or associated with
me reported profit of Rs. 215 crore and paid income fax of about Rs. 100 crore. My
confidence levels in myself escalated and | started building up huge positions in the
market, which required me to make large financial commitments. In the hope that my
bullishness for India and Indian technology companies will come frue, | crossed the
principles of risk management and failed miserably. During 2000-01, the technology stocks
started losing flavour with fears of recession setting in and not only NASDAQ), which is the
forefront indicator of investor interest in fechnology but all markets across the globe went
info a ‘bear’ phase. In India, given that | was a large investor and had grossly over-
committed myself to the market, many market players started taking advantage of the
situation...... In order to honour my commitments, | raised resources from bank by pledging
assets, from corporates by seling my investments and fromm market intermediaries, etc,,
which instead of reducing my financial burden, actually deepened the crisis.”

4.13 Asked whether his so over-stretching was justified, the withess replied in the negative.

4.14 The Committee pointed out that circular frading by Ketan Parekh entities in NSE normall
segment on 9/8/2000 in the shares of Adani Exports constituted 96% of the total trade of that
Exchange, namely, 1,05,000 shares out of 1,09,206 shares and on 21.11.2000,circular trading in
BSE normal segment in the shares of Adani Exports, constituted 99% of the total trade and
enquired whether these trades were pre-arranged and synchronized. In reply, Shri Ketan Parekh
conceded that "Those trades are by our entities.” He however stated that the term ‘circular
frade’ has not been defined by SEBI or any other market regulator fill date.

4.15 When it was pointed out that heavy buying and selling of shares with a view to artificially
jacking up the price of a particular scrip amounts to manipulation, the witness stated

“"We were selling from our entities to CSFB in spot delivery on the day of sale. By transferring
all stocks to CSFB we were receiving money on the same day. They would put the
tfransaction in the normal system, which allowed us fifteen days or ten days period
depending on the settlement cycle to pay back to buy the same stock from the market.
It was absolutely a financing arrangement which was done over CSFB and it was not to
induce anyone to buy that stock or to create volumes in the market.”
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4.16 Regarding his dealings with Dresdner Kleinwort Benson (DKB), Ketan Parekh also stated
that “we used to sell stocks in spot to them and get the payment on the same day and they
would sell the same stock in the market for which we had to do the payment after 10 to
15 days. So, we had that intermediary funding”.

4,17 To a query whether such a high volume of fransactions would not send the wrong
signals to small investors to induce them fo invest in the scrip, the witness said, "Equity investment
is all about perception in the future of the companies based on the history of the company.’

4.18 The Committee pointed out from the information made available by SEBI that there
were numerous fransactions in which the purchase and sale transactions were effected
instantaneously and enquired whether these were pre-arranged. In reply the withess stated that
“the only transaction of this kind will be the kind of transaction done for availability of finance.”
The witness also admitted that those transactions were pre-arranged. To a query as to why he
was doing this frade if he had no money, the witness said,

"Sir, we had stocks within that money. We thought that the markets would go up and
at some point of time, frends would reverse, and we would be able to meet our
commitments out of the positions that we were holding. But the markets went down. We
had to meet our obligations, and for that, we had to enter these fransactions.”

4,19 Asked about the amount of money he arranged by this method, the witness stated:

"What exactly happens over here is when we sell something, we get 10 days period to
buy back the security. So, | have also to arrange for money to buy back securities. It is
a vicious circle and | fell intfo that trap.”

4,20 The Committee enquired whether he and his associated entities built large concentrated
position in some select scrips like HFCL, Zee Tele, DSQ Software, Global Tele, efc. and whether
these companies provided him large funds to jack up their prices. In reply, the witness conceded
that they had large investments in these companies and said "We did build huge positions in
the market in these companies, and probably because of that | suffered that losses that |
suffered.” He further said that , ‘none of the corporates has ever given us money to invest in
their own shares or to buy their own shares. The moneys received from the corporates were for
specific contracts - for purchase of shares in the companies that they were interested in, either
which we were holding or to buy them from the market. Parts of the contracts were completed
in fime, part of the contracts are still pending because | got into problems. The moneys that
have come from these corporates have come when the markets have, in fact, started going
down drastically and when the valuations thought by them were right for investing in the
companies they wanted. In the whole rise of 1999-2000, not a single corporate has ever given
us any money to invest in the shares. Even during the down side also, there was no money from
any corporate given to us to buy their own shares or for jacking up the price.’

4,21 Referring to SEBI reports, the Committee pointed out that funds were available to
Shri Parekh from HFCL Group, Zee group, Madhavpura Bank and OCBs, the witness said that ‘all
these monies have come in from the period of September, 2000 to March 2001 after the fall
started.

4.22 According to Shri Ketan Parekh, the biggest rise in the market was during the period
1999-2000 and that his borrowings during that period was in the region of Rs. 50 crore to
100 crore. On the other hand the money borrowed by him or his entifies when the market
started falling was around Rs. 1500 crore.
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4,23 Shri Ketan Parekh denied that his entities acquired shares in excess of 156% in the scrips
of Aftek, Infosys and GITB. He added further that “"SEBI have taken many of the participants with
whom we never had any relationship. SEBI has done an exercise where they have taken only
the purchase side of the whole exercise to say that we have crossed the 15 per cent mark.
They have disregarded the sale side of the transaction as such.”

4.24 The Committee observed that there was huge non-deployment of funds by a major
participant in ALBM towards the end of Feb. 2001 and enquired about its impact on the market.
The witness explained in response:

“In the Indian market system we have a very peculiar system with the bulls and the
bears together allow the system to carry forward the fransaction. The financiers in this
system where badla system is prevalent indirectly become a part of the bear group also
because they finance all kinds of tfransactions. It is like buying on spot and selling after
the interest was charged. They have an automatic sales position created in the market
system which was guaranteed by the stock exchange. They automatically form a part
of the seller group. They have a sales position in the market. What happened in the first
or the second week of February was that the agency suddenly decided to see that the
markets were falling. They thought that some investigation was required to find out as to
why the markets are falling so fast. They raided six or seven of the so-called bear cartel
group. What happened by that was that the financiers who normally have a sales
position in the market suddenly started withdrawing the money because there was a
general scare whether the money will come back or not. Then what would happen to
bulls like us? Bulls were always dependent on the financiers and the short-sell position
which was automatically allowing them to carry forward the position. So, bulls had two
choices; either to pick up everything as deliveries for which the money was not available
or to liquidate the position. We had a position in a couple of stocks. The whole market
came down. The withdrawal of huge amount of funds during that period could definitely
take the carry-forward rates to sky-high rates. Because it was the month of March and
because it was the Budget time, no new funds were available or infroduced at that
point of time by anybody to allow the bulls to carry forward the position. That led to an
unprecedented fall in the market.”

4.25 According to Shri Ketan Parekh the whole fall in the market which happened after the
Budget in 2001 was only “because the whole finances were getting withdrawn from the market.”
He added that the fall had started before the ALBM money was withdrawn and there was a
downswing in the market. He replied in the affirmative to a query whether he was depending
on ALBM financing. Asked about hammering down of prices, the witness said :

"The drastic fall in the market is always not because the bear short sells very heavily. It
is also because of bull liquidation. That is why we saw vertical drop in the market.”

4,26 Asked about the range of yield in badla/BLESS, the witness said it was in the range of
15-20 per cent in Feb. 2001 as compared to 12-15 percent in Oct.-December, 2000.

4,27 Taking note that the Stock Lending Scheme may have been misused in ALBM, the
Commiftee enqguired whether the Stock Lending Scheme could be misused again in the future,
the witness was of the view that:

*It can be, but as | believe, almost all custodians of the shares are now very vigilant on
who is borrowing, how much quantity they are wiling to part with and how continuously
those people come forward to ask for stocks. But public memory again is short. Two or
three years down the line this can happen once again.”
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4.28 Shri Ketan Parekh indicated that his entities were doing a lot of arbitrage between
Kolkata Exchange, BSE and NSE. They also used to have a lot of shares purchased for investment
purposes. This was done through about 40 brokers such as Sanjay Khemani, Dinesh Singhania,
Ashok Poddar and so on. The withess said a sum of Rs. 3191 crore has been paid to Calcutta
based brokers not Rs. 2810 crore as mentioned in the SEBI report. These were towards commitment
from investment trading being specifically for purchase of shares, payment of margins and
meeting of losses in respect of tfrades carried out by our various companies. To a query whether
the advantage of a faulty margin system in CSE was an inducement for his transactions in the
exchange, Shri Ketan Parekh replied in the affirmative.

4.29 When asked whether the payment crisis in CSE in setflements No. 148 and 149 was due
to his dealings with the CSE brokers, the witness explained:

*Sir, | would give you a clear picture as to what happened on that day when one of
the brokers, namely, Shri Dinesh Kumar Singhania defaulted. He had outstanding position
since about six to seven months regularly on certain stocks. On the day of the settlement
they decided to pick up and deliver and they thought that they would be able to raise
the funds and carry it forward on our behalf. This is an infernal arrangement on which
we have nothing to do. We never asked them to lift the stocks. We were carrying it
forward. For the three to six months we asked them to carry it forward. On the second
last day of the next badla, normally they used to arrange for funds which automatically
carried forward the position. On the sixth day the market went down by 50 per cent and
they could not arrange for the funds. On that day | had a receivable from those brokers.
They said that they needed funds to see that they did not default at the Exchange. Late
in the night, though we had a receivable of Rs. 55 crore from them, to avoid default
over there, because their default would be because of my position standing over there,
we had sent something like Rs. 55 crore. | did not know that even after sending that
money also they would ultimately default.”

4.30 Pointing out that co-operative Banks cannot invest more than 5% of their loanable fund
in equities, the Committee enquired how he could borrow nearly Rs. 900 crore fromm MMCB, the
witness said

*I had a big security of about Rs. 450 crore in Madhavpura at that point of time.”

4.31 The witness denied that he had any nexus with the then Chairman of MMCB. However,
he admitted that :

"l do believe that we have definitely done lot of things like borrowing, which we should
not have done....”

4,32 Referring to the Pay Order issued by MMCB, the Committee enquired whether the Bank
was aware that it was issued in favour of Shri Ketan Parekh without balance in his account, the
withess said, "l believe so”.

4.33 When the Committee observed that he had a role in the CSE payment crisis and the
crash of the Madhavpura Merchantible Cooperative Bank which have led to a huge loss for the
common investor, Shri Ketan Parekh responded by saying that, at the end of the day, he was
the biggest loser.

4,34 SEBI has stated that around Rs. 1500 crore was received by KP entities from various
banks mainly MMCB, GIB, ICICI Bank, etc., and movement of funds around Rs. 1275 crore from
corporate entities to KP entities was also noticed around Feb.-March, 2001.
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4.35 Asked about the losses suffered by Ketan Parekh entities, SEBI stated in a written reply
that it might be possible to hazard a guess about losses of KP entities on the basis of amount
payable by them to various institutions, banks, corporates, brokers, OCBs, etc. According to SEBI,
it appeared that Ketan Parekh entities suffered loss in range of Rs. 3000 crores to Rs. 4000 crore.
The amount payable by KP entities is stated to be as follows :

Name of the enfity Amount (Rs. in
crore) approx

Madhavpura Mercantile Co-operative Bank 888.00
HFCL 550.00
Essel Group 450.00
Adani Group 132.00
DSQ Group 75.00
Shonkh Technologies 37.00
Kopran 28.00
Global Trust Bank 267.00
ICICI Bank/Centurion/Bank of Punjab, eftc. 66.00
OCBs (delivery of shares not given and sale proceeds not paid) 480.00
Amount due to various brokers** 350.00
Total 3323

**Amount due to Poddar group, Rs. 59.00 crore, Singhania group, Rs. 91 crore, Mukesh Babu Rs. 100 crore, Indsec
moRs. 60 crore, Milan Mahendra Rs. 40 crore.

4.36 In addition to these amounts, shares have reportedly given to Ketan Parekh entities by
DSQ Group, HFCL Group, Shonkh Technologies, etc. have neither been given back by Ketan
Parekh entities nor has consideration for the same been given by Ketan Parekh entities to the
tfransferor. According to SEBI, it appeared that Ketan Parekh entities owe around Rs. 1300 crores
to these corporates for the value of shares taken from them.

4.37 SEBI has reported that on the basis of investigations, it has taken the following action
against Ketan Parekh entities:—

Enquiry proceedings have been inifiated against broking enfifies connecteayassociarted
with Kefan Parekh for prima facie violation of SEBI Act and ifs various Regulations. Earlier
an oraer u/s 118 of SEBI Act was passed aebarring these enfifies from underfaking any
fresh business as a broker. Pursuant fo investigations info Affek Infosys Lupin Laborafories,
Global Trust Bank, Shonkh Technologies, show cause nofices have been issued fo various
non-broking entfities connecteq/associated with Keran Parekh for their prima facie
nvolvement in price manijpulation under the SEBI (Prohibifion of Fraudulent ana Uniair
Trade Practices relafing info securifies) Regulations, 1995 read with SEBI Act.

By an oraer adared 16.5.2002, SEB/ has cancelled the regisiration of Tniumph Infernaiional
Finance (Indiq) Lid. for induiging in markel manjpulation in a number of scrps and for
acthing in a manner aderrimenial ro rhe inferest of ifs clienfs.
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Enfifies associated with Kefan Parekh prima-racie appeared fo have violated Takeover
Regulations in the scrjp of Affek Infosys Global Trust bank and Shonkh Technologies.
Appropriate actions i.e. Agiudication Proceedings anad Show Cause nofice for alrections
under regulation 44 of SEB/ (Substantial Acquisifion of Shares and Takeover) Regulalions
1997 read with section 11 B of SEBI Act have been inifiated against rhese enfifies.

Investigations have revealed rhat Kefan Parekh enfifies acquired shares of Shonkh in
excess of 15% and / or 5% of the company enfifies in February 2007 without complying
with Tthe SEBI (Substaniial acquisition of shares and Takeovers) Regulations 1997 (i.e. without
making dlisclosures 1o the company and without making public offer). For these violatrions,
show caquse nofices have been issued 1o eleven Keran Parekh enfifies.

The invesiment companies/NBFCs associaled/connected with Ketfan Parekh are not under
the direct reguiartory purview of SEBI. If the investigafion bring our the role of any specific
investment company/NBFC associated/connected with Keran Parekh in market
manijpularion/insicder frading/orther irregularty unaer SEBI Act and ifs Reguilarions, appropriale
actions in ferms of SEBI Act and ifs Regulations would be inifiated affer following the due
process of law against the respecrive enfity in light of findings of invesfigations. Further
investigartions are being cared oul on a prionty basis and efforfs are being made fo
complere rhe investigation expedifiously.

4,38 SEBI has stated in a written reply that the case is being examined independently for
criminal action after evaluation of the evidence and that the filing of criminal complaint is
handled by independent advocates.

4,39 During his oral evidence on 3.1.2002, Shri Ketan Parekh denied that any of his family
members or any of his investor companies or brokering companies had any foreign account.

4.40 The Central Bureau of Investigation is stated to have received a letter dated 26.6.2001
from the Examining Magistrate’s Office-IV, Canton of Zurich/Switzerland through Interpol, Indiq,
stating that they had initiated criminal proceedings against an Indian citizen named Parekh
Ketan based on suspicion of money laundering and forgery. They received information about
an account at Credit Suisse in Zurich. Contracting partner of the account is a Corporation
named ELISTA LIMITED, Nassau, Bahamas, whose beneficial owner is Ketan Parekh. This account
has been frozen by order of the Swiss Authorities.

4,41 A Letter Rogatory seeking detailed information about the Swiss Accounts of Shri Ketan
Parekh were secured from Ld. CMM. Ahmedabad on 25.09.2001 and forwarded by Inferpol on
28.09.2001 to the Ministry of External Affairs for its onward transmission through diplomatic channels
to the competent authorities in Switzerland. In pursuance of the execution of the Letter of
Request, response from the competent authority in Switzerland is awaited. In the light of outcome
thereof, further necessary investigation would be carried out in India.

4.42 The Committee find that Shri Ketan Parekh was a key person involved in all dimensions
of the stock market scam which surfaced in March 2001, as also in payments problem in the
Calcutta Stock Exchange (CSE) and the crash of Madhavpura Mercantile Cooperative Bank
(MMCB). He was operating through a large number of entities which facilitated hiding the nexus
between source of funds flow and their ultimate use. Various layers were created in his transactions
so that it became difficult to link the source of fund with the actual user of fund. SEBI’s
investigations after the scam have revealed that the amount outstanding from Ketan Parekh
entities to certain corporate houses at the end of April, 2001 was over Rs. 1,273 crore. Dues of
Ketan Parekh entities to MMCB were around Rs. 888 crore and to Global Trust Bank over
Rs. 266 crore. There were also dues to other entities. The funds received from corporate houses
and banks have gone to three major broker groups in CSE and been utilized in capital market
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operations. Ketan Parekh entities appear to have chosen CSE mainly to exploit the known
weaknesses of the EXchange. They also used a networking of various Overseas Corporate Bodies,
Foreign Institutional Investor sub-accounts and mutual funds for large transactions. Not fill the
MMCB crash occurred did the regulatory authorities even begin looking in Shri Ketan Parekh’s
directions although this was being underlined in Parliament and the media. It is difficult to
believe that the Stock Exchanges or SEBi were quite unaware of what was going on in the
market when Ketan Parekh entities were manipulating the market using their network. Nor did
the High Level Coordination Committee (HLCC) or the SEBI seek a check on where Shri Ketan
Parekh was getting his funds from or his methods of manipulating the market. This is all the more
disturbing in the context of the previous JPC’s findings against Shri Ketan Parekh.

4.43 During the oral evidence before the Committee, Shri Ketan Parekh owned up involvement
of his entities in the CSE payment crisis and the crash of Madhavpura Mercantile Co-operative
Bank in March, 2001. Shri Ketan Parekh admitted that his entities did build huge positions in the
market in select scrips, that they grossly over committed themselves to the market and that they
crossed the principles of risk management. Further, he also conceded that certain trades such
as the sale to Credit Suisse First Boston and Dresdner Kleinwort Benson, which SEBI described as
‘Circular trades’, were pre-arranged trades though he claimed that those trades were meant for
short term funds. While acknowledging that his entities received funds from certain corporate
houses and that they built huge positions in the market in these companies, Shri Ketan Parekh
asserted that his entities received those moneys only after the start of the market fall from
September, 2000 and that the corporate funds were not for investment in their own shares nor
for jacking up price. Notably, he disclosed that MMCB issued pay orders without balance in his
account. Shri Ketan Parekh also divulged that his entities paid to Calcutta based brokers a sum
of Rs.3,191 crore towards purchase of shares, payment of margin, etc. and acknowledged that
they availed of the advantage of faulty margin system in Calcutta Stock Exchange. All these
admissions of Shri Ketan Parekh corroborate the SEBI's findings. The committee note that SEBI has
since taken action to cancel the registration of Triumph International Finance (India) Limited. The
Committee urge that SEBI must complete its remaining investigation expeditiously and take swift
action for various violations by Ketan Parekh entities including the criminal action which is stated
to be under contemplation.

4.44 The various acts of omission and commission having been clearly established, the
Committee urge that the Government should take all necessary steps to finalize proceedings
against Ketan Parekh entities and to ensure that suitable action is taken against them without
delay. The Committee also urge that expeditious action should be taken to ascertain the facts
regarding the Swiss bank account of Shri Ketan Parekh and to follow up the matter.

4.45 Ketan Parekh entities owe considerable sum of money to Banks. Expeditious action
should be taken to recover this amount from Ketan Parekh entities.

2. CSE DEFAULTED BROKERS

4.46 In Calcutta Stock Exchange (CSE), 10 brokers defaulted in making their pay-ins in
settlement nos. 148, 149 and 150 due on 8.3.2001, 15.3.2001 and 22.3.2001 respectively. The ten
brokers had a short-fall of about Rs.107 crore in pay-in obligations in these seftlements. This pay-
in problem at CSE revealed that large positions were built up by these brokers in few scrips and
they had close linkages with Ketan Parekh. In the light of the above, SEBI undertook investigations
in the developments at CSE. The discussion regarding 'CSE defaulted brokers’ is also partly
covered under the Section ‘Calcutta Stock Exchange’ in Chapter-VI of this report.

4.47 The defaulted brokers of CSE belong to three groups as shown below:-

D.K. Singhania Group A.K. Poddar Group H. Biyani Group

1. D.K. Singhania 1. AK Poddar /. Harish Biyani

2, Tnpoli Consulfancy 2 Prermna Podaar 2. Biani Securifies
3. Anhant Fxim Scrip P Lid. 3. Raranial Poddar

4, Doe Jones. 4. RK Poddar
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following:-
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4.48 As brought out in the previous section, Ketan Parekh entities had paid a sum of
Rs. 3191 crore over a period to Dinesh Singhania group, Ashok Poddar group and Sanjay Khemani
group for purchase of shares, payment of margins, etc. in CSE.

4.49 SEBI's initial investigation of the above defaulted brokers of CSE has brought out the

7.

The nel amount of oufstanding adue 1o CSE on account of pay-in liabillifies periaining
fo the sefflement nos. 148, 149 and 150 from Singhania group 15 Rs. 34.43 crore; from
Poaaar group Rs. 26.84 crore’ and from Bivani group Rs. 30.710 crore, CSE complefed
Tthe payout of the above menfioned selflements by meeling rthe shorifall on account
of the pay-in derfault by these brokers out of the Sefflement Guaranfee Fund and
orher reserves of the exchange.

/It gppears that the three Groups had derfaulfed mainly due fo the rollowing
reqsons:

e Building up of large concenirated position by rthree Groups in few Scrips mainly
n HFCL and DS&.

e Volafility in prices during the relevant period. Downward movement in the prices
of HFCL and DS& (in HFCL and DS& the price fell by 76% and 66% respectively
between 1.3.200] and 14.3.2007).

Violation of SEBI directives dated 2.8,1999 and 16.4.2000 regaraing exposure himifs and
margins by CSE.

n July 1999 SEBI issued circular requiring the stock exchanges, infer-alia, fo include
the crystallized delivery posifion of the previous sefflernent in the fofal exposure of the
current settlement. Compliance with SEB/ circular in 1his regard would have limited
the frading by the brokers in ferms of the capital deposifed by the brokers vis-a-vis
thelr exposure. This also would have meant payment of higher margins. Crystallized
aelivery positions perfaining 1o sefflerment no. 748 which ended on 1.3.200] amounied
1o Rs. 150 crore in the case of Singhania Group, Rs.2843 crore in the case of Poddar
Group and Rs.43.12 crore in the case of Biyani/ Group. Non-compliance of SEBI circular
benefited the brokers o the above extent in the exposure of the next sefflermnent
no. 149 which commenced on 2.3.200].

CSE also did not requce the capifal available by the amount of margin aue as per
SEBI circular. This allowed the rhree Groups fo have higher exposures rhan would
have been permissible. Non-compliance of SEB/ circular allowed the brokers fo confinue
with their fofal exposure of Rs.424.37 crore (Singhania Group Rs.266 crore’ Poddar
group Rs.76.87 crore and Biyani Group Rs.82.50 crore) even affer their margin hiability
exceeded the fofal amount of capifal deposited by them with the exchange.

/It has been observed rhat in the case of Singhania Group, margin money payable
for the frading positions faken upfo 2.3.200] and 632001 should have been paid by
the next frading aay le. 532001 (3rad and 4th March were holidays) and 7.3.2007
(6th March was holiday). Singhania Group did give chegques amouniting ro
Rs. 13712 crore and Rs.11.6] crore fowards the margins for 2.3.200] and 632007
respectively as per the compuiations of CSE (though margins payable as per SEB/
circular were Rs.38.52 crore and Rs.16.15 crore respeciively for these two aares). These
margin cheques given by Singhania Group bounced and all these cheques were
refurned by the bank affer a few days of delay on 70.3.200].



e /n case of Poadar Group margin money payable for the frading posifions faken
upfo 532001 should have been paid by the next fraading aay lLe. 7.3200]
(6th March was holiday). Poddar Group did give chegques amounting o
Rs.3.84 fowards the margins on 532001 as per the compurations of CSE (though
margins payable as per SEB/ circulars were s 14.72). This margin cheque given
by Podaar Group bounced and this cheque was refurned by the bank.

e Understaternent of margin due fo bug in computer systerm of CSE for computing
gross exposure margin. Margin liability was understated o the extent of
Rs, 2929 crore In rthe case of Singhania Group, Rs.13.41 crore in the case of
Poddar Group and Rs.280 crore in the case of Biyani Grouyp as on 1.3.200].

e Failure of survelllonce depariment of CSE fo defect concenirafion of position
built by the brokers in HFCL and DS& and fo rfake preveniive action.

3. Hod CSE followed SEB/ circulars on risk management system, CSE could have
aeactivared the frading ferminals of D K Singhania group affeast 8 days prior 1o the
pay-in default on 8.3.200]. Thereby, CSE could have prevenied Singhania Group from
building up a posifion of Ks.112.69 crore (being the positions buill up by Singhania
Group affer the violation of exposure limits and failure fo pay margins).

Simitarly, CSE could have deaclivated the frading ferminals of Poddar Group affeast
2 fo 6 days prior fo the pay-in default by Poddar Group for setflerment No. 148 which
was aue on 8.3.200]. Thereby, CSE could have prevenied Poddar Group from building
up a position of Rs.25.69 crore.

CSE could have deactivaled the frading ferminals of H C Bivani and Bivani securifies
on 2722001 and 23.2.200] respeciively i.e. afleast 10 aays prior fo the pay-in derfault
by Biyani Group for sefflernent No. 148 which was due on 8.3.200]. Thereby, CSE could
have prevented Biyani Group from building up a posifion of Rs.51.25 crore.

4, The fofal amount due (around Rs.91.98 crore) from KP enfifies is far higher than the
foral oufstanding of Rs.34.43 crore due fo CSE by Singhania Group. The posifion in 1his
regard in respect of Poddar Group was around Rs.68.5 crore due from KP enfifies as
against Rs.26.64 crore due fo CSE.

b As per the declarafion made by these brokers fo CSE, almost all the frades execuled
by them were declared as self frades i.e. propriefary frrades and rthe frading done on
behalf of K P enfifies.promorters of DS& Soffware and other defaulfer brokers had not
been disclosed fo CSE.

6. As per the aara provided by rthese brokers 1he composition of business done on
behalf of common investors is very negligible. It may be menfioned that inferesrs of
the common investors have not been aadversely affected adue 1o the derfault by these
brokers as the business adone on behalf of common investors by rhese brokers was
negligible and CSE had meft the enfire pay-in shorffall of these brokers our of ifs
Selflement Guaranitee Fund and orher general reserves of the CSE and ensured rthat
the pay-out was made on fime.

4,50 CSE declared all the ten entities of the three Groups which defaulted in meeting the
pay in obligations for the settlement Nos. 148, 149 & 150 as defaulters and initiated recovery
proceedings including civil and criminal proceedings against them. Registration of stock broking
entities of Singhania Group, Poddar Group and Biyani Group has already been cancelled by
SEBI under the SEBI (Stock Broker and Sub-brokers) Regulations, 1992. SEBI by its order
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dated 18.10.2002 has debarred eighteen persons belonging to the groups of Singhania, Poddar
and Biyani from associating with securities market activities and dealing in the securities market
fill the completion of investigation. SEBI has also initiated prosecution proceedings against fourteen
persons belonging to Singhania Group, Poddar Group and Biyani Group.

4.51 Based on the investigation of the three broking groups, SEBI inspected book of accounts
of top 25 brokers by volume who indulged in off-the floor transactions with these three groups
and also with Khemani Group. Based on the inspection findings, enquiry has been initiated
against all the 25 brokers by SEBI. Further 261 brokers of CSE, who indulged in off-the floor
fransactions with these groups have also been identified and SEBI has advised CSE to inspect
and take appropriate action against them.

4,52 On the basis of complaint made by CSE, the Special Cell of Detective Department of
Kolkata Police have arrested 13 accused persons belonging to the broker groups and their
associates including former M.D. of SHCIL and Sr. Vice President of Indusind Bank.

4.53 The Committee took oral evidence of Shri Dinesh Kumar Singhania, Shri Ashok Kumar
Poddar and Shri H. Biyani (each one separately) on 11.1.2002.

4,54 shri D.K. Singhania was Director of Kolkata Stock Exchange when his default occurred.
Previously, he was President of the exchange for two years from 1994-96. During the evidence,
Shri Singhania attributed the default in settlement No. 148 to massive fall in the market which
was more than 50 percent between 1.3.2001 and 8.3.2001 as against the normal fall of 5-10-20
percent in the market during adverse condition. Shri Singhania said that his fotal liability in
Settlement No. 148 was Rs. 137.78 crore and he was short by almost Rs. 850 crore. He further said
that payment to CSE was made on 9.3.2001 by squaring up his transactions with 25 lakh shares
of HFCL at the rate of Rs. 225 per share which was less than the prevailing rate. The Committee
enquired why it was not squared up on the pay-in date vz 8th March and whether the
squaring up was intentionally deferred to 9th in order to shift the obligation of squaring up from
himself to the Exchange. The Committee further enquired whether being a member of the
Board he had any role in deferring the square up. In reply, the witness said that “This decision
is with the Calcutta Stock Exchange Authority and if any member does not make timely payment
then the Calcutta Stock Exchange takes authoritative steps in order to liquidate the position of
the members. There is no role in it of the members who fail to fulfi the payment obligation.”
When enquired whether squaring up the next day was the usual practice and if so, how many
times had it happened in the past, Shri Singhania stated that it had perhaps happened two to
four times.

4.55 Taking note that Shri D.K. Singhania was a former President of CSE and a responsible
broker, the Committee enquired whether it was not his responsibility to report to the exchange
about under statement of margin by the computer system in CSE. Shri Singhania replied that
there was nothing in his knowledge that there was a bug in the margin system due to which
margin was charged less. He further stated, “"Our fault was that we did not use to do any
calculation at our level. We did our margin payment on the basis of download which used to
come from the side of Stock Exchange”. When the figures regarding violation of exposure limit
and outstanding positions of his group was read out to him from the SEBI report, Shri Signhania
confirmed those figures.

4.56 When his attention was drawn to SEBI's observation that all the trades executed by him
were declared as “Self frades” and the trading done on behalf of KP entities had not been
disclosed, the witness said, “Whatever business we used to deal in was on behalf of
Shri Ketan Parekh. That was done in the name of his company only. It is not true that we used
to enter any of his tfransactions in our account”,
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4.57 During the oral evidence of Shri A.K. Poddar, the Committee asked how his default took
place. In reply, Shri Poddar said that there was no timely payment by his client Ketan Parekh.
To a query whether he paid margin on balance or on total tfrading, Shri Poddar said that
margin was paid “on balance”. Asked about his view whether the margin should be paid on
net position or gross position, he said, “"According to emerging situation, it should be on gross.”
Regarding the question of under-statement of margin due to computer bug, Shri Poddar said,
“we were not aware of that computer bug”. When it was pointed out to him from SEBI report
that he had violated the carry forward Iimit 64 times between October 2000 and March 2001,
the witness responded by saying that “there was no such limit. We had never been told in Stock
Exchange like this.” He also denied that he had made any violation regarding crossing the
margin or limit. To a query whether he used to tfransact any outside deal, he replied in negative.

4.58 SEBI has observed that Biyani Group has done sizeable business, mainly in DSQ on
behalf of promoters of DSQ Software Ltd. The companies connected with promoters of DSQ
owe substantial amounts to Biyani Group on account of tfrading done (mainly in DSQ Software
Ltd. towards deliveries taken and trading oss).

4,59 He informed the Committee that his frading terminal was closed because of bouncing
of his cheque of Rs. 9 crore. When asked how much money he owed to CSE, Shri Biyani
explained, "My terminal has been closed on the 5.3.2001. | couldn’t finalise those deals which
were already in the process....Had Kolkatta Stock Exchange cleared my deals on time. | would
have squared up. Considering my security margin and deals, | would not have been on default
for a long period and | would have managed that.” About his dues to CSE, he said that his
dues would not have exceeded Rs. 18-19 crore but CSE had reportedly demanded Rs. 30 crore
from him.

4.60 Biyani Securities Ltd. had deposited on 21.3.2001, 10 lakh equity shares of DSQ Software
Ltd. bearing distinctive Nos. 43250001 to 44250000 along with a transfer deed to the Exchange
as security towards their pay-in dues to the Exchange. Biyani Securities wrote to the Exchange
that the shares might be transferred in the name of the Exchange and sought 90 days time to
clear the dues with the request that the shares should not be sold till then. They confirmed that
the Exchange could dispose them in case they failed to clear their commitment within the said
period of 90 days.

4.61 Biyani Securifies Ltd. had reportedly claimed in its correspondence with the Calcutta
Stock Exchange that 10 lakh shares of DSQ Software Ltd. proposed to be transferred to CSE in
lieu of dues were obtained from its client vizz. New Vision Investment Pvi. Ltd. Subsequently,
Biyani Securities reportedly claimed that it had received the shares from one Shri T.C. Ashok on
personal relationship to bail it out of payment crisis. Shri T.C. Ashok is reported to have stated
that he does not know Harish Biyani Securities or New Vision Investment Pvt. Ltd.

4,62 During the oral evidence Shri Biyani submifted that he deposited to CSE 10 lakh DSQ
Software Shares worth Rs. 10 crore as “Interim Security”. He however, emphasized that “those
shares were in physical form, not to be sold”. To a query whether those shares were in his name,
Shri Biyani replied in the negative and said, *I did not have ownership of those shares.” Enquired
how then could he give those shares to CSE, he said, "Because | became a defaulter. | was
in crisis”. Shri Biyani mentioned that he had transfer deed of those shares with him and added
that Shri T.C. Ashok provided him those shares.
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4.63 To a query about the action initiated by CSE against Shri Biyani, the CSE informed in
a post evidence reply that an FIR was lodged with police authorities on 2.11.2001 against
Shri H.C. Biyani and M.s Biyani Securities Ltd. who had deposited those shares.

4.64 Shri H.C. Biyani has a DP beneficiary account with SHCIL. On 1.3.2001, he requested
SHCIL to sell 2.4 lakh shares of DSQ Industries Ltd. under Sell-n-Cash scheme. The shares were
sold on the same day by SHCIL in rolling settlement No. 2001518 of CSE through Biyani Securities
Pvt. Ltd., an associate firm of Shri H.C. Biyani on whose behalf the trade was executed. SHCIL
made payment against this fransaction to Shri Biyani on the same day after deducting brokerage
and service charges from the sale proceeds of Rs. 8.04 crore. SHCIL also executed another
tfransaction for sale of 7.2 lakh shares of DSQ Industries under Sell-n-Cash scheme on behalf of
Shri Biyani through Biyani Securities Pvt. Ltd. in seftlement No 2001159 for Rs. 24.48 crore on
2.3.2001. Unlike the earlier transaction, SHCIL released the payment through a post-dated cheques
to Shri Biyani who discounted the cheque with Indusind Bank, Calcutta and received the sale
proceeds.

4.65 In the fransactions of sale of DSQ Industries shares dated 1.3.01 financed by SHCIL on
behalf of its clients Shri H.C. Biyani under Sell-n-Cash scheme through Biyani Securities Pvt. Ltd.
and CSE, the counter party broker was Shri H.C. Biyani himself. In the transaction dated 2.3.2001,
assured/facilitated by SHCIL for Shri H.C. Biyani the Counter partybrokers were Shri H.C. Biyani,
Arihant Exim & Doe Jones CSE, on scrutiny of pay-in/pay-out of seftlement No. 148 and the
rolling seftlements falling due during the same fime, classified the frades financed/assured by
SHCIL through Biyani Securities Pvt. Ltd. as frades in the nature of accommodation and expunged
these trades.

4.66 Enquired about these transaction, Shri Biyani stated during evidence that since he was
in need of funds he sold DSQ shares to SHCIL and received a post dated cheque from them
and got the cheque discounted. He further said that SHCIL in furn sold those shares in the
market on the same day through Biyani Securities but CSE did not make payment since the
deals were expunged.

4.67 As per SEBI's investigation carried out on the data provided by the Biyani Group in soft
form, the Biyani Group’s outstanding to CSE is mainly attributed to the shares of DSQ Software
Ltd., HFCL and Global Software in the settlement Nos.148,149 & 150 in value terms. The frades
in the shares of DSQ Soffware and HFCL were declared as “self” trades by the Biyani Group.
SEBI has later observed from the data provided by the Biyani Group in soft form that most of
these trades were done on behalf of the client “Hulda Properties & Trades Ltd.” The trades in
Global Sofftware Ltd., was done on behalf of a client “Rathyatra Sales Pvt. Ltd.”

4.68 The Committee note that the three broking groups belonging to Shri D.K. Singhaniq,
Shri A.K. Poddar and Shri H.C. Biyani were primarily responsible for the payment problem in
March 2001 in CSE. Their default in pay-in obligations in three settlements in March 2001 was
about Rs. 107 crore. D.K. Singhania Group and A.K. Poddar Group along with Sanjay Khemani
Group received over a period a sum of Rs. 3191 crore from Ketan Parekh entities for taking
deliveries on behalf of the latter and had close linkages with Shri Ketan Parekh. The Committee
find that these broker groups exploited the weaknesses in the working of Calcutta Stock Exchange
as discussed in another section of this Report and built large concentrated position in a few
scrips in violation of exposure limits. The brokers’ plea of ignorance about the defects in the CSE
margin system is not convincing. The Committee urge that the civil and criminal proceedings
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initiated against the defaulted brokers should be expeditiously completed and the guilty punished
at the earliest.

4.69 Shri H.C. Biyani had deposited 10 lakh shares of DSQ Software Ltd. as security towards
his pay-in dues to CSE on 21.3.2001. It transpired during the Committee’s examination that
Shri Biyani did not have ownership of those shares when he deposited them and could not have
transferred the shares to CSE. It was a fraud on CSE by Shri Biyani. CSE has reportedly filed an
FIR against Shri Biyani and Biyani Securities in this regard. The Committee expect that the matter
be investigated and on the basis of outcome thereof, appropriate criminal proceedings will be
initiated.

4.70 In another instance, Shri H.C. Biyani had entered into a transaction with Stock Holding
Corp. of India Ltd. (SHCIL) which was classified by CSE as trade in the nature of accommodation
and expunged the same. The trade in question related to his sale of DSQ Industries shares under
Sell-n-Cash scheme of SHCIL on 2.3.2001 for Rs.24.45 crore where the counterparty broker was
Shri Biyani himself. This matter has since been looked into by an independent inquiry appointed
by SHCIL as dicussed in the section on SHCIL.

3. OTHER BROKERS

4,71 SEBI's investigation in connection with the present scam covered nineteen brokers.broking
groups including Shri Ketan Parekh, three CSE defaulted brokers and four brokers of Stock
Exchange, Mumbai regarding obtaining price sensitive information. This section discusses the
eleven brokers.groups which are not covered in other sections of this report.

A. First Global Group

4,72 First Global Stockbroking Pvt. Ltd. (FGSB), is a Corporate Trading Member of BSE and
NSE. Shri Shankar Sharma, Smt. Devina Mehra and Virta Trade & Agencies Pvt. Ltd. (owned by
Shankar Sharma and Devina Mehra) are its main promoters. Shri Shankar Sharma was also a
member of the Vadodara Stock Exchange. FGSB has the following known Associate concerns:

~

First Global Sftock Broking PV LId.
Viudahi Confinvest india Pvt. Lid.
First Global (UK) L1a.

First Global (Maurifius) Lid.

First Global SG (USA) Inc.

First Global Finance PVt L1d.

Up & MD Agency Pvi Lid.

Shreenath Commercial and Finance L1a.

W & N & & AN L N

Virtfa Trade and Agencies PvI. L1a.

~
Q

lopgear Leasing and Finance PV, Lid.

~
~

Garma Trexim Pvi. L1d.
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4.73 As on 31.3.2001, FGSB had equity capital of Rs.8.0 crore with reserves and unsecured
loans rising to Rs.10.50 and Rs.19.01 crore respectively. The brokerage receipts have increased
to Rs.21.26 crore as on 31.3.2000. The combined tfurnover of FGSB at BSE & NSE in the financial
year 1999-2000 and 2000-2001 is as follows:

1999-2000 Rs. 6005 crore
2000-2001 Rs.14180 crore

(I) SEBI’S findings

4,74 SEBI's investigation reports confained the following main findings with regard to frading
by entities of the First Global group:—

(1) Violation of SEBI (Fraudulent and Unifair Trade Practice) Regulations 1995

Al BSE, FGSB had substantial net sales in proportion fo rhe exchange nert position with
a peak of around 18% of the exchange neft posifion in HFCL in cerfain periods which
had impacted price fall in the scrip in short ferrm and over a period of fime. There
were also instances of large short sales (which were carried forward in BLESS) in scrjps
such as Wipro, 85/ and Sterlife Opfical.

Simifarly at NSE there was a frading pattfern showing substantial unwinding of long
positions, substantial short sale positions and large sales deferral by the member in
scrjps which are either part of sftock indices or are significant momenitum scrips. This
indicated a concerfed atffempr 1o hammer their prices and impact the market as a
whole.

Propriefary frading by rthe First Global Group was mainly done through sub-broker
Viudahi Confinvest. Posifions held by Viudahi at BSE constifuled around $5% of the
memberis sales carry forward position. The propriefary carry forward sale position was
as high as 83% of the roral carry forward sales ar the exchange. The member had
substantial carry forward posifions at BSE in the scrjps of HFCL, Infosys, Satyam, SSI,
Sterlite Opfticals and Wipro.

The member and i1s propriefary sub-broker Viuaahi had faken major sale position
aunng 23.2.200] upfo March 7-2.200] which impacted the downward price movement
in these scrjps. Since Satyarm, MINL SBI and Infosys also form part of the sfock indices,
the fall in these scrjps had rriggered a decline in the index as a whole aiso.

FGSB also sold shares in considerable quaniifies auring specific fime periods of fall in
the prices of index and momenium scrjps, particulary on 2322001, 1.3.200] and
232001, mainly in the propriefary frading account of Viudahi. It may be nofed rhat
the fime slofs were decided on the basis of the infra-day price movement in the
scrps. The infra-aay fime periods where the scrjp had witnessed comparafively sharn
aownward movement were picked up for analysis. The member had also cancelled
orders auring the specific fime slofs in an affemp? fo manijpulate the scrjp prices.

From the paftfern of seling and rthe rfacrs mentioned above it can be seen thar the
frading by First Global aduring This period has followed a consistent paftfern. The
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¢

consistency of rthe pafttern makes it clear that there was infent of depressing marker
prices in these momenium stocks. This is in violation of SEBI Prohibifion of Fraudulent
and Unfair Trade Practices Regulations, 1995,

Violation of SEBI (Sfock Brokers and Sub-brokers) Regulations 1992
@) Trading through unregistered Sub-broker

Despife having membershijps for borth NSE and BSE, having large volumes of frading
for various clients, Shankar Sharma had fraaded heavily through Palombe Securifies, an
unregistered sub-broker of Nirmal Bang Group. The frading paitern of Shankar Sharma
through Nirmal Bang and orher enfifies was of an iregular narure and indicafive of
an atftempt fo build up positions and avoid rheir defection. The quanium of such
frades of FGSB Group is around Rs.600 Crore in the year 2000-0].

b) Abuse of Margining System

FGSB abused the margining system art the exchanges, by declaring cerfain propriefary
frades as institufional frades ar rthe fime of order eniry. This resulfed info margin
evasion o the exfent of Rs.486.82 lokh al BSE. The member also dealf in a similar way
at NSE. By inauiging info such Tfransactions FGSB not only evaded margin but also
excluded these frades from gross exposure and infra-aday frading hmit. Thus FGSB
over-strefched ifself by resorfing fo these means. This aspect compounas the fact that
FGSB not only fraded with manjpulafive infent as explained earlier but also over-
Strefched iiself in doing So.

These Transactions violare provisions of the SEBI circulars which require payment of
margins on all fransactions other than frades by Institufional Clienrs. False declaration
of frades as institufional frades violares provisions of the Code of Conauct For Stock
Brokers (Regulation 7) under the SEBI (Sftock Brokers & Sub-brokers) Regulations 1992,

(©) Non-compliance with surmmons and non-co-operation

FGSB Group has infenfionally and deliberarely refused fo reply fo the queries raised
by SEBI and has notl complied with the surmmons issued by the investigation authority.

n regard fo inspection of sales art NSE, instead of co-operating with NSE (where FGSB
s registered as a frading member) FGSB had sought 3 monihs fime from NSE fo
complle and furnish the necessary dara. FGSB has been deliberately not co-operating
with the exchange aurhorfies rthereby impeding e investigarions.

(@) Non-Compliance of SEBI Circular in regard fo restriction on Sales

According 1o a report submitted by BSE FGSB had execuled cerfain sale fransactions
n non-complionce with the SEB/ circular adared March 07, 2007 which had placed
cerfain restrictions on salkes. The value of such salkes in coniravention of the SEB/
Circular at BSE was around Rs. 10 Crore.

©) lssuance of False Confract nofes

As per the information garthered from the Income Tax Depariment, FGSB had issued
false confract nofes (fictitious deals) for various clienrs for the purnpose of profit
accommodation fo the fune of Rs. 2.9 crore.
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3. Violation of SEB/ (Porffolio Managers) Regulatfions, 1993 and SEB/ (Brokers and
Sub-brokers) Regulafions, 1992,

The RNA Group, which is primarnly engaged in Consfruction activifies also invesrs in
the sftock marker, KNA Group placed around Rs. 20 Crore with First Global Sftock
Broking PvI. Lid. for the punpoose of Arbifrage frading. FGSB had execured rrades on
behalf of RNA Group and agpparently mainfained an average minimum refurn on
such frades. Trading done for RNA Group also shows that cerfain fransactions are
fictifious and the member had issued false conifract nofes fo the clients in order fo
mainfain the agreed rate of refurn.

4,75 The Committee took oral evidence of Shri Shankar Sharma on 4.1.2002 and 1.4.2002.

4,76 During the deposition of Shri Shankar Sharma, the Committee enquired whether he had
any intent of depressing the prices of some scrips with the intention of impacting on the market
tfrend. Shri Shankar Sharma categorically denied any intfention to depress the market prices. In
addition he said that from mid Feb. to mid March 2001 FGSB was a net buyer to the extent of
Rs.25 crore. He added that there were no contravention of rules on their part, no irregularity or
false transaction.

4.77 With regard to volatility on the market that prevailed from about middle of 2000 fill the
crash occurred in March 2001, the witness said that his group furned bearish on the market from
May, 2000. He further said, “We frankly read it right and we advised our retail customers to get
out of the technology stocks and start buying old economy stocks like Cement and Reliance.”
When enquired whether unwinding of long position with a fairly accurate prediction about slide
in prices would not impact the market prices, the witness admitted that “That is frue”. He
however added that no sane trader would ever do it in a manner that would adversely impact
the prices as it would increase his losses.

4.78 Later in a written reply FGSB stated that its frading volumes have been around 1% of
the total tfrading volumes in the Stock Exchanges and this cannot impact the share prices. This
is especially true of the scrips in which First Global is alleged to have manipulated prices like
Satyam Computers, Global Tele-Systems, SBl, HFCL, Zee Telefims, DSQ Software, Infosys, eftc.
These were among the most liquid scrips in the markets with volumes running, at times, info
crores of shares per day. These scrips also had the lowest impact costs among all the scrips in
the market. It is well known that scrips with low impact costs are least amenable to manipulation.

4.79 First Global also stated that SEBI has taken a very selective view in its report on FGSB
highlighting only the ‘Sale’ transactions or positions and completely ignoring its ‘Buy’ fransactions
and positions. Asked whether he continued to hold long positions, Shri Sharma stated that “We
have substantially long positions. We lost about Rs.6 crore in the Calcutta Stock Exchange
default. We held HFCL 72,000 shares long, Global Tele 12,000, Silverline 20,000, DSQ Software
8,000.”

4.80 Asked about the extent of his sales deferrals and their impact on the market trend,
Shri Sharma said that his volumes were insignificant to make any impact on the market and
added that to move prices of Global Tele and Himachal Futuristic by Rs. 20 or Rs.30, the
quantities one had to fransact have to be in hundreds of crore, not in Rs. 5 crore or 10 crore.

4.81 Asked about the reasons for doing trades through Nirmal Bang Group, the witness
explained that in the event of their exposure reaching the cut-off limit they shifted their propriety
frades to other brokers, utilising the exposure available to their Group for client trade. To enhance
one’s trading limits one can go from one to 25 cards depending on how much money one has
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to finance those additional memberships. Alternatively, one can open an account with other
brokers which is available for a commission of 10 paise per transaction. The withess also pointed
out that there is no law prohibiting a broker from opening an account with other brokers. The
witness also said that SEBI law is very clear that clients’” trade should always take priority over
proprietory trade.

4.82 Asked about his dealings with Palombe Securities, an unregistered Sub-broker of the
Nirmal Bang Group, Shri Sharma categorically denied that he dealt with Palombe Securities and
said, "We have never dealt with any entity called Palombe Securities. We have only dealt with
Bang Equity. When | say ‘we’, | mean it is me in my personal capacity”. The witness also said
that Palombe Securities intfroduced them to the Nirmal Bang Group about two years back. First
Global stated in a written reply in this connection that Shri Shankar Sharma’s total trading
volumes with Nirmal Bang were of order of Rs. 600 crore, which comes to Rs. 2 crore per day
on average. The Market Turnover was Rs. 10,000-15,000 crore per day. Even as a percentage of
FGSB's trading it amounts to only 2%.

4.83 In regard to the allegation of margin evasion, Shri Sharma stated that “"On the BSE there
was Rs.486 lakh margin evasion and on the NSE there was a Rs.1.8 lakh or Rs.1.9 lakh penalty
imposed upon us for a similar margin evasion. The BSE figure is correct; no problems about that”,
Referring tfo margin violation, he further said that “In a high volume environment sometimes
these amounts just get paid without even checking whether they are right or wrong because
they come in very very small amounts. When we went back and checked we found that all
the trades were actually institutional frades. Now we have written to the NSE saying that this
amount was wrongly paid by us and it may kindly reverse the charges.”

4.84 In regard to the allegation of issue of false contract notes, First Global stated in a
written reply that allegation of [T Department is baseless and that no charge or allegation
regarding this has been made in SEBI show cause nofice. He pointed out that contracts get
cancelled or rebooked in different people’s name every day.

4.85 Regarding the allegation of misutilistion of client funds, Shri Sharma said that they used
to take client money to do arbitrage trading for them. About the allegation of agreed rate of
return to RNA Group, the witness said that the returns had varied from § per cent to 38 per cent
and there was no fixed refurn as claimed by SEBI.

4.86 On the allegation that trading by First Global (Mauritius) of FGSB had shown a consistent
selling pattern in the period Oct 2000 to Jan 2001, First Global stated in a written reply that all
the transactions were part of GDR Arbitrage trades, where GDRs are purchased in overseas
markets—in case their prices are lower—converted intfo local shares and sold in the domestic
markets. This is a trading practice widely followed across the Securities Industry by all major
players in the Indian markets like Jardine Fleming, Kotak Mahindra, etc.

() Action taken by SEBI

4.87 On the basis of findings given in the Preliminary Report of SEBI, on 18.4.2001 SEBI issued
an order under Section 11 B of SEBI Act barring Shri Shankar Sharma, Smt. Devina Mehra and
the entities controlled by and connected with them, namely First Global Stock Broking Pvt. Ltd.
and Vruddhi Confinvest India Pvt. Ltd. from undertaking any fresh business as a stock broker/
sub-broker or merchant banker or portfolio manager till further orders are passed by SEBI. On
4.4.2001, High Court, Mumbai issued directions converting the order of 18.4.2001 to show cause
notice. On 25.5.2001, SEBI issued an order under Sectfion 11B barring Shri Shankar Sharma,
Smt. Devina Mehra and the entities controlled by and connected with them from undertaking
any fresh business pending enquiry proceedings under relevant regulations.
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4.88 On 31.5.2001 SEBI initiated an enquiry into violation by First Global Group of the provisions
of SEBI Act, Rules and Regulations. The Enquiry Officer submitted his report to the Board on
9.1.2002. The findings contained in the Enquiry Officer’'s report on First Global Group are
summarised below:—

() The series of fransaction indulged by the member over a period of fime in large cary
forward sales, short sales, efc. shows a course of conauct which amount fo infenifional
Inferference with the normal functioning of the market. The result of acts practices
and course of conauct of the member over a period of fime has led fo the rall in
the share prices which can be fermed as arfificial depression of prices.

D) Out of 9 fransactions involving sale of shares by FGSB during specific fime bands, it
s seen that in three instances involving the sale of Wipro ot BSE on 23.2200] and
2722001, the short sale by the member during the specific fime slofs had caused the
price rall. No evidence was forthcoming for the 3 fransactions and in other
3 fransactions, rthere /s no sufficient evidence fo establish the charge. Therefore the
charge is established 1o the extent of three fransactions. This is in violation of Regulation
q(q) of SEB/ (Prohibition of Frauaulent and Unfair Trade Practices relaring fo securifies
Markers) Reguiations, 1995 which stares that no person shall effect, fake part in or
enfer info, either directly or indirectly, fransactions in securifies with rhe infenfion of
artificially raising or depressing the prices of securifies and thereby inducing the sale
or purchase of securifies by any person.

an) It is concluaed that FGSB was dealing in securifies through a unregistered sub-broker
which is unbecoming of a registered Stock-broker,

) It is noficed that the fransactions between FGSB and Bang Equity are synchronised
fransactions in view of the close proximity of the order fime punched by borh the
parties in the system, Such rransactions are highly ireguiar and defeat the punpose
of normal order-maitching system in rthe price discovery process in the Exchanges and
would also be in violation of Regulafion 4(c) & (Q) of SEBI (Prohibifion of Fraudulent
and Unfair Trade Praclices relaling 1o securifies marker) Regulations 1995.

(W It is concluaed that Viruaadhi FGSB and Bang Equity were acting in concert with each
other in the synchronised deals.

V) Regarding fransactions in RINA Group, it has been obsernved that there was a guaranifee
that no flosses would ever be passed on fo the party but borne by the Porffolio
Manager. Such arrangement amounis fo discrefionary Porffolio Management Services
with a guarantee that there would be no losses. This is not in conformity with Regulation
14(3) of Porffolio Manager Regulations.

i) It is concluded that FGSB had underfaken short sales in securifies affer 8.3.2001 which
s not in conformity with the Circular of SEBI and the quanium of such short sales are
also quite high.

i) The charge relaling fo evasion of margins by FGSB by showing cerfain fraaes as
nstitufional frades though they were noft institufional frades and thereby avoiding
payment of margins, erc. has been established.

4.89 On the basis of the recommendation of the Enquiry Officer, registration of First Global
Stock Broking Pvt. Ltd. as Stock Broker and Portfolio Manager and Vruddhi Confinvest as
Sub-broker is stated to have been cancelled.
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4.90 Prosecution proceedings have been initiated against First Global Stock Borking Pvt Ltd.,
Vruddhi Confinvest India Pvt. Ltd., Shankar Sharma, Devina Mehra, Virta Trade Agencies Pvt. Ltd.
and First Global Finance Pvt. Ltd.

(lll) Involvement in HFCL Private Placement

491 According to the Enforcement Directorate, there were violations of Foreign Exchange
Regulations by the First Global in the sale of HFCL shares. In the private placement issue of HFCL
shares in March 2000, a total of 10,69,275 shares were allotted in the name of eight companies,
six of which belonged to FGSB associated companies. The ED has reported that these shares
were disposed of as follows

() Out of these shares, 592,950 shares were allotted to 16 Flls/sub-accounts through
HSBC and Citi Bank, Mumbai during March 2000 in off-market transactions.

(i) Out of the remaining shares, M/s First Global Stock Broking Pvt. Ltd. attempted twice
to sell 2,37,600 shares to four Flls/sub-accounts during March 2000 through Deutsche
Bank, Mumbai in off-mnarket transactions, but the fransactions were not allowed by
the Bank. Finally, during April 2000 these shares were sold to the same Flls/subb-accounts
through stock exchange at Mumbai at the prevailing market rate and the fransactions
were duly allowed by Deutsche Bank. According to ED, the prevailing market rate at
that time was Rs.1937 to Rs.2211.

(i) As regards the remaining 2,38,725 shares, the same were sold by M.s First Global
Stock Broking Pvt. Ltd. in the local market.

4.92 The names of the FGSB associated companies involved in HFCL private placement and
number of shares allotted as informed by FGSB is given below:

Name of the Company Shares Date of Delivery
Transaction Date
1. UD. & M.D. Agencies Pvt. Ltd. 1342,500 3.3.00 25.3.00
2. Top Gear Leasing & Finance Pvt. Ltd. 70,125 3.3.00 25.3.00
3. Panchal Components & Appliances 142,675 3.3.00 25.3.00
Pvt. Ltd.
4. Vruddhi Confinvest India Pvt. Ltd. 142,450 3.3.00 25.3.00
5. Virta Trade Agencies Pvt. Ltd. 142,525 3.3.00 25.3.00
6. First Global Stockbroking Pvt. Ltd. 142,750 3.3.00 25.3.00

4,93 According to FGSB, the source of funds of subscribing to the placement was owned
funds and working capital facility from Global Trust Bank. The sale of the subscribed shares was
reportedly done at an all in price ranging between Rs.1060/- and Rs.1075/- per share.

4.94 The preferential allotment of shares to Flls requires prior permission from the Reserve
Bank of India as the price at which the shares are to be issued to the Flls is to be approved
by the Reserve Bank. The Committee observed from the information furnished by RBI that on
3.2.2000, RBI had granted ‘in-principle’ approval to HFCL to issue 75,00,000 equity shares of
Rs.10.- each at a premium of not less than Rs. 401/- per share to Flls on a preferential basis. On
16.3.2000, RBI issued final permission to HFCL under Sectfion 19(1) (d) of FERA, 1973 fo issue
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27.04,350 equity shares of Rs.10.- each for cash at a premium of Rs.1040.- per share to 40 Flis
as per list submitted by HFCL. It also permitted those 40 Flls to acquire the shares under section
29(1) (b) of FERA, 1973. The list however, does not include 20 Flls/sub-accounts which purchased
shares of HFCL from First Global Stock Broking.

4.95 RBI has stated that First Global Stock Broking Ltd. (FGSB) approached them on 29.5.2000
with the request for remittance of profit amounting to Rs. 2,67,14,268 to three sub-accounts of
an Fll—Nicholas Applegate Capital Management (NACM), on the ground that FGSB had
purchased 1,58,900 shares of HFCL on behalf of the 3 sub-accounts of the Fll at a price of
Rs.1060.50 and that later it had to sell the shares to NACM at the market price of Rs.1228.62.

496 FGSB's request was based on its statement that NACM could not parficipate through
the normal Escrow Mechanism because they required a delivery vs. payment transaction due
to the participation of US registered management investment companies (Mutual Funds) in the
fransaction and that in the absence of delivery vs. payment facility, FGSB had structured NACM's
fransactions as a delivery vs. payment trade where by FGSB put up the capital to take stock
adllocated to NACM at a price of Rs. 1050/- per share and then was to sell it to NACM at a
price of Rs. 1060.50 per share. It was further stated that in terms of SEBI’s circular issued in late
February 2000 old and new shares would carry the same distinctive code thus the new shares
became listed automatically, so all fransaction norms relating to listed security transactions
became applicable. Accordingly, the shares were then sold by FGSB to NACM at a rate of
Rs. 1228.62 per share. The difference in the two prices was sought to be remitted by FGSB to
Nicholas Applegate Capital Management. RBI did not approve the application and the
remittance was not permitted by RBI lefter dated 17.7.2000.

4,97 Elaborating the above point, a representative of RBI said during evidence

"FGSB applied to the Exchange Control Department to remit the profit gained by some
Flls on behalf of whom they had undertaken a deal to purchase shares of HFCL. This was
something in contravention of the Exchange Control regulations because Flls are required
to purchase from the stock exchanges only or they have to come to the RBI for prior
approval. Since this has not been done, we rejected their application to remit this amount.”

4,98 Shri Shankar Sharma however, claimed that “we, as brokers, are not required to seek
permission from the RBI.... The designated banks and the foreign buyers are the only two people
as per the seftled law of the Supreme Court who are supposed to take permission before
fransacting in India in the seling of the stock”. He regretted that the Enforcement Directorate
has not charged the designated banks but has filed a case against him.

4,99 The Committee observed that eight companies including the six associated companies
of Shri Shankar Sharma availed of credit facilities from the Global Trust Bank to the extent of
over Rs. 119.73 crore in March 2000 by issue of Non-convertible debentures (NCD) to GITB. It is
also observed from the subscription agreement signed on 2.3.2000 between the Global Trust
Bank and each of the above mentfioned six FGSB associated companies that there was a
condifion regarding utilization of proceeds of the debentures to the effect that the company
shall utilize the aggregate subscription amount towards its working capital requirements and that
the proceeds shall not be utilized by the company for the purpose of subscription or purchase
of shares and debentures, efc. During the oral evidence of Shri Sharma, when the Committee
drew his aftention to this condition, Shri Sharma stated, “What it says is that, as | cannot be an
investor, | cannot purchase it for my own account. | cannot use it fo tfake a position in a stock
with the hope that the stock goes up tomorrow and | can sell it at higher price. We have simply
done a working capiftal transaction and it is meant for working capital. In a stock broking firm
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or financial firm, working capital is to take a delivery of good or service and deliver it down to
the end buyer. The difference in the two things is your commission or your interest. We have
been faithful to that.”

4,100 It is observed from the fact sheets of GIB that the main line of business of four out
of the six companies was trading of components.investment.leasing.trading of components and
nothing to do with stock broking or equity placement. It, therefore, appears that the credit
facility availed of from GTB was not used for working capital purposes but used for purchase of
HFCL shares. This appears in violation of the agreement with GIB.

4.101 The Committee noted from the copies of share applications made to HFCL by each
of the six FGSB associated companies that they were applying for shares as a "Body Corporate”.
They had not given any information in the column against Foreign Institutional Investor. The
Commiftee enquired during evidence of Shri Sharma, if First Global was buying HFCL shares on
behalf of Flls why it was not mentioned so in the share applications. Shri Sharma in response
said. "I cannot mention as Flis.” The Enforcement Directorate has stated that as per Shri Shankar
Sharma’s statement the management of HFCL was never informed that shares were being
purchased for Flls or DVP basis.

4,102 RBI stated in a post evidence reply that the bank accounts of the FGSB, its group
companies and directors and the Flls have been blocked by them and also by the Enforcement
Directorate.,

4,103 The information furnished by the Enforcement Directorate in August 2002 indicates that
show cause notices have been issued to FGSB, Shri Shankar Sharma and Smt. Devina Mehra for
the purpose of adjudication in regard to the following:-

1. Sale of 592,950 shares of HFCL and further by attempting to sell further 2,37,600 shares
of HFCL, without any general or specific permission of RBI, in contravention of the provisions of
section 19(1) of FERA, 1973.

2. () Failure to comply with the condifions stipulated by RBI regarding holding of 100%
equity shares of M.s First Global (UK) Ltd.

(i) Otherwise acquisition of USS 11.79 lakh in violation of provisions of section 8(1) of
FERA, 1973 and (1)) of FERA, 1973.

4,104 In both the above matters, criminal complaints have also been filed. The Enforcement
Directorate has further informed that transactions relating to period after 31.5.2000 (FEMA) are
still under investigation and summons under section 37 of FEMA, 1999 have been issued to
Smt. Devina Mehra and Shri Shankar Sharma.

4,105 The Enforcement Directorate has further stated that 16 Flis/sub-accounts have been
charged under Section 29(1)(b) of FERA, 1973 relating to the purchase of 592,950 shares of
HFCL from First Global Stock Broking Pvt. Ltd. without specific approval of RBI. Four Flls/sub-
accounts have also been charged under Section 29(1)(b) of FERA, 1973 read with section 64(2)
of FERA, 1973 for attempted purchase of 2,37,600 shares of HFCL from First Global Stock Broking
Pvt. Ltd. without specific approval of RBI.

B. CSFB Securities

4,106 As per SEBI report, Credit Suisse First Boston (I) Securities Pvt. Ltd. (CSFB Securities)
reportedly transacted in a big way on behalf of entities connected.associated with Ketan Parekh,
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certain OCBs namely Wakefield, Brentfield, Kensington, Fll sub-account—Kallar Kahar Investment
Ltd., Mackertich Consultancy Services Pvt. Ltd. and also on its own account.

4,107 SEBI's investigation have concluded that CSFB Securities and CSFB proprietary account
aided and abetted Ketan Parekh entities in putting fictitious and non-genuine frades with a view
to create misleading appearance of trading. Credit Suisse First Boston also aided, assisted and
abetted Ketan Parekh entities in creating artificial volumes and market in certain scrips through
circular trades. Shares were being rotated from one entity belonging to Ketan Parekh to other
entities belonging to him. There was no change in beneficial ownership. These transactions were
put with a view to induce others to purchase and sell the securities.

4,108 SEBI had issued orders against CSFB asking it not to undertake fresh business as a
broker. Enquiry proceedings have also been completed against the broker and the Board has
imposed the penalty of suspension of registeration certificate as a broker for three years.

C. DKB Securities

4,109 Dresdner Kleinwort Benson Securities (India) Ltd., (DKB Securities), a foreign brokerage
registered with SEBI is also found to have aided and abetted Ketan Parekh entities in putting
fictitious and non-genuine frades with a view to create misleading appearance of trading.
According to SEBI, DKB Securities also aided, assisted and abetted Ketan Parekh entities in
creating arfificial volumes and market in certain scrips through circular trades. Shares were being
rotated from one entity belonging to Ketan Parekh to other entities belonging to him. There was
no change in beneficial ownership. These transactions were put with a view to induce others to
purchase and sell the securities. Enquiry proceedings are reportedly being initiated against DKB
Securities.

D. Consorfium

4110 It was prima-facie observed by SEBI that Consortium Securities Ltd. and CSL Securities
Pvt. Ltd. (CSPL), which are referred to as Consortium, fraded for entities linked to Ketan Parekh,
Shankar Sharma and Nirmal Bang. The Consortium facilitated shifting of positions from one
Ketan Parekh entity to another Ketan Parekh entity and other entities per se which appeared
to be in the nature of synchronized order placement. The inspection of the records of consortium
show that the frading discipline and regulatory instructions were breached on several fronts in
violation of SEBI regulations. Enquiry proceedings were proposed to be inifiated against the
broker.

E. Khemani Group

4111 SEBI has reported though Khemani Group have not defaulted in meeting their pay-in
obligations at CSE, Khemani Group was one of the groups through which Ketan Parekh and his
groups.associate entities have done substantial trading in Kolkata. The group consists of
Shri Sanjay Khemani, Shri N. Khemani, Khemani Securities Pvt. Ltd. and Khemani and Sons. SEBI’s
investigations indicate that Khemani group had done huge volume of off-the floor fransactions.
Off-the floor transactions are permitted if they are in the nature of spot delivery contracts and
they are required to be reported by brokers to the stock exchange. SEBI has stated that the
volume of the off-the floor fransactions reported tfo CSE seemed to be small. Based on ifs
investigation findings, SEBI has ordered an enquiry against Shri Sanjay Khemani under SEBI (Stock
Brokers) Regulations, 1992 and prosecution proceedings under section 24 of SEBI Act, 1992 and
23 (1) (c) & (i) of SCR Act, 1956 against Shri Sanjay Khemani and Shri N. Khemani have also
been ordered.
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F. Damani Group

4.112 SEBI's investigations have brought out the indulgence of this group in concerted selling
of shares at the stock exchanges leading to fall in the share prices and consequently the index
and interfering with fair and smooth functioning of the market. Enquiry proceedings have
reportedly been initiated by SEBI against Shri R.S. Damani and the associated entities of the
group i.e. Damani Shares & Stock Brokers Pvt. Ltd. Maheshwari Equity Brokers Pvt. Ltd. and
Avenue Shares and Stock Brokers Pvt. Ltd.

G. Shailesh Shah Group

4,113 As per SEBI report, the Shailesh Group had entered into certain irregular trades by way
of matched frades in violation of SEBI guidelines and also dealt in the scrip of one of its group
companies namely Dolat Investments Ltd. without reporting to SEBI as required under SEBI
(Substantial Acquisition of Share and Takeovers) Regulations, 1998. SEBI has initiated an enquiry
against Shailesh Shah and his associated registered intermediaries namely M/s. Shailesh Shah
Securities Ltd., M/s. Dolat Capital Markets Ltd., M/s Nirpan Securities Ltd.,, and M/s. Pankaj
D Shah for unauthorized negotiated deals.

H. Bang Group of Entities

4,114 According to SEBI, Bang Equity and First Global have indulged in fictitious dealings by
giving false orders for purchase and sale of securities the execution of which involved no change
of ownership. They were artificially shifting positions and creating false volumes in the market.
This has resulted in upsetting the equilibrium of the market. Magjor scrips involved in these
fransactions include Satyam, Zee TV, Infosys, Jaiprakash, HFCL and Silverline.

4,115 SEBI banned naked short selling by brokers (without backing by delivery) from 8.3.2001
onwards. During the investigation for the period 8.3.2001 30.3.2001, it was observed that the
stock brokers Nirmal Bang Securities Pvt. Ltd. and Bang Equity Broking Pvt. Ltd., indulged in short
sales during this period almost each day in gross violation of directive issued by SEBI. SEBI also
reported about other violations by these entities such as dealing with unregistered sub-brokers,
non-issue of sales/purchases confirmation notes and non-maintenance of client agreement forms.
SEBI, on the basis of an enquiry, has since cancelled the registration of Nirmal Bang Securities
and Bang Equity Broking Pvt. Ltd. on 30.7.2002.

I. Ajay Kayan, BLB Ltd. and JM Morgan Stanley

4,116 SEBI also conducted investigations in respect of Ajay Kayan Group, BLB Ltd. and
JM Morgan Stanley Group in connection with the Stock Market Scam. SEBI has notf, however,
found any serious irregularities in respect of these brokers.

4.117 SEBI has not so far provided conclusive evidence to substantiate its conclusions in
regard to the brokers/groups mentioned in section 3 above. Accordingly, the Committee
recommend further investigations in this regard.

4. STOCK HOLDING CORPORATION OF INDIA LTD. (SHCIL)

4.118 SHCIL, promoted by all India Financial Institutions viz. IDBI, UTI, IFCI, LIC, etc. is registered
with SEBI as a custodian of securities, depository participant and approved intermediary for
stock lending. SHCIL intfroduced in January, 2000 a scheme called Sell-n-Cash scheme (SAC)
under which SHCIL takes over the settlement responsibility for dematerialized shares sold and
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pays the investors on the same day. SHCIL infroduced in August 2000 another scheme called
Cash on Payout (COP) Scheme. As per the scheme an investor can sell his shares through one
of the empanelled brokers of SHCIL and the payment is released to the investor on the next
day of the payout.

4,119 Under SAC.COP schemes, there were two transactions by Shri H.C. Biyani, member of
Calcutta Stock Exchange (CSE)—one was on 1.3.2001 regarding sales of 2.4 lakh shares of
DSQ Industries Ltd. for Rs. 8.04 crore and another was on 2.3.2001 regarding sale of 7.2 lakh
shares of DSQ Industries for Rs. 24.48 crore. SHCIL made payment against the first transaction o
Shri Biyani on the same day and regarding the second transaction, it released the payment
through a post dated cheque to Shri Biyani who discounted the cheque with Indusind Bank,
Kolkatta and received the sale proceeds. In the transaction dated 1.3.2001 financed by SHCIL
for the client Shri H.C. Biyani, the Counter party broker was Shri H.C. Biyani ifself. In the fransaction
dated 2.3.2001 assured/facilitated by SHCIL for the Client Shri H.C. Biyani, the Counter Party
brokers were Shri H.C. Biyani, Arihant Exim and DoeJones CSE classified these trades as trades
in the nature of accommodation and expunged the same. For an earlier Sell-N-Cash fransaction
valued at Rs. 34.84 crore by Shri Biyani on 27.2.2001, payout was made by CSE.

4,120 SHCIL made a complaint to SEBI regarding the non-receipt of Rs. 8.03 crore from CSE
in regard to first of the above two fransactions. SEBI conducted an inspection in May, 2001 to
look info, among other things, the transactions under SHCIL's Sell-N-Cash Scheme (SAC) especially
the transactions with Biyani Group of CSE. Having observed the facts about the two transactions
mentioned above, SEBI's inspection concluded that the claim of CSE against CSE was a
commercial dispute. It appears that there was no attempt on the part of SEBI to examine
whether SHCIL's dealings in the above tfransactions were in order.

4121 It transpired during the Committee’s examination that Shri M. Ramesh, Manager
(Vigilance and Security) in SHCIL had been sent to Kolkatta by the management in August 2001
to assist and follow up the criminal complaint filed by SHCIL in regard to transactions of
Shri H.Biyani. Shri Ramesh’s report to the management in September, 2001 had brought out
certain irregularities on the part of SHCIL's in respect of these transactions. As the report portrays
SHCIL in a negative light, Shri Ramesh was being prosecuted by SHCIL.

4,122 One of the allegations made by Mr. Ramesh was that BSPL was not an empanelled
broker when these transactions were conducted between 27.2.2001 and 2.3.2001 and that
empanelment papers have been subsequently submitted by them with back date. According
to SEBI’s inspection of July 2002, it appears that while the empanelment agreement was executed
on 23.2.2001, the empanelment fee was received only on 22.3.2001 which is subsequent to the
tfrades. SEBI's report has stated that Shri Dinesh Dalmia alongwith Shri Ravindra Biyani visited
SHCIL Mumbai office on 2.3.2001 and negotiated regarding SAC facility for H.C. Biyani. During
the oral evidence of SHCIL, the MD, SHCIL (Shri B.V. Goud) admitted that Shri Dalmia and
Shri Ravindra Biyani approached and requested for additional amount under the Sell-N-Cash
Scheme. This was refused. Instead, Cash-on-payout facility was extended. According to SEBI this
is a unique transaction where promoter of a company has accompanied investor to a financier’s
office in respect of frade being conducted on the floor of the stock exchange in the shares of
his company.

4,123 Another observation made in the Report of Shri Ramesh was that it was the first time,
cheques were issued at Kolkatta with particular Account Number, Name of the Bank and both
the officials who issued the cheques were not authorised signatories to the said account as on
2.3.2001. These were confirmed as facts by the MD, SHCIL during his oral evidence before the
Committee.
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4.124 The Committee took oral evidence of SHCIL on 9.4.2002 and 6.6.2002. Enquired whether
the SAC scheme was confined only to retail clients as originally envisaged, the MD, SHCIL
(Shri B.V. Goud) stated that all investors other than institutions were treated as retail investors.
Asked whether broker is an investor, the witness said, that broker in his individual capacity is
enfitled. Referring to the letter of comfort issued by Kolkatta office of SHCIL to Indusind Bank,
the Committee enquired whether it was a sound commercial judgement on the part of SHCIL.
In response, the witness said that, "I do agree that letter should not have been issued by our
Kolkatta office” and added that the lefter was issued by the Kolkatta office without being
referred to Head Office. To another query whether the empanelment cheque which had been
originally dated as 3.3.2001 was scored off and made 23.2.2001, the witness replied in affirmative
and clarified that the business started from the date they signed the agreement and the
empanelment fees was for the purpose of providing smart card, smart card reader, etc.

4,125 A statement is sent by SHCIL to its institutional clients showing their holdings. The
Committee enquired whether sensitive information from this statement could be collected and
used in the Stock market for manipulation, the MD, SHCIL said, “Sir, we do not know that.” When
his aftention was drawn to an allegation that certain senior officials in the organization were
passing on information, the witness said that it was not so. He also said that during the last five
years whenever SHCIL got information about leakage of information having taken place, SHCIL
had taken action and dismissed two officers for this.

4,126 The Committee drew attention of the witness to the order of the Debts Recovery
Tribunal, Kolkatta dated 12.2.2002 on the application filed by Indusind Bank against SHCIL and
H.C. Biyani regarding issue of post dated cheque worth Rs.24.40 crore. The order had indicated
among other things that there might also be negligent conduct on the part of officers of SHCIL.
The Committee asked what penal action was taken by SHCIL on the officials indicted of negligent
conduct. In response, the MD, SHCIL stated that an internal investigation was done and no
mala fide was involved.

4,127 When the Committee pointed out that they did not consider it a right step that in the
light of stricture by a Tribunal an organization conduct an investigation and exonerate people,
the MD, SHCIL said that he was prepared to order an inquiry. The Committee directed that the
enquiry should be an independent and outside enquiry. In deference fo the direction of the
JPC, SHCIL Board on 5.7.2002 appointed Haribhakti & Co. to look info this case and ascertain
whether there was any negligence or possibility of malafide intentions on the part of the officials
including the Managing Director of SHCIL in the matter.

4,128 During the oral evidence of SEBI on 27.6.2002, the Committee pointed out that SEBI’s
inspection of SHCIL in May 2001 had not brought out any thing about the role of SHCIL in the
2 fransactions of Shri H.C. Biyani which were in the nature of accommodation. Taking note of
the above observations of the Committee, SEBI conducted another inspection of SHCIL in
July 2002 and furnished an interim report to the Committee. SEBI in its inferim report of inspection
has stated that the objectives of fairness, transparency and integrity appeared to have been
set aside by SHCIL management in order to assist and abet fraudulent and unfair frade practices.
SEBI has further stated that SHCIL did not follow prudential norms and regulations while conducting
its business. The summary of irregularities observed by SEBI is as under:

@) The SAC Scheme of SHCIL it was envisaged as a scheme predominantly for small
investors. However SHCIL has exienaed this facility freely 1o brokers and their related
entifles. The SAC scheme appears 1o have been used as an avenue for financing
brokers.
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a) T March, 2001, SHCIL had no specific risk management norms in the following
areas:

e Scrip wise exposure Imirs

e Broker wise exposure lmifs

e Sfock Exchange wise exposure imifs

e Exposure limit in respect of SHCIL's nel worth

e All types of scrips irrespective of their liquidity level were allowed fo be
financeaqy/faciifated under their schemes.

an)  Further there was lack of infernal conirol procedures at SHCIL due To which for a
cerfain fransaction of H.C. Biani of a very high value Trades were execuled even
before the shares came info the clienfis beneficiary account.

) In respect of the fransactions done by SHCIL under SAC.COP schemes for Biyan/
Securifies Pvi. Lid. (BSPL) and H. Biyani (HB), it was observed rthart it had over exfended
ifself. As on 1.3.200] SHCIL's fofal exposure on HB and BSPL was Rs.42.88 crs. Which
was 1.3rd of its net worth, And this exposure was only in one scrjp, one sftock exchange
and fo one broker group. All the fransactions of HB and BSPL were in the scjp of DS&
Inaustries that oo in the roling segment of CSE where the scrjp was not liquid speaks
of lack of markel intelligence/surveillance on the part of SHCIL. Apart from this SHCIL
has admifted rhat there was no use of the COP scheme for brokers. Yet it extended
this facility fo HB. There were only 1,10 lakh shares of DS& Industries Limited in the
beneficiary account of HB on the morning of 23.200]. The balance 6.10 lakh shares
have been credifed fo HB's beneficiary account through off market fransfers from
DS group companies affer the rfrrade was done. It appears that affer SHCIL agreed
fo facilifate HB's fransaction under COP on 2.3.200], affer discussion with Shri Dinesh
Dalmia and Shri Ravindra Biyani, instructions were passed fo fransfer the shares from
DS group companies o HB's pool A.c. SHCIL, Kolkarfa office also issued a leffer of
comfort.assurance fo Inausind Bank a practice which is generally nor followed in
ndia. SHCIL Head Office also confirmed rthe issuance of the cheques. SHCIL also
requced the service charge rfo 02% instead of 0.5% charged from orher clienis. All
The above aspecrls/incidents indicate that SHCIL went out of ifs way fo hejp HB and
BSPL. SHCIL Calcuita officials indicarted that Dinesh Daimia had confacted SHCIL officials
in Mumbai for the SAC fransaction done by HB.

(V) For the fransactions of 10.40 lakh shares on 27.2.200] and 2.40 lakh shares on 1.3.200],
the seller was BSPL/HB and the buyer was also HB. These qppear 1o be collusive
frades and SHCIL should have been more vigilant before faking such fransactions.

) It was also observed that Vivenasari Financial Services Lid. had done large fransactions
under SAC in cerfain scrps like Darasoft, Vision Technology, and Zodiac Clorthing erc.
From the frading pafttern of Dartasort it seems that VFSL had used the scheme as a
funaing mechanism for crealing arfificial market in the scrp.

i) Further two of Kefan Parekh enfifies had sold 2 lakh shares of Aadani Exports under
SAC amouniing fo Rs.9.70 crs. through broking enfifies associated with/connecred
with Keran Parekh and rthe counter party for these fransactions was elther anorher
client of the same broker or another enfity connecied with Keran Parekh.

4.129 SEBI has stated that it need not prescribe/monitor the norms for the various activities,
which are not under SEBI purview. SEBI has, however, emphasized that SHCIL should devise
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appropriate norms to ensure that its scheme.activities do not result in market manipulation or
promote unfair trade practices.

4.130 Investigation taken up by special cell (G.S.) of Detective Department, Calcutta Police
has indicated that Shri B.V. Gaud, the then Managing Director, SHCIL had dishonestly by and
fraudulently allowed "Sell-N-Cash” and “Cash-on-Payout” schemes to be misused by the promoter
of DSQ Group of Industries namely Shri Dinesh Dalmia and his associate broker all having close
acquaintance for their wrongful gain by way of circular & inside trading among the accused
brokers, promoters and their associates.

4.131 The Committee note that SEBI inspection has brought out various irregularities by Stock
Holding Corporation of India Ltd. (SHCIL) in respect of its transactions under ‘Sell-N-Cash’/‘Cash-
on-Payout’ schemes with Biyani Group of Calcuita Stock Exchange. Some of the irregularities
are —

¢ Exposure of one-third of its net worth (exposure of about Rs. 43 crore) for one scrip
and one broker group viz., Biyani Group;

* Doing trade of 7.2 lakh shares when there were only 1.1 lakh shares in the beneficiary
account;

* Negotiating with promoter Director of the traded scrip for extension of a facility to a
broker;

e Issue of a letter of comfort/assurance to Indusind Bank by local office followed by
Head Office regarding issuance of cheques;

* |ssue of cheques by unauthorized signatories;

* Reduction of service charge from 0.5% to 0.2%.
The Committee hope that SEBI will take suitable action on the basis of its above findings.

4.132 SHCIL at the instance of JPC instituted an independent enquiry to look into this case.
The enquiry was conducted by a Chartered Accountant (Haribhakti & Co.). The enquiry has
concluded that though the Sell-N-Cash scheme was not meant for brokers, SHCIL extended the
facility to brokers and that the procedures laid down were not followed. The limits laid down
were exceeded and such excesses were ratified by the then Managing Director and C.E.O.
The enquiry has concluded that while they have not come across any evidence to indicate
malafide intention on the part of officials of SHCIL, there was negligence in operation of the
schemes and lack of proper judgement on the part of the Managing Director and C.E.O. in
approving the transaction and not keeping the Board informed in advance. The enquiry report
has recommended certain corrective measures such as review of the Sell-N-Cash and Cash-on-
payout Schemes, restricting the schemes only to investors, etc. The Committee urge that necessary
action be taken on the measures suggested by the enquiry.

4.133 SEBI's report has highlighted that SHCIL did not follow prudential norms and regulations
while conducting its business. The ‘Sell-N-Cash’ Scheme envisaged for small investors has been
used by SHCIL as an avenue for financing brokers and used as a funding mechanism for
creating artificial market in scrips. There was also lack of internal control procedures. The
Committee urge SHCIL to look into these issues and devise appropriate norms to ensure that its
schemes/activities do not result in market manipulation or promote unfair tfrade practices.
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CHAPTER V
BANKS

1. OVERVIEW

5.1 Banks provided a significant source of funds for infusion info the stock market. The
Committee have examined in detail the role of some of the banks alleged to have been
involved in the manipulation of prices in the stock market. In the Banking Sector, we have three
kinds of banking entities: First, the Cooperative Banks whose activities are confrolled by the
Reserve Bank of India as well as the Registrar, Cooperative Societies. Second, Private Sector
Banks. Third, Public Sector Banks. All categories are subject to the provisions of the Banking
Regulation Act, 1949. The Reserve Bank of India, by virtue of the powers vested in it under the
Reserve Bank of India Act, 1934, is also charged with the responsibility under the said Act to
regulate the banking sector.

5.2 The Committee’s investigation has revealed that the activities of some Urban Co-operative
Banks (UCBs) were manipulated by virtue of their nexus with broker-entities; and in the absence
of careful regulation, such broker-entities used large funds provided by UCBs to manipulate the
stock market. The acquisition of substantial funds from the Madhavpura Mercantile Cooperative
Bank leading to defaults in payment, led to the arrest of Ketan Parekh by the CBI. This significant
act led to a run on the bank which, in furn, had a negative impact on the stock market. The
management of a few Private Sector Banks through brokering firms closely connected with
certain individual brokers also manipulated the stock market and contributed significantly to the
crisis. Some Private Sector Banks were involved in granting huge advances to brokers contrary
to acceptable norms which resulted in the infusion of finance in the capital market allowing
artificial manipulation of prices in the stock market. The contributory role of the Public Sector
Banks in the stock market crisis being investigated by the Committee is not perhaps significant
in comparison to the role of Cooperative Banks and Private Sector Banks.

5.3 The data received from RBI on Capital Market exposure by way of investments in equity
shares/financing of IPOs as also the total capital market exposure of the banks for years ended
31.3.1999 to 31.3.2002 is as under:

(Rs. in Crore)

Position as on March 31, 1999

Sr. No. Name of the Bank Investment in Advances for Total exposure
equity financing in IPOs to capital market

1 2 3 4 5

1. Global Trust Bank Ltd. 22.56 0.00 374.51
(1.06%) (0.00%) (17.68%)
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1 2 3 4 5

2. ICICI Bank Ltd.@ 32.77 0.00 44.34
(1.55%) (0.00%) (2.10%)

3. Bank of Madura Ltd.*

4, UTl Bank Ltd. 11.77 0.00 42.02
(0.54%) (.00%) (1.92%)

5. Karnataka Bank Ltd. 74.63 2.52 77.15
(3.65%) 0.12%) (8.77%)

6. Bank of America 0.06 0.00 0.06
(0.02%) (0.00%) (0.00%)

7. Development 0.34 0.00 1.48

Credit Bank Ltd. (.03%) (.00%) (0.14%)

8. HDFC Bank Ltd. 14.66 0.00 167.63
(0.96%) (0.00%) (11.02%)

9. Bank of Pubjab Ltd. 8.52 0.00 25.12
(1.00%) (0.00%) (2.94%)

10. Centurion Bank Ltd. 1.17 0.00
(0.07%) (0.00%)

11, Indusind Bank Ltd. 17.47 0.00 119.80
(0.66%) (.00%) (4.50%)

12. Nedungadi Bank Ltd.@@ 0.87 0.00 13.68
(0.13%) (0.00%) (2.08%)

Position as on March 31, 2000

Sr. No. Name of the Bank Investment in Advances for Total exposure
equity financing in IPOs to capital market

1 2 3 4 5

1. Global Trust Bank Ltd. 27.36 127.85 1265.85
(.085%) (3.98%) (39.42%)

2. ICICI Bank Ltd.@ 9.82 116.00 146.61
(0.27%) B8.17%) 4.01%)

3. Bank of Madura Ltd.*

4, UTl Bank Ltd. 20.54 1.72 106.79
(0.58%) (0.05%) (2.99%

5. Karnataka Bank Ltd. 120.43 1.99 122.42
(4.91%) (0.08%) (4.99%)
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1 2 3 4 5
6. Bank of America 0.06 0.00 0.06
(0.002%) (.00%) (.00%)
7. Development 0.34 0.00 3.61
Credit Bank Ltd. (.03%) (.00%) (.022%)
8. HDFC Bank Ltd. 34.77 0.00 415.53
(0.95%) (.00%) (11.33%)
9. Bank of Pubjab Ltd. 18.32 343.47 463.69
(1.39%) (26.04%) (35.15%)
10. Centurion Bank Ltd. 27.48 0.00 360.58
(1.27%) (.00%) (16.64%)
11. Indusind Bank Ltd. 22.44 0.00 180.07
(.061%) (.00%) (4.90%)
12. Nedungadi Bank Ltd.@@ 0.95 0.51 62.58
(0.12%) (.06%) (7.69%)
Position as on March 31, 2001
Sr. No. Name of the Bank Investment in Advances for Total exposure
equity financing in IPOs to capital market
1 2 3 4 5
1. Global Trust Bank Ltd. 58.97 — 836.31
(1.78%) (25.21%)
2. ICICI Bank Ltd.@ 14.28 27.07 397.73
(0.39%) (0.73%) (10.62%)
3. Bank of Madura Ltd.*
4, UTI Bank Lfd. 44.85 5.67 622.83
(1.26%) (.016% (17.52%)
5. Karnataka Bank Ltd. 9.39 — 98.15
(0.37%) (3.86%)
6. Bank of America 0.06 — 0.06
(.002%) (0.00%)
7. Development 0.34 — 119.46
Credit Bank Ltd. (.02%) (7.17%)
8. HDFC Bank Ltd. 36.88 — 757.92
(1.05%) (20.27%)
9. Bank of Pubjab Ltd. 46.84 — 200.52
(3.55%) (15.14%)
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1 2 3 5

10. Centurion Bank Ltd. 53.48 45211
(2.80%) (23.66%)

11, Indusind Bank Ltd. 10.89 237.53
(0.29%) (6.38%)

12. Nedungadi Bank Ltd.@@ 6.72 63.30
(0.83%) (7.78%)

Position as on March 31, 2002
Sr. No. Name of the Bank Investment in Advances for Total exposure

equity financing in IPOs to capital market
1. Global Trust Bank Lfd. 122.66 442,94
(2.93%) (10.59%)
2. ICICI Bank Ltd.@ 18.31 227.12
(0.25%) (3.02%)
3. Bank of Madura Ltd.*
4, UTI Bank Lfd. 50.32 228.23
(1.07%) (4.85%)
5. Karnataka Bank Ltd. 6.89 28.79
(0.23%) (0.95%)
6. Bank of America — —
7. Development 2.34 6.35
Credit Bank Ltd. (0.11%) (0.30%)
8. HDFC Bank Ltd. 17.74 401.76
(0.37% (7.14%)
9. Bank of Pubjab Ltd. 13.87 51.66
(0.91%) (8.37%)
10. Centurion Bank Ltd. 47.28 173.13
(2.24%) (8.20%)
1. Indusind Bank Ltd. 9.13 103.51
(.021%) (2.37%)
12. Nedungadi Bank Ltd.e® 5.93 52.06
(0.59%) (6.22%)

@

@@ The Bank was put on moratorium with effect from 2/11/2002.
Since merged with ICICI Bank Ltd. during the year 2000-01.

*

Excluding data pertaining to ICICI Ltd. (since merged with the bank).
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According to RBI, the above figures are reported by the Banks in Offsite Monitoring Returns
for the relevant period

5.4 The succeeding paragraphs give details of the cooperative banks and the commercial
banks regarding the irregularities committed by them in the banking transactions relating to
capital market/stock brokers:

2. COOPERATIVE BANKS
(a) Madhavpura Mercantile Co-operative Bank Lid.
Infroduction

5.5 The Madhavpura Mercantile Co-op. Bank Ltd., (MMCBL), Ahmedabad was registered
under Gujarat State Co-op. Societies Act, 1961 and commenced Banking business on 19.10.1968.
The Bank was issued a licence by RBI in 1994 to carry on Banking business. It became a
scheduled Bank in April, 1996. MMCB is governed by Multi-State Co-op. Societies Act, 1984 with
regard to organizational and management matters and by Banking Regulation Act, 1949 with
regard to Banking and financial operations. Its operations are confined to Gujarat and
Maharashtra States. It has a network of 28 branches—23 in Ahmedabad, one each in Baroda,
Surat and Rajkot and two in Maharashtra i.e. Mumbai, Vashi-Navi Mumbai. The deposits and
advances of the Bank stood at Rs. 1262.37 crore and Rs. 1717.36 crore, respectively, as on
31.3.2001. Till 13.3.2001 the affairs of the Bank were managed by an elected Board of Directors,
which comprised eleven directors headed by Shri Rameshbhai Nandlal Parikh (Chairman) and
Shri Devandra B. Pandya was the Chief Executive Officer since June 1969. The Board of Directors
was superseded on 14.3.2001 at the instance of Reserve Bank of India to secure proper
management and an Administrator was appointed. At present it is working under an arrangement
evolved under the aegis of Central Registrar of Co-op. Societies who has appointed seven
Administrators to manage the affairs of the Bank.

Genesis of Crisis

5.6 On 9/3/2001 there was a sudden rush of depositors at the Bank’s Ahmedabad branches
for withdrawal of their deposits which increased steadily up to 12.3.2001 and was caused by
strong rumours that the Bank had extended guarantees to Shri Ketan Parekh, a leading stock
broker at Mumbai, who had suffered huge losses in his share dealings. An Officer from Urban
Banks Department of RBI atf Ahmedabad was deputed to the Bank’'s head office to ascertain
the factual position and also whether the Bank had any account in the name of the said
broker Shri Ketan Parekh, if so the extent of financing. The Bank had denied in writing that it
had any account of Ketan Parekh. It failed to furnish to the RBI, the frial balances as at the
close of business of March 08 and 09, 2001 by 12.3.2001 (March 10 and 11 being holidays).
Meanwhile, the Bank went on meeting the heavy demand by depositors by extending its working
hours until the morning of 13.3.2001 when it suddenly closed down all its branches, ostensibly as
it was no longer in a position to cope with the run. The Bank closed ifs shutfters on 13.3.2001
onwards without giving any notice. This friggered a run on the deposits of several cooperative
Banks, not only in Ahmedabad but also in other towns of Gujarat. Meanwhile, both the Chairman
and the Managing Director of the Bank disappeared from the scene and were not contactable.

Nature of Irregularities

5.7 The Bank’s Head Office and branches remained closed with effect from 13.3.2001 to
16.3.2001. The Chairman and the Managing Director resurfaced on 15.3.2001 and with the
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persuasion of Reserve Bank and assistance of Government of Gujarat, the Bank opened its
branches on 16.3.2001. A quick scrutiny was taken up with reference to the Bank’s position as
on 16.3.2001as to the circumstances leading to the run on the Bank and the present financial
position.

Financial Position

5.8 The financial position (trial balance) of the Bank as on 31.3.2001 is given at
Appendix-IV.

Salient Seatures of Scrutiny

5.9 The snap scrutiny by RBI of books of the Bank at Ahmedabad and Mumbai has revealed
following irregularities in the working of the Bank:

() Since October 2000, there was steep increase in advances without corresponding
increase in deposits. The steep increase in advances was mainly due fto Bank's
increasing exposure to certain share brokers. The urban co-operative Banks are
prohibited by RBI regulations from making any loans to share brokers/share broking
firms.

(i) The findings of the last statutory inspection of MMCB conducted with reference to its
financial position as on 31.3.1999 did not reveal gross violation of lending norms. The
irregularities were of rectifiable nature and did not warrant any harsh action against
the Bank.

(i) Of the advances outstanding at Rs.1594.17 crore (as on 16.3.2001), a sum of
Rs. 1082.22 crore constituting 68% of the advances were in the nature of unsecured
advances, granted mainly to 21 borrowal accounts belonging to or related to stock
brokers. At least 10 such accounts indicated linkages with Shri Ketan Parekh a leading
stock broker with an exposure of Rs.843.57 crore i.e 77.9% of total advances to share
brokers.

(iv) A scrutiny of the advances portfolio of the Bank revealed grave irregularities. In several
cases the balances outfstanding in the borrowal accounts were far beyond the
sanctioned limits—the gap ranged between 100% to 400%.

(v) The wide divergence between the sanctioned limits and outstanding depicts
unauthorized overdrawals which were allowed as per oral instructions of the Chairman
and not confirmed subsequently.

(vi) The loans to stock broking companies were unsecured and much beyond permissible
limit of Rs.50000/- per borrower. The details of credit limits sanctioned and outstanding
are indicated in the Appendix-V.

(vii) The purpose for which such advances were given was indicated as ‘loans against
Fixed Assets’ primarily with a view to camouflage ifs lending to share brokers which
is prohibited by RBI.

(viii) The centre of activity was its Mandvi branch Mumbai. High value Pay Orders were
issued by debit to the unsecured limits beyond exposure norms of Ketan Parekh
related accounts which were got credited ostensibly in the accounts of Ketan Parekh
group of companies (aggregating Rs.4626.19 crore) maintained at the Fort (Mumbai)
area branches of Bank of India and Global Trust Bank Ltd.
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The Board did not follow RBI guidelines relating to review of large borrowal accounts.
The Board had sanctioned certain limits tfo various parties without proper credit
appraisal and post-disbursement supervision was ineffective.

The Bank had been resorting to large borrowing through Call Money Market for the
purpose of lending to these big borrowal accounts. The exposure of the Bank to call
money market as on 16/3/2001 aggregated Rs. 197 crore.(Appendix-VI). It is observed
that the Bank’s borrowing was excessive in the call money market since last week of
December, 2000.

The Chairman of the Bank was one of the directors in M/s. Madhur Capital and
Finance Limited, Ahmedabad, and M/s. Madhur Shares and Stocks Ltd. having current
accounts at the Bank’s Navrangpura Branch. He is also one of the directors in
M/s. Madhur Food Products Ltd. which enjoys credit facility at the same branch to
the extent of Rs.16.00 crore (much beyond the exposure norms) against hypothecation
of goods and book debts. These companies also have current accounts in the Bank'’s
Mandvi (Mumbai) branch. It was observed that large funds were transferred between
these accounts in a routine manner. It was also observed that large amounts were
withdrawn from the loan account of M/s. Madhur Food Products Ltd., for transfer to
other accounts of the Chairman. These entries did not depict genuine trade
fransactions. Evidently large amounts lent by the Bank fo Madhur Food Products Ltd.
had been diverted to M/s. Madhur Shares and Stocks Ltd. and M/s Madhur Capital
and Finance Ltd.

The Bank had issued three Bank Guarantees against deposits of only Rs. 0.20 crore
involving a sum of Rs. 1.50 core to the Ahmedabad Stock Exchange on behalf of the
Chairman’s firm viz. M/s. Madhur Shares and Stock Ltd. All these Bank Guarantees
were revoked on account of non-settflement by the party.

Unusually high amounts were fransferred from the hypothecation account of Panther
Fincap (Ketan Parekh group) to the Current account of Madhur Capital and Finance
Pvt. Ltd., Navrangpura, Anmedabad (the company belonging to the Bank’s Chairman’s
group) through TTs during the period from 17.1.2001 to 28.2.2001 aggregating
Rs.135 crore. Such transfer to the Chairman’s company at Ahmedabad could be in
consideration of unduly large credits extended to Ketan Parekh group at the Mandvi
branch.

The Bank has blatantly violated RBI directive with respect to credit exposure for single
borrower (20% of capital funds) or group of borrowers (60% of capital funds) by
sanctioning credit limits much in excess of its credit exposure ceiling. The Bank's
exposure to single borrower and group borrowers with capital funds at Rs. 27.52 crore
worked out to Rs.5.50 crore and Rs. 13.75 crore respectively. As against that the Bank
had disbursed amounts ranging from Rs.39.26 crore on February 28, 2001 in the account
of M/s. Mukesh Babu Finance Services Ltd., to Rs. 154.57 crore on 1.3.2001 in the
account of M/s. Panther Fincap P. Ltd. respectively.

It had granted total credit facility of Rs.21.00 crore to the group (M/s. Madhur Food
Products Ltd.) belonging to its Chairman in violation of RBI directive on Credit Exposure
norms which was much more than the prescribed limit of 20% of its Capital Funds of
Rs. 27.52 crore.

The Bank had defaulted in the maintenance of Statutory Liquidity Ratio (SLR) from
1.3.2001 onwards (latest position) as it had liquidated them to meet the other pressing
needs of Call money borrowing and lending to share brokers.



(xvii)

(xviii)

(xix)

(9

The Bank’s deposits as on 16.3.2001 aggregated Rs.1212.56 crore; of which institutional
deposits, mostly from large number of cooperative Banks, aggregated to Rs. 590.13
crore forming 46.4% of the Bank’s total deposits.

The Bank’s Mandvi (Mumbai) and Navrangpura (Ahmedabad) branches were not
functioning as per the established Banking practices and procedures.

There appears to be deliberate intention on the part of Board of Directors, its Chairman
and CEO, to flagrantly violate RBI guidelines, throw out sound Banking practices to
make personal gain.

The net erosion has been estimated at Rs. 1211.40 crore. The real or exchangeable
value of the Bank’s paid up share capital, reserves, etc worked out to negative i.e.
() Rs. 1166.04 crore as on 16.03.200Twiping out the paid up capital and reserves and
also deposits to the extent of Rs.1166.04 crore forming 96.2% of the total deposits. The
percentage of Net Erosion to Net Owned Funds worked out to 2670.3%.

5.10 Thus, the Bank was not complying with the provisions of Sections 11(1) and 22(3)(a) of
the Banking Regulations Act, 1949 (As Applicable to Co-operative Societies). Further, its affairs
were conducted in a manner defrimental to the interest of the depositors and thereby violative
of provisions of Section 22(3) (b) of the Act ibid.

Action taken by RBI

5.11 In order to deal with the situation arising out of the collapse of MMCB, which was
threatening the cooperative Banking sector in the State, the RBI took the following measures:

0)

(i)

(iif)

)

A directive by RBI under section 35 (A) of the Banking Regulation Act, 1949
(As Applicable to Cooperative Societies) (AACS), was imposed on MMCB on 13.3.2001,
directing the Bank not to accept fresh deposits or give fresh loans and not to repay
more than one thousand rupees to any single depositor. The ceiling was imposed
taking info account the overall liquidity position of MMCB.

Since MMCB was unable to meet its clearing obligations due to insufficient balance
in its current account with RBI, Rule 11 of the Clearing House rules was invoked to
unwind the clearing transactions and the Bank was compelled to return all the
presentation made on it by the various member Banks and MMCB was also suspended
from the Clearing house for a period of seven days, which has since been extended
indefinitely, after review.

A criminal complaint was lodged in the court of Chief Metropolitan Magistrate,
Ahmedabad against the Bank, its Chairman and Managing Director on 14.3.2001
under Section 46 of the BRA, 1949 read with Section 58 (B) of the RBI Act, 1934 for
having made false statements to RBI, with respect to their call money borrowings and
also failing to meet ifs assurance for submitting the required information.

With a view to secure proper management, at the instance of RBI on 14.3.2001, the
Board of Directors of the Bank was superseded and an administrator was appointed
by the Central Registrar of Co-operative Societies to manage the Bank’'s affairs.
Shri S. Ramachandran, retired General Manager of Bank of Baroda, was appointed
on 14.3.2001, as the Administrator and he took over charge in the forenoon on
19.3.2001. RBI in order to extend necessary support to the UCBs in the State of Gujarat,
has also come out with the scheme to extend liquidity support subject to certain
conditions. Three Civil Applications have been filed in the High Court of Gujarat,
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Ahmedabad as public interest litigation. The Honble Court in its order dated 2.5.2001,
directed CBI (B.S. & FC) to conduct investigation against the deeds and misdeeds of
Saravshri Ramesh Nandlal Parikh, ex-Chairman, Devendraprasad B. Pandya, CEO and
MD (under suspension) and other officials involved in mismanagment. In pursuance of
the Court’s Orders, the criminal complaint lodged by the Administrator of MMCB on
21.3.2001 at Madhavpura Police Station, Ahmedabad against above mentioned officials
was fransferred to CBI, B.S & FC, Mumbai, for investigation and an FIR has been
registered with Special Police Establisnment B.S & FC/CBI/Mumbai branch on 18.5.2001.
On 1.6.2001, charge sheet in the case has been filed against Ketan.V.Parekh, Kirtikimar
Parekh, Kartik.K.Parekh, Davendra Pandya, Ramesh Parekh and J.B.Pandya u/s 120-
B,420,467,468 and 471 of IPC.

The Honourable High Court of Gujarat at Ahmedabad in their Order dated 3.5.2001
in the Special Civil Application No.2617 of 2001 with Special Civil Application No. 2628
and 2633 of 2001, directed that for some extreme hardship cases for withdrawal from
small depositors like widows, pensioners and like who need money for urgent necessities
like medical treatment, marriage or expenditure for their livelihood, withdrawal to
depositors are to be allowed by the Administrator of MMCB after obtaining due
approval of Reserve Bank of India. Accordingly, withdrawal from accounts of depositors
belonging to these categories of depositors is being permitted/approved by Reserve
Bank of India.

5.12 In view of Urban Cooperative Banks being repositories of the deposits of small and
middle income groups and not having the expertise to deal in a highly volatile stock market,
the Reserve Bank of India in addition fo its earlier guidelines prohibiting loans to individuals
against shares, decided to prohibit these Banks from granting any financial assistance against
security of shares and debentures effective from 19.4.2001.

The salient features of the instructions are us under:

(M Urban Cooperative Banks should not entertain any fresh proposals for lending directly
or indirectly against security of shares either to individuals/stock brokers or to any
other entity, further urban cooperative Banks should not grant any advance for
financing Initial Public Offerings (IPOs).

(i) Urban Cooperative Banks should take immediate steps to recall advances to stock
brokers or direct investment made in shares which were not permissible activities and
to dispose off such investments forthwith.,

(i) The advances granted to individuals against security of stock/debentures up to the
hitherto permissible limit (i.e. Rs. 10 lakh/Rs.20 lakh against physical scrips/demat shares)
should be repaid by the borrowers on or before the contracted dates. Such facilities
should under no circumstances be renewed thereafter.

5.13 The Committee took oral evidence of the representative of the MMCB including ifs
former officials namely, Shri Rameshchandra Nandlal Parikh, former Chairman, Shri Devendra
Pandya, former Managing Director and Shri Jagdish B. Pandiya, former Branch Manager, Mandvi
Branch of MMCB on 7.1.2002.

5.14 During the deposition, the present administrator of MMCB admitted that the loans

given by the Bank to its former Chairman were unsecured loans, which was in violation of the
regulations. He further confirmed that on 1.03.2001, the Bank had advanced loan of
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Rs. 154.37 crore to M/s. Panther Fincap Private Ltd., a Ketan Parekh entity against an exposure
limit of Rs.5.5 crore. Further, the KP entities were advanced loans of Rs.888 crore against the total
sanctioned limit of Rs. 235 crore. It was also accepted by the present representative of MMCB
that the advances were given to KP entfities by the Mandvi Branch of the Bank on telephone
instructions of the then Chairman.

5.15 According to the former Chairman of the Bank, the Board and the Chairman were
sanctioning the loans according to the rules and the reasons for failure of the MMCB was due
to the mistakes committed by the execution part and that all the money granted to KP group
were in violation of the Board’s decision. He denied that the Chairman or the Board of MMCB
were aware of the advances of Rs. 888 crore to the KP Group.

5.16 The former Managing Director of the Bank, however, contradicted the above statements
of the former Chairman and stated that everyone including the Board and the Chairman were
aware of the unsecured advances given to the KP Group for the alleged purpose of broker
business in the Capital Market which itself was against the RBI guidelines. He stated that there
was no system of review of the large accounts by the Board. The reasons that such amounts
did not reflect in the inspection of the RBI was that such amounts were shown as credit balance.
According to him, the Mumbai Branch of the Bank was authorised to borrow call money from
the market without the knowledge of Head Office and that there was no specific policy of the
RBI in this regard. He submitted that advances to the tune of Rs. 888 crore were given to the
KP entities by the Mumbai Stock Exchange Branch of the Bank on the instruction of the then
Chairman and there was no Board sanction to enhance it from Rs. 180 crore to Rs. 888 crore.
According to the present CEO of the MMCB, such increase of advances started from October,
2000 and all these transactions in excess of the sanctioned limits were done over a period of
6 months.

5.17 The former Branch Manager of the Mandvi Branch, Mumbai (Shri Jagdish Pandya)
submitted that he was allowing excess drawing to KP companies and borrowing call money
from market on the oral instructions over telephone from the then Chairman & Managing Director
of the Bank. In this regard, he stated that:

*It is a regular practice and it is done on the phone only. All reports of overdrawn
accounts are sent to the Head office only through the Chairman and the MD. In respect
of whatever overdrawn accounts, we send our statement to them and on telephone, my
office and | also inform him that these are the overdrawn accounts.”

5.18 This fact was admitted by the former MD of the Bank also. The former Chairman,
however, denied about ever giving the said oral instructions. The Committee were also apprised
by him that there was only one auditor in the Bank who was doing both statutory and internal
audit and there never was any adverse audit report.

5.19 On its being pointed out by the Committee that when nothing was wrong then why the
Bank collapsed, the former Managing Director stated “I must control the system. But | failed it”.

5.20 To the submission of the former Chairman that nothing was coming to the Board, the
former MD confradicted it and submitted that internal inspection reports, statements, minutes
efc. were always placed before the Board.

5.21 The present administrator of the Bank informed the Committee that according to existing
provisions, a person can remain Chairman of a Cooperative Bank for 10—20 years. But now the
Govt. of Gujarat is bringing legislation according to which a person cannot be appointed as
Chairman for more than two terms.
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5.22 Regarding the relatfionship with Ketan Parekh, the former Chairman submitted that he
was not a relative of Ketan Parekh. He had only done brokerage for his company. The Committee
were also apprised that Ketan Parekh was infroduced by Shri Sirish Maniyar, who was the cousin
of the former Chairman with the recommendation that he was a good party and to give him
some facility.

5.23 In response to the question, the RBI have submitted that the periodicity of inspection of
scheduled Urban Cooperative Banks other than weak UCBs was ‘once in two years’, prior o
*1.6.2001. After the failure of MMCB, Ahemdabad, the periodicity was made ‘once in a year’
in respect of scheduled UCBs including weak UCBs w.e.f. 11.6.2001. The MMCB was inspected
during September-October, 1999 with reference to its financial position as on 31.3.1999. No
inspection was conducted during the year 2000 pertaining to the position as on 31.3.2000 as the
periodicity was raised to once in a year only w.e.f. 11.6.2001.

5.24 On the periodicity of the inspection of the Bank, the former MD submitted that:—

“There was no periodical inspection either from the State Govt. or from the Central
Registrar. Inspection was done only by the RBI and the auditors who were appointed by
the State Govt. who were on the panel of the Central Registrar or the State Registrar......
The last inspection by RBI was in 1999”,

5.25 Regarding his business activities, the former Chairman admitted that Madhur Capital &
Finance Limited, Madhur Shares and Stocks Limited and Madhur Food Products Limited were his
companies and the credit facility from MMCB was only in respect of Madhur Food Products and
the other two companies had only current accounts with the Bank. He also admitted that there
has been a large transfer of funds from the account of Madhur Food Products Limited to the
accounts of the other two firms without any frade transactions taking place.

5.26 The present administrator of the Bank informed the Committee that against the sanctioned
limit of Rs. 2 crore, an amount of Rs.19 crore was outstanding from Shri Shirish Maniyar, the
cousin of the former Chairman. The amount of Rs. 2 crore was taken against shares and securities
but in the balance sheet the entry was ‘loans against fixed assets’.

5.27 The former Chairman also admitted to fransfer of an amount of Rs.135 crore from
17.1.2001 to 28.2.2001 from the entities of KP M/s. Panther Fin. Cap Private Limited to the current
account of M/s Madhur Capital & Finance Limited.

5.28 Regarding the pay orders of Rs.137 crore issued by the MMCB in favour of KP companies,
the present management of MMCB informed the Commifttee that eight companies of Ketan
Parekh had deposited clearing cheques of Rs. 146 crore against which the MMCB had issued
the pay orders. However, these cheques were also returned by their Bankers. The Bank is required
to make payment of Rs. 137 crore against pay orders to the Bank of India. This matter is
pending with the Debt Recovery Tribunal and Ketan Parekh has also been asked by MMCB to
deposit the amount for which the companies allegedly associated with KP had given promise.

5.29 The Committee were also informed by the former Branch Manager of Mandvi Branch
that the former Chairman used to visit the Mandvi Branch for opening the accounts of KP
companies by using his personal influence. This fact was denied by the former Chairman who
stated that he had never visited that Branch.

5.30 Regarding filing of criminal complaints against the former officials of the Bank, the
present CEO of the Bank stated as under.—

*We have filed one case before the police and thereafter it has been transferred to the
Metropolitan Magistrate Court. The CBI is also inquiring into the matter. We have filed
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individual cases against the Ex-Chairman and the Ex-MD and also against the Branch
Manager under various sections, including section 120-B which provides that whenever
the investigative agency finds that any other person is also a culprit, he may also be
covered by the investigation. So it is now up to them.”

5.31 The former MD admitted before the Committee that he was fully aware that the money
which was being advanced to Ketan Parekh companies to invest in share market was against
the Banking regulations, but claimed helplessness because he did not have the job security and
would have lost his job had he defied the Chairman’s directions.

5.32 Shri Devendra Pandya, Ex-MD informed the Committee that the former Chairman
Shri Rameshchandra Parekh was earlier the Managing Director of the Bank right from its inception
and knew everything about the Bank. He admitted that the Board was called at 3.00 A.M. in
the night of 12.3.2001 (3.00 A.M. in the morning of 13.3.2001). The Chairman then told the staff
not to take any action against him and he would bring Rs.100 crore in the morning and make
the Bank operational. There were crores of rupees business dealings between the Chairman and
Ketan Parekh enfities and no one from the staff dared to stop him from indulging in corruption.
Regarding the denial of the Chairman about giving instructions to the Branch Manager, Mandvi
Branch, the Ex-MD clarified that such instructions were given over the four mobile phones
maintained by the Chairman of the Bank.

5.33 He also submiftted that the Chairman’s son was also involved for an amount of
Rs. 46 crores. To a query of the Committee as to what was the commission of the Chairman
when payments were made by the Bank to Ketan Parekh, the Ex-MD submitted that the Chairman
did not take percentage but takes a share in the business by way of brokerage. The Ex-MD
informed the Committee that the former Chairman used to sit in the Mandvi Branch, Mumbai
of the Bank. Whenever phone calls were received from Ketan Parekh or Shirish Maniyar, he
instructed the Branch Manager (Shri Jagdish Pandya) fo move out of the cabin and thereafter
instructed him to make payments of crores of Rupees in their favour. He submitted that the Bank
was alright upto the end of October 2000 and all the developments took place between
November, 2000 to March 2001 but he denied that he had any prior knowledge of outfstanding
advances of Rs. 888 crores against the sanctioned limits of Rs.180 crore to KP entities and he
came fo know about it only on the 2.3.2001.

5.34 When the Committee pointed out that being the MD of the Bank, it was his responsibility
also to detect these irregularities, he accepted the failure to do so. He admitted that he did
not inform the RBI in regard to the irregularities committed by the Chairman of the Bank.

5.35 The Committee also heard the views of (Shri Jagdish Pandya) the Ex-Branch Manager
of Mandvi Branch of the Bank. The Ex-Branch Manager submitted that the accounts of
KP Group were opened in that Branch on the instructions of the former Chairman. To a pointed
query of the Committee whether there was a nexus between the Ex-chairman & Ex-MD, the
Ex-Branch Manager answered in affirmative. According to him the pay orders of Rs.137 crore to
KP Group were issued by him on the instructions of the former Chairman. He also admitted that
advances to the tune of Rs. 888 crore were made to KP Group on the instructions of the
Ex-Chairman and Ex-MD. When asked by the Committee, Shri Ketan Parekh stated that certain
amounts payable to MMCB from the borrowings have dlready been paid pursuant to the
conditions of bail in the criminal complaint filed against him by MMCB.

5.36 The Committee took oral evidence of the Central Registrar of Cooperative Societies
(CRCS); Registrar of Cooperative Societies, Gujarat and the representatives of the RBI .

5.37 During the evidence, the Central Registrar of Cooperative Societies stated that the
Cooperative Banks expand their operations and Branches to more than one State then it is
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registered as a Multi-State Cooperative Society. In 1985, the Central Government authorized the
State Registrars of Cooperative Societies 1o exercise the powers of Central Registrar with regard
to Multi-State Cooperative Society except two functions, namely, registration of Cooperative
Society and the amendment of its bye-laws which have been retained by the Central Registrar.
When something adverse come to its notice, the Cenfral Registrar intervenes and takes
appropriate action. The working of the Multi-state Societies and UCBs remain the day-to-day
concern of the RCS of the respective States.

5.38 During evidence, Shri R.M. Joshi, RCS, Gujarat admitted that one Shri Jasubhai S. Patel
had filed a complaint against MMCB in 1998 regarding the sanction of advances to entities
related to former Chairman and his group companies. This complaint was forwarded by RBI to
RCS, Gujarat on 26.10.1998 .

5.39 The Joint Registrar (Audit) of Cooperative Societies vide his lefter dated 4.1.1999 replied
to RBI that an enquiry had been conducted through the District Registrar of Cooperative Societies,
Ahmedabad and "no substance was found” in any of the allegations. According to RCS, Gujarat,
their reply to RBI was based on a previous investigation conducted by the District Registrar on
the complaint of Jasubhai Patel which was earlier received by them . He could not give any
reply to the query of the Committee as to why no further investigation was made on the report
of the RBI.

5.40 The RBI representative commented on the issue as under:

“There was a complaint of April, 1998 from Shri Jasubhai Patel. There, he has given a
number of instances of violation of Banking norms and abuse of authority on the part of
Chairman. It was investigated by the RBI. There was a special investigation by RBI on the
complaint made by Jasubhai Patel. We found that it was substantially correct and in a
nutshell the finding was that there was gross abuse of authority because the loans and
advances were made to Chairman, his relations and other Board members in gross
violation of Banking norms. Since the Reserve Bank of India does not have power to take
action against the management of the Bank and the power lies with the State
Government, the matter was referred to the State Government. The Reserve Bank of
India also pursued the matter with the Bank. | would like to clarify that it is not that the
Reserve Bank of India did not take action. When the State Government writes back to
the Reserve Bank of India that no substance was found in the complaint during the
investigation, you may kindly appreciate our position.”

5.41 According to him, as a follow up action, the RBI asked MMCB to recall the advances.
Giving reasons for not superseding the Board of MMCB, the representative of RBI stated that
RBI's approach is preventive and supersession is an exireme power, especially when their
co-regulator i.e. RCS is stating that nothing was wrong. Further, since the Chairman of the Bank
was more involved, it was not proper to punish the entire Board and even if RBI had requested
the RCS to supersede the Board, their case would have been very weak.

5.42 Giving reasons for not conducting a proper inquiry against the Bank, the RCS, Gujarat
submitted that RBI requested them to institute an enquiry under section 86 of the Gujarat
Cooperative Societies Act, 1961 whereas the Bank does not fall under the said Act and further,
section 86 is to determine whether the Board of Directors or officers have caused any loss 1o
the Cooperative Society and if so, then an enquiry is to be instituted under section 93 for
recovery of the said loss. In this case, apparently no loss was caused to the Bank.
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5.43 On the justification put forward by RBI for not taking any action against the MMCB on
the ground that the appropriate authority was the State Government, the Central Registrar
stated that

*It is not correct to say that the Reserve Bank of India has no authority. They have all
powers under the Banking Regulation Act. Under the Multi-State Cooperative Societies
Act also, the Reserve Bank of India has been given certain powers to enable them to
take effective steps and control the Banking operations of such Banks because Banking
operations are something very technical and only RBI can look affer those functions
effectively. So, under Section 48 of the Multi-State Cooperative Societies Act, if the RBI
feels that something wrong is going on in a particular Bank and the management is not
working properly, they have the powers to send a requisition to the Central Registrar to
supersede that Board and appoint an Administrator and the Central Registrar is duty
bound to supersede that Board if he receives a requisition from the Reserve Bank of
India.”

5.44 Giving the sequence of events and the actions taken by the Central Registrar before
and after the supersession of the Board on 14/156.3.2001, the Central Registrar submitted in detail
as under

*On the 13th of March, 2001, | got a call from the Secretary, Co-operation, Gujarat. He
informed that something serious has happened in Madhavpura Bank. In fact, from October
2000 onwards, the CD Ratio—the Credit Deposit Ratio of the Bank, how much deposit it
has got and how much credit it is advancing to the parties—in the month of September
2000, it was 76 percent, which was reasonable. It increased further in November,
December, and in March it went up to 131 percent. That means, they have advanced
something which is beyond their means, and that resulted into the liquidity crunch of the
Bank. | got a message from the Secretary, Co-operation, Gujarat saying that there is a
run on the Bank branches of this Bank and | got in fouch with RBI. | tfalked to Mr. Mathur
on telephone. He then sent a requisition to me for supersession of the Board and
appointment of the Administrator. | got this requisition on the 15th of March and on the
same day, | passed the supersession orders.

Now, under the provision of the Act, I, as the Central Registrar, can also supersede but
there is a procedure for that. That procedure is lengthy. | have to issue a notfice to the
Board, they have to reply, and then | have to pass a final order. But in the case of RBI
requisition, no such procedure is required. So, they sent me the requisition and | superseded
the board of management of the Bank and appointed Administrator of the Bank.”

5.45 The Committee were subsequently informed by RBI that the CD Ratio of MMCB for the
months of November and December, 2000 was 90.0 and 94.9 respectively and for the months
of January and February, 2001 it was 104.8 and 109.4 respectively.

5.46 In reply to a query of the Commifttee as to why the RBI failed to notice the advances
made by the Bank in excess of RBI norms from the monthly/quarterly reports received from
MMCB, the RBI representative submitted that CD ratio was not being given in the reports then
but now the RBI has prescribed its requirement in the report.

5.47 Responding to a question as to what action had been taken by the RCS, Gujarat State
after 13.3.2001, the Registrar of Co-operative Societies, Gujarat stated that special audit was
carried out for the year 1998-99 and 1999-2000 and audit for 2000-2001 was also done and they
found that a number of irregularities had been committed by the auditors in their audit reports.
Because of this default they were served with a notice for fixing the responsibilities for the loss
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to the Bank. Those auditors were two Chartered Accountants namely. Shri Manubhai A. Panchal
(1998-99) and Shri S.N. Valera (1999-2000) and a formal complaint was lodged in March, 2002
with the Institute of Chartered Accountants of India against them. He further informed the
Committee that for Multi-State Co-operative Societies, audit is carried out by a panel of auditors
who are Chartered Accountants, decided by the Central Registrar.

5.48 On being asked whether RBI proposes o issue any directives prohibiting the members
of the Board of Directors from taking loans from the Banks for their personal use, RBI stated in
the written reply that the Banking Regulation Act, 1949(As applicable to Co-operative Societies)
does not prohibit urban co-operative Banks from granting secured advances to their directors/
their relatives or concerns in which they are infterested. Section 20(1) of the Act provides as
under.—

"20. Restrictions on loans and advances:
(1) No co-operative Bank shall—
(@) Make any loans or advances on the security of its own shares; or
(b) Grant unsecured loans or advances—
() to any of its directors; or

(i) to firms or private companies in which any of its directors is interested as partner or
managing agent or guarantor or to individuals in cases where any of its directors is
a guarantor, or

(i) to any company in which the chairman of the Board of directors of the co-operative
Bank (where the appointment of a chairman is for a fixed term) is interested as its
managing agent, or where there is no managing agent, as its chairman or managing
director.

Provided that nothing in clause (b) shall apply to the grant of unsecured loans or advances—
(o) made by a co-operative Bank—

() against bills for supplies or services made or rendered to Government or bills of
exchange arising out of bonafide commercial or frade transactions, or

(i) in respect where of trust-receipts are furnished to the co-operative Banks;

(b) made by a primary co-operative Bank to any of its directors or to any other person
within such limits and on such terms and conditions as may be approved by the
Reserve Bank in this behalf.”

In pursuance to the above legal provision, the Reserve Bank of India had prescribed that
the amount outstanding in respect of such unsecured advances to the directors and the concerns
in which directors are inferested and to the relatives of the directors and to the concerns in
which the relatives are interested shall not at any time, taken together, exceed:

(a) Rs. 50,000/- or 10 per cent of the total of the time and demand liabilities, whichever
is lower, in case where the total of the time and demand liabilities does not exceed
Rs.1.00 crore.
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() Rs, 1.00 lakh, in cases where the total fime and demand liabilities exceed
Rs. 1.00 crore but less than Rs. 10.00 crore.

(©) Rs. 2.00 lakh in cases where the total time and demand liabilities exceed
Rs. 10.00 crore.”

In addition to the above, a ceiling of not exceeding 10 per cent of the Bank’s demand and
time liabilities has been prescribed for the total loans or advances (both secured and unsecured
or other financial accommodation) that could be granted by a UCB to all its directors and to
the concerns in which its directors are interested as also to the relatives of the directors and to
the concerns in which such relafives are interested.

5.49 Regarding the corrective measures suggested by RBI in view of the irregular fransactions
in the MMCB, the RBI representatfive submitted that :

“"We have suggested to the Central Government to constitute an apex body for the
supervision of the urban cooperative Banks where the representatives of the Central
Government, State Government and various experts will be there. That proposal is under
the consideration of the Government. We have sent a draft Bill also to the Government,
and that matter is under consideration. After these irregular tfransactions in Madhavpurag,
we have taken a number of preventive steps. One is that the urban Banks cannot keep
deposits with other Banks. We have given them time fill June 2002 to unwind their
fransactions. We have increased the SLR proportfion, the proportion of Government
securities in the SLR requirement. We have done two major things. We are evolving ALM
(Asset/Liability Management) guidelines so as to see that there is a proper balance in
the assets and liabilities of these Banks. We have constituted a group comprising the
representatives of urban Banks and our own staff. We have evolved guidelines. We have
put them on our website. We are training the staff of the urban Banks in the asset/liability
management. We are also evolving a rating system. These are some of the measures
which will strengthen the urban Banking system.”

5.50 The Committee were informed that under the existing Multi State Co-operative Societies
Act there are about five lakh co-operative societies in the country. Though co-operation is
primarily a State subject, the Government of India is primarily concerned with the Multi State
Co-operative Societies governed under the MSCS Act, 1984. Of the 311 MSCS that are functioning,
32 are Urban Co-operative Banks. The Central Registrar of Co-operative societies does not register
these Multi State Urban Co-operative Banks which are governed under the concerned State
Acts.

5.51 Under the Section 96 of the Multi State Co-operative Societies Act, the punishment for
a member or officer willfully making a false return or furnishing false information has a maximum
fine of Rs.200. Further, in the event of any fraudulent fransaction taking place or mismanagement,
there is ambiguity with regard to role of the Central Registrar of Co-operative Societies or the
State Registrar or the RBI.

5.52 The Committee went through the recommendations made by the Jagdish Capoor
Committee Report as well as the High Powered Commifttee constituted under Shri Madhav Rao
and noticed that both the committees had advocated that duality of control in the case of the
co-operative Banks was posing serious problems in their working and recommended that necessary
legislative changes should be made to resolve this issue. The Madhav Rao Committee which
had parficularly been constituted on Urban Co-operative Banks had recommended that the
only effective way to address the problem of dual conftrol is to carry out amendments in the
State Co-operative Societies Act, 1984 and also Banking Regulation Act, 1949 to clearly demarcate
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the Banking related functions which are to be solely regulated by RBI and those related to the
establishment of Co-operative Societies and their co-operative character which shall remain
within the domain of the Registrar of Co-operative Societies of the concerned States. The
Committee were informed that RBI has since accepted most of the recommendations. RBI has
also informed that the issue relafing to the amendments to the State Co-operative Societies
Acts, as recommended by the High Powered Committee was recommended to the Government
with a request to take up the matter with the concerned State Governments to promote
necessary legislative amendments in this regard. In reply, Ministry of Finance, have advised that
it may be possible to bring the co-operative Banks under the discipline of RBI's regulatory and
supervisory regime by making suitable amendments in the Banking Regulation Act irrespective of
provisions in the State Co-operative Societies Acts and the Government would like to consult the
Ministry of Law on the subject and accordingly requested RBI to submit comprehensive proposals
for amendments of Banking Regulafion Act 1949.

5.53 In view of the request made by the Ministry of Finance, RBI has forwarded proposed
amendments to Sections 5, 7(2), 11, 22, 30, 36(AC) and 45 of Banking Regulation Act to the
Government of India.

5.54 The Committee note that although there do not appear to have been any serious
violations by the Bank of the guidelines issued by RBI till 30.6.2000, there was thereafter a steep
increase in advances without a corresponding increase in deposits. In fact, the CD ratio went
up between October 2000 and March 2001 from 76 per cent to 131 per cent, which meant that
the Bank was lending beyond its means. The steep increase in advances was mainly owing to
the Bank improperly and illegitimately making vast sums available, under various guises, to
certain stockbrokers, in particular entities controlled by Shri Ketan Parekh. That the exponential
increase of advances to KP Group companies occurred when the market was falling shows that
the nexus between the Bank and the broker was of long-standing. The Committee also note that
at the Mandvi branch, Mumbai of the Bank, large Pay Orders were issued to the Ketan Parekh
group of companies aggregating Rs. 4626.19 crore between 27.11.2000 and 9.3.2001. Of the
advances outstanding at Rs 1594.17 crore (as on 16.3.2001) a sum of Rs. 1082.22 crore, constituting
68% of the advances, were in the nature of unsecured advances granted to 21 borrowal accounts
belonging to stock brokers. Out of these, at least 10 accounts indicated linkages with Ketan
Parekh, in whose case the exposure was Rs 943.57 crore i.e. 77.9% of total advances to share
brokers.

5.55 MMCB was relying on the Call Money Market to meet with exigencies but on no
occasions defaulted in its repayment obligations except on 7.3.2001 when its borrowings from
Call Money market, attributed largely to the advances it had given to the Ketan Parekh and
other broking entities in the form of Pay-Orders etc. were left unsecured. While the Ketan Parekh
entities were able to avail of instant credit by discouting the MMCB Pay-Orders aggregating to
Rs.137 crore from the Stock Exchange Branch of Bank of India, Mumbai, the entities enjoyed
substaintial sanctioned limits, MMCB failed to meet with its obligations at the Brihan Mumbai
Clearing House when the said Pay-Orders were presented for settlement on 9/3/2001. The feasibility
of the Bank’s harnessing potential alternative means to satisfy its clearance obligations was
nipped in the bud when RBI stepped in on 13.3.2001 and invoked Rule 11 barring MMCB from
accessing the Clearing House in any manner with retrospective effect from 9.3.2001. The
Commitiee are of the view that while the nexus between Chairman, MMCB and Chairman of
KP group companies warrants further investigation by the agencies concerned, it is also necessary
for RBI and SEBI to draw the right lessons from the regulatory point-of-view to put in place an
integrated system of alerts which would piece together disparate signals from different elements
of the market to generate special attention to any unusual acitivity anywhere in the system
which might have a bearing on the integrity of the stock market.
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5.56 The Commiitee take serious note that the Chairman and top executives of the
Madhavpura Mercantile Co-operative Bank indulged in a series of irregularities flouting all prudent
Banking norms and the guidelines laid down by the Reserve Bank of India. This resulted in a run
on the Bank in March 2001 and triggered a run on the deposits of several co-operative Banks,
not only in Ahmedabad but also in other towns of Gujarat. In view of its inability to meet the
heavy demand of the depositors, MMCB closed down all its branches on 13.3.2001.

5.57 Other glaring irregularities pointed out by RBI in their special scrutiny undertaken after
the exposure of the scam in March 2001 were that, in several cases, the balances outstanding
in the borrowal accounts were far beyond sanctioned limits, the gap ranging between 100% and
400%. The wide deviation between sanctioned limits and outstandings reflected overdrawals
which were allowed as per the oral instructions of the Chairman and these were not confirmed
even subsequently. Loans to stockbroking companies were unsecured and much beyond
permissible limits. The purpose for which such advances were given was indicated as “Loans
against Fixed Assefs” primarily with a view to camouflaging the Bank’s lending to brokers in
violation of RBI guidelines. Moreover, the Bank’s Board violated RBI guidelines relating to the
review of large borrowal accounts. Limits were sanctioned without proper credit appraisal and
post-disbursement supervision was ineffective. Besides, the Bank had been resorting to large
borrowings through the call money market for the purpose of lending to these big borrowal
accounts. Between December 2000 and March 2001, the Bank’s daily exposure to the Call
Money Markets rose from Rs. 122 crore to a peak of Rs. 270 crore and stood at Rs. 197 crore
on 21.3.2001.

5.58 During the RBI inspection conducted for the year 1999, it has been noficed that the
standard of credit appraisal obtaining in the Bank was deficient. However, RBI did not take
corrective action. The Bank violated RBI directives with respect to credit exposure, sanctioning
credit limits much in excess of its credit exposure ceiling. It also defaulted in the maintenance
of the Statutory Liquidity Ratio (SLR). Although RBI has said CD ratios were not required to be
included in monthly/quarterly reports received from UCBs, the Committee are of the view that
even in the absence of a specific provision for the calculation of CD ratios in the format of
report submitted to RBI, discrepancies between credits and deposits in MMCB returns should
have been evident from the face of the record.

5.59 The Committee take serious note of the fact that the then Chairman of the Bank was
instrumental in getting huge amounts of loans sanctioned by the Bank in blatant violation of
extant rules/guidelines either for his personal gain or for the benefit of his close relations. He
misused his official position for his personal business interests by securing from the Bank credit
facilities much beyond exposure norms for M/s Madhur Food Products Lid., a company in which
he was a Director. Large funds were transferred between different accounts belonging to the
business concerns of the Chairman; for instance, amounts were withdrawn from the loan account
of M/s Madhur Food Products and transferred to other accounts of the Chairman, that is,
M/s Madhur Shares and Stocks Ltd. and M/s Madhur Capital and Finance Lid. In the pursuit of
his vested interests, the Chairman colluded with Ketan Parekh. For example, between 17.1.2001
and 28.2.2001, Rs. 135 crore were transferred from the hypothecation account of M/s Panther
FinCap and Management Services Pvt Lid—a company belonging to the Ketan Parekh Group to
the current account of M/s Madhur Capital and Finance Pvt Ltd.—a company belonging to the
Bank Chairman’s group. This appears to have been done in consideration of unduly large credits
extended by the Bank to the Ketan Parekh Group at its Mandvi branch, Mumbai, indicating a
business nexus between the Chairman and Shri Ketan Parekh.

5.60 The Committee note that way back in 1998, one Shri Jasubhai S. Patel of Ahmedabad
registered a complaint against MMCB regarding misuse of public monies and gross violation of
rules/regulations etc., simultaneously but separately with the Registrar of Cooperative Societies,
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Gujarat and RBI. RCS Gujarat conducted an inquiry through the District Registrar, Ahmedabad
who gave MMCB a clean chit. However, after conducting its own investigation, RBI found that
the Chairman of the Bank was indulging in all sorts of malpractices for personal gains. RBI also
noted many other irregularities. Yet, although the RBI report was forwarded to RCS Gujarat for
taking further action, RCS Gujarat merely reiterated the clean chit given earlier by the District
Registrar. Thereafter, RBI did not pursue the matter further. Nor did RBI take up the maitter, as it
should have, with the Central Registrar of Co-operatives. The Committee are unable to accept
the plea taken by RBI that they were helpless in the matter in view of the report received from
the State Registrar.

5.61 The Committee question the role played by the State Registrar, who, instead of constituting
a special audit, just forwarded the report received from the District Registrar and did not bother
himself to investigate the veracity of the charges made. The Commitiee consider this a serious
lapse on the part of the State Registrar. The Committee find that under the Act itself, the State
Registrar was vested with wide powers and could have superseded the board. Consequent to
the delegation of authority by the Central Registrar to the State Registrar, there should have
been a mechanism in place for the Central Registrar to be informed of any unusual activity in
the Bank.

5.62 The question of duality of conitrol engaged the consideration of the Committee. This
aspect is covered in detail under the chapter relating to RBI.

5.63 The Committee also note the dubious role played by the auditors who failed to point
out serious irregularities while conducting audit for the year 1998-99 and 1999-2000. A formal
complaint is reported to have been lodged in this regard by the RCS Gujarat with the Institute
of Chartered Accountants of India in March, 2002. Even in the absence of the calculation of the
CD ratio, discrepancy between credit to deposit were evident from the face of the records.

5.64 The Committee were informed that a criminal complaint was lodged by the RBI in the
court of Chief Metropolitan Magistrate, Ahmedabad against the MMCB, its Chairman and
Managing Director on 14.3.2001 under section 46 of the Banking Regulation Act 1949, read with
section 58(B) of the Reserve Bank of India Act, 1934, for having made false statements to RBI
with respect to call money borrowing and also failing to meet its assurance for submitting the
required information. A criminal complaint had also been lodged by the Administrator of
MMCB Lid. with Madhavpura Police Station, Ahmedabad on 21.4.2001. Later, in terms of the
order of the High Court of Gujarat, Ahmedabad dated 2.5.2001, CBlI has been directed to
investigate the deeds/misdeeds of the ex-Chairman and Managing Director and other officials
involved in the mismanagement of the Bank. In pursuance of court orders, the case was
fransferred to CBI, Mumbai, and an FIR has been registered with Special Police Establishment,
Mumbai Branch on 18.5.2001. On 1.6.2001, charge sheet in the case has been filed against
Ketan.V.Parekh, Kartik.K. Parekh, Ramesh Parekh, Chairman, MMCB, Devendra B. Pandyaq,
Managing Director, MMCB and Jagdish.B.Pandya, Branch Manager u/s 120-B,420,467,468 and
471 of IPC. The case is stated to be pending in the Court of the Chief Metropolitan Megistrate,
Mumbai. The Committee desire that these cases be decided expeditiously.

5.65 The Committee note that in view of the serious irregularities committed by MMCB, a
series of measures have been taken by RBI whereby UCBs have been prohibited from exitending
financial assistance against securities of shares and debentures. RBI has also prohibited UCBs
from grant of advances from financing Initial Public Offerings (IPOs). RBI has also directed that
steps be taken to recall all such advances to stock brokers. Whereas prior o 11.6.2001, pursuant
to RBI directives, inspection of UCBs was effected once in two years, after that the periodicity
will henceforth be once every year.
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5.66 It will be seen that almost everything was being wrongly done in MMCB and almost
everyone was involved. This case therefore deserve severest action. The Committee recommend
the following :—

@M

(ii)

(iii)

(iv)

v)

The Committee is of the opinion that in the gross irregulariies committed in the
functioning of the MMCB, everyone was involved. The Committee believe that all
those involved must be dealt with severely and expeditiously. The Committee
recommend that RBI, State Registrar of Co-operative Societies and Central Registrar of
Co-operative Societies should fix responsibilities for wrong doings and proceed
expeditiously against all those who are found involved . Had such misdeeds not been
committed, the fabric of co-operative Banking system could not have been affected
to this extent.

The Ministry of Finance must give a serious thought to the problem of duality of
control in the case of co-operative banks which in fact is not only resulting in cross
directives adversely affecting the working of the co-operative banks but also since
most of the State Registrars are not exercising proper control and surveillance over
these banks, it is noticed that the co-operative banks often flout rules with a sense
of total impunity without the fear of any kind of accountability. The Committee therefore
are inclined to agree with the recommendations made by the High Powered Committee
and desire that the bank-related functions of the co-operative banks should be brought
fully under the purview of Banking Regulation Act, 1949, so as to bring a clear
demarcation of areas of activities of cooperative banks which will fall under the
domain of RBI vis-a-vis the Registrar of Co-operative Societies. The legislative proposals
submitted by the RBI to the Ministry of Finance as well as the proposal regarding
seifting up a separate apex body for regulating the entire urban co-operative sector
therefore, merits early consideration.

In order to prevent irregularities of the type surfaced in the case of some of the
co-operative Banks which were examined by the Committee they are of the view
that full ban on granting of loans and advances to the directors and their relatives
in concerns in which they are interested needs to be imposed. Appropriate legal
procedures may be initiated to ensure that there is no conflict of interest in the grant
of loans and advances to the directors and their relatives in the concerns in which
they are interested.

The Committee recommend that stringent laws be put in place to deal with fraudulent
fransaction like the ones that have come to light in relation to the affairs of MMCB
and conduct of it Chairman and other senior functionaries. The laws must ensure that
those guilty be brought to book expeditiously and disgorge their ill-gotten gains through
confiscation of property and other appropriate measures.

Penalties under the Banking Regulation Act, 1949 for false return/information must be
enhanced to serve as a deterrent.

(b) City Co-operative Bank Lid., Lucknow

Brief History of the Bank

5.67 The City Co-operative Bank Ltd. Lucknow was registered on 22.8.1994 under the UP
Co-operative Societies Act, 1965 and was issued a licence to carry on Banking business on
21.1.1995. The area of operation was earlier confined to the Municipal limits of Lucknow but was
subsequently extended to cover the contiguous districts of Unnao, Rae Bareli and Barabanki.
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The Bank has 4 branches including the main branch. Its deposits and advances stood at
Rs. 66.48 crore and Rs. 32.22 crore respectively, as on 31.3.2001. The Bank is permitted to conduct
normal Banking business and at present it is prohibited under an RBI Direction from accepting
fresh deposits and making fresh advances. The Bank was not authorized to deal in foreign
exchange including acceptance of NRE/NRO deposits. The Bank was functioning under an
elected Board of Directors, which took over from the previous Board on 30.11.1999. The Bank
had no investment policy. It now transpires that Shri Anand Krishna Johari who was on the Board
of the Bank since 1996, was taking investment decisions and making investments in his companies
contrary to RBI guidelines.

5.68 On 20.3.2001, there was heavy rush for withdrawal of deposits in all the four braches of
the City Co-operative Bank Ltd., Lucknow triggered off following a news report which appeared
in local daily 'Dainik Jagran’ at Lucknow that there have been defaults by one
Shri Anand Krishna Johari, promoter of M/s. Century Consultants Ltd., a stock broking firm and
a director on the Board of the Bank who was entrusted by the Bank for management of its
investment portfolio. The matter was investigated by the Lucknow Regional Office of Reserve
Bank of India.

5.69 Investigations have revealed that the Bank had opened deposit accounts in respect of
four front companies of the promoter of M/s. Century Consultants Ltd. (A.K. Johari Group) viz.
Cyberspace Infosys Ltd., Kamal Infosys Ltd., Kamal