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Historical Background

Afterindependence, the AllIndia Financial
Institutions were engaged m Term
Fnancmg, Project Appraisals, Mo nito nng,
Implementation

Commercial Banks were exc lusive ly
fmancmg working capitalneedsof
b oo we rs.

Flshad adequate expertise, experience m
such appraisals and TEV studies.
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With the advent of Universal Banking the
FIs and Banksare now considernng
multifanoustypesoffmancialneedsof
clentsimcluding projectfinance, leading
to fmancialfrauds and re sultant nisks.

Need forstrengthening the mec hanism
to dealwith financialfrauds and
understanding best practices.
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Data on Financial Frauds

Increase m gross NPAsm Public Sec torBanks
n 9 monthspernod ending 31.12.2013- from
Rs. 1.80 lakh crore to Rs. 2.43 lakh crore

indic ates 35% gro wth.

Top 30 NPA accounts amounting to Rs.
63,671 crore 1e. 1/3 oftotal NPA and 25% of
oo ss NPA isaccounted forby 50
corporates.
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The amountinvolved mloan frauds
especially large value comporate frauds
hasmcreased substantially from Rs 2037
crore m 2009-10 to Rs. 8646 crore by
2012-131e.anmcrease of 324.27%.

Although Numberoffraud caseshas
shown a decreasing trend from 24,791
casesm 2009-10 to 13293 casesm 2012-
131e.a declne 0£f46.37%, but there has
beenincrease in large value cormporate
frauds.
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Iarge value cases (> Rs. 50 crore) has
mcreased from 16 casesmvolving an
amountofRs 1796.20 crore in 2010-11 to
45 casesm 2012-13 involving an amo unt
ofRs. 5334.75 crore.
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CAUSES OF FINANCIAL FRAUDS

Lack of proper risk assessment
a) At pre sanction level.

b) At disbursement level

c) At security creation level

d) End-use of funds

e) Monitoring and follow up
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Lack of proper risk assessment
- At pre sanction level

Iackofexpertise m Commercial Banks for
Project Appraisal Pre-Fe asibility Study,

Fe a sibility Study.

Absence of Management Effo rts to
develop specialcadre forsuch ac tivity.

Faulty succession plan; retrementof
experenced workforce.

Dependence on young, fre sh
Finance/Marketing/PersonnelforProject
Appraisalwith no ornegligible practical
e Xp 0 sure.
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Submission of false/forged audit report, false
certificate of CA relating to raismg of capital
end-use of funds, etc by corporate which are
accepted by banks witho ut ve nfic a tio n.

The audited balance sheets no longer inspire
confidence as creative accounting is being
adopted by Comporate.

Banks not domg <cntical appraisal of
app lic a tion/ proposal from bomower,
especially mm respect of new accounts
takeoverofloans.

Accepting non-realistic sales projections. Not
assessing the business cycle of a sector on a
re a listic b a sis.
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Notdoing properpeer-group analysis.
Not developing a Technical Efficient Risk-
Analysis/ Risk Rating System forbomo wers.

Dilution of Risk Rating for accommodatng
spec ific c lie nts.

Interface with the promoteris not generally
done by branch managers and other field
staff at senior level Backgrmound of
promoters such as market reports not
resorted to instead banks dependence on
CIBIL and existing lenders financial reports
which could not reveal any iregulanty
persisting in operations with them.
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Committee System ofcreditapproval

wherein the responsibility/ac c ountability
getsdiluted. The membersofcommittee
otherthan chaimiman ofcommittee being
juniorexecutivesare notable to express
themselvesindependently e.g. Commaittees
headed by Chamman, EDs, CGMs, ZMs e tc .
there isno voice ofdissent. Instead of
committee decision tsactually decision
which isoften predetermined.




Mushrooming of multy
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ple banking

fmance causing problemsm proper
appraisaloffimance needs, monitorng

and conductofacco
creation of sec umnty fa
b anks unifo rmly.

unts, lackof
vorng lending

Woomg/pamperng the bormowerin a
multiple banking setup by some banks
foravaiing creditleading to over

fmanc mmg.
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Overdependence onconsortium leadersin

appraisaland monitornng.

Encouraging fmancing by non-c onso rtium
memberbanks/ outside ¢ onsortium.

Cutthmatcompetition among Banks to
ncrease credit dispensation sac nfic ing
credit qualty.
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Overdependence on professionalagencies

e.g.;lenderslawyers, engineers, valuersetc.

The propertiesare overvalued by the valuers
facilitating the bonmowersto get more finance.

Advocatesgiving opinion of vahld title witho ut
verifying the chain of title deeds, witho ut
verifying the records at Sub Registraro ffice

re sulting m multiple mortgages with many

Ba nks.

CIBILnotextracted/ notanalyzed propery/ RBI
defaulterlist not venfie d

Bormo wers in the habit of frequently c hanging
theirbankers and thisfactbeing ignored
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Lack of proper risk assessment
- At disbursement level

Iendersengmneersubmitting the report
witho ut ensunng/ venfying the end use.

Majorfrauds have surfaced where old
machmnery have been mported with hugely
inflated price.
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Lack of proper risk assessment
- at security creation level

@ Non-creation of Assets

® Deficiency in documentation
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Lack of proper risk assessment

- End-use of funds
Fumishing of forged/false invoic e s/bills

through fic titious companie s/fimms whic h
mvarably are floated byconcemed
bormowercompany.

Allo wing fac ilitie s witho ut ensurng proper
drawing power.

Allowmg disbursement of T Is witho ut
ensuring end-use venfication of pre vious
disb urse me nts.
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Notadopting suitable Pogram Evaluation
and Review Tec hnique (PERT) Chart for
monitoring projectmplementation n large
projectfinance.

Credit to exporterssDue diligence of
overseas buyersnotdone

The overseas buyers are theirown group
fiim s
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Lack of proper risk assessment
- Monitoring and followup

Absence ofperiodicalexchange/ shanng
of mformation by multiple banking
membersasperlBA code ofconduct
causing defaults. Even incase of
consortium lending there istotal
dependence onleaderofconsortium in
termsofdue dilgence, secunty creation,
disbursement and monitoring ofadvances.
Membersofconsortium become
complacent.
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Unmanageable consortiums with large
numberofmembers causng
communication gap,delayin decision
making.

Consensusamong consortium membersm
taking crucialdecisionsisnot there.

Disquie ting featuresin conductof
account/ fmancialindisciplne by
bormowernot disc ussed m c onso rtium
accounts.
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No n-submission/ non-sc rutiny of p o st-
sanc tion follo w-up retums/ contrl
retumsasperRBIguidelne s/ Bank
guid e line s.

Pe mitting diversion/ siphonmg of
funds from busness by not ensuring
the following:

- Non routing ofsalesproceeds

- Underinvoicing/ overinvoicing of
export/ mportdocuments.

- Financing fake/accomodatmng bills.
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Fudging of Balance Sheetfigurese.g. sales,
receivables, unsecured advances,
revaluation of assets.

Non-venfication of stocksand receivables.

Financing receivables only whic h invanably
tumout to be false and less physic al sto c ks.

Assests venfication/Stoc k Audits are done
perfunctonly by bankempanelled auditors.

Round tripping fmance takesplace without
actualexportsorlessexports than re porting

Frequent change ofthe name of the
company/Directors
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Absence oflegalprotections/ legal
actionsagamst unprofessional
consultants who mdulge in unethical
practices.

Intercormporate loans—diverting funds
from public listed to Pnvately held
companiesin the form ofntercormorate
lo ans.

Creation of trust/ foundationsfor
siphoning of company funds.
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Prevention and strengthening the
mechanism for dealing Financial

Frauds
Emphasison balance-sheet growth of 18-
20% and above per annum without
regard to the state ofeconomy.

Tl recently, corporate loans “for general
corporate purposes’ were freely
sanctioned vitually on clean basis. The se
were mainly used for evergreenmg of
existing exposures. When banks stopped
e xtending the se loans, NPAsshotup.




J M Garg, VC, CVC

Frequent change ofbalance sheetyear

Fre quent merger amalgamation/
reconciiation ofthe company

Switc hing over of accounts, with change i
top officials

Iack of proper competence in branches to
handle MSME Iarge cormporate advances is
observed n a few imstances. Specialist o fficers
are allowed to convert to generalist cadre if
they are in the grade of SM Grade Scale IV or
above (e.g. law Officers, IL] HndiOffic ers, Civil
Engineers etc.) and then posted as branch
managersofcredit intensive branc hes.
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Pre disbursement audit

Post disbursement audit

Exposure Iimit fora loan accountto be
evaluated so thatbanksdo nottake huge
exposure although theirnet worth may allow
underexposure noms.

Spreading the nsk

Role/ responsibilities of Central Pro c e ssing
Centre visa vibranch in retail se gme nt.

Avoiding hasty decisions

Fre quent changes i organizational struc ture
to be avoided

Annualreview of performance of professionals
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Curtailing use of discretion forde via ting
from sanction terms by lowerauthonty

Proactive appmachmcase ofearly
waming signals

Independentappraisalby the Banks
Robust auditing system
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