1. What is Foreign exchange?
When trade takes place between the residents of two countries, the two countries being a sovereign state have their own set of regulations and currency. Due to this problem arises in the conduct of international trade and settlement of the transactions .While the exporter would like to get the payment in the currency of his own country, the importer can pay only in the currency of the importers country. This creates a need for the conversion of the currency of importer’s into that of the exporter’s country. Foreign exchange is the mechanism by which the currency of one country is gets converted into the currency of another country. The conversion is done by banks who deal in foreign exchange.

What is FOREX?

The Foreign Exchange market, also referred to as the "FOREX" or "Forex" or "Retail forex" or "FX" or "Spot FX" or just "Spot" is the largest financial market in the world, with a volume of over $4 trillion a day. If you compare that to the $25 billion a day volume that the New York Stock Exchange trades, you can easily see how enormous the Foreign Exchange really is. It actually equates to more than three times the total amount of the stocks and futures markets combined.
What is traded on the Foreign Exchange Market?
The simple answer is money. Forex trading is the simultaneous buying of one currency and the selling of another. Currencies are traded through a broker or dealer, and are traded in pairs; for example the euro and the US dollar (EUR/USD) or the British pound and the Japanese Yen (GBP/JPY).

       Because you're not buying anything physical, this kind of trading can be confusing. Think of buying a currency as buying a share in a particular country. When you buy, say, Japanese Yen, you are in effect buying a share in the Japanese economy, as the price of the currency is a direct reflection of what the market thinks about the current and future health of the Japanese economy.[image: image1.png]


       

        According to the Bank for International Settlements, average daily turnover in global foreign exchange markets is estimated at $3.98 trillion. Trading in the world's main financial markets accounted for $3.21 trillion of this. This approximately $3.21 trillion in main foreign exchange market turnover was broken down as follows:

$1.005 trillion in spot transactions 

$362 billion in outright forwards 

$1.714 trillion in foreign exchange swaps 

$129 billion estimated gaps in reporting 
What is the purpose of trading in Foreign Exchange Market?
The foreign exchange market (currency, forex, or FX) trades currencies. It lets banks and other institutions easily buy and sell currencies.
The purpose of the foreign exchange market is to help international trade and investment. A foreign exchange market helps businesses convert one currency to another. For example, it permits a U.S. business to import European goods and pay Euros, even though the business's income is in U.S. dollars.

In a typical foreign exchange transaction a party purchases a quantity of one currency by paying a quantity of another currency. The modern foreign exchange market started forming during the 1970s when countries gradually switched to floating exchange rates from the previous exchange rate regime, which remained fixed as per the Bretton Woods system.

Which currencies are traded?
	Symbol 
	Country 
	Currency 
	Nickname

	USD 
	United States 
	Dollar 
	Buck

	EUR 
	Euro members 
	Euro 
	Fiber

	JPY 
	Japan 
	Yen 
	Yen

	GBP 
	Great Britain 
	Pound 
	Cable

	CHF 
	Switzerland 
	Franc 
	Swissy

	CAD 
	Canada 
	Dollar 
	Loonie

	AUD 
	Australia 
	Dollar 
	Aussie

	
	
	
	


Forex currency symbols are always three letters, where the first two letters identify the name of the country and the third letter identifies the name of that country’s currency. 

When can currencies be traded?

The spot FX market is unique within the world markets. It’s like a Super Wal-Mart where the market is open 24-hours a day. At any time, somewhere around the world a financial center is open for business, and banks and other institutions exchange currencies every hour of the day and night with generally only minor gaps on the weekend. 

The Forex market (OTC)

The Forex OTC market is by far the biggest and most popular financial market in the world, traded globally by a large number of individuals and organizations. In the OTC market, participants determine who they want to trade with depending on trading conditions, attractiveness of prices and reputation of the trading counterpart.

The chart below shows global foreign exchange activity. The dollar is the most traded currency, being on one side of 86% of all transactions. The euro’s share is second at 37%, while that of the yen is third at 16.5%.
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	Top 10 currency traders 
% of overall volume, May 2009

	Rank
	Name
	Market Share

	1
	Deutsche Bank
	20.96%

	2
	UBS AG
	14.58%

	3
	Barclays Capital
	10.45%

	4
	Royal Bank of Scotland
	8.19%

	5
	Citi
	7.32%

	6
	JPMorgan
	5.43%

	7
	HSBC
	4.09%

	8
	Goldman Sachs
	3.35%

	9
	Credit Suisse
	3.05%

	10
	BNP Paribas
	2.26%


Retail foreign exchange brokers

There are two types of retail brokers offering the opportunity for speculative trading: retail foreign exchange brokers and market makers. Retail traders (individuals) are a small fraction of this market and may only participate indirectly through brokers or banks. Retail brokers, while largely controlled and regulated by the CFTC and NFA might be subject to foreign exchange scams. At present, the NFA and CFTC are imposing stricter requirements, particularly in relation to the amount of Net Capitalization required of its members. As a result many of the smaller, and perhaps questionable brokers are now gone. It is not widely understood that retail brokers and market makers typically trade against their clients and frequently take the other side of their trades. This can often create a potential conflict of interest and give rise to some of the unpleasant experiences some traders have had. A move toward NDD (No Dealing Desk) and STP (Straight Through Processing) has helped to resolve some of these concerns and restore trader confidence, but caution is still advised in ensuring that all is as it is presented.
Non-bank Foreign Exchange Companies

Non-bank foreign exchange companies offer currency exchange and international payments to private individuals and companies. These are also known as foreign exchange brokers but are distinct in that they do not offer speculative trading but currency exchange with payments. I.e., there is usually a physical delivery of currency to a bank account. Send Money Home offer an in-depth comparison into the services offered by all the major non-bank foreign exchange companies.

It is estimated that in the UK, 14% of currency transfers/payments are made via Foreign Exchange Companies. These companies' selling point is usually that they will offer better exchange rates or cheaper payments than the customer's bank. These companies differ from Money Transfer/Remittance Companies in that they generally offer higher-value services.

Money Transfer/Remittance Companies

Money transfer companies/remittance companies perform high-volume low-value transfers generally by economic migrants back to their home country. In 2007, the Aite Group estimated that there were $369 billion of remittances (an increase of 8% on the previous year). The four largest markets (India, China, Mexico and the Philippines) receive $95 billion. The largest and best known provider is Western Union with 345,000 agents globally.

Economic factors:
These include:
(a)   economic policy, disseminated by government agencies and central banks, 
(b) economic conditions, generally revealed through economic reports, and other economic indicators.

Economic policy comprises government fiscal policy (budget/spending practices) and monetary policy (the means by which a government's central bank influences the supply and "cost" of money, which is reflected by the level of interest rates). 

Economic conditions include: 

Government budget deficits or surpluses 

The market usually reacts negatively to widening government budget deficits, and positively to narrowing budget deficits. The impact is reflected in the value of a country's currency. 

Balance of trade levels and trends 

The trade flow between countries illustrates the demand for goods and services, which in turn indicates demand for a country's currency to conduct trade. Surpluses and deficits in trade of goods and services reflect the competitiveness of a nation's economy. For example, trade deficits may have a negative impact on a nation's currency. 
Inflation levels and trends 

Typically a currency will lose value if there is a high level of inflation in the country or if inflation levels are perceived to be rising. This is because inflation erodes purchasing power, thus demand, for that particular currency. However, a currency may sometimes strengthen when inflation rises because of expectations that the central bank will raise short-term interest rates to combat rising inflation. 
Economic growth and health 

Reports such as GDP, employment levels, retail sales, capacity utilization and others, detail the levels of a country's economic growth and health. Generally, the more healthy and robust a country's economy, the better its currency will perform, and the more demand for it there will be. 
Productivity of an economy 

Increasing productivity in an economy should positively influence the value of its currency. Its effects are more prominent if the increase is in the traded sector 
2.
What is Nostro and Vostro account?

Nostro Account 
Nostro is derived from the Latin term "ours”.

International accounting procedures between Local banks and overseas banks often involve the use of nostro and vostro accounts. A nostro (means "ours" in Latin) account is an account maintained by a Local bank with a foreign bank that allows the Local bank to buy foreign currency.
In short a “nostro” is our account of “our” money, held by you 
Vostro Account
Vostro is derived from the Latin term “yours”.
A vostro (means "yours" in Latin) account is an account maintained by an overseas bank with a Local bank that allows the overseas bank to purchase Local currency. The system of nostro and vostro accounts facilitates foreign exchange dealings and settlements and allows the settlement of currency transactions between the Country's (Local) Bank and foreign banks.

In short a “vostro” is your account of “your” money, held by us 
Example:

When X (Buyer) a trader in Base Country wants to purchase $5000 worth of goods by paying cash. Mr. X deposits the cash in his local bank in the country's currency for the corresponding amount ($5000) then a swift message is sent to the corresponding bank in the foreign country where the local bank holds a NOSTRO account requesting the bank to make the payment to Y (Seller) in his local currency i.e. US Dollars. Thus facilitating the trade between X & Y. IF Y wanted to buy something from X then the foreign bank would complete the deal using their VOSTRO account in X's country. 

3. Foreign Exchange Derivatives Contracts
Foreign exchange derivative contract means a financial transaction or an arrangement in whatever form and by whatever name called, whose value is derived from price movement in one or more underlying assets and includes:​

· a transaction which involves at least one foreign currency other than currency of Nepal or Bhutan; or

· a transaction which involves at least one interest rate applicable to a foreign currency not being a currency of Nepal or Bhutan; or

· a forward contract, but does not include foreign exchange transaction for cash or Tom or Spot deliveries.

'Tom delivery" means delivery of foreign exchange on a working day next to the day of transaction.

'Spot delivery" means delivery of foreign exchange on the second work​ing day after the day of transaction.

The Exchange Control Department, Reserve Bank of India to regulate matters relating to Foreign Exchange Derivative Contracts under the new. Legislation issued Foreign Exchange Management (Foreign Exchange Derivative Contracts) Regulations, 20001 on 3rd May, 2000. Except to the extent permitted in the Regulations any person resident in India or outside India purposing to enter into a foreign exchange derivative contract would require prior permission of Reserve Bank.

The person’s resident in India may enter into forward contracts with an authorised dealer for the transactions and subject to the terms and. conditions mentioned in Part A of Schedule II.

· A person resident in India may enter into a foreign exchange derivative contract other than forward contract for the transactions and subject to the terms and conditions mentioned in Part B of Schedule II.
.
Categories of persons resident outside India mentioned in Schedule II are permitted to enter into forward contracts with an authorised dealer in India to hedge the transactions specified in that Schedule subject to the terms and conditions mentioned therein.

The applications for hedging of commodity price risks are required to be made to Reserve Bank for prior approval through the International Divisions of an authorised dealer. The procedure to be followed by the applicant and the authorised dealer and the documents to be furnished with the applications has been explained in Schedule III.

There is no change in the existing regulations relating to the forward contracts, other derivative products or hedging of commodity price risk.

Permission of a person residing in India to enter in a derivative Contract:

A person resident in India may enter into a foreign exchange derivative contract in accordance with provision contained in Schedule III of the regulations to hedge an exposure to risk in respect of a transaction permissible under the FEMA or rules or regulations or directions on orders made or issued there under.
Permission to a person resident outside India to enter into a Foreign Exchange Derivative Contract

A person resident outside India may enter into a foreign exchange derivative. Contract with a person resident in India in accordance with provisions contained in Schedule III of the regulations.
Remittance related to a foreign exchange Derivative Contract
 An authorised dealer in India may remit outside India foreign exchange in respect of a transaction undertaken in the following cases, namely ​
· option premium payable by a person resident in India to a person resident outside India;

· remittance by a person resident in India of amount incidental to a foreign exchange derivative contract entered into in accordance with regulation 4 ;

· remittance by a person resident outside India of amount incidental to a foreign exchange derivate contract entered into in accordance with regulation 5 ;

· any other remittance related to a foreign exchange ,derivative contract approved by Reserve Bank
4. What is FERA?
The Foreign Exchange Management Act, 1999, (FEMA) is an Act to consolidate and amend the law relating to Foreign Exchange, with the objective of facilitating external trade and, payments and for promoting the orderly development and maintenance of the foreign exchange market in India.

(1)  This Act may be called the Foreign Exchange Regulation Act, 1973.

(2)   It extends to the whole of India.

(3)   It applies also to all citizens of India outside India and to branches and agencies outside India  of companies or bodies corporate, registered or incorporated in India.

(4)   It shall came into force on such date as the Central Government may, by notification in the  Official Gazette, appoint in this behalf:

       Provided that different dates may be appointed for different provisions of this Act and any reference in any such provision to the commencement of this Act shall be construed as a reference to the coming into force of that provision.

Why FERA?

a)  FERA was introduced at a time when foreign exchange (Forex) reserves of the country were low, Forex being a scarce commodity. 

b) FERA therefore proceeded on the presumption that all foreign exchange earned by Indian  residents rightfully belonged to the Government of India and had to be collected and surrendered to the Reserve bank of India (RBI). 

c)  It regulated not only transactions in Forex, but also all financial transactions with non-residents. FERA primarily prohibited all transactions, except to the extent permitted by general or specific permission by RBI. 
Objective of FERA
The main objective of the FERA 1973 was to consolidate and amend the law regulating:

· certain payments; 

· dealings in foreign exchange and securities; 

· transactions, indirectly affecting foreign exchange;

·  the import and export of currency, for the conservation of the foreign exchange resources of the country; 

· the proper utilization of this foreign exchange so as to promote the economic development of the country
The basic purpose of FERA was:

a) To help RBI in maintaining exchange rate stability. 

b) To conserve precious foreign exchange. 

c) To prevent/regulate foreign business in India
a) Case Study for FERA Violations on ITC
ITC was started by UK-based tobacco major BAT (British American Tobacco). It was called the Peninsular Tobacco Company, for cigarette manufacturing, tobacco procurement and processing activities. In 1910, it set up a full-fledged sales organization named the Imperial Tobacco Company of India Limited. To cope with the growing demand, BAT set up another cigarette manufacturing unit in Bangalore in 1912. To handle the raw material (tobacco leaf) requirements, a new company called Indian Leaf Tobacco Company (ILTC) was incorporated in July 1912. By 1919, BAT had transferred its holdings in Peninsular and ILTC to Imperial. Following this, Imperial replaced Peninsular as BAT's main subsidiary in India.

By the late 1960s, the Indian government began putting pressure on multinational companies to reduce their holdings. Imperial divested its equity in 1969 through a public offer, which raised the shareholdings of Indian individual and institutional investors from 6.6% to 26%. After this, the holdings of Indian financial institutions were 38% and the foreign collaborator held 36%. Though Imperial clearly dominated the cigarette business, it soon realized that making only a single product, especially one that was considered injurious to health, could become a problem. In addition, regular increases in excise duty on cigarettes started having a negative impact on the company's profitability. To reduce its dependence on the cigarette and tobacco business, Imperial decided to diversify into new businesses. It set up a marine products export division in 1971. The company's name was changed to ITC Ltd. in 1974. In the same year, ITC reorganized itself and emerged as a new organization divided along product lines. In 1975, ITC set up its first hotel in Chennai. The same year, ITC set up Bhadrachalam Paperboards. In 1981, ITC diversified into the cement business and bought a 33% stake in India Cements from IDBI. This investment however did not generate the synergies that ITC had hoped for and two years later the company divested its stake. In 1986, ITC established ITC Hotels, to which its three hotels were sold. It also entered the financial services business by setting up its subsidiary, ITC Classic

In 1994, ITC commissioned consultants McKinsey & Co. to study the businesses of the company and make suitable recommendations. McKinsey advised ITC to concentrate on its core strengths and withdraw from agri-business where it was incurring losses. During the late 1990s, ITC decided to retain its interests in tobacco, hospitality and paper and either sold off or gave up the controlling stake in several non-core businesses. ITC divested its 51% stake in ITC Agrotech to ConAgra of the US. Tribeni Tissues (which manufactured newsprint, bond paper, carbon and thermal paper) was merged with ITC.

By 2001, ITC had emerged as the undisputed leader, with over 70% share in the Indian cigarette market. ITC’ popular cigarette brands included Gold Flake, Scissors, Wills, India Kings and Classic
Allegations:
A majority of ITC’s legal troubles could be traced back to its association with the US based Suresh Chitalia and Devang Chitalia (Chitalias). The Chitalias were ITC’s trading partners in its international trading business and were also directors of ITC International, the international trading subsidiary of ITC. In 1989, ITC started the ‘Bukhara’ chain of restaurants in the US, jointly with its subsidiary ITC International and some Non-Resident Indian (NRI) doctors. Though the venture ran into huge losses, ITC decided to make good the losses and honour its commitment of providing a 25% return on the investments to the NRI doctors. ITC sought Chitalias’ help for this.

According to the deal, the Chitalias later bought the Bukhara venture in 1990 for around $1 million. Investors were paid off through the Chitalias New-Jersey based company, ETS Fibers, which supplied waste paper to ITC Bhadrachalam. To compensate the Chitalias, the Indian Leaf Tobacco Division (ILTD) of ITC transferred $4 million to a Swiss bank account, from where the money was transferred to Lokman Establishments, another Chitalia company in Liechtenstein. Lokman Establishments made the payment to the Chitalias. This deal marked the beginning of a series of events that eventually resulted in the company being charged for contravention of FERA regulations.

During the 1980s, ITC had emerged as one of the largest exporters in India and had received accolades from the government. This was a strategic move on ITC’s part to portray itself as a good corporate citizen’ earning substantial foreign exchange for the country. In the early 1990s, ITC started exporting rice to West Asia. When the Gulf war began, ITC was forced to withdraw rice exports to Iraq, which resulted in large quantities of rice lying waste in the warehouses. ITC tried to export this rice to Sri Lanka, which however turned out to be a damp squib because the rice was beginning to rot already. There were discussions in the Colombo parliament as to the quality of the rotting rice. This forced ITC to import the rice back to India, which was not allowed under FERA.
 There were a host of other such dubious transactions, especially in ITC’s various export deals in the Asian markets. The company, following the Bukhara deal, had set up various front companies (shell or bogus companies) with the help of the Chitalias. Some of the front companies were Hup Hoon Traders Pvt. Ltd., EST Fibers, Sunny Trading, Fortune Tobacco Ltd., Cyprus, Vaam Impex & Warehousing, RS Commodities, Sunny Snack Foods and Lokman Establishment, the one involved in the Bukhara deal. These front companies were for export transactions. It was reported that ITC artificially hiked its profits by over-invoicing imports and later transferring the excess funds as export proceeds into India. Analysts remarked that ITC did all this to portray itself as the largest exporter in the country.

In 1991, ITC asked all its overseas buyers to route their orders through the Chitalias. The Chitalias over-invoiced the export orders, which meant they paid ITC more than what they received from overseas buyers. For instance, in an export deal to Sri Lanka, ITC claimed to have sold rice at $350 per ton – but according to ED, the rice was actually sold for just $175 per ton.  ITC compensated the difference in amount to the Chitalias through various means including under invoicing other exports to them, direct payments to Chitalia companies and through ITC Global Holdings Pte Ltd. (ITC Global), a Singapore-based subsidiary of ITC. ITC Global was involved in a number majority of the money laundering deals between ITC and Chitalias.

However, by 1995, ITC Global was on the verge of bankruptcy because of all its cash payments to the Chitalias. It registered a loss of US $ 16.34 million for the financial year 1995-96, as against aprofit of US $1.7 million in 1994-95. The loss was reportedly due to the attrition in trade margins, slow moving stock and bad debts in respect of which provisions had to be made.

It was also reported that ITC Global incurred a loss of $20 million on rice purchased from the Agricultural Products Export Development Authority (APEDA), which was underwritten by the Chitalias. By the time this consignment was exported to S Armagulam Brothers in Sri Lanka through Vaam Impex, another ITC front company, there was an acute fall in international rice prices. The consignee (S Armagulam Brothers) rejected the consignment because of the delay in dispatch. Following this, ITC bought back that rice and exported it to Dubai, which was against FERA.

This resulted in huge outstanding debts to the Chitalias, following which they turned against ITC and approached BAT complaining of the debts and other financial irregularities at ITC in late 1995. BAT, which was not on good terms with Chugh, reportedly took this as an opportunity to tarnish his reputation and compel him to resign. BAT appointed a renowned audit firm Lovelock and Lewes to probe into the irregularities at ITC. Though the audit committee confirmed the charges of financial irregularities at ITC during the early 1990s and the role of the Chitalias in the trading losses and misappropriations at ITC during the year 1995-96, it cleared Chugh of all charges. Chugh agreed to resign and BAT dropped all charges against him. He was given a handsome severance package as well as the ‘Chairman Emeritus’ status at ITC. However according to industry sources, though the Chitalias were on good terms with ITC, it was BAT, which instigated the Chitalias to implicate the top management of ITC. BAT reportedly wanted to ‘step in as a savior’ and take control of ITC with the active support of the FI nominees on the board, which had supported ITC before charges of unethical practices surfaced.

Meanwhile, the Chitalias filed a lawsuit against ITC in US courts to recover their dues. They alleged that ITC used them to float front companies in foreign countries in order to route its exports through them. They also alleged ITC of various wrongdoings in the Bukhara deal. These events attracted ED’s attention to the ongoings at ITC and it began probing into the company’s operations. ED began collecting documents to prove that ITC had violated various FERA norms to pay the NRI Doctors.
FERA Violations
The ED found out that around $ 83 million was transferred into India as per ITC’s instructions on the basis of the accounts maintained by the Chitalia group of companies. According to the ED officials, the ITC management gave daily instructions to manipulate the invoices related to exports in order to post artificial profits in its books. A sum of $ 6.5 million was transferred from ITC Global to the Chitalias’ companies and the same was remitted to ITC at a later date. Another instance cited of money laundering by ITC was regarding the over-invoicing of machinery imported by ITC Bhadrachalam Paperboards Ltd., from Italy. The difference in amount was retained abroad and then passed to the Chitalias, which was eventually remitted to ITC.

The ED issued chargesheets to a few top executives of ITC and raided on nearly 40 ITC offices including the premises of its top executives in Kolkata, Delhi, Hyderabad, Guntur, Chennai and Mumbai. The chargesheets accused ITC and its functionaries of FERA violations that included over-invoicing and providing cash to the Chitalias for acquiring and retaining funds abroad, for bringing funds into India in a manner not conforming to the prescribed norms, for not realizing outstanding export proceeds and for acknowledging debt abroad TABLE II

Overview of FERA Violations by ITC

· ILTD transferred $4 million to a Swiss bank account. The amount was later transferred to

· Lokman Establishment, which  in turn transferred the amount to a Chitalia company in the US.

· ITC also made payments to non-resident shareholders in the case of certain settlements without

· the permission of the RBI. This was against Sections 8(1) and 9(1)(a) of FERA;

· ITC under-invoiced exports to the tune of $1.35 million, thereby violating the provisions of

· Sections 16(1)(b) and 18(2);

· ITC transferred funds in an unauthorized manner, to the tune of $0.5 million outside India by

· suppressing facts with regard to a tobacco deal. This was in contravention of Section a (1) read

· with Section 48;

· ITC acquired $0.2 million through counter trade premium amounting to between 3 and 4 per

· cent on a total business of 1.30 billion, contravening Section 8(1);

· The company had debts to the tune of 25 million due to over-invoicing in coffee and cashew

· exports during 1992- 93 to the Chitalias, contravening Section 9(1)(c) read with  Section 26(6);

· G. K. P. Reddi, R. K. Kutty, Dr. E. Ravindranath and M. B. Rao also violated the provisions of

· Sections 8(1), 9(1)(a), 9(1)(c), 16(b), 18(2) and 26(6) read with Section 68 of FERA.

Source: ICMR

The ED also investigated the use of funds retained abroad for personal use by ITC executives. Though the ED had documentary proof to indicate illegal transfer of funds by top ITC executives, nothing was reported in the media. The top executives were soon arrested. In addition, the ED questioned many executives including Ashutosh Garg, former chief of ITC Global, S Khattar, the then chief of ITC Global, the Chitalias, officials at BAT and FI nominees on ITC board.

Meanwhile, the Chitalias and ITC continued their court battles against each other in the US and Singapore. ITC stated that the Chitalias acted as traders for ITC’s commodities including rice, coffee, soyabeans and shrimp. ITC accused the Chitalias of non-payment for 43 contracts executed in 1994. ITC sued the Chitalias seeking $12.19 million in damages that included the unpaid amount for the executed contracts plus interest and other relief. Following this, the Chitalias filed a counter-claim for $55 million, accusing ITC of commission defaults (trading commission not paid) and defamation.

In August 1996, the Chitalias indicated to the Government of India and the ED their willingness to turn approvers in the FERA violation case against ITC, if they were given immunity from prosecution in India. The government granted the Chitalias, immunity under section 360 of the Indian Criminal Procedure Act, following which the Chitalias were reported to have provided concrete proof of large scale over-invoicing by ITC mainly in the export of rice, coffee and cashew nuts.  In another major development, a few directors and senior executives of ITC turned approvers in the FERA violation case against the company in November 1996. A top ED official confirmed the news and said that these officials were ready to divulge sensitive information related to the case if they were given immunity against prosecution, as granted to the Chitalias.

The same month, the High Court of Singapore appointed judicial managers to take over the management of ITC Global. They informed ITC that ITC Global owed approximately US $ 49 million to creditors and sought ITC’s financial support to settle the accounts. Though ITC did not accept any legal liability to support ITC Global, it offered financial assistance upto $26 million, subject to the consent and approval of both the Singapore and Indian governments.

In December 1996, most of the arrested executives including Chugh, Sapru, R. Ranganathan, R K Kutty, E Ravindranathan, and K.P. Reddi were granted bail. ITC sources commented that BAT instigated the Chitalias to sue and implicate its executives. BAT was accused of trying to take over the company with the help of the financial institutions (FIs), who were previously on ITC’s side. In November 1996, BAT nominees on the ITC board admitted that BAT was aware of the financial irregularities and FERA violations in ITC. However, BAT authorities feigned ignorance about their knowledge of the ITC dealings and charges of international instigation against ITC.

According to analysts, ITC landed in a mess due to gross mismanagement at the corporate level. Many industrialists agreed that poor corporate governance practices at ITC were principally responsible for its problems. They remarked that nominees of the FI and BAT never took an active part in the company’s affairs and remained silent speculators, giving the ITC nominees a free hand. R.C. Bhargava, Chairman, Maruti Udyog, said, “It is difficult to believe that FIs and BAT nominees had no idea of what was going on. The board members have many responsibilities. They need to ask for more disclosures and information.” Few industry observers also commented that ITC followed a highly centralized management structure where power vested in the hands of a few top executives 

However, some other analysts claimed that problems associated with India’s legal system were equally responsible for the ITC fiasco. Subodh Bhargava, Vice-Chairman, Eicher Group remarked, “The root cause for a case like ITC to occur is the complexity of laws in our country and the continuing controls like FERA. We have to admit that the limits imposed on industry are not real and, therefore, every opportunity is sought to get around them. This leads to different interpretations of the law and so legal violations occur” 
The Aftermath – Setting Things Right

Alarmed by the growing criticism of its corporate governance practices and the legal problems, ITC took some drastic steps in its board meeting held on November 15, 1996. ITC inducted three independent, non-executive directors on the Board and repealed the executive powers of Saurabh Misra, ITC deputy chairman, Feroze Vevaina, finance chief and R.K. Kutty, director. ITC also suspended the powers of the Committee of Directors and appointed an interim management committee. This committee was headed by the Chairman and included chief executives of the main businesses to run the day-to-day affairs of the company until the company had a new corporate governance structure in place.

ITC also appointed a chief vigilance officer (CVO) for the ITC group, who reported independently to the board. ITC restructured its management and corporate governance practices in early 1997. The new management structure comprised three tiers- the Board of Directors (BOD), the Core Management Committee (CMC) and the Divisional Management Committee (DMC), which were responsible for strategic supervision, strategic management, and executive management in the company respectively.

Through this three-tiered interlinked governance process, ITC claimed to have struck a balance between the need for operational freedom, supervision, control and checks and balances. Each executive director was responsible for a group of businesses/corporate functions, apart from strategic management and overall supervision of the company 

However, the company’s troubles seemed to be far from over. In June 1997, the ED issued showcause notices to all the persons who served on ITC’s board during 1991-1994 in connection with alleged FERA violations. The ED also issued notices to the FIs and BAT nominees on the ITC board charging them with FERA contravention. In September 1997, the ED issued a second set of show-cause notices to the company, which did not name the nominees of BAT and FIs. These notices were related to the Bukhara restaurant deal and the irregularities in ITC’s deals with ITC Global.

In late 1997, a US court dismissed a large part of the claim, amounting to $ 41 million, sought by the Chitalias from ITC and ordered the Chitalias to pay back the $ 12.19 million claimed by ITC. The Chitalias contested the decision in a higher court, the New Jersey District court, which in July 1998 endorsed the lower court’s order of awarding $ 12.19 million claim to ITC. It also dismissed the claim for $ 14 million made by the Chitalias against ITC. The judgment was in favor of ITC as the US courts felt that the Chitalias acted in bad faith in course of the legal proceedings, meddled with the factual evidence, abused information sources and concealed crucial documents from ITC. Following the court judgment, the Chitalias filed for bankruptcy petitions before the Bankruptcy Court in Florida, which was contested by ITC.

In early 2001, the Chitalias proposed a settlement, which ITC accepted. Following the agreement, the Chitalias agreed to the judgement of the Bankruptcy Court, which disallowed their Bankruptcy Petitions. As a part of this settlement ITC also withdrew its objections to few of the claims of Chitalias, for exemption of their assets. However, ITC’s efforts to recover its dues against the Chitalias continued even in early 2002. The company and its directors inspected documents relating to the notices, with the permission of the ED, to frame appropriate replies to the notices. It was reported that ITC extended complete cooperation to the ED in its investigations.

However, the ED issued yet another show-cause notice (the 22 notice so far) to ITC in June 2001, for violating section 16 of FERA, in relation to ITC’s offer to pay $ 26 million to settle ITC Global’s debts (under section 16 of FERA, a company should take prior permission from the RBI, before it can forgo any amount payable to it in foreign exchange). ITC replied to the showcase notice in July 2001, stating it did not accept any legal liabilities while offering financial support to ITC Global. On account of the provisions for appeals and counter-appeals, these cases stood unresolved even in early 2002. However, ITC had created a 1.9 million contingency fund for future liabilities.

Although the company went through a tough phase during the late 1990s, it succeeded in retaining its leadership position in its core businesses through value additions to products and services and through attaining international competitiveness in quality and cost standards. Despite various hurdles, the company was a financial success, which analysts mainly attributed to the reformed corporate governance practices. What remains to be seen is whether the company would be able to come out unscathed from the various charges of unethical practices against it.
b) Contraventions and Penalties under FERA
One of the main reasons to fear FERA was, the unbridled power the enforcement authorities had, to arrest any person almost at their whim and fancy. Under Sec. 35 of FERA, any officer authorised by the Central government can arrest any person on mere suspicion of his having committed an offence under the Act. This is one of the most obnoxious and most misused provisions of FERA. Any offence under FERA, was a criminal offence, punishable with imprisonment as per code of criminal procedure, 1973.The monetary penalty payable under FERA, was nearly the five times the amount involved.
5. Progression/Transfer of FERA to FEMA
FERA in its existing form became ineffective, therefore, increasingly incompatible with the change in economic policy in the early 1990s. While the need for sustained husbandry of foreign exchange was recognized, there was an outcry for a less aggressive and mellower enactment, couched in milder language. Thus, the Foreign Exchange Management Act, 1999 (FEMA) came into being. 

The scheme of FERA provided for obtaining Reserve Bank’s permission either special or general, in respect of most of the regulations there under. The general permissions have been granted by Reserve bank under these provisions in respect of various matters by issuing a large number of notifications from time to time since the Act came into force from 1st January 1974. Special permissions were granted upon the applicants submitting prescribed applications for the purpose. Thus, in order to understand the operative part of the regulations one had to refer to the Exchange Control Manual as well as the various notifications issued by RBI and the Central Government.

FEMA has brought about a sea change in this regard and except for section 3, which relates to dealing in foreign exchange, etc. no other provisions of FEMA stipulate obtaining RBI permission. It appears that this is a transition from the era of permissions to regulations. The emphasis of FEMA is on RBI laying down the regulations rather than granting permissions on case to case basis. This transition has also taken away the concept of “exchange control” and brought in the era of “exchange management”. In view of this change, the title of the legislation has rightly been changed to FEMA. 

The preamble to FEMA lays down that the Act is to consolidate and amend the law relating to foreign exchange with the objective of facilitating external trade and payments and for promoting the orderly development and maintenance of foreign exchange market in India. As far as facilitating external trade is concerned, section 5 of the Act removes restrictions on drawal of foreign exchange for the purpose of current account transactions. As external trade i.e. import / export of goods & services involve transactions on current account, there will be no need for seeking RBI permissions in connection with remittances involving external trade. The need to remove restrictions on current account transactions was necessitated as the country had given notice to the IMF in August, 1994 that it had attained Article VIII status. This notice meant that no restrictions will be imposed on remittances of foreign exchange on account of current account transactions. 

Section 5, however, contains a proviso that the Central Government may, in public interest and in consultation with the Reserve Bank, impose such reasonable restrictions for current account transactions as may be prescribed. It appears that this is an enabling provision for the Central Government to impose restrictions on current account transactions in case the situation warrants such restrictions probably due to foreign exchange crisis in future. This proviso seems to have been added keeping in view the lessons learnt by certain South-East Asian countries during the 1997-98 crisis which required stricter exchange controls till the crisis was over.

Similarly, section 7 retains controls on exporters.
Though the preamble to FEMA talks about promoting the orderly development and maintenance of foreign exchange market in India, there are no specific provisions in the Act to attain this objective.
FERA contained 81 sections (some were deleted in the 1993 amendment of the Act) of which 32 sections related to operational part and the rest covered penal provisions, authority and powers of Enforcement Directorate, etc. FEMA contains 49 sections of which 12 sections cover operational part and the rest contravention, penalties, adjudication, appeals, enforcement directorate, etc. What was a full section under FERA seems to have been reduced to a sub-clause under FEMA in some cases. 
For example, 
(i) Section 13 of FERA provided for restrictions on import of foreign currency & foreign securities. Now this restriction is provided through a sub-clause 6(3)(g).

(ii) Section 25 of FERA provided for restrictions on Indian residents holding immovable properties outside India. Now the restriction is under sub-clause 6(4).

            Reduction in the number of sections means nothing. Real quality of liberalization will be known when all notifications & circulars are finalized & published.

Need for FEMA
The demand for new legislation was basically on two main counts.
The FERA was introduced in 1974when India’s foreign exchange reserves position was not satisfactory. It required stringent controls to conserve foreign exchange and to utilize in the best interest of the country. Very strict restrictions have outlived their utility in the current changed scenario. Secondly there was a need to remove the draconian provisions of FERA and have a forward-looking legislation covering foreign exchange matters.

 

Repeal of draconian provisions under FERA
The draconian regulations under FERA related to unbridled powers of Enforcement Directorate. These powers enabled Enforcement Directorate to arrest any person, search any premises, seize documents and start proceedings against any person for contravention of FERA or for preparations of contravention of FERA. The contravention under FERA was treated as criminal offence and the burden of proof was on the guilty. 
Why there was a need to scrap FERA?

a) The Foreign Exchange Regulation Act was replaced by the Foreign Exchange Management Act         as it was an impediment in India's to go global. 

b) India's foreign exchange transactions were governed under the Foreign Exchange Regulation Act until June 2000. This law had been enacted in 1973 when the Indian economy was facing a crisis and foreign exchange had become a precious commodity. But by the nineties, FERA had outlived its utility and was in fact, an impediment in India's effort to go global and compete with other developing countries. 

c) Thus, there was a need to scrap FERA and the Foreign Exchange Management Act, 1999 came into effect on June 1, 2000. However some of the relevant progresses made, from FERA to FEMA, are as follows:
Withdrawal of Foreign Exchange 
Now, the restrictions on withdrawal of Foreign Exchange for the purpose of current Account Transactions, has been removed. However, the Central Government may, in public interest in consultation with the Reserve Bank impose such reasonable restrictions for current account transactions as may be prescribed.

FEMA has also by and large removed the restrictions on transactions in foreign Exchange on account of trade in goods, services except for retaining certain enabling provisions for the Central Government to impose reasonable restriction in public interest.
6. What is FEMA? 
The Foreign Exchange Regulation Act of 1973 (FERA) in India was repealed on 1st June, 2000. It was replaced by the Foreign Exchange Management Act (FEMA), which was passed in the winter session of Parliament in 1999. Enacted in 1973, in the backdrop of acute shortage of Foreign Exchange in the country, FERA had a controversial 27 year stint during which many bosses of the Indian Corporate world found themselves at the mercy of the Enforcement Directorate (E.D.). Any offense under FERA was a criminal offense liable to imprisonment, whereas FEMA seeks to make offenses relating to foreign exchange civil offenses. FEMA, which has replaced FERA, had become the need of the hour since FERA had become incompatible with the pro-liberalization policies of the Government of India. FEMA has brought a new management regime of Foreign Exchange consistent with the emerging frame work of the World Trade Organization (WTO).  It is another matter that enactment of FEMA also brought with it Prevention of Money Laundering Act, 2002 which came into effect recently from 1st July, 2005 and the heat of which is yet to be felt as “Enforcement Directorate” would be investigating the cases under PMLA too.

         Unlike other laws where everything is permitted unless specifically prohibited, under FERA nothing was permitted unless specifically permitted. Hence the tenor and tone of the Act was very drastic. It provided for imprisonment of even a very minor offence. Under FERA, a person was presumed guilty unless he proved himself innocent whereas under other laws, a person is presumed innocent unless he is proven guilty.
a) Objectives and Extent of FEMA

The objective of the Act is to consolidate and amend the law relating to foreign exchange with the objective of facilitating external trade and payments and for promoting the orderly

development and maintenance of foreign exchange market in India. FEMA extends to the whole of India. It applies to all branches, offices and agencies outside India owned or controlled by a person who is a resident of India and also to any contravention there under committed outside India by any person to whom this Act applies.

Except with the general or special permission of the Reserve Bank of India, no person can :-

· deal in or transfer any foreign exchange or foreign security to any person not being an

           authorized person;

· make any payment to or for the credit of any person resident outside India in any manner;
· receive otherwise through an authorized person, any payment by order or on behalf of

           any person resident outside India in any manner;
· reasonable restrictions for current account transactions as may be prescribed.

Any person may sell or draw foreign exchange to or from an authorized person for a capital

account transaction. The Reserve Bank may, in consultation with the Central Government,

specify :-

· any class or classes of capital account transactions which are permissible;

· the limit up to which foreign exchange shall be admissible for such transactions

However, the Reserve Bank cannot impose any restriction on the drawing of foreign exchange

for payments due on account of amortization of loans or for depreciation of direct investments in

the ordinary course of business.

The Reserve Bank can, by regulations, prohibit, restrict or regulate the following :-

· Transfer or issue of any foreign security by a person resident in India;

· Transfer or issue of any security by a person resident outside India;
·  Transfer or issue of any security or foreign security by any branch, office or agency in

           India of a person resident outside India;
· Any borrowing or lending in foreign exchange in whatever form or by whatever name

called;

· Any borrowing or tending in rupees in whatever form or by whatever name called

between a person resident in India and a person resident outside India;

· Deposits between persons resident in India and persons resident outside India;

· Export, import or holding of currency or currency notes;

· Transfer of immovable property outside India, other than a lease not exceeding five years,

by a person resident in India;

· Acquisition or transfer of immovable property in India, other than a lease not exceeding

five years, by a person resident outside India;

· Giving of a guarantee or surety in respect of any debt, obligation or other liability incurred

(i) by a person resident in India and owed to a person resident outside India or

(ii) by a person resident outside India. 

A person, resident in India may hold, own, transfer or invest in foreign currency, foreign security or any immovable property situated outside India if such currency, security or property was

acquired, held or owned by such person when he was resident outside India or inherited from a

person who was resident outside India.

A person resident outside India may hold, own, transfer or invest in Indian currency, security or

any immovable property situated in India if such currency, security or property was acquired,

held or owned by such person when he was resident in India or inherited from a person who was

resident in India.

The Reserve Bank may, by regulation, prohibit, restrict, or regulate establishment in India of a

branch, office or other place of business by a person resident outside India, for carrying on any

activity relating to such branch, office or other place of business. Every exporter of goods and

services must :-

· Furnish to the Reserve Bank or to such other authority a declaration in such form and in

           such manner as may be specified, containing true and correct material particulars,

             including the amount representing the full export value or, if the full export value of the

           goods is not ascertainable at the time of export, the value which the exporter, having

             regard to the prevailing market conditions, expects to receive on the sale of the goods in a

           market outside India;

· Furnish to the Reserve Bank such other information as may be required by the Reserve

            Bank for the purpose of ensuring the realization of the export proceeds by such exporter.

            The Reserve Bank may, for the purpose of ensuring that the full export value of the goods    or such reduced value of the goods as the Reserve Bank determines, having regard to the prevailing market-conditions, is received without any delay, direct any exporter to comply with such requirements as it deems fit. Where any amount of foreign exchange is due or has accrued to any person resident in India, such person shall take all reasonable steps to realize and repatriate to India such foreign exchange within such period and in such manner as may be specified by the Reserve Bank.
FEMA Rules & Policies

The Foreign Exchange Management Act, 1999 (FEMA) came into force with effect from June 1, 2000. With the introduction of the new Act in place of FERA, certain structural changes were brought in. The Act consolidates and amends the law relating to foreign exchange to facilitate external trade and payments, and to promote the orderly development and maintenance of foreign exchange in India.

From the NRI perspective, FEMA broadly covers all matters related to foreign exchange, investment avenues for NRIs such as immovable property, bank deposits, government bonds, investment in shares, units and other securities, and foreign direct investment in India.

FEMA vests with the Reserve Bank of India, the sole authority to grant general or special permission for all foreign exchange related activities mentioned above.

Section 2 - The Act here provides clarity on several definitions and terms used in the context of foreign exchange. Starting with the identification of the Non-resident Indian and Persons of Indian origin, it defines "foreign exchange" and "foreign security" in sections 2(n) and 2(o) respectively of the Act. It describes at length the foreign exchange facilities and where one can buy foreign exchange in India. FEMA defines an authorised dealer, and addresses the permissible exchange allowed for a business trip, for studies and medical treatment abroad, forex for foreign travel, the use of an international credit card, and remittance facility

Section 3 prohibits dealings in foreign exchange except through an authorised person. Similarly, without the prior approval of the RBI, no person can make any payment to any person resident outside India in any manner other than that prescribed by it. The Act restricts non-authorised persons from entering into any financial transaction in India as consideration for or in association with acquisition or creation or transfer of a right to acquire any asset outside India.

Section 4 restrains any person resident in India from acquiring, holding, owning, possessing or transferring any foreign exchange, foreign security or any immovable property situated outside India except as specifically provided in the Act. 

Section 6 deals with capital account transactions. This section allows a person to draw or sell foreign exchange from or to an authorised person for a capital account transaction. RBI in consultation with the Central Government has issued various regulations on capital account transactions in terms of sub-sect ion (2) and (3) of section 6.

Section 7 covers the export of goods and services. All exporters are required to furnish to the RBI or any other authority, a declaration regarding full export value.

Section 8 puts the responsibility of repatriation on the persons resident in India who have any amount of foreign exchange due or accrued in their favour to get the same realised and repatriated to India within the specific period and in the manner specified by the RBI.

The duties and liabilities of the Authorised Dealers have been dealt with in Sections 10, 11 and 12, while Sections 13 to 15 cover penalties and enforcement of the orders of the Adjudicating Authority as well as the power to compound contraventions under the Act.

b) Prevention of Money laundering Act
Introduction:-
Money laundering involves disguising financial assets so that they can be used without detection of the illegal activity that let to its production. Through the process of “money laundering” a person converts illegal money into a legal entity. Whosoever directly or indirectly attempts to indulge or knowingly assists or knowingly is a party or is actually involved in any process or activity connected with the proceeds of crime and projecting it as untainted property shall be held guilty of the offence of money laundering.

The Schedule to the Prevention of Money Laundering Act (henceforth, PMLA), 2002, lists some of the offences under the following Legislations: Offences under the India Penal Code (part A) - eg. Waging or attempting to wage war, or abetting waging of war against the Government of India, Conspiring to commit offences punishable by s.121 against the state 
1. Offences under the Narcotic Drugs and Psychotropic Substances Act, 1985- eg.   Contravention in relation to opium poppy and opium. 
2. Offences under India Penal Code (part B) - eg. Murder, kidnapping for ransom, counterfeiting  currency notes or bank notes. 
3. Offences under the Arms Act, 1959- eg. Knowingly purchasing arms from unlicensed person not entitled to purchase the same. 
4. Offences under the Wildlife (Protection) Act, 1972- eg. Contravention of provisions of s.48 relating to purchase of animals etc by license. 
5. Offence under the Immoral Traffic (Prevention) Act, 1956- eg. Seducing or soliciting for purpose of prostitution. 
6. Offences under the Prevention of Corruption Act, 1988- eg. Taking gratification for exercise of personal influence, with public servant

The innumerate under therefore stated Acts generate huge sums. The launderer converts these sums into untainted money by investing them into shares or banks and thereby converts the essential character of the money.

Genesis:-
The UN General Assembly, in its Special Session (1999), came up with a political declaration that required the Member-States to adopt money laundering legislation and programme. Moreover with the changed economic scenario and the dynamic process of liberalization laws like Foreign Exchange Management Bill in place of earlier FERA was felt to be much static and harsh. As is said in Latin Summum Jus Suma Injuria (too much legislation, too much of regulations create problems for a man) hence it was felt that a new law was required to curtail the powers of launderers. Accordingly on the Recommendations of the Standing Committee on Finance on 4th March, 1999 the Bill was presented in the Lok Sabha and the Act was incorporated and enacted on 17th January, 2003.
Significance:-
The PMLA was a very peculiar legislation. The Civil Procedure Code, 1908 and the Criminal Procedure Code, 1973 were clubbed together. Moreover, the Act had hit the source of illegal money itself.

Enactment:-
With the PMLA coming into force, banks, financial institutions and financial intermediaries will have to mandatorily report to Government all suspicious transactions and those over Rs.10 Lakh. As per the provisions of the Act, every banking company, financial institution and intermediary needs to maintain a record of all transactions, the nature and value of which is being prescribed in the rules. Financial institutions, including chit funds, cooperative banks and intermediaries like stock brokers, share transfer agents, underwriters and investment advisers were to be registered with SEBI. The Financial Intelligence Unit (FIU-IND) was set up as a multi-disciplinary unit for establishing links between suspicious or unusual financial transactions and criminal activities.
Legislations in consonance with PMLA:-
1. Banking Regulation Act, 1949. 
2. Chit Funds Act, 1982. 
3. Deposit Insurance and Credit Guarantee Corporation Act, 1961 
4. NABARD Act, 1981. 
5. National Housing Bank Act, 1987. 
6. Reserve Bank of India Act,1934. 
7. Securities and Exchange Board of India act,1992.

International support system:-
It stands highly imperative to exchange information at an international level in order to make the enforcement of a law efficient. FIUs therefore have the ability to exchange financial information that stands helpful to follow the financial trail in respect to investigation and enforcement of law in activities related to terrorism and uncovering financial assets.

a) FATF: - The Financial Action Task Force (FATF) is an inter-governmental body which sets standards, and develops and promotes policies to combat money laundering and terrorist financing. The Force has provided forty Recommendations and Nine Special Recommendations that provide a complete set of counter measures against money laundering. These Recommendations have been recognized, endorsed and adopted by many international bodies as the international standards for combating Money Laundering.
b) Egmont Group: - The Egmont Group serves as an international network fostering improved communication and interaction among FIUs. Egmont Group is named after the venue in Brussels where the first such meeting of FIU was held in June, 1995. The goal of the Group is to provide a platform for FIUs around the world to improve support to their respective governments in the fight against money laundering terrorist financing and other financial crimes.
c) Asia/Pacific Group: - The Asia/Pacific Group on money laundering (APG) was officially established as an autonomous regional anti-money laundering body in February, 1997 at the Fourth Asia/Pacific Money Laundering Symposium in Bangkok, Thailand. The purpose of APG is to facilitate the adoption, implementation and enforcement of internationally accepted anti-money laundering and anti terrorist financing standards set out in the recommendations of the FATF. The APG undertakes studies of methods and trends of money laundering and the financing of terrorism in Asia/Pacific region. It is a voluntary and co-operation international body established by agreement among its members and is autonomous.

Why amend the Anti-Money Laundering Act:-
In the recent years there has been a sudden upsurge in organized crimes and terrorist activities. Like any other activity even these anti-social activities need financial support. This financial support is provided through illegal money which is laundered in economy of a country. Money laundering has recently gained urgency of attention due to its links with terrorist activities. RBI, SEBI and IRDA are under the purview of PMLA. It allows search and seizure of suspected properties by officials and stipulates punishment of minimum three years’ imprisonment for the Guilty.

Money laundering can be checked by monitoring illegal forex transactions, real estate, gems and jewellery and high value purchases. In India, however, PMLA regulates only banking companies, financial institutions and intermediaries to maintain records, furnish information and verify identity of the customers. It does not deal with tapping of information within the ambit of informal economy as in case of forex transactions, because lot of dealing in this avenue is done through informal channels. The PMLA makes it illegal to enter into a transaction related to funds derived from criminal activities as also to possess or transfer such funds.

Financial institutions and intermediaries registered with SEBI are required to furnish to the income-tax authorities, details of all transactions also need to be furnished. However, this task of furnishing information and maintaining records is indeed a titanic one. Infrasoft Technologies Ltd. has launched OMNI Enterprise, anti-money laundering software that offers reporting and query capabilities. This software is widely used by banks in UK.

In 2000, black money was estimated to account for more than 40% of Indian’s GDP (approximately $150 billion). The IMF estimates the global volume of money laundering to be somewhere between $600 billion to $1.8 trillion a year. With such statistics, in India, there are absolutely no estimates regarding spending on anti money laundering measures by banks and financial institutions. Whereas, in USA, the collective spending by banking, insurance and fund management companies on anti money laundering measures is estimates to be $ 10.9 billion between 2003 and 2005.

With PMLA in force it is very crucial for the Banks to find AML software to check, identify and report suspicious transactions regularly. Failure to comply with this demand would result in losing business and fighting legal battles. Despite of all the afore stated problems, Infrasoft OMNI AML software has found no takers. The major part of the blame for not making use of the software is , however, shelved on the shoulders of strict and static RBI Rules.

It should be realized that PMLA is not a one-time legislation. The Act was amended to resolve the technicalities. India has only made amendments in respect to 11 out of 20 categories prescribed by FATF. This clearly means that amendments are required to be made in other categories as well particularly enclosing within its scope- terrorism financing, smuggling, piracy etc.- to cope with the International Standards. Without which the India banks would get paralyzed in developed nations.

Apart from the banking and other financial institutions and intermediaries the Act also extends upon the working of International Payment gateways such as Visa and Master card along with money transfer providers. However, it is strongly felt that PMLA should incorporate within its ambit the casinos, because a huge amount of money, in form of informal transactions, is being operated upon through such places.

Conclusion:-
The menace of money laundering is highly diabolical in nature. It hits not only at the root of a country’s financial structure but also kills its social structure by financing anti-social activities. It is as a matter of great grief that despite of having innumerable enactments and legislation, India is still under the vigilance of the Interpol because of her relaxed attitude towards the threat posed by money laundering. Hence, it is extremely important to catch hold of the growing threat of money laundering by legislating and implementing amendments in the present law of Anti- money Laundering.
Maharashtra's first arrest under money laundering act:

For the first time, a person has been arrested under the stringent Prevention of Money Laundering Act after it was enacted on July 1, 2005. Ashok R Chuggani allegedly duped jewelers, diamond merchants and laundered money outside the country. The enforcement directorate (ED) arrested Chuggani, a 50-year-old Dutch national of Indian origin, on Wednesday. Incidentally, this is also the first arrest made by the ED in almost a decade. Earlier, it was regulated by the Foreign Exchange Maintenance Act (FEMA) which did not allow the ED to arrest an individual. Chuggani was produced before the metropolitan magistrate's court and has been remanded in judicial custody for 14 days. He had allegedly duped diamond merchants and jewelers in 2007, an ED official said.

Following this, two cheating cases involving amounts of Rs55 lakhs and Rs57 lakhs were registered with the economic offences wing (EOW) of the Mumbai crime branch and the DB Marg police station. After the charge sheets were filed, the ED took over the investigations in the money-laundering case."Despite several summons, the suspect did not came to the ED. He was never available in the past year," the official said. "Chuggani is a permanent resident of Holland and was staying in India since 2002 on a residential permit visa," 
Case Study under Prevention of Money Laundering Act

Ex-Jharkhand CM Madhu Koda booked under PMLA[image: image3.png]



	


A case was registered against former Jharkhand chief minister Madhu Koda and three of his erstwhile cabinet colleagues - Kamlesh Singh, Bhanu Pratap Shahi and Bhandu Tirkey - by the Enforcement Directorate on Friday 9 October 2009 for alleged money laundering and diversion of state funds besides making huge investments abroad without legal sanction.

	


The 38-year-old Koda, who may face arrest also, is the first chief minister and high-profile politician to have been booked under the Prevention of Money Laundering Act.The ED filed an Enforcement Case Information Report (equivalent to a FIR) before the Prevention of Money Laundering Act court in Ranchi against Koda, Kamlesh Singh, Bhanu Pratap Shahi and Bhandu Tirkey besides five others. 

The ministers including Koda, who was the chief minister of Jharkhand between February 2005 and August 2008, have been accused of amassing properties worth hundreds of crores abroad, in countries such as the UAE, Thailand, Indonesia, Singapore and Liberia, besides several places in India.
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Quoting from the ECIR(European Conference on Information Retrieval), sources said Koda, who was the first independent candidate to become a chief minister, has been named for purchase of mines in Liberia worth USD 17 lakhs (Rs 8.5 crores). 

Most of the assets by Koda, ironically the first chief minister to be booked under PMLA, were purchased in the name of a close confidant Binod Sinha, once a tractor mechanic. 

As per the ECIR, the properties in the name of Sinha run into several hundred crores of rupees. 

As per the declaration given by the three ministers individually, nobody had bank deposits more than Rs 1.9 lakhs or immovable property worth over Rs 1.15 lakhs. 

Sources said the agency is looking into details of real wealth of the accused ministers and it will also attach all the properties identified. They said under the PMLA, the onus of proof is on the accused rather than the agency. 


Two other cabinet colleagues of Koda have already been booked by the ED for alleged money laundering, foreign exchange violations and forgery. 

The Directorate had swung into action after Jharkhand vigilance department lodged a complaint and recently searched the homes of Hari Narayan Rai and Enos Ekka, both cabinet ministers in the Koda government besides that of Koda. 

ED officials claimed they had come across documents suggesting that the former ministers had amassed huge wealth including mines, real estate firms and properties in Hong Kong, Thailand and some other countries. 

A case was lodged against the two former ministers by the vigilance department on the directive of a vigilance court under various IPC sections last year. 
Efforts to get in touch with Koda did not fructify as his mobile phone was switched off and no one answered the phone calls at his residence. 
The vigilance court had then directed the department to file the charges when it heard a petition by Vinod Kumar, a resident of Jharkhand's Deoghar district. 
Both Rai and Ekka were arrested following the Court's directive recently after which the ED came into the picture.
c) Regulatory Provisions with Respect to Current Account & Capital Account:
Current Account Transactions

Current Account Transactions as defined in Section 2 (j) of FEMA, means a transaction other than a capital account transaction and without prejudice to the generality of the other provisions shall include:
· payments due in connection with foreign trade, other account current business, services and short term banking and credit facilities in tire ordinary course of business;

· payments due as interest on loans and as net income from the investments;

·  remittances for living expenses of parents, spouse and children resid​ing abroad;

· expenses in connection with foreign travel, education and medical care of parents, spouse and children.
Provisions to Section 5 of FEMA empowers the Central Government in public interest and in consultation with the Reserve Bank to impose such reasonable restrictions for current account transactions in exercise of the powers conferred and in consultation with the Reserve Bank the Central Government issued Foreign Exchange Management (Current Account Transactions) Rules 2000 on 3rd May, 2000 in this regard.
In terms of provisions of Section 5 of FEMA, any person may sell or draw foreign exchange to or from an authorised dealer if such sale or with​drawal is a current account transaction.
The proviso to Section 5 empowers Government of India, in public interest and in consultation with the Reserve Bank to impose reasonable restrictions on certain current account transactions.

In terms of the rules 3, drawal of exchange for the following transactions is prohibited.

· Travel to Nepal or Bhutan

· Transactions with a person resident in Nepal or Bhutan (unless specifically exempted by Reserve Bank by general or special order). 
· Remittance out of lottery winnings

· Remittance of income from racing/riding etc. or any other hobby.

· Remittance for purchase of lottery tickets, banned/proscribed maga​zines, football pools, sweepstakes, etc.
· Payment of commission on exports made towards equity investment in Joint Ventures/Wholly Owned Subsidiaries abroad of Indian com​panies.
· Remittance of dividend by any company to which the requirement of dividend balancing is applicable.
· Payment of commission on exports under Rupee State Credit Route. Payment related to "Call Back Services" of telephones.

· Remittance of interest income on funds held in Non-Resident Special Rupee (NRSR) Account scheme.
Prohibition on drawal of foreign exchange.
Rule 3 of Foreign Exchange Management (Current Account Transactions) Rules, 2000 provides that the drawal of foreign exchange by a person is prohibited for the following purposes, namely:

· transactions specified in Schedule III of the notification;
· travel to Nepal and/or Bhutan;
· a transactions to the person resident in Nepal/or Bhutan.
The prohibition on the transaction with a person resident in Nepal or Bhutan may be exempted by the Reserve Bank of lndia subject to such terms and conditions as it may considered necessary to stipulate by general or special order.

The transactions which are specified in ScheduleP and thereby absolutely prohibited are:

· remittance out of lottery winnings;

· remittance of income from racing/riding etc. or any other hobby;

· remittance for purchase of lottery tickets, banned/prescribed magazines, foot​ball pools, sweepstakes ete. ;

· payment of commission on exports made towards equity investment in joint ventures/wholly owned subsidiaries abroad of Indian companies;

· remittance of dividend by any company to which the requirement of dividend

       balancing is applicable;

· payment of commission on exports under Rupee State Credit Route; . payment related to

"Call Back Services" of telephone;

·  remittance of interest income on funds held in Non-Resident Special Rupee Scheme Account;

Prior approval of the Government of India.

Provides that no person shall draw foreign exchange for the transaction included in .Table-A without prior approval of the Government of India.

The provisions to this rule states that this rule shall not apply where the payment is made out of funds held in Resident Foreign Currency (RFC) Account or Exchange Earners Foreign Currency (EEFC) Account of the remitter.
TABLE-A

	Purpose of Remittance  
	Whose approval is required

	Cultural Tours
	Ministry of Human Resources Developments

(Department of Education and Culture) Ministry

of Finance, (Department of Economic Affairs)

	Advertisement abroad by any PSU/State And Central Government Department
	Ministry of Finance, (Department of Economic

Affairs).

	Remittance of freight of vessel charted by a PSU

(Chartering Wing)
	Ministry of Surface Transport

	Payment of import by a Government Department

(Chartering Wing) or a PSU on C.I.F basis (i.e. other than F.O.B and F.A.S basis) 
	Ministry of Surface Transport

	Multi-modal transport operators making remittance to their agents abroad
	Registration Certificate from the Director

General of Shipping.

	Remittance of hiring charges of transponders
	Ministry of Finance, (Department of Economic

Affairs)

	Remittance of container detention charges exceeding the rate prescribed by Director General of Shipping
	Ministry of Surface Transport (Director General

of Shipping)

	Remittances under technical collaboration agreements where payment of royalty exceeds 

5%on local sales and 8% on exports and lump-sum payment exceeds US$ 2 million
	Ministry of Industry and Commerce.

	Remittance of prize money/ sponsorship of sports activity abroad by person other than International/

National/State level sports bodies, if the amount 

involved exceeds US $100000
	Ministry of Human Resource Development

(Department of Youth Affairs and Sports)

	Payment for securing Insurance

for health from a company abroad
	Ministry of Finance, (Insurance Division)

	Remittance for membership of P & I Club
	Ministry of Finance, (Insurance Division)


Prior approval of the Reserve Bank.

There are certain transactions listed in below which cannot be undertaken without the prior approval of the Reserve Bank, these provisions shall not apply where the payment is made out of funds held in Resident Foreign Currency (RFC) Account or Exchange Earners Foreign Currency (EEFC) Account of the remitter.
The transactions for which prior approval of the Reserve Bank is needed are as follows:

Remittance by artiste e.g. wrestler, dancer, entertainer etc. (This restriction is not applicable to artistes engaged by tourism related organizations in India like ITDC, State Tourism Development Corporations etc. during special festivals or those artistes engaged by hotels in five star categories, provided the expenditure is met out of EEFC account) ;

· Release of exchange exceeding US$ 5,000 or its equivalent in one calendar year, for one or   

     more private visits to any country (except Nepal and Bhutan) 
·  Gift, remittance exceeding US$ 5,000 per beneficiary per annum;

· Donation exceeding US$ 5,000 per annum per beneficiary ;

· Exchange Facilities exceeding US$ 5000 for persons going abroad for employment;

· Exchange Facilities for emigration exceeding US$ 5,000 or amount prescribed by country of emigration;

· Remittance for maintenance of close relatives abroad exceeding US$ 5,000 per year per recipient;

· Release of foreign exchange, exceeding US$ 25,000 to a person, irrespective of period of stay, for business travel, or attending a Conference or specialized training or for maintenance expenses of a patient going abroad for medical treatment or check-up abroad, or for accompanying as attended to a patient going abroad for medical treatment/Check-up;
· Release of exchange for meeting expenses for medical treatment abroad exceeding the estimate from the doctor in India or hospital/doctor abroad;

· Release of exchange for studies abroad exceeding the estimates from the institution abroad or  

US$ 30,000, whichever is higher;

· Commission to agents abroad for sale of resident flats/commercial plots in India, exceeding 5%of the inward remittance;

· Short term credit to overseas offices of Indian companies;
· Remittance for advertisement on foreign television by a person whose export earnings are less  than Rs. 10 lakhs during each of the preceding two years;

· Remittances of royalty and payment of lump-sum fee under the technical. collaboration 
agreement which has not been registered with Reserve Bank;

· Remittance exceeding US$ 100,000 for architectural/consultancy services procured from 
abroad;

· Remittances for use and/or purchase of trade mark/franchises in India. Exchange facilities for 
transactions.

Exchange facilities for transactions 

Exchange facilitate for transaction in schedule II to the rules may be permitted by authorised dealers provided the applicant has secured the approval from the Ministry Department of Government of India indicated against the transactions.

In respect of transactions included in Schedule III where the remittance applied for exceeds the limit, if any, indicated in the schedule or other transactions included in Schedule III for which no limit have been stipulated would require prior approval of Reserve Bank.
Remittances for other current Account transactions

Remittances for all other current transactions which are not specifically prohibited under the rules or which are not included in Schedule II or III may be permitted by authorised dealers without any monetary/percentage ceilings subject to compliance with the provisions of Sub-section (5) of Section 10 of FEMA. Remittances for transactions included in Schedule III' may be permitted by authorised dealers up to the ceilings prescribed therein.

For removal of doubts, it is clarified that ​-

· The existing procedure to be followed by Indian companies for entering into collaboration arrangements with overseas collaborators would continue.

·  There would be 'no restriction regarding receipt of advance payment or back to back letter of credit for merchanting trade transactions.

· In terms of Foreign Exchange Management (Borrowing or Lending in Foreign Exchange) Regulations, 2000 approval of Reserve Bank would be required for importers availing of Supplier's Credit beyond 180 days and Buyer's Credit irrespective of the period of credit.

·     Transactions relating to import of ship stores into bond for supply to Indian/foreign flag   

              vessels, Indian Naval ships, and foreign diplomatic personnel will no more be regulated  

            by Reserve Bank.

· Remittance of surplus freight/passage collections by shipping/airline compa​nies or their  

         agents, remittances by break bulk agents, multimodal transport operators, remittance of    

        freight pre-paid on inward consolidation of cargo, operating expenses of Indian 
         airline/shipping companies etc. may be permitted by authorised dealers after verification   

        of documentary evidence in support of the remittance.

The Reserve Bank will not prescribe the documentation which should be verified by the authorised dealers while permitting remittances for various transactions, particularly of current account. In this connection attention of authorised dealers is drawn to Sub​section (5) of Section 10 of FEMA which provides that an authorised person shall before undertaking any transaction in foreign exchange on behalf of any person require that person to make such a declaration and to give such information as will reasonably satisfy him that the transaction will not involve and is not designed for the purpose of any contravention or evasion of the provisions of FEMA or of any rule, regulation, notification, direction or order issued there under. Authorised dealers are advised to keep on record any information/documentation on the basis of which the transaction was undertaken for verification by the Reserve Bank. The said clause further provides that where the said person (applicant) refuses to comply with any such requirement or makes unsatisfactory compliance therewith, the authorised person shall refuse in writing to undertake the transaction and shall if he has reason to believe that any contravention/ evasion is contemplated by the person, report the matter to Reserve Bank
Capital Account Transactions

A capital account transaction as defined in Section 2(e) of FEMA means a transaction which alters the assets or liabilities, including contingent liabilities, outside India of persons resident in India or assets or liabilities in India of persons resident outside India, and includes transactions referred to in Sub-section (3) of Section 6.

The new legislation vide Section 6 deals with capital accounts transactions.

Sub-section (1) of the Section 6 gives a general liberty providing that any person may sell or draw foreign exchange to or from an authorized person for a capital account transaction. The application of this clause is however subject to the provisions of Sub-section (2) of the Section 6 which states that the Reserve Bank may in consultation with the Central Government specify any class or classes of capital account transactions which are permissible and the limit up to which foreign exchange shall be admissible for such transactions.

According to the regulations made under Section 6 (2) of FEMA, investment in India by a person resident outside India in any company or partnership firm or proprietary concern which is engaged in the business of Chit Fund or as a Nidhi Company or in Agricultural or Plantation activities or in Real Estate business (other than development of townships, construction of residential commercial premises, roads or bridges) or construction of farm houses or trading in Transferable Development Rights (TDRs) is prohibited.

Schedule I to the regulations specifies the permissible classes of Capital account transactions of a person resident in India and Schedule II specifies the permissible classes of such transactions by a person resident outside India.

Classification of capital account transactions:
The capital account transactions have been classified into two categories:

Capital Account Transactions of the following types made by persons resident in India: 
· Investment by a person resident in India in foreign securities.

· Foreign currency loans raised in India and abroad by a person resident in India. 

· Transfer of immovable property outside India by a person resident in India. 

· Guarantees issued by a person resident in India in favor of a person resident outside India.

· Export, import and holding of currency/currency notes.

· Loans and overdrafts (borrowings) by a person resident in India from a person resident outside India.

· Maintenance of foreign currency accounts in India and outside India by a person resident in India.

· Taking out of insurance policy by a person resident in India from an insurance company outside India.

· 
Loans and overdrafts by a person resident in India to a person resident outside India.

· 
Remittance outside India of capital assets of a person resident in India.

· 
Sale and purchase of foreign exchange derivatives in India and abroad and commodity derivatives abroad by a person resident in India. 

Capital account transactions of the following types made by persons resident outside India:
· Investment in India by a person resident outside India, that is to say,

· Issue of security by a body corporate or an entity in India and investment therein by a person resident outside India; and

· Investment by way of contribution by a person resident outside India to the capital of a firm or a proprietorship concern or an association of persons in India.

·      Acquisition and transfer of immovable property in India by a person resident outside India.

· Guarantee by a person resident outside India in favour of, or on behalf of, a person resident in India.

· Import and export of currency/currency notes into/from India by a person resident outside India.

· Deposits between a person resident in India and a person resident outside India. . 

· Foreign currency accounts in India of a person resident outside India.

· Remittance outside India of capital assets in India of a person resident outside India.

Capital account transactions on which restrictions cannot be imposed. There are two types of drawing foreign exchange, they are:

· for amortization of loan; and

· for depreciation of direct investments in ordinary course of business.

Restrictions cannot be imposed when drawal is for the purpose of repayments of loan installments.

Earlier permission relating to capital account transaction:
Under the provisions of FERA no person could make any capital account transac​tions

except with the previous general or special permission of the Reserve Bank.

Prohibitions on capital account transactions in the new legislation.

A person resident outside India is prohibited from making investment in India in any form in

any company or partnership firm or proprietary concern or any entity, whether in corporate or not, which is engaged or proposes to engage in :

· in the business of chit fund;

· a Nidhi Company;

· agricultural or plantation activities;

· real estate business (the term shall not include development of townships, construction of residential or commercial premises, roads or bridges) or construction of farm houses; or

· trading in Transferable Development Rights (TDRs).The term Transferable Development Rights has been explained under the head 'Meaning of terms'.
d) Case Study on FEMA

RBI slapped Rs.125 crore on Reliance Infrastructure:
The Reserve Bank of India (RBI) has asked the Anil Dhirubhai Ambani Group firm, Reliance Infrastructure (earlier, Reliance Energy), to pay just under Rs 125 crore as compounding fees for parking its foreign loan proceeds worth $300 million with its mutual fund in India for 315 days, and then repatriating the money abroad to a joint venture company. These actions, according to an RBI order, violated various provisions of the Foreign Exchange Management Act (FEMA).

In its order, RBI said Reliance Energy raised a $360-million ECB on July 25, 2006, for investment in infrastructure projects in India. The ECB proceeds were drawn down on November 15, 2006, and temporarily parked overseas in liquid assets. On April 26, 2007, Reliance Energy repatriated the ECB proceeds worth $300 million to India while the balance remained abroad in liquid assets.

It then invested these funds in Reliance Mutual Fund Growth Option and Reliance Floating Rate Fund Growth Option on April 26, 2007. On the following day, i.e., on April 27 2007, the entire money was withdrawn and invested in Reliance Fixed Horizon Fund III Annual Plan series V. On March 5, 2008, Reliance Energy repatriated $500 million (which included the ECB proceeds repatriated on April 26, 2007, and invested in capital market instruments) for investment in capital of an overseas joint venture called Gourock Ventures based in British Virgin Islands.

RBI said, under FEMA guidelines issued in 2000, a borrower is required to keep ECB funds parked abroad till the actual requirement in India. Further, the central bank said a borrower cannot utilise the funds for any other purpose.

“The conduct of the applicant was in contravention of the ECB guidelines and the same are sought to be compounded,” the RBI order signed by its chief general manager Salim Gangadharan said.

During the personal hearing on June 16, 2008, Reliance Energy, represented by group managing director Gautam Doshi and Price waterhouse Coopers executive director Sanjay Kapadia, admitted the contravention and sough compounding. The company said due to unforeseen circumstances, its Dadri power project was delayed. Therefore, the ECB proceeds of $300 million were bought to India and was parked in liquid debt mutual fund schemes, it added.
Rejecting Reliance Energy’s contention, RBI said it took the company 315 days to realise that the ECB proceeds are not required for its intended purpose and to repatriate the same for alternate use of investment in an overseas joint venture on March 5, 2008. 

Reliance also contended that they invested the ECB proceeds in debt mutual fund schemes to ensure immediate availability of funds for utilisation in India.
“I do not find any merit in this contention also as the applicant has not approached RBI either for utilising the proceeds not provided for in the ECB guidelines, or its repatriation abroad for investment in the capital of the JV,” the RBI official said in the order. 
In its defence, the company said the exchange rate gain on account of remittance on March 5 2008, would be a notional interim rate gain as such exchange rate gain is not crystallised.
But RBI does not think so. “They have also stated that in terms of accounting standard 11 (AS 11), all foreign exchange loans have to be restated and the difference between current exchange rate and the rate at which the same were remitted to India, has to be shown as foreign exchange loss/gain in profit and loss accounts.

However, in a scenario where the proceeds of the ECB are parked overseas, the exchange rate gains or losses are neutralized as the gains or losses restating of the liability side are offset with corresponding exchange losses or gains in the asset. In this case, the exchange gain had indeed been realised and that too the additional exchange gain had accrued to the company through an unlawful act under FEMA,” the order said.

It said as the company has made additional income of Rs 124 crore, it is liable to pay a fine of Rs 124.68 crore. On August this year, the company submitted another fresh application for compounding and requested for withdrawal of the present application dated April 17, 2008, to include contravention committed in respect of an another transaction of ECB worth $150 million. But RBI said the company will have to make separate application for every transaction and two transactions are different and independent and cannot be clubbed together.
e) Contraventions and Penalties under FEMA
If any person contravenes any provision of this Act, or contravenes any rule, regulation,

notification, direction or order issued in exercise of the powers under this Act, or contravenes

any condition subject to which an authorization is issued by the Reserve Bank, he shall, upon

adjudication, be liable to a penalty up to thrice the sum involved in such contravention where

such amount is quantifiable, or up to two lakh rupees where the amount is not quantifiable, and

where such contravention is a continuing one, further penalty which may extend to five thousand

rupees for every day after the first day during which the contravention continues.

Any Adjudicating Authority adjudging any contravention may, if he thinks fit in addition to any

penalty which he may impose for such contravention direct that any currency, security or any

other money or property in respect of which the contravention has taken place shall be

confiscated to the Central Government and further direct that the foreign exchange holdings, if

any, of the persons committing the contraventions or any part thereof, shall be brought back into

India or shall be retained outside India in accordance with the directions made in this behalf.

"Property" in respect of which contravention has taken place, shall include deposits in a bank,

where the said property is converted into such deposits, Indian currency, where the said property

is converted into that currency; and any other property which has resulted out of the conversion

of that property. If any person fails to make full payment of the penalty imposed on him within a period of ninety days from the date on which the notice for payment of such penalty is served on him, he shall be liable to civil imprisonment.

8.
FERA & FEMA
a) Similarities & Differences between FERA & FEMA
    Similarities:
    The similarities between FERA and FEMA are as follows:

· The Reserve Bank of India and central government would continue to be the regulatory bodies. 

· Presumption of extra territorial jurisdiction as envisaged in section (1) of FERA has been retained. 

· The Directorate of Enforcement continues to be the agency for enforcement of the provisions of the law such as conducting search and seizure 

	Sr. No
	DIFFERENCES
	FERA
	FEMA

	1
	PROVISIONS
	FERA consisted of 81 sections, and was more complex
	FEMA is much simple, and consist of only 49 sections.

	2
	FEATURES
	Presumption of negative intention (Mens Rea ) and joining hands in offence (abatement) existed in FEMA
	These presumptions of Mens Rea and abatement have been excluded in FEMA

	3
	NEW TERMS IN FEMA
	Terms like Capital Account Transaction, current Account Transaction, person, service etc. were not defined in FERA.
	Terms like Capital Account Transaction, current account Transaction person, service etc., have been defined in detail in FEMA.

	4
	DEFINITION OF AUTHORIZED PERSON 
	Definition of "Authorized Person" in FERA was a narrow one ( 2(b)
	The definition of Authorized person has been widened to include banks, money changes, off shore banking Units etc. (2 ( c )

	5
	MEANING OF "RESIDENT" AS COMPARED WITH INCOME TAX ACT.
	There was a big difference in the definition of "Resident", under FERA, and Income Tax Act

 
	The provision of FEMA, are in consistent with income Tax Act, in respect to the definition of term " Resident". Now the criteria of "In India for 182 days" to make a person resident has been brought under FEMA. Therefore a person who qualifies to be a non-resident under the income Tax Act, 1961 will also be considered a non-resident for the purposes of application of FEMA, but a person who is considered to be non-resident under FEMA may not necessarily be a non-resident under the Income Tax Act, for instance a business man going abroad and staying therefore a period of 182 days or more in a financial year will become a non-resident under FEMA.


	6
	PUNISHMENT
	Any offence under FERA, was a criminal offence , punishable with imprisonment as per code of criminal procedure, 1973 
	Here, the offence is considered to be a civil offence only punishable with some amount of money as a penalty. Imprisonment is prescribed only when one fails to pay the penalty.

	7
	QUANTUM OF PENALTY.
	The monetary penalty payable under FERA, was nearly the five times the amount involved.
	Under FEMA the quantum of penalty has been considerably decreased to three times the amount involved.


	8
	APPEAL
	An appeal against the order of "Adjudicating office", before " Foreign Exchange Regulation Appellate Board went before High Court
	The appellate authority under FEMA is the special Director ( Appeals) Appeal against the order of Adjudicating Authorities and special Director (appeals) lies before "Appellate Tribunal for Foreign Exchange." An appeal from an order of Appellate Tribunal would lie to the High Court. (sec 17,18,35)

	9
	RIGHT OF ASSISTANCE DURING LEGAL PROCEEDINGS.
	FERA did not contain any express provision on the right of on impleaded person to take legal assistance 
	FEMA expressly recognizes the right of appellant to take assistance of legal practitioner or chartered accountant (32)

	10
	POWER OF SEARCH AND SEIZE 
	FERA conferred wide powers on a police officer not below the rank of a Deputy Superintendent of Police to make a search
	The scope and power of search and seizure has been curtailed to a great extent


c) Key Terms/Glossary with respect to FERA & FEMA 
1. Authorised Person - "Authorised person" means an authorised dealer, moneychanger, offshore banking unit or any other person for the time being authorised under section 10(1) to deal in foreign exchange securities. 
2. Capital Account Transaction - "Capital account transaction" means a transaction which alters the assets or liabilities, including contingent liabilities, outside India of persons resident in India or assets or liabilities in India of person resident outside India, and includes transactions referred to in sub-section (3) of section 6
3. Current Account Transaction - "Current account transaction" means a transaction other than a capital account transaction and without prejudice to the generality of the foregoing such transaction includes,- 
· Payments due in connection with foreign trade, other current business, services, and short-term banking and credit facilities in the ordinary course of business.
· Payments due as interest on loans and as net income from investments.
· Remittances for living expenses of parents, spouse and children residing abroad, and
· Expenses in connection with foreign travel, education and medical care of parents, spouse and children;
2. Foreign exchange reserves - A country's reserves of foreign currencies. Commonly known as  

   "quick cash", they can be used immediately to finance imports and other foreign payables.
3. Foreign portfolio investment  - Investment into financial instruments such as stocks and bonds 
     in which the objective is not to engage in business but to merely generate dividend income and  

     capital gains. The larger portion of international investment flows in the world today is FPIs.
4. Forward contract - An arrangement between two parties to trade specified amounts of two  

    Currencies at some designated future due date at an agreed price. More than a formal hedge   

     against unforeseen changes in currency prices, it guarantees certainty in the foreign exchange  

    rate at the contract's delivery date.

5. Forward swap - The most common type of forward transaction, forward swaps comprise 60 per cent of all foreign exchange transactions. In a swap transaction, two companies immediately exchange currency for an agreed-upon length of time at an agreed exchange rate. At the end of the time period, each company returns the currency to the former owner at the original exchange rate with an adjustment for interest rate differences.
6. Authorised dealer  - "authorised dealer" means a person for the time being authorised under   

    section 6 to deal in foreign exchange; 
7. Franchising - Franchising is similar to licensing, although it tends to involve much longer term commitments than licensing. Whereas licensing is pursued primarily by manufacturing firms, franchising is employed primarily by service firms. A franchising agreement invol c!es a franchise or selling limited rights for the use of its brand name to a franchisee in return for a lump sum payment and a share of the franchise's profits.

8. Free float  - A process in international monetary markets in which foreign currency prices change relative to one another, free of central bank intervention and subject only to the global supply of and demand for specific currencies. Not many countries have their currencies on a free float. The currencies of most industrial countries are on a "managed float".
9. Drawal - "Drawal' means drawal of foreign exchange from an authorized person and includes

     opening of Letter of Credit or use of International Debit Card or A TM card or any other

     thing by whatever name called which has the effect of creating foreign exchange liability.
10. Authorized person - Readers to note that the term 'authorized person' has been defined in clause (c) of Section 2 of FEMA. It provides that an 'authorized person' means an authorized dealer, money changer, off shore banking unit or any other person for the time being authorized under the provisions of Sub-section (1) of Section 10 to deal in foreign exchange or foreign securities.
11. Transferable Development Rights -  'Transferable Development Rights' means certificates issued in respect of category of land acquired for public purpose either by Central or State Government in consideration of surrender of land by the owner without monetary compensation, which is transferable in part or whole.
12. Currency [including relevant notification]
"Currency" includes all currency notes, postal notes, postal orders, money orders, cheques, drafts, travellers cheques, letters of credit, bills of exchange and promissory notes, credit cards or such other similar instruments, as may be notified by the Reserve Bank; 
9. Capital account convertibility 
According to the Tarapore Committee provided a succinct and subtle definition: Capital Account Convertibility refers to the freedom to convert local financial assets into foreign financial assets and vice versa at market determined rates of exchange. It is associated with changes of ownership in foreign/domestic financial assets and liabilities and embodies the creation and liquidation of claims on, or by, the rest of the world.
IMF’s ROLE IN C.A.C

· Convertibility is an IMF clause that all the member countries must adhere to in order to work towards the common goals of the organization. However CONVERTIBILITY per se can be looked into from various perspectives and incorporated accordingly by the member nations. An economy can choose to be (a) partially convertible on CURRENT ACCOUNT (b) partially convertible on CAPITAL ACCOUNT (c) fully convertible on current account and (d) fully convertible on capital account.
It is important to state here that “The IMF’s mandate is conspicuous on current account convertibility as current account liberalization is among the IMF’s official purposes outlined in its Articles of Agreement, but it has no explicit mandate to promote capital account liberalization. Indeed, the Articles give the IMF only limited jurisdiction over the capital account however the IMF has given greater attention to capital account issues in recent decades, given the increasing importance of international capital flows for macroeconomic stability and exchange rate management in many countries. Thus there is no official binding over any member state to opt for FULL CAPITAL ACCOUNT CONVERTIBILTY but it has been a constant component of the IMF’s advisory reports on member countries.

INDIA AND CAC

Though the rupee had become fully convertible on current account as early as 1991, the RBI has been adopting a cautious approach towards full float of the rupee, particularly after the 1997 south-east Asian currency crisis. While there has been a substantial relaxation of foreign exchange controls during the last 10 years, the current account convertibility since 1994 means that both resident Indians and corporate have easy access to foreign exchange for a variety of reasons like education, health and travel. They are allowed to receive and make payments in foreign currencies on trade account. The next logical step in the same direction would be full convertibility, which would remove restrictions on capital account.

· India to be achieved over a time frame of 3 years. In 1997, the Tarapore committee took on the convertibility question. And suggested a logical framework to attain C.A.C. However the conventional wisdom is that the report was buried after the East Asian Crisis. 

· In 2006 with Prime Minister’s allegiance to CAC shown  at the CII summit in Mumbai the RBI reappointed the TARAPORE committee to submit a report on C.A.C in India.

· In their report on C.A.C in 2006 the committee has listed certain pre conditions for C.A.C in 

PRECONDITIONS

· Fiscal Consolidation
           i. Reduction in gross fiscal deficit (GFD) to GDP ratio to 3.5%.
            ii. A consolidated sinking fund (CSF) to be set up to meet government's debt repayment   

          needs to be financed by increase in RBI's profit transfer to the government and  

          disinvestment proceeds.
· Mandated Inflation Rate
            iii. The mandated inflation rate should remain at an average 3-5% for the three-year period.
· Consolidation in the Financial Sector
           iv. Gross non-performing assets (NPAs) of the banking sector (as a percentage of total   

           advances) to be brought down to 5%.
            v. A reduction in the average effective Cash Reserve Ratio (CRR) for the banking systemto    

           3%.
· Exchange Rate Policy
            vi. RBI should have a Monitoring Exchange Rate Band of plus minus 5% around a neutral   

          Real Effective Exchange Rate (REER). RBI should be transparent about the changes in  

          REER. 
· Balance of Payments Indicators
          vii. Reduction in Debt Servicing Ratio to 20%.
· Adequacy of Foreign Exchange Reserves
         viii. Reserves should not be less than six months of imports.
          ix. The short -term debt and portfolio stock should be lowered to 60% of level of reserves.
           x. The net foreign exchange assets to currency ratio (NFA/Currency) should be prescribed      by law at not less than 40%.
PROS of C.A.C for INDIA

· It allows domestic residents to invest abroad and have a globally diversified investment portfolio, this reduces risk and stabilizes the economy. A globally diversified equity portfolio has roughly half the risk of an Indian equity portfolio. So, even when conditions are bad in India, globally diversified households will be buoyed by offshore assets; will be able to spend more, thus propping up the Indian economy.
· Our NRI Diaspora will benefit tremendously if and when CAC becomes a reality. The reason is on account of current restrictions imposed on movement of their funds. As the remittances made by NRI’s are subject to numerous restrictions which will be eased considerably once CAC is incorporated.
· It also opens the gate for international savings to be invested in India. It is good for India if foreigners invest in Indian assets — this makes more capital available for India’s development. That is, it reduces the cost of capital. When steel imports are made easier, steel becomes cheaper in India. Similarly, when inflows of capital into India are made easier, capital becomes cheaper in India.
· Controls on the capital account are rather easy to evade through unscrupulous means. Huge amounts of capital are moving across the border anyway. It is better for India if these transactions happen in white money. Convertibility would reduce the size of the black economy, and improve law and order, tax compliance and corporate governance.
· Most importantly convertibility induces competition against Indian finance. Currently, finance is a monopoly in mobilizing the savings of Indian households for the investment plans of Indian firms. No matter how inefficient Indian finance is, households and firms do not have an alternative, thanks to capital controls. Exactly as we saw with trade liberalization, which consequently led to lower prices and superior quality of goods produced in India, capital account liberalization will improve the quality and drop the price of financial intermediation in India. This will have repercussions for GDP growth, since finance is the ‘brain’ of the economy.
CONS of C.A.C for INDIA

· During the good years of the economy, it might experience huge inflows of foreign capital, but during the bad times there will be an enormous outflow of capital under “herd behavior” (refers to a phenomenon where investors acts as “herds”, i.e. if one moves out, others follow immediately). For example, the South East Asian countries received US$ 94 billion in 1996 and another US$ 70 billion in the first half of 1997. However, under the threat of the crisis, US$ 102 billion flowed out from the region in the second half of 1997, thereby accentuating the crisis. This has serious impact on the economy as a whole, and can even lead to an economic crisis as in South-East Asia.
· There arises the possibility of misallocation of capital inflows. Such capital inflows may fund low-quality domestic investments, like investments in the stock markets or real estates, and desist from investing in building up industries and factories, which leads to more capacity creation and utilisation, and increased level of employment. This also reduces the potential of the country to increase exports and thus creates external imbalances.
· An open capital account can lead to “the export of domestic savings” (the rich can convert their savings into dollars or pounds in foreign banks or even assets in foreign countries), which for capital scarce developing countries would curb domestic investment. Moreover, under the threat of a crisis, the domestic savings too might leave the country along with the foreign ‘investments’, thereby rendering the government helpless to counter the threat.
· Entry of foreign banks can create an unequal playing field, whereby foreign banks “cherry-pick” the most creditworthy borrowers and depositors. This aggravates the problem of the farmers and the small-scale industrialists, who are not considered to be credit-worthy by these banks. In order to remain competitive, the domestic banks too refuse to lend to these sectors, or demand to raise interest rates to more “competitive” levels from the ‘subsidised’ rates usually followed.
· International finance capital today is “highly volatile”, i.e. it shifts from country to country in search of higher speculative returns. In this process, it has led to economic crisis in numerous developing countries. Such finance capital is referred to as “hot money” in today’s context. Full capital account convertibility exposes an economy to extreme volatility on account of “hot money” flows. 
· It does seem that the Indian economy has the competence of bearing the strains of free capital mobility given its fantastic growth rate and investor confidence. Most of the pre-conditions stated by the TARAPORE committee have been well complied to through robust year on year performance in the last five years especially. The forex reserves provide enough buffer to bear the immediate flight of capital which although seems unlikely given the macroeconomic variables of the economy alongside the confidence that international investors have leveraged on India.
· However it must not be forgotten that C.A.C is a big step and integrates the economy with the global economy completely thereby subjecting it to international fluctuations and business cycles. Thus due caution must be incorporated while taking this decision in order to avoid any situation that was faced by Argentina in the early 80’s or by the Asian economies in 1997-98.
10. CONCLUSION
As a part of the on going process of economic liberalization relating to foreign investments and foreign trade in India and as a measure for closer interaction with the world economy the Foreign Exchange Regulation Act, 1973 (FERA) was reviewed in the year 1993 and several amendments were made therein. Further review of the FERA was undertaken by the Central Government of India in the light of subsequent developments and on account of the experience in relation to foreign trade and investment in India, the Central Government felt that instead of further amending the FERA, the better course would be to repeal the existing Act and to enact a new legislation in its place. In view of the same, the RBI was asked to suggest a new legislation based on the report submitted by a task force constituted for this purpose by the RBI recommending substantial changes in FERA.

There has been a substantial increase in the Foreign Exchange Reserves of India. Especially after repulsion of FERA in 2000 there has been a tremendous surge in Foreign Exchange Reserves.
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Since the year 1993, Foreign trade has grown up. Development has taken place such as current account convertibility, liberalization in investments abroad, increased access to external commercial borrowings by Indian Companies and participation by foreign institutional investors in securities markets in India. Keeping in view these changes the Central Government of India has introduced the FEMA to repeal FERA.

A marked digression from the general rule that the Accused is presumed to be innocent until proved guilty beyond reasonable doubt, is found in the FEMA. A presumption regarding documents, contained in this Bill is contrary to the general rules of evidence. For example, when documents pertaining to a crime under FEMA are discovered the Court will presume that the contents of the documents are true and correct and will not go into the question whether the incriminating documents may have been forged. Thus, it becomes the responsibility of the Accused to prove, in case that the documents are fabricated. The main change between FERA and FEMA is in the approach. FERA seeks to regulate almost all the transactions involving foreign exchange and inbound/outbound investments. In FERA every provision is restrictive and starts with a negative proposition stating that whatever is mentioned in that section is prohibited unless the prior permission either general or special, as may be required in the specific case, of RBI is obtained. FERA provides that nothing can be done without RBI's permission. In comparison to this existing negative piece of legislation, the provision of FEMA has a positive approach. This can be found from the provisions of FEMA dealing with capital account transactions which are to be regulated. Unlike FERA which provides that these transactions cannot be entered into without prior permission of RBI, FEMA provides that any person may sell or draw foreign exchange for such transactions and then specifies the powers of the RBI to regulate the class or limits of such capital account transactions. Thus the basic proposition in the proposed FEMA Bill is positive. FEMA classifies foreign exchange transactions into capital account transactions and current account transactions and amongst the two regulates the former more closely. Under FEMA residential status will not depend upon the intent of the person to reside in India but would depend upon the exact period of his stay in India.

The provisions of the FEMA Bill aims at consolidating and amending the law relating to foreign exchange with the object of facilitating external trade and payments and for promoting the orderly payment and amendments in foreign exchange markets in India. The FEMA Bill empowers the RBI to authorize persons to deal in foreign securities specifying the conditions for the same. It also provides for a person resident in India in holding, owning, transferring or investing in foreign security and for a person resident out side India in holding, owning, transferring or investing in Indian Securities.
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