Project Work – Professional Ethics
Topic:
a. Financial Fraud/Scams in India
-The Infrastructure Leasing & Financial Services Limited (IL&FC Ltd.) Scam
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Introduction:
In recent years, many scams, frauds and corrupt practices have taken place. Misuse and misappropriation of public money are happening every day in India and worldwide. In order to avoid these scams and financial irregularities, many companies have started corporate governance.
Corporate governance ensures transparency which ensures strong and balance economic development. Corporate governance is intended to increase accountability of the company and avoid massive disasters before they occur.
However, in the Infrastructure Leasing & Financial Services Limited (IL&FC Ltd.) Scam, there was poor corporate governance which resulted in the company defaulting and fraud committed by the senior management personnel of IL&FS.

About:
Infrastructure Leasing & Financial Services Limited (IL&FC Ltd.) is an Indian state-funded infrastructure development and finance company. This company was formed in 1987 by three financial institutions namely Central Bank of India, Housing Development Finance Corporation (HDFC) and Unit Trust India. The rationale of the company was to fund major infrastructure projects.
It used to give loans to financial and development sectors such as roads and tunnels. They used to borrow money as loans substantially from banks and other regulated lending sectors through the medium of commercial papers on a mix of long term and a short-term basis and lend the money on huge infrastructure projects.

Case Findings/ Facts of the case:
IL&FS had the largest debt exposure of around Rs. 91000 crores (including Rs 20000 crores invested by PF and pension funds).
It all started when IL&FS Ltd. started defaulting the loans which it had taken from the financial institutions and the investors. Then they started defaulting all bonds repayment, loans repayment, and investors deposits. 
Between July 2018 and September 2018, two of the subsidiaries of IL&FS Group reported having trouble in paying back loans and inter corporate deposits to banks/lenders.
This alerted the rating agencies. As a result, to defaults, rating agency 'ICRA' downgraded the ratings of its short-term and long-term borrowing programs from ‘AAA’ to ‘D’.
Due to the previous high credit rating of the company, most of the mutual funds, insurance companies and PF gratuity funds had invested large sums in its debt issuance. When the rating was downgraded abruptly to lowest level from the highest, this causes worries to hundreds of investors, banks and mutual funds associated with IL&FS.

In October 2018, the government constituted a new board as the old one was deemed to have failed to discharge its duties. The government appointed eminent experts to the board chaired by reputed and seasoned banker, Uday Kotak. Currently the company is under resolution process and some of its infrastructure has been sold. 

At the same time, Serious Fraud Investigation Office (SFIO) started an investigation. On April 2, 2019, former vice-chairman of IL&FS, Hari Sankaran, was arrested by SFIO in Mumbai for granting loans to entities that were not creditworthy and thereby causing loss to the company and its creditors.

The initial SFIO probe also revealed that there were major lapses in Deloitte's audit of the IL&FS. SFIO investigation found it guilty of inappropriate auditing despite being aware of the poor financial health of the company, triggering the ministry to seek a ban on the auditors.

On August 16, 2019, the Enforcement Directorate (ED) filed its first chargesheet in the so-called IL&FS money laundering case.

The prosecution complaint was filed in a special court of the Prevention of Money Laundering Act (PMLA), charging former senior management personnel of IL&FS — Ravi Parthasarathy, Ramesh Bawa, Hari Sankaran, Arun Saha, and Ramchand Karunakaran.

The Enforcement Directorate (ED) conducted searches at multiple locations in connection with the IL&FS crisis, made provisional attachment of bank accounts and immovable property held by these people. 

In December 2019 SEBI slapped a penalty of Ratings & Research Pvt Rs 25 lakh each on ICRA Ltd, CARE Ratings Ltd and India Ltd due to "lethargic indifference and needless procrastination and laxity" of the rating agencies.



Current Verdict of the case:

[bookmark: _Hlk82960791]The Economic Offences Wing (EOW) of Chennai Police has arrested former IL&FS chairman Ravi Parthasarathy in Mumbai on Wednesday,9 June 2021, and then taken to Chennai.

On 10 June 2021, Parthasarathy had been put in Puzhal Central Prison.

In one of the most damaging findings, the Government of India petition mentioned, "IL&FS had created a trust known as the Employee Welfare Trust which was used as an instrument to enrich its directors at the cost of the company. The trust was used to perpetrate fraud on IL&FS ad its group companies. The trust owned 12% of IL&FS Limited. Ravi Parthasarathy and certain other senior IL&FS personnel were major beneficiaries of the Trust."

The RBI report underlined that the major role in perpetrating the fraud and financial irregularity was played by Parthasarathy during his tenure as Group Chairman. The report noted indiscriminate sanctioning of loans, diverting of funds, flouting of RBI norms, fraudulent transactions to certain accounts, showing inflated numbers of subsidiaries and conflict of interest.

While the new board of scam-hit Infrastructure Leasing & Financial Services (IL&FS) has made significant progress in the resolution of Rs 91,000 crore plus debt of the company, the government is pushing for a faster resolution to protect value and creditors interests.

IL&FS has already addressed Rs 43,600 crore of debt as of May 2021 and indicated that Rs 50,000 crore of estimated recovery is likely to be addressed by September 2021.



Major Reforms in laws or regulations post the event of the case:
The Finance Bill 2019 has given power to RBI to restructure NBFCs.

Changes in RBI policy after the case:
RBI is constantly monitoring NBFC’s to prevent systemic shocks. The cost of borrowing for good NBFCs is 5060 basis points lower than is not so good. 
RBI is monitoring top 50 NBFCs more closely. 
Wherever necessary, RBI is making deep dive into their books, their balance sheet and other numbers.

SEBI tightened the disclosure and rating requirements for rating agencies.







Analysis of case:
Factors responsible:
Management responsible: 
1. Poor Corporate governance practices
1. Not enough due diligence was performed to check the creditworthiness to those company that were giving out loans for long term projects from short term resources and some of these long-term projects were stuck in litigation. (Imprudent lending to parties who were not credit worthy).
1. Negligent management lent funds to insolvent projects. (Poor fund management and controls)
1. Allocating high remuneration to key employees was financially immoral. (The Employee Welfare Trust)
1. The lack of transparency in how IL&FS functioned led to multiple questions about the serious mismatch between their assets and liabilities. 
1. Practices like evergreening of loans to hide the real financial situation by the Chairman and other directors by routing money from one group company to another through an unrelated party. (Lack of effective oversight and monitoring mechanism)
1. Diversion of borrowed funds to related entities of some of members of top management team.
1. Overstatement of profits by non- provisioning of loans, accounting of fake expense and inappropriate recognition of project revenue.

Auditors responsible:
1. The auditors (Deloitte Haskins & Sell) and KPMG’s audit partner BSR & Co. failed to issue warnings and the auditors did not highlight the Reserve Bank of India’s (RBI’s) concerning abnormal financial reports. (Auditors kept information on bad loans)
1. Lack of effective internal controls and internal audit system.
1. The Audit Committee ignoring a whistle-blower complaint that had brought to light the financial irregularities as early as 2017. (Absence of effective whistle blower Mechanism)

Recommendation:
Regulations should be regularly tightened to ensure monitoring and disclosure mechanisms including whistle blowers’ complaints. (Whistle Blowing strategy should be adopted)

Companies should lay down strong systems, processes and a robust recruitment process to ensure that right people with integrity and value systems are hired. (Ethical professional should be hired)

Corporate governance should be adopted so that the company operates in an ethical way.

Create awareness among employees through rigorous training mechanisms, as to areas exposed to fraud and ensure that frauds are impartially investigated and culprits are punished with zero tolerance policy.

RBI should have the authority to appoint auditors and there should be risk assessment at regular time interval by RBI to ensure greater transparency in auditing financial records.

The Board should consist of independent directors with the required technical knowledge and deep understanding of financial statement.

The Board of directors should have a professional mind set and skills to red flag and question abnormal financial statements.

There should be delegation of power and authorities to ensure that decision making is not concentrated in few individuals.

The rating agencies should follow every company more closely so that the rating is appropriate.

Every company need to institutionalise robust preventive control systems to effectively deal with fraud threats.


Conclusion:
In today’s world, it is more important than ever to take every precaution possible to reduce exposure to financial loss, reputation damage which can result from the consequences of fraud. There is a need to promote transparency and accountability. Even though frauds happen, many reforms have been in place to minimise the exposure to fraud. However, there is still scope for improvement and hopefully we shall not witness such frauds in the future. 
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