WTM/ASB/MIRSD/DOP/29883/2023-24

BEFORE THE SECURITIES AND EXCHANGE BOARD OF INDIA
ORDER

Under Section 12(3) of the Securities and Exchange Board of India Act, 1992
read with Regulation 27 of the Securities and Exchange Board of India
(Intermediaries) Regulations, 2008

In respect of:

Name of the Noticee SEBI Registration No.
Gandhi Commodities LLP INZ000021538
(formerly known as Gandhi Commodities Pvt. Ltd.)

In the matter of National Spot Exchange Limited

Background —

1. Gandhi Commodities LLP (formerly known as Gandhi Commodities Pvt. Ltd.)
is registered with SEBI as a stockbroker in the commodity derivative segment
bearing registration no. INZ000021538, with effect from December 24, 2015
(the “Noticee”).

2. The Noticee was a member of National Spot Exchange Limited (“NSEL”), which
was incorporated in May 2005 as a spot exchange for trading in commodities.
NSEL organised trading in commodities after it was granted exemption from the
provisions of the Forward Contracts (Regulation) Act, 1952 (“FCRA”) by the
Department of Consumer Affairs, Ministry of Consumer Affairs, Food and Public
Distribution, Government of India, vide Gazette Notification No. SO 906(E)
dated June 05, 2007, in exercise of powers conferred by Section 27 of FCRA
(“Exemption Notification”). The said exemption was subject to certain

conditions, which inter alia required that no short sale by members of NSEL be
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allowed; all outstanding positions at the end of trading-day should result in
delivery and all information or returns relating to trading as and when asked for
should be provided by NSEL to the Central Government or its designated

agency.

. In October 2008, NSEL commenced operations providing an electronic trading
platform to its participants for spot trading of commodities, such as bullion,
agricultural produce, metals, etc. NSEL introduced the concept of ‘paired
contracts’ in September 2009, which allowed simultaneous sale and purchase
of the same commaodity through two different contracts at two different prices
on the exchange platform, wherein the investors could buy a short duration
contract and sell a long duration contract and vice versa at the same time and
at a pre-determined price. The trades for the Buy contract (T+2 / T+3) and the
Sell contract (T+25/ T+36) used to happen on NSEL on the same day at same
time and at different prices, involving the same counterparties. The transactions
were structured in a manner that the buyer of the short duration contract always

ended up making profits.

On February 06, 2012, the Forward Markets Commission, Mumbai (“FMC”)
was appointed by the Department of Consumer Affairs, Government of India
as the ‘designated agency’, in accordance with the conditions prescribed under
the Exemption Notification, authorising it to collect trading data from NSEL and
to examine the same for taking appropriate measures, if needed, to protect
investors’ interest. The FMC accordingly called for trading data from different
spot exchanges, including NSEL in the prescribed reporting formats. After
analysing the trading data received from NSEL, the FMC passed an Order
bearing no. 4/5/2013-MKT-1/B dated December 17, 2013 in the matter (“FMC
Order”), wherein it was, inter alia, observed that fifty five (55) contracts offered
for trading on the NSEL platform were in violation of the relevant provisions of
the FCRA and that the condition of ‘no short sale by members of the exchange
shall be allowed” was not being complied with by NSEL and its members. The
FMC further observed that ‘paired contracts’ offered for trading on the NSEL
platform were in violation of the provisions of the FCRA and the conditions
specified by the Government of India in the Exemption Notification, while
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granting exemptions to contracts traded on NSEL, from the purview of the
FCRA.

Additionally, in respect of ‘paired contracts’, The FMC Order observed the

following:
a. Short Sale

NSEL had not made it mandatory for the seller to deposit goods in its
warehouse before taking a sell position. Hence, the condition of “no short sale
by members of the NSEL shall be allowed” had not been met by NSEL and
its trading/clearing members who had traded in ‘paired contracts’ during the

relevant period.

b. Contracts with the Settlement Period being more than 11 days

Some of the contracts offered for trade on the NSEL had settlement periods
exceeding 11 days and therefore, such contracts were “non-transferable
specific delivery” contracts under the FCRA. As per the provisions of FCRA,
the “ready delivery contracts” were required to be settled within 11 days of
the trade being effected and hence, the contracts traded on NSEL, which
provided settlement schedule for a period exceeding 11 days were not

allowed and were in violation of the Exemption Notification.

Subsequently, in 2015, the FMC was merged with SEBI. Pursuant to the
merger of the FMC with SEBI, commodity derivatives brokers were mandatorily
required to obtain a certification of registration from SEBI in case they sought
to remain associated with the securities market as commodity derivatives
brokers. The Finance Act, 2015, inter alia, conferred powers on SEBI to
regulate commodity derivatives brokers, which included their registration as
commodity derivatives broker with SEBI. In this regard, vide Section 131B of
the Finance Act, 2015, a transitory period of three (3) months was provided to
all the intermediaries that were associated with the commodity derivatives
market under the erstwhile FCRA to continue to deal in commodity derivatives
as commodity derivatives brokers, provided they submitted applications for

registration to SEBI within 3 months from September 28, 2015. Accordingly,
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the Noticee applied for a certificate of registration and was registered as a
broker with effect from December 24, 2015, and since then it has been acting

as a market intermediary registered with SEBI.

7. Further, consequent to the merger of the FMC with SEBI, the FCRA was
repealed. However, by way of a savings clause contained in Section 29 A of
the FCRA, SEBI was empowered to initiate fresh proceedings with respect to
offences under the FCRA within a period of three years from the date of repeal
of the FCRA.

8. In the following years, subsequent to the merger, the scale and impact of the

violations in respect of NSEL came to be realised.

Enquiry Proceedings against Gandhi Commodities LLP (formerly known as
Gandhi Commodities Pvt. Ltd.) —

9. Considering the above, Enquiry Proceedings were initiated against the Noticee,
a registered intermediary, in terms of the Securities and Exchange Board of
India (Intermediaries) Regulations, 2008 (“Intermediaries Regulations”) and
Securities and Exchange Board of India (Stock Brokers and Sub-Brokers)
Regulations, 1992 (“Stock Brokers Regulations”) by appointing a Designated
Authority (“DA”) in the matter.

10.Pursuant to the said appointment, the DA issued a Show-cause Notice dated
September 25, 2018 bearing number EAD-
4/ENQ/SRP/MCS/OW/P/26769/1/2018 to enquire as to whether the Noticee
was fit and proper to continue to hold the certificate of registration as a
registered Stock Broker (“SCN”).

11.In this regard, the SCN inter alia alleged that the paired contracts were in
contravention of the provisions of FCRA and the Exemption Notification, and
the Noticee had participated and/or facilitated its clients in such paired contracts
during the period September 2009 to August 2013. In view of the same, it was
alleged in the SCN that the Noticee by carrying out broking on NSEL had
violated Regulation 9(b) and (f) of the Stock Brokers Regulations read with
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Clause A(1), A(2) and A(5) of Schedule Il of the Stock Brokers Regulations, and
was, as such, not a fit and proper person’ for holding a certificate of registration
in terms of Regulation 5 (e) read with Regulation 27 (iv) of the Stock Brokers

Regulations and Schedule 1l of the Intermediaries Regulations.

12. Accordingly, the SCN called upon the Noticee to show cause as to why suitable
recommendation for action under Regulation 27 of the Intermediaries
Regulations read with Section 12(3) of the SEBI Act, 1992 (“SEBI Act”) should
not be made against him.

13.1t is noted that the SCN was duly served on the Noticee. Consequent to the
issuance of the SCN, by way of communication dated August 22, 2019 the
Noticee was informed that the following documents relied upon by SEBI had
been provided to it:

“ a. Copy of the relevant FMC Order with Annexures (which is already
available in the public domain).

b. Copy of the Grant Thornton Report with Annexures (Annexure 6 is
relevant to the proceedings which details the list of members to whom the
exchange has pay-out obligations). As per the Grant Thornton Report, that
as on September 19, 2013, NSEL has pay-out obligation to you to the extent

of about Rs. 11,184,474 for the trades carried out in paired contract.

c. Copy of the Naotification issued by the Ministry of Consumer Affairs dated
June 05, 2007.

d. Copy of Economic Offence Wing (EoW) Report dated April 04, 2015,

which contains the list of brokers with client exposure and money exposure.

e. Data containing registration documents.”

14. It is noted that the Noticee submitted its replies dated November 16, 2018,
September 05, 2019, September 25, 2019 and October 03, 2019 (email) in
response to the allegations made in the SCN. Consequently, the DA enquired
into the above-mentioned violations, and in his report dated October 10, 2019

(“Enquiry Report”), found that the Noticee had contravened the provisions as
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alleged in the SCN. In view of the same, the DA in terms of Regulation 27 of
the Intermediaries Regulations recommended that the Certificate of

Registration of the Noticee be cancelled.

Post - enquiry SCN dated November 14, 2019, Personal Hearing and Replies —

15. After considering the Enquiry Report, a Post-enquiry Show-cause Notice dated
November 14, 2019 (“Post-enquiry SCN”) enclosing therewith the Enquiry
Report of the DA was issued to the Noticee under Regulation 28(1) of the
Intermediaries Regulations (as applicable at the relevant time) calling upon the
Noticee to show cause as to why the action of cancellation of Certificate of
Registration as recommended by the DA or any other action, as deemed fit by
the Competent Authority, under regulation 28(2) of the Intermediaries

Regulations (as applicable at the relevant time) should not be taken against it.

16. It is stated that while proceedings in the present matter were ongoing, SEBI
passed five separate orders during February 2019 rejecting the applications
submitted by five entities for registration as commodity brokers. Aggrieved by
the said SEBI orders, the entities filed appeals before the Hon’ble Securities
Appellate Tribunal (“SAT”). The Hon’ble SAT vide its common order dated
June 09, 2022 ( “SAT Order”), remanded the matters back to SEBI to examine
them afresh within six months from the date of the said order. While remanding

the aforesaid SEBI orders, the Hon’ble SAT inter alia held as under:

“42...The matters are remitted to the WTM to decide the matter afresh in
the light of the observations made aforesaid in accordance with law after
giving an opportunity of hearing to the brokers. All issues raised by the
brokers for which a finality has not been reached remains open for them to
be raised before the WTM. It will be open to the WTM to rely upon other
material such as the complaint letters of NSEL, EOW report, EOW charge
sheet, etc. provided such copies are provided to the brokers and
opportunity is given to rebut the allegations. Such additional documents

relied upon by the respondent should form part of the show cause notice
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for which purpose, it will be open to the WTM to issue a supplementary

show cause notice...”

17. In light of the aforesaid order of the Hon’ble SAT and certain other subsequent
orders passed by the Hon’ble SAT in similar matters, it was felt necessary to
furnish certain additional documents/material to the Noticee before concluding
the present proceedings. Accordingly, SEBI issued a Supplementary SCN
dated March 29, 2023 to the Noticee, enclosing a copy of the SAT Order along
with the SEBI complaint dated September 24, 2018 filed with Economic
Offences Wing, Mumbai Police (“EOW”), First Information Report dated
September 28, 2018 (“FIR”) instituted pursuant to the above-mentioned
complaint, and amended Schedule Il of the Intermediaries Regulations
(“SSCN”), advising it to submit its reply/ comments/ clarifications, if any, in

addition to its earlier replies, within fifteen (15) days of receipt of the SSCN.

18.The Post-enquiry SCN (enclosing the Enquiry Report therewith) and the SSCN
were duly served on the Noticee. It is noted from the record that the Noticee
has filed replies dated December 06, 2019; April 24, 2023; May 11, 2023; and
September 20, 2023 in response to the Post-enquiry SCN and SSCN. In
addition to the written replies, oral submissions were made by the Noticee at
the personal hearing on September 13, 2023 in response to the findings in the
Enquiry Report. | also note that the Noticee had submitted replies dated
November 16, 2018, September 05, 2019, September 25, 2019 and October
03, 2019 (email) before the DA. The submissions made by the Noticee through
his written replies as well as oral submissions are summarised in the following

paragraphs —

a. The appointment of the DA was bad in law as his appointment had been
done by a WTM as opposed to an ED who was the competent authority

as per the prescribed law.

b. Gandhi Commodities Private Ltd. had ceased to exist pursuant to its
conversion as Gandhi Commodities LLP. So, the present proceeding

could not be conducted in respect of Gandhi Commodities LLP.
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c. SEBI had omitted to provide the documents sought for by the Noticee.

d. The Finance Act, 2015 provided that action by SEBI could be initiated
under the FCRA, within a period of three years. However, the SCN
mentioned that it had been issued under the provisions of the SEBI Act,
as if there had been violation of the provisions of the SEBI Act or any
Rules/Regulations framed thereunder. The violations alleged in SCN
were governed by the provisions of FCRA, and not the SEBI Act or any
Rules/Regulations framed thereunder. Therefore, even though, SEBI
had been granted powers for proceeding further, such powers were to
be exercised under the FCRA, and not under the SEBI Act. So, SEBI
could have initiated prosecution under the FCRA, but not Enquiry
Proceedings under the SEBI Act.

e. NSEL was incorporated in May 2005 to operate as a spot exchange for
trading in commodities. So, at the relevant time when the matter in
respect of NSEL arose, SEBI was not the regulator of the Noticee. It was
only after September 28, 2015 that commodity brokers came to be
regulated by SEBI. So, no action could have been initiated against the

Noticee under the Intermediaries Regulations.

f. Also, retrospective application could not be made of the provisions of
the Intermediaries Regulations.

g. The Noticee had no say in the designing of the contracts being traded
on the NSEL platform, including ‘paired contracts’, as the same was
entirely within the domain of NSEL. NSEL had always projected the
alleged paired contracts as legal and permissible contracts within the
ambit of the Exemption Notification dated June 05, 2007.
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h. The Noticee’s exposure to ‘paired contracts’ was limited to trading in the
Proprietary Trading Account. A certificate of NSEL certifying to the fact
that the Noticee had traded only through its proprietary account had been
provided. The payout obligation of Rs. 1,11,99,722 of the Noticee was on
account of proprietary trades undertaken by the Noticee, which it had to

incur on account of fraud committed by NSEL’'s management.

i. The reliance of SEBI on the FMC Order was misconceived and
misplaced as the Noticee was neither a party to the said Order nor the
trades of the Noticee in paired contracts were under consideration
before the FMC.

J.  As regards the judgement dated April 30, 2019 of the Hon’ble Supreme
Court in the case of amalgamation of 63 Moons with NSEL, the Hon'ble
Court had observed that the paired contracts of NSEL were in breach of
Exemption Notification. However, the said judgement had no relevance
as far as the role of the members of NSEL or the Noticee was concerned.
Further, adverse observations made by courts/authorities cannot be

taken into account to consider the fit and proper status of the Noticee.

k. The doctrine of proportionality required that the measure proposed was
commensurate with the violation; and the recommendation for the
cancellation of the certificate of registration of the Noticee was not

proportional.

I.  The Noticee had not violated Regulation 9 (b) and 9(f) of the Stock
Brokers Regulations and also Clause A(1), (2) and (5) of the Code of

Conduct for Brokers.

m. It had been alleged in the SCN that the Noticee had transacted in paired
contracts during the period, September 2009 — August 2013. The

registration certificate was granted by SEBI to the Noticee on March 04,
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2016. Since the certificate of registration was granted on March 04,
2016, and the alleged transactions had taken place between September
2009 and August 2013, the ‘fit & proper status had already been
examined at the time when the registration certificate was granted.

Therefore, the issue of ‘fit and proper’ could not be reexamined.

n. The alleged transactions, forming the basis of the SCN, were executed
during the period, 2009 to 2013 by around 500 to 600 brokers on the
online platform of NSEL. As per FCRA, NSEL was periodically required
to file returns with FMC and must have reported all these transactions
from time to time to FMC. These transactions were also widely reported
in newspapers. The Noticee had carried out transactions during the
period, December 2011 to April 2013, and as the transactions were done
online and widely reported in media the Noticee had no reasons or
grounds to believe that the alleged transactions were in violation of the
conditions of registration under which NSEL had been granted

permission to operate.

0. The Government of India’s letter dated December 30, 2014 merely
confirmed with the view of the FMC that NSEL had violated the conditions
of the Exemption Notification. The said letter wanted FMC to take action
against NSEL. However, was silent on the activities of the members of
NSEL and did not contemplate any action against them. The said letter was
neither an investigation report nor a judicial / quasi-judicial order, and so

could not have been relied upon by the DA.

p. Further, the order passed by FMC against NSEL, on the basis of which
the SCN had been issued, did not anywhere state that the Noticee had
knowledge of the violation of conditions of grant of registration to NSEL
by the Ministry of Consumer Affairs or that the Noticee was hand in glove
with NSEL.
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Consideration of Issues and Findings —

19. Upon examination of the allegations made against the Noticee in the instant
matter and the Enquiry Report, the issue that arises for consideration in the
present proceeding is whether the Noticee has been in continuous satisfaction
of the fit and proper person’ criteria as laid down under Schedule |l of the
Intermediaries Regulations. If the answer to the above is in the negative, then
whether the Certificate of Registration granted to the Noticee should be
cancelled, as recommended by the DA or any other action, as deemed fit,

should be taken against the Noticee.

20. However, before moving to the consideration of the principal issue, it shall be
relevant to examine certain preliminary issues raised by the Noticee

challenging the initiation of the present proceeding.

The appointment of the DA was improperly made thereby vitiating the

proceedings

21. It has been averred by the Noticee that the DA was appointed by the WTM in
violation of Regulation 24(2) of the Intermediaries Regulations, which provided
for the appointment to be done by an Executive Director. It is acknowledged
that the appointment of the DA was in fact done by a WTM. However, the same

does not invalidate the present proceedings.

22. In this regard, | note that Section 3(2) of the Securities and Exchange Board of
India (Delegation of Powers) Order, 2015 specifically provides that, “The
powers and functions delegated to any member or officer of the Board or
authority under the Order can be exercised by any officer or authority
higher in grade or rank or position to him”. Thus, in the prevalence of a valid
delegation conferred upon by the statute, | find that the Noticee’s challenge to
the appointment of DA by the Whole Time Member of SEBI, who is an

authority higher in grade to the Executive Director of SEBI, is devoid of
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merit. It is stated that the Intermediaries Regulations provide for the
appointment of DA by an Executive Director, and the same, when read along
with the aforementioned Section 3(2) of the DOP Order, empower the
Whole Time Member also to make the appointment. Accordingly, the

submissions of the Noticee in this regard are rejected.

The Proceeding could not be continued against Gandhi Commodities
LLP, as Gandhi Commodities Private Limited was no longer in existence

23.The Noticee has averred that the conversion of Gandhi Commodities Private Ltd.
from that of a company to an LLP (Gandhi Commodities LLP) had resulted in
Gandhi Commodities Private Ltd., in whose name the SCN as well as the Post-
Enquiry SCN were issued, ceasing to exist. In addition, the Noticee has placed
reliance on the Orders of SEBI passed in respect of Smart Commaodity Brokers Pvt.
Ltd (Order dated March 01, 2023) and Tradebulls Commodities Broking Private
Limited (Order dated July 20, 2023). In the said Orders, it was held that with the
amalgamation/merger of the Transferor Company (the Noticee company) with the
Transferee Company, the Transferor Company would cease to exist. Also, it was
held that the qualitative condition of “fit and proper” was a status and not a liability,
and as such was not something that would be taken over by the Transferee
Company. Further, the Noticee has also relied upon the Order dated June 08, 2023
in the matter of Virender Kumar and Sons Jewellers LLP V. Income Tax Officer,
Ward 9/1 and Ors. of the Calcutta High Court, wherein it was held that the upon
the conversion of a company to an LLP, the company would cease to exist.

24.From the averments made by the Noticee, it appears that the Noticee desires to
make two arguments:
a. with the conversion of Gandhi Commodities Private Ltd. to Gandhi

Commodities LLP, the company had ceased to exist; and
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b. since the qualitative condition of “fit and proper” was a status, the same
had to be considered anew for Gandhi Commaodities LLP and should not

be hinged on Gandhi Commodities Private Ltd.

25.1t is stated that conversion of a company into an LLP, necessarily requires the
extinguishment of the company, since without that the company cannot acquire a
new garb in the form of an LLP. So, the fact of a company ceasing to exist upon
being converted into an LLP is a truism. There is no dispute in that regard. The
only thing that remains for consideration is whether the status that could be
attributed to a company, upon conversion to an LLP, is required to be examined

anew and separately.

26.As stated before, the Noticee has placed reliance on SEBI Orders passed in
respect of Smart Commaodity Brokers Pvt. Ltd and Tradebulls Commaodities Broking
Private Limited. Upon a perusal of the said SEBI Orders, it is evident that the facts
in those matters are very different from the facts of in the present proceeding. The
referred SEBI matters related to a circumstance where the Transferor Company
(to whom Notice had been issued) merged with the Transferee Company. As a
consequence of the same, in both of those matters, the Transferor Companies
came to rest in pre-existing Transferee Companies. It is in this context that the
finding in the referred SEBI Orders that the ‘fit and proper’ status of the Transferee
Companies had to be examined separately came to be. However, in the present
matter that is not the case. Here the original entity, i.e. Gandhi Commodities
Private Ltd. has merely changed its garb to Gandhi Commaodities LLP. It has not
come to rest in a pre-existing corporate entity. That being the case, the findings in
the SEBI Orders in respect of Smart Commodity Brokers Pvt. Ltd and Tradebulls
Commodities Broking Private Limited would not be applicable to the present
proceeding.

27.Chapter X of the Limited Liability Partnership Act, 2008 (“LLP Act”) deals with the
conversion of a firm/private company/ unlisted public company into an LLP. Section
56 of the LLP Act specifically allows for the conversion of a private company into
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an LLP. Section 57 of the LLP Act, inter alia relates to the effect of conversion of
any entity into an LLP. Subsections 2 and 4 of the said section provide that all the
assets and liabilities of the company would become the assets and liabilities of the
LLP and all the shareholders of the company existing prior to conversion would
become the partners of the LLP. Thus, upon conversion, an LLP would retain its
core; only the shell within which such core rests changes. It is essential to note that
Section 57 (4) inter alia provides that on conversion of a private company into an
LLP, rights, privileges and obligations issued to such private company under any
other Act shall (subject to the provisions of such other Act) be transferred in the
name of the LLP. It must be appreciated that the certificate of registration issued
to the Noticee by SEBI is in the nature of a right/privilege to carry out business as
commodity derivative broker. Since the LLP Act provides that such right/privilege
would be ipso facto transferred from the private company to the LLP, it naturally
follows that the obligations emanating from such right/privilege would continue to
be applicable to the LLP as it was applicable to the private company. In line with
the above, a new certificate of registration was issued to the Noticee under the
name, Gandhi Commodities LLP, which bore the same registration number as that
finding mention in the original certificate of registration issued to the Noticee in its
former avatar of a company, i.e. INZ000021538. Thus, the obligation of satisfying
the ‘fit and proper’ condition continues in an unbroken chain from Gandhi
Commodities Private Ltd. to Gandhi Commodities LLP, and, as such, there is no
impediment in the examination of the fit and proper status of Gandhi Commaodities

LLP in reference to the actions of Gandhi Commodities Private Ltd.

The SCN was not proper as it was issued under the SEBI Act.
AND

The transactions on which the SCN was based on had taken place during
the period, 2009 — 2013, and the Certificate of Registration was granted
on March 04, 2016. So, the Noticee had already satisfied the ‘fit and

proper’ criteria.
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28.The above-mentioned objections to the initiation of proceedings against the
Noticee, even though, separately made are interconnected, and, as such, they

are being dealt with together.

29. It is noted that prior to the merger of FMC with SEBI on September 28, 2015,
the Noticee was required to be a member of an association recognised by the
Central Government under Section 6 of the FCRA, and was not required to be
registered with either FMC or any other regulatory authority under the FCRA.
Consequently, by way of the Finance Act, 2015, the intermediaries dealing in
the commodity derivatives market were brought under the regulatory purview
of SEBI. With regard to the aforesaid, the Hon’ble Bombay High Court while
dealing with the Writ Petition Nos. 3262, 3266, 3294 and 3295 of 2018 in the
matter of Anand Rathi Commodities Limited, Motilal Oswal Commodities
Broker Private Limited, Geofin Comtrade Limited and IIFL Commodities
Limited vs. SEBI vide its Order dated October 04, 2018, observed the following:

“It is not in dispute that prior to the coming into effect of the Finance Act,
2015, the intermediaries dealing with the commodity derivatives were not
required to be registered under any of the provisions of law including the
FCR Act. We find that the said mischief was noticed by the Parliament. As
such, by virtue of the Finance Act, 2015, the said intermediaries dealing with
commodity derivatives have been brought under the control of SEBI. We
find that the reason as to why by Finance Act, 2015, the said intermediaries
were brought under the control of SEBI appears to be that the Parliament
found that the activities of intermediaries dealing in commodity derivatives
should not remain uncontrolled and they should be brought under the control

of competent authority”.

30.1t is noted that Section 29A of the FCRA, as inserted by the Finance Act, 2015,

inter alia, provided:

“(1) The Forward Contracts (Regulation) Act, 1952 is hereby repealed.

(2) On and from the date of repeal of Forward Contracts Act—

(a....
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31.

32.

33.

(b)....
©)....
(d)....

(e) a fresh proceeding related to an offence under the Forward Contracts Act,
may be initiated by the Security Board under that Act within a period of three
years from the date on which that Act is repealed and be proceeded with as if
that Act had not been repealed;

() no court shall take cognizance of any offence under the Forward Contracts
Act from the date on which that Act is repealed, except as provided in clause
(d) and (e);

(9) clause (d), (e), (f) shall not be held to or affect the general application of
section 6 of the General Clauses Act, 1897 with regard to the effect of repeal

to matters not covered under these sub-sections.”
It is noted that the aforesaid provision empowered SEBI to initiate fresh
proceedings with respect to offences under the FCRA within a period of three
years from the date of repeal of the FCRA. Thus, pursuant to the merger of
FMC with SEBI, SEBI stepped into the shoes of FMC to initiate proceedings
under Chapter V of FCRA. In exercise thereof, SEBI filed a criminal complaint
dated September 24, 2018 with the EOW. It is noted from the said complaint
that EOW was requested to take appropriate action under Sections 20 and 21
and other provisions of the FCRA against the brokers/ members of NSEL, and

other persons mentioned in the complaint.

It is stated that the aforesaid proceedings are different from the present
proceedings. The present proceedings pertain to adjudging the ‘fit and proper
person’ status specified in the Stock Brokers Regulations and the
Intermediaries Regulations in light of the activities undertaken by the Noticee
on the NSEL platform. This is an examination to consider the status of the

Noticee since it is an intermediary.

The above account clearly brings out the distinct actions initiated by SEBI under
the FCRA on one hand and under the SEBI Act/provisions of securities laws on
the other. Accordingly, the claim of the Noticee that since the NSEL matter took
place before SEBI had become the regulator, the SCN could not have been

issued under the SEBI Act/Intermediaries Regulations was not sustainable.
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34.1t has been contended by the Noticee that since the transactions happened
between 2009 and 2013, and the Certificate of Registration was granted in
February 2016, the ‘fit and proper’ condition had already been satisfied by the
Noticee.

35. 1t needs no reiteration that FMC merged with SEBI only in 2015. The facts in
the matter were emerging while SEBI was carrying out the process of giving
registration to various erstwhile commodity derivatives brokers as stock brokers
in commodity derivatives segment under the Stock Brokers Regulations. That
being the case, it would not be appropriate to assume that a sort of estoppel
had come into effect as regards the NSEL case, just because the transactions
pertained to the period, 2009 — 2013, and the Certificate of Registration was
granted in March 2016 with effect from December 24, 2015. The Noticee is
obligated to maintain the fit and proper person criteria on a continuous basis,
and it is well within SEBI’s jurisdiction and powers to adjudge the said fit and

proper status of the market intermediaries in the interest of securities market.

The amended provisions of the Intermediaries Regulations, as annexed

to the SSCN, would not be applicable to the Noticee.

36.As already brought out, the ‘fit and proper’ criteria, must be met by a Stock
Broker at all times. This includes the amended criteria as finding mention in
Schedule Il of the Intermediaries Regulations. It is stated that no finding has
been arrived at by any competent court, as yet, repudiating the legal validity of
the said amendment. That being the case, it shall be presumed that the said
provision was valid, and arguments in respect to its inapplicability were without

merit.

37.1t is reiterated that the ‘fit and proper’ criteria is not a condition that has to be
met by a registered Stock Broker only at the time of registration, but rather
something which remains a persisting obligation, so long as the Stock Broker

continues to remain a registered intermediary on the rolls of SEBI.
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All documents had not been provided by SEBI to the Noticee.

38.The Noticee has additionally claimed that it had not been provided with
necessary documents as sought for. In this regard, reference is made to the
letter dated August 22, 2019 addressed by SEBI to the Noticee whereby
documents that had been relied upon by SEBI were provided to the Noticee.
The documents provided by way of the said letter has already been detailed in
paragraph 13 of this Order, and, as such, the same is not being reiterated here.
Additionally, upon the issuance of the SSCN, the following documents had been
provided to the Noticee: SEBI Complaint dated September 24, 2018; FIR dated
September 28, 2018 and amended Schedule Il of the Intermediaries
Regulations. So, it is evident that SEBI has all along endeavoured to provide
all the relied/relevant documents to the Noticee. Therefore, the claim of the
Noticee that it did not have the necessary documents to give a comprehensive

and detailed reply is not sustainable.

39.The preliminary objections/submissions having been dealt with, it would be
relevant to consider the primary issue in the matter.

40. It has already been stated that NSEL was given permission to setup a spot
exchange for trading in commodities. NSEL was, therefore, meant to offer
forward contracts having one-day duration as per the Exemption Notification.
In its order, the FMC had observed that the fifty five (55) contracts offered for
trading on NSEL were with settlement periods exceeding 11 days, and, as
such, all such contracts traded on NSEL were in violation of the provisions of
the FCRA. It is noted from the FMC Order that under the FCRA, a “forward
contract” was defined as a “contract for delivery of goods and which is not a
ready delivery contract”. A ‘ready delivery contract’ was defined as “a contract
which provides for the delivery of goods and the payment of a price therefor,
either immediately or within such period not exceeding eleven days”. In view
of the said definitions contained in the FCRA, the FMC Order observed that all
the contracts traded on NSEL which provided a settlement schedule exceeding
eleven (11) days were treated as Non-Transferable Specific Delivery contracts.

The FMC, in its Order, relying on the definition of “forward contract” under the
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FCRA held that NSEL was allowed to only trade in one-day forward contracts
and was obliged to ensure delivery and settlement within eleven (11) days. It
is not in doubt that NSEL had permitted fifty five (55) contracts of various
commodities where the settlement schedule was longer than eleven (11) days,
and such contracts were in contravention of the exemption granted to NSEL
by MCA.

41.At this stage, itis instructive to refer to the judgement of the Hon'ble Supreme Court
of India passed in the matter of 63 Moons Technologies Ltd. (formerly known as
Financial Technologies India Ltd.) & Ors. vs. Union of India & Others (Civil Appeal
No. 4476 of 2019 decided on April 30, 2019) ( “Merger Petition”), wherein it was,
inter alia, held,

“There is no doubt that such Paired Contracts were, in fact, financing

transactions which were distinct from sale and purchase transactions in

commodities and were, thus, in breach of both the exemptions granted to
NSEL, and the FCRA”. (emphasis supplied)
42.1t is also relevant to refer to the judgment dated April 22, 2022 passed by the

Hon’ble Supreme Court in the matter of The State of Maharashtra vs. 63 Moons
Technologies Ltd. (Civil Appeal No. 2748-49 of 2022) ( “MPID matter”), the Hon’ble
Supreme Court while drawing reference to the representations made by NSEL in
respect of paired contracts, inter alia, observed as under:

“44. ... NSEL in the course of its brochures has held out representations about

the trading and investment opportunities available for:

a) corporate clients

b) high net worth individuals; and

c) retail investors
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Commodity Duration Investment Yield
(lacs.)
Castor Seed T+3 & T+36 7.5-9 16%
Castor Oil T+5 & T+30 7-9 16%
Cotton Wash Oil T+2 & T+25 10 16%
Paddy T+2 & T+25 3.5-4.5 16%
Steel T+2 & T+25 4.5-5 16%
Raw Wool T+2 & T+25 3.5-4 16%
Wool Top T+2 & T+25 1.8-2 16%
Crude Soybean Oil T+2 & T+25 3.3.-3.5 16%
Soya DOC T+2 & T+25 1.7-2.0 16%
Refined Mustard Oil T+2 & T+25 6.5 16%
Refined Soybean Ol T+2 & T+25 6.5 16%
Refined Sunflower Oil T+2 & T+25 6.5 16%
RBD Palmolein QOil T+2 & T+25 6.5 16%
Sugar T+2 & T+25 3.0 16%
Maize T+2 & T+25 3.0 16%

The above representation specifies:

(i) Commodities;

(i) Duration of trades;
(i) Investment; and
(iv) Yield.

For example, in the case of castor seeds, NSEL held out a buy contract (T+3)

and sale contract (T+36), in which the yield is stated to be 16%. Moreover,

NSEL represented that:
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Opportunities

Traders can trade and lock their return

Trader has to buy in near settlement contract and sell in far settlement
contract simultaneously

Price for both settlements available

Exchange provides counterparty guarantee risk

No basis risk, No link with future contracts

While describing the features of —trading opportunity to traders, NSEL

represented that:

Features of Trading Opportunity:

T+2 and T+25 contract offers unique trading opportunity to traders
Trader purchases T+2 contract and simultaneously sells T+25 contract
Pay-in obligation is on T+2 while Pay-out of the funds will be on T+25.
Entire settlement cycle is of 35-37 days

Price differential between the two settlement dates i.e premium if
annualized offers interest rate of about 16%

Income arising out of such trades are treated as Business Income

While comparing the investment opportunities of bank fixed deposits with

trading opportunities at NSEL, NSEL represented that:

Comparison

Bank FD 9.25% for 390 days; NSEL Trading Opportunity16%;

Bank FD minimum duration 390 days; NSEL Trade duration 35-55 days,
depending on the contract

Traders have an option of rolling over their position as per their

convenience
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The above representation indicates that ‘paired contracts’ were designed as a
unique trading opportunity by NSEL under which a trader would, for instance,
purchase a T+2 contract (with a pay-in obligation on T+2) and would
simultaneously sell a T+25 contract (with a pay-out of funds on T+25). The price
differential between the two settlement dates was represented to offer an
annualized return of about 16%. NSEL categorically represented that all trades
were backed by collaterals in the form of stocks and its management activities
included selection, accreditation, quality testing, fumigation and insurance.

Therefore, NSEL represented that on receiving money and commodities, the

members would receive assured returns and a service. Though NSEL has been

receiving deposits, it has failed to provide services as promised against the
deposits and has failed return the deposits on demand. Therefore, the State of
Maharashtra was justified in issuing the attachment notifications under Section
4 of the MPID Act.” (emphasis supplied)

43. ltis, therefore, noted that the Hon’ble Supreme Court has already commented
on the nature of the ‘paired contracts’ offered on the NSEL platform. In the
Merger Petition (63 Moons Technologies Ltd. vs. UOI), it was held that such
contracts were in the nature of financing transactions. In the MPID matter (The
State of Maharashtra vs. 63 Moons Technologies Ltd.), the Hon’ble Supreme
Court has held that such transactions came within the definition of ‘deposits’
under the MPID Act.

44. It is further noted that the Hon’ble Supreme Court in the MPID matter, had
extensively referred to the claims made on the website of NSEL and the
contents of the publicity material and other investor resources. In this regard,
it can be noted that NSEL was advertising a uniform return of 16% p.a. for the
‘paired contracts’ traded on its platform. The return offered was the same
across commodities. The return remained the same irrespective of the duration
of the contract. For example, paired contracts of T+2 & T+25 durations in steel
had the same offered return as paired contracts of T+ 2 & T+ 35 durations in
castor oil. It requires no special knowledge to make the assessment that the
return on steel and castor oil would be different, since they were very distinct

commodities. The ‘paired contracts’, it is noted, were being marketed as an
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45.

46.

47.

alternative to fixed deposits. It was also noted by the Hon’ble Supreme Court
in its judgement in the MPID matter that an overwhelming majority of the sale
leg of the ‘paired contracts’ comprised of short sales i.e., commodities to back

such sales were not available at the designated warehouses of NSEL.

Further, as stated above, NSEL itself was advertising such contracts as an
alternative to fixed deposits and the return offered was 16% across all
commodities irrespective of the nature of the contract or the duration. Also,
those contracts were structured in a manner which ensured that the buyer

always made pre-determined profits.

Now, it would be relevant to look into the issue of violation of the third condition
mentioned in the Exemption Notification i.e. the compulsory delivery of
outstanding position at the end of the day. In this regard, the observations
made in this respect by various authorities are taken note of. Specific note is
taken of the FMC Order, wherein it has been stated that “NSEL Board allowed
launching of paired back-to-back contracts on its exchange platform
comprising a short-term buy contract (T+2 settlement) and a long-term sell
contract (T+25 settlement) with predetermined price and profit for the buyer
and seller, which violated the very concept of spot market of commodities
and the transactions ultimately were in the nature of financial transactions.”
Further, it has already been elaborated in the preceding part of this Order that
the Hon’ble Supreme Court has held ‘paired contracts’ to be in the nature of
financing transactions. | thus note that the ‘paired contracts’ offered by NSEL,
which were by design structured in a manner that resulted in no delivery of
commodities, have already been found by authorities including the Hon’ble
Supreme Court to be in blatant violation of the conditions prescribed in the

Exemption Notification issued by MCA.

Further, | note from the records that SEBI has filed a complaint dated
September 24, 2018, against brokers who facilitated access to ‘paired
contracts’ traded on NSEL, including the Noticee, with EOW. On the basis of
this complaint, an FIR dated September 28, 2018 was filed against the Noticee
with EOW. Further, it is a matter of record that the Noticee had indulged in /
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facilitated paired contracts. This is also demonstrated from the submission of
the Noticee wherein the Noticee has given details of its exposure to ‘paired

contracts’.

48.1t is an undisputed fact that there was a settlement default at NSEL and
unsuspecting investors suffered losses of more than Rs. 5600 Crore. In this
context, the question that arises for consideration is whether there were enough
red flags to alert a reasonable person that what was being offered was not spot
contract in commodities but rather a financial product offering fixed returns. It is
noted that during the period when “paired contracts” were offered by NSEL
(2009 -2013), the policy repo rate ranged from 4.75 % to 8% whereas NSEL, in
its own publicity material, was promising an ‘assured return’ of 16%. Contracts
were structured in a manner where the party on the buy-side always made a
profit. The return across commodities, as highlighted before, were the same
irrespective of the duration of the contract. These are apart from the other ex
facie deviations from the Exemption Notification that ‘paired contracts’ suffered

from.

49.1 therefore find that the anomalies were clear as daylight and there were enough
red flags for a reasonable person to conclude that the contracts being offered
as paired contracts on NSEL were clearly not spot contracts in commodities.
Even after the evident red flags, the Noticee had indulged in the purchase and
sale of paired contracts. The Noticee in its replies has submitted that it carried
out only proprietary trades in paired contracts, and had no clients. In this regard,
the Noticee has also submitted a certificate from NSEL in support of its claim
that it did not have any clients. Having reviewed all the material on record, |
find that the Noticee should have been more careful while dealing in such a
product. This raises questions on the ability of the Noticee to conduct proper

and effective due diligence and carry out its activities as a Stock Broker.

50. In the background of the discussion on ‘paired contracts’ in the preceding
paragraphs, | now proceed to examine whether the Noticee satisfies the fit and
proper’ person criteria, as laid down under Schedule Il of the Intermediaries

Regulations.
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51. Regulation 5(e) of the Stock Brokers Regulations provides that for the purpose
of grant of certificate of registration, the applicant has to be a fit and proper
person in terms of Schedule Il of the Intermediaries Regulations. | note that the
fit and proper person’ criteria, specified in Schedule Il of the Intermediaries
Regulations, was amended vide SEBI (Intermediaries) (Third Amendment)

Regulations, 2021.

J

52. | note that post the amendment carried out in 2021, the fit and proper person
criteria now has both a ‘principle based’ criteria and a ‘rule based’ criteria, as
opposed to the earlier criteria which was purely ‘principle based’. The
reasoning as to the applicability of the amended Schedule 1l to the Noticee has
already been elaborated in the preceding paragraphs. Thus, even though the
Noticee was granted a certificate of registration with effect from December 18,
2015, it was still required to comply with the revised criteria post the
amendments carried out in 2021. | note that paragraph 3(b) of the amended
criteria lays down a list of disqualifications which includes, under paragraph
3(b)(i) a circumstance where a “criminal complaint or information under section
154 of the Code of Criminal Procedure, 1973 (2 of 1974) has been filed against

such person by the Board and which is pending.”

53. As already stated above, a criminal complaint has been filed by SEBI before
the EOW against the Noticee. Pursuant to the SEBI complaint, FIR No. Spl
LAC No. 110/18 dated September 28, 2018 under section 154 of the CrPC at
the MIDC Police Station, Mumbai, was registered against the trading members,
including the Noticee, which were listed in the SEBI complaint to EOW. It is,
therefore, noted that the Noticee attracts the disqualification provided in
paragraph 3(b)(i). Further, the acts of the Noticee in trading in ‘paired contracts’
also seriously calls into question the integrity, honesty and lack of ethical
behavior on the part of the Noticee. These contracts, as stated earlier, were ex
facie offered in violation of the Exemption Notification issued by the MCA and
far removed from the spot contracts in commodities, which were permitted to
be traded on NSEL. The ‘paired contracts’ were nothing but financing
transactions masquerading as spot contracts in commodities. It has already

been detailed above that there were enough red flags for a reasonable person
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to infer that the contracts being offered as ‘paired contracts’ on NSEL were not
spot contracts in commodities, and that the Noticee, presumably driven by its
desire to earn brokerage, provided a platform for its clients to access a product
which was clearly in violation of the Exemption Notification.

54.In view of the above, | hold that the Noticee failed to comply with the ‘fit and
proper person’ criteria specified in Schedule Il of the Intermediaries Regulations

on a continuous basis.

55.1 note that the DA has recommended the cancellation of the certificate of
registration of the Noticee as a commodities derivatives broker. However, | am
also cognizant of the fact that the Noticee had only proprietary trades. Further,
it is also seen that the Enquiry Report, relying on the Grant Thornton report,
has noted that NSEL had a pay-out obligation of Rs. 1,11,84,474 towards the
Noticee. Thus, holistically considering the role of the Noticee in the entire
events surrounding the paired contracts, | am of the opinion that a direction of
prohibiting the Noticee from taking up any new clients qua its activities as a
stockbroker in the commodity derivative segment for a period of three (3)
months or till the time the FIR ceases to be “pending”, would be proportionate

and more appropriate in the present case and would meet the ends of justice.

Order —

56.In view of the foregoing discussions and deliberations, I, in exercise of powers
conferred upon me under Section 12 (3) and Section 19 of the SEBI Act, 1992
read with Regulation 27 of the Intermediaries Regulations, hereby prohibit
Gandhi Commodities LLP (INZ000021538), from taking up any new clients qua
its activities as a stock broker in the commodity derivative segment for a
period of three (3) months from the date of this Order or till the FIR filed
against the Noticee by EOW ceases to be pending or the Noticee is
discharged or acquitted by a Court in relation to the FIR, whichever is

later.
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57.The Noticee shall, after receipt of this order, immediately inform its existing

clients, if any, about the direction in paragraph 56 above.
58.The Order shall come into force with immediate effect.

59.A copy of this Order shall be served upon the Noticee and the recognised

Market Infrastructure Institutions for necessary compliance.

Place: Mumbai ASHWANI BHATIA
Date: December 20, 2023 WHOLE TIME MEMBER

SECURITIES AND EXCHANGE BOARD OF INDIA
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