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COMPOUNDING

UNDER FEMA

AN OVERVIEW

The Foreign Exchange Management Act (FEMA), 1999 is a legislation enacted by the Government of India
to regulate foreign exchange transactions. FEMA aims to facilitate external trade, payments, and orderly
development and maintenance of the foreign exchange market in India. It is administered by the
Reserve Bank of India (RBI) along with the Enforcement Directorate.

Non-compliance with FEMA provisions can lead to penalties. However, to provide a mechanism for
voluntary rectification, FEMA allows for compounding of contraventions. Compounding enables
individuals and entities to settle contraventions without litigation, ensuring compliance with FEMA
regulations in a structured manner.

What is Compounding?

Compounding under FEMA refers to the process of voluntarily admitting and resolving contraventions of
FEMA regulations by paying a monetary penalty. The Reserve Bank of India (RBI) is the primary authority
responsible for compounding most FEMA contraventions, while the Directorate of Enforcement (ED)
handles more serious offenses related to money laundering and fraud.

The compounding process is governed by Section 15 of FEMA, 1999 and the Foreign Exchange
(Compounding Proceedings) Rules, 2000. The RBI has the authority to compound contraventions except in
cases involving money laundering, national security, and criminal intent, which are handled by the
Enforcement Directorate.

The RBI compounds contraventions related to:

1. Foreign Direct Investment (FDI) regulations — Non-reporting of FDI, delayed filings, and violations in
sectoral caps.

2. External Commercial Borrowings (ECB) — Breach of ECB guidelines, non-reporting of transactions.

3. Overseas Direct Investment (ODI) - Non-repatriation of dues, delay in submission of annual
performance reports (APRS).

4. Export-Import Regulations — Non-realization of export proceeds, delayed reporting.
5. Branch/Liaison Office regulations - Failure to file annual activity certificates, unauthorized activities.

6. Miscellaneous — Any other non-compliance related to FEMA provisions.



Compounding Process

The process of compounding under FEMA involves the following steps:

Filing an Application

» The contravening individual or entity mustsubmit
an application in the prescribed format (Form
Compounding Application) to the RBI.

* The application should include full details of the
contravention, reasons for non-compliance, and
supporting documents.

Examination by RBI

« The RBI reviews the nature of the contravention
and determines whether the case is eligible for
compounding.

* If the case involves money laundering or
criminal intent, it is referred to the Enforcement
Directorate.

Determination of Penalty

* The RBI assesses the gravity of the offense and
imposes a penalty based on prescribed guidelines.

« The amount of penalty varies depending on
factors such as the period of non-compliance, the
amount involved, and the impact of the violation.

Payment of Penalty

* The applicant must pay the penalty within the
stipulated time (usually within 15 days) after
receiving the order from the RBI.

* Upon payment, the contravention is considered
settled, and no further proceedings are initiated.

[}
II;\\ Closure of Proceedings

* Once the penalty is paid, the RBI issues a closure order, confirming that the contravention has been
compounded.

« The entity is then considered compliant with FEMA regulations.

The compounding mechanism under FEMA provides several benefits. It prevents lengthy legal
proceedings, saving both time and legal costs. It also helps in maintaining the credibility of businesses by
voluntarily rectifying mistakes. Moreover, it ensures regulatory compliance, preventing future penalties
and disruptions in operations. However, compounding is only allowed for non-willful contraventions and
does not apply to criminal offenses. The RBI's decision on penalty amounts is final and cannot be
contested. Entities should maintain proper records and ensure timely compliance to avoid future
contraventions.

Compounding under FEMA is an effective mechanism for individuals and businesses to voluntarily rectify
FEMA violations without facing severe legal consequences. It provides a structured way to resolve
non-compliance while ensuring regulatory adherence. Entities engaged in foreign exchange transactions
should remain vigilant and follow FEMA guidelines to avoid penalties and maintain smooth business

operations.
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