
Chapter VI 

The Evolution of DIPG 1992 and DlPG 2000 

The first DIPG announced in June 1992545 was probably the first set of 

regulations announced by SEBI after the SEBI Act, 1992 was passed. 

The guidelines were issued in keeping with the powers of SEBI to 

make laws to regulate the capital markets.546 The preamble to the 

guidelines state that these guidelines would apply to all issues to be 

made after the repealing of the CCI Act. 

In the first phase the guidelines were revised through a series of 

twenty-seven circulars up to November 1999547
, when all the revisions 

were consolidated into a revised set of guidelines, now known as DIPG 

2000. Many changes were also brought to the provisions as part of the 

consolidation. The consolidated guidelines have also continued to 

evolve through several amendments. 

In Chapter V we critically examined the provisions of DIPG currently in 

vogue, applying the framework we developed in Chapter IV. In this 

chapter we trace the evolution of these provisions across time. The 

intention of this review is to identify important developments in the 

evolution of the guidelines. Identification of these regulatory landmarks 

is a prerequisite to an understanding of the impact that these 

regulations have had on market outcomes. 

The review of regulations across time has been limited to those parts 

of the regulation that affect issuers. The current regulations discussed 

in the previous chapter review the regulations governing intermediaries 

545 Issued vide GUlP No. 1 I SEBIIPMD 92-93, dated June 11, 1992 
546 S 11 (1 ) of SEBI Aot 1992 
547 The last of lhese, Circular No XXVII, was dated 26-11-1999 
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as well. However, in this chapter we do not trace the evolution of 

changes in those regulations regulating intermediaries so as to keep 

the research at tractable levels. A complete empirical investigation of 

the impact of regulation on market outcomes would need to take into 

account the evolution of the regulation of market intermediaries. 

As in the case of current regulations, we limit our review to the 

regulation of public offerings of shares and convertibles issues. We do 

not review the provisions relating to the regulation of rights issues or 

issues of straight debt. 

The review in this chapter also draws upon the framework developed 

in Chapter IV. As in the review of the current regulations in Chapter V, 

we classify the provisions for review under the following four heads. 

• Provisions that specify conditions that issuers need to fulfill in order 

to make a public offer of securities 

• Provisions relating to disclosures and certification of disclosures: 

These lay down all the disclosures that issuers needed to make at 

various stages of the issue and disclosure obligations post listing of 

securities that issuers need to accept while seeking listing of 

securities. 

• Provisions that align interests of managers / owner managers to 

those of external shareholders for mitigating agency problems. 

These include provisions relating to the distribution of securities 

issued which signal the issuers intention regarding subjecting 

themselves to monitoring by shareholders 

• Provisions relating to the management of the issue process. These 

are discussed in the context of the roles and responsibilities of 

various intermediaries and their incentive to discharge their roles. 
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The following differences in the contents coverE;ld under each of these 

classifications are noteworthy though. We do not review the 

regulations governing the various intermediaries because they have 

been covered substantially in the previous chapter. We discuss 

provisions relating to pricing and price discovery as part of access 

criteria as initially they were an essential part of the mechanism to 

regulate the access to the capital market. We also highlight some of 

the additional devices resorted to align interests between owner 

managers and external shareholders. Finally, we review some of the 

mechanisms that seemed to have been intended to protect the 

interests of the external shareholder, especially the small or the retail 

shareholder. 

The review is based on circulars of SEBI governing primary market 

activities. These have been taken from a number of published sources 

which have been included in the bibliography. A few circulars issued 

starting soon after the announcement of DIPG 1992 up to the 

consolidation of DIPG in 2000 and a few circulars after the 

consolidation in 2000 have been downloaded from the SEBI website. 

We review three versions of the post 2000 guidelines as they evolved 

as part of this survey. A more systematic documentation from SEBI 

would certainly help a more rigorous and complete survey. For eg., we 

are unable to track or comment on some of the changes in the 

regulations that have taken place between the regulations as they 

prevailed in 1999 and the consolidated version in 2000. We believe 

that SEBI can contribute to a better understanding of its activity of 

developing regulations by providing researchers easier access to 

documentation relating to its functioning which is already in the public 

domain. 
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We trace the evolution up to the point leading to the current state of the 

regulation. 

The amendments or modifications to the guidelines include changes 

meant to rectify some of the drafting issues as well as substantive 

changes intended to address regulatory gaps and lacunae in the 

earlier versions. We focus on substantive changes and do not discuss 

announcements by way of drafting refinements or clarifications. 

Finally, it must be pointed out that many aspects of the issue process 

that are sought to be regulated by these guidelines may already have 

been regulated, prior to the advent of SEBI, by administrative orders 

from the Dept of Stock Exchanges to the various SEs. Our survey of 

these provisions starts from the days of SEBI, given the overall 

objectives of this research endeavour. 

Note: 

1. All references to clarification numbers in the footnotes are to 

clarifications to DIPG 1992 and DIPG 2000 issued by SEBI, unless 

stated otherwise. 

2. The analysis in this section uses the past tense while detailing 

various provisions. This is so because many, if not most, of these 

provisions have been modified or dropped altogether. Some of 

these provisions may remain in force as they were originally 

specified or modified. For the sake of consistency even those 

provisions that are still in force have been mentioned here in the 

past tense. The previous chapter discusses the provisions as they 

apply currently and hence the provisions there have stated in the 

present tense. 

3. As in the previous chapter, details of provisions are part of the main 

discussion only to the extent necessary for providing a sense of the 
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drift in their evolution. Otherwise, details of provisions are provided 

in the footnote. Similarly, we have not reproduced or discussed 

numerical illustrations that are a part of the guidelines unless they 

are a part of the substantive aspect of the regulations. 

4. References to Circulars are as they were provided in the sources 

from which the circulars were obtained. SEBI's convention for 

numbering circulars has varied over time. It is presumed that 

wherever we have relied -upon references to circulars in other 

sources, the circular numbers provided in the respective sources 

are as they were in the original circulars from SEBI. 
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6.1 Access Criteria 

The initial guidelines allowed a" types of companies to issue securities 

in the public securities markets. SEBI was to vet the offer document in 

all the cases.548 The requirement of vetting was withdrawn much later. 

Instead, the responsibility for ensuring adequacy and accuracy of 

disclosure appears to have been shifted to a Category I merchant 

banker who was mandatorily required for managing any public issue. 

The distinction between various types of companies appears to have 

been in terms of the price at which they were allowed to issue 

securities. Companies which wanted to issue equity shares or 

securities convertible into equity shares fell into two broad categories: 

(i) Those that could issue equity shares at par and / or securities that 

would convert into equity shares at par and (ii) those that could issue 

equity shares at a premium and / or securities that could convert into 

equity shares at a premium. This clarification did not apply to 

companies making a rights issue or an issue of debt instruments. We 

discuss these provisions relating to pricing separately. 

However, it was not until October 1995549 that the notion of eligibility 

for offering of securities for public subscription was introduced for the 

first time.550 The notion of eligibility to make an offering of securities 

was extended to all companies across the board in 1996551 through a 

fundamental change in the guidelines governing public issues. The 

548 Clause A (a) of OIPG 1992 
549 [Clari fication No XII dated 29-1995, w.e.f. 1-10-1995.] 
550 This was an eligibility criterion for finance companies which states that only those finance 
companies with a minimum track record of two years of operations or who have been granted 
registration as a non-banking finance company by the Reserve Bank Of India or as an 
intermediary by SEBI [Clause 2 of Clarification No XII dated 29-9-1995] or a housing finance 
company eligible for mflnance by the National Housing Bank (Clause ( c ) of Part C of 
Clarification No XIV dated 17-4-19961 may make a public offering. 
551Part A of Clarification No XV dated 17-4-1996 
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guidelines made a distinction between listed and unlisted companies in 

formulating the eligibility criteria. 

6.1.1 Market Access Criteria for Unlisted Companies making I POs 

Pursuant to these amendments, unlisted companies making the first, 

issuance of equity or securities convertible into equitl52 was permitted 

only in the case of companies with a three year dividend record. 

Manufacturing companies were exempted from the requirement of 

dividend track record if their project had been appraised by a public 

financial institution (PFI)553 or a commercial bank and the appraising 

agency had agreed to provide financial participation to the extent of 

5% 554 (increased subsequently to 10%555) of the project cost by way of 

loan or equity financing. Thus the guidelines provided for a 

mechanism for the issuer to signal credibility by meeting the 

investment standards of a PFI. 

The requirement of dividends was tightened further. The provision was 

subsequently extended to all companies, whether engaged in 

manufacturing or not. 556 Banking companies which were accorded 

approval by RBI on or before April 16, 1996 and public sector banks 

were exempted from these provisions.557 Further, in the case of public 

sector banks, the requirement of track record for free pricing was 

reduced to two years.558 Finally, pricing of shares by banks, both 

552 Clauses 1 and 2 of Part A of Clarificaliol1 No XV dated 17-4- 1996 
553 As notified under Section 4A of Companies Act, 1956, generally including state financial 
corporat ions, Induslrial development corpora lions and any such corporation approved for 'the 
purpose of S 36' (1)(vfii} of Income Tax Act, 1961 vide Clause (b) of Pari A of Clarifi cation No 
XVt dated 17 • 7 -1996 
5S4 Vide Ctause 2(b) of Clarification No XV daled 17-4·1996 
555 Clause (c) of Part A of Clarification No XVI dated 17·7·1996 
555 Vide Clause (a) of Part A of Clarification No XVI dated 17-7-1996 
557 [Clause (d) of Part A of Ctarlnca tion No XVI daled 17·4-1997 vide RMB DIP Series Circular 
No 4 (96-97) dated 17-4-1997J 
55Il Part B of Clarification No XVI dated 17-7-1996 
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public as well as private sector, was subject to approval from RBI.559 

As part of their oversight of banks the RBI regulates the capital 

structure of banks, their financial health in terms of capital adequacy 

and so on. The exemption of banks initially from the provisions 

governing pricing and the subsequent requirement of RBI approval 

may have been to avoid regulatory overlap and resultant confusion. 

Companies propOSing to list on the OTCEI and offers for sale 

registered with OTCEI for a bought out deal were also exempt. 560 The 

OTCEllisting rules mandate the appointment of market maker in 

securities being brought into the market. The market maker, among 

other things, was required to maintain an inventory of the issuer's 

securities and offer two way quotes for the same. The exemption may 

have been in view of the availability of a market (liquidity) for those 

investors who wished to disinvest. This exemption may be viewed as 

an instance of rules of engagement of a SE being viewed as an 

a.lternative to a regulatory protection to investors. Not many 

companies chose to issue securities on the OTCEI. Thus we do not 

have the benefit of observing the market outcome of this exemption. 

However, it does raise the question of whether the regulations may 

have sought to build more effective institutional mechanisms based on 

the SEs rather than impose pricing restrictions on issuance activity, as 

it seems to have sought to initially. 

In a further significant change to these guidelines561
, the following 

eligibility criteria replaced the criteria detailed above. [i] Track record of 

distributable profits in terms of S 205 of the Companies Act, 1956 for at 

least three out of immediately preceding five years562 and [ii] Pre issue 

559 Part B of Clarification No XXII dated 5-6-1998 vide RMB (DIP Series) Ci rcular No 1 (1998-
99) dated 5·6-1998. 
5 0 [Part A of Clarification No XVIII daled 17-4- 1997 vide RMB DIP Serles Circular No 4 (96-97) 
dated 17-4-1997] 
561 Part A of Clarification No XXIV dated 18-5-1999 
562 Track record was defined laler in detail as [ij three audited accounls comprising not less 
than 36 months [1ij in Ihe case of companies engaged in more than one industry which claimed 
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networth of not less than Rs one crore in three out of the preceding five 

years, with the minimum networth being met during the immediately 

preceding two years. The circular announcing these changes 

attributed them to representations that unlisted companies desirous of 

accessing the public market may have chosen not to pay dividend so 

as to [i] plough profit back for the benefit of the company and [ii] that 

dividends would have benefited mainly the promoters who held most of 

the company's equity.563 These requirements for unlisted companies 

were also to apply to those listed companies whose post issue 

networth would be in excess of five times the pre-issue networth.564 

This was consistent with the earlier treatment of issues from listed 

companies. (The revision referred to above referred to all issue of 

securities seeking to list on any stock exchange, whereas the provision 

that it sought to amend referred to IPOs. The said amendment did not 

deal with issuance of securities by a listed company, which was dealt 

with separately in the earlier circular [Circular No XV]. That must have 

created some ambiguity as to whether these amendments would apply 

to listed securities, in addition to the earlier provisions governing 

offerings of securities from listed companies. This was finally resolved 

only in the consolidated DIPG.) 

It must be pointed out that after the changes introduced above, 

companies had to satisfy the access criteria to even access the 

to be information lechnology companies, track record was defined wilh respect to profits 
emanating from information technology business I activity and [iii) in the case of partnership 
firms and unlisted companies formed out of a division of an existi ng company the profits of the 
partnership firm or the division would qualify to be considered as track record if [a] the 
accounts were compliant w ith requirements and format of Schedule VI of the Indian 
Companies Act. 1956 and the standards laid down by Ihe Institute of Chartered Accountants of 
India in respect of companies and [bJ are certified by a ChBitered Accountant to be complianl 
with Schedule VI and by a Merchant Banker to be compliant with the ICAI standards. [Pari B of 
Clerlficalion No XXVI dated 15·10·1999J 
663Networth has been defined as value of paid up equity capital and free reserves (eXCluding 
reserves created out of revaluation) reduced by the aggregate value of accumulated losses 
intang ible assets and deferred expenditure not written off, includ ing miscellaneous expenses 
written off. (Clarification No XXIV In RMB (DIP Series) Circular No 1 (1999·2000) dated 18·5· 
1999) 
564 ProviSO \0 Clause 2.3.1 of DIPG 2000 as oJ March 2000 
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market; but pricing was still subject to the regulatory conditions in force. 

at that time. Pricing of securities was made truly market driven in 1999 

when SESI announced that an unlisted company eligible to make a 

public issue and desirous of getting its securities listed on a SE was 

free to price its equity shares or convertible securities, subject to 

compliance with disclosure norms.565 

A subsequent modification added the requirement of net tangible 

assets.566 The access criteria have remained at these requirements 

since then. 

The guidelines had a provision that tried to prevent listed companies 

from misinforming investors about their involvement in the IT sector for 

raising capital on attractive valuations. [These provisions are 

discussed below.] Originally the provisions were applicable to listed 

companies. It is worth pointing out that around the time of this 

amendment companies in the IT sector had become popular as 

investment opportunities in the capital market, riding on the IT boom in 

India and elsewhere in the world and the demonstrated success of 

pioneering Indian IT firms such as Infosys Technologies Ltd., and 

Wipro Technologies Ltd. These provisions were now extended, albeit 

in a somewhat less rigorous form, to companies making an IPO.56
? 

[The period of name change was reduced to one year instead of three 

years as originally stipulated in the case of listed companies above.] 

So also the stipulation regarding expansion in the post issue equity 

capital was also extended to IPOs.568 In order to reveal to the 

565 Part C of Clarification No XXV in RMB (DIP Series) Circular No 2, (1999-2000) dated 11-
10-1999 w.eJ 11-10-1999 
56G Vide SEBI/CFD/DIL/DIP/Circular No 11 dated 14·8-2003. The requirement was thatlhe 
issuer would have net tangible assets of Rs 3 crores al least In each of the three preceding full 
three years. Of this, 50% or more would be held as non monetary assets or as monetary 
assets with firm commilmenls to deploy the same In business or projects. 
567 Vide SEBI/CFD/DILlDIP/Circular No 11 dated 14-8-2003 
668 Vide SEBllCFD/DILlDIP/Circular No 11 dated 14·8·2003 
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prospective investor the true extent of their involvement in the IT 

industry the DIPG was modified.569 The modification required that 

companies which wanted to project themselves as technology 

companies derived not less than 50% of their business from 

information technology businesses. This requirement was modified 

into a more generic requirement570 that companies which underwent a 

change of name had to derive at least 50% of the revenues from the 

businesses that their names suggested they were in. On the face of it, 

the revised requirement as of August 14, 2003 is less stringent than its 

predecessor. What motivated the change in regulation is difficult to 

comprehend. The occurrence of such companies re-Iabelling 

themselves as IT companies may have become fewer in number as 

the interest in the technology sector declined to more rational levels. 

Equally, the difficulty, if not the futility in administering the previous 

section must have been realized by the regulator, giving way to a 

requirement that was less difficult to monitor. (To start with, it must 

have been a daunting challenge to define what constituted an 

"information technology" business, given the ubiquitousness of the 

technology.) As with so many other instances, the question arises as 

to whether the regulator should arbitrate on an issue that is essentially 

for investors to decide. Or, should the regulator have merely stopped 

at requiring the issuer to disclose changes in activities and their 

financial implications,571 thus equipping the investor with the 

information to decide for her / himself? 

569 Track record in terms of distributable profits of the company were to be measured as profits 
from IT business or activities In Ihe case of companies In "IT sector" or compan ies ra ising 
capital for IT sector businesses or companies whose names suggest Ihatlhey are engaged in 
IT activities. The regulallon also wen t on to define when companies might be considered to 
have names that suggested that they were engaged in "Information technology activities I 
businesses· and an elaborate listing of what consliluted "information technology". Vide 
Clause 2, Part B of Clarification No XXVI in RMB (DIP Series) Circular No 3, [1999-2000] 
dated 15-10-1999. 
570 Vide SEBl/CFD/OIUDIP/Circular No 11 dated August 14, 2003 
571 Regulalion 6.1B.(iv)(e) requires disclosure of change in activities of the issuer which may 
have Impacted the profit and loss of Ihe Issuer In the pasl five years and quantification of the 
same wherever possible. 
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Similarly, new entrants who were earlier constituted as partnership 

firms, as well as divisions spun off from companies, were allowed to 

access the public equity market as long as their accounts complied 

with the performance criteria for IPOs. The same modification also 

added the criterion of a minimum of a thousand prospective 

allottees.572 

The currently available alternatives of institutional participation and 

compulsory market making were added to the alternate routes for 

making an IPO for a company that did not meet the criteria above.573 

For reasons that are not apparent the same modification also required 

that the allotment to QISs in the alternative route of book building be 

50%, instead of the original 60%. [For details see the previous chapter 

on Current Regulations.] 

Companies making an IPO, like companies making any public or rights 

issue of securities were required to tie up 75% of the means of 

financing besides the funds proposed to be raised through the public 

offering. 

The shift from the dividend to the profitability track record was a 

significant and laudable step in many ways. First of all, it is a good 

example of the responsiveness of SESI to the concerns of the issuer 

community. Secondly, many profitable companies that wish to 

minimize dependence on outside capital would conserve their cash 

flows to plough back rather than pay it off as dividends. Those 

companies and their shareholders would have been unduly penalized 

by the criterion of dividend paying track record. Many companies in 

572 Reg 2.2.2A of OIPG 2000 
573 Vide SEBI/CFO/OILlDIP/Circular No 11 dated August 14, 2003 
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the IT industry that made their IPOs in the late nineties would not have 

been able to do so without this amendment. 

6.1.2 Market Access Criteria for Listed Companies 

Listed companies whose post issue networth expanded to more than 

five times their pre issue networth were required to meet the conditions 

prescribed for an unlisted company.574 In a subsequent amendment 

listed companies whose post issue networth expanded as above were 

allowed to make book built issue with not less than 60% of the issue 

being allotted to Qualified Institutional Buyers [QIBs].575 This option 

was further modified to bring the requirements in the case of listed 

companies whose post issue networth expanded as above in line with 

the requirements in the case of unlisted companies which did not meet 

the eligibility criteria for making a public issue.576 The requirements in 

respect of listed companies have remained at that position until now. 

If the listed company changed its name to reflect its activities in the 

information technology sector, during the three years prior to filing of 

offer document with SEBI, the information technology part of the 

business had to satisfy the criteria applicable to unlisted companies.577 

In effect, the regulations required that if the company wanted to enjoy 

the popularity of an IT company in the capital market it had to qualify 

for market access as it might have qualified, if it had been a free 

standing IT company.578 This requirement was lightened up by limiting 

574 Proviso to Clause 2,3,1 of Consolidated DIPG as of March 2000 
575 Clause 2,3,2 of DIPG 2000 as of 
576 Clause 2.3.2 introduced vide SEBIICFDfDILlDIP/Circular No 11 daled 14-8-2003 
577 Clause 2 of Part B of Clarification No XXVI dated 15-10·1999 
578 To make this requirement even more effective, Part C of the clarification referred to above 
required that companies who claimed to be in the IT sector would have to recast their financial 
statements so as to disclose profits from the IT business activities. 
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the period of name change so as to attract these provisions to one 

year preceding date of filing the offer document. 579 

These requirements applied to listed companies if the equity capital 

after the proposed issue would be more than five times the paid up 

equity capital prior to the issue.58o This was further tightened by 

making the pre issue and post issue networth as the reference point 

instead of the paid up equity capital.581 The distinction may have been 

based on the consideration that there would be enough information 

and trading history in the public domain in the case of listed companies 

that the criteria used in the case of IPOs was not warranted. However, 

the regulators may have been aware of a tendency in the market place 

to merge unlisted companies with dormant listed companies to get 

around the restrictions on unlisted companies on pricing (in the initial 

regime) and on market access (in the revised regime). The provision 

above that treats issues from listed companies which experience a 

relatively large increase in equity base may have been an endeavour 

to plug this possibility.582 However, the requirement regarding 

calculating the effective increase in the equity was further tightened to 

include all issues during the preceding year including the proposed 

issue [as opposed to the proposed issue that was the stipulation 

previously].583 

The evolution of the provisions relating to issue of securities by listed 

companies appears to have gone through a great deal of avoidable 

579 Vide DIP (Compendium) Ciroular No 3 dated 4·8·2000 
~~o Clause 3 of Part A of Clarification No XV dated '17-4-1996 
581 The change first appeared In the Consolidated Guidelines. 
562 Typically such mergers take place to use the merged (lis ted) enti ty as a vehicle for raising a 
large amount of public capital. Most dormant companies may have relatively low paid up 
equity capital, heving been listed at times when the minimum requirement of paid up equity 
capital for listing was relatively low. Thus when these merged companies went for a public 
offering they would experience a large Increase In equity capital after the Issue, The proposed 
2rovislon would thus have been an effective deterrent ageinst such a practice. 

83 Vide SEBIICFD/DILlDIP/Circular No 11 dated 14·8·2003 
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• 
confusion and back and forth. It is inconceivable that some of these 

changes were the result of oversight or poor drafting at the time of the 

initial announcements. An alternate explanation might be that SESI 

was trying to fine tune the regulations in favour of listed companies. A 

more pragmatic and simple alternative may have been just to maintain 

that listed companies which sought to expand their equity through a 

large issuance of securities to the public be treated on par with IPOs. 

For example, the attempt to include all issues within a year for the 

purpose of reckoning of expansion in equity appears to be an instance 

of over-engineering. It would appear unlikely that a company might 

make more than issue of equity within a year given the cost of the 

process. Further, such a company would possibly not have an 

interesting enough investment proposition to offer for public 

subscription. 

6.1.3 Listing without offering securities 

Avenues for listing securities and accessing the public securities 

market were expanded when the guidelines allowed unlisted 

infrastructure companies to list their non convertible debenture 

securities [NCDS] bl84. This option was later extended to all unlisted 

companies.585 Being pure debt instruments the regulation of tnese 

issuances is not of interest to us, except to the extent that these are 

applicable to offerings of debt securities that are convertible into 

equity.586 Further, the guidelines allow unlisted companies to make an 

584 Reg 8.2 of DIPG 2000 
565 Vide RMB (Compendium) Series Circular No 3 (2001-2002) dated January 11, 2002. This 
circular replaced the original Reg 8.2 with a new Reg S.2that extended the option to non­
infrastructure compan ies as well. 
586 These ,conditions are til The issue will carry a rating that is not below inveslment grade [two 
ratings In Ihe case of issue siLes of Rs 100 crores or more] [iU AI least 20% of the project cosl 
to be financed through equity funds from the promoter [iii] Continuing disclosures applicabte 
as per listing agreement [Iv) Changes in terms of issue, capital struclure and shareholding 
pattern subject to prior approval by NCDS holders in a general meeLing If] No partly paid up 
shares { other securities at Ihe time of filing draft document with SEBI 
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initial public offering of Debt Securities Convertible to Equity [DSCE].587 

Apart from the provisions mentioned in the case of NCDS, the issue of 

DSCE is subject to the following other conditions.588 The additional 

conditions ensure that the listed status is not used to circumvent the 

criteria governing an IPO. 

The provisions relating to an initial offer of debt securities appear to 

have been targeted at municipal corporations and other government 

agencies that would have needed to access the public securities 

market without getting their equity shares listed. These provisions 

were then extended to private corporations that had no plans to get 

their equities listed. The regulations contain adequate safeguards to 

ensure that these provisions are not used by companies to get around 

the requirements 589for listing of equity or convertible securities or 

those provisions relating to the issuance of debt securities59o. 

Interestingly, there have been no issuances of NCDS or DSCE under 

the provisions of these guidelines. 

6.1.4 Denial of Market Access 

Companies which had been prohibited from accessing the capital 

market by an order of SESI were disallowed from making issues. This 

587 Reg 8.2.3 of DIPG 2000 
588 til Subsequent issue of equity or convertibles will be subject to complying with the 
conditions governing to IPOs. The provisions relating to outstanding warrants under Reg 2.6 
of DIPG 2000 shall not be applicable if the floor price for conversion of these debt securities 
are determined and disclosed in the offer document Pi] Promoters' equIty may be listed along 
with the listing of equity arising from conversion of the debt securities [iiO Promoters' equity 
may be listed if shares allotted to the public comply with 19(2)(b) of SCR Rules. 1957 [Iv] Price 
band of 20% allowed for interest as well as share prlce j price I interest .rate may be firmed at a 
later date before filing offer document with the RoC [v] Share price I interest rate may be 
determined using book building. subject to provisions of Chapter XI of DIPG 2000. 
589 Reg 2.2 of DIPG 2000 
590 Chapter X of DIPG 2000 
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specific denial of market access was introduced in 2000.591 The denial 

remains in force even now. 

6.2 Pricing 

The guidelines categorised issuers into three types in terms of the 

price at which they may issue capital. First, new companies were 

those that had not completed twelve months of commercial operations 

and whose audited operating results were not available. They were 

allowed to issue capital only at par.592 Secondly, existing unlisted 

companies which did not have a three year track record of consistent 

profitability were allowed to issue capital to the public also at par, 

subject to a minimum issue of 20% of the total expanded capital.593 

This requirement is puzzling considering that the minimum offer to the 

public required under Rule 19(2)(b) of SCRR at that time was 40% of 

the post issue equity capital. The SCRR requirement more than 

addressed the regulatory objective being pursued by SEBI. A third 

category of companies, namely listed as well as unlisted companies 

with a three year track record of profitability and companies which did 

not meet the track record criterion but 50% of whose equity was held 

by profitable companies as promoters were allowed to price their 

equity issues at a premium.594 This category of companies was 

allowed to determine the price in conSUltation with the lead manager. 

Additionally, for new companies it was subject to "specific disclosures", 

including Net Asset Value [NAV] as per the latest balance sheet and 

justification for issue price. The pricing decision was thus handed over 

to the market, subject to conditions.595 

591 Clause 2.1.3 of DIPG 2000 
592 Clause A (a) of DIPG 1992 
593 Clause (C) of Sec B of Clari fica tion II dated 16-7-1992 
594 Unllsted companies was clari fied to include existing private companies. closely held 
companies and other existing unlisted companies going in for a public issue for the first time. 
~Iause (b) of Section B of Clarification No II dated 16-7-1992] 

5 [Clause (iv) of Section B of DIPG 1992.] 
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A few exemptions from these provisions restricting free pricing are 

mentioned below.596 Rights issues were perhaps exempted because 

the scope for redistribution of wealth among different categories of 

shareholders due to a price advantage to one set of shareholders is 

limited.597 The reason for exempting issues on the OTCEI may be the 

same considerations mentioned earlier under the discussion on access 

criteria, namely that the market making mechanism in OrCEI was 

596 Rights issues by existing private companies as well as rights Issues by listed companies 
without an option to renounce were exempted from Ihese provisions. Further exempllons lo 
these categorisations were made in the case of companies that sought listing on Ihe OTCEI 
and (in October 1995) In Ihe case of companies which would lisl on markets with screen based 
trading. 

Pricing in accordance with the provisions of Ihe OTCEI Was also allowed in the case of issues 
that consisted of shares which had been bought by a sponsor and were beIng offered tor sale 
by the sponsor. Additionally the sponsor had to be a market maker for three years, providing 
two-way quotes alongwlth another market maker to be brought In by the sponsor. Atter the 
offer. the promoters of the company had to hold al least 25% of Ihe tolalissued capital, which 
had to be locked in for a five-year period from the date of the sponsor taking up lhe shares. 
[Clause (c ) of Section B of Clarification II dated 16-7-1992] 

A new calegory of offerings was recognised In Oclober 1995 from unlisted companies with less 
than two years of commercial operation and whose posllssue capital would be between Rs 3 
crores and Rs 5 crores. These offerings would qualify 10 list only on those SEs which had 
screen based trading facilities. The issuer was to appoint at least one market maker each on 
all the SEs where the securities were proposed to be listed, subject to certain minimum 
performance condillons 10 be met by the market maker. [Clarification No XII dated 29-9-1995. 
w.e.f. 1-10-1995.] Each markelmaker in Ihls case was required to 
• Offer a continuous Iwo way quote for a minimum period of 18 monlhs from the da'le on 

which the securities were admilled for listing 
• Buy and sell quotes offered by the market maker were to be with a minimum depth of 3 

marketable lots 
• Bid-ask spread shall not at any time exceed 10% 
• Minimum inventory of 5% of post issue capital to be maintained market maker as on date 

of allotment 
Further. the issuer was 10 appoint an additional market maker for a period of twelve months 
from the date of allotment on the same performance terms as that for the main market maker. 

The circular is silent on Ihe pricing of these offerings. It would be reasonable to presume that 
the exemption offered earlier to issues on the OTCEI would apply to these Issues as well. 

Other Ihan offer a markellng advantage 10 the monumental failure that the OICEI was , this 
exemption did not appear to have any discernible ratlonale. The exemption was finally 
withdraw" In 2003, not having made any. perceptible difference to the fortunes of Ihe 
OTCEI.Vide SEBI/CFO/OIUDIP/Clrcular No 11 dated August 14,2003. 
m To the extent lhal under-priced rights may be traded in the secondary markel at a premium. 
an opportunity for an one tfme windfall gain for shareholders may be envisaged. But then that 
opporlunlty is available 10 all shareholders equitably and hence l11e need to regulate the same 
does not arise. 
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seen as a mitigant against many of the risks that investing in 

companies with a limited operating history was exposed to. 

Many of the amendments to the regulation relating to this category 

attempted to fine tune the definitions of these criteria598
. The 

guidelines provided for issuance of new financial instruments, subject 

to disclosures adequate for investors to arrive at investment decisions. 

li98The category of companies included (I) Comp;:lOles wh ich were already listed and (ill 
Unlisted cqmpanies with a three year track record of consistent profitability, clarified as two 
completed years of twelve months each and one of not less than six months ( Clause B of 
Clarif I dated 17-6-1992) offering notiess than 20% of Ule issued capital [Clause B (U) of DIPG 
1992 and Clause II (b) of Clari fication No III dated 13-8-1992] (clarmed as a record of profit 
after interest. depreciation and tax In three out of the most recent five years including the most 
recent two years [Clause (8) of Section B of Ctariflcation No II dated 16-7-1992). The 
profitability track record of a company, which was previously a partnership firm, had to be 
certified by a chartered accountant to be In line with the requirements of the Companies Act 
and thatlhe aocounting standards of the Institute of Chartered Accountants of India (ICAI) 
have been followed. Similar conditlons Were to apply to an issuer, whiCh was previously a 
division of another company [Para 2 of Section B of Clarification VI dated 23-·t2-1992]. The 
track record of the division being spun out had to be certified through an auditors' certificate 
[Clarification No XIV dated 1-3-1996). The LMB had to further confirm that the accounts were 
in accordance with the standards laid down by the ICAI. [As laid down in Schedule VI of 
Companies Act, 1956]. In the case of public sector banks the profitability record requirement 
was subsequently reduced to 'lwo years [Clarification No XVI dated 17-7-1996 w.e.f. 18-7-
1996]; and, 
New companies, [Section A of DIPG 1992) as well as existing companies Which did not have a 
three year track record of consistent profitability [Clause C of Section B In Clarification I dated 
17-6-1992) which were promoted by companies which have a profitability track record of five 
years (clarified later 10 be track record of consistenl record of profit arter interest, depreCiation 
and lax in five out of most recenl seven years, Including profitability in two most recent years 
[Clause (c), Section A of Clarification No II dated 16-7-1992). applicable to each of the 
promoting private sector companies [Clause 2 b of Clarification II daled 16-7-1992] and not 
less than 50% of Ihe equity is held by the promoters and the promoters' equity is priced at the 
same level as the public issue are allowed to freely price their issue of capital. However all 
issue price is to be uniform for all investors {Clause A of Clarification I dated 17-6-1992]. In 
case the additional contribution from Ihe promoters is by way of FCDs I PCDs which are to be 
converted after eighteen months the equity has to be priced at par, Irrespective of the terms of 
conversion of the debentures; if the conversion is to take place in less than eighteen months 
the promoters could convert at the same price al which Ihe public subscribers are enlllied to 
convert (Clause 2 (a) Section A of Clarification No II dated 17-6-1992). If the maturity of the 
debentures was less than eighteen months and was not secured by a charge on the assets it 
was to cO lnply. with the Companies (Acceptance of DepOSit) Rules, 1975. [rhis appears 10 be 
somewhat puzzling becatlse promoters who converted later might have appeared to be able 10 
acquire shares for a lower price (at par) as opposed 10 promoters who convert earlier. Thus to 
fuifilllhe 50% equity requirement promoters had an incentive to delay the conversion of the 
PCDs / FCDs. The three year track record was subsequenlly clarified 10 be two completed 
years of lwelve months each and one year of not less than six months [Clause B of 
Clarification No. I dated 17-6-1992). 
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The list of eligible categories of issuers was expanded to include listed 

and unlisted companies, with and without foreign shareholding of 51 % 

or more, wishing to expand foreign shareholding. This provision was 

later abused and the abuse had to be plugged through the provisions 

relating to private placement. Preferential allotments were thereafter 

limited to joint issues along with rights issues with a view to 

conSOlidating or increasing their stake in the company. The guidelines 

did not specify or define eligible categories of shareholders though.599 

Public offerings by way of offers for sale [OFS] were also permitted.6oo 

Wherever the issuer was allowed to price the shares freely, the draft 

offer document was required to provide the net asset value of the 

shares. Additionally, a justification for the price in the case of issues 

by listed companies and companies which satisfied the performance 

track record conditions was also required. These prices could not be 

adjusted as an incentive to firm allottees through discounts, 

commissions or such other payments by the promoters or body 

corporates.601 

Differential pricing was allowed in the case of a composites issue (a 

combination of rights issue and a public offering), between the rights 

shareholders and other investors who were offer€d as part of the 

public issue. This option was later clarified to be limited to listed 

companies602
. Participation by the promoters in a public offering 

beyond the higher of 20% of post issue capital and 20% of the 

proposed issue woul~ attract provisions of the pricing guidelines 

relating to preferential issues.603 

sml Clause 2.0 of Clarification No VIII dat.ed 11-10- 1993 
6(10 lClause (ell of Section B ofClariricalion No II dated 16-7-1992) 
601 Part B Clarification No XV dated 17-4-1996 
1M Clause E, Clarification No V e1aled 4-11-1992 
603 4.10.1 Ie] of Consolidated DIPG 2000 
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Issuance of shares prior to the public issue at a price lower than the 

public issue was sought to be discouraged by requiring these shares to 

be locked in. The evolution of these provisions and their eventual 

withdrawal are discussed separately under provisions relating to lock­

in. 

The provisions relating to the pricing of securities remained remarkably 

stable since the important change in 1999 that introduced free pricing 

for all companies that qualified to make an offering of securities. 

6.2.1 Observations on regulation of pricing 

The evolution of regulations relating to pricing reflects a significant 

departure in the philosophy underlying regulation of IPOs. It would 

appear that SEBI initially seems to have been of the opinion that 

access to market might be controlled by regulating the price at which 

issues were made. Two arguments may be advanced in favour of this 

approach. One, the regulator may have believed that an issuer would 

be deterred from making a par issue if the issuer felt that it deserved a 

higher price. Secondly, in case the issuer did not meet the criteria, on 

average, the investing public would be compensated by the low offer 

price for the higher risk inherent in investing in such companies. The 

sheer number of issues that entered the market with par issues, 

including the number of companies that were not new but were 

"existing" companies604 suggests that the requirement did not deter 

companies with on-going operations from making an issue. That fact 

by itself does not quite establish that companies accessed the market 

with par issues even if they believed their securities warranted a higher 

price. Although they were companies with some kind of an operating 

604These classifications are as per the classification in the database of public issues available 
in the Annual Review of the Primary Market published by Prime. Please see Chapter VII for 
the analysis. 
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history their owners / owner-managers may have gone ahead with a 

par issue because they believed that par pricing was a fair pricing for 

the company's shares, given the business / financial prospects for the 

company. It does however suggest that there may have been in the 

group of existing companies a set of issuers who may have liked to 

charge a premium on their offer. On the issue of compensation by way 

of lower offer price there is no study currently available that suggests 

anything about the connection between the long run performance of 

companies and par versus premium pricing. The evidence from most 

of the research on IPOs in India which we reviewed in the previous 

chapter suggests that the extent of underpricing in the case of 

premium issues was significantly lower than that in the case of par 

issues. 

A second possibility is that the regulator may have used the process of 

vetting offer documents to ensure that only issues that satisfied some 

minimum criteria of quality entered the market. To examine whether 

this process ensured that only issuers who satisfied some minimum 

criteria entered the market it would be necessary to examine (i) 

whether the vetting process weeded out poor quality issues, 

howsoever quality may have been defined; and / or (ii) whether the 

vetting process facilitated a better assessment of the quality of the 

issues on offer by ensuring better and greater levels of disclosure. A 

direct assessment of the contribution of the process of vetting to the 

improvement of the quality of issues, if any, would require information 

on the vetting process and its effect on the quality of issues. The data 

for this analysis is currently not available and examining that issue is 

thus beyond the scope of this thesis. (Also see the discussion on 

vetting of offer documents later in this section.) 
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Similarly, the rationale for the fine tuning of some of the criteria such as 

the exemption from the criteria for pricing those issues at a premium 

where the promoters were companies that satisfied the profitability 

track record and where they held at least 50% of the equity capital of 

the issuer company is questionable. The track record of profitability of 

the promoters would not in itself have been a sufficient indicator of the 

managerial capability of the promoter group since the guidelines do not 

stipulate any yardstick of profitability, leaving the ground open for 

marginally profitable promoting companies to take advantage of these 

guidelines. It was possible that even the nominal profit numbers were 

not from genuine business profits and were the result of creative 

accounting. Even more basically the track record was not required 

from the same industry. Thus it is difficult to accept that a track record 

of success in the textile industry would have been a predictor of 

success in running an automobile or software business. It was at best 

a better background to have than having no demonstrated record of 

successfully managing a business. The importance of relevance of 

background must have been evident from the number of examples of 

failed diversifications by companies or business families which had 

successfully run their core business, even at the time of writing these 

guidelines. Their 50% holding in the issuer company would have 

demonstrated a high level of financial stake for the promoter. Taken 

together, whether these criteria would have mitigated the risks of a 

start-up business in which the promoters mayor may not have had a 

prior experience is a moot point. In other words, the objective of 

mitigating for the public investor the risks of investing in a start-up 

company, which would appear to have been the principal objective of 

these provisions, may not be considered to have been effectively 

accomplished these provisions. Another possible explanation for this 

exemption might be that when a profitable company starts a new 

enterprise it is possible to suggest that the new enterprise ought to 
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have been a part of the promoting company itself. That way, the 

shareholders of the promoting company would have benefited from the 

wealth generated by the project. By spinning the same out into a new 

company the same is being shared with a new set of shareholders who 

were not part of the original enterprise. (We examined a similar 

argument while discussing preferential allotment to the shareholders of 

the promoting companies.) The deal would have thus become even 

more unfair to shareholders of the promoting company when the 

shares of the new enterprise were offered to the new shareholders, at 

a price which was quite likely lower than its intrinsic worth. This was 

quite likely if the shares of the new company had been offered at par. 

The provision would have thus addressed the concerns of the 

shareholders of promoting companies and not so much that of those 

subscribing to the public offering. It is possible to argue that this 

provision may even have provided an incentive to the shareholders of 

the promoting companies to behave opportunistically. Such an 

argument would run as follows. The shareholders of the promoting 

company, especially the owner managers who are insiders, are likely 

to have had a better idea of the true value of the shares of the new 

company. Given that knowledge, if the shares of the new company are 

worth more than the offer price they are bound to retain the project in 

the promoting company or companies, as the case may be. They are 

likely to offer the shares only if they are sure that the offer is 

overpriced, taking advantage of the information asymmetry. This 

argument assumes that the promoters would be able to finance the 

project in the new company without recourse to the public equity 

markets, which is not an unrealistic assumption, given the profitability 

of the promoting companies. This further assumes the public offer is 

not motivated by the other benefits of an IPO, mentioned in Chapter IV. 
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Having said that, given the emerging character of the I,ndian industrial 

economy and the rapid rate at which many industrial groups expanded 

their activities, the need for capital would well have been a legitimate 

motivation for many such issues. That does not take away the fact that 

as start-ups these businesses were riskier than established 

companies. The question of whether they deserved to raise share 

capital at a premium thus remains to be answered. Further, it would 

be interesting to know what kind of companies, if any, took advantage 

of this exemption and for what reasons? Did the regulation serve the 

intended purpose? These are empirical questions that are beyond the 

scope of this thesis. 

6.3 Information and Disclosure Related Issues 

We discuss provisions relating to information and disclosure under two 

broad heads, namely, (i) Processes relating to compliance with 

disclosure requirements and (ii) Details of Disclosure Requirements, 

per se. 

6.3.1 Processes relating to disclosure 

The guidelines required that SEBI would vet the draft prospectus in the 

case of IPOs by new as well as existing companies in order to "ensure 

adequacy of disclosures,,.605 In the case of an existing listed company 

making a further public offering, i.e. an FPO, the guidelines require that 

the "draft prospectus or offer documents,,606 shall contain the net asset 

value of the company, a justification for the price of the issue and high 

005 Section A, Clause B (ii) and Clause C (c ) (i) of DIPG 1992. The reference to ensure 
adequacy of disclosures Is provided for only In Clause B (Ii ), but that appears to be more of a 
drafting Issue since from a regulator's perspective Ihe d isclosure concerns relating 10 a new 
company cannot be different from that of an existing un listed company. 
60 It must be mentioned that the term "otfer document" had not been defined by SEB l ln lhe 
DIPG or other rules Clnd regulations relating to the primary market or public offerings, The 
Companies Act, 1956 did not have this term either. 
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and low price of the shares for the last two years.60
? The latter 

requirement was in addition to those of the Companies Act, 1956. 

Considering that listed companies were allowed to price their securities 

freely, this additional requirement of information was inadequate to 

justify the higher price. The subsequent enhancement in disclosure 

requirements is an acknowledgement of the need for higher levels of 

disclosure in the case of an FPO. 

The guidelines did not specify what the scope of the vetting process 

was to be. Did the vetting examine issues of fact as well as 

compliance with the disclosure requirements? Or, was it to be 

confined to mere compliance with disclosure requirements? In the 

absence of disclosure standards laid down by SEBI it would be 

reasonable to presume that the requirements of the Companies Act608 

were the benchmarks against which the adequacy of disclosures may 

been verified. Finally, did SEBI have the right to stop a company from 

proceeding with a proposed issue if the vetting process indicated that 

the prospectus did not provide the requisite level of disclosure, 

howsoever that may have been defined? These are some of the more 

important questions that arise from a preliminary examination of the 

requirements of the DIPG with regard to disclosures. 

The policy rationale behind vetting was mentioned in an indirect 

fashion by SEBI while proposing the withdrawal of vetting in the case 

of rights issues which were not accompanied by public issue within a 

period of three months before or after the issue. "Since a rights issue 

essentially affects the existing shareholders of a company unlike a 

public issue, it has been decided that as a first step that rights issues 

which are not accompanied by public issues three months prior or 

607 Clause C (c) of DIPG 1992 
60B Schedules I and II of the Companies A Schedules I and II Act, 1956 
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· subsequent to the date of the rights issue will not be required to be 

vetted by SEBI.,,609 It is not clear as to why the requirement of vetting 

should not have been withdrawn in the case of rights issues which had 

public issues proximate in time, given that the public issues would 

anyway have been subject to the disclosure requirements of a public 

offering and the occurrence of a public offering did not alter the fact 

that the rights issue was offered to the eXisting shareholders of the 

company. Leaving that puzzle aside, the statement seems to allude 

that when it came to offering of securities to a constituency of investors 

who were not already shareholders in the company, SEBI perceived 

the need to vet the offer documents. 

The requirement of vetting of documents was withdrawn in a phased 

manner with removal of the same for rights issues in 1995610 and in 

1996 for any issue of securities by a corporate eligible to issue 

securities, or a company that was planning to make an issue on 

OTCEI.611 It has been noted already that minimum eligibility conditions 

for companies to make a public issue of securities were introduced by 

SEBI in 1996. The requirement of an acknowledgement card was also 

correspondingly withdrawn.612 

In the new regime SEBI would issue a set of observations on the draft 

offer document. The validity of the SEBI observation letter was for 365 

days from the 22nd day of date of filing offer document with SEBI, 

subject however to the condition that the audited as well as unaudited 

60' Clarification No X dated 23-5-1995 
61D Clarification No X dated 23-5-1995 applicable to offer documents filed with SEBI atler July 
1, 1995 
611 Clarification No XVI dated 9-12-1996 
~12 The requirement of vettlng offer documents in the case or debl lnstruments WaS also 
withdrawn at Ihe same lime, but the same is not. discussed In this nole in delail. Clariflcation 
No XVII daled 9-12-1996 
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statements contained therein are not older than six months from the 

issue opening date.613 

The removal of vetting coincided with the scam in the primary markets 

that was brought to light in 1995 with the aborted issue of MS Shoes, 

popularly known as the "MS Shoes scandal" .614 Did the unearthing of 

the scam establish the impossibility of the task of vetting prospectus is 

an interesting question. 

Vide a subsequent clarification615 SEBI required that the draft 

prospectus filed with SEBI be made a public document, "in order to 

introduce enhanced transparency". LMBs were required to 

simultaneously file copies of the draft document with the stock 

exchanges where the issue was proposed to be listed. The period for 

which the document was to be made public was prescribed as 21 days 

from the date of filing the same with SEBI. Simultaneously the 

amendment also specified the manner in which the documents were to 

be made available.616 Such documents were to include the offer 

documents in the case of companies which had made earlier offers.617 

6.3.2 Details of Information Disclosure 

The guidelines did not formally define disclosures until 1993. It is not 

clear whether the regulations expected that the issuer would comply 

with the requirements of the Companies Act, 1956. However, the 

Companies Act has required all issue of capital to be preceded by a 

prospectus or a letter of offer as the case may be. 

613 Clarification VIII dated 11-10-1993 
614 There are many popular press accounts that cover the MS Shoes scam. SEBl's annual 
refort for 1995·96 has a brief mention of the irreglliarity attempted by MS Shoes. 
III Clause 501 Clarificallon No XII daled 29-9-1995 
6 1Q Clause 5.6.101 DIPG 2000 
617 Clause 5.6.2 of DIPG 2000 vide SEBIICFD/DIUDIP/19/2006/31/3 dated 31-3-2006 

247 



I 
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1 

The first specific requirements of SESI dealt with the following aspects 

of disclosures: [i] Appraisal of projects [ii] Particulars of "Other Income" 

[iii] Adverse events [iv] Capacity Utilisation [v] Material changes in key 

management personnel [vi] Disclosure on market prices for listed 

companies [vii] Disclosure on Investor Grievance and redressal 

systems and [viii] Risk factors618 

The first major initiative by SEBI to define disclosure requirements as 

part of the DIPG in a manner that went beyond the requirements of 

the Companies Act was based on the report of the committee under 

the chairmanship of Shri YH Malegam (hereafter known as the 

Malegam Committee.) The report of the Malegam Committee and its 

recommendations are quite vast in scope and voluminous. A detailed 

discussion of the same is beyond the scope of this work. We focus 

instead on the key regulatory announcements of SESI based on the 

report of the Malegam Committee. Our interest is in understanding 

how these announcements lent a disclosure-based character to the 

regulatory approach of SESI following the recommendations of the 

Malegam Committee. These discussions are based on the clarification 

announced by SEBI to implement the disclosure regime recommended 

by the Malegam Committee. As the clarification acknowledged, some 

of the requirements would have needed guidance notes from the 

Institute of Chartered Accountants of India (ICAI). The standards 

available from the ICAI at that time addressed only the requirements 

under the Companies Act. 

The major disclosure requirements arising from the Malegam 

Committee report and the amendments thereto are as below. We 

highlight those requirements that are in addition to the requirements of 

618 Part 1 of Clarification No VIII dated 11-10-1993 
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the Companies Act. We discuss them under the following heads: [i] 

Information relating to historical financials619 [ii] Information relating to 

619 Historical Financials 

Breakup of revenue il')to products manufactured and products traded, showing separately 
infrequently traded products. (Clause 4 of Clarificallen No XIII daled 12-10-1995 Clarlflcation 
No VIII dated 11-10-1993 w.eJ. 1-12-1993.) If "other income" constituted 10% or more of the 
lola I income details of Ihat income such as source, recurring I non-recurring nature had 10 be 
provided. The basis of disclosure was thereafter modified to cases where the income net of 
expenses const ituted in excess of 20% of net profit before tax. [Clause 1.2 of Clarification No 
XIV dated 1-3-1996, w.e.f 4-3-1996] 

Dlsolosure requirements relating 10 historical financials were further strengthened in 1996[vide 
Clarification No XIV dated 1-3-1996). One o f Ihe principal changes was 10 recognise the 
qualificalions by auditors in historical financia ls and, where possible, 10 quantify the impact of 
lhe same. Such quantification included adjustments / rectification for all incorrect accounting 
practices, restatement of material adjustments in arriving at the profits of the previous years, 
reslat ing t he profits or losses of earlleryears pased on old accounllng policies if there had 
been changes in Ihe accounting policy and the profit or loss before as well as after considering 
extra-ordinary items has \0 be shown separately. 

All significant accounting poticies followed in the preparation of the financial statements. 

Changes with a quantitative assessment of their impact wherever possible, of a material nature 
such as discontinuance of lines of business or loss of markets. 

The issuer as well as any other listed company in the group which has become a "BIFR 
company" or was under winding up or had a negative hetwor1h was to provide information 
regarding adverse factors affecting the business, whether the company has Incurred a toss in 
the preceding year, whether il had become a sick company under Sick Industrial Companies 
(Spedal Provisions) Act, 1985 or is under w inding up. In case the company had Incurred a 
loss during Ihe preceding period It has to provide details of profit or loss for the preceding three 
years (CIi;llIse 5(k) of Clarification No XIV dated 1-3-1996] 

Details of lax shellers available to the company and Iheir impact on the post tax profit of the 
company as per a proforma provided in Annex B [Clause 6 of Clarification No XIV dated 1-3-
1996) 

De tails of capitalization of debt and networth and debt I equity ratios before and after the issue 
was made and details of changes, if any, in the share capital between the last financial 
statements and Ihe date of the offer document and a note explaining the same. [Clause 11 of 
Clarification No XIV dated 1-3-1996] 

Deta ils of Group Compan ies, Affiliation and Intra Group Transactions 

The following Information relating to the five largest listed companies promoted by the 
promolers: Dale of incorporation, nature of activrties, equity capita l, reserves excluding 
revaluation reserves. sales. profit after tax, earn ings per share, net asset value. 

Details of intra group business transactions such as sales or purchase between companies in 
Ihe promoter group exceeding 10% of the total sales or purchases of the issuer. It further 
called for disclosure of "material Items of income or expenditure arising out of Iransactions In 
the promoter group". [Clause 9 of Part A of Clarification No XIV dated 1-3-1996] The latter 
requirement appears difficult to Interpret operationally since no deflnillons of "promoter group" 
(does it include for eg., proprietorship and partnership concerns or only limited companies), or 
"material items" has been deflhed in the provisions. 
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the projects620 [iii] Information relating to ownership structure and 

changes in the same621 [iv] Information relating to share price and 

Assets and liabilities adjusted for revaluation reserves Clause 5 of Clarification No XIII dated 
12-10-1995 

The manner in which or consideration for which shares were allotted to the promoters (such as 
whether they were by way of bonus shares or for some other consideration other than cash) 
prior to the public Issue have to be disclosed in the prospectus. 

The following ratios were required to be disclosed for each of the periods for which financial 
information was provided: Ii] EPS Iii] Return on Net Worth [iii] NAV per share 

620 Project Related Disclosures 

Details of project expenditure incurred uplo two months prior 10 the later of fllfng of the 
prospectus with SEBI or with RoC, the means of financing and year-wise break up of future 
expenditure. IClause 2 of Clarification No XIII dated 12-10-1995]. 01 is presumed draft 
prospectus Is what was Intended.) 

Delails of bridge loan or any other project financing 10 be repaid from issue proceeds. [Clause 
3 of Clarification No XIII dated 12-10-1995] 

Details of new projects and major expansion projects such as technology, market, competition, 
managerial competence and capacity build-up. 

Projections of future profits were permitted only In the case of a new company or in the case of 
expansion in excess of 100% of capacity by ex is ling companies. The projeotions had to 
appraised by a financial institution or commercial bank which had committed to finance a parI 
of the project. [Clause 7 (d) of Clarification No XIII dated 12-10-1995] Projections based on 
appraisal by sponsors on OTCEI who also undertook market making activity in those shares 
were also allowed later on. [Clarification No XVIII dated 17-4-1997 w.e.f 15-4-1997] The 
projections had to be limited 10 the later of two years from lile commencement of commercial 
production or three years from the date of closure of issue. The major assumptions on whicl) 
the projections Were based 11ad 10 be speolfied. IClause 7 of Clarification No XIII dated 12-10· 
1995) 

In case the company did not provide projections as above It was allowed to provide a forecast 
of the estimated profits for the year ending immediately before the offer document and the year 
end ing immediately after the date of tile offer document. The assumptions underlying the 
same and the arilhmetic underlying the calculations had to be supported by an auditor's 
certificate. A company which had not commenced commerciat production Vias not allowed to 
provide Ihese forecasts. [Clause 10 of Clarification No XIV dated 1-3-1996] 

Details of persons wi th whom technical and financial arrangements had been entered into such 
as place of registration, year of incorporation, issued share capita l, turnover of the last financial 
year of operation and "generallnformalion regarding such person relevant to the Issuer". 
[Clause 12 of Clarification No XIII dated 12-10-1995) 

6210wnershlp Structure and Changes. Promolers' Transactions in Securities 

Details of promoters' shareholdings and transactions in shares (including the maximum and 
minimum price and the dates of the transactions in Ihe six months prior to fil ing the prospectus 
lill the filing of the prospeclus with the RoC. The provision defined promoter and promoter 
group for Ihls purpose. Financial institutions and mutual funds were not to be defined as 
promoters merely by virtue of holding 10% equily In I.he company.-Taxmann p11.55) (The 
definition has been discussed earlier under Promoters' Contribution and Lock-in - Clause 9 of 
Clarification No XIII dated 12-10-1995) 
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transactions in the same within the promoter group around the time of 

the issue622 [v] Risk623 [vi] Offer Price624 and [vi] Others625 

This was furl her refined by a requirementlhat the company would undertake to report to SEBI 
within 24 hours details of transactions in shares by prorn01er or the promoter group and the 
Immediate relatives of Ihe promoters during the period between the filing of the offer 
documents with Ihe RoC or the SE, as the case may be and the date of closure of the issue. 
[Clause 5.3.5.1 introduced as part of the consolidation of DIPG in 2000] Il ls not clea r as to 
why the commitment period for this undertaking starled with Ihe filing of the document with the 
RoC and not with the filing of the Red Herring with SEBI which was even prior to the filing of 
the document wrlh the RoC. The last provision above raises several questions. The provision 
did not appear to have defined who constituted "immediate relatives·. This could of course 
have been resolved by referring to the deflnllion provided In the Companies Act. The exact 
paint at which Ihe transaclion coutd be said to have occurred had not been defined in the 
provIsion. Further, the provisIon also did not state whether this requirement applied only to 
listed companies or both to listed as well as unlisted companies. TechnIcally speaking such 
transactions could take place between the promoter and other investors even if the issuer was 
an unlisted company which was about to make an IPO. The primary concern about whether 
the promoters were cashing out of the company, lead ing to a possible incentive alignment 
problem between the promoters or owner managers and the public shareholder would have 
been equally relevant for unlisted companies as well . Finally, it was not clear as to why the 
window for monitoring suoh transactions should have started with the filing of the prospectus 
with the RoC. An easy way out for promoters who wished to circumvent this requirement 
would have been to sell their shares just ahead of filing the prospectus with the RoC. Details 
of these sales were not required to be reported anywhere under the Companies Act or SEBI 
guidelines. 

Details regarding major shareholders and changes in shareholdlng composition such as 
names of ten largest shareholders and Iheir sharehotding as on the dale of filing the 
prospectus (including shares allottable on exercise of warrant or any conversion rights) and the 
same two years earlier and ten days prior to Ihe filing of the prospectus with the RoC. 

If the company had made a public Issue within two years prior to the proposed Issue the 
shareholding details above have to be broken down into whether shares had been acquired by 
subscription in the public Issue and shares acquired on a Orm allotment or private placement 
basis. (Clause 15 of Clarification No XIII dated 12-10-1995) The company was also to provide 
an undertaking to SEBI that transactions In the shares of the company by the promoter and the 
promoter group and the "imme.diate relatives of the promoters" during the period between the 
filing of the prospectus with the RoC and the closure of the issue would be reported to the SE 
within twenty four hours of the transactions. (Clarification XIII dated 12-10-'1995 w.eJ. 1-11-
1995) 

622 Share PrIce Related Information 

Details of high, low and average share prices of past three years, similar monthly data and 
volume of shares traded for the six months preceding the filing of the prospectus, market price 
Immediately af'ter date of resolution approving was approved. [Clause 10 of Clarification No 
XIII dated 12-10-1995] 

In case the company had made a public or a rights issue in the preceding three years, the 
issue price 0·' the security, current market price a nd particulars of change in capital struoture, if 
any, since the date of issue and a statement regarding the progress of implemen~atlon of the 
project in comparison with the cost and implementation schedule were to be included in the 
offer document. 

623 Risks and Management Views 

Internal and external risk factors and management percepl ion of the same were to be 
discussed alongside the risk factors. [Clause 11 of Clarificalion No XIII dated 12-10-1995] 
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The directors were to make a statement regarding developments, if any, since the date of the 
last financial statements in the prospectus and the impact of the same in the next twelve 
months on the profitabil ity, value of Its assets, or inability to pay liability. [Clause 8 of 
Clarification No XIII dated 12-10-1995] 

Further, Ihe prospectus had lo carry an analysis and discussion by the management (referred 
to as Management DiscuSSion and Analysis or MDA, hereafter) of the fina ncial conditions and 
results of the operations. as reflected in the financial statements containing (i) a comparison of 
the significant items of Income and expenditure across the most recenl three periods going 
back from the most recent period for which there are financial statements. [Clause No 13 (a) 
of Clarification No XIII dated 12-10-1995] 

623 The MDA also needed to provide information regarding [i) unusual or infrequent events or 
transactions [iij significant economic changes that affect or are likely to affect Income from on­
going operations Pill known trends or uncertainties lhat have had or are expected to have 
material adverse Impact on sales, revenue or Inoome from continuing operations [iv]fulure 
changes in relationship between costs and revenues in case events such as future increase in 
labour or material costs or prices that were to cause a material change were known [v] the 
extent to which material increases In net sales or revenue were due to increased sales volume, 
Introduction of new products or services or increased sales prices [vi] total turnover of each 
major industry segment in which the company operated [vii] status of any publicly announced 
new products or business segmentlvlii) seasonality of business [ix) significant dependence on 
single / few suppliers I customers and [xl competitive conditions Clause 13 (b) of Clarification 
No XIII dated 12-1 0-1995. 

The regulations required certain boiler plates regarding risk factors in the Issue. "This being 
the first issue of the company. there has been no tormal market for the securities of the 
company. The issue price [has been determined and justified by the lead manager and 1l1e 
issuer company as stated under justincation of premium paragraph - in case of premium issue) 
should not be laken to be indicative of the market price of the equity shares after the shares 
are listed. No assurance can be given regard ing an active or sustained trading in the shares of 
Ihe company nor regarding the price al which the equity shares will be traded after listing." 
[Ref: RMB (GI Series) Circular No 6 (96,97) dated 16-8-1996.) 

624 Offe r P ri ce 

SEBI concluded Ihat "Ihere is cOl1siderab.le time gap between the approval granted by tile 
generat body I Board of Directors of the company and the ac1uat date of the Issue and very 
often on account of subsequent development In the capital market the price Indicated in the 
offer document does not re flect the true position." In response to this Issue SEBI resolved thal 
"issuers be allowed to fix the issue price In consu ltation with the lead manager. as near as 
possible the opening of the issue I filing of the offer documents with the Registrar of 
Companies I Stock Exchanges instead of specifying the issue price In the offer documents 
submitted to the SEBI for veiling: 

Aocordingly, SEBI allowed the draft offer document to carry a price band of 20% between floor 
and cap, with suitabte explanatory notes Indloatlng the financial implications if the price were 10 
be fixed at various ranges within Ihe price band. The actual price was to be determined attha 
lime of filing the final prospectus with the RoC or offer document with the SE. The offer price 
or band was not to be mentioned in the offer document or tetter of offer filed With SEBI. as the 
case may be, in the case of a rights offering or public offering from a listed company. (Clause 
3.5,4 and 3.5.5 of DIPG 2000, introduced vide SEBIICFD/DIUDIP/19/2006/31/3 dated 31-3-
2006.) The finat price had to be Within the price band indicated in the offer document. (RMB 
(DIP Series) Circular No 1 (94-95), dated 6-4-1994). tn case the Board of Directors was 
authorised to finalise the price within the band the company had to provide a minimum notlce 
of 48 hours to the SE for the meeting where 1he resolution was to be passed. [Clause No 5, 
Seelion C of Clarification No XII I dated 12-10-1995 w.eJ. 1-11-1995 ) The final offer document 
was required 10 contain only one offer price. [Vide SEBIICFD/DIUDIP/19/2006/31/3 dated 31-
3-2006] 
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These requirements were further strengthened in March 1996, in less 

than six months of their first announcement. The second set of 

provisions required information that was more analytical in nature and 

that was meant to further assist the investor in forming a view on the 

quality of I prospects for the investment opportunity under 

consideration. Thus the issuer was required to provide information that 

was to analyse the impact of audit qualifications and such other 

contingencies that might have impacted the level of financials reported, 

justification for the price in terms of actual [historical] indicators such as 

EPS and NAV, adjusted for potential dilution in equity, impact of tax 

shelters, details of other income, intra group transactions, details of 

accounting policies and so on. 

The requirements in these two circulars marked a significant 

improvement in the disclosure requirements that were in force until 

then. 

It further provided for the details to be provided in the abridged 

prospectus and the letter of offer. Most of the time, the abridged 

prospectus has been the only source of information to investors in a 

public issue, especially the retail or non-institutional investor. It was 

The following information was required to be provided as basis for issue price. [~ EPS for last 
three years as adjusted for changes in capi tal [ii] PIE pre issue and comparison thereof wHh 
industry PIE where available (giving source from which industry PIE has been taken) fiil] 
average return on net worth In the last three years (Iv) minimum return on increased net worth 
to maintain pre-issue EPS [v] NAV per share based on last balance sheet and NAV after iss.ue 
and comparison thereor with the issue price. All the ratios above had to take into account 
expansion in eqUity capital base on account of ou tstanding conversion or other options to 
acquire equity in Ihe company, assuming that the options will be exercised. Projected 
earnings however was not to be used as a justlncation for the issue price in the offer 
document. 

625 Others 

A statement that tl1e issuer accepted no responsibility for statements made other than Ihose In 
the prospectus, advel1isement or any other material issued at the Instance of the Issuer and 
that anyone placing on any other source of information was dOing so at his own risk. (Clause 
16 of Clarification No XIII dated 12-10-1995). 
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thus important for the regulation to ensure that the non-institutional 

investor received at least the minimum necessary information from the 

abridged prospectus. 

6 .3.3 Collateral Disclosures: Advertisements 

A code of conduct governing issue related advertisements was 

introduced in 1993.626 These provisions applied to a whole host of 

communication vehicles listed in the guidelines627. The provisions of 

this code as originally introduced are paraphrased below.628. Barring 

626 Clarification No IX dated 11-10-1993. The discussion on advertisements in this section is 
based on this clarification, as modified. 
627 The guidelines specifically mentioned notices brochures, pamphlets, circulars, show cards, 
catalogues, hoardings, placards, posters , insertions in newspaper, pictures, films, radio f 
television programmes or Ihrough any electronic media and would include the cover page of 
offer documents 
62U Issue advertisemen,ts were required to be "trulhful, fair and clear" and not contain any 
statement which is "untrue or misleading". [Clause 1.1 aJ. Advertisements were considered 
misleading if [aj statements mad about the performance of the company's performance or 
activities gave an exaggerated picture of the same in 'the absence of explanatory or qualifying 
statements or [bj il provided an inaccurate portrayal which Implied that pas I gains or income 
will be repeated in the future. [Clause 1.1 b) The language was to be clear, concise and 
understandable and to avoid extensive use of technical, legal terminology or complex 
language and excessive details which would detract the investor. This was necessary 
conSidering that the investor may not be well versed in legal or financial matters. [Clause 1.1 
c) Not to conta in promise of or guaran tee an appreciation or rapid profits [Clause 1.1 d] 
Adver\lsemen ts in newspapers, brochures, magazines, pamphlets containing highlights also 
had to mention risk factors in the same print size and mention the names of the lead managers 
and registrars to the issue. [Clause 1.1 f] Corporate advert isements between the opening and 
Ihe closing of any public issue were to be limited to product advertisements and were not to 
make any reference to the performance of the company directly or indirectly during the period. 
[Clause 1.1g] This period was extended to start from date of acknowledgement card Issued by 
SEBI. [Clause 2 (II) o f Sec1lon C of Clarification No XIII dated 13-10-1995.] This was relaxed 
to allow corporates to issue corporate advertisements after 21 days from the date of filing the 
offer document with SEBIIiIl the date of closure of the issue, provided the advertisement 
contained all the risk factors as are required to be mentioned In Ihe doeumenl. The 
advertisement was also not to contain any reference directly or indirectly to the performance of 
the Issuer during the said period. [Clause 3 of Section C of Clarification No XVII daled 9-12-
1996.] While the issue is open advertisemenls may merely state the issue is open and nol 
make any announcements about the level of subscription. Announcement of the closure of the 
Issue may be made only on the last closing date. If the issue is fully subscribed before the last 
closing date, such announcemen't may be made only after Ihe issue is full y subscribed and that 
on the closing date. [Clause 1.1 h] The onus of ensuring the 90% sUbscription was 
transferred to the LMB who in turn had 10 receive a certifica te from Ihe RTI. [Clause 2 (Iii ) of 
Clause (c ) of Clarification No XIII dated 12-10-1995]. Use of models, celebrities, fictional 
characters, landmarks, caricatures or the likes, slogans, explet"ives or non- factu al and 
unsubstantiated titles were to be used in Issue advertisements or offer documents. [Clause 
1.1 j and 1.1 k] However, an important departure on a related malter was tt'lat the guidelines 
perm~ted IIle branding of securi ties, although the branding was limited to describing the nalure 
and not the quality of the security. [Clause 5.15 introdllced vide EBIICFDfDILfDIP/ Circu lar No 
11 dated 14-8-2003.] Although a welcome development for issuers it is not apparent how the 
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some changes the regulation relating to advertisements remained 

nearly the same from the time they were first announced in 1993. 

Advertisements were required to carry extracts from the prospectus in 

ful1. 629 An advertisement announcing the issue was allowed soon after 

receiving final observations, if any, from SEBI.630 There were 

restrictions on product and corporate advertisements during the period 

commencing 21 days after the filing of the draft offer document with 

SEBI. For eg., corporate advertisements during this period had to 

carry risk factors underlying the investment in the securities being 

offered to the public. Product related advertisements during the period 

were not allowed to carry any direct or indirect reference to the 

performance of the issuer.631 

6.3.4 Review of the evolution of disclosure requirements 

Disclosure requirements have evolved to a great degree during the 

period. The disclosure requirements had very few requirements that 

were specific to public companies, beyond what was required under 

the Companies Act, 1956. The current requirements have sought to 

require issuers to provide investors with the information that might be 

considered essential for making an informed investment decision. (A 

regulator could have possibly drawn and enforced a rine nne of distinction between Ihe two 
Iypes of branding. If an advertisement carried any rinanciaf data it was to contaIn data for the 
past three years and include detaits of sales, gross profit. net profit, share capital, reserves, 
earnings per share, dividends and book values. [Clause 1.1 k]. No Incentives apart from the 
permissible underwriting commission and brol~erage were to be offered through any 
advertisements to anyone marketing the issue. [Clause 1,1 I]. Issue adveJ1isements on 
television in Ihe form of crawlers or any other form were not allowed. [Clause 1.1 (m) added 
vide Part C of Clarification No XXIV dated 18-5-1999 vide RMB (DIP Series) Circular No 1 
(1999-2000) daled 18-5-1999.] The Lead Manager Was responsible lor the compliance with 
the code and for that purpose the Lead Manager was to comply with the following: (I) To 
obtain an undertaking from the issuer as part of Ihe Memorandum Of Understanding that the 
company would hot release directly or indirectly during any conference or at any other time any 
material or information whIch is not contained in Ihe offer documents. rClause 1.2a) . To 
ensure Ihatthe issuer obtained approval In respect of all issue advertisements and publicity 
rnaterials from the Lead Manager responsible for marketing the issue and ensure availability of 
copies of all issue related materials with the Lead Manager till the issue allotment is 
completed. 
629 Clarification No XIII dated 12-10-1995 w.e.! 1-11 -1 995 
G~O Clause5.6A of DIPG 2000. vide SEBIICFDIDIUDIP/14/2005/25/1 dated 25-2-2005. The 
details of this provision are part of the discussion on current regu tation. 
63:1 Clarification No XVII dated 9-12-1996, with immediate effect. 
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more critical evaluation of the current disclosure regime is provided in 

the discussion on the current regulatory framework in Chapter V.) The 

foundation for the current regime was laid by the Malegam report; but 

as may be observed from the current regulations this foundation has 

been built upon considerably in the consolidated guidelines of 2000 

and the revisions thereto in 2003. What motivated the changes in 

these guidelines and how effective have they been in ensuring the 

entry of good quality issuers in the market and whether they have 

resulted in greater efficiency in pricing is an empirical issue that will be 

interesting from a policy perspective. While developing the framework 

for analyzing these provisions we have noted the doubt cast on the 

same in the context of the US SEC. 

6.4 Aligning Interests of Owner Managers and External 

Shareholders 

As in the previous chapter we discuss the provisions for aligning 

interests may broadly be discussed under four broad categories. 

These relate to (i) Ensuring an enduring stake for the promoters (ii) 

Ensuring through non-price mechanisms that the capital structure of 

the firm is such that the promoters and external providers of capital 

have converging interests; and (iii) Pricing of share allotments and (iv) 

Distribution of shareholding. 

6.4.1 Ensuring an enduring stake for the promoters 

6.4.1.1 Financial Commitment 

Promoters were required to bring in at least 25% of the total issued 

equity capital up to Rs 100 crore, 20% for issues above Rs 100 crore 

and one third of the convertible portion of PCDs and FCDs. 
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Promoters' contribution was defined as contribution by promoters, 

directors, friends, relatives and associates.632
,633 The guidelines 

specified and modified from time to time the manner in which the 

minimum promoters' contribution could be raised. 634 We have already 

pointed that companies which did not meet the criterion of track record 

had to allot not less than 50% of their equity to promoting companies. 

One such modification related to the relaxation in the minimum size per 

application, the rationale for which is debatable. There could have 

been, for eg., a legitimate apprehension that a low minimum size per 

application could have allowed, if not encouraged, the promoter group 

to farm out the promoters' contribution to a large and disparate group 

of investors and thus provided the circumstances for the creation of an 

informal market prior to the IPO, intentionally or otherwise, with its 

attendant effects. At the time of introducing the DIPG and the 

clarifications thereto SEBI had not attempted to define the notion of a 

promoter.635 In the absence of such a definition one could have fallen 

back on the company law definition of a "promoter" as a person who 

was involved in the formation of the company and bringing it into 

existence till its management and operations were handed over to the 

Board of Directors. In the context of family managed businesses in 

632 Section L, Clarification I, dated 17-6-1992 
633 This requirement applied to each class of securities where more than one class of 
securities was issued. [Clause 3 (i) of Clarifi cation No VIII daled 11-10-1993]. 
634 Issue of convertible Instruments to the public or other instruments which enLilied the public 
to an option to subscribe to the equity at a premium were to be treated as equity issued 
immediately at the time of the public offer, for the purpose of calculating promoters' 
contribution, lock-in and such other requirements related to the conditions for the issue of 
securit ies in the original guidelines. [Clause A of lhe original guidelines and Clause 1 of 
Clarification No VII daled 10-8-1993.) The contributions Were to be brought in by those who 
were promoters, directors, friends, re latives and associates and were to be brought in before 
1he issue was made, subject to a minimum subscrlplion by each applicant of Rs one lakh. 
[Clause (a) of Section L of DIPG 1992] The minimum subscription per applicatlon was 
subsequently reduced 10 Rs 25000 in the case of friends and relallves, business associates 
such as dealers and dislri butors. The minimum contribution was ,to remain al Rs 100,000 as 
before in the case of corporates or firms who were not business associates like dealers 
lClause 2.7 of Clarification No VII daled 10-8-1993]. 

35 Corporate Law had a notion of a "promoter"; but the SEBIlaws never explicitly referred to 
this definition in the guidelines. 
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India the promoters end up managing the operations of the business 

as majority or as the largest shareholders of the company. [Also see 

discussion on agency related issues in Chapter IV]. Although be it with 

the benefit of hindsight, it could be argued that SESI recognised this 

role for the promoter in defining promoter subsequently as "the person 

or persons who are in overall control of the company".636 By allowing 

promoters, thus defined, to farm out the minimum promoters' 

contribution the regulations also provided a mechanism to the 

promoters to meet the minimum contribution requirements without 

investing their own financial capital in the business. Issuers were 

required to provide to SEBI a list of persons who constituted the 

promoter group and their individual shareholding. Thus the objective 

of alignment of financial interests intended by these provisions may 

have been possibly diluted, if not defeated altogether by the reduction 

in the minimum size. 

The guidelines provided several clarifications which attempted to 

ensure that promoters did not circumvent the intention of aligning the 

interests of owner-managers and external shareholders, as may be 

seen from the numerous modifications.63
? In particular, the concern 

636 Explanation (1 a) of Clarification No XII I dated 12-10-1995 
G~17 Profitable promoter companies seeking to bring In additional equity capital to meet the 
minimum 50% equi ty ownership of a company that proposes to make a premium issue were to 
subscribe al issue price [Section B of Clarification No V da ted 4-11-1992). In calculating the 
contribulion in the case of an existing private or closely held or other unlisted company, equity 
issued at par In the twelve months prior 10 the public issue, other than by way of bonus shares, 
were to be taken into account. In case such shares wer'e to be reckoned as Ihe minimum 
promoters' contribution lhe public Issue could not be made at a premium [Clause L (a) of 
Clarification No V dated 4- 11 -1992]. A similar provision applied to the public issue of PCDs 
and FCDs which were to be converted into equi1y at a premlulTl [Section B of Clarification No V 
dated 4-11-1992). The prospectus had to disclose the consideration (such as bonus shares or 
for any other consideration other than cash) for which shares h~d been issued to Ihe 
promoters prior 10 Ihe public issue. [Clause 10.2 of Clarification No VIII daled 11-10- 1993, 
w,e ,f 1-12-1993]. A titeral interpretation of this provision would suggesllhat equity issues to 
promoters at a marginal premium inslead of at par as above would allow the company to go 
ahead wl lh an Issue at premium. The spirit of the provision however appears to have been to 
ensure that promoters brought in the minimum oontribution at the same price as the offet to the 
public If t he contribution is being brought in at the same lime (within a period of twelve months 
from) as Ihe public issue. This latter interpretation would be consistent with lhe objective of the 
minimum promoters' contribution, namely, to align the financial Interests of the promoter and 
that of Ihe external shareholder. 
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seemed to centre on promoters trying to issue themselves s\:lares at a 

price lower than public issue or, even worse, allotting themselves free 

shares through a pre-issue bonus and so on. Were these in response 

to abuses attempted by issuers or were they in response to 

clarifications sought by prospective issuers is a question worth 

studying, in order to get a better understanding of how regulations 

formulation has evolved in this area. But the detailed nature of the 

modifications in this regard indicate the tremendous difficulty in trying 

to evolve a regime for aligning interests through this route. 

6.4.1.2 Restricting Liquidity 

The second element of the interest alignment device was locking in the 

promoters' contribution, rendering the minimum promoters' contribution 

illiquid. Lock in provisions relate to securities held by promoters as 

well as other investors. Our interest is primarily on those provisions 

that govern the securities held by or allotted to the promoters. 

Broadly, the provisions relating to lock in seemed to view the shares 

that deserved to be locked in as consisting of five categories: [i] 

Minimum promoters' holding to be locked in [ii] Securities held by 

promoters, but ineligible for promoters' contribution [iii] Securities 

allotted to promoters in excess of the mandated minimum [iv] 

Securities allotted prior to the proposed issue and [v] Securities allotted 

as part of a firm allotment. The regulations stipulated lock-in 

provisions relating to all of these. We trace the evolution of these 

provisions below. 

6.4.1.2.1 Minimum promoters' holding to be locked in 
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The minimum securities mandated to be held by the promoters were to 

be locked in for a minimum period of time, five years to begin with. 

[The economic rationale behind minimum promoters' contribution and 

locking in the same has been discussed in one of the previous 

chapters.] As with the minimum contribution, the lock-in provisions 

underwent several modifications intending to plug the possibility of 

promoters circumventing the spirit while complying with the spirit of the 

regulations.638 

6.4.1.2.2 Securities allotted to promoters in excess of the 

mandated minimum 

Allotments in excess of the stipulated minimum promoters' contribution 

were not always welcome, it would appear.639 The provisions are not 

clear as to whether this applies to all public offerings, IPOs as well as 

FPOs. This was specifically extended to allotment in excess of the 

stipulated minimum contribution in the case of unlisted companies as 

we1l640
. However, in the case of a listed company, if the excess 

633 The promoters' contribution was to be locked in for a period 01 five years, to the extent of 
50%, 25% or 20% as Ihe case may be. [Clause (b) of Section L of DIPG 1992 and Clause C of 
Section L of Clarification II dated 17-6-1992), modified subsequently to three years [Clauses 2 
and 3 of Part 3 of Clarification No XIX dated 14-5-1997) from the later of the date of 
commencement of production and allotment [Clause L(b) of DIPG 1992). However. the shares 
could be pledged with banks and financial institutions as addi tional security for loans where 
such pledge had been stipulated as part of the terms of sanction of the loan and if the offer 
document had a disclosure to this effectlSection L of Clari fica tion No VI dated 23-12-1992). 
Inter se transfer of share among promoters was allowed among promoters subsequently, 
although the lock-In was to continue to apply to the promoters' block as a Whole. In case the 
promoters had been 110ld lng the minimum percentage prior to the public Issue and did not 
contribute any additional capital as part of the public issue the lock-in of such prior 
share holding was to be ~ve years less Ihe period for which the shares had been held prior to 
the public issue. In any case such shares held prior "10 the publ1c issue were to be held for a 
minimum period of two years from the later of the date of allotment in the public issue or the 
commencement of commercial production in the case of a rnanufacturing company [Clause II 
(9) of Clarification No III dated 13-8-1992). Lock in commenced in the shares of a non­
manufacturing company from the date of allotment [Clause II (h) of Clarification III dated 13-8-
'1992]. 
639 Any contribution to the shareholding in the proposed issue in excess of the minimum 
requirement was to be treated as firm allotment and be subjected to a three year lock-in 
IClause II (i) of Clarification No III dated 13-8-1992). In the case of convertible debentures the 
lock-In was to be from the date of the allotment of debentures [Clause L (e) of Clarification No 
II dated 16-7- 1992). 
840 Clause 4.12.1 and 4.12.2 of DIPG 2000. 
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allotment was made in an issue which was priced at the level 

prescribed by the guidelines on preferential allotment it was not to be 

locked in as above.641 The lock-in on excess subscription was reduced 

to a period of one year subsequently.642 

6.4.1.2.3 Securities allotted as part of a firm allotment. 

All firm allotments, preferential allotments to shareholders of promoter 

companies and collaborators made as part of the public issue were to 

be locked in for a three-year period.643 as well as securities subscribed 

to by promoters as part of a firm allotment 644 A similar lock-in was 

extended to securities subscribed to by the promoters to meet a 

shortfall in firm allotment subscriptions.645 However, the lock in of three 

years on firm allotments to promoters did not appear in the 

consolidated guidelines of DIPG 2000.646 Instead there was a 

provision which locked in shares allotted prior to the public issue at a 

price below the issue price647, which we discuss separately. The 

provision locking in firm allotments however reappeared later as a 

modification to the provision on lock-in of pre-issue allotments.648 This 

lock-in commenced from the later of the date of allotment and 

commencement of commercial operation. 

The latest provision above did not distinguish between firm allotments 

to promoters and non-promoter allottees. It was also consistent with 

the lock-in on all shares held prior to the public issue, for one year from 

641 Proviso to Clause 4.12.2 of DIPG 2000 
642 Vide SEBI DIP (Compendium) Circular No 3 dated 4-8-2000 
643 Clause L ( c ) of DIPG 1992 
644 Clause 4.'14A of DIPG 2000 introduced vide RMB (Compendium) Series Circular No 2 
11999-2000) dated 16-2-2000 

45 Clause 8.5 (e) of OIPG 2000 
646 Refer to the DIPG 2000 as of March 2000 

647 Clause 4.14.3 and Clause 4.14A of DIPG 2000 as of March 2000 
648 Clause 4.14A of OIPG 2000 modified and substituted vide DIP (Compendium) Circular No 3 
dated 4-8-2000 
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the date of allotment. The effect of both these provisions was to 

restrict the liquidity on shares allotted just prior to the public issue for a 

year after allotment, no matter whether they were priced at the same 

level as the public or whether they had been allotted to promoter or 

non-promoter investors. It was a simpler provision to implement, 

without an in built bias for or against any set(s) of investors, unlike 

earlier versions of the same.649 It restricted liquidity on all incumbent 

shareholding prior to the public offering and thus pre-empted 

opportunistic selling by pre-public offering shareholders. 

Where promoters received firm allotments, while picking up the shares 

unsubscribed650 due to the withdrawal of an application by a firm 

allottee of shares651 the guidelines suggested a three year lock-in on 

the shares thus subscribed. On the face of it appeared to be an 

instance of a promoter being penalized for making good the shortfall 

arising from the withdrawal of an investor. One possible explanation 

may be that this was meant to be a deterrent against promoters 

misusing default against firm allotments, or even engineering such 

defaults, as an excuse to garner shares in their names. Even if such a 

concern were to be valid, it is not clear as to why these shares should 

have been treated differently from the shares subscribed to by the 

promoters for making good the shortfall in firm allotments652
. If that 

were to be so, the applicable lock-in period ought to have been one 

year as in the case of lock in of firm allotments under Reg 4.12.2. 

64.9 Given Ihese aspects, the difference in the date of commenoement of the took in period 
appears to be an unwarranted extra twist. Il ls possible to argue thaI firm allotments were 
likely to be more recent, on average, than all shares held prior to the public issue; hence Ille 
need for a more stringent dale of commencement of lock-in. The argument may not have had 
much practical significance as It arfected only lhose issues where date of commencement of 
commercial production was likely to be later than date of allotment, which would have been 
true only in the case of some start-ups. 
650 Vide Clause 8.5(e) of DtPG 2000 
651 Claus8 '8.5(f) of DIPG 2000 
652 Under Reg 4.12.2 of DIPG 2000 
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6.4.1 .2.4 Securities held by promoters. but ineligible for promoters' 

contribution 

Securities ineligible for promoters' contribution653 were locked in for a 

three year period from the date of allotment of the proposed issue of 

capital.654 In an important easing of the restrictions, the lock in on 

securities issued against revaluation reserves, bonus issues against 

revaluation of assets and all securities issued at a price less than that 

of the public issue were removed.655 On the face of it, this might 

appear to be an innocuous modification. The magnitude of the 

benefits becomes apparent when one considers the instances of 

promoters acquiring shares at effectively negligible prices when the 

companies were issuing stock to the public at fancy valuations. The 

easing of this provision may have substantially diluted the objective of 

alignment of interests. Another view on this matter might suggest that 

these changes to share capital prior to the public offerings were merely 

accounting details and the materially relevant consideration ought to 

have been the valuation of the company and the price per share 

derived from the same. As long as investors were provided with 

enough information to estimate I assess the price, they could be 

expected to arrive at rational and informed investment decisions. The 

limitation to that argument arises from the large number of retail 

individual investors who participated in public offerings. To ensure that 

those investors did not miss these details and the impact of the same 

on the offering price, the guidelines needed to require appropriate 

disclosure of such issue of shares to the promoter and the impact of 

the same on the cost of acquisition of the promoters' shareholding. 

653 These Included securilies issued out of revaluation assets or capita lization of intangible 
assets [Clause 4.14.1), securities issued by way of bonus out of revaluation reserves [Clause 
4.1.4.21 and In the case of unlisted companies shares allotted, during the preceding one year, 
a! a price lower than the issue price. The regula tions do not specify when the one year period 
commences for reckoning the said allotment. 
654 Vide 
655 Vide DIP (Compendium) Circular No 3 dated August 4, 2000 
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6.4.1.2.5 Securities allotted prior to the proposed issue 

Allotments to promoters or any other shareholder at a price lower than 

the public offering price, during a year preceding the public issue, was 

to be locked in for a year from the date of allotment of the proposed 

issue of capital.656 Interestingly, the guidelines had another provision 

that the entire pre-issue capital of the company was to be locked in for 

a period of six months from the date of trading of the shares on a 

regional stock exchange,657 where shares had been allotted at a price 

lower than the issue price during a period of six months prior to the 

opening of the issue.658 Allotments to promoters were locked in even if 

the allotment was made earlier than the six month period. The latter 

provision seems to overlap almost entirely with the former other than in 

respect of the exemption to certain categories of investors from this 

provision. Worse, the proviso to the latter proviso exempts shares 

allotted to non-promoter shareholders at prices lower than the public 

offering price more than six months prior to the proposed issue. It thus 

contradicted the requirements of the former provision. The intent here 

appears to have been that shares by way of firm allotments to 

investors other than VCs or employees should not be misused as a 

means to making a quick profit. The restraint was even more in the 

case of promoters who could be considered to be not just privileged to 

negotiate attractively priced equity allotments but also make use of 

their intention and inside information about the forthcoming public 

issue to get around the six month limit and allot themselves equity at a 

favourable price. 

656 Clause 4.14.3 of DIPG 2000 
657 Inserted vide RMB (Compendium) Series Circular No 2 (1 999-2000) dated 16-2-2000 
658 Allotment to venture capital investors and employees was exempt from this requirement. 
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The confusion was resolved with the new provision which said that the 

entire pre-issue share capital, other than that locked in as minimum 

promoters' contribution and barring certain other exceptions,659 was to 

be locked in for a year from later of the date of allotment and the date 

of commencement of commercial production. The date of 

commencement of the lock-in was subsequently fixed as the date of 

allotment, making the provision marginally less restrictive for start­

UpS.660 The connection between the lock in and the differential pricing 

was removed by dropping the two related provisions mentioned above. 

As in the case of firm allotments, the new provisions did away with the 

distinction between promoters and non-promoter investors. Such 

distinction appeared to be unwarranted, given that the promoters' 

commitment was additionally demonstrated by the mandatory lock in of 

the minimum contribution of 20%. 

Apart from the requirement relating to the lock-in of the minimum 

promoters' contribution, there appear to have been numerous 

changes, the motivations for which appear confusing, sometimes even 

conflicting with the previous intentions as noted earlier. As long as 

al!ottees of securities, no matter which constituency they belong to, 

paid a fair price for any allotments during a reasonable period 

preceding the public issue and as long as the minimum promoters' 

contribution was locked in as per the current provisions it seems to be 

not so important as to whether they dispose of shares recently allotted 

to them or retain them. Equally, the concern about promoters 

disposing of their shareholding soon after the IPO should have been a 

matter of concern no matter when the allotments had been made. 

659 The exceplions were [i] pre-issue share capita l held by VCs and Foreign Venture Capllal 
Investors, rll) pre-issue capitallhal had been held at leas! for a year and lhat was being offered 
for sale and [III] shares aliotted to non promoter employees under an ESOP scheme compllanl 
wi th the Employees Stock Oplion Scheme and Employees Sioak Purchase Scheme 
Guidelines, 1999. Further, shares lenl to the Stabilisation Agent under the Green Shoe Option 
Scheme [Clause SA7, were exempt for lhe period for which 'they were lent by lhe promoters. 
000 Vide SEBIICFD/DtLlDtP/19/2006/31/3 dated 31-3-2006 
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After all, the normal concerns about pre IPO shareholders selling 

shares in the after markets, soon after an IPO, are essentially as 

follows. They could destabilize the price in the after-market either by 

providing too large a supply of securities and I or by signaling not too 

positive an outlook for the company. These concerns could be 

effectively addressed through restricting the sale of securities by all 

shareholders across the board, no matter when the allotments were 

made or the prices at which the allotments were made. Such 

restrictions could be for a reasonable period, such as a year, so as not 

to take away the incentive for pure financial investors to participate in 

pre IPO placements, which we noted in the previous chapter serve 

some important purposes. An even handed and simple provision 

along those lines would have been easier to comprehend for all and 

less costly to administer. 

.It was not until 1996 that the requirement of minimum promoters' 

contribution was withdrawn in the case of listed companies which had 

been listed for three years and which had a record of dividend payment 

in three out of the five preceding years and in the case of companies 

which did not have an identifiable promoter.661 As a precursor, the 

requirements of promoters' contribution were withdrawn in the case of 

rights issues made by "companies which are professionally 

managed".662 In both the cases the promoters were required to 

disclose their existing shareholding and the extent to which they were 

participating in the proposed issue. 

However, in what appears to have been an instance of oversight in the 

formulation of regulations, the requirement of 50% of minimum 

661 Clause 3 of Part III of Clarification No XIV dated 1-3-1996, effective 4-3-1996. The 
promoters will have to continue to disclose the extent to which they are participating in the 
Eublic or rights issue. 

62 Clause 2.3 (d) of Clarification No VIII dated 11-10-1993, w.e.f. 1-12-1 993 
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promoters' contribution in the case of companies seeking to make an 

issue at a premium when they did not qualify to do so under the 

requirements of the pricing regulations was withdrawn only in 2000. A 

similar requirement relating to issue of securities at a premium by 

infrastructure companies was also withdrawn.663 

The guidelines initially permitted transfer of shares among promoters 

inter se, subject to the continued applicability of these provisions in the 

hands of the transferee664 and subject to compliance with SEBI 

(Substantial Acquisition of Shares and Takeovers) Regulations, 1997, 

as applicable665. So also pledge of locked in securities was 

permitted.666 Transfer was further permitted among non-promoter 

shareholders, subject to the requirement the transferees also owned 

locked in shares and further subject to the condition that the 

transferred shares would continue to be locked in for the originally 

stipulated period.667 It is not clear why these latter transfers were 

permitted only to those shareholders who were also owners of locked 

in shares, given that any category of shareholders (unlike a specific 

category such as promoters) could have been owning locked in shares 

and that transferred shares were further subject to continued lock-in as 

per the original terms of allotment. 

The guidelines also specified the terms of conversion of debentures 

that were subscribed to by the promoters as part of the promoters' 

contribution.668 However, the provision offered an incentive to 

603 Vide Circular dated February 16, 2000 
.664 Clause 4.16 of DIPG 2000 introduced vide .... 
665 RMB (Compendium) Series 2003-2004 Circular No 9, dated May 2, 2003 . 
•• 6 Section L of Clarification No VI dated 23-12-1992 
607 4.16(1)(b) Introduced vide RMB (Compendium) Series 2003-2004 Circutar No 9, dated May 
2,2003. 
008 tf the promoters' contribution was brought in by way of PCDs or FCDs, the conversion was 
allowed at par if first tranche of conversion of Ihe debentures Issued to Ihe public was 
convertible after 18 months and at Ihe ~ame price as Ihe public debenture holders where the 
conversion was to lake place in less than 18 months [Clause (e) of Section L of Clarification II 
dated 16-7-1992). II would appear from the above thallhe guidelines clearly favoured 

267 



promoters to bring in their contribution as debentures, especially where 

getting equity allotted for the sake of control may not have been a 

consideration in the minds of the promoters of the issuing company. 

These companies may have had incumbent shareholders who mayor 

may not have participated in the public issue. Allowing promoters to 

subscribe to the issue of debentures raised one basic question of 

fairness: The incumbent shareholders may have had their share of the 

cashflows ploughed in without any returns for a given project whereas 

the promoters bring a part of their contribution as interest bearing 

debentures. Admittedly the promoters also forsake their share of the 

cash flows as incumbent shareholders but by allowing them to 

participate in an interest bearing instrument the guidelines allowed 

them to run ahead of incumbent shareholders even if it was in 

consideration for bringing in fresh capital. Fundamentally, allowing 

owner managers to bring in interest bearing debt that ran ahead of 

shareholders appeared would have created avoidable conflicts. Which 

is why term lending financial institutions have always requires that 

these funds were brought in as interest free loans to be converted into 

equity. Similarly in contemporary international project finance the debt 

from owners or project sponsors is subordinate to debt from all 

"outside" lenders in terms of interest or principal payments. (See Peter 

Nevitt's book for structuring of project financing transactions.669
) The 

debenture holders over equity shareholders since the start and end date for lock in of equity 
[Clause L (e) of Clarifica tion No II dated 16-7-1992]) was more stringent than In the case of 
allotment of debentures, Further, while calculating the 50% promoters' contribulion only those 
shares Ihat had been allotted twelve months prior to the IPO were to be first taken inlo 
account. In case the promoters brought in lIlelr contribution towards the 50% in the form of 
equity twelve months prior to the IPO and those shares had been allotted at par the compahy 
was to issue equity to the public at par [Clarifioa tion No V dated 4-11 -1992, The reference 10 
the "proposed public Issue" from which the Iwelve month period had to be worked out did not 
state clearly what was the relevan't date signified by "proposed public issue". One possibility is 
that it referred to the proposed date of allotment since the issue here appears to be whelher 
Ihe promoters' contribution was coming In close to the allotment to Ihe public, Since the 
elapse time between the filing of the offer document and the allotment in the public Issue may 
have been as high as seventy days at the least, often even higher, It was important to specify 
the precise reference point.) Possibly the assumption here is that subscription to debentures 
would moslly come from the invest fn~ public. 
G6Dpeter Nevi tt, "Project Financing" 7 ed" Euromoney Publications, London (2000). 
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guidelines contained stipulations regarding the timing of infusion of 

promoters' funds. We discuss this under provisions relating to Investor 

Protection. 

In respect of further issues, if there were no promoters, the contribution 

was to come from directors, friends, relatives and associates.67o In 

the case of professionally managed companies, this requirement was 

to apply to "persons in charge of the management of the affairs of the 

company" .671 How realistic must this provision have been is somewhat 

debatable. For eg., would it have been feasible for professional 

directors of companies to be able to raise this capital? Equally, it must 

have been difficult to define "persons in charge of the management of 

the affairs of the company". 

In the case of issue of convertible instruments, promoters could bring 

in their contribution at the weighted average of the price of conversion 

at which the public debentureholders converted into equity. The idea 

appears to have been to ensure that the price at which the promoters 

convert was the same as that of the public.672 

Of all the provisions in the guidelines the ones relating to minimum 

promoters' contribution and the lock in of the same appear to reflect 

the infancy of the regulatory regime. They also seem to reflect a 

mindset that was prevalent in development banks and term lending 

institutions at that time. (Even the figure 20% appears to be the same 

as the minimum percentage promoters' contribution prevalent at that 

time, mentioned by Prasanna Chandra.673 The basic problem with the 

670 Clause L of Clarification Ito DIPG 1992. dated 17-6-1992 
671 Clause d of Section L of Clarification I dated 17-6-1992 
672 Clarifica tion IV daled 21-9-1992 
673 Prasanna Chandra. Projects: Ptanning. Analysis. Selection. Financing. Implementation and 
Review. Tata McGraw Hill Ltd .• New Delhi (2006). 
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reliance on the approach of the term lending institutions is that their 

approach is that of a lender, which is often at conflict with that of an 

equity shareholder as noted in Chapters IV and V. We have also 

noted several inconsistencies earlier in the provisions governing lock­

ins. All this effort was directed without any clear understanding of 

whether a high promoters' contribution mitigated agency risk. The 

literature at that time did not seem to suggest that it might have 

mitigated any agency conflict. Experience from the sickness in the 

loan portfolio of term lending institutions suggests that a good deal of 

the delinquency may have been attributable to poor or bad 

management. The relief from these provisions could not have come 

any sooner than they did, although as we note parts of the extant 

provisions are inconsistent with the overall objective and there is scope 

for further simplification. 

6.4.2 Restrictions on Capital Structure 

The guidelines placed restrictions on the capital structure of the 

company in three broad ways, namely (i) on issue of bonus shares (ii) 

on issue of warrants and options to subscribe to equity share capital to 

groups of shareholders, prior to the public issue and (iii) on terms of 

conversion of debentures held by promoters into equity shares. 

6.4.2.1 Bonus shares 

Bonus shares are "free shares" issued by capitalization of reserves. 

Under Indian law they are issued to shareholders whose names 

appear in the register of members as on the date of closure of books 

for the purpose of the bonus issue. (In the case of dematerialized 

shares bonus shares are issued to shareholders who are registered as 

owners of beneficial interest in the records of the depository.) Bonus 
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shares are allotted to all shareholders in the same proportion. It is well 

recognised that bonus share issues do not alter the financial worth of 

the company as measured by the ability of the company to produce 

cash flows. However, bonus issues alter the book value per share of 

the company.674 Further, bonus shares are also perceived by the 

investment community, inter alia, to be indicative of the prospects for 

the company.675 These factors, independently or together, may result 

in a post bonus issue share price, which is not proportionate to the 

ratio of the bonus issue.676 

The Companies Act, 1956 does not place any restrictions on the issue 

of bonus shares against reserves such as revaluation reserves, even 

though such reserves may not always necessarily represent an 

increase in the market value of the assets677. Promoters could take 

advantage of this absence of restrictions in the following manner. Prior 

to an IPO the share capital of the company is owned by the promoters 

and their associates. The company revalues its assets prior to the IPO 

and issues bonus shares to the pre IPO shareholders. This helps the 

pre IPO shareholders in two ways. First, it expands the paid up share 

capital without any infusion of cash. It may thus help the company 

meet the minimum paid up capital criteria to qualify for listing on many 

674 Book value has been defined as (Equity Share Capital Free Reserves) { No of Equity 
Shares Outstanding. 
675 Allhough this belief mes in the face of financial wisdom, the Idea here is thai by issuing 
bonus shares companies agree to expand their paid up share capital and are signaling a 
will ingness and I or confidence to pay dividends on a larger number of shares; hence, the 
belief Ihat bonus shares may signal a sanguine oullook for the profitability of the cempany. 
516 If markets are efficient , the post bonus Issue price of the shares of a company must be 
reduced to Ihe extent of the Increase In paid up share capital of the company, in line with the 
contention that a bonus issue by itself does not alter the value of tile share capital of the 
company. Thus, assume a share trades al a price of Rs 100 prior to the bonus Issue. Assume 
fu rther that the share price renects the intrinsic worth of the company, as it ought to, in a 
perfect capila'i markel. If the company were to declare a 2:3 bonus issue the number of shares 
would increase by 67%. The price of the shares after the bonus issue, ex bonus, would 
reduce 10 Rs 60 per share In lhe absence of lhe kind of effects no led above. 
em An upward revaluation of the book va lue of Ihe assets of Ihe company based on some 
arbitrary considerations not related to market phenomena would be an example. 
Corresponding to the increase In the value of Ihe assets an amount would be credited to the 
revaluation reserves account of the company. 
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exchanges. Promoters then issue themselves shares to the public at a 

disproportionately higher price. They are able to do so because in 

terms of book value per share after the bonus issue the shares of the 

company offered in the public issue price may appear inexpensive; 

whereas in terms of valuation of the company the public offering price 

may be high. This is a form of the wealth effect of bonus shares that 

we explain in an earlier footnote. It is a problem that we encounter due 

to the fallacy of tying the price or value of a share to book value as 

opposed to the present value of the company's future cash flows 

accruing to the shareholder as enunciated under contemporary 

financial economics. Secondly, as we note below, there is a widely 

held belief that bonus shares suggest robust financial prospects for the 

company. This in turn helps promoters charge a higher price per share 

in the public offering. A third and a more frequent source of advantage 

arises from the fact that often times these reserves do not represent 

genuine profits from the business but questionable reserves from 

revaluation of assets, as noted earlier. 

In order to regulate the indiscriminate issue of bonus shares to 

increase the promoters' stake in the company, the guidelines imposed 

restrictions on the capitalisation of certain types of reserves and the 

frequency of the capitalisation of reserves.678 The general thrust of 

a78 Bonus shares were permitted only out of share premium collected in cash and free reserves 
bui lt out of "genuine proms" of the company only [Clause M (a) of DIPG 1992] and not out of 
revaluation of fixed assets [Clause M (b) of DIPG 1992]. The guidelines did nol define what 
"genuine profits" were. However it may be reasonable to assume thai these profits were to be 
arrived alunder the provisions of Ihe Companies Act for estimating distributable profits. The 
second key requirement was that the residual reserves after the proposed bonus Issue was to 
be at least 40% of the Increased paid up capital [Clause M (e) of DIPG 1992] and 30% of the 
profit before tax 0f the company for the previous three years was to yield a rate of dividend of 
10% on th-e expanded capital (e lallse M (n of DIPG 1992]. The shares were to be fully paid up 
before declaring bonus Issues. Although the guidelines did not specify what' was possibly 
intended was a minimum yield of 10% since the endeavour of the provision must have been to 
ensure lhat t he maintainable profit of the company was adequate to provide a minimum yield 
for the shareholder. Residual reserves could not include capital reserves as a result of 
revaluation or reserves "without accrual of cash resources"IClause M(g) of DIPG 19921 and 
had to be calculated a~e r providing for contingent liabilities [Clause M(d) of DIPG 1992J. but 
could inClude development rebate reserve and investment allowance reserve (Clause M ( c ) of 
DIPG 1992]. The company could not be in default of dues on fixed deposits. debentures or in 

272 



these provisions was to ensure that the issue of bonus shares was 

based on genuine reserves and that the company's profits in future 

was adequate to maintain a minimum dividend on the expanded capital 

of the company and that bonus shares were not used as a mechanism 

to increase the percentage shareholding of the promoters by lowering 

the price through an accounting sleight of hand. 

The practical implications of this provision are somewhat difficult to 

comprehend. For eg., company law allows bonus shares to be allotted 

only to those who are shareholders of the company and in proportion 

to their shareholding in the company. The expansion of the paid up 

capital through a bonus issue is bound to affect the rights and the 

proportionate ownership of PCD I FCD holders of the company prior to 

the capitalisation of the reserves. There is no known mechanism 

under law to protect their rights or value of ownership in the company 

prior to the proposed bonus issue679
. Thus one extreme implication of 

respecl of statutory dues [Clause MOl of DIPG 1992). The bonus proposal had to be 
implemented within six months from Ihe dale of approval by Ihe Board of Directors and did not 
have Ihe option to change tl1e decision [Clause M(k) of DIPG 1992J. The company needed to 
ensure that the expanded capital was not greater Il1an the authorised capital [Clause M (m) of 
DIPG 1992j, Ihat the articles allowed the capitalisation of reserves [Clause M(I) of DIPG 1992J 
and Indicated the proposed dividend in Ihe year immediately following the bonus Issue [Clause 
M (n) of DIPG 1992]. Bonus issues were not allowed within twelve months of a public I rights 
Issue [Clause J(a) of DIPG 1992) and then were 10 be subject to Il1e re levant provisions of the 
guidelines [Clause J of Clarification I dated 17-6-1992]. Tl1e bonus issue could not dilute the 
value or the rights of debenture holders with partial or fu ll oonvertibility [Clause M(o) of DIPG 
1992] where Ihe conversion rell due within twelve months of the date of the rights or bonus 
issue as the case may have been. In case such bonus or righls issue had 10 be made lhe 
shares that would have been allotted to the debentures holders if such conversion had laken 
place had to be "reserved" and issued to the debenl:ureholders on the occurrence of the 
conversion. [C lause M (ill of Clarification No II dated 16-7 -1992J. The guidelines were not 
clear as to whether this applied only in the case of mandatory conversion or was applicable 
both in Ihe case of mandalory as well as optional conversion. In Ihe case of mandalory 
conversion it may have been reasonable 10 presume Illat the "reservation" was to apply only 10 
the exlent tl1al the option to convert had been exercised. The difficulty In Ihal evenl would 
have been in estimating the post bonus issue paid up capital and ensuring compliance wllh Ihe 
residual reserve requirement. Even in the case of a rights issue practical adminlslrative 
questions might may have arisen such as the number of share for which board and 
shareholder approval needed to be obtained. 
Where the issuer was a listed company , compliance with the guidelines had to be certified by 
statu lory auditor or company secretary in practioe [Clause M (i). Clarification No II dated 16-7-
1992]. 
679 Some tecl1nical possibilities might be to alter the terms of Ihe outslanding peDs I FCDs to 
protect their rig IllS or vatue of Iheir ownership but Il)al would require the approval of not just the 
debentureholders but also that of shareholders. Such a proposal is unlikely 10 meel wilh the 
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the provision might be that as long as there are PCDs / FCDs with 

outstanding conversion rights the company may not be in a position to 

declare bonus shares. More fundamentally, in the absence of a 

corresponding provision in the company law the legal tenability of this 

requirement, which affects the rights of existing shareholders to allow 

themselves a bonus issue of shares, must have been questionable. 

Several substantive changes were made to the regulation of issue of 

bonus shares in 1994.680 The most important of the changes was to 

limit the provisions initially to listed companies. One possible 

justification for the same might be that the concern about promoters 

using bonus issues to allot themselves shares may have been partly 

addressed through the requirement that these shares would not be 

considered for minimum promoters' contribution and further that such 

bonus shares issued within twelve months prior to the IPO would be 

locked in for a period of one year. Thus, overall the guidelines sought 

to ensure that promoters had a minimum cash stake in the company 

and that shares obtained costlessly were not used to make a quick 

buck by the promoters. The second key change was that the residual 

reserve test requirement, the minimum dividend yield requirement and 

restriction on bonus in lieu of dividend were dropped. The residual 

reserve test imposed a quantitative restriction on the extent to which 

the reserves could be capitalised, as discussed earlier. Under the new 

guidelines the company could issue bonus shares in any ratio. 

The provisions regarding issue of bonus shares have remained 

unchanged as above till date.681 

approval of the shareholders in the absence of an Incenlive to approve a bonus issue even 
under lhose condll ions. Allhough such circumstances could have been envisaged 
theoretioally. practically they may not have been feasible. 
6DO RrvtB (DIP Series) Circular No 2 (94-95), dated 15-5-1994 
681 Chapter XV of DIPG 2000 as amended conlain the provisions regu lating issue of bonus 
shares. 

274 



6.4.2.2 Structuring Convertibility Options 

A key feature of the original guidelines was the attempt to define the 

convertibility options that could be offered to the public. The 

assumption presumably was that individual investors could have ended 

up subscribing to instruments which did not leave them with adequate 

optionality. The regulations even required that the letter regarding 

rollover of debentures was vetted by SEBI to ensure that the debenture 

holder indeed had an option to stay invested or to exit. While provision 

such as these might be considered to be examples of mismanaging it 

must be considered equally likely that the regulator may have been 

trying to plug attempts by issuers to defeat the former's endeavour ro 

protect the lay investor through clever practices. The provisions,682 

which were quite detailed, related to the price and the terms of 

conversion. A guiding consideration behind all these provisions 

appears to have been to ensure that the issue price to be paid for the 

equity shares by the promoters was the same as that paid by the 

062 The guidelines provided for Ihe issue of fully convertible deberHures (FCDs) as well as 
partially convertible debentures (PCDs). FCDs with a conversion period in excess of 36 
months had to allow for optional convertibility with pul and call options to both the issuer as 
well as lhe subscriber to exit from Ihe Investment without exercising Ihe conversion option 
[Clause F(a) of DIPG 1992]. Conversion In part or in whole between 18 and 36 months had to 
be at Ihe option of the debentureholder [Clause F(e) of DIPG 1992]. The distinction between 
debentures convertible in less than 18 months and those convertlbte alter 18 months seemed 
10 be based on the view that FCDs I PCDs convertible In tess than 18 months were considered 
quasi equlty while convertibility after 18 mon'ths was deferred equity. The premium amount at 
the time of conversion In the case of a PCD as well as FCD and the lime of conversion in the 
case of staged conversion in the case of FCDs and redemption amount, period of maturity and 
yield on redemption In the case of PCDs I NCDs were required to be stated on the prospectus. 
rrhe distinctions in the disclosure requirements between a FCD and PCD appear unwarranted 
since Ihe parameters could have been applicable 10 both PCDs and FCDs.] Computsory credit 
rating was required if the FCD was convertible after 18 months [Clause F (b) of DIPG 1992J 
and in the case of NCDs I PCDs with maturity of greater than 18 months [Clause F(f) of DIPG 
1992). The roll over of non convertible (debt) portion 01 a PCD as well as a NCO required to 
be at the option of Ihe debenture holder and to be rolled over only on receipt of positive 
consent of the debenturehotder [Clause F (i) or DIPG 1992J, had to be preceded by a fresh 
credit rating six months prior to the roll over [Clause FO) of DIPG 1992] and the letter regarding 
roll over had to be vetted by SEBI[Clause F(k) of D1PG 1992]. There were detailed provisions 
regarding the servicing and protection of the interest of debenture holders, which we do no! 
discuss here since our interest in regulations relating 10 issuance of equity and convertible 
securities lClause N(1) and N(2) respectively of DIPG 1992). 
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, 

public investors in the debentures on conversion.683 The stipulation 

regarding credit rating appeared to ensure that the promoters did not 

use conversion structures to use superior information to their 

advantage in structuring and exercising their conversion options. All 

convertible debt instruments were required to be compulsorily rated by 

approved credit rating agencies, irrespective of their maturity / 

conversion period.684 This was subsequently modified to require that 

in the case of issues great than Rs 100 crores rating by two approved 

credit rating agencies was compulsory and all the ratings, including the 

unfavourable ones, were to be disclosed. Where rating was obtained 

from more than one agency, all ratings including those that had not 

been accepted had to be disclosed in the offer document. Further, all 

credit ratings obtained during the three years preceding the public or 

rights issue for any listed security of the issuer were to be disclosed. 

The issuer had to commit himself co-operate with the rating agency to 

provide rating watch. 

6.4.2.3 Warrants and Options 

Options and warrants are claims allotted to investors for subscribing to 

the equity share capital of the company. These could be exercised at 

the holders' option at a later date, contingent upon the occurrence of 

an event, or without any such conditionality, at a fixed price or at a 

price related to a benchmark such as a performance milestone. 

Usually these are allotted as performance incentives, as in the case of 

stock options. Options are also used extensively in structuring funding 

packages for early stage businesses for sharing risk and reward 

between entrepreneurs and investors. 

663 Preamble 10 Clarification No IV dated 21·9-1992 
664 Part C of Clarification No XXII dated 5-6-1998 vide RMB (DIP Series) Circular No 1 (1998-
99) dated 5-6-1998] 

276 



Promoters of companies, who are owner-managers, may also use 

options to acquire shares in the company in case they find it financially 

rewarding to do so. Options may also be used to allow promoters to 

acquire shares at a later date when their personal liquidity allows them 

to pay for the same. Such a facility may be particularly useful for first 

generation entrepreneurs. Options may be allotted to the owner­

managers even before the company makes a public offering and may 

be exercisable after the public offering has been made. In place of 

such options, a company may issue warrants. The financial impact of 

warrants is quite the same as that of options. 

The other important feature of an option is that it provides the holder of 

the option to subscribe or not to subscribe. The purchase price of the 

shares is fixed in advance. He has the choice of purchasing the 

shares with the benefit of the information that the price has 

appreciated. In case the price has declined he can allow the option to 

lapse. Thus an option holder is at an added advantage over the 

investor who subscribes to the shares at a fixed price. It is this 

advantage that allows options to be abused by promoters. 

The effect of such options, as has already been noted, is to reduce or 

"dilute" the share of the wealth represented by the company for the 

other shareholders who have not been allotted those options. The 

dilution impact may be estimated quite easily, albeit in a simplistic 

fashion, by reworking the value of the shares, assuming that the 

options are exercised by the option holders. If the price per share to 

be paid on exercise of the option is less than the value of the share at 

that time a transfer of wealth takes place, from shareholders who do 

not have the option in favour of the option holders.685 

665 In case the price is higher than the value a rational option holder would not exercise the 
option. 
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In order to plug the abuse of such warrants and options SEBI 

disallowed outstanding warrants or financial instruments of any other 

nature which would give pre IPO shareholders I promoters, right to 

acquire shares after the IPO. Further, presumably in an attempt to 

prevent promoters allotting themselves shares at a lower price through 

the exercise of warrants and options just prior to a public issue at a 

premium, it said that if the public offer was at a premium and if the 

warrants and options had been exercised within twelve months prior to 

the IPO, the shares so issued could be considered for the purpose of 

promoters' minimum contribution. Further, such shares were to be 

locked-in as per guidelines in force.686 

The provisions relating to warrants and options raised several 

questions. What were the provisions relating to lock-in? Prior to the 

press release there were no regulations relating to the shares allotted 

on exercise of warrants and options. There was however a 

requirement that shares issued at par within twelve months prior to the 

IPO were to be locked in for a period of three years and that they 

would be ineligible for reckoning minimum promoters' contribution in 

the case of an issue at a premium.687 In both those cases the 

promoters' shares were to be locked in for a three year period. If those 

were the provisions alluded to in this instance the applicable lock in 

would have been for three years. 

In a related context, SEBI observed that U(T)he issue of instruments 

containing an option for conversion at a later date at a premium or 

666 Tile provisions relating to issue of warrants and options l1ave been based on Press Release 
dated 25-8-1994 cited in Taxmann's Corporate Laws (1998) 
sa7 Clarincation No V dated 4-11-1992 and Clause L (a) of Clarification No V dated 4-11 -1 992. 
The two proviSions re lated to different contexts but the spirit of Ihe Iwo requ irements was to 
ensure thai shares Issues to promoters at par within twelve months prior to Ihe public issue 
could qualify for promolers' minimum conlribulion only if shares were issued to the pUblic on 
Ihe same lerms as the promoters. 
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otherwise will have to be treated as if the issue is being made at the 

time of the proposed public issue for purposes of computation of 

promoters' contribution, lock-in period, etc., and the guidelines as may 

be applicable to the companies covered by Section A, B or C of the 

guidelines are to be complied with.,,688 The instruments referred to in 

the para include convertible preference shares, convertible debentures 

and warrants and so on. 

6.4.3 Distribution of Issues 

We have noted in Chapter IV that broadly, the distribution of 

shareholding can serve as a mechanism for aligning the interests of 

the owner managers and the external shareholders. Accordingly, we 

discuss these provisions under the mechanisms for aligning the 

interests of the owner managers and external shareholders. Further, 

we have noted in the previous chapter that the regulations provide for 

two sets of mechanisms that aim to influence the distribution of 

shareholding after a public offering. These are provisions intended [il 

to directly influence the proportion between public shareholding, the 

shareholding of promoters and that of institutional investors outside of 

the promoter group and [ii] Provisions that optionally provide for 

allotment of shares to institutional investors. The economic 

significance of these two types of provisions has been discussed in 

Chapter IV. We now discuss the evolution of these provisions. 

6.4.3.1 Firm allotments and reservations 

The guidelines provided for firm allotments and reservations to four 

broad constituencies, namely, (i) employees, (ii) financial institutions 

6SB Clause 1 of Clarification VII dated 10-8-1993 
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such as mutual funds and development financial institutions and (iii) 

promoting companies and their shareholders and (iv) promoters: 

In the case of new companies the guidelines originally provided for 

reservations in favour of employees, promoting companies, associate 

companies and working directors on a "suitable percentage". 

Allotment on preferential basis was allowed in favour of shareholders 

of group companies in the case of existing companies and 

shareholders of promoter companies. Reservation for NRls was based 

on schemes proposed by RBI from time to time.68g The regulations did 

not propose any quantitative limits. The expression "suitable 

percentage" appeared to suggest that SEBI may have intended to 

specify the limits on a case to case basis, from time to time. Further, 

the rationale for limiting the reservation to some categories to certain 

types of issuers was also unclear. 

A clear enunciation of the relationship between firm allotments, 

reservations and offer to the public, as given below, was first 

introduced into the DIPG much later. The definition appeared to have 

been in use much before it was spelt out in the DIPG. It is not clear if 

these requirements were spelt out in circulars to MBs, which are not 

examined as part of this review. The guidelines defined "Issue 

Amount" as the sum of "Promoters' contribution in proposed issue" 

and "Firm allotment" and "Offer through Offer Document". "Offer 

through the Offer Document" was defined as the sum of "Net Offer to 

Public" and "Reservations to Permitted Reserved Categories" and did 

not include promoters' contribution in the proposed issue and firm 

allotment. "Net Offer to Public" meant offer made to Indian public and 

689 Section H of DIPG 1992 
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did not include reservations / firm allotments / promoters' 

contri bution. 690 

These definitions were significant as they set certain limits to the 

possible shareholding patterns of companies. Further, the 

requirements relating to minimum allotment to the public refer to the 

net offer to the public as a basis. As the definitions above suggested, 

the net offer was the issue made to the public and it made sense 

therefore to link these requirements to the same. In other instances, 

where appropriate, the regulations referred to the size of the issue for 

some purposes (such as staging of infusion promoters' contribution, 

calls made to various investors, trigger for monitoring utilization of 

proceeds by financial institutions). 

We discuss below the evolution of provisions relating to each category 

of allottee. 

Upto 10% of the proposed total issue of capital was to be reserved on 

a "competitive basis" for mutual funds691 . Competitive basis was 

formally defined as "allotment of shares in proportion to the shares 

applied for by the concerned reserved categories. This was applicable 

where the number of shares applied for in any category exceeded the 

number of shares reserved for that category.,,692 The shares were not 

690 Regulation 8.4 of DIPG 2000 
U91 SEBI spen out deta ils of permissible reservations out of public issues [Section H of 
Clarification No V dated 4-11-1992). The clarification explained that the proposed details were 
"with a view to making available as much portion of the Issue as possible to the public." 
Reservations were allowed out of the public Issue for "permanent employees' including Indian 
working directors and perrnanent emptoyees of companies promoting new companies (except 
employees of financial lnslitulions where the financia l institution was a promoter) [Clause H (3) 
of Clarification No V dated 4-11 -1992], subject to a ceiling of 5% of the "issue size" and a 
maximum of 200 shares of Rs 10 each per employee as equity or on conversion of FCDs I 
PCDs (The not ion of "net offer to the public" and "present issue amount" had been defined in a 
broad sense In a circular to merchant bankers. [RMB (GI Series) Circular No 7(93-94). dated 
20-1-1994J. The same oircular specified the basis of computing percentage of reservat ion, 
basis for reporting promoters' contribution and so on.). 
692 Note (a) 10 SecUon III of Clarification VII dated 10-8-1993 
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subject to lock-in but could not be disposed of in any manner other 

than through the secondary market.693 Buybacks or standby or similar 

arrangements were not allowed with persons who receive firm 

allotments against reservations.694 

The guidelines provided for a stock option scheme for employees as 

far back as 1992 subject to a limit of 5% and a maximum of 200 shares 

per employee.695 The provision did not define "permanent employee". 

Since it included directors it may have been presumed to include 

contractual or covenanted appointments. It did not specify whether the 

Rs 10 per share was the issue price or the face value per share 

either.696 

The basis for deciding the maximum number of 200 shares per 

employee has not been explained anywhere. SEBI has noted that the 

"equitable distribution of shares among the employees will contribute to 

the smooth working of the scheme.,,697 That still leaves the question of 

whether a maximum limit of 200 shares was warranted since an 

equitable basis may not have meant fixing a low maximum such that 

the difference across people was too insignificant from an equity angle. 

Since the overall ceiling of 5% of the issue size had aJready been set, 

one of the possible explanations that may be speculated upon is that 

the provision appeared to ensure that the 5% allocation was not 

"cornered" by the promoters or other interested groups by aI/otting 

large blocks out of the overall limit to a small group of employees who 

were beholden to the group, or who may have even been used as 

693 Clause I (i) of Clarification No III dated 13-8-1992. At the lime these provisions were in 
force, MFs were not allowed Lo invest in the primary markel' other than through these 
reserva lions. 
694 Clause (b) of Section C of Clarlncalion No XIII dated 12-10-1995 
6% [Section K of DIPG 1992]. 
6\16 At the lime of lhis clarification Companies Act, 1956 provided for face value of Rs 10 and 
Rs 100 and did not have the current. flexibility to fix face value at multiples of Re 1 as in S ----. 
697 Taxmann's Corporate Laws (1998) 
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ben ami holders on behalf of the interest groups, a concern that has 

been articulated by SEBI at least on one occasion: (C)ompanies are 

hereby advised to ensure that the shares reserved under the 

employees' quota be allotted to the bona fide employees ... and the 

shares remaining undersubscribed may be offered to the general 

public through prospectus.,,698. The limitation with an agency such as 

SEBI fixing the number was that allotment to employees was meant to 

be, inter alia, a reward for those employees whom the company 

valued. The maximum number may have come in the way of a 

distribution policy that was reflective of the company's assessment of 

the value of the employee. Since the overall limit had been fixed at 5% 

of the issue the individual limit appears to have been an instance of 

over-engineering the distribution of shares by SEBI. 

The reason for limiting allotment to employees of promoting companies 

has not been explained anywhere either. Here again, it may be 

speculated that the presumption was that employees of promoting 

companies may have played a role in creating the new business and 

by providing them a shareholding in the new company they were 

rewarded for that effort. If the business had been retained in the 

promoting company and had not been spun off into a new company 

those employees (of the promoting company) who had been involved 

in developing that business would have benefited from the value of that 

new business entirely. 

It must be noted that the idea of incentivising employees through share 

ownership in the company had not been well developed at the time of 

these provisions time and that these may have been the beginnings of 

such incentivisation mechanisms.699 

698 Clarification vide Press Note No. 10/14/9:2 - CL -V dated 14-10-1992 cited in Taxmann 
P998] 
99 The first ESOP guidelines were announced in 1999 
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It was hardly a surprise when SEBI finally withdrew the limit on the 

maximum number of shares per employee and merely retained the 

limit of 10% for that category, three years after they had been 

introduced.7DO 

Upto 10% of the "public offer,,701, subject to a maximum of 200 shares 

of Rs 10 each per share were allowed to be allotted to shareholders702 

of the promoting companies in case of new companies and 

shareholders of group companies in the case of existing companies. 703 

As in the case of allotment to employees, the provision in this case 

made a distinction between new and existing companies too. If the 

promoting companies or group companies had external shareholders, 

public or otherwise, the reservation could have been viewed as 

compensation to the public shareholders of those companies for giving 

up the opportunity to participate in the new project. If the promoting or 

group companies did not have external shareholders the beneficiaries 

of such firm allotments would have been the promoters themselves. 

This view assumed that the reservation was really meant for external 

shareholders. If the shareholders of the group companies were 

entitled to a firm allotment it was not clear as to why the firm aBotment 

700 Clarification No XIV dated 1-3-1996 w.aJ 4-4-1996 
701 The provision used lhe term "issue size" in the previous clause and "public offer" In this 
clause. While there appeared 10 be no formal definition of either term anywnere in the 
guidelines. 1\ appears reasonable to presume that Ihe terms had been used synonymously and 
were meant to suggest the tolal oHer through the prospectus Including reservations. firm 
allotments and net offer 10 Ihe public. 
702 The provision did not clarify whether "shareholders" meant the first of the shareholders In 
the case of Joint holding and whether in the case of joint holdings with different first holder In 
each folio in the register was to be treated as a distinct "shareholder". For the purposes of 
reckoning righls and entitlements in the case of bonus issues, company law would have 
trealed "member" in Ihis fashion. However. such an interpretation would have gone against 
Ihe inlentlon of the proviSion to pre-empt concen lration of allocation in the hands of a few sets 
of individuals allhough it would seem thai from a materiality perspective such an apprehension 
may have been practically far-retched. 
r03 Clause H (1 )(b) of Clarification No V dated 4-11-1992 
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in new companies was to be limited to shareholders of the promoting 

companies. 

NRls and overseas corporates controlled by NRls who paid for their 

subscription out of convertible funds, Indian mutual funds, foreign 

institutional investors and financial institutions were the other 

categories of investors entitled to reservations.704 There were no limits 

to any of these categories. We could think of two reasons as to why 

there were no limits to these categories. Firstly, these investor 

categories may have been viewed as categories to which the issue 

was to be marketed in order to get subscription support. Hence 

issuers may have been allowed the freedom to set aside as much of 

the issue as they wished to. In contrast, reservations in the case of 

shareholders of group companies or promoter companies or 

employees may have been viewed as an incentive or reward as 

discussed earlier and hence the upper limit. The participation of 

mutual funds, financial institutions and Fils may be also viewed as a 

certification of the offer at the proposed price. Finally, Fils and MFs 

were both subject to investment limits which may have been meant to 

ensure that the reservations to these categories were not used as 

indirect means to increasing the promoters' holding in the issuer 

company. Financial institutions that were eligible in this category were 

essentially state owned or state controlled banks and (mostly 

developmental) financial institutions and hence the premise that these 

were unlikely to have served as proxies for private promoter groups. 

Reservations under this clause were subject to a three-year lock-in,705 

which were then withdrawn. Interestingly, except in the case of firm 

allotments to MFs, there were no restrictions on the sale back of these 

704 Clause H (1)( c) to H (1) (f) of Clarification No Vdated 4-11-1992 
705 Clause H (2) of Clarification No V dated 4-11-1992 
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firm allotments to the promoters and hence these institutions may have 

been used as "parking mechanisms" for promoters with an intent to 

eventually buy the shares back at pre-determined prices and thus 

increase the promoters' shareholding in these companies. 

In sum, the guidelines pulled in the categorywise limits of reservations 

and firm allotments as follows. 

Reservations and firm allotments, including promoters' contribution 

were not to exceed 75%. Reservations I firm allotments were also 

subject to limits for each individual category as below.706 Allotments by 

way of reservations out of the public issue to all categories except 

employees and shareholders of group I promoter companies were to 

be on competitive basis.707 A similar set of limits by way of firm 

allotments was further provided for subsequently.708 

Firm aliotments709, if any, were to be all locked in for a period of three 

years710, which was withdrawn subsequently in the case of mutual 

funds, financial institutions, Fils (including NRls and OeSs) and 

employees of issuer companies). Presumably, in order to ensure 

integrity of pricing and pre-empt the use of incentives to garner support 

for firm allotments I reservations and I or the handing back of cash 

back to promoters and other "insiders" from the promoting companies 

who participated in these firm allotments I reservations, the guidelines 

706 Indian and multilateral OFls - 2()% (ii) Indian mutual funds - 20% (iii) FII (including NRls 
and OCBs) 24% (Iv) Permanenll regular employees of issuer - 10% (v) Shareholders of group 
companies In the case of existing companies and shareholders of promoter In the case of neW 
companies - 10% 
701 Par! III of Clari fication No VII dated 10-8-1 993 
708 Part A of Section III of Clarification No VIII daled 10-1 0-1993 
109 The start date of the lock-in was not specified in Ihe clarification but II wOuld be reasonable 
to presume the start and end date prescribed In the olher cases - later of allotment dale or 
commencement of commercial production - may have applied In this case as well . This 
included firm allotments 10 financial institutions such as slate level and national development 
institutions out of the public issue and promoters' quota [Clallse I (iI) of Clarific lion III dated 
13-8-1992). 
710 Section H of Clarification No II dated 16-7-1992 
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did not permit the payment of discounts and commissions by the 

issuer, directly or indirectly to the allottees of such reservations / firm 

allotments.711 

These reservation limits were subsequently modified712 to 20% each to 

MFs and Fls both on competitive basis, 24% to Fils, 10% to eligible 

employees and 10% to eligible shareholders. Scheduled commercial 

banks were added to the list of institutions entitled to reservations / firm 

allotments under the category of Indian / multilateral developmental 

financial institutions. As before, employees and shareholders were 

subject to the maximum of 200 shares of Rs 10 each. The 

modifications further allowed the unsubscribed part of these 

reservations to be allocated to other categories, subject to the 

condition that the overall limit for that category was not exceeded. 

Similarly, unsubscribed portions from all of these categories were 

allowed to be added back to the public offer portion. Merchant bankers 

were allowed a reservation of 5%of the proposed issue size?13 This 

was made mandatory in book built issues. 

Investors in the firm allotment category [other than employees] and in 

the reservation category [other than employees and shareholders] 

were not allowed to apply in the net offer to the public category.714 

Unsubscribed portions from each of the reservation and firm allotment 

categories were allowed to be transferred inter se as well as to the net 

public offer category. So also spill over by way of excess subscriptions 

from the former were allowed to meet shortfalls in the net public offer in 

the case of under-subscribed issues.715 Promoters were required to 

make good the shortfall arising from withdrawal from firm allotments 

711 [Clarification No XV dated 17-4-1996] 
712 Clause 3.1 of Clarification No. VII paled 10-8-1993 
713 Clause 3 ( b ) of Clarification No XX daled 29-9-1995 
7101 Clause 8.5 a (I) and (Ii) of DIPG 2000 
715 Clause Vot Section B of Clarification No VIII dated 11- 10-1993 
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after the prospectus has been filed with the RoC, with the subscription 

amount to be brought in at least one day before the public issue. The 

shares thus brought in were to be locked in for a period of three years. 

The percentages indicated in the provisions discussed above are with 

reference to the public issue component in the case of a composite 

issue.716 

Limits on reservations to various categories of investors and 

employees were withdrawn finally in 1995. The limits in respect of 

shareholders and employees were to continue however?17 

6.4.3.2 Size of Applications, Distribution of Issues, 

Oversubscription and Par Values 

Yet another mechanism for regulating distribution of issues was 

providing for size of applications. A minimum number of 500 shares of 

face value of Rs 10 each or a minimum amount payable of Rs 5000 in 

the case of premium issues and convertible issues was initially 

prescribed.718 These were reduced to 200 shares and Rs 2000 

respectively in an apparent effort to make public offerings more 

accessible to a larger number of investors who did not have the 

resources to apply to issues with a larger minimum size of 

applications.719 

The provisions also required shares to be allotted in tradable / 

marketable lots of 100 share~ each.72o Instead, "in order to encourage 

participation of small investors in highly priced public issues / offers for 

716 Clarifiea'lion No V daled 4-1 1-1992 
717 Vide Clarification No XII daled 29-9·1995 
7 18 Clause 7.2 of Clarification No VIII dated 11 -10·1993 
719 Clause 2 Part C Clarification No XVII daled 9-12-1996 
720Clause 7.2 (iii) of Clarincation VII' dated 11-10-1993 
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sale" the guidelines gave an option to the issuers to fix the minimum 

marketable lot on the basis of offer price subject to the condition that 

the marketable I tradable lot shall not be more than 100 shares.721 

Yet another device for achieving the distribution objective was that of 

proportionate allotment. The guidelines contained provisions dealing 

with over-subscription.722 

Subsequently SESI seemed to have recognised that "the system of 

proportionate allotment enables body corporates I institutions to 

participate to a greater extent than the individual investors in a public 

issue." SEBI then went on to specify that "in the larger interests of 

investors in securities", while finalising the basis of allotment, the LMB 

responsible for post - issue work had to ensure that not less than 50% 

of the net offer to the public had to be allotted to investors who applied 

for 1000 securities or less and the remaining 50% to be made available 

to investors including corporates, institutions and individuals. The 

unsubscribed portion of retail investors was allowed to be allotted to 

institutional investors.723 This was modified724 to say that the 

proportionate system of allotments in the case of oversubscribed 

issues was subject to a reservation of the minimum of 50% of the net 

offer of securities to the public and the share due to the category of 

"small individual applicants,,725. These were defined as individual 

applicants who had applied for less than ten marketable lots of shares 

or debentures or the securities offered.726 The idea of small individual 

721 The guidelines prescribe lots of 100 shares for offer price up \0 Rs 100. 50 shares for the 
offer price in the range of Rs 1 01-Rs 400 and 10 shares for offer price greater than Rs 400. 
722 Clarification No VIII dated 11 -10-1993 
723 Clarification No XI dated 29-5-1995. w.eJ. 1-6-1995. The guidelines provide a numerical 
illustration for this. 
724 Reg 7.6.1.2 of DIPG 2000 
725 Thus If the proportionate share due to that category was 70%. the allocation would be 70% 
and not 50% as clarified in explanation to Reg 7.6.1 .1 
726 Clause 7.6.1.2.1 (a) 
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investor was modified thereafter to refer to "retail individual investor".727 

Retail individual investors were defined as those who applied or bid for 

securities of value of not more than Rs 50000.728 This was 

subsequently increased to Rs 100,000.729 These procedures were not 

to apply to book built issues.73o The provision for reservations in book 

built issues has been traced separately as part of the discussion on the 

evolution of the book building regime. These provisions were modified 

substantially in 2003 and 2004 as follows. The term "small individual 

applicants" was replaced by "retail individual investor".731 This 

harmonization of terminology must have finally helped some avoidable 

confusion that must have been an irritant in the guidelines until then for 

investors, issuers and intermediaries alike. The minimum application 

size as fixed and disclosed by the issuer732 was made the basis for the 

allotment procedure in place of the previous method which decided the 

number of shares for applicants in each category of size as explained 

earlier. The minimum application size in turn was decided as Rs 5000-

Rs 7000 per application, the number of shares corresponding to this 

sum being determined on the offer price per share.733 The percentage 

reservation for retail individual investors remained at 50%. It was 

further clarified that in case the proportionate system resulted in an 

allotment of greater than 50% to investors who applied for less than 

1000 shares they would get a share of greater than 50% and not be 

727 vide SEBIICFDID1UDIP/Circular No 11 daled 14-8-2003. Although the heading and the 
earlier part of Ihe provision uses Ihe term "smallindividualinveslor"', clause 7.6.1 .2.1 (a) which 
provided for the reservation used Ihe term "relail individual Investor" . The inconsistency in 
terms appears to have been an oversight. 
728 Defined in Reg 1.2.xxlv (a) of DIPG 2000. Definition introduced vide SEBI/CFDIDIUDIP 
Circular No 11 daled 14-8-2003 
729 Vide SEBIICFDlDILlDIP/1 5/2005/29/3 dated 29-3-2005 
730 Proviso to 7.6.1 of DIPG 2000 
7J1 Vide SEBIICFD/DIUDIP/1 212004/8/4 dated April 8, 2004 
732 The method for calculating th is size was explained In Schedule XVIII. The method of 
calculating Ihe minimum application size Is provided in Schedule XVIII A. Schedule XVIII was 
modified vide SEBI Circular No SEBI/CFDIDILIDIP/13/2004/28/5 daled 28-5-2004. Schedule 
XVIII-A was Introduced vide Ihe same circular. 
733 Reg 8.6.1 (iii) of DIPG 2000 
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constrained by the minimum.734 The provision relating to book built 

issues remained unchanged. 

SEBI also introduced a provision for issuing shares in smaller face 

value of up to Re 1 or multiples thereof, subject to the condition that a 

company could have a share of only one face value,735 and further 

subject to requirements relating to disclosure and certain other 

procedural requirements detailed below.736 

Apart from the reservations to investors out of the public issue the 

regulations tried to ensure a minimum amount of public holding in 

listed companies. The raison d etre for this has already been 

discussed in one of the earlier chapters. 

The guidelines required that issuers comply with the provisions of SCR 

Rules, 1957737 in terms of minimum offer to the public of 25% of the 

post issue capital in the case of IPOs and that not less than 25% of the 

issue size was to be offered to the public in the case of listed 

companies.738 Exemptions were initially made in the case of 

infrastructure companies739 and unlisted companies in the information 

technology companies, which were allowed to offer upto 10% instead 

of 25%. The latter category of companies had to satisfy certain 

734 Circular PMD / PKN /2390196 dated 4·4·1996 
735 lClause 3 of Part B of Clarification No XXV dated 11-10·1999 vide RMB (DIP Series) 
Circular No 2 (1999-2000) daled 11·10· 1999 
735 All financial data affecled by the changes in denomination of shares were to be clearly and 
unambiguously presented in the offer document. [ii] Comparison of f1na'ncial ra llos 
representing value per share and cornparlson of stock markel data in respect of price and 
volume of securities were to be clearly and unambiguously presented in the offer document 
and lliij the capital structure incorporated In the offer document were to be clearly presented, 
giving all the details pertaining to the change in denomination of shares. [Part E of Clarifica tion 
No XXV dated 11·10-1999 vide RMB (DIP Series) Circular No 2 (1999-2000) daled 11 -10-
1999] 
737 Rule 19(2)(b) of the SCR Rules, 1957, as modified 
738 Clause 8.3.1 and 8.3,2 of DIPG 2000 
739 Clause 8.3.3; "infrastructure companies" have been defined in Clause 2.4.1 (fiI) of DfPG 
2000 
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conditions to qualify for the exemption.74o The rest of the issu~ was 

allowed to be allotted as reservations or firm allotments, subject to the 

relevant guidelines. Media I entertainment and telecommunication 

industries were added to the information technology sector later.741 ,742 

The regulations made an elaborate endeavour made to define these 

sectors. Defining these industries must have been quite daunting, 

given the emergent nature of these sectors and the consequent 

preference among a number of firms to be claim to be in one of these 

sectors so as to avail of the flexibility in dilution. [We do not discuss 

these definitions, given the elaborate nature, their limited use from the 

point of view of our research and the fact that these were quickly 

rendered irrelevant.] The dilution requirement was then modified to 

10% or 25%, as the case may be for all companies, both listed and 

unlisted, no· matter what industry they were in.743 Whether this resulted 

in a statistically significant drop in the extent of equity offered to the 

public following these changes in regulations, is an empirical issue. 

Unlisted companies were also allowed to seek exemption from rule 

19(2)(b) in case shares of the unlisted company had been allotted to 

shareholders of a listed company, pursuant to a scheme of 

reconstruction or amalgamation under the provisions of the Companies 

Act, 1956 and where the scheme had been sanctioned by the High 

CourtS.744 This exemption was subject to a number of rules, the broad 

thrust of which is to ensure that [i] in place of listing 25% of the shares 

of the transferor they are allotted to shareholders of the listed 

company, achieving indirectly thereby a minimum public shareholding 

740 Vide Clarification No XXVI in RMB (DIP Series) Circular No 3 [1 999-2000] dated 15-10-
1999. The condit ions were [1] minimum of twenty lakh securities to be offered 10 the public 
excluding reservation. firm allotment and promoters' contribution and [2] minimum size of offer 
to public of Rs 50 crores. 
741 Vide OIP (Compendium) Circular No 3 dated 4-8-2000 
m vide OIP (Compendium) Circular No 3 dated 4-8-2000 
N 3 Clauses 8.3.1 and 8.3.2 modified vide RMB (Compendium) Series Circular No 1 dated July 
17, 2001 
744 Clause 8.3.5 of DIPG 2000. inserted vide RMB (Compendium) Series Circular No 1 dated 
17-7-2001 
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and [ii] consequent to the scheme the shares transferred do not 

escape the minimum lock-in that they were originally subject to.745 

Finally, the guidelines required a body corporate making a public to 

have at least five public shareholders for every Rs 1 lakh of net capital 

offer made to the public.746 

The distribution criteria were sought to be made a part of the access 

criteria by requiring that for an unlisted company to qualify for an IPO it 

was to have at least one thousand prospective allottees.747 

6.5 Investor Protection 

We have discussed briefly the idea of investor protection in the 

previous chapter and the measures that may be possibly conceived for 

the same. Broadly, the e.rtire guidelines may be viewed as measures 

intended to protect the investor. However, certain specific provisions 

may be viewed as measures intended to protect the investor from 

actions that are outright and immediately harmful to investors. We 

trace the key regulatory elements of the latter kind in this section. 

The provisions ranged from measures to prevent outright fraud on the 

part of issuers and their promoters to elimination of practices that 

would have impaired investor welfare in less egregious ways. For eg. , 

the guidelines required that if the company made arrangements have 

to be communicated to shareholders.746 Provisions were also enacted 

to prevent fraudulent encashment of refund orders.749 

6.5.1 Payment Mechanism for Investors 

7'\5 Various provisions of Clause 6.3.5 of DIPG 2000 
746 Vide SMD/RCG/JJ/1819/96 dated 15-5·96 
747 Reg 2.2.2A of DIPG In1roduced Circular No 11. dated 14-8-2003 
74S Section V of Clarification No VI II dated 10-8-1993 
749 Section VI of Clarification No VII dated 10-8-1993 
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.. The guidelines specified requirements relating to the handling of stock 

invests. The purpose of stock invests was to ensure that investors did 

not lose out on the opportunity to earn a return on their funds while 

their application for shares was being processed. This was significant 

given [i] the relatively high cost of funds in those days [in excess of 

12% per annum for one year bank deposits], the low likelihood of 

allotments given the high levels of oversubscription for many popular 

issues and the long time that it took investors to receive allotments or 

refunds [in excess of 70 days, most of the time. Stock invests fell out 

of favour because of their numerous limitations as well as their 

irrelevance in an environment where the conditions outlined earlier that 

made them useful had all changed. All provisions relating to stock 

invests were dropped in 2004, with the withdrawal of stock invests as a 

payment mechanism.75o 

6.5.2 Liability for wrong certification 

These provisions comprised an assurance to the investor about the 

nature of information provided to them by the issuer with provisions 

that render the certifying party liable in case of negligence in such 

certification. For eg., the guidelines required that in addition to 

providing details of who constituted promoters and their individual 

shareholding, the issuer would provide to the SEs details of the 

Permanent Account Number, Passport Number and Bank Account 

Number of the promoters at the time of filing the draft offer documents 

to the promoters.751 Similarly, to ensure that the securities had the 

benefit of dematerialized trading the LMB was required to ensure that 

the issuer had entered into an agreement with all depositories and also 

750 Most of these proviSions were dropped vide SEBI/CFD/DILIDIP/12/2004/8/4 dated 4-8-2004 
and vide SEBI/CFD/DILIDIP/14/2005/25/1 dated 25-1-2005 
751 Vide SEBI/CFDlDlLlDIP/Circular No 11 dated 14-8-2003 
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provide an option to subscribers to the issue to receive securities in a 

dematerialized form752 and that in the case of unlisted companies 

trading was to be in dematerialized form only.753 (The benefits of 

dematerialized trading have been discussed elsewhere in this thesis.) 

6.5.3 Mitigating risk due to non availability of funds and diversion of 

funds 

One of the important sources of risk was that the proposed project 

might not be completed due to non availability of funds, leaving the 

_ investor's funds stuck in half complete projects. The regulations had 

been aware of this issue for a long time. This was sought to be 

addressed in the following ways: [i] Disclosure of Investment Outlays 

and the means of financing for the same. These provisions have been 

discussed as part of the disclosure related requirements [ii] 

Underwriting [iii] Provisions relating to tying up means of financing [v] 

Mobilisation of promoters' contribution [vi] Disclosure relating to 

deployment of funds 

6.5.4 Underwriting 

All public issues had to be underwritten. Underwriting had to be to the 

extent of net offer to the public,754 so as to ensure a minimum 

subscription of 90%?55 The stipulation regarding underwriting was 

withdrawn subsequently "so as to reduce the cost of the issue' and the 

same was left to the issuer's option.756 However, the issuer was 

752 Vide SEBI Circular No RMB (Compendium) Series Circular No 2 (1999-2000) dated 16-2-
2000. This requirement was originally introduced vide Clarification XXV in RMB (DIP Series) 
Circular No 2, (1999-2000) dated 11-10-1999. This came into effect w.eJ 11-10-1999. This 
requirement was made a part of the eligibility criteria for a company to make a public issue. 
753 Clause 6.35 (c) vide Vide SEBI Circular No RMB (Compendium) Series Circular No 2 
~1999-2000) dated 16-2-2000. 
54 Clause D of Clarification No I dated 17-6-1992 

755 Clause D of DIPG 1992 
756 Press Release dated 12-10-1974 cited in Taxmann's Corporate Laws (1998) 
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required to refund the subscription amount if 90% of net offer to the 

public was not received from the public subscription757, and in the 

event of under-subscription, subscription from the underwriter against 

their contractual obligations on devolvement and lor other sources 

could also be used to meet the minimum requirement of 90%.758 

The regulations required that in case of non-receipt of 90% of the 

issued amount (receipts from public subscription and accepted 

devolvement from underwriters, taken together, within 120 days from 

the opening of the issue, the company was to refund the subscription 

amount in full.759 The period allowed was reduced to sixty days from 

the date of closure of the issue subsequently. Simultaneous 

procurement of devolvement from other sources was also permitted, 

subject to disclosures being made in the prospectus.760 

6.5.5 Securing Means of Financing 

The DIPG introduced a provision in 2003 that required that a public or 

a rights issue of securities could be offered only if 75% of the financing 

other than through the proposed offering had been tied Up.761 The 

provisions perhaps intended that at least 75% of the financing was to 

be tied up although the provisions did not say so. 

6.5.6 Mobilisation of Promoters' Funds 

Given that the minimum promoters' contribution was a mandated 

requirement there could have been an incentive for the promoter to 

757 This requirement did not apply to offers for sale vide Part D of Clarification No XVI dated 
- 17-7-1996 

758 The option to approach other sources was added vide Clarification No XIX dated 14-5-1997 
759 Clause (b) of Section D of DIPG 1992 
760 Clause ( I ) of Part A of Clarification No XIX dated 14-5-1997 
761 Clause 2.8 of DIPG introduced vide SEBl/CFDIDILlDIP/Clrcular No 11 dated 14-8-2003 
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misuse or divert funds from the public issue and show them as his 

cash contribution that the promoters were required bring to the 

business. While these would have involved deceitful means which 

would have constituted fraudulent acts, SEBI appears to have not ruled 

out this possibility, as suggested by the provisions below. 

The guidelines initially required that the entire promoters' contribution 

was to be brought in before the public issue762 and that the capital 

brought in was to be made fully paid up before the public issue763, 

except in cases where the issue proceeds were subject to 

monitoring.764 The requirement must have posed many practical 

problems, apart from leaving open problems of interpretation of terms 

such as "before the public issue".765 After several clarifications766 

eventually this was simplified to state that where the promoters' 

contribution exceeded Rs 100 crores, the promoters could bring in fifty 

percent of their contribution, including premium if any, before the 

opening of the issue to the public and balance fifty percent to be 

brought in pro rata, before the calls on the public are made.767 This 

was modified that in the case of issues of greater than Rs 100 crores, 

50% of the contribution was to be brought in before the opening of the 

issue and the remaining pro rata, in advance, before calls are made on 

the public.768 This was further relaxed by requiring that if the minimum 

762 Clause J (b) and J (c) of DIPG 1992 
763 Clause J of Clarification No.1 dated 17-6·1992 
764 Clause (b) Section L of Clarification No II to DIPG dated 16·7·1992 
765 For Instance did it mean the opening of the issue, closing of the issue. allotment of shares 
and so on? Given that issues took a long time In the early days. this difference could have 
been important. 
71»rhis requirement WaS subsequently modified as follows In Ihe case of capital Intensive 
projects with a large equity base" and "long gestation period" \Clause 2.1 of Clarification No VII 
dated 10·8·1993]. A deferred plan for bringing In the promoters' contribution rr the premium 
charged for the project was not greater t.han lhe face value of the equity share was provided, 
subject to various conditions [Clause 2.3 to 2.6 of Clarification No VII dated 10·8·1993). In all 
other cases the promoters' contribution had to be brought in before lhe public issue as per the 
guidelines. Neither the idea of a large eqully base nor that of a long gestation period was 
defined. 
767 Clarification No XVII dated 9·12-1996. with immediate effect 
7GB Clause 2.5 (a) of Clarification No V II dated 10·8· 1993. The guidelines required Ihe receipt 
of funds by the company 10 be certified by a chartered accountant and Ihe allolment of 
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J 
contribution exceeded Rs 100 crores a contribution of Rs 100 crores 

was to be brought in before the public issue and the remaining brought 

in on a pro rata basis as above.769 The requirement of bringing in 

funds before the public issue was clarified as at least one day before 

the issue opening date.77o As a further measure of protection, and 

presumably to pre-empt withdrawal of funds or diversion of the same to 

uses other than that stated in the project, the funds were required to be 

kept in an escrowaccount.771 

6.5.7 Disclosure relating to deployment of funds 

Where the issue proceeds were more than Rs 250 crores (increased to 

Rs 500 crores subsequently772) the issuer was to voluntarily disclose 

and make arrangements for the use of proceeds of the issue as per the 

disclosure. Such utilization was to be monitored by one of the financial 

institutions. A copy of the monitoring report was to be filed with SESI 

by the institutions and the company for "purposes of record".773 The 

prospectus had to provide details of the deployment of the use of 

promoters' contribution where it had already been brought in prior to 

the public issue and deployed.774 

6.5.8 Safety Nets 

A safety net provision had been made for original a"ottees upto 500 

shares per allottee (increased to 1000 shares subsequently)775. 

securities against the same to be evidenced by a resolution of the Board of Directors. [Clause 
2.5 (c) of Clarification No VII dated 10-8-1993.] This was formally applied to all cases where 
the contribution exceeded Rs 100 crores vide Clause 1, Part C of Clarification No XVII dated 9-
12-1996. 
7Q9 Vide Circular dated August 4, 2000 
770 Clause 4.9.1 of DIPG 2000 as of March 2000 
771 Clause 4 .9.1 modified vide DIP (Compendium) Circular No 3, dated 4-8-2000 
772 Section I of Clarification No II dated 16-7·1992 
m Clause I (a) of DIPG 1992 
m Proviso to Clause 4.9.1 modified vide DIP (Compendium) Circular No 3, dated 4-8-2000 
7T5 Clause I, Part C of Clarification No XI II da ted 12-10-1995 
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Details of such allotment were required to be disclosed in the 

prospectus, the scheme itself was to be valid for six months from the 

last date of dispatch of securities and the financial capacity of the 

person making the facility available was required to be disclosed in the 

prospectus.776 

6.5.9 Integrity of Allotment Processes 

The guidelines required that the LMB responsible for post issue 

obligations ensured that a public representative nominated by SEBI 

was associated in the process of finalisation of basis of allotment in the 

case of par issues with a subscription of more than five times and in 

the case of premium issues with a subscription of more than two times. 

This was subsequently withdrawn.777 The onus.of ensuring that the 

"basis of allotment was finalized in a fair and proper manner" now was 

transferred to the LMB and the RTI and the Executive Director or 

Managing Director, as the case may be, of the Designated SE.778 The 

guidelines had provisions for allotment under a proportionate allotment 

procedure.779 Previously, this requirement was limited to 

oversubscribed issues, until it was modified to th~ requirement noted 

above.78o Further, the drawl of lots to finalise the basis of allotment, 

where required, (see discussion on allotment process) was to be done 

in the presence of a public representative on the Governing Board of 

the Designated SE.781 Finally, the basis of allotment had to be signed 

as "correct" by the ED/MD of the Designated SE, the LMB responsible 

776 Clause 4 of Clarification No VIII dated 11-1 0-1993 
777 Deleted vide SEBI Circular No RMB (Compendium) Series Circular No 2 (1999-2000) dated 
16-2-2000. 
ns Reg 7.1 of OIPG 2000, modified most recenLly vide SEBlfCFDIDILlDIPfCircular No 11 
dated 14-8-2003 to replace Regional SE with tile term Designated SE. 
719 Reg 7.6,1.1 of OIPG 2000. 
780 Modified vide SEBI Ci rcular No RMB (Compendium) Series Ciroular No 2 (1999-2000) 
dated '16-2-2000, 
781 Reg 7.6.2 introduced vide SEBI Circular No RMB (Compendium) Series Circular No 2 
(1999-2000) dated 16-2-2000 and modified vide SEBIICF DfDI LfDIP/Circuiar No 11 dated 14-8-
2003 to replace Regional SE with the term Designated SE. 
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for post issue obligations, the RTI and the public representative of the 

Designated SE (where applicable).782 (The guidelines did not define 

"correct" but it would be reasonable to presume that it refers to 

compliance with the aforementioned provisions relating to the 

procedure for allotment.) 

The existence of this provision clearly pointed to the likely existence of 

practices that were not fair to all investors in the allotment process. 

The prevalence of such practices has been noted in the financial 

press. The issue of fair play assumes significance for two reasons, if 

not more. One, the prevalence of under-pricing at the IPOs has been 

noted in the literature on Indian IPOs. Allotments at IPOs therefore 

mean nearly assured short term capital gains. Secondly, allotments 

may be used to "corner shares" and thereby get around the 

requirements of widespread shareholding under Rule 19(2)(b). The 

subsequent. requirements relating to a minimum of shareholders after 

the issue783 and the compliance with the condition for continued listing 

point to the possible abuse of the allotment process for the purpose of 

defeating the requirements of Rule 19(2)(b). 

6.5.10 Quality Assessment 

Among the most recent initiatives of SEBI for investor protection, 

companies have been allowed to opt for grading of the issue from one 

or more credit rating agencies. Where such grading was obtained, the 

issuer has been required to disclose all ratings, including those that 

have not been "accepted" by the company. Although the guidelines 

did not specify it is presumed that the grading had to be obtained from 

782 Reg 7.6.3 introduced vide SESI Circular No RMS (Compendium) Series Circular No 2 
(1999-2000) dated 16-2-2000 and modified SEBl/CFD/DIUDIP/Circular No 11 dated 14-8-
2003 to replace Regional SE with the term DeSignated SE. 
783 Reg 2.2.2A of DIPG 2000 inserted vide SEBIICFD/DIUDIP/Circular No 11 dated 14-8-2003 
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those credit rating agencies that are registered with SEBI.784 We 

discuss the benefits of this in the previous chapter. 

6.5.11 Certification 

The responsibility for ensuring the accuracy of disclosures in the offer 

document was cast upon the LMB. By making it a part of the 

disclaimers in the offer document the regulations sought to establish a 

liability on the LMB towards the issuer for ensuring accuracy of the 

disclosure.785 In addition to the due diligence certificate to be furnished 

along with the draft prospectus, the lead manager was also required to 

[i] certify that the amendments suggested / observations made by SEBI 

had been given effect to in the prospectus [ii] furnish a fresh "due 

diligence" certificate at the time of filing the prospectus with the RoC 

[iii] furnish a fresh certificate immediately before opening of the issue 

that no corrective action was needed and [iii] furnish a fresh 

"compliance certificate" before the issue is closed for subscription .786 

The LMB was required to certify that listed companies were complying 

with requirements relating to filing of periodic information and redressal 

of investor grievances.787 

6.5.12 Issue related processes and logistics 

6.5.12.1 Issue Process 

The LMB was to ensure that one (or more than one RTls, depending 

on the size of the issue), registered with SEBI was (were) appointed in 

7B4 Clause 5.6B of DIPG 2000 introduced vide SEBI/CFD/DILIDIP/21/2006/24/4 dated 24-4-
2006 
7es Reg 6.3.3. of DIPG 2000 
766 Clause 3 of Section C of Clarification No XIII dated 12-10-1995 
787 Clause 5.3.3.2 or DIPG 2000 introduced vide SEBIICFD/DILIDIP/19/2006/31/3 dated 31-3-
2006 
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all public issues.' The RTI was primarily and solely responsible for all 

the activities assigned to him for the issue management. 788 

6.5.12.2 Acknowledgement from SEBI 

Initially the guidelines required that the acknowledgement card was 

valid for a period of three months from the date of issue of the same. 

Further, the LMB was required to ensure that the audited and 

unaudited statements should were not to be more than six months old 

from the issue opening date.789 This was extended to state the issue 

was to open within a period of 365 days from the date of issuance of 
/ 

the observation letter, if any, or within 365 days of from the date of 

filing of draft offer document with SESI in case no observation letter 

had been issued.79o This period was subsequently reduced to three 

months from the relevant date.791 The subscription list was to be kept 

open for a period of at least three days and disclosed in the 

prospectus.792 The guidelines dropped the requirement of 

acknowledgement card in the case of body corporates with a three 

year track record or in cases where the issue was proposed to be 

listed with OTCEI.793 The requirements of vetting of offer documents 

as well as obtaining an acknowledgement card were both dropped in 

the case of any issue of securities by a body corporate that "was 

otherwise eligible to make an issue of securities." The same 

modification mandated that all issue of capital through a public issue 

was to be managed by a Category I MS. The gap between the closure 

dates of various issues such as rights and the issue to the Indian 

public was not to exceed thirty days.794 If the issue size was above Rs 

708 Clause 7.1 of Clarification No VIII daled 11-10-1993 
789 Clause 10.1 of Clarification No VIII dated 11-10·1993 
790 Part D of Clarifica tion No XIX vide RMB (DIP Series) Circular No 5 (96-97) dated 14-5-1997 
79 1 Vide SEBI/CFD/DILIDIP Circular No 11 daled 14-8-2003 
792 Clause P (a) of DIPG 1992 
793 Clause I, Part C of Clarification No XVI dated 17-7-1996 
794 Clause P (e) of DIPG 1992 
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250 crores the amount to be collected on application and allotment on 

various issues was not to exceed 25% of the total quantum of issue.795 

No retention of excess subscription was allowed.796 

6.5.12.3 Timeline for opening and closing of issue 

The time gap between the filing of the offer documents with RoC and 

the date of opening of the subscription list was reduced from 24 days 

to 10 days. The period of ten days was supposed to provide for the 

time required for both dispatch of application forms as well as public 

announcement of the issue. This time period was made applicable to 

all companies making an issue of capital to the public through a 

prospectus.797 

6.5.12.4 Flow of Information 

The guidelines provided for periodic flow of information to SESI on the 

progress of the issue. Within 45 days of the closure of an issue a 

report in the prescribed form with a compliance certificate from the 

Chartered Accountant was to be forwarded to SESI by the lead 

managers?98 The frequency of reporting subsequently provided for a 3 

day post-issue monitoring report and a 78 day post-issue monitoring 

report in the case of public issues?99 

6.5.12.5 Oversubscription. Issue Size 

795 Clause I (b) or OIPG 1992 
790 Clause P (c ) of OIPG 1992 
797 Circular No SMO I Policy I CIR-35/97 dated 22-12-1997 
798 Clause P (d) of OIPG 1992 
799 SEBI RMB (GI Series) Circular No 3 (1995-96) dated 26-7-1995 REFERENCE NOT 
LOCATED 
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The issue size was not to be greater than the amount specified in the 

prospectus and no retention of over-subscription was allowed "under 

any circumstances.',800 This was subsequently modified to provide for 

excess subscription that had to be retained to meet the requirement of 

shares while rounding off allotments in case of an over-subscription. 

Retention of up to 10% of the size of the offering was allowed for this 

purpose.801 Eventually SEBI introduced the green shoe option in line 

with practices in other securities markets. 

Presumably in response to the massive increase in applications and 

the consequent demand on the issue management infrastructure SEBI 

stipulated that applications had to be of a minimum number of 200 

shares of face value of Rs 10 each per share or a minimum investment 

of Rs 2000 (including application, allotment and call monies) in the 

case of issues at a premium or other convertible as well as non­

convertible instruments.802 (It may be noted that the face value of 

denominations of Re 1 or multiples thereof had not been introduced at 

that time.) 

Allotments in case of successful applications were to be in tradable lots 

and the size of the minimum tradable lot depended on the issue price 

per share.803 The minimum application monies were to be not less 

than 25% of the issue price and applications could not be for less than 

the minimum marketable lot. In case of over-subscription, the number 

of shares were to be allotted in proportion to the extent of 

oversusbcription in that category subject to rounding off to the nearest 

800 Clause P ( c) of OIPG 1992 
801 Clarification No VIII dated 11-10-1993 w.e.f 1-12-1993 
802 Clarification No VIII daled 11-10-1993, as amended by Clarification No XVII dated 9-12-
1996 wi th Immediate effect. 
603 The regulations provided for a lot of 100 shares for Issue prices upto Rs 100 per share, 50 
shares for issue price between Rs 101 and Rs 400 and size of 10 shares for a price of Rs 400 
and above. 
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marketaple lot size.604 The provisions allowed for retention of an 

excess of 10% of the issue size, as noted earlier, so as to provide for 

the extra shares that were required for the rounding off. 

6.5.12.6 Collection and distribution logistics 

In an apparent attempt to ensure that application to a public issue was 

feasible for all investors, the guidelines required that the issue process 

provided for a minimum number of collection points where payments 

may have been made. This was initially fixed at thirty by SEBI.605 

Subsequently, in the case of issues whose size did not exceed Rs 10 

crores this was modified to a minimum of the four metros and 

locations, which had stock exchanges within the region in which the 

registered office of the issuer company was situated.606 This was 

further extended to all issues irrespective of size.607 The regulations 

also provided additionally for collection agents who were allowed to 

collect the application monies in any payment form other than cash. 

The acknowledgement provided by such collection agents was 

considered valid under the guidelines. Applications from locations that 

did not have either a collection centre or a collection agent were to be 

sent directly to the RTI by a Regd Post Ack Due with the payment by 

way of stockinvests. 

6.6 Price Discovery 

Earlier in this analysis we discussed the evolution of the pricing regime 

and the disclosure of the price in the offer document. In this section 

804 Thus if the number of shares entitled on proportionate basis was 130 and the marketable lot 
was 50 shares then the applicant was to be allotted 150 shares. If the number allotted was 
120 then \he applicant would be allotted 100 shares. 
805 Clause 6 of Clarification No VIII dated 11·10-1993 w.e.f 1-12-1993 
B06 Clarification No XII dated 29-9-1995 w.e.! 1-10-1995 
807 Clarification No XXIII vide RMB (DIP Series) Circular No 2 (98-99) dated 12-2-99 
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we discuss the provisions relating to the price discovery process and 

the provisions relating to the same. 

The first set of book building guidelines were issued in 1996. BOB The 

key provisions of this set of guidelines were as follows. 

The option to make a book built issue was provided to issuer 

companies which were making an issue of capital exceeding Rs 100 

crores. This was extended to all body corporates otherwise eligible to 

make an issue of capital to the public.B09 Sook building was envisaged 

as an alternative to firm allotments under the guidelines in force at that 

time and the book built portion was to be identified as "placement 

portion category" in the prospectus as opposed to the remaining 

(mandatory) 25% that was to be identified as "net offer to the public". 

Underwriting was mandatory to the extent of the net offer to the public 

in case of book building. The draft prospectus with all information 

except the price was to be filed with SESI as per the SESI guidelines in 

force; however the version of the same that was circulated to the 

institutional buyers who were eligible for the private placement as per 

the existing SESI guidelines and to the underwriters was to carry the 

price band within which the securities are being offered. SESI was to 

issue an acknowledgement card without mentioning the price or the 

price band. On receipt of the acknowledgement and determination of 

the issue price, within two days the prospectus was to be filed with the 

Registrar of Companies. 

The issuer was to appoint one of the LMSs as Sook Runner [BR]. The 

SR was to maintain a record of the names and number of securities 

ordered and the price at which the institutional buyer or underwriter 

808 Clarification No XIII dated 12-10-1995. References to specific proVisions below relate to 
this clarification. 
809 Vide Clause 1 of Part B of Clarification No XVII dated 9-12-1996 
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was willing to subscribe to the securities under the placement portion. 

The underwriters were to maintain a record of the orders received by 

him out of the placement portion, aggregate the offers for subscription 

so received and intimate the book runner about the same. Institutional 

investors could also forward their orders, if any, to the BR. The BR 

was to determine the issue price on the basis of this information, 

provided that the price for the placement as well as the offer to the 

public were the same. Once the price was determined, the underwriter 

was to enter into an underwriting agreement with the issuer indicating 

the number of securities as well as the price at which the underwriter 

was to subscribe to the securities. Spillovers from both placement and 

retail sections could be allotted to the other category in the event of 

under-subscription in that category.810 

One day prior to the opening of the issue the BR was to collect from 

the institutional buyers and the underwriters application forms along 

with the application monies to the extent of the securities proposed to 

be allotted to them. The BR had the option to require the underwriters 

to the net offer to the public to pay in advance all monies to be paid in 

respect of their underwriting commitment. The issuer had to open two 

different accounts for collection of application monies, one each for the 

private placement and public subscription portions. Payment of 

interest was allowed till the date of allotment or deemed date of 

allotment, provided interest payment was given uniformly to all 

applicants.811 

Allotments for the private placement were to be made on the second 

day from the closure of the issue. In case the underwriters had to pay 

the amounts in advance the shares allotted in the private placement 

810 Vide Clause 3 of Part B of Clarification No XVII dated 9-12-1996 
811 Vide Clause 3 of Part B of Clarification No XVII dated 9-12-1996. 
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category were to be listed by the eleventh day from the closure of the 

issue. Securities allotted under the public category were listed as per 

prevailing statut6ry regulations. One implication of this would have 

been that the two sets of securities would not have been pari passu 

with each other, having been allotted on different days. This 

discrepancy was resolved by requiring that issuer was to have one 

date of allotment which was deemed to be the date of allotment for 

both the public as well as the placement portion of the issue.812 

The first major revamp of the BB guidelines was issued in October 

1997 with the announcement of the 100% BB facility. By a further 

modification in 1999, these guidelines, as amended, were made the 

only operative guidelines.813 The guidelines of 1996 discussed above 

were rendered irrelevant. 

Initially the 100% BB fa?ility was open only to issues of Rs 100 crores 

or more. This was modified to extend it to companies with a paid up 

capital of Rs 25 crores or more.814 BB was available only for the 

portion of the issue other than promoters' contribution and allocation 

made to permanent employees of the company, permanent employees 

of the promoting company in the case of new companies, shareholders 

of promoting companies in the case of a new company and 

shareholders of group companies in the case of an existing company 

either on a "competitive basis" or "firm allotment" basis. The guidelines 

introduced the concept of a Lead Book Runner [LBR], who had to be a 

Category I Merchant Banker, a requirement that was not there in the 

previous guideline. The other Category I merchant bankers were 

referred to as Co-Book Runners. However the primary responsibility of 

612 Clarification No XVII dated 9-12-1996 
613 Clause 1 of Part A of Clarification No XXVII in RMB (DIP Series) Circular No 4 (1999-2000) 
dated 26-11-1999. 
614 Vide Part A of Clarification No XXIII in RMB (DIP Series) Circular No 2 (98-99) dated 12-2-
99. These provisions are effective from 9-8-1998. 
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the building the book was to be that of the Lead BR. In case the BB 

process involved more than one LBR the rights, obligations and 

responsibilities of each had to be delineated.815 The manner of 

engagement with the BRs and the salient aspects of the prescribed 

issue management process are in the footnotes below.816 

615 Annexure Ito Clariftcalion No XVII dated 9-12-1996 
1116 The BRs were to appoint as "syndicate members" SEBI regislered intermediaries who were 
permitted to carry on Ihe activity of an underwriter. The detailS of these syndicate members 
were also to be indicated in the offer dooumenl in addition to Ihe details of other intermediaries 
such as banker to the issue, registrar and so on, [Annexure Ito Clarification No XVII dated 9-
12-1996J. As in the previous guidelines Ihe draft offer documenl filed with SEBI had 10 provide 
all details except the price; but the size of the issue had to be mentioned in the draft 
prospectus. This was later modified as "either lhe issue size or the number of securities to be 
offered to lhe public, subject to compliance with the requirement of Rule 19(2)(b) of Ihe 
Securities Contracts (Regulation) Rules, 1957 as modified from lime 10 lime", [Clause 2 '(I) of 
Part A of Clariflcalion No XXVII in RMB (DIP Series) Circular No 4 (1999-2000) dated 26-11-
1999.) In addition, the documents were to also slate that l'The Issue price had been 
determined by the issuer In oonsullation with the Book Runner(s), on the basis of assessment 
of market demand for the offered securities by way of book buildlng".[ Annexure Ito 
Clarifioalion No XVII dated 9-12-1996] This was in place of accounting ratios that would have 
constituted the basis for priCing in a non-book built' issue. [ Those disclosure requirements had 
been specified vide Clause 7. Clarification XIV, which dealt with the Basis for Issue Price.) The 
guidelines required that inveslors be provided more or less the same accounting ratios, bul 
based on audited Information. [These were nJ EPS pre issue fofthe last three years, adjusted 
for changes in capital [ii) prE pre issue and comparison thereof wilh Industry PIE where 
available (giving Ihe source from ~hich Industry PIE has been taken) [iii] Average Return on 
Net Worth in the last three years [iv] Net Asset Value per share based on last balance sheet. 
These ralios were 10 be calculated after giving effect 10 increase in capital on account of 
compulsory conversions as well as exercise of options, if any.] [vide Annexure I to Clarification 
No XVII dated 9-12-1996) Additional disclosures with respect to the arrangements made for 
meeting the deficit in the means of financing and the pattern of deployment of excess funds 
were required by a later modification. [Clause 2 (i) of Part A of Clarification No XXVII in RMB 
(DIP Series) Circular No 4 (1999-2000) dated 26-11-1999.] 
An additional 10% of the size of the offer to the public through the prospectus had to be 

compulsorily offered. 

After receiving the final observations; if any, on Ihe offer document from SEBI, the issuer 
company could issue an advertisement in an English daily with wide circulation, a Hindi 
national newspaper and a regional language newspaper with wide circulation at the place 
where the registered office of the issuer is situated. The advertisement was required 10 
provide the following items of information. 0) Date of opening and clOSing of the bidding [not 
less Ihan five days) (ii) The method and process of bidding [iii] Names and addresses of 
syndicate members as well as the bidding terminals for accepting the bids. A series of 
advertisements was required to be Issued for a conllnuous period of three days in the same 
kind of newspapers as above, announcing the price, determined on t'he basis of bidding, as 
well as a lable showing the number of securities applied for and the amount payable by the 
Investor. These advertisements were to be issued such Ihat there was a minimum gap of five 
days and Ihe issue opening date. The advertisement may be issued before Ihe filing of the 
offer document with the R0C, [Annexure IV 10 Clarificatlon No XV II dated 9-12-1996, providing 
Model Time Frame for Book Building] 

The guidelines had provisions regarding the bidding process. [Annexure II to Clarification No 
XVII dated 9-12-1996] 

The BR was to maintain a final book of demand showing the result of the allocation process. 
The BRs and other Intermediaries who were involved in the BB process were to maintain 
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records of the BB prices. SEBI had the right to inspect the records, books and documents 
relating to the BB process. 

The BR and the issuer company were 1"0 determine the issue price [also referred to as the cut 
off price], based on the bids received through the syndicate members and tne number of 
securities shall be determined as the Issue size determined by the price. In a later 
development, the issuer was permitted to fix a minimum bid size for the BB portion. [Clause 2 
(I) of Part A of Clarification No XXVII in RMB (DIP Series) Circular No 4 (1999-2000) dated 26-
11-1999.) All bidders whose bids are above the cut off price were entitled to allotment of 
securities . Investors were to be Intimated about their entitlement Immediately upon 
determination of the same. Investors who were entitled to allotment were not to be paid any 
inoentive in cash or kind. Syndicate members were to enter into an underwriting agreement 
with the BRs indicating the number of securities they would subscribe to at the predetermined 
price. This arrangement did not cover allotments that were excluded earlier from the purview 
of the book building process. The BR was to In turn enter into an underwriting agreement with 
the issuer and be responsible for bringing in the devolved amount in case syndicate members 
defaulted. The final prospectus containing all disclosures as per SEBI Guidelines and 
including the price and number of securities proposed to be issued were to be med with the 
RoC. 

The offer to the public was to remain open for at least three working days after completing the 
requirement of advertisement and dispatch of issue material to the SEs. The guidelines 
prescribed that after Ihe final observation has been received on the offer documents the 
requisite number of copIes of offer documents and applications forms were to be dispatched to 
active members of SEs where shares tisted as well as olher to SEs. The forms and copies of 
offer documents were to be dispatched such that a gap of fourteen days is maintained 
between the receipt of the applicat ions and Ihe issue opening date. [Annexure IV to 
Clarification No XVII dated 9-12-1996 providing Book Building Model Time Frame.] The issuer 
was to arrange for collection of application forms by appointing mandatory collection centers, 
the number of such centers depending upon the size of Ihe issue. Those inveslors who 
participated in the bidding and were intimated about Ihelr entillement were required to stlbmit 
the application form along with the application monies. Other individual inveslors who had hot 
received intimation of enti tlement or who had not participated In the bidding process may also 
make an application. Allotment was to be made no later than fifteen days from the closure of 
Ihe issue failing which interest will be paid to investors @ 15%. [II i's presumed that the rate 
was per annum; the guidelines were not explicit aboutthls.J 

At least 10% of the issue was reserved for individual Investors who had not participated In Ihe 
bidding process or had not received intimation of entillemenl 10 allotment. [The guidelines 
clarified that those who had bid and received intimation of entitlement were not eligible for thIs 
10% allocation.) The 10% allocation was with reference 10 the net offer 10 the public; net offer 
was defined as the pOsllssue capital In an IPO or the issue size in the case of a listed 
company making a fur1her public issue less Ihe promoters' partiCipation. The shares Issued 
under Ihis category were considered to be In excess of the original offer. The number of 
securllies being allocated under this category had to be added to Ihe base Initially proposed 
[i .e., without taking into account this 10%) paid up capital (in the case of an IPO) or the Issue 
size (in the case of a follow on public offering) as the case may have been. The minimum 
promoters' contribution had to meet Ihe norms required under DIPG [Clause 4.1 and 4.3 of 
OIPG 2000 respectively for IPOs and FPOs] on the basIs of Ihese enhanced number of 
securities 'lo be issued. [Annexure II to Clarification No XVII dated 9-12-1996) In Ihe case of 
an IPO by way of an OFS the issue size dId not get increased since the size of the paid up 
capital did not get altered by Ihese allocations. [Annexure III to Cla ri fication No XVII dated 9-
12-1996] Further, 15% of U,e issue size was to be reserved for Individual investors applying 
for up to ten tradable lots through syndicate members. [Although the guidelines used Ihe term 
"Issue size" as the basis for calcula·ting 15% reserva<!ion for this category, the aclual reference 
point was the post issue capital as provided in the clarlticatory example in the guideline. -
Annexure 11110 Clarification No XVII dated 9-12-1996]. Allotment to investors under these 
reservations was on a proportionate basis. 
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Chapter VII 

Issuance Activity in the Primary Market: Trends and Outcomes 

The focus of this thesis is on an economic analysis of the current 

regulatory regime and tracing important developments in the evolution 

of the same. Our assessment of the regulation informs us that as it 

stands currently the regulation has adequate provisions to enable the 

efficient functioning of the market. While scope for improvement and 

efficiency gains remains, it has to be acknowledged that several 

important changes have been initiated over the years to improve 

efficiency. 

Our review needs to be complemented by asking three related 

questions. First, have the regulations led to the market outcomes 

intended or desired by the regulator? Second, have these initiatives 

been cost efficient? Third, have the market outcomes attributable to 

these regulatory initiatives enhanced efficiency in a Pareto sense or in 

a Hicks-Kaldor sense?817 All of these are complex questions and 

require considerable research effort. This chapter examines data from 

the issuance activity in the primary market to see if there are broad 

patterns across the years that might suggest that the regulations may 

have led to market outcomes intended by the regulation. These 

patterns may thereafter be further examined more rigorously 

thereafter.818 We try to relate the trends, if any, across the years to 

8171n his book on Company Law, (Company Law: Theory, Structure and Operation, Clarendon 
Press, U.K. , 1997.) Brian Cheffins suggests lhal policy in the realm of securities regulation 
might target Hicks-Kaldor optimality. Under Pareto optimality the welfare of all concerned has 
10 be enhanced to yield a superior outcome in terms of welfare. In the Hicks-Kaldor paradigm 
the welfare of the system or community as a whole is enhanced while not every individual 
constituency might gain. In the context of securities regulation investors might appropriate 
most of the gains from an Improvement in welfare of the community, leaving behind issuers 
and Intermediaries, who are the otber main constituencies. 
SI H In empirical work, prior to 8nCillyzing the data using econometric or statisticallools, it is a 
common practice to examine whether the-data suggest tile existence of e,vldent patterns, In 
this chapter we conduct a simple analysis of lhe data using rudimentary statistical parameters. 
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