BUY BACK OF SHARES

Introduction:

As we were aware Indian Companies were not allowed to purchase it own securities prior to coming into come into force of companies Amendment Act 1999. The said amendment inserted new section 77A, 77AA, 77B into the Companies Act so as to enable Indian Companies to repurchase it own securities.

The purpose of insertion of these provisions into companies act was to enable companies to get rid of their unwanted surplus share capital through a process of repurchase for cancellation/ extinguishment without having to resort to lengthy process of reduction of share capital of the company through high court approval. Apart from these, Listed Companies desirous of buyback of shares are required to comply with SEBI buy back regulations. 

What is Buyback?

Simply put buyback of shares is processes where a company seeks to repurchase to it own securities from its existing shareholders directly through tender offer or from open market, i.e. through stock exchange. In other words is akin to a company investing in itself.

Why do companies buyback it own securities?

Buyback of securities offers several benefits to the company, particularly on financial fronts.

Buyback enables a company to get rid of their surplus unwanted share capital without recourse to reduction of share capital through High Court route under section 100 to 104 of the companies Act.

 Buyback entails repurchase of it own shares by a company which are subsequently extinguished, the resulting in decrease in the number of outstanding shares. Consequently, Earning per shares improves which turns leads to higher market value in the stock market since EPS closely influences market price of shares quoted on stock exchange.

Quite often buyback may resorted to as a tool to pop up the stock prices whenever company feels that its shares are undervalued in the stock market.

If a company cannot deploy the surplus cash in a growth process from which it would be able to maintain average return on capital employed and earning per shares, Board of Directors is the custodian of shareholders money, if it cannot add better value or even maintain the current rate of value addition, it should refund the money to the shareholders. The management may like to return surplus cash to shareholder in the form of buyback when there are no proper investment opportunities to maintain the rate of return.

Likewise, buyback would lower the P/E ratio in the wake of improvement in EPS. Lower P/E ratio is viewed positively to stock market. Thus improved EPS coupled with lower P/E ratio and higher ROA would have an overall positive impact on the stock prices. 

Buyback offer provide an easy exit route for the shareholders through which they can sell their share to the company itself at a premium, This is an attractive option for them particularly when shares of the company are undervalued.

What is the Sources of Buyback ?

Free Reserves

Securities Premium Account

Proceeds of an earlier issue of shares or other specified securities (Sec 77 A(1))

Buyback of any kind of shares is not allowed out of the proceeds of any earlier issue of same kind of shares.

Meaning of Free Reserves:

For the purpose of section 372A the term free reserves has being defined as those reserves which as per latest audited balance sheet are free for distribution as dividend and it includes balance of securities premium account. The term free reserves means the balance in the share premium account, capital and debenture redemption reserves shown or published in the balance sheet of the company and created by appropriation out of the profits of company, but does not include the balance in any reserves created:

For repayment of any future liability or for depreciation in assets or for bad debts;

By the revaluation of any assets of the company.

While determining the aggregate of paid up capital and free reserves the following items should be deducted:

Amount of accumulated losses

Balance of deferred revenue expenditure

Intangible assets

Buy back condition and limits:

Section 77 A(2) of the Companies Act, 1956 requires that buyback should e carried out if--

Authorised by its  articles;

A special resolution has been passed in the general meeting of the company authorising the buyback;

The buy back does not exceeds twenty five percent of the paid up capital and free reserves of the company; also a company cannot buy back more than twenty five percent of its paid up equity capital in any financial year.

The ratio of the debt owed by the company is not more than twice the capital and its free reserves after such buy back ( Debts include all amounts of unsecured and secured debts);

All the shares or other specified securities are fully paid up;

Buy back of shares or other securities listed on any recognised stock exchange should be carried out in accordance with the Regulation made by the Securities and Exchange Board of India in this behalf.

Buy back Resolution:

Buy back resolution can be passed in the Annual General Meeting called under section 166 of the Companies Act, 1956 or in any other general meeting called under section 171. If the buy back agenda is brought before a general meeting convened under section 171, its become a special business under section 173. In addition to the general requirement under section 173, it is necessary to enclose an explanatory statement with the notice of the meeting. Section 77 A(3) requires that a buy back notice should accompany the notice of the meeting and that explanatory statement should include the following information:

A full and complete disclosure of all material facts;

The necessity of buy back

The class of securities intended to be purchased under the buy back;

The amount to be invested under the buy back

The time limit for completion of the buy back.

Time limit and mode of buy back

As per section 77 A(4) of the companies Act 1956 the buy back should be completed within twelve months from the date of passing special resolution. Four modes of buy back have been specified in Section 77 A (5):

From the existing security holders on a proportionate basis;

From the open market;

From odd lots 

By purchasing the securities issued to employees pursuant to a scheme of stock option or sweat equity

Declaration of Solvency:
A company intending to buy back is required to furnish a declaration of solvency after passing buy back resolution. This declaration of solvency should be filed before making purchase to the SEBI and the Registrar of Companies. It should be in the prescribed form and verified by affidavit. The declaration of solvency is to the effect  that the Board has made a full inquiry into the affairs of the company as a result of which it is capable of meeting its liabilities and will not rendered insolvent within a period of one year of the date of declaration adopted by the Board.

Extinguishing bought back shares:

Section 77 A(7) requires that where a company buys back it own shares, it shall extinguish and physically destroy the securities so bought back within seven days of the last date of completion of buy back.

Bought back shares are called treasury stock. This treasury stock is utilised in the developed market for conversion of preference shares or debentures/bond into equity. This can be used for discharge of warrant. Treasury stock is also used for discharge of purchase consideration in merger and acquisition.

Restriction on further issue of shares:

Section 77A(8) requires that where a company complete a buy back of its securities, it shall not make further issue of same kind of securities within a period of twenty four months except by way of bonus issue or in the discharge of subsisting obligations such as conversion of warrants, stock options scheme, sweat equity or conversion  of preference shares or debentures into equity.

Maintenance of Registrar relating to Buy back:

Section 77A(9) requires that where a company buys back its securities it shall maintain a register of the securities so bought, the consideration paid for the securities bought back, the date of cancellation of securities and such other particulars as may be prescribed. 

Return of Buy back:

Section 77A(10) requires a company to file with ROC and the SEBI a return on completion of buy back. The return on completion of buy back. The return should contain the prescribed details. The return shall be submitted within thirty days from the date of completion of the buy back.

Prohibition of buy back:

Section 77B requires a company cannot buy back its shares or other securities in case any of the following defaults is subsisting:

Repayment of deposit or any interest thereon;

Redemption of debentures or preference shares;

Payment of dividend to any shareholders; and

Repayment of term loan or interest thereon to any financial institution or bank.

Stamp duty on Buy back:

Buy back is transfer transaction under section 2(47) of the Income tax 1961. Under section 2(47) of the Income tax 1961. Under section 3 of the Indian Stamp Act, 1899 read with Item No. 62 of Schedule I transfer of shares is chargeable to stamp duty.

Unless specifically exempt tendering shares under buy back requires an execution which is chargeable to stamp duty. And there is no special reason to exempt stamp duty chargeable on buy back. Stamp duty is payable by a person who executes transfer.

However, share  buy back through depository system is not subjected to stamp duty. 

Tender offer for buy back:

Buy back through tender offer is a method of buy back by which a company can buy back shares from its existing shareholders on proportionate basis. For buy back through tender offer it is necessary to make public announcement of buy back in atleast one English national daily,one Hindi national daily and one Regional language daily wide circulation at the place where the registered office of the company is situated.

A specified date should be announced in the public announcement which would be the date of reference for buy back offer. The shareholders whose name appear in the shareholder Register on the specified date should be given tender offer by the company. 

Procedure for the buy back of shares under tender offer method:

	Sr. No.
	Particular
	Time Limit

	1.
	Change article allowing buy back through  special resolution  in the general meeting
	21 days notice is required for convening a general meeting.

	2.
	Register resolution with the ROC 
	Within thirty days from the date of passing the resolution

	3.
	Convene BM to approve buy back amount and method
	

	4.
	Get the buy back approved in the general meeting through Special Resolution
	21 days notice is required for convening a general meeting.

	5.
	Register resolution with the ROC
	Within thirty days from the date of passing the resolution

	6.
	File the resolution to the SEBI and Stock Exchanges in case of listed companies
	Within seven days from the date of passing the resolution

	7.
	Public announcement in newspaper
	

	8.
	Fixing up specified date
	Not earlier than thirty days and not later than forty two days from the date of public announcement

	9.
	Letter offer should be filed with the SEBI through Merchant Banker
	Within seven days from the date of public announcement 

	10.
	Dispatch of letter of offer to the shareholder 
	It shall not dispatch earlier than 21 days from it submission to the SEBI.

	11.
	In case the SEBI proposes any changes in the draft offer letter , the company and merchant banker may consider to incorporate the same without any obligation
	

	12.
	Alongwith the draft letter, a declaration of solvency verified by the affidavit should also be submitted to the SEBI
	Form no 4A

	13.
	Date of opening of offer
	Not earlier than 7 days or not later than 30 days after the date of specified date

	14.
	Date of Closing of offer
	Buy back offer remains open for not less than 15 days and not more than 30 days.

	15.
	Opening of escrow account in the form of bank guarantee or deposit of securities
	Within 30 days from the date of closure of offer.

	16.
	Verification of shares offer to the shareholder
	Within 15 days from the date of closure of offer.

	17.
	Communication rejection
	

	18.
	Immediately after the date  of closure of buy back, the company has to open a special account to meet the payment obligation under buy back.
	On the next day of closure of offer

	19.
	Payment to the shareholder
	Within 7 days from the date of verification

	20.
	Extinguishment of Certificates in the presence of Registrar or Merchant Banker and the statutory auditor 
	Within 7 date from the date of acceptance of offer from the shareholder

	21.
	The company has to furnish a certificate to the SEBI regarding the extinguishment of share certificate
	Within 7 days of extinguishment of shares

	22.
	Statutory auditor has to five compliance certificate  as regards extinguishment of the bought back shares
	

	23.
	The company has to furnish the particulars of extinguishment of shares to the stock exchanges in which the shares are listed 
	within seven days from the date of extinguishment and destruction of the certificates

	24.
	Register should maintain regarding the share certificate so canceled and destroyed
	

	25.
	Filling of Return under sec 77 A (9) to the Registrar in  eform 4 c and also to the SEBI.
	Within 30 days from the date of completion of buy back..


Buy back through Stock Exchange:

 There are two alternatives methods available for buy back through open market operations

Through stock exchange operations;

Through book building operations.

Specification of maximum price and public announcement:

In the special resolution passed  for buy back maximum price to be offered should be specified. There is an upper ceiling of specification of maximum price. Specification of such and upper limit helps to prevent fixing buy back price at a very high level to the loss of the company's resources. 

Promoter and persons in control of the company are not allowed to participate in the stock exchange operation meant for buy back.

A merchant banker should b appointed for buy back through stock exchange operation also. A public announcement is to be made at least seven days prior to the commencement of the buy back.

Buy back shall be carried in the stock exchanges having electronics trading facilities. Buy back shall be carried only through order matching mechanism except all or none other mechanism. The company and the merchant banker shall give information to the stock exchange on daily basis regarding the shares purchased for buyback and the same shall be published in a national daily. The identity of the company as purchaser shall be disclosed on the electronic screen when the order is placed. 

Since the maximum price for buy back is specified in the public announcement, it is likely that price in the stock exchange will be stable around that price during the tenure of buy back. Thus it can influence the market price.

Procedure for buy back through stock exchange operation:

	Sr. No.
	Particular
	Time Limit

	1.
	Change article allowing buy back through  special resolution  in the general meeting
	21 days notice is required for convening a general meeting.

	2.
	Register resolution with the ROC 
	Within thirty days from the date of passing the resolution

	3.
	Convene BM to approve buy back amount and method
	

	4.
	Get the buy back approved in the general meeting through Special Resolution
	21 days notice is required for convening a general meeting.

	5.
	Register resolution with the ROC
	Within thirty days from the date of passing the resolution

	6.
	File the resolution to the SEBI and Stock Exchanges in case of listed companies
	Within seven days from the date of passing the resolution

	7.
	Appointment of merchant banker
	

	8. 
	Public announcement
	Seven days prior to commence ment of buy back

	9.
	Filling public announcement with the SEBI
	Within two days from the date of public announcements


Rest of the procedure is same as tender offer method.

Buy back through book building process:

Buy back of shares in the book building process is an important method of price fixation. The special resolution passed for buy back should specify the maximum price at which the buy back would be carried. It is then necessary to appoint merchant banker and make a public announcement for buy back 

Buy back should commence after seven days from the date of public announcement. A copy of the public announcement should be filed with the SEBI within two days from the date of public announcement

Price fixation through Dutch Auction method:

Under Dutch Auction method shareholders are asked to bid within the price range offered by the company. A Company may offer Rs. 100 to Rs. 130 for buy back . The lowest price may indicate the latest market price and the highest price may be the 52 week high price or price determined by Profit Earning Capacity Value or any other suitable value. Now the shareholders are entitle to bid for sale of their shares. Let us illustrate the bidding and pricing fixation. Bidding by the shareholder are given in Table  table below. The tendering shareholders may quote for shares looking at the post offer market price. Of course, they quote higher than the highest market price of the quoting date in expectation that other will quote close to the highest price offered by the company. However, the market price may not move up that much because of the fundamental factor or because of lower demand in the stock exchange resulting from wait and watch policy to be adopted by the potential investors

	Name of the shareholder
	No. Of shares offered
	Market price (High) on the date of offer
	Price Quoted (Rs.)

	A
	20000
	105
	110

	B
	34000
	115
	119

	C
	25000
	120
	118

	D
	50000
	120
	130

	E
	10000
	120
	125

	F
	60000
	120
	122

	G
	15000
	115
	121

	H
	12000
	115
	120

	I
	30000
	120
	130

	Total
	256000
	
	

	No. Of Shares to be buy back
	100000
	
	


For fixing up price it is necessary to arrange the offer in ascending order of quote. Then move from the lowest checking number of shares available against each quote. See  table below offers are arranged in order of quote in ascending order. Third column is indicating cumulative position of buy back at different price level. No. of shares offered at Rs. 110 is 20000, if the price is fixed at Rs. 110 buy back target of Rs 100000 shares cannot be purchased. If the price is fixed ar Rs. 118, maximum number of shares available would be 45000 which is also below the level of buyback target. At a price of Rs. 121, it would be possible to acquire 106000 shares which is above the buy back  target. So price should be fixed at Rs. 121. Each tendering shareholder who offered Rs. 121 or less should get a price  of Rs. 121. They should be offered proportionately. For example A should be offered 11867[ 20000*(100000/106000)] The formula offering is-

No. Of shares offered * buyback target/ total shares offered at price fixed or less 

	Name of the shareholder
	No. Of Shares offered
	Market Price(high) on the date of offer
	Price quoted (Rs.)
	Cumulative shares offered
	No. Of shares to be bought back

	A
	20000
	105
	110
	20000
	18867

	C
	25000
	120
	118
	45000
	23585

	B
	34000
	115
	119
	79000
	32076

	H
	12000
	115
	120
	91000
	11321

	G
	15000
	115
	121
	106000
	14151

	F
	60000
	120
	122
	166000
	

	E
	10000
	120
	125
	176000
	

	D
	50000
	120
	130
	226000
	

	I
	30000
	120
	120
	256000
	

	Total 
	256000
	
	
	
	

	No. Of Shares to be bought back
	100000
	
	
	
	


Procedure for the book building process is same as stock exchange operations

