ISGORGEMENT HAS
BEEN hogging headlines
in the recent months for a
very good reason—on
August 17,2023, the Secu-
rities and Exchange Board of India dis-
tributed the third tranche of 15 crore
from the disgorged amount to investors
who had lost money to IPO irregularities
in 2003-05; and for a not so good rea-
son—several high-profile disgorgement
orders are hitting roadblocks.

Regulatory jurisprudence wit-
nessed history in 2006 when Sebi,
through aninterim order, directed sev-
eral parties to disgorge an unlawful
gain of ¥126 crore after unearthing
IPO irregularities, one of the most
sophisticated scams in the securities
market. The order was, however, set
aside asthere was no final determina-
tion that the parties did something
wrong and they made unlawful gain
from. On final determination of the
matter, Sebi directed the miscreantsto
disgorge the unlawful gains. Both the
Securities Appellate Tribunal (SAT) and
the apex court upheld the direction,
though the statute then did not explic-
itly provide for it.

Aregulatorusually penalises a mis-
creant for a contravention through
suspension or the cancellation of reg-
istration or monetary penalties.These
sanctions are necessary, but are not
sufficient to pacify victims. Sebi cre-
ated historyagain in 2010,when itdis-
tributed Y23 crore from the disgorged
amount to victims of IPO irregulari-
ties. Subsequently, in July 2013, Par-
liament conferred on Sebi explicit
powers to direct disgorgement and
regulations enabled it to use the dis-
gorged amount for restitution. Sebi
disgorged further sums from the mis-
creants of [PO irregularities and dis-
tributed the second tranche of 18
crore to aggrieved investorsin 2015.

Disgorgement is an equitable rem-
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edy thataimsto restore the parties tothe
financial position they had before the
contravention by making the wrong-
doer disgorge the unjust gain it has
made and, if possible, using the dis-
gorged amount to compensate the vic-
tims.Probably, Sebi is the only regulator
that has explicit power toseek disgorge-
ment and evenrecover the same by coer-
cion.Ithasused the said powersuccess-
fully and even
distributed the dis-
gorged amount to vic-
tims of contravention. It
issued disgorgement
ordersagainst115 enti-
tiesin 2022-23,indicat-
ing the growing popu-
larity of disgorgement
as a regulatory remedy
for contraventions.

Now, the roadblocks.
They arise mostly from
non-adherence to pro-
cedural fairness. First,
disgorgement typically takes away the
wrongful gain made orloss averted by a
person through contravention. There-
fore,a regulator can ask for disgorge-
ment only if there is a final determina-
tion that there hasbeen acontravention.
The law envisages an enquiry for this
purpose.While the enquiry is on or con-
travention is yet to be established, an
interim order could beissued to give sev-
eral directions, including impounding,
but notdisgorgement.Theveryfirstdis-
gorgement orderwas set aside as it was
an interim one.
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Disgorgement serves

several purposes—
fairness, deterrence,
restitution, public
interest, etc.
Regulators must
utilise it to
compensate their

innocent constituents
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Second, persons who made illegal
gainsalone from the contravention could
beasked todisgorge thesame.Inarecent
study,Renuka Sane finds thatin the case
of 9% of disgorgement orders issued
between January 2018 and July 2021, it
was not found that miscreants made a
benefit or avoided a loss. Recently, Sebi
ordered the disgorgement of 25% of the
salary of two executives of an entity. The
SAT set it aside on the
ground that the salary
was neither unlawful
gain nor loss averted by
the contravention, but
earned for the services
rendered by them.

Third, who should
disgorge in case several
parties have arolein a
contravention? There is
a tendency to hold
them liable en bloc for
the contravention and
ask them to disgorge
jointly and severally. In case the parties
did notactin concert or did sowith con-
travention by each of them being dis-
tinct or the profit made/loss averted by
each of them being verifiable, a party
should be liable forits role and disgorge
theamountattributable to its action.

Fourth, the onus is on the regulator
to adopt a uniform and transparent
methodologytowork out theamount it
seeks to disgorge that reasonably
approximates the amount of unjust
enrichment.Forwant of sucha method-
ology, subjectivity and discretion creep

in, leading to the remand of several
matters forreconsideration.Inits 2020
report, Sebi’s high-level committee on
strengthening the enforcement mech-
anism stressed that unless the manner
of quantification is laid down, it would
be difficult to justify why a particular
amount should be disgorged.

Fifth, the final determination of a
contravention may take years, during
which the miscreant continues to enjoy
unjust enrichment. Since money has
time value, the miscreant should dis-
gorge the unlawful gain along with
interest. Awide range of interest rates
from 4-129% are being applied to cap-
ture the time value. This often adds to
avoidable litigation and remand of mat-
ters. Guidelines could provide a fixed
rateoraformula-drivenvariable rate for
this purpose, similar to thespecification
0f 9% in the Settlement Regulations.

Sixth, imagine the confidence of
investors if they have assurance of
restitution for theirloss that they may
suffer from any contravention. This
requires distribution of the disgorged
amount to victims. There are several
difficulties: recovering the unlawful
gain from the miscreant, identifying
the victims and estimating their loss,
the amount of gain made by the mis-
creant may fall short of the loss suf-
fered by victims, etc. Yet, Sebi did it
with great élan for IPO irregularities
and few other matters, but it needs to
do so more often.

Disgorgement serves several pur-
poses—fairness, deterrence, restitu-
tion, public interest, etc. Regulators
must use disgorgement to compensate
their innocent constituents—con-
sumers, clients, investors and the like.
They could use theirinherent powers
or seek explicit powers for the purpose.
This would substantially enhance the
legitimacy of the regulator in its con-
stituency and promote market
integrity and vibrancy.



