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An overview of Issue of sweat equity
shares

O Sweat equity shares are equity shares issued by a company to its employees or directors
at a discount, or as a consideration for providing know-how or a similar value to the
company.

Q it refers to equity shares given to the company's employees on favorable terms, in
recognition of their work. The issue of sweat equity allows the company to retain the
employees by rewarding them for their services.

O Sweat equity rewards the beneficiaries by giving them incentives in lieu of their
contribution towards the development of the company. Further, it enables greater
employee stake and interest in the growth of an organization as it encourages the
employees to contribute more towards the company in which they feel they have a stake.

O The Company may issue sweat equity shares of a class of shares already issued if these
conditions are duly met.

O The issue of sweat equity shares should be authorised by a special resolution passed by
the Company in a general meeting The resolution should specify the number of shares,
current market price, consideration, if any, and the section of directors /employees to
whom they are to be issued As on the date of issue, a year should have elapsed since the
company was entitled to commence business.
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Issue of sweat equity shares —
Applicable Laws

¢ Extract of the relevant provisions prescribed in Section 54 of the Companies Act,
2013 as under:-

Section 54. (1) Notwithstanding anything contained in section 53, a company may issue sweat
equity shares of a class of shares already issued, if the following conditions are fulfilled, namely:—

(a) the issue is authorised by a special resolution passed by the company;

(b) the resolution specifies the number of shares, the current market price, consideration, if
any, and the class or classes of directors or employees to whom such equity shares are to be
issued;

(c) not less than one year has, at the date of such issue, elapsed since the date on which the
company had commenced business; and

(d) where the equity shares of the company are listed on a recognized stock exchange, the
sweat equity shares are issued in accordance with the regulations made by the Securities and
Exchange Board in this behalf and if they are not so listed, the sweat equity shares are issued
in accordance with such rules as may be prescribed.

(2) The rights, limitations, restrictions and provisions as are for the time being applicable to equity

shares shall be applicable to the sweat equity shares issued under this section and the holders of
such shares shall rank pari passu with other equity shareholders.
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Issue of sweat equity shares —
Applicable Rules

¢ Relevant Rules / Procedure in the Companies (Share Capital and Debentures)
Rules, 2014 as under:-

(1) A company other than a listed company, which is not required to comply with the
Securities and Exchange Board of India Regulations on sweat equity, shall not issue sweat
equity shares to its directors or employees at a discount or for consideration other than cash,
for their providing know-how or making available rights in the nature of intellectual property
rights or value additions, by whatever name called, unless the issue is authorised by a special
resolution passed by the company in general meeting.

— Employee means-: (a) a permanent employee of the company who has been working in
India or outside India, for at least last one year; or

(b) a director of the company, whether a whole time director or not; or

(c) an employee or a director as defined in sub-clauses (a) or (b) above of a subsidiary, in
India or outside India, or of a holding company of the company.

— Value additions means-: Actual or anticipated economic benefits derived or to be derived
by the company from an expert or a professional for providing know-how or making
available rights in the nature of intellectual property rights, by such person to whom
sweat equity is being issued for which the consideration is not paid or included in the
normal remuneration payable under the contract of employment, in the case of an
employee.
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Issue of sweat equity shares —
Applicable Rules Contd.,

(2) The explanatory statement to be annexed to the notice of the general meeting pursuant to
section 102 shall contain the following particulars, namely:-

(a) the date of the Board meeting at which the proposal for issue of sweat equity shares
was approved;

(b) the reasons or justification for the issue;

(c) the class of shares under which sweat equity shares are intended to be issued;
(d) the total number of shares to be issued as sweat equity;

(e) the class or classes of directors or employees to whom such equity shares are to be
issued;

(f) the principal terms and conditions on which sweat equity shares are to be issued,
including basis of valuation ;

(g) the time period of association of such person with the company;

(h) the names of the directors or employees to whom the sweat equity shares will be
issued and their relationship with the promoter or/and Key Managerial Personnel;

(i) the price at which the sweat equity shares are proposed to be issued;

(j) the consideration including consideration other than cash, if any to be received for the
sweat equity;

(k) the ceiling on managerial remuneration, if any, be breached by issuance of such sweat
equity and how it is proposed to be dealt with;
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Issue of sweat equity shares —
Applicable Rules Contd.,

(1) a statement to the effect that the company shall conform to the applicable accounting
standards; and

(m) diluted Earning Per Share pursuant to the issue of sweat equity shares , calculated in
accordance with the applicable accounting standards.

(3) The special resolution authorizing the issue of sweat equity shares shall be valid for making
the allotment within a period of not more than twelve months from the date of passing of the
special resolution.

(4) The company shall not issue sweat equity shares for more than fifteen percent of the
existing paid up equity share capital in a year or shares of the issue value of rupees five crores,
whichever is higher:

Provided that the issuance of sweat equity shares in the Company shall not exceed twenty five
percent, of the paid up equity capital of the Company at any time.

(5) The sweat equity shares issued to directors or employees shall be locked in/non
transferable for a period of three years from the date of allotment and the fact that the share
certificates are under lock-in and the period of expiry of lock in shall be stamped in bold or
mentioned in any other prominent manner on the share certificate.

(6) The sweat equity shares to be issued shall be valued at a price determined by a registered
valuer as the fair price giving justification for such valuation.
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Issue of sweat equity shares —
Applicable Rules Contd.,

(7) The valuation of intellectual property rights or of know how or value additions for which
sweat equity shares are to be issued, shall be carried out by a registered valuer, who shall
provide a proper report addressed to the Board of directors with justification for such
valuation.

(8) A copy of gist along with critical elements of the valuation report obtained under clause (6)
and clause (7) shall be sent to the shareholders with the notice of the general meeting.

(9) Where sweat equity shares are issued for a non-cash consideration on the basis of a
valuation report in respect thereof obtained from the registered valuer, such non-cash
consideration shall be treated in the following manner in the books of account of the
company-

(a) where the non-cash consideration takes the form of a depreciable or amortizable asset, it
shall be carried to the balance sheet of the company in accordance with the accounting
standards; or

(b) where clause (a) is not applicable, it shall be expensed as provided in the accounting
standards.

(10) The amount of sweat equity shares issued shall be treated as part of managerial
remuneration for the purposes of sections 197 and 198 of the Act, if the following conditions
are fulfilled, namely.-
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Issue of sweat equity shares —

Applicable Rules Contd.,

(a) the sweat equity shares are issued to any director or manager; and

(b) they are issued for consideration other than cash, which does not take the form of an asset
which can be carried to the balance sheet of the company in accordance with the applicable
accounting standards.

(11) In respect of sweat equity shares issued during an accounting period, the accounting
value of sweat equity shares shall be treated as a form of compensation to the employee or
the director in the financial statements of the company, if the sweat equity shares are not
issued pursuant to acquisition of an asset.

(12) If the shares are issued pursuant to acquisition of an asset, the value of the asset, as
determined by the valuation report, shall be carried in the balance sheet as per the
Accounting Standards and such amount of the accounting value of the sweat equity shares
that is in excess of the value of the asset acquired, as per the valuation report, shall be treated
as a form of compensation to the employee or the director in the financial statements of the
company.

Explanation.- For the purposes of this sub-rule, it is hereby clarified that the Accounting value
shall be the fair value of the sweat equity shares as determined by a registered valuer under
sub-rule (6)
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Issue of sweat equity shares —
Applicable Rules Contd.,

(13) The Board of Directors shall, inter alia, disclose in the Directors’ Report for the year in
which such shares are issued, the following details of issue of sweat equity shares namely:-

(a) the class of director or employee to whom sweat equity shares were issued;
(b) the class of shares issued as Sweat Equity Shares;

(c) the number of sweat equity shares issued to the directors, key managerial personnel
or other employees showing separately the number of such shares issued to them , if
any, for consideration other than cash and the individual names of allottees holding one
percent or more of the issued share capital;

(d) the reasons or justification for the issue;

(e) the principal terms and conditions for issue of sweat equity shares, including pricing
formula;

(f) the total number of shares arising as a result of issue of sweat equity shares;

(g) the percentage of the sweat equity shares of the total post issued and paid up share
capital;

(h) the consideration (including consideration other than cash) received or benefit
accrued to the company from the issue of sweat equity shares;

(i) the diluted Earnings Per Share (EPS) pursuant to issuance of sweat equity shares.
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Issue of sweat equity shares —
Applicable Rules Contd.,

(14) (a) The company shall maintain a Register of Sweat Equity Shares in Form No. SH.3 and
shall forthwith enter therein the particulars of Sweat Equity Shares issued under section 54.
(b) The Register of Sweat Equity Shares shall be maintained at the registered office of the
company or such other place as the Board may decide.

(c) The entries in the register shall be authenticated by the Company Secretary of the
company or by any other person authorized by the Board for the purpose.
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An overview-
Issue of Employee Stock Options

O An Employee Stock Option Plan (ESOP) is a benefit plan for employees which makes them
owners of stocks in the company. ESOPs have several features which make them unique
compared to other employee benefit plans. Most companies, both at home and abroad,
are utilizing this scheme as an essential tool to reward and retain their employees.
Currently, this form of restructuring is most prevalent in IT companies where manpower is
the main asset.

O A stock option granted to specified employees of a company. ESOs carry the right, but not
the obligation, to buy a certain amount of shares in the company at a predetermined
price. An employee stock option is slightly different from a regular exchange-traded
option because it is not generally traded on an exchange, and there is no put component.
Furthermore, employees typically must wait a specified vesting period before being
allowed to exercise the option.
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Issue of Employee Stock Options —
Applicable laws

¢ Extract of the relevant provisions prescribed in Section 62 of the Companies Act,
2013 as under:-

Section 62. (1) Where at any time, a company having a share capital proposes to increase its
subscribed capital by the issue of further shares, such shares shall be offered—

(a) to persons who, at the date of the offer, are holders of equity shares of the company in
proportion, as nearly as circumstances admit, to the paid-up share capital on those shares by
sending a letter of offer subject to the following conditions, namely:—

(i) the offer shall be made by notice specifying the number of shares offered and limiting
a time not being less than fifteen days and not exceeding thirty days from the date of the
offer within which the offer, if not accepted, shall be deemed to have been declined;

(i) unless the articles of the company otherwise provide, the offer aforesaid shall be
deemed to include a right exercisable by the person concerned to renounce the shares
offered to him or any of them in favour of any other person; and the notice referred to in
clause (i) shall contain a statement of this right;

(iii) after the expiry of the time specified in the notice aforesaid, or on receipt of earlier
intimation from the person to whom such notice is given that he declines to accept the
shares offered, the Board of Directors may dispose of them in such manner which is not
dis-advantageous to the shareholders and the company;
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Issue of Employee Stock Options-
Applicable Laws Contd.,

(b) to employees under a scheme of employees’ stock option, subject to special resolution
passed by company and subject to such conditions as may be prescribed; or

(c) to any persons, if it is authorised by a special resolution, whether or not those persons
include the persons referred to in clause (a) or clause (b), either for cash or for a consideration
other than cash, if the price of such shares is determined by the valuation report of a registered
valuer subject to such conditions as may be prescribed.

(2) The notice referred to in sub-clause (i) of clause (a) of sub-section (1) shall be dispatched
through registered post or speed post or through electronic mode to all the existing
shareholders at least three days before the opening of the issue.

(3) Nothing in this section shall apply to the increase of the subscribed capital of a company
caused by the exercise of an option as a term attached to the debentures issued or loan raised
by the company to convert such debentures or loans into shares in the company:

Provided that the terms of issue of such debentures or loan containing such an option have
been approved before the issue of such debentures or the raising of loan by a special resolution
passed by the company in general meeting.

(4) Notwithstanding anything contained in sub-section (3), where any debentures have been
issued, or loan has been obtained from any Government by a company, and if that Government
considers it necessary in the public interest so to do, it may, by order, direct that such

debentures or loans or any part thereof shall be converted into shares in the company on such
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Issue of Employee Stock Options-
Applicable Laws Contd.,

terms and conditions as appear to the Government to be reasonable in the circumstances of
the case even if terms of the issue of such debentures or the raising of such loans do not
include a term for providing for an option for such conversion:

Provided that where the terms and conditions of such conversion are not acceptable to the
company, it may, within sixty days from the date of communication of such order, appeal to the
Tribunal which shall after hearing the company and the Government pass such order as it
deems fit.

(5) In determining the terms and conditions of conversion under sub-section (4), the
Government shall have due regard to the financial position of the company, the terms of issue
of debentures or loans, as the case may be, the rate of interest payable on such debentures or
loans and such other matters as it may consider necessary.

(6) Where the Government has, by an order made under sub-section (4), directed that any
debenture or loan or any part thereof shall be converted into shares in a company and where
no appeal has been preferred to the Tribunal under sub-section (4) or where such appeal has
been dismissed, the memorandum of such company shall, where such order has the effect of
increasing the authorized share capital of the company, stand altered and the authorized share
capital of such company shall stand increased by an amount equal to the amount of the value
of shares which such debentures or loans or part thereof has been converted into.
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Issue of Employee Stock Options-
Applicable Rules

¢ Relevant Rules / Procedure in the Companies (Share Capital and Debentures)
Rules, 2014 as under:-

A Company, other than a listed company, which is not required to comply with Securities and
Exchange Board of India Employee Stock Option Scheme Guidelines shall not offer shares to
its employees under a scheme of employees’ stock option (hereinafter referred to as
“Employees Stock Option Scheme”), unless it complies with the following requirements,
namely:-

(1) the issue of Employees Stock Option Scheme has been approved by the shareholders of
the company by passing a special resolution.

Employee means:- (a) a permanent employee of the company who has been working in India
or outside India; or

(b) a director of the company, whether a whole time director or not but excluding an
independent director; or

(c) an employee as defined in clauses (a) or (b) of a subsidiary, in India or outside India, or of a
holding company of the company or of an associate company

but does not include-
() an employee who is a promoter or a person belonging to the promoter group; or

(i) a director who either himself or through his relative or through any body corporate,
directly or indirectly, holds more than ten percent of the outstanding equity shares of the
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Issue of Employee Stock Options-
Applicable Rules Contd.,

(2) The Company shall make the following disclosures in the explanatory statement annexed
to the notice for passing of the resolution-

(a) the total number of stock options to be granted;

(b) identification of classes of employees entitled to participate in the Employees Stock Option
Scheme;

(c) the appraisal process for determining the eligibility of employees to the Employees Stock
Option Scheme;

(d) the requirements of vesting and period of vesting;

(e) the maximum period within which the options shall be vested;

(f) the exercise price or the formula for arriving at the same;

(g) the exercise period and process of exercise;

(h) the Lock-in period, if any ;

(i) the maximum number of options to be granted per employee and in aggregate;
(j) the method which the company shall use to value its options;

(k) the conditions under which option vested in employees may lapse e.g. in case of
termination of employment for misconduct;

(I) the specified time period within which the employee shall exercise the vested options in
the event of a proposed termination of employment or resignation of employee; and

(m) a statement to the effect that the company shall comply with the applicable accounting
standards . Wwww.navneetaroracs.com 17



Issue of Employee Stock Options —

Applicable Rules Contd.,

(3) The companies granting option to its employees pursuant to Employees Stock Option
Scheme will have the freedom to determine the exercise price in conformity with the
applicable accounting policies, if any.

(4) The approval of shareholders by way of separate resolution shall be obtained by the
company in case of-
(a) grant of option to employees of subsidiary or holding company; or

(b) grant of option to identified employees, during any one year, equal to or exceeding one
percent of the issued capital (excluding outstanding warrants and conversions) of the
company at the time of grant of option.

(5)(a) The company may by special resolution, vary the terms of Employees Stock Option
Scheme not yet exercised by the employees provided such variation is not prejudicial to the
interests of the option holders.

(b) The notice for passing special resolution for variation of terms of Employees Stock Option
Scheme shall disclose full of the variation, the rationale therefor, and the details of the
employees who are beneficiaries of such variation.

(6)(a) There shall be a minimum period of one year between the grant of options and vesting
of option:
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Issue of Employee Stock Options —
Applicable Rules Contd.,

Provided that in a case where options are granted by a company under its Employees Stock
Option Scheme in lieu of options held by the same person under an Employees Stock Option
Scheme in another company, which has merged or amalgamated with the first mentioned
company, the period during which the options granted by the merging or amalgamating
company were held by him shall be adjusted against the minimum vesting period required
under this clause;

(b) The company shall have the freedom to specify the lock-in period for the shares issued
pursuant to exercise of option.

(c) The Employees shall not have right to receive any dividend or to vote or in any manner
enjoy the benefits of a shareholder in respect of option granted to them, till shares are issued
on exercise of option.

(7) The amount, if any, payable by the employees, at the time of grant of option-

(a) may be forfeited by the company if the option is not exercised by the employees within the
exercise period; or

(b) the amount may be refunded to the employees if the options are not vested due to non-
fulfillment of conditions relating to vesting of option as per the Employees Stock Option
Scheme.

(8)(a) The option granted to employees shall not be transferable to any other person.
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Issue of Employee Stock Options —
Applicable Rules Contd.,

(b) The option granted to the employees shall not be pledged, hypothecated, mortgaged or
otherwise encumbered or alienated in any other manner.

(c) Subject to clause (d), no person other than the employees to whom the option is granted
shall be entitled to exercise the option.

(d) In the event of the death of employee while in employment, all the options granted to him
till such date shall vest in the legal heirs or nominees of the deceased employee.

(e) In case the employee suffers a permanent incapacity while in employment, all the options
granted to him as on the date of permanent incapacitation, shall vest in him on that day.

(f) In the event of resignation or termination of employment, all options not vested in the
employee as on that day shall expire. However, the employee can exercise the options granted
to him which are vested within the period specified in this behalf, subject to the terms and
conditions under the scheme granting such options as approved by the Board.
(9) The Board of directors, shall, inter alia, disclose in the Directors’ Report for the year, the
following details of the Employees Stock Option Scheme:

(a) options granted,;

(b) options vested;

(c) options exercised,;

(d) the total number of shares arising as a result of exercise of option;

(e) options lapsed;

(f) the exercise price; WWW.navneetaroracs.com 20



Issue of Employee Stock Options —

Applicable Rules Contd.,

(g) variation of terms of options;

(h) money realized by exercise of options;

(i) total number of options in force;

(j) employee wise details of options granted to;-
(i) key managerial personnel;

(if) any other employee who receives a grant of options in any one year of option amounting
to five percent or more of options granted during that year.

(iii) identified employees who were granted option, during any one year, equal to or exceeding
one percent of the issued capital (excluding outstanding warrants and conversions) of the
company at the time of grant;

(10) (a) The company shall maintain a Register of Employee Stock Options in Form No. SH.6
and shall forthwith enter therein the particulars of option granted under clause (b) of sub-
section (1) of section 62.

(b) The Register of Employee Stock Options shall be maintained at the registered office of the
company or such other place as the Board may decide.

(c) The entries in the register shall be authenticated by the company secretary of the company
or by any other person authorized by the Board for the purpose.

(11) Where the equity shares of the company are listed on a recognized stock exchange, the
Employees Stock Option Scheme shall be issued, in accordance with the regulations made by the
Securities and Exchange Board of India in this behalf.

Www.navneetaroracs.com 21



Our Gamut Of Services }

Corporate Law Advisory, Corporate Compliance Management Advisory Services for Public, Private, OPC and LLP
Organization.

Secretarial Audit / Due Diligence Audit / Corporate Governance Compliance Certification Services.

Advisory Services for Initial Public Offer, Right Offer, Preferential Offer, Public Offer through Book-Building
Process, Capital Restructuring, Public, Private & Preferential offer of Tax Free Bonds.

XBRL Data Conversion & E-filing of Corporate Returns with MCA and other Statutory Authorities.

Corporate Restructuring, Valuation & Strategic Advisory services Including Merger, Demerger, Amalgamation &
Takeover Advisory Services.

Project Management, Profitability Analysis Study & Financial Advisory Services.

Implementation of Strategic Issues including preparation of documents, submission and appearances thereof
before various regulatory authorities such as Ministry of Corporate Affairs, ROC, CLB, RD, NCLS etc.

India Entry Advisory Services, FEMA Compliance Management Services, Branch / Liaison office Formation &
Compliance, Joint Venture, WoS Company Incorporation & Management, Advisory services for seeking approval
from Secretarial for Industrial Assistance (SIA) / Foreign Investment Promotion Board (FIPB) & E-filling Of
International & Indian Corporate Returns.

Intellectual Property Right Related Services viz Compliance Management of Trade Mark, Copy Rights & Patents.

Other Offerings:
O Virtual Office Management Services,
O Accountancy, Direct And Indirect Taxation & E-filing Compliance Management Services.




Thanking you
&

Assuring of best services at all times

E8/1, Near Geeta Bhawan Mandir, Shivalik Road, Malviya Nagar, New Delhi-110017
¥ 011- 65233450, 011-29545877, 9810328141, 011-26686432

Disclaimer: For Authentication of Data/Information provided please refer the respective Acts and LAWS. For any further query,
you may please contact us at “contact@navneetaroracs.com



