
Mehjabeen Haider    TAG&BENCH ASSOCIATES 
Equity under Companies Act, 2013    October 2020 
 

 1 

Particulars Sweat Equity1  ESOP2  Bonus Shares Preferential Allotment 
of Shares 

Rights Issue 

Governing 
Sections 

As per Section 
54(1) of the 
Companies Act, 
2013, 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 
authorized 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 
business3; and 
 
(d) where the equity 
shares of the 
company are not so 
listed, the sweat 
equity shares are 
issued in 
accordance with 
such rules as may 
be prescribed. 

Section 62(1)(b) of the 
Companies Act, 2013 
provides that 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 to employees 
under a scheme of 
employees’ stock option, 
subject to a special 
resolution passed by 
company and subject to 
such conditions as may 
be prescribed.4 
 

As per Section- 
63(1)(a) company 
may issue fully 
paid up bonus 
shares to its 
members out of 
following:5 
A. Free reserves. 
B. Securities 
Premium 
Account. 
C. Capital 
Redemption 
Reserve Account. 
 

As per Section 62(1)(c) of 
the Companies Act, 2013 
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 to 
any persons, if it is 
authorized 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 
cash6, if the price of such 
shares is determined by 
the valuation report of a 
registered valuer subject 
to such conditions as may 
be prescribed. 

Section 62 of Companies Act, 
2013 contains provisions on 
“further issue of capital”. Section 
62 (1) (a) enacts the principle of 
pre-emptive rights of 
shareholders of a company to 
subscribe to new shares of the 
company.7  
Unless publicly traded, it is to 
the existing Shareholders. 
 
 

Meaning As per Section 
2(88) of the 
Companies Act, 
2013 “sweat equity 
shares” means 
such equity shares 
as are issued by a 
company to its 
directors or 
employees at a 
discount or for 
consideration, other 
than cash, for 
providing their 
know-how or 
making available 
rights in the nature 
of intellectual 
property rights 
or value additions, 

Employees’ Stock 
Option” means the 
option given to the 
directors, officers or 
employees of a 
company or of its holding 
company or subsidiary 
company or companies, 
if any, which gives such 
directors, officers or 
employees, the benefit 
or right to purchase, or to 
subscribe for, the shares 
of the company at a 
future date at a pre-
determined price.9   
 
 
 

Bonus shares are 
additional shares 
given to the 
existing 
shareholders 
without additional 
cost, based upon 
the number of 
shares that a 
shareholder 
owns. These are 
company's 
accumulated 
earnings which 
are not given out 
as dividends, but 
are converted into 
free shares.10 

The expression 
‘Preferential Offer’ means 
an issue of shares or 
other securities, by a 
company to any select 
person or group of 
persons on a preferential 
basis and does not 
include shares or other 
securities offered through 
a public issue, rights 
issue, ESOP or an issue 
of sweat equity shares or 
bonus shares or 
depository receipts 
issued in a country 
outside India or foreign 
securities.11 

A rights issue is a direct offer of 
shares to all the existing 
shareholders of the Company in 
proportion to their current 
holding. The company also sets 
a time limit (between 15-30 
days) for the shareholder to buy 
the shares.  
Unless AoA of the company 
provides otherwise, the existing 
shareholder has the right to 
renounce the shares in favour of 
any other person who need not 
be the member of the company. 
Companies pursue Rights Issue 
as an avenue to raise funds for 
various reasons, ranging from 
expansion or acquisitions to 
paying down debts.12 

 
1 Section 2(88) of CA 2013 equity shares issued by a company to its directors or employees at a discount or for consideration other than cash, for providing their 
know-how or in the nature of Intellectual property or value addition to the company 
2 Section 62(1)(b) of the CA 2013 
3 This can’t be issued now that means it can be done after 1 year from notice of commencement of business is given. 
4 ESOP is feasible as a pool creation at incorporation 
5 This can be used 3 years into business. 
6 This can be done, but check if this means at Liquidity Event these will have preference. 
7 This can be initiated under ROFO or ROFOR rights. 
9 This will flow as vesting along 3-5 years, ownership can not be on Day 1. 
10 Should be kept as an option 
11 This is in addition to Sweat or esop or bonus  
12 Outside investment 
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by whatever name 
called.8 

Why is it 
used? 

Valuable tool to 
engage co-founder 
and key employee. 
It is used to raise 
funds without 
increasing debt 
levels. 
 
It is pegged against 
the time, physical 
labour and mental 
effort spent.  

Good tool to have 
employee commitment, 
it works as an efficient 
tool to exit for Co-
Founders and 
Promoters. 
It does not require 
valuation, thus risk of 
over valuation is low. 

Used to meet 
liquidity needs. It 
can be used as 
effective anti-
dilution.  
It is more towards 
retail investors. 
It can be a good 
replacement to 
cash dividends. 

It can be done through 
convertible instruments. 
Fastest route to increase 
share capital and 
contributes to the asset of 
the Company. 
It can be for cash or 
consideration other than 
cash. 
Can be used to increase 
shareholding for a 
member who could not 
hold more shares initially. 
Voting rights will have a 
negative impact. 

Can be purchased at a 
discounted price. 
Can result in share dilution. Can 
be utilised to pay down debt or 
raise capital. 

Applicability 
 

Sweat Equity 
shares can be 
issued to either a 
Director or the 
employees. 
  
a lock-in period of 3 
years with respect 
to such 
shareholders13 
 
See Annexure 1 for 
procedure 
 
See Annexure 2 for 
Sweat Equity for 
Listed Companies  

62(1)(b) of the 
Companies Act, 2013, 
the ‘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 clause (a) or 
(b) of a subsidiary, in 
India or outside India, or 
of a holding company of 
the company 
but does not include  
(i) an employee who is a 
promoter or a person 
belonging to the 
promoter group14; or 
 
(ii) a director who either 
himself or through his 
relative or through any 
body corporate, directly 
or indirectly, holds more 
than 10% of the 
outstanding equity 
shares of the company. 
 
(The aforementioned 
condition (i) and (ii) is 
not applicable on 
startups for 5 years from 
the date of 
incorporation)15 
 

The basic 
principle behind 
bonus shares is 
that the total 
number of shares 
increases with a 
constant ratio of 
number of shares 
held to the 
number of shares 
outstanding. If 
Investor A holds 
200 shares of a 
company and a 
company 
declares 4:1 
bonus, that is for 
every one share, 
he gets 4 shares 
for free. That is 
total 800 shares 
for free and his 
total holding will 
increase to 1000 
shares.16 

As per the reading of 
Section 62(1)(c) of the 
Companies Act 2013, 
(preferential) shares 
under this scheme can be 
issued also for 
consideration other than 
cash. 
However, the 
justification17 for the 
allotment of shares for 
consideration other than 
cash has to be provided. 
In view of the above, the 
shares can be issued to 
an identified person 
under preferential 
allotment scheme for 
consideration other than 
cash at a price not less 
than the face value of the 
shares. 

Firstly, note that the shares can 
be issued only to the existing 
shareholders. Secondly, such 
an offer has to be mandatorily 
extended to all the existing 
shareholders. 
In case the option is exercised 
by all the shareholders, then the 
percentage of shareholding will 
remain the same and 
unchanged.18 
Right Issue cannot be made for 
consideration other than cash. 
In view of the above, the Right 
Issue can be made, provided 
the existing shareholders other 
than the Management Group 
are ready to renounce their 
rights in this regard. 
 
  
  

Grounds for 
Issue 

Per Rule 8 of 
Companies (Share 
Capital and 
Debenture) Rules, 
2014 a company 
shall not issue 
sweat equity shares 
for more than 15% 
of the existing paid-
up equity share 
capital or shares of 
the value of 5 
crores, whichever is 
higher and it cannot 
exceed 25% of the 
paid-up equity 

Employee is given just 
an option without any 
obligation attached to it, 
it is not mandatory for 
the employee to 
exercise the option. The 
employee may decide to 
exercise the option or 
may decide to let the 
option lapse in case the 
prevailing price of the 
shares is lower than the 
exercise price. The 
employee is given an 
exercise period during 
which the right has to be 
exercised, failing which 

Bonus shares 
may be issued by 
company to 
restructure the 
company’s 
reserves without 
increasing the net 
asset of the 
company. 

It is important to note that 
the price, at which shares 
are issued on a 
preferential basis, must 
be determined by the 
valuation report of a 
registered Valuer, who is 
registered with the 
Insolvency and 
Bankruptcy Board of 
India (IBBI). In case the 
issue is made for 
consideration other than 
cash then the value of 
such consideration must 
also be determined by the 
registered valuer. 

The shares under this section 
can only be issued to the 
existing shareholders of the 
Company. 
 

 
8 IP has to be transferred to the Company. 
13 Mandatory Lock In 
14 The promoter tag will have to be removed 
15 So esops can be issued even to Promoters for start ups 
16 It can be considered for a later year 
17 What are the legitimate grounds? 
18 What if all do not agree? 



Mehjabeen Haider    TAG&BENCH ASSOCIATES 
Equity under Companies Act, 2013    October 2020 
 

 3 

capital of the 
company.  
Start-ups may issue 
sweat equity shares 
upto 50% of its 
paid-up share 
capital upto 10 
years from the date 
of incorporation. 
Ministry of 
Corporate Affairs 
vide its notification 
dated 5th June 2020 
under rule 8 sub 
clause 4 has 
updated the tenure 
to 10 years 
previously it was 5 
years. 
 

the vested rights may 
lapse. The date on which 
the employees exercise 
their option to buy the 
shares is known as 
‘exercise date’. 

Valuation Valuation required 
of the share as well 
as of the intellectual 
property rights or of 
know-how or value 
additions for which 
sweat equity shares 
are to be issued. 

No Valuation required No Valuation 
required 

Valuation required  No Valuation required 

 
 

ANNEXURE 1 

SWEAT EQUITY SHARES 

Section 2(88) of Companies Act, 2013 defines sweat equity share as the equity shares issued by a company to its directors or 

employees at a discount or for consideration other than cash, for providing their know-how or in the nature of Intellectual property or 

value addition to the company. 

For the purposes of this rule- 

(i) the expressions “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; 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; 

Section 54 of the Companies Act, 2013 provides for the issue of sweat equity shares subject to fulfilment of following conditions: 

1. Sweat Equity issues should be authorized by a special resolution. 

2. The resolution should contain information about the number of shares, current market value of the shares, consideration 

and to the class of employees or directors to whom the shares are being issued. 

3. The special resolution has to act within 12 months of passing otherwise it will be rendered invalid and a fresh resolution has 

to be passed again. 

4. Sweat Equity shares shall be issued in accordance with the SEBI regulations. 

5. The rights, limitations, restrictions and provisions which are applicable to equity shares shall also be applicable to sweat 

equity shares.  

6. The sweat equity shares which are issued to directors and employees shall be locked in and is non-transferable for a period 

of three years. The non-transferability of the shares shall be mentioned in bold on the share certificate. 

Quantum of Sweat Equity Shares-8-Companies (Share Capital and Debentures) Rules, 2014 

Rule 8 of Companies (Share Capital and Debenture) Rules, 2014 provides that a company shall not issue sweat equity shares for  more 

than 15% of the existing paid-up equity share capital or shares of the value of 5 crores, whichever is higher and it cannot exceed 25% 

of the paid-up equity capital of the company. Start-ups may issue sweat equity shares upto 50% of its paid-up share capital upto 10 

years from the date of incorporation. 

***The Ministry of Corporate Affairs (MCA) has amended the Companies (Share Capital and Debentures) Rules, 2014, to allow start-
ups to issue sweat equity shares not exceeding 50 per cent of its paid-up capital. 

Valuation of Sweat Equity Shares: 

• The sweat equity shares to be issued shall be valued at a price determined by the registered valuer as a fair price with 

justification for determining the fair price.  

• A registered valuer has to be appointed for the valuation of intellectual property rights or of know-how or value additions for 

issuing sweat equity shares.  

https://www.business-standard.com/topic/ministry-of-corporate-affairs
https://www.business-standard.com/companies
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• Valuer to submit a report to the BoD along with justification for such valuation. The gist of the critical elements of the report will 

also be sent to the shareholders. 

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. 

• Excess amount of the accounting value of the sweat equity shares of the value of the asset acquired, as per the valuation 

report, is to be treated as a form of compensation to the employee or the director in the financial statements of the company. 

Accounting value is the fair value of the sweat equity shares as determined by a registered valuer under sub-rule (6). 

ESOPs 

Rule 12 of the companies (Share Capital & Debenture Rules) : 

2. Issue of employee stock options. A non listed company, not required to comply with Securities and Exchange Board of India 

Employee Stock Option Scheme Guidelines (SEBI ESOP Guidelines) can offer shares to its employees under a scheme of ESOP by 

complying with the: 

(1) Issue of the ESOP Scheme is approved under a Special Resolution by the shareholders of the company.  

Explanation: For the purposes of clause (b) of sub-section (1) of section 62 and this rule "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 clause (a) or (b) of a subsidiary, in India or outside India, or of a holding company of the company 7 [***] 

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

 (ii) a director who either himself or through his relative or through any body corporate, directly or indirectly, holds more than ten per 

cent of the outstanding equity shares of the company: 8 [Provided that in case of a startup company, as defined in notification number 

GSR 180(E), dated 17 th February, 2016 issued by the DIPP, Ministry of Commerce and Industry Government of India, the conditions 

mentioned in sub-clauses (i) and (ii) shall not apply up to five years from the date of its incorporation or registration19. 

  

 
19 https://www.startupindia.gov.in/content/dam/invest-india/Templates/public/198117.pdf 
 

https://www.startupindia.gov.in/content/dam/invest-india/Templates/public/198117.pdf
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ANNEXURE 2 

Sweat Equity Shares Of a Listed Company 

In case of a listed company, SEBI regulations will apply. 

Rule 8 of the Companies (Share Capital and Debentures) Rules, 2014 

1. Company can not issue sweat equity shares for more than 15% of the existing paid up equity share capital in a year or share of the 

issue value of rupees five crores, whichever is higher.  

 

In no case can it exceed 25% of the paid-up equity capital of the company at that time.  

 

2. For a startup company, as defined in notification number GSR 180(E) dated 17th February, 2016 issued by the DIPP, Government 

of India, may issue sweat equity shares not more than 50%20 of its paid-up capital up to ten years from the date of the incorporation 

or registration. 

 

3. Sweat equity shares issued to directors or employees shall be locked un/ non-transferable for a period of three-years from the date 

of allotment.  

 

The fact that the share certificate is 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. (Rule 8(5), Companies (Share Capital and Debentures) Rules, 2014) 

 

4. 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. (Rule 8(6), Companies (Share Capital and Debentures) Rules, 2014) 

 

5. The valuation of intellectual property rights or of know how or value addition for which sweat equity shares are being issued, to be 

performed by a registered valuer, with proper report addressed to the BoD with justification for such valuation. (Rule 8(7), 

Companies (Share Capital and Debentures) Rules, 2014) 

 

6. Rights, limitation, restrictions applicable to the sweat equity shares would be the same as applicable to equity shares. (Rule 8(5), 

Companies (Share Capital and Debentures) Rules, 2014) 

 

SEBI Guidelines 

SEBI (Issue of Sweat Equity) Regulations, 2002 regulates the issue of sweat equity shares by listed companies.  

1. Issue of Sweat Equity Shares to Promoters (Regulation-6) 

i. Issue of sweat equity shares to promoters, must be approved by simple majority of shareholders in general meeting. 

• Voting for the purpose should be through postal ballot. 

• Allottee promoters should not participate in voting for such resolution. 

ii. Each transaction of sweat equity shall be voted upon by a separate resolution. 

iii. Resolution for issue of sweat equity shares shall be valid for 12 months from the date of its passing.  

iv. The explanatory statement shall contain details of disclosures as specified in the schedule. 

Í 

2. Pricing of the Sweat Equity Shares (Regulation-7) 

 

The pricing of sweat equity shares has been brought at par with pricing in respect of allotment on preferential basis, viz., the 

price shall not be less than the following: 

i. The average of the weekly high and low of the closing prices of the related equity shares during last 6 months preceding 

the relevant date. 

ii. The average of the weekly high and low of the closing prices of the related equity shares during the two weeks preceding 

the relevant date. 

(Relevant date for this purpose means the date which is 30 days prior to the date on which the meeting of the general 

body of the shareholder is convened in terms of Section 79(1)(a) of the Companies Act.) 

 

In case the shares are listed on more than one stock exchange, but quoted only on one stock exchange on the given 

date, the price of that stock exchange shall be considered. But, if the share price is quoted on more than one stock 

exchange, then the stock exchange where there is highest trading volume during that date shall be considered.  

 

If, the shares are not quoted on the given date, then the share price on the next trading day is to be considered.  

 

3. Valuation of Intellectual Property (Regulation-8) 

 

Valuation of the intellectual property rights or of the know-how or other value addition has to be performed by a merchant 

banker. Consulting experts and valuers, is to the discretion of the merchant banker based on the nature of the industry and 

property or value addition. 

The merchant banker shall obtain a certificate from an independent chartered accountant that the valuation of the intellectual 

property or other value addition is in accordance with the relevant accounting standards. 

 

4. Accounting treatment (Regulation-9) 

 

 
20 Companies (Shares & Debentures Rules), 2014 
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Sweat equity shares issued for a non-cash consideration shall be treated in the following manner: 

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 as per the relevant accounting standard; or  

b) Where the former is not applicable, it shall be expensed as the per the relevant accounting standards. 

 

5. Placing of Auditor’s Certificate before AGM (Regulation-10) 

 

In the AGM subsequent to the issue of sweat equity shares, the BoD has to gve the  shareholders, an auditor’s certificate stating 

that the issue of the sweat equity shares has been made in accordance with the Regulations and in accordance with the 

resolution passed by the company authorizing the issue of such sweat equity shares. 

 

6. Ceiling on Managerial Renumeration (Regulation-11) 

 

The amount of sweat equity shares issued shall be treated as part of managerial remuneration for the purposes of Section 198, 

309, 310, 311 and 387 of the Companies Act, 1956 if the following conditions are satisfied: 

i. The sweat equity shares are issued to any director or manager; and 

ii. They are issued for non-cash consideration, which does not take the form of an asset which can be carried to the 

balance sheet of the company on accordance with the relevant accounting standards. 

Essentially, the contribution can not be considered an asset under the accounting principles. 

7. Lock-in of sweat equity shares (Regulation-12)\\ 

 

i. The sweat equity shares shall be locked in for a period of 3 years from the date of the allotment. 

ii. SEBI (Disclosure and Investor Protection) Guidelines, 2000 on public issue in terms of lock-in and computation of 

promoters’ contribution shall apply if a company makes a public issue after it has issued sweat equity shares. 

 

8. Listing (Regulation-13) 

 

The sweat equity shares issued by a listed company shall be eligible for listing only if such issue is in accordance with these 

regulations.  

9. Application of Takeover Code (Regulation-14) 

 

Acquisition of sweat equity shares is subject to provisions of SEBI (Substantial Acquisition of Shares and Takeover) Regulation, 

1997. 

 

10. Obligation of the Company (Regulation-15) 

 

The company shall ensure that: - 

a) Explanatory statement to the notice of the general meeting contains specified details. 

b) Auditors’ certificate. 

c) Within 7 days of the issue of sweat equity shares, a statement is sent to the recognized stock exchange disclosing 

i. Number of sweat equity shares; 

ii. Price at which issued; 

iii. Total amount invested 

iv. Details of persons to whom issued; and 

v. Consequent changes in the capital structure and the shareholding pattern after and before the issue of sweat 

equity shares, 

 

11. Action against intermediaries (Regulation-16) 

 

If the merchant bankers fail to comply with the obligation under these regulations or fail to observe due diligence in respect of 

valuation of intellectual property or value addition, SEBI may initiate action against the merchant banker as per SEBI (Merchant 

and Bankers) Regulation, 1992. 

 

12. Powers of SEBI to order inspection or investigations (Chapter-IV) 

 

SEBI, may, suo motu or upon receiving information, cause an inspection of the books of accounts or other books respect to of 

conduct and affairs of the person associated with the process of sweat equity shares, by appointing officers.  

 


