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Introduction

Sweat Equity Shares mean equity shares issued by the company to its directors and / or employees at a discount or for consideration other than cash for providing know how or making available the rights in the nature of intellectual property rights or value additions. In other words, it refers to equity shares given to the company's employees on favourable terms, in recognition of their work. It is one of the mode of making share based payments to employees of the company. The issue of sweat equity allows the company to retain the employees by rewarding them for their services. 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.

1. Regulations Governing Sweat Equity

2.1 Sweat equity and Companies Act, 1956

Issue of sweat equity shares is governed by the provisions of S. 79A of the Companies Act. Explanation II to the said Section defines the expression ‘sweat equity shares’ to mean equity shares issued by the company to employees or directors at a discount or for consideration other than cash for providing the know-how or making available rights in the nature of intellectual property rights or value additions, by whatever name called. It is, therefore, necessary for the issue of sweat equity shares that the concerned employee either provides the know-how, intellectual property rights or other value additions to the company.

In terms of the said Section, a company may issue sweat equity shares of a class of shares already issued, if the following conditions are satisfied :

· such issue is authorised by a special resolution of the company in the general meeting;

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

· such issue is after expiry of one year from the date on which the company was entitled to commence business; and

· in the case of an unlisted company, such shares are issued in accordance with the prescribed guidelines. (discussed in next paragraph)

2.2 Unlisted Companies (Issue of Sweat Equity Shares) Rules, 2003

The guidelines referred to in S. 79A are the Rules issued by the Central Government, which need to be followed by unlisted companies. The Rules inter alia provide the procedure to be followed by a company issuing sweat equity shares for consideration other than cash. 

Rule 9 of the Rules provides that where a company proposes to issue sweat equity shares for consideration other than cash, it shall comply with the following :

a. the valuation of the intellectual property or of the know-how provided or other value addition to consideration at which sweat equity capital is issued, shall be carried out by a valuer;

b. the valuer shall consult such experts, as he may deem fit, having regard to the nature of the industry and the nature of the property or the value addition;

c. the valuer shall submit a valuation report to the company giving justification for the valuation;

d. a copy of the valuation report of the valuer must be sent to the shareholders with the notice of the general meeting;

e. the company shall give justification for issue of sweat equity shares for consideration other than cash, which shall form part of the notice sent for the general meeting; and

f. the amount of sweat equity shares issued shall be treated as part of managerial remuneration for the purposes of S. 198, S. 309, S. 310, S. 311 and S. 387 of the Act, if the following conditions are fulfilled :

· the sweat equity shares are issued to any director or manager;

· 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, in accordance with the relevant accounting standards.

Rule 8 of the Rules prescribes that the issue of sweat equity shares to employees and directors shall be at a fair price calculated by an independent valuer.

Rule 2(v) of the Rules defines the expression ‘value addition’. The said Rule reads as under :

"(v) ‘value addition’ means anticipated economic benefits derived by the enterprise from an expert and/or professional for providing the know-how or making avail-able rights in the nature of intellectual property rights, by such person to whom sweat equity is issued for which the consideration is not paid or included in :

· the normal remuneration payable under the con-tract of employment, in the case of an employee, and/or

· monetary consideration payable under any other contract, in the case of non-employee."

The term ‘know-how’ is not restricted to technical know-how but can extend to practical knowledge, skill and expertise. Hence, imparting practical knowledge to the company would be considered as value addition.

Quantum of Sweat Equity

 Rule 6 of the Rules restricts the issue of sweat equity shares in a year to 15% of the total paid-up equity share capital or shares of a value up to Rs.5,00,00,000/- (Rupees five crores only), whichever is higher. If this limit is to be exceeded, the same is required to be done with the prior approval of the Central Government.

Procedure for issue of Sweat Equity

For issue of sweat equity shares, the following broad procedure needs to be followed :

(i) Convene and hold a board meeting to consider the proposal of issue of sweat equity shares and to fix up the date, time, place and agenda for general meeting and to pass a special resolution for the same. As per clause 4(2) approval of shareholders by way of separate resolution in the general meeting should also be obtained by the company in case of grant of shares to identified employees and promoters, during any one year, equal to or exceeding 1% of the issued capital (excluding outstanding warrants and conversion) of the company at the time of grant of the sweat equity shares

(ii) Issue notices in writing for general meeting with suitable explanatory statement containing the particulars required as per Rule 4 of the Rules. The explanatory statement to be annexed to the notice for the general meeting pursuant to section 173 of the said Act must contain particulars as specified below. 

· the date of the meeting at which the proposal for issue of sweat equity shares was approved by the Board of Directors of the company; 

· the reasons/justification for the issue; 

· the number of shares, consideration for such shares and the class or classes of persons to whom such equity shares are to be issued; 

· the value of the sweat equity shares alongwith valuation report/ basis of valuation and the price at the which the sweat equity shares will be issued; 

· the names of persons to whom the equity will be issued and the person's relationship with the company; 

· ceiling on managerial remuneration, if any, which will be affected by issuance of such equity; 

· a statement to the effect that the company shall conform to the accounting policies specified by the Central Government; and 

· diluted earning per share pursuant to the issue of securities to be calculated in accordance with the Accounting Standards specified by the Institute of Chartered Accountants of India. 

(iii) Pass a special resolution; and

(iv) Allot sweat equity shares.

Disclosures

Disclosure in the Directors' Report.- 

The Board of Directors should disclose either in the Directors' Report or in the annexure to the Director's Report, the following details of issue of sweat equity shares:- 

a. Number of shares to be issued to the employees or the directors;

b. conditions for issue of sweat equity shares;

c. the pricing formula;

d. the total number of shares arising as a result of issue of sweat equity shares;

e. money realised or benefit accrued to the company from the issue of sweat equity shares;

f. diluted Earnings Per Share (EPS) pursuant to issuance of sweat equity shares.

Other requirements

· Sweat equity shares issued to employees or directors shall be locked in for a period of three years from the date of allotment.

· In the case of every company that has allotted shares under these Rules, the Board of Directors should at each annual general meeting place before the shareholders a certificate from the auditors of the company/ practising company secretary that sweat equity shares have been allotted in accordance with the resolution of the company in the general meeting and these Rules
2.3 SEBI (Issue of Sweat Equity) Regulations, 2002.

The Companies whose shares are listed in any of the recognised stock exchanges in India must fallow the Security and Exchange Board of India (issue of Sweat equity) Regulations, 2002 over and above the requirements of Companies Act, 1956. The important provisions of the said regulation are discussed below.

Procedure for issuance of sweat equity

The Act specifies a limitation for the issue of sweat equity. A listed company which is a public company can commence business only after the Registrar of Companies issues a certificate to commence business and sweat equity can be issued only after one year from the date of commencement of business.

Eligible Employees

Sweat equity can be issued to either an employee or a director of the company. Employee means a permanent employee of the company working in India or abroad or a director of the company whether a whole-time director or not. Therefore, the definition of the employee does not change even if he relocates to a foreign country. Further, director means any person holding the post of director, by whatever name called.

Issue of Sweat Equity at Discount
If the issue is at a discounted price, there is no need to seek recourse to the other provisions of the Act. This saves the company from taking approvals from the Central Government and the company can initiate the process on its own. The company can give discount of any amount as it deems fit.

Shareholders Approval

 The sweat equity can be issued pursuant to a special resolution  passed by the company in a shareholders meeting, either an Annual General meeting (AGM) or an Extraordinary General Meeting (“EGM”). Before the shareholders meeting the board of directors should approve the proposal for the issuance of sweat equity. The board should send a notice to the shareholders in regard to conducting the AGM/EGM. An explanatory statement must be annexed to the notice which should clearly specify all the material facts concerning items, in respect of which the AGM/ EGM has been called. The special resolution passed in the AGM/EGM should specify the following:

a. the number of the equity shares to be issued,
b. current market price, 

c. consideration, if any; payable by the allottee and 

d. the class of the employees or directors or employees to whom the shares are proposed to be issued.

After the special resolution is passed the company can proceed with the process of issuing the sweat equity.

Issue of Sweat Equity to Promoters

The Regulations prescribe different procedures for the issue of the sweat equity in case of promoters may be because the promoters with their relatives, associates hold majority of shares. If the issue is in favor of the promoters then an ordinary resolution  of the shareholders in the AGM/EGM is sufficient. In order to pass the resolution, voting by postal ballot is required which is governed by the (Passing of the resolution by Postal Ballot) Rules, 2001 (“the Postal Rules”). The postal ballot includes voting by postal or electronic mode instead of voting personally. The notice for postal ballot can be by:

· a registered post acknowledgement due; or

· certificate of posting and with an advertisement stating that the ballot papers are dispatched,

· published in a leading English newspaper and in one vernacular newspaper circulated in the state in which the registered office of the company is situated.

The procedure for the passing of resolution by postal ballot for the issue of sweat equity involves the following:

a. The company should make a note below the notice of general meeting of the shareholders for the understanding of the members that the transaction requires the consent of the shareholders through postal ballot.

b. The board of directors should appoint a scrutinizer who, in the opinion of the board, could conduct the postal ballot process in a fair and transparent manner.

c. The scrutinizer is required to submit its report after the last date of the receipt of the postal ballot.

d. The scrutinizer should be willing to be appointed and should be available at the registered office of the company for the purpose of ascertaining the requisite majority.

e. The scrutinizer is duty-bound to maintain a register to record the consent of the shareholders. 

f. The postal ballot and all other papers should be under its safe custody till the chairman of the company considers, approves and signs the minutes of the meeting. Thereafter, the scrutinizer shall return the ballot papers and other related registers to the company so as to preserve such papers till the resolution is given effect.

g. If the shareholders do not vote within 30 days of the issue of notice, the law considers that the shareholder has acquiesced.

h. The promoter is not allowed to vote in the resolution for the issue of sweat equity to him.

Besides regulation 6 requires that:

· Each transaction of issue of Sweat Equity shall be voted by a separate resolution.

· The resolution for issue of Sweat Equity shall be valid for a period of not more than twelve months from the date of passing of the resolution.

· For the purposes of passing the resolution, the explanatory statement shall contain the disclosures as specified in the Schedule.

Pricing

The price of the sweat equity offered to the employee or the manager should not be less than average of the weekly high and low of the closing prices of the related equity shares during the last six months preceding the relevant date or higher than the average of weekly high and low of the equity shares during the two weeks preceding the relevant date. “Relevant date” for this purpose means the date which is thirty days prior to the date on which the meeting of the General Body of the shareholders is convened in terms of clause (a) of sub section (1) of section 79A of the Companies Act. If the shares are listed on more than one stock exchange, but quoted only on one stock exchange on given date, then the price on the stock exchange shall be considered and 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.

However, if the shares are not quoted on the given date, then the share price on the next trading day shall be considered.
 Lock in Period

The Sweat Equity shares shall be locked in for a period of three years from the date of allotment.
Post issue compliances

After the allotment of the sweat equity shares, the Board of Directors are obliged to place in the annual general meeting the auditor’s certificate stating that the issue of the sweat equity has been made in accordance with the Regulations and the shareholders resolution. The company is required to send a statement to the stock exchange disclosing the following:

· the number and price of issued sweat equity shares;

· the total amount invested in sweat equity;

· details of the person to whom the sweat equity is issued;

· the consequent change in the capital structure and the shareholding pattern after and before the issue of the sweat equity.

Non-cash consideration

The condition precedent to issue sweat equity for non-cash consideration is that an employee must provide know-how or make available intellectual property rights.

In case of allotment for non-cash consideration, the important issue which arises is the valuation of the consideration. The Regulations prescribe that the value of the intellectual property rights or of know-how is to be carried out by the merchant banker who must consult experts and valuers who the merchant banker consider fit for the purpose. The merchant banker is under an obligation to provide a certificate from an independent chartered accountant confirming that the valuation is in accordance with the relevant accounting standards. After the valuation is complete, attention must be paid to the accounting treatment of the non-cash consideration. If the non-cash consideration takes the form of a depreciable asset it is carried to the balance sheet of the company. However, if it does not take the form of depreciable asset then it must be expensed as provided by the relevant accounting standards. If non-cash consideration takes the form of an asset, which cannot be transferred to the balance sheet then it is treated as managerial remuneration. However, for this purpose the issue of sweat equity must be made in favour of the director or manager.

Penalties

The Securities and Exchange Board of India (“SEBI”) has the authority to conduct an investigation or to inspect the books or accounts of the company in respect of any contravention of the provisions of the Regulations. SEBI is also authorized to initiate criminal prosecution by filing a complaint in writing in a court. If it is found that the company has contravened the provisions in regard to the issuance of sweat equity, it can be restrained from issuing further sweat equity. SEBI also has the authority to ask the person to whom the sweat equity is issued to be divested of it. 

2.4  Income Tax Act, 1961

With abolition of Fringe Benefit Tax from 2009-2010, FBT on Sweat equity has been abolished and once again Sweat Equity have been included in the purview of Perquisites under Section 17 (2). The value of the Sweat Equity determined on the date of exercise, as the difference between the fair market value of the shares as on the date of exercise and the exercise price, would be taxable as a perquisite in the hands of the employees.. 
ESOP vs. Sweat Equity

Some of the significant differences between the two are:

· Sweat Equity is grant of shares at discount or without monetary considerations whereas ESOP/ESOS is grant of option to purchase share at predetermined price given to employees.

· Sweat Equity can be issued to the promoters of the Company whereas ESOS/ESOP cannot be issued to the promoters or promoter group

· Minimum lock in period of 3 years for Sweat Equity whereas no such lock in period for ESOP and lock in period of 1 year for ESPS.







