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Abstract 

Law relating to foreign investments is largely an unexplored context in legal studies. There are however highly significant 
impacts of policy changes relating to regulation of foreign investments. The present paper attempts to discuss about the special modes 
of foreign investments in India such as Stock Appreciation Rights (SARs), Share Warrants, Sweat Equity Shares etc. which though not 
discussed occasionally, hold relevance to the international transfer of technology and skill through foreign investments. The paper also 
discusses some of the major shortcomings in Indian legislations in this regard and identifies appropriate places where need-based 
reforms may be helpful in bridging the gaps. The paper is inclined to suggest that there is a need of considerable thought on regulatory 
norms and ambiguities should be rectified to encourage foreign investments in India. 
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Introduction 
I.] A Brief Background 

Unconventional investments by foreign entities and individuals require special significance for the reason that they are quite 
complex in identification and clarity. One such mechanism is ‘Issue of Securities to a Person Resident outside India under 
Employee Benefit Schemes’. The regulations make it clear that eligible persons for such acquisition of equities are employees/ 
directors or employees/ directors of its holding company or joint venture or wholly owned subsidiary/ subsidiaries who are resident 
outside India.1 Allotment of securities through the employee benefit schemes are covered by SEBI (Shares based Employee Benefits) 
Regulations, 2014 which cover employee stock option schemes, employee stock purchase schemes, and employee stock appreciation 
rights schemes.2 ‘Employee’ for the purpose of such scheme means and includes: a.) a permanent employee of the company who has 
been working in India or outside India; b.) a director of the company, whether a whole time director or not but excluding an 
independent director, and c.) an employee as defined under clause (i) or (ii) of a subsidiary in India or outside India or of a holding 
company of the company or an associate company, but does not include an employee who is a promoter or a person belonging to the 
promoter group or a director who either himself or through his relative or through anybody corporate, directly or indirectly holds more 
than 10% of the outstanding equity shares of the company.3 

 
Employee Stock Options Scheme means a scheme under which a company in India grants employee stock option directly or 

through a trust.4 TISPROI Regulations, 2017 however includes issue of ‘sweat equity shares’ under the category of issue of securities 
on an ESOS by an Indian company. A company may by way of special resolution in the company alter the terms of the scheme which 
have not yet been exercised by the employees, only if such variation is not prejudicial to the interests of employees.5 In addition, 
public companies cannot give any financial assistance to a person for the purpose of purchase or subscription of any shares in the 
company, or in its holding company, except when such purchase or subscription is for the shares held by trustees for the benefit of the 
employees, or such shares are held by the employee of the company.6 In case of direct route of ESOS, the company grants the option 
and at the time of exercise, fresh equity issuance is undertaken to allocate equity to the eligible employees. 

 
Employee Stock Option Purchase Scheme means a scheme under which a company offers shares to employees, as part of 

public issue or otherwise, or through a trust where the trust may undertake secondary acquisition for the purposes of the scheme. 
Eligibilities and other conditions for ESPS are same as ESOS Scheme but it should be noted here that TISPROI Regulations, 2017 
does not mention ESPS as a scheme of allotment of securities although the same is a part of SEBI (Shares based Employee Benefits) 
Regulations, 2014 as amended upto March, 2017 which requires elaboration/ clarification from RBI & SEBI till date. 

 
1 Regulation 7 of TISPROI Regulations, 2017 
2 SEBI, 28 October 2014 
3 G.K. Kapoor, Sanjay Dhamija & Vipan Kumar, Company Law, LLB Series, 1st Edn, Taxmann Publications, 2018 
4 Ibid. 
5 Press Release 63/ 2014 dated 19th June, 2014, SEBI 
6 Section 67 of Companies Act, 2013 



 
Cover Page 

  

  
 
DOI: http://ijmer.in.doi./2022/11.08.129 

            

 

ISSN:2277-7881; IMPACT FACTOR :7.816(2022); IC VALUE:5.16; ISI VALUE:2.286 
Peer Reviewed and Refereed Journal: VOLUME:11, ISSUE:8(7), August: 2022 

Online Copy of Article Publication Available (2022 Issues): www.ijmer.in 
Digital Certificate of Publication: http://ijmer.in/pdf/e-Certificate%20of%20Publication-IJMER.pdf 

Scopus Review ID: A2B96D3ACF3FEA2A 
Article Received: 2nd August 2022   

 Publication Date:10th September 2022 
Publisher: Sucharitha Publication, India 

 

 
65 

 

2.] Stock Appreciation Rights in Foreign Investments 
Similar to ESOS or ESPS Scheme, Stock Appreciation Rights Scheme7 or SAR Scheme means a scheme under which a 

company grants stock appreciation rights to its employees. The employee does not pay any excessive price but he gets entitled to 
receive the increase in stock of the company over a specified time period in cash or equity. This is a new form of scheme that has been 
permitted by SEBI for the first time.8 There are two types of SAR: 1.) Equity-settled SAR which gets settled by way of shares of the 
company and 2.) Cash-settled SAR, which is settled in cash and is also known as ‘phantom stock’.9 Furthermore, there is a vesting 
period attached to SAR, during which an employee cannot exercise the SAR. Such period shall mandatorily be for a minimum period 
of 1 year, and may further be extended by the company, either by fixing a time period which is known as time-based SAR or on the 
basis of achievement of certain performance metrics, known as performance-based SAR or both.10 Once SAR is vested, it may be 
exercised by making an application to the company or the trust as the case may be and, on such exercise, either the number of shares 
or sum, is offered to the employee concerned. There is also no minimum lock-in period for equity-based SARs.11 In the case of a trust 
mechanism, a private trust is established under the provisions of Indian Trusts Act, 1882 for the purpose of implementing employees’ 
benefit schemes which holds the shares of offering company beneficially on behalf of the company till the offer is made to employees. 
The trust is permitted to operate several schemes at one time. Once the stock options or SAR offered under the schemes are exercised, 
the beneficial ownership of the shares shifts from the company to the employee, to the extent agreed to be offered to the latter under 
the schemes. Thereafter, the shares are transferred to the employee by trust.12 

 
Offer of securities by an Indian company to employees outside India is subject to various other regulations which hold high 

importance in regulatory framework. An employee who is offered ‘ESOS’ is characterized as an insider, if he is either a connected 
person or has possession of or access to unpublished price sensitive information.13 An ESOP is a contract which derives its value from 
the prices of the underlying shares proposed to be offered to the employee under the ESOS scheme and thus constitutes a derivate, 
which in turn is a security. Even if such provisions are not applicable, Regulations-2014 prohibit the employees from trading with any 
third party. Similar is the concern of SEBI (SAST) Regulations, 2011 inter alia. 

 
TISPROI Regulations, 2017 provide that an issue of shares by an Indian company to employees outside India under ESOS 

scheme therefore makes a complex regulatory framework of SEBI getting applicable to such transactions. It is important to note here 
that, whatsoever may be the objective, an internal allocation of securities with an objective of arranging finances internally by a 
company is welcomed and praise by the regulations. 
 
3.] Rights Issue & Foreign Investments in India 

In addition to the methods of raising funds by offering securities under various modes as discussed above, it has been 
prescribed under Companies Act, 2013 that where a company having share capital proposes to increase its subscribed capital by the 
issue of further shares, then such shares shall always be offered to persons, who at the date of 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, unless a resolution authorizing 
the issue of further shares other than to the holders of equity shares as mentioned above is passed.14  This mechanism is popularly 
called as ‘Issue of securities under a Rights Issue mechanism’.15 FEMA provisions allow an Indian company to freely issue Rights 
Shares/ Bonus Shares to existing non-resident shareholders subject to the adherence to sectoral cap under the Regulations, 2017 and 
subject to other regulations as discussed hereinabove. It is however important to note here that erstwhile OCBs have been discontinued 
as a class of investors from 16 September, 2013.16 

 
7 Regulation 2(1) (zf) of SEBI (Share Based Employees Benefits) Regulations, 2014  
8 G.K. Kapoor, Sanjay Dhamija & Vipan Kumar, Company Law, LLB Series, 1st Edn, Taxmann Publications, 2018 
9 Regulation 2(1)(a) of SEBI (Share Based Employees Benefits) Regulations, 2014 
10 Securities and Exchange Board of India, Saregama India Limited Stock Appreciation Rights Scheme offered by Saregama India Limited, 2014, 
available at http://www.sebi.gov.in/cms/sebi_data/commondocs/saregamamay29_p.pdf  
11 Companies therefore do not prescribe lock-in periods generally 
12 Pravesh Aggarwal, Examining the Scope & Regulatory Framework Concerning Employees’ Benefit Schemes in India, NUJS Law Review, 10 
NUJS L. Rev. 109 (2017) 
13 The SEBI (Prohibition of Insider Trading) Regulations, 2015 recently replaced the erstwhile SEBI (Prohibition of Insider Trading) Regulations, 
1992 
14 Section 62(1)(a) of Companies Act, 2013 
15 Malegam Committee in 1995 to review disclosure requirements for public and rights issues that resulted in the SEBI Disclosure and Investor 
Protection Guidelines, 2000 (“DIP guidelines”) available at  
16 https://dipp.gov.in/sites/default/files/pn9_2009_1.pdf  
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The offer on rights basis to persons resident outside India shall be: 1.) in the case of shares of a company listed on recognized 
stock exchange in India, at a price determined by the company, and 2.) for unlisted companies, at a price not less than the price at 
which the offer on rights basis is made to resident shareholders. SEBI’s regulations related to Rights Issue seem to undercut SEBI’s 
regulations concerning creeping acquisitions. In particular, SEBI allows any change in promoters' holdings caused by a rights issue 
not to count towards the creeping acquisition limit when computing the maximum amount by which promoters can increase their stake 
in the company in a year without triggering public announcement and open offer requirements. Thus, it is likely that promoters may 
use rights issues to increase their stake and thus circumvent rules related to creeping acquisitions. Such attempts to increase promoter 
shareholding through rights issue could be motivated by, among others, a desire to recoup a reduction in promoter shareholding in 
years leading up to the rights issue.17 

 
A notable point under the new laws relating to Rights Issue under Companies Act, 2013 is that the Act now provides for a 

minimum period of 30 days for which the rights offer can be kept open and unlike other provisions which are extended to securities; 
these provisions are still applicable only to shares. However, the said provision is applicable to private companies, one person 
companies and small companies unless they are exempted by the Central Government in this regard. Government intervention in 
further issue of shares has been minimized for instance, under the old Act; a company could approach the Central Government if a 
special resolution was not passed.18 In such an event, the Central government would approve the further issue of shares to persons 
other than the shareholders, if the decision was approved at least by an ordinary resolution. In contrast to this, under Companies Act, 
2013 it has been clarified that this power of government stands withdrawn.19 In order to control ownership and control of Indian 
entities, the regulations provide for limitation of sectoral caps and other conditionalities. By passing a special resolution, shares may 
be issued to persons irrespective of their membership. 

 
4.] Issue of Sweat Equity Shares in Foreign Investments 

Another important process of allotment of securities is ‘sweat equity shares’ issued by Indian companies under the 
provisions of Companies Act, 2013.20 There has been important change in issue of sweat equity shares under the Act that a company 
(excluding foreign subsidiaries) must have conducted its business for at least 1 year prior to such issue of equity shares.21 Sweat equity 
shares means ‘such equity shares as are issued by a company to its directors or employees at a discount or for a consideration, other 
than cash, for providing their know-how or making available rights in the nature of IPR or value additions, by whatever name 
called’.22 Sweat equity shares could be issued only to directors and employees of a company. Although sweat equity shares could be 
issued for consideration other than cash, the Act prohibits acquisition of assets by a director from his company for consideration other 
than cash unless the transaction has been approved in a general meeting.23 Detailed provisions to regulate the issue of sweat equity 
shares have also been promulgated under the powers provided by FEMA, 1999 to RBI.24 It has also been provided that a company 
shall not be authorized to issue sweat equity of more than 15% of the existing paid up equity shares capital in a year or shares of the 
issue value of rupees 5 crores, whichever is higher and in no case, the issuance of sweat equity shares in the company can exceed 25% 
of the paid up equity capital of the company. 

 
Sweat equity shares issued to directors/ employees of a company shall be locked in for a period of 3 years from the date of 

allotment and the allotment shall be done at a value determined by a registered valuer as the fair price and after giving justification of 
such valuation of equity price. The rights, limitations and restrictions that may be applicable to sweat equity shares shall be the same 
as applicable to equity shares.25 SEBI Regulations regulate sweat equity issue of shares by the listed companies in India26 and Rules 
(as may be prescribed) shall regulate sweat equity issue by unlisted companies27.   

 
17 Gaurav Jetley & Shamim S. Mondal, Rights Issues & Creeping Acquisitions in India, Emerging Markets Review, Volume 23, June 2015, pp. 38-
95 
18 Prachi Manekar, Insights into the New Company Law, 1st Edn, Lexis Nexis, at p. 98 
19 Ibid. 
20 Section 54 of Companies Act, 2013 
21 Rule 8 of Companies (Share Capital & Debentures) Rules, 2014 
22 Section 2 (88) of Companies Act, 2013 
23 Prachi Manekar, Insights into the New Company Law, 1st Edn, Lexis Nexis, at p. 103 
24 Reserve Bank of India, Master Circular, Employees Stock Options Scheme and/or Sweat Equity Shares to Persons Resident Outside India, 
RBI/2015-16/128, 16 July 2015 
25 G. K. Kapoor, Sanjay Dhamija & Vipan Kumar, Company Law, LLB Series, 1st Edn, Taxmann Publications, 2018 
26 SEBI (ICDR) Regulations, 2009 
27 Companies (Share Capital & Debentures) Rules, 2014 
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Issue of securities to persons resident outside India by way of sweat equity has remained in considerable debate for a long 
period of time. SEBI prescribes such requirements in order to locate: statement of risks, which includes risks associated with 
concentration of shares, leverage, illiquidity, and vesting of options; information about the company, which includes its business, 
abridged financial information, risk factors associated therewith as well as continuing disclosure requirement on its part and salient 
features of the scheme of allotment. It is important to note here that investment to employees/ directors is also viewed as investment 
by a person resident outside India owing to the fact, in such an issue and allotment of securities, there is an instant divestment of 
ownership in Indian entities which is similar to diversification of ownership if the same might not have been allotted to an employee/ 
director of the company.28 A startup company however could issue 50% of its paid up capital up to 5 years. 

 
5.] Critical Issues in Special Modes of Foreign Investments in India 

In relation to the special foreign investments by persons resident outside India as covered in the discussion made above, there 
are some extremely important issues that require attention and action. The definition of term ‘employee’ under the regulations for 
listed companies does not provide clarity as far as inclusion & exclusion of promoter or person from group of promoters of the 
company offering securities is concerned.29 SEBI has also not looked into the fact when a clarification on this point was sought from 
it.30 Similar doubt is raised in relation to the definition of ‘officer’ which includes a director and other persons who may be an 
employee under Regulations, 2014 or Rules, 2014 whereas the definition of ‘employee’ excludes directors of the company.31 Although 
Regulations, 2014 is a legislation destined to ensure protection of rights of the shareholders, there is an apparent difference between 
employees of foreign subsidiary company and foreign holding company because of the reason that definition of employee does not 
clarify ‘whether the subsidiary or holding company is in India or not?.32’ It is therefore essential for the prompt performance of special 
foreign investments that clarity in definition of ‘employee’ is brought in to the extent possible and the same be notified at earliest for 
promotion of foreign investment in right direction. 

 
Contrastingly however, equities under employee benefit schemes are offered to employees owing to their dedication in 

service and long-term association with the company which also carries a sentimental value for the goodwill of the company.33 
However a detriment to the fulfillment of objectives behind issue of employee benefit schemes is created by absence of lock-in period 
to investments made under the scheme. It has been aggressively recommended that apart from ESPS (which is out of purview for 
foreign investments) that some lock-in period should not only be prescribed but should also be made mandatory so that effective 
conversion of the amount so invested could be done in an efficient manner.34   

 
6.] Concluding Remarks 

Much debate has also been conducted on the nature of ‘Stock Appreciation Rights’ permitted under the relevant regulations. 
Definition of SAR in US jurisdiction has changed over a period of time from not being a security to a derivative security.35 Indian 
legislation however still needs to notify SAR as a security under the meaning of ‘derivative’.  While there are some urgent reforms 
needed in the regulatory setup, others could be backed by a considerable thought and intelligent exercise. It should be kept in mind 
that grammatical coherence, clarity and content output is extremely important as small errors may cause significant impact to the 
direction of economic development and policy concerns for foreign investments in India. It is emphasized here that other aspects such 
as dealing of shares pursuant to the exercise of cash-settled SAR permitted also need attention owing to the fact that Regulations, 2014 
and Rules, 2014 form the essential part of law relating to special foreign investments in India. 
 
 
  

 
28 Refer UNCTAD, UNCTAD/ITE/IIA/2003/7 available at https://unctad.org/en/Docs/iteiia20037_en.pdf 
29 SEBI (Share Based Employees Benefits) Regulations, 2014, Reg. 2(1)(f). 
30 See Letter sent by Amit Tandon & addressed to Jagannathan Chakravarti (July 27, 2015), available at 
http://www.sebi.gov.in/cms/sebi_data/commondocs/sebimindtree_p.pdf  
31 Section 2(59) of Companies Act, 2013 
32 See Tapan Ray Committee, Report of the Companies Law Committee (February 1, 2016), available at 
http://www.mca.gov.in/Ministry/pdf/Report_Companies_Law_Committee_01022016.pdf  
33 Pravesh Aggarwal, Benefits to Employees by Way of Stock Options or Stock Purchase Schemes in India: Evaluating its Scope, Need and the 
Problems under the Extant Legal Regime, 27 Eur. Business Law Rev. 4 (2016) 
34 Pravesh Aggarwal, Examining the Scope & Regulatory Framework Concerning Employees’ Benefit Schemes in India, NUJS Law Review, 10 
NUJS L. Rev. 109 (2017) 
35 Clay v. Riverwood International Corpn., 157 F 3d 1259 (11th Cir 1998); General Rules and Regulations, Securities Exchange Act of 1934, 17 
C.F.R. §240.16a-1(c) (1991) (U.S.A.). 


