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Hon’ble Delhi High Court upholds the valuation methodology adopted
by the tax payer, grants relief from applicability of Section 56(2)(viib)
of the ITA (‘Angel Tax’) 

Background

1 Commissioner of Income Tax Vs M/s Cinestaan Entertainment Pvt Ltd - ITA 1007/2019& CM APPL. 54134/2019

The Assessee is a private limited company engaged in the business of entertainment. During the tax year of FY15, the 
assessee had issued shares at a high premium of INR 90.9 Crs to identified set of investors. The shares were issued basis 
valuation report obtained from Independent Chartered Accountant using the DCF methodology which is one of prescribed 
methodology under Section 56(2)(viib) of the ITA r.w. Rule 11UA(2)(b) of the Income-tax Rules. 

The funds so raised by the assessee from identified set of investors were utilized for making onward investments in its 
associate enterprises through a combination of shares and 0%(Zero) debentures. 

During the course of tax assessment for FY15, the Assessing Officer (‘AO’) contested the valuation methodology basis value 
per share issued to the investors was determined. The valuation was contested by the AO and the fair value of shares was 
taken as ‘NIL’ on the following grounds:

The Hon’ble Delhi High Court in its recent ruling1  has quashed the addition made under Section 56(2)(viib) of the Income Tax 
Act, 1961 (‘ITA’) by upholding the Discounted Cash Flow (DCF) valuation methodology adopted by the assessee for determining 
the value per share in connection with a fund raising exercise.

The Hon’ble High Court while relying upon the valuation methodology adopted by the assessee has held that even if there is a 
difference between the revenue projections (basis which the value was determined using DCF method) and the actual revenue 
earned it cannot be treated as a ground to reject the valuation methodology and treat the same as erroneous in nature.

While arriving at the above ruling, the Hon’ble High Court has taken note of the fact that valuation is not an exact science and 
cannot be done with arithmetic precision.
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2 Securities & Exchange Board of India & Ors [2015 ABR 291] (Bom HC); Rameshwaram Strong Glass Pvt. Ltd v. ITO [2018-TIOL-1358-ITAT-Jaipur]; DQ(International) 
Ltd v. ACIT (ITA 151/Hyd/2015)

Section 56(2)(viib) of the ITA r.w. Rule 11UA provides that valuation has to be done in accordance with the prescribed methods 
and if one of the prescribed methods has been adopted then the AO has to accept the same;

There is no express provision in the ITA, which empowers the AO to adopt his own valuation or get the valuation done by the 
third party valuer;

Rule 11UA provides for two valuation methodologies, one is asset based NAV method which is based on actual numbers as per 
audited financials and another is DCF method which is based on future projections. The projections are based on various 
factors which are variable in nature and cannot be accurately predicted by the Management;

The underlying facts basis which projections are prepared which seemed in line with market practice at the time of valuation 
may not be relevant after a certain period of time;

Notwithstanding the above, the investors to whom shares were issued are not parties which are related to the assessee but 
are independent and seasoned third party investors who had studied the future potential of the assessee’s business and basis 
their commercial prudence agreed to invest in assessee at a valuation determined in accordance with DCF methodology

In light of the above, the AO cannot reject the valuation report of obtained by the assessee and substitute the value per share 
so determined as ‘NIL’. Consequent to the above, the addition of INR 90.9 Crs made under Section 56(2)(viib) of the ITA 
stands deleted.

In light of the above, the DCF methodology adopted by the assessee for share valuation was rejected and was considered to 
be not in accordance with Section 56(2)(viib) of the ITA r.w. Rule 11UA(2)(b) of the ITR.

Consequent to the above, share premium amounting to INR 90.9 Crs was taxed as ‘Income from Other Sources’ under 
Section 56(2)(viib) of the ITA.

Aggrieved by the order of the AO, the assessee filed an appeal before the CIT(A) which upheld the order of the AO. 
The order of the CIT(A) was further contested before the Hon’ble ITAT wherein the Hon’ble ITAT after relying upon past judicial 
precedents  held as under:

Aggrieved by the order of the ITAT, the Revenue filed an appeal before the Hon’ble High Court which held has under: 

The revenue projections basis which value per share was determined using DCF valuation was not in line with the actual 
revenue earned by the assessee during the subsequent years; 

The funds were not used by the assessee in achieving the desired level of revenue projections considered during the valuation 
process and in turn the funds were utilized for making investments in its associate enterprises;

While the projections were submitted by the assessee during the course of tax proceedings, the assessee was not able to 
substantiate the same; 

The investments made by the assessee in its Associated Enterprises had no potential of generating returns as majority of the 
investments in zero (0)% debentures had resulted in a loss and thus there was no way the assessee could have substantiated 
the revenue projections which were considered for valuation.

The ratio of share capital to share premium (i.e. 1:2602) at which investments were made by the investors in the assessee was 
very high when compared to the ratio of share premium to share capital (i.e. 1:4) when the funds were used by the assessee 
for making investments in its associated enterprises which further raises questions on the viability of the revenue projections 
considered for the purpose of valuation.
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What the High Court Held

The ruling of the Hon’ble High Court reiterates the principle that share valuations exercise undertaken in 
accordance with prescribed methodology cannot be disputed merely because the underlying projections and 
assumptions made at the time of valuation did not match the actual performance as such parameters are a 
function of the business cycle.

The ruling of the High Court will also help start-ups in defending angel tax related issues which continues to 
haunt the start-up ecosystem in spite of CBDT prescribing norms in 2019 for exemption from Angel Tax related 
issues for registered start- ups .

While the ruling will act a as boon for businesses which are backed by similar angel investors, one cannot plainly 
rely on the ruling and take a stand that issuance of shares at a higher premium can be defended seamlessely 
before the tax authorities.  It should be ensured that valuations basis which shares are issued at higher premium 
are appropriately backed by tenable assumptions which are industry specific and the financial projections are in 
line with the industry standards that can be appropriately justified.

Key Takeaways

The Hon’ble ITAT has correctly followed the judicial precedents laid down by Hon’ble High Courts and ITAT wherein the 
appellate authorities have relied upon the commercial prudence of the tax payers while undertaking valuation of assets.

The valuation of shares was correctly undertaken by the assessee by following the DCF methodology which is one of the 
methods prescribed under the ITA.

The mere fact that the actual performance of the assessee did not match with the projections which were considered for the 
purpose of DCF valuation, cannot be base for rejecting the valuation adopted by the assessee 

It is a well accepted fact, duly recognized by the Hon’ble Courts that valuation is not an exact science and thus cannot be 
done with arithmetic precision.

The AO without providing any rationale had rejected the valuation undertaken by the assessee and has failed to provide any 
appropriate value which could be considered as ‘fair’ value of shares. 

The assessee has adopted the valuation methodology prescribed under the ITA and is backed by appropriate workings and 
documentation 

The third party investors (who are seasoned and renowned businessmen) have relied upon the valuation and accepted the 
same basis their commercial acumen and the potential they saw in the business at the time of investment. 

Further the AO was unable to place any evidence on record which could substantiate that the valuation methodology adopted 
was incorrect.

Considering the above, we agree with the findings of the Hon’ble ITAT and find no merit in re-examining the same. 
Accordingly, the addition made on account of share premium stands deleted.

The Alert is of general nature only and should not be considered as any legal or tax advice. The Reader should not take any decision basis the information contained 
in this Alert, and should be seeking a prior professional advice on the matters covered by the Alert. Neither RBSA Advisors LLP nor any individual associated with 
this Alert should be considered as making any representation or warranty with respect to its accuracy or completeness, and under no circumstances would RBSA 
Advisors LLP or any individuals associated with this alert be liable for any loss caused to any third party relying on any view or statement made in this Alert, without 
entering into a formal Engagement Letter. The views provided in the Alert are those of the Preparer only and are subject to change without notice. The Alert shall 
not be copied, reproduced or further distributed by the Recipients.



For any further details or questions, please contact us:

India Offices

Global Offices

1121, Building No. 11, 2nd  Floor,
Solitaire Corporate Park, Chakala,
Andheri Kurla Road, Andheri (E),
Mumbai - 400 093
Tel: +91 22 6130 6000

MumbaiRavi Mehta
Managing Director & Head
Transaction Tax
ravi.mehta@rbsa.in
+91 22 6130 6052

9th Floor, KAHM Tower,
13, Nellie Sengupta Sarani,
Kolkata - 700 087
Tel: +91 33 460 34731

Kolkata
607, 6th Floor, Shangrila Plaza,
Road No. 2, Opposite KBR Park,
Banjara Hills,
Hyderabad - 500 034
M: +91 90526 60300

Hyderabad

Bengaluru
104, 1st Floor, Sufiya Elite,
#18, Cunningham Road,
Near Sigma Mall,
Bangalore - 560 052
M:   +91 97435 50600
Tel: +91 80 4112 8593

Dubai
105 Cecil Street,
# 22-00 The Octagon,
Singapore - 069 534
M: +65 8589 4891
Email: singapore@rbsa.in

Singapore
2001-01, Level 20, 48 Burj Gate Tower,
Downtown, Sheikh Zayed Road,
PO Box 29734, Dubai, UAE
M:   +971 52 382 2367
        +971 52 617 3699
Tel: +971 4518 2608
Email: dubai@rbsa.in

Ahmedabad
912, Venus Atlantis Corporate Park,
Anand Nagar Road, Prahladnagar,
Ahmedabad - 380 015
M:    +91 97243 44445
Tel:  +91 79 4050 6000

2nd Floor, IAPL House,
23 South Patel Nagar, 
New Delhi - 110 008
Tel: +91 11 2580 2300
       +91 99585 62211

Delhi

enquiry@rbsa.in

www.rbsa.in

RBSA Advisors has consistently been ranked amongst the Top 5 Merger & Acquisition 
Advisory Firms in the league table by both MergerMarkets and Venture Intelligence

Sidharth Dhir
Director 
Transaction Tax
sidharth.dhir@rbsa-advisors.com
+91 22 6130 6071

04


