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ANGEL TAX - NOT APPLICABLE ON RECOGNISED START-UPS 
 

The valuations to be determined by the companies, especially the start-ups, is a challenge in 

itself. Such valuations determined by the company to raise capital could have the share price 

that is above, equal to or below the Fair Market Value (“FMV”). However, in case the shares 

are issued above the FMV, the positive difference between the share issue price and FMV is 

considered as income for the issuer company under Section 56(2)(viib) of the Income Tax Act, 

1961 (“Act”) and taxed under the head ‘Income from Other Sources’ and is conventionally 

termed as ‘Angel Tax’. Therefore, for a successful computation of tax under the said section, 

the FMV must be calculated as per the prescribed methods. 

 
Calculating FMV 

 
The FMV can be calculated in two ways: 

 
1. On the basis of the value of the company’s assets on the date of issue of shares, 

including intangible assets. However, such value needs to be substantiated by the 

company to the satisfaction of the Assessing Officer. 

2. Alternatively, in the event the Assessing Officer is not satisfied, the fair market value can 

be determined, either by: 

(a) By a merchant banker as per the Discounted Free Cash Flow method (“DCF”), or 

(b) By using the formulae i.e.   (A-L)  X PV    

 PE 

 

“A” is the book value of assets in the balance sheet as reduced by any amount of tax 

paid as deduction or collection at source or as advance tax payment as reduced by the 

amount of tax claimed as refund under the Act and any amount shown in the balance 

sheet as asset including the unamortised amount of deferred expenditure which does 

not represent the value of any asset. 

 
“L” is the book value of liabilities shown in the balance sheet, excluding the paid-up 

capital of equity shares, amount set aside for payment of dividends on preference 

shares and equity shares where such dividends have already been declared, reserves 

and surplus except those set aside for depreciation, any amount representing 

provision for taxation other than amount of paid as deduction or collection at source or 

as advance tax payment as reduced by the amount of tax claimed as refund under the 

Income-tax Act, to the extent of the excess over the tax payable with reference to the 

book profits in accordance with the law applicable thereto, any amount representing 

provisions made for meeting liabilities other than ascertained, and any amount 

representing contingent liabilities other than arrears of dividends payable in respect of 

cumulative preference shares. 

 
“PE” is the total amount of paid up equity share capital as shown in the balance sheet 

“PV” is the paid-up value of such equity shares. 

Therefore, FMV is based on either the cash flows (DCF Method) or the value of assets. 

However, it is rare for new business establishments or companies to even reach breakeven 

point during early years, much less establish a strong cash flow system on which future cash 

flow assumptions could be made. Furthermore, future projection of cash flows takes into 

account the past cash flows of a company, however, as past cash flows are absent for new 

businesses, therefore, due to lack of enough financial data, calculating FMV through DCF 

method for a company may pose problems. The same is the scenario while computing FMV 

through value of assets as appearing in the balance sheet may not project a strong asset 

base. Nonetheless, FMV is derived through the prescribed methods and tax is calculated using 

the derived value of FMV. 
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Taxable Income under Section 56(2)(viib) 

 
As stated above, the positive difference between share price and FMV is considered as 

income, as demonstrated below: 

 

Income = Share Price - FMV 

 
This Income is then taxable under the Income Tax Act under the head ‘Income from Other 

sources’. The current income tax rate for incomes above INR 1,000,000 stands at the rate of 

30%. 

 
Solution for Startups: Exemption from Tax 

 
In April 2018, the Government of India (“Govt.”) had issued a notification wherein ‘Start-ups’ 

have been exempted from the purview of income tax under Section 56(2)(viib) (“Angel Tax”). 

However, even with the amendment, the said notification posed major roadblocks for the Start-

ups. In order to ease out the exemption process and the criteria for exemption, the Govt. 

issued a fresh notification dated 19th February 2019 superseding the April 2018’s notification, 

which states the following exemption criteria. 

 
The Exemption Criteria 

 
As per the notification dated 19th February 2019, a Startup shall be for exempted from Angel 

Tax, if it fulfils all of the following conditions: 

 
1. It is an entity that has been recognised by Department of Promotion of Industry and 

Internal Trade (“DPIIT”) as a start-up. 

2. Aggregate amount of paid up share capital and share premium of a Start-up after issue or 

proposed issue of share does not exceed INR 250,000,000. Further, share premium 

received on issue of shares to a non-resident or a venture capital company or a venture 

capital fund or a specified company 1 shall not be taken into consideration while computing 

the aggregate amount. 

3. Such start-up has not invested in any of the following assets: 

(a) Building or land appurtenant thereto, being a residential house, other than that used 

by a start-up for the purposes of renting or held by it as stock-in-trade, in the ordinary 

course of business; 

(b) Land or building, or both, not being a residential house, other than that occupied by a 

start-up for its business or used by it for purposes of renting or held by it as stock- in 

trade, in the ordinary course of business; 

(c) Loans and advances, other than loans or advances extended in the ordinary course 

of business by a start-up where the lending of money is substantial part of its 

business; 

(d) Capital contribution made to any other entity; 

(e) Shares and securities; 

 
1 Specified company is a company whose shares are frequently traded within the meaning of Securities 
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(f) A motor vehicle, aircraft, yacht or any other mode of transport, the actual cost of 

which exceeds ten lakh rupees, other than that held by a start-up for the purpose of 

plying, hiring, leasing or as stock-in-trade, in the ordinary course of business; 

(g) Jewellery other than that held by a start-up as stock-in-trade in the ordinary course of 

business; and 

(h) Any other asset, whether in the nature of capital asset or otherwise, of the specified 

nature. 

A start-up fulfilling the above-mentioned conditions would have to file duly signed declaration in 

FORM 2 to Department of Industrial Policy & Promotion (“DIPP”). Further, the new notification 

has removed the reporting conditions for investors, therefore, simplified the process. 

 
Conclusion 

 
In order to be registered and recognised as a ‘Start-up’, an entity must apply to the DPIIT, 

along with the necessary documents. It is pertinent to note that a write-up about the nature of 

the entity’s business, enumerating its work and progression towards innovation, development 

or improvement of products, processes or services, or its scalability in terms of employment 

generation or wealth creation, is imperative. The DPIIT upon going through the application may 

either approve or reject it. An entity recognised as a start-up is issued a DPIIT recognition 

number that is to be used as reference for availing tax exemptions/benefits. Further, all such 

start-ups being a company or limited liability partnership can enjoy tax exemption on all gross 

income including any profits or gains derived from an eligible business for any three 

consecutive assessment years out of five years commencing from the year of its incorporation. 
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