
Rule 11UA(1)(c)(b) 
Valuation Challenges 
and Our View

The Finance Act, 2017 inserted clause (x) in sub-
section (2) of Section 56 of the Income-tax Act 
1961 and new Section 50CA to deal with 
transaction involving without/inadequate 
consideration

This paper attempts to address challenges faced 
when computing FMV of shares/securities 
under Rule 11UA(1)(c)(b)
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Foreword
Finance Bill, 2017 had introduced new section 50CA and a new clause 
(x) in sub-section (2) of section 56 to bring into tax ambit situations 
where consideration for transfer is less than fair market value (FMV) 
or where money/property is received without/inadequate 
consideration. One of the more common situations where this section 
and clause triggers is with respect to unquoted shares. 

While CBDT has notified Rule 11UA providing the rules for valuation of 
unquoted equity shares, we realise that questions that pass through 
while working on a rule-based valuation are intertwined with 
accounting, tax interpretations, economic and control features 
embedded in the shares among other on-ground issues. 
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“The assessee by resorting to such a 

tax planning has taken advantage of 

the benefit of the law or the 

loopholes in the law, which had 

ensured to his benefit. After seeing 

how this loophole has been exploited 

within four corners of the law, it is 

open to the Parliament to amend the 

law plugging the loophole.”

Hon’ble High Court in n the case of 

Bhoruka Engineering. 

The loophole was plugged by CBDT in 

2017 by amending Rule 11UA

In this paper, we have attempted to analyse special 

situations to the extent possible while dealing with rule 

11UA(1)(c)(b) (the “Rule”) of the IT Rules. Considering 

that there can be several real-life scenarios where an 

explicit treatment is not provided in the Rule for a 

specific balance sheet asset or liability and the valuer 

may have to take a view based on his/her 

understanding of the background of the case, we have 

come up with this paper identifying valuation 

challenges of the said Rule and our views on few 

situations where there is no clear explanation provided 

currently. We are hoping that you find the findings 

insightful.



….. Extract of Finance Bill, 2017

Fair Market Value to be full value of consideration in certain cases 

• “Under the existing provisions of the Act, income chargeable under the head "Capital gains" is 
computed by taking into account the amount of full value of consideration received or accrued on 
transfer of a capital asset. In order to ensure that the full value of consideration is not understated, 
the Act also contained provisions for deeming of full value of consideration in certain cases such 
as deeming of stamp duty value as full value of consideration for transfer of immovable property in 
certain cases. 

• In order to rationalise the provisions relating to deeming of full value of consideration for 
computation of income under the head "capital gains", it is proposed to insert a new section 50CA 
to provide that where consideration for transfer of share of a company (other than quoted share) is 
less than the Fair Market Value (FMV) of such share determined in accordance with the 
prescribed manner, the FMV shall be deemed to be the full value of consideration for the 
purposes of computing income under the head "Capital gains". 

• This amendment will take effect from 1st April, 2018 and will, accordingly, apply in relation to the 
assessment year 2018-19 and subsequent assessment years.”

Widening scope of Income from other sources

• “Under the existing provisions of section 56(2)(vii), any sum of money or any property which is 
received without consideration or for inadequate consideration (in excess of the specified limit of 
Rs. 50,000) by an individual or Hindu undivided family is chargeable to income-tax in the hands of 
the resident under the head "Income from other sources" subject to certain exceptions. Further, 
receipt of certain shares by a firm or a company in which the public are not substantially 
interested is also chargeable to income-tax in case such receipt is in excess of Rs. 50,000 and is 
received without consideration or for inadequate consideration.

• The existing definition of property for the purpose of this section includes immovable property, 
jewellery, shares, paintings, etc. These anti-abuse provisions are currently applicable only in case 
of individual or HUF and firm or company in certain cases. Therefore, receipt of sum of money or 
property without consideration or for inadequate consideration does not attract these anti-abuse 
provisions in cases of other assessees. 

• In order to prevent the practice of receiving the sum of money or the property without 
consideration or for inadequate consideration, it is proposed to insert a new clause (x) in sub-
section (2) of section 56 so as to provide that receipt of the sum of money or the property by any 
person without consideration or for inadequate consideration in excess of Rs. 50,000 shall be 
chargeable to tax in the hands of the recipient under the head "Income from other sources". It is 
also proposed to widen the scope of existing exceptions by including the receipt by certain trusts 
or institutions and receipt by way of certain transfers not regarded as transfer under section 47.

• Consequential amendment is also proposed in section 49 for determination of cost of acquisition.

• These amendments will take effect from 1st April 2017 and the said receipt of sum of money or 
property on or after 1st April 2017 shall be chargeable to tax in accordance with the provisions of 
proposed clause (x) of sub-section (2) of section 56.”
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What the rule says

• When any person in the Indian jurisdiction, transfers unquoted equity shares, there are two 
sections of the IT Act, which are required to be considered and complied with:

• S. 50CA concerning capital gain tax – to assess whether the consideration received by 
the transferor as part of the proposed transaction by the company is less than the fair 
market value (FMV) as computed under rule 11UA. 

• S. 56(2)(X) relating to other income – where the transferee will be required to pass the 
test of consideration paid in the transaction which if it is less than the FMV then the 
difference shall be chargeable as Other Income.

• For the purpose of valuation computation under either of the above sections, IT Act has 
prescribed that valuation has to be done as per rule 11UA(1)(c)(b) of the IT Act

• The Rule provides for valuation of unquoted equity shares, as per the following formula:

Fair market value (“FMV”) of unquoted equity shares = (A+B+C+D-L) x PV/PE, where

A - Book value of all the assets (except those mentioned at B, C and D below) as reduced by 
income tax paid as advance tax/TDS/TDC (net of refund) and any amount shown in the 
balance sheet as asset including the unamortized amount of deferred expenditure which does 
not represent the value of any asset

B - Fair market value of jewellery and artistic work based on the valuation report of a 
registered valuer

C - Fair market value of shares or securities as determined according to this rule

D - Stamp duty valuation in respect of any immovable property

L - Book value of liabilities, excluding:

• the paid-up capital in respect of equity shares;

• the amount set apart for payment of dividends on preference shares and equity shares 
where such dividends have not been declared before the date of transfer at a general 
body meeting of the company;

• reserves and surplus, by whatever name called, even if the resulting figure is negative, 
other than those set apart towards depreciation;

• any amount representing provision for taxation, other than the amount of income-tax paid, 
if any, less the amount of income-tax claimed as refund, if any, 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 
liabilities;

• any amount representing contingent liabilities other than arrears of dividends payable in 
respect of cumulative preference shares; 

PV - Paid-up value of equity shares

PE - Total amount of paid-up equity share capital as shown in the balance sheet.

• In the practical world, valuers may encounter various challenges around the implementation of the 
above Rule ranging from:

• Inclusion or exclusion of assets and liabilities which have not been explicitly defined, or

• Situations which require clarification from Central Board of Direct Taxes (“CBDT”) and 
until then we have provided our view on the valuation treatment

• In the section below, we have highlighted few such situations and our view on the treatment for 
the purpose of the valuation under the Rule. This is not an exhaustive list and there can be more 
such situations.
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Valuation Challenges & Our View

• We have categorised the valuation challenges of the Rule under following broad areas which are 
not exhaustive but illustrative based on our practical experience and understanding:
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Ind AS Based Challenges
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Complex equity instruments with embedded rights and options

Complex capital instruments having 

differential shareholder rights governed by 

shareholder agreements have become 

increasingly common in start-ups and other 

companies which have raised money from 

private equity sponsors. For example, in 

instruments which are convertible into fixed 

number of equity shares like optionally 

convertible redeemable preference shares 

(“OCRPS”) with discretionary non-cumulative 

dividend and mandatorily convertible debt, a 

certain portion is accounted as a liability and 

the rest is classified as equity as per Ind AS 

32 and Ind AS 109 on classification, 

recognition and measurement of financial 

instruments

We believe that the classification done for the 

purpose of Ind AS should not be taken on as-

is basis for the purpose of passing the test of 

liability under rule 11UA(1)(c)(b) because we 

are doing the valuation exercise using NAV 

method and attributing value to equity 

shareholders which can be rightfully mapped 

to them. There cannot be one blanket rule 

and such evaluation will require detailed 

analysis of the rights and then make 

appropriate adjustments.

Let’s continue with few illustrative instruments 

to evaluate on how they should be looked 

upon for the purpose of the valuation Rule:

Optionally Convertible Redeemable 

Preference Shares 

The instrument has three sub-components:

• Redeemable principal amount: Financial liability

• Discretionary, non-cumulative dividend – Equity

• Holder’s option to convert into ordinary equity shares –

Equity

Our view is that the amount classified as equity 

should be classified as liability along with the rest of 

the liability component of OCRPS to find the value 

attributable for equity holders and divide by number 

of common stock for finding the value per share of 

equity under rule 11UA(1)(c)(b)

Mandatorily convertible debt

The instrument has two sub-components:

• Fair value of liability: The liability component of the 

mandatorily convertible bond is measured first by 

discounting the interest to present value based on 

market interest rate for similar bonds having no 

conversion rights

• Fair value of equity: The equity component is computed 

as residual value by subtracting the above fair value of 

liability from the proceeds raised from this debt 

instrument.

Our view is that the amount classified as a liability 

should stay as-is. However, for the purpose of 

valuation under rule 11UA(1)(c)(b), considering that the 

instrument is “mandatorily convertible”, for the purpose 

of computing FMV per share, a view may be taken to 

recalculate the number of equity shares assuming that 

such conversion has happened and accordingly add 

such converted shares to the current equity shares 

outstanding.

Ordinary shares carrying redemption 

rights

The instrument has two sub-components:

• Financial liability: present value of the redemption 

amount is classified as a financial liability

• Equity feature: Balance amount between cash received 

and financial liability is debited to equity

Our view is that the amount classified as financial 

liability should be reversed to equity for the purpose of 

valuation under rule 11UA(1)(c)(b), considering that the 

total amount of paid up equity share capital as shown 

in the balance sheet should commensurate with the 

paid-up value of such equity shares

Perpetual loan with mandatory 

interest

The instrument has two sub-components:

• Financial liability: mandatory interest payable by the 

issuer

• Equity feature: perpetual principal as it not required to be 

repaid

Our view is that unless the equity is not subordinate to 

the bond holder in a liquidation scenario, the amount 

classified as equity can be considered to be part of 

reserve and surplus and thus, not be included in the 

book value of liabilities

a b

c

d
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Ind AS Based Challenges
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Complex equity instruments with embedded rights and options

Fixed issue of equity shares against 

CCPS

As per Ind AS 109, the instrument is a non-derivative contract 

that involves issue of fixed number of equity shares and shall be 

classified as equity

Our view for finding the value per share of equity 

under rule 11UA(1)(c)(b) is that the amount 

classified as equity could be reclassified as liability 

to find the value attributable to equity holders and 

divide by number of common stock. Alternately, a 

view may be taken to recalculate the number of 

equity shares assuming that such conversion has 

happened and accordingly add such converted 

shares to the current equity shares outstanding.

Interest-free loan from group 

company

As per Ind AS 32 and Ind AS 109, the interest-

free loan is measured at fair value computed by 

discounting the loan amount by the market 

interest rate for similar loans. Such fair value of 

the loan is recognized as liability and remainder 

is classified as other equity. Over a period, the 

loan liability is constantly increased through a 

charge in the profit and loss account.

Our view: We are of the opinion that the portion 

being shown under other equity should be 

reclassified as liability for the purpose of 

calculating NAV under the Rule. There is 

structural subordination of equity in liquidation 

scenario and hence, equity holders will not have 

claim over such loan amount classified as the 

other equity. 

Leases

As per recently notified Ind AS 116, operating 

leases are required to be accounted on 

balance sheet by recognizing a liability and a 

corresponding asset. Operating lease liability 

is required to be computed as the present 

value of the remaining lease payments, 

discounted using the lessee’s incremental 

borrowing rate. An asset is recognized as 

right-of-use and is depreciated over the useful 

life of this asset.

Our view: Asset-side right-of-use is an intangible 

asset and hence it is not an immovable property 

for the purpose of rule 11UA. W.r.t the lease 

liability, we are of the view that the same should 

be treated as a liability for the purpose of the 

Rule. Hence, operating leases should be 

accounted for by taking the book value of the 

lease asset and liability as reported on the 

balance sheet
Loan repayable on demand?

As per Ind AS 113, the fair value of a financial 

liability with a demand feature is not less than 

the amount payable on demand. Hence, no 

adjustment is necessary for the purpose of 

calculating NAV under the Rule

2/3 3/3

e
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Tax-interpretation Based Challenges
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Minimum alternate tax (MAT) credit 

entitlement

MAT credit entitlement is appearing as an asset 

on the balance sheet, then?

Our View is that it should be considered as an 

asset for the purpose of the above valuation 

Rule because it represents the value of the 

underlying asset and will be available for 

offsetting future tax liability

The Rule states that “any amount of income-tax 

paid, if any, less the amount of income-tax 

refund claimed if any” should be reduced from 

the total assets as calculated as per the Rule. 

Our View is that income taxes paid in dispute 

should not be considered as an asset and 

accordingly reduced from the overall assets. An 

exception can be where the Company has 

claimed such income tax paid in protest as a 

refund in their income tax return which can be 

validated by analysing the company’s ITR-6.

The Rule states, “any amount shown as asset 

…which does not represent the value of any 

asset” should be excluded from the assets 

computed for the purpose of this Rule. 

Our view is that DTA is such an asset on 

balance sheet which does not represent the 

value of any asset and hence should be 

excluded from the assets.

One of the adjustments in the liability 

computation for the above Rule is that any 

excess provision made for income tax in 

comparison to taxes payable w.r.t book 

profits should be reversed and hence reduce 

the liability by that excess amount. The Rule 

is silent on the definition of “book profits” as 

well as the income tax rate which should be 

used for computing taxes. 

Our view is that the reference is to book 

profits as computed for the purpose of 

section 115JB of the IT Act and the income 

tax rate may be taken by referring to the 

marginal tax rate for the company. 

The Rule states that “any amount representing 

provisions made for meeting liabilities, other 

than ascertained liabilities” should not be 

considered as part of liabilities. A question 

arises: whether provision made for employee 

benefits like compensatory leaves and gratuity is 

ascertained or not ascertained? 

Our View: Such provisions are made based on 

some scientific approach by analysing past data, 

these provisions can be considered as 

ascertained liabilities.

Similarly, in case of product warranties, it is 

ascertained liability and not contingent liability.

Income taxes paid in dispute

Definition of book profits for the 

purpose of above Rule

Provisions made for employee benefits 

like compensatory leaves and gratuity

Bharat Earth Movers Vs. Commissioner of 

Income Tax

The Apex Court held that the amounts set 

apart by an assessee to meet its liability on 

account of leave encashment of employees is 

not a contingent liability.

Rotork Controls India P. Ltd. Vs. 

Commissioner of Income Tax, 2009

The Supreme Court in the context of an 

assessee making provision for estimated

expenditure towards warranty observed that 

provision is a liability which can be measured 

only by using substantial degree of estimation. 

Such provision is recognized when an 

assessee had a present obligation as a result 

of past events, and it is possible that any 

outflow of resources will be required

to settle the obligation and further a reliable 

estimate can be made of the amount of 

obligation.

Deferred tax assets/ liabilities 

(DTA/DTL)

1/5 3/5
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On Ground Challenges
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Valuation date

Rule 11U of the IT Act states that for the 

purpose of valuation under rule 11UA, the date 

of valuation must be the date on which the 

asset is transferred. However, in real life, a 

valuer can encounter situations where the 

balance sheet is not available as of the date of 

the transfer of assets. 

Our View: CBDT perhaps considered the point 

that valuation accretion or destruction for start-

ups happens at a highly accelerated pace with 

significant value movement at each round of 

successful fund raise. However, satisfying the 

requirement of transaction date balance sheet 

in most situations will be impractical and hence, 

cue can be taken from the wealth tax rules.

The valuer may choose to do the valuation as of 

the latest balance sheet available and take a 

management representation that no material 

change has happened in the value of assets 

and liabilities between the balance sheet date 

and the valuation date. 

Wealth-tax Rules provided that 'For the 

purposes of this rule, 'balance sheet', in 

relation to any company, means the balance 

sheet of such company (including the notes 

annexed thereto and forming part of the 

accounts) as drawn up on the valuation date 

and, where there is no such balance sheet, the 

balance sheet drawn up on a date immediately 

preceding the valuation date, and in the 

absence of both, the balance sheet drawn up 

on a date immediately after the valuation date.’

Rule 11U of the ITA states that for the purpose 

of valuation under rule 11UA, the balance sheet 

used for the FMV computation should be 

audited. However, in real life, a valuer can 

come across situations where the financials are 

still not audited. What should be the recourse? 

Our View: Valuer should seek audited 

financials from the management of the 

company and if the management of the 

company is not able to provide then seek 

explanation and take a management 

representation that they do not expect any 

material change in the value of assets and 

liabilities between the provisional financials and 

the audited financials which would be available 

at a future date.

Audited financials 

The Rule states that “fair market value of shares 

or securities as determined according to this 

rule” shall be considered. Hence, for any 

investment in subsidiaries, the value of such 

investments will be computed by doing the 

same FMV exercise under the Rule by using the 

balance sheet of the subsidiary. However, how 

should the valuation of such shares be done if 

such investment is in a foreign subsidiary? 

Our view: Since such subsidiaries are 

governed by the jurisdiction of the laws of the 

land where such subsidiary is incorporated, 

hence the India tax law and stamp duty law may 

not be applicable to them and accordingly, one 

option could be to take the net asset value of 

such investments as fair value and provide the 

explanation in the report and reason for such 

assumption.

Investment in foreign subsidiaries

1/3 2/3
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Other Issues
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Differential Voting Rights in equity 

shares

Shares with differential voting rights (DVRs) 

simply mean that a company has issued more 

than one class of stocks with different voting 

rights. A question arises whether the value 

assigned at equity level reflects the FMV of the 

share with differential voting rights.

Our View: DVRs provide an ability to influence 

or control the enterprise in a manner that is 

disproportionate to the percentage holdings. 

The Rule in its present casing does not address 

this loophole which get compounded by the fact 

that despite such rights being substantive and 

meaningful, their value is not objectively and 

readily measurable. CBDT will need to suitably 

amend the Rule to ensure that the provision of 

50CA and 56(2)(x) are not bypassed through 

the mechanism of DVRs

The Rule requires reserves and surplus, by 

whatever name called, even if the resulting 

figure is negative, other than those set apart

towards depreciation to be not included in the 

liabilities. Under Ind AS regime, share 

application money pending allotment is 

presented as part of “other equity” and as such, 

for the purpose of this Rule may require 

adjustment

Our View: Other equity component in the 

balance sheet should be carefully analysed to 

ensure that items other than Reserve and 

Surplus are correctly identified and adjusted in 

determining the liabilities.

Share application money pending 

allotment

Treasury shares/  ESOP reserves

Please refer our publication, “DVR 2.0 – Shine, Snooze or Slide?” 

published in March 2019, for more details around our view on 

valuing such DVRs. http://www.incwert.com/wp-

content/uploads/2019/03/An-overview-of-DVR-and-valuation-

considerations.pdf. 

Companies which have treasury shares or 

ESOP reserves, what should be the treatment?

Our View: The nature of treatment would be 

similar to the share application money pending 

allotment. ESOP reserves are the funds 

earmarked for the employees and thus, while 

determining the value under the Rule, it should 

be adjusted as a liability of the enterprise.

1/3 2/3

3/3

http://www.incwert.com/wp-content/uploads/2019/03/An-overview-of-DVR-and-valuation-considerations.pdf


Closing Thoughts
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Rule 11UA(1)(c)(b) valuation requires the valuer to do the valuation as per the 

formula and hence does not give the flexibility to take any other approach 

except what is provided in the rule. 

However, we have noticed that there are several situations where the Rule 

does not provide an explicit language to either include or exclude a specific 

balance sheet item. Further, in such cases, where neither a judicial precedent 

nor a clarification from CBDT is available, we have expressed our views based 

on our understanding.

Our views are broadly based on substance over form and we have applied 

financial logic to why an adjustment is either required or not required a specific 

asset or liability for the purpose of FMV calculation under the said Rule.
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Board no: +91 124-4696689

Email: sunitk@incwert.com

Mumbai:

Punit Khandelwal

Mobile: +91 98201 38274

Email: punitk@incwert.com

Website: http://www.incwert.com

Our Offices

Gurugram

Spaze I-Tec Park,

Tower A, 

437A, 4th floor

Sohna Road

Gurugram 122 018

Registered office:

F-1502,

GPL Eden Heights,

Sector 70,

Gurugram 122101

Mumbai

Platina Building

Bandra Kurla Complex

Mumbai 400 098

1401, Casa Marina,

Hiranandani Estate,

Thane West

Maharashtra – 400 607
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