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A LEGAL PERSPECTIVE ON DETERMINING AND SAFEGUARDING STARTUP VALUATIONS IN
INDIA

(Startup Fundraising Series, Part V — November 05, 2025)

Valuation often forms the centrepiece of any startup fundraising discussion. For founders, it
reflects the prospect of their vision; for investors, it signifies the price of future potential. Yet,
in the early stages of a company’s life cycle, valuation is seldom a precise science. It sits at
the intersection of commercial optimism, market sentiment, and regulatory discipline more
an exercise in calibrated judgment than arithmetic certainty.

From a legal perspective, valuation for private limited companies in India is not merely a
commercial understanding between parties. It is a regulated concept, bounded by
frameworks under the Companies Act, 2013, the Foreign Exchange Management (Non-Debt
Instruments) Rules, 2019, and the Income-tax Act, 1961. Each of these laws governs the
process and methodology through which value can be determined, certified, and justified,
ensuring that pricing remains defensible before shareholders, regulators, and tax authorities
alike.

Once the value of a company is determined, investors naturally seek to safeguard their
position against future dilution or unforeseen downside. This is where investor protection
mechanisms step in contractual tools designed to preserve valuation integrity through
evolving funding rounds and capital structures. Clauses such as anti-dilution, liquidation
preference, most-favoured-nation rights, pre-emptive rights, and conversion price
adjustments have therefore become integral to modern shareholder agreements.

In this discussion, we examine the legal side of valuation beginning with the regulatory
framework that shapes it, followed by an exploration of common protection mechanisms
adopted by investors, and finally, a review of their enforceability and key legal
considerations. Understanding these dimensions is essential not just to price a deal, but to
structure it lawfully and sustainably.

Valuation Framework under the Indian Laws

Valuation in India is not merely a function of financial modeling or negotiation, it is a legally
regulated exercise. The objective is to ensure that the price at which securities are issued,
transferred, or converted reflects a fair, transparent, and justifiable basis. The common
thread across Indian laws is the concept of Fair Market Value (FMV), the price that a willing
buyer would pay and a willing seller would accept in an arm’s-length transaction, free from
compulsion. FMV serves as the legal anchor for determining whether a transaction complies
with corporate, regulatory, and tax standards.

1. Under the Companies Act, 2013

Valuation of securities issued by an unlisted company is governed primarily by Section 62
(further issue of share capital) and Section 42 (private placement) of the Companies Act, 2013
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(“Companies Act”), read with Rule 13 of the Companies (Share Capital and Debentures)
Rules, 2014. These provisions mandate that where shares or securities are issued on a
preferential or private placement basis, the company must obtain a valuation report from a
‘Registered Valuer’ registered under the Companies (Registered Valuers and Valuation)
Rules, 2017, issued pursuant to Section 247 of the Companies Act.

The Registered Valuer is required to adopt a methodology appropriate to the company’s
stage typically the Discounted Cash Flow (DCF) method for growth-stage entities or the Net
Asset Value (NAV) method for early-stage or asset-heavy entities. The valuation report
forms part of the board and shareholder approval process and serves as a statutory record
evidencing that the issue price reflects FMV.

2. Under the Foreign Exchange Management (Non-Debt Instruments) Rules, 2019

For transactions involving non-residents, Rule 21 of the FEMA (Non-Debt Instruments)
Rules, 2019 (“FEMA NDI Rules”) stipulates that the price of equity instruments issued by
an Indian company to a person resident outside India shall not be less than the fair market
value of such instruments.

The FMV is required to be determined by a SEBI-registered Merchant Banker or a Chartered
Accountant using internationally accepted pricing methodologies most commonly the DCF
method. Similarly, in the case of transfer of shares from a resident to a non-resident, the
transfer price cannot be lower than FMV; conversely, from non-resident to resident, it cannot
exceed FMV.

The same principle applies to conversion of instruments such as Compulsorily Convertible
Debentures (CCDs) or Convertible Notes, the conversion price, determined upfront or
through a formula, must remain within the permissible FEMA pricing guidelines at both the
time of issue and conversion.

3. Under the Income-tax Act, 1961

The Income-tax Act, 1961 (“IT Act”) introduces valuation oversight to prevent disguised
capital infusion or inflated share premiums. Section 56(2)(viib) of the IT Act provides that if
a company issues shares to a resident at a price exceeding the FMV, the excess shall be

treated as “income from other sources” in the hands of the issuing company.

The method of valuation is prescribed under Rule 11UA of the Income-tax Rules, 1962,
which permits either:

(a) the Net Asset Value (NAV) method; or

(b) the Discounted Cash Flow (DCF) method certified by a Category I Merchant Banker.
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Accordingly, startups must substantiate the FMV of their securities through a valuation
report that conforms with these prescribed methods. The same valuation often serves a dual
role, satisfying both income-tax and corporate compliance requirements.

4. Valuation Reports and Evidentiary Importance
Valuation reports form the evidentiary backbone of any issuance or transfer.

(@@ Under the Companies Act, reports from Registered Valuers are mandatory for
preferential allotments.

(b) Under the FEMA NDI Rules, valuations by Merchant Bankers or Chartered Accountants
are required for cross-border issuances and transfers.

() Under Income-tax law, valuations certified by Merchant Bankers are critical for
demonstrating FMV in case of share premium scrutiny.

These reports typically contain details of methodology, assumptions, projections, and
computation of FMV, and are relied upon by boards, auditors, investors, and regulators
alike. They not only validate the transaction but also serve as documentary protection in
assessments or due diligence.

5. Harmonising Valuation Across Frameworks

Given that the same transaction may fall under multiple statutes, aligning valuation
methodology and timing across laws is essential. A consistent DCF-based valuation, duly
certified by both a Registered Valuer (for corporate compliance) and a Merchant Banker (for
cross-border transactions), can significantly reduce exposure to regulatory inconsistencies.
Ultimately, valuation in India operates at the crossroads of finance and law, a quantified
representation of value that must withstand commercial, regulatory, and evidentiary
scrutiny alike.

Valuation Adjustment and Investor Protection Mechanisms

Determining a company’s valuation sets the entry price for investors, but protecting that
value over time requires additional safeguards. In startup investments, these protections
form the backbone of investor confidence. They address the uncertainty inherent in future
funding rounds, market cycles, and liquidity events ensuring that the investor’s economic
position is not eroded by changing circumstances.

1. Anti-Dilution Protection
Anti-dilution provisions protect investors when a company issues new shares at a lower

valuation, commonly referred to as a “down-round.” Such issuances can significantly reduce
the effective value of an investor’s holding.
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Two main structures are commonly adopted:

(a) Full-ratchet adjustment, where the investor’s share price is reset to match the lowest
subsequent issue price, offering complete protection against value erosion.

(b) Weighted-average adjustment, where the investor’s price is adjusted proportionately,
taking into account both the new issue price and the volume of shares issued.

While full-ratchet mechanisms favour investors, they can cause substantial dilution for
founders. Weighted-average models are therefore preferred in mature deals, as they
preserve balance between investor downside protection and the company’s ability to raise
capital in future rounds.

2. Liquidation Preference

Liquidation preference provisions define how proceeds are distributed during a liquidity
event whether a sale, merger, or winding-up. They determine who gets paid first and how
much.

(@) In a non-participating structure, investors choose between recovering their initial
investment (plus any agreed return) or converting to equity and participating in the
remaining proceeds.

(b) In a participating structure, investors first recover their preference amount and then
share in the residual value with other shareholders.

These provisions are particularly relevant in early-stage investments where risk is high and
exit timelines uncertain. By ensuring capital recovery before distributions to common
shareholders, liquidation preference reduces investor exposure while still preserving upside
participation.

3. Most-Favoured-Nation (MFN) Clause
The MFN clause provides assurance to early investors that they will not be disadvantaged
by future rounds. If subsequent investors receive superior rights for example, a lower price,

enhanced liquidation multiple, or stronger governance rights, the earlier investor can elect to
adopt the same benefits.

MEN clauses are typically time-bound or limited to specific types of rights, preventing them
from unduly constraining future financings. They serve a psychological and practical role,
fostering trust between founders and early-stage investors who take on higher initial risk.

4. Pre-emptive (Pro-rata) Rights

Pre-emptive rights, often referred to as pro-rata rights, allow existing investors to maintain
their ownership percentage during future issuances. They may take the form of:
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(a) aright of first offer, where the investor is given the first opportunity to subscribe to new
shares; or

(b) a right of participation, where the investor can participate in new rounds up to their
proportional entitlement.

These rights protect investors from involuntary dilution of both equity and influence,
ensuring they remain proportionately invested as the company scales. Pre-emptive rights
also serve as a signal of stability for future investors, as they reflect continued support from
existing stakeholders.

5. Conversion Floor and Cap (for CCDs and Convertible Notes)

For hybrid instruments such as Compulsorily Convertible Debentures (CCDs) and
Convertible Notes, valuation is often deferred until a future funding event or milestone. To
manage this uncertainty, investors and companies agree on a conversion floor and cap:

(@) The conversion floor sets the minimum price at which the instrument can convert,
ensuring that the investor’s shares are not issued below an agreed valuation.

(b) The conversion cap limits the maximum conversion price, allowing the investor to
benefit if the company’s valuation increases sharply before conversion.

These boundaries introduce predictability into deferred-valuation instruments, balancing
the investor’s downside protection with the founder’s interest in avoiding excessive
dilution.

6. Interplay and Strategic Design

Investor protection mechanisms are rarely applied in isolation. They are strategically
combined to create layered safeguards tailored to the company’s maturity, growth
prospects, and investor profile. For instance, anti-dilution provisions often operate alongside
MEN clauses or pre-emptive rights to provide both pricing and ownership continuity.

The configuration of these rights depends largely on the stage of the company, its valuation
trajectory, and the relative bargaining strength of the parties. Early-stage investors may
negotiate broader rights to hedge higher risk, whereas later-stage investors often focus on
liquidation and exit preferences.

While these mechanisms are commercially driven, their effectiveness ultimately depends on
how they are structured and enforced within India’s legal framework an aspect explored in

the following section.

Legal Enforceability and Other Legal Consideration
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While valuation protection mechanisms are commercially negotiated, their enforceability
depends on how they are structured within the Indian legal framework. Clauses protecting
investor value must conform not only to the principles of freedom of contract under the
Indian Contract Act, 1872, but also to the procedural and substantive requirements under
the Companies Act, the FEMA NDI Rules, and the IT Act. In practice, enforceability turns on
two touchstones, whether the clause has been duly incorporated into the Articles of
Association, and whether it complies with statutory pricing and governance restrictions.

1. Anti-Dilution Protection

Anti-dilution rights, though primarily contractual, must align with the framework under
Section 62(1)(a) of the Companies Act and Rule 13 of the Companies (Share Capital and
Debentures) Rules, 2014, which regulate further issue of share capital. The company must
offer new shares to existing shareholders in proportion to their holdings unless otherwise
approved by special resolution. Hence, any adjustment to shareholding or price pursuant to
an anti-dilution clause must be reflected through a properly authorised issue process.

For foreign investors, such adjustments must also comply with Rule 21 of the FEMA NDI
Rules, which prescribes that the issue price shall not be less than the fair market value
determined by a SEBI-registered merchant banker or chartered accountant using
internationally accepted valuation methods. Downward price adjustments below this
statutory floor are impermissible.

2. Liquidation Preference

Liquidation preference provisions derive legitimacy from Sections 43, 47, 53, and 55 of the
Companies Act, which permit differential rights and preference share structures. These
clauses are enforceable only when expressly incorporated into the Articles of Association
under Section 5 of the Companies Act. Without such incorporation, they bind the
contracting parties but not the company as a whole.

However, these preferences are subordinate to the distribution priorities prescribed under
Section 53 of the Insolvency and Bankruptcy Code, 2016 (IBC), which governs payouts in
liquidation. Even if shareholders agree to a preferential return, such rights cannot supersede
the statutory waterfall in insolvency proceedings.

3. Pre-emptive (Pro-rata) Rights

Pre-emptive rights, which allow existing shareholders to maintain proportional ownership,
enjoy explicit statutory recognition under Section 62(1)(a) of the Companies Act. However,
where these rights extend to secondary transfers or specific contractual formulations, their
enforceability depends on their incorporation in the company’s Articles of Association.
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The principle originates from VB Rangaraj v. VB Gopalakrishnan!, where the Supreme Court
held that restrictions on transfer of shares are enforceable only if contained in the Articles of
Association.

However, the Bombay High Court in Messer Holdings Ltd. v. Shyam Madanmohan Ruia &
Ors.2 adopted a more pragmatic approach. It observed that consensual restrictions between
shareholders are not per se invalid merely because they are not contained in the Articles of
Association, so long as they do not conflict with the Companies Act or the company’s
Articles of Association. The Court emphasised that shareholders enjoy contractual freedom
to regulate inter se rights and obligations, provided such arrangements do not fetter the
company’s statutory powers.

Accordingly, in contemporary practice, pre-emptive rights embedded in a shareholders’
agreement are enforceable between the contracting parties and become binding on the
company when reflected in its Articles of Association, a balance between corporate
autonomy and contractual freedom reaffirmed through Bombay High Court judgment.

4. Conversion Floor and Cap (for CCDs and Convertible Notes)

Instruments such as Compulsorily Convertible Debentures (CCDs) and Convertible Notes
are commonly used in startup investments where valuation is deferred until a subsequent
funding event or milestone. The enforceability of such conversion-linked terms depends
significantly on whether the investor is a resident or a non-resident.

For non-resident investors, pricing and conversion are governed by Rule 21 of the FEMA
NDI Rules. These Rules mandate that the issue price or the pricing formula for conversion
must be determined at the time of issuance, and that the conversion price cannot fall below
the fair market value computed as per a valuation certified by a SEBI-registered Merchant
Banker or Chartered Accountant using internationally accepted methods. Any post-issue
downward adjustment that results in a price below such minimum threshold would
contravene FEMA and invite regulatory consequences.

For resident investors, conversion terms are primarily governed by the Companies Act and
the Companies (Share Capital and Debentures) Rules, 2014, which permit flexibility in fixing
conversion ratios or formulas provided they are approved by the board and shareholders
and disclosed in the terms of issue.

5. Broader Legal and Practical Considerations
The Articles of Association remain the cornerstone of enforceability. Clauses limited to the

Shareholders” Agreement will be enforceable only among contracting parties, not third-
party shareholders.

1(1992) 1 SCC 160
2SLP (Civil) Nos. 33429-33434 of 2010
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Under the Indian Contract Act, 1872, clauses must not violate Section 23 (public policy) or
Section 27 (restraint of trade). Courts in India generally uphold contractual autonomy,
provided the arrangement is not opposed to statutory provisions.

From a regulatory perspective, FEMA compliance is central to any valuation-related
adjustment for non-resident investors. Pricing or conversion protections that indirectly
result in an issue below fair market value may attract regulatory censure. Similarly, tax
implications arise under Section 56(2)(viib) and Section 68 of the IT Act where premium
adjustments or deemed benefits are inferred.

Finally, valuation defensibility remains a critical compliance expectation. The Reserve Bank
of India and income-tax authorities increasingly rely on contemporaneous valuation reports
to assess the legitimacy of price adjustments or investor protections. A well-documented
valuation methodology and clear board approval trail remain the most effective safeguards
against future disputes.

Practical Insights for Structuring and Negotiation

While valuation and investor protection mechanisms provide the financial architecture of a
transaction, their real strength lies in how they are structured, documented, and
implemented. For unlisted companies, achieving this balance requires foresight — aligning
commercial intent with legal defensibility. The following insights distil practical
considerations for founders, investors, and legal advisors when structuring valuation-linked
protections in India.

1. Align Valuation Methodology Across Frameworks

Valuation consistency across regulatory frameworks is crucial. The same funding
transaction may simultaneously fall under the Companies Act, the FEMA NDI Rules, and
the IT Act. Adopting a uniform valuation methodology certified by both a Registered Valuer
and a SEBI-registered Merchant Banker ensures coherence and reduces interpretational risk.

Disparities between corporate filings (such as Form PAS-3 under the Companies Act, Form
FC-GPR under FEMA, and valuation reports under Rule 11UA of the Income-tax Rules) can
invite scrutiny from regulators or auditors. A consistent valuation approach across filings
strengthens credibility and supports defensibility in future due diligence or audits.

2. Anchor Contractual Rights in the Articles of Association

The Articles of Association (AoA) remain the cornerstone of enforceability under Indian
company law. Rights such as anti-dilution protection, pre-emptive participation, liquidation
preference, and conversion terms should be expressly mirrored in the AoA to ensure that

they bind the company and all shareholders.

While the shareholders’ agreement (SHA) governs the relationship among contracting
parties, it cannot override the company’s constitutional documents. Incorporating these
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clauses within the AoA creates alignment between contract and corporate constitution,
ensuring enforceability before both regulators and tribunals.

3. Draft Valuation Protection Mechanisms with Regulatory Foresight

Precision in drafting valuation protection clauses is essential. For non-resident investors, all
pricing and conversion-related provisions must adhere to Rule 21 FEMA NDI Rules, which
requires the issue price or formula to be determined upfront. Clauses that allow post-issue
downward adjustments or indefinite repricing could contravene FEMA’s minimum pricing
thresholds.

Each protection mechanism, whether anti-dilution, MEN, or conversion-based, should have
clearly defined trigger events, such as a new issuance, down-round, or liquidity event.
Using objective language and determinable formulas ensures that the clause operates
mechanically rather than subjectively, reducing the scope for dispute or regulatory concern.

4. Balance Investor Protection with Capital Flexibility

Investor protections should be robust but not overbearing. Excessively rigid clauses can
constrain the company’s ability to raise capital in later rounds or negotiate new investors.
Balanced mechanisms, such as weighted-average anti-dilution adjustments, time-bound
MEN clauses, and conversion caps and floors, protect investor interests without stifling
growth flexibility.

Negotiating these provisions requires a forward-looking approach: founders must preserve
room for future equity issuances, while investors seek adequate downside protection. A
well-calibrated balance between control and flexibility enhances long-term sustainability of
the shareholding structure.

5. Maintain Evidentiary and Procedural Discipline

Regulatory compliance is only as strong as its documentation. Every valuation adjustment,
share issuance, or conversion event should be supported by a valid valuation report from a
Registered Valuer or Merchant Banker.

Such contemporaneous documentation not only evidences compliance but also serves as
defence in regulatory or tax scrutiny. Periodic valuation refreshes during successive rounds
ensure that adjustments remain consistent with prevailing fair market value.

6. Integrate Tax and Accounting Perspectives Early
Re-pricing of shares, bonus adjustments, or other valuation-linked issuances can have tax

consequences under Section 56(2)(viib) and Section 68 of the IT Act. Coordinating with tax
and accounting advisors at the transaction stage helps pre-empt potential exposure.
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Hybrid instruments like CCDs and Convertible Notes should also be consistently recognised
in financial statements, with conversion terms clearly disclosed. Accounting alignment
ensures that valuation protections reflect genuine financial obligations rather than
contingent arrangements.

7. Adopt a Governance-Centric Approach

Strong governance practices reinforce valuation credibility. Boards should periodically
review valuation reports, confirm compliance with pricing norms, and document investor
consent where adjustments or triggers arise. Transparent communication with investors
regarding capital structure changes builds confidence and reduces friction during future
fundraises.

Institutionalising such governance routines early helps unlisted companies project maturity,
professionalism, and regulatory readiness qualities that materially influence investor

confidence and valuation multiples.

Concluding Note

Valuation, at its core, reflects not just the worth of a company but the credibility of its
governance. Investor protection mechanisms reinforce this credibility by translating
commercial trust into structured legal rights. For unlisted companies, ensuring that these
protections are transparent, compliant, and well-documented is what distinguishes a sound
transaction from a fragile one. In a maturing ecosystem, where regulatory scrutiny and
investor expectations rise in tandem, clarity and discipline in valuation are not just legal
safeguards, they are instruments of long-term confidence.

Disclaimer: Nothing contained in this document shall be considered or be construed as a legal advice
provided by Synergia Legal or any of its members.

Contact Us: For any further information, please send an email at admin@synergialegal.com
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