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DCF valuation method adopted by the taxpayer has been rejected 
to determine the taxability under Section 56(2)(viib) of the Income-
tax Act 

25 April 2018 

Background 

Recently, the Delhi Bench of the Income-tax 
Appellate Tribunal (the Tribunal) in the case of Agro 

Portfolio Private Limited1 (the taxpayer) dealt with 
the issue with respect to method of valuation to be 
adopted to determine value of shares transferred 
and its taxability under Section 56(2)(viib) of the 
Income-tax Act, 1961 (the Act). The Tribunal held 
that if the Assessing Officer (AO) has any doubt 
regarding valuation report adopted by the taxpayer, 
he is bound to make reference to the tax 
department's valuation officer. Unless and until the 
taxpayer produces the evidence to substantiate the 
basis of projections in cash flow and provides 
reasonable connectivity between those projections 
in cash flow with the evidence, it is not possible 
even for the departmental valuation officer to 
conduct any exercise of verification of the value 
determined by the merchant banker. The Tribunal 
observed that it was not possible to verify the 
correctness or otherwise of the data supplied by the 
taxpayer to the merchant banker, in the absence of 
which the correctness of the result of Discounted 
Cash Flow (DCF) method cannot be verified. This 
left no option to the AO but to reject the DCF 
method and to go by Net Asset Value (NAV) 
method to determine the Fair Market Value (FMV) 

of shares. 
 

Facts of the case 
 

 The taxpayer, a private limited company, 
engaged in the business of investing in shares 
and securities. During the Assessment Year 
(AY) 2014-15, the taxpayer had allotted 
3,15,000 equity shares of face value of INR10 
each at a premium of INR40 per share 
consisting total amount of INR12.6 million. The 
said allotment was done by the taxpayer in 

_________________ 
1 Agro Portfolio Private Limited v. ITO (ITA No. 2189/Del/2018) – 

Taxsutra.com 

pursuance to provision of Section 56(2)(viib)2 
read with Rule 11UA3 and FMV of the share 
i.e. INR 50/- adopted on the basis of merchant 
banker’s report considering the DCF method. 
 

 The AO made the addition of INR12.73 million 
under Section 56(2)(viib) of the Act, rejecting 
the valuation report of the merchant banker 
and independently determining the value of 
share at INR9.60.  
 

 The AO while rejecting merchant bankers 
report observed as follows: 
 
 The taxpayer had taken free cash flow to 

equity value for the Financial Year (FY) 
2013-14 which is in the negative at (0.98) 
and is similar to the earlier year. The data 
available over the future years also reflects 
the negative figures of cash flows. This 
indicates that the discount rate calculated 
by the taxpayer is nowhere close to the 
reality. 
 

 The risk-free return at 9.04 per cent taken 
by a company is also illogical since the 
company has come into existence two 
years back and it is unprofitable from its 
inception. 
 

______________ 
2 Where a company, not being a company in which the public are 

substantially interested, receives, in any previous year, from any person 
being a resident, any consideration for issue of shares that exceed the 
face value of such shares, the aggregate consideration received for such 

shares as exceeds fair market value of the shares shall be chargeable to 
income-tax under the head ‘income from other sources’ 
 
3 Rule 11UA(2) – The FMV of unquoted equity shares for the purpose of 
Section 56(2)(viib) of the Act shall be the value, on the valuation date, of 

such unquoted equity shares as determined in a specified manner in the 

rules. 
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 The taxpayer has taken expected rate of 
return from the market at 15.80 per cent 
which is as per BSE 500 return. This is also 
unrealistic as the taxpayer is a newly 
incorporated company. 
 

 Beta measures the risk of the company 
relative to the risk of the stock market in 
general. With greater risk, as measured by a 
larger variability of returns, the company 
should have a larger beta. The taxpayer being 
in financial sector only invests in its group 
companies having a negligible risk and, 
therefore, merchant banker should have taken 
a negative beta instead of average beta. 

 

 Subsequently, the Commissioner of Income-tax 
(Appeal) [CIT(A)] upheld the order of the AO. 
 

 Aggrieved, the taxpayer filed an appeal before 
the Tribunal. The taxpayer contended that the 
AO is not justified in rejecting the valuation 
reports submitted by the taxpayer in support of 
the issue price of the shares. The AO is not 
supposed to ignore the option exercised by the 
taxpayer and impose any other method than that 
adopted by the taxpayer. 

 

Tribunal’s decision 
 

 On a perusal of notice issued under Section 
142(1) of the Act by the AO, it has been 
observed that the taxpayer has not brought 
anything on record necessitating the AO to issue 
another notice under Section 144/142(1) of the 
Act. The AO has calculated the FMV by following 
the NAV, at INR 6.0. The taxpayer did not 
respond to the notice issued by the AO, and 
hence the AO concluded the assessment by 
making an addition of INR12.73 million by taking 
the value of the share at INR9.60, as against 
INR50 adopted by the taxpayer. 
 

 Even before the CIT(A) also, the taxpayer did not 
produce any evidence to substantiate the basis 
of projections in cash flow but relied on the 
valuer’s report strongly contending that such a 
report cannot be disturbed by the AO. He did not 
explain where the AO goes wrong in his 
comments on the figures reflected in the 
valuation report of the merchant banker. 
 

 

 The Tribunal did not accept the contentions 
of the taxpayer that in view of the provisions 
under Section 56(2)(viib) of the Act read with 
Rule 11UA(2) of the Rules, the AO had no 
jurisdiction to adopt a different method than 
the one adopted by the taxpayer. If for any 
reason the AO has any doubt recording such 
valuation report and does not agree with the 
same, he is bound to make a reference to 
the Income tax Department Valuation Officer 
to determine the FMV of such capital asset. 
 

 Unless and until the taxpayer produces the 
evidence to substantiate the basis of 
projections in cash flow and provides 
reasonable connectivity between those 
projections in cash flow with the reality 
evidenced by the material, it is not possible 
even for the Departmental Valuation Officer 
to conduct any exercise of verification of the 
acceptability of the value determined by the 
merchant banker. This is more particularly in 
view of the long disclaimer4 appended by the 
merchant banker which establishes that no 
independent enquiry is caused by merchant 
banker to verify the truth or otherwise the 
figures furnished by the taxpayer at least on 
a test basis.  
 

 The merchant bankers solely relied upon an 
assumed without independent verification, 
the truthfulness accuracy and completeness 
of the information and the financial data 
provided by the company. A perusal of this 
long disclaimer indicates that the merchant 
banker did not do anything reflecting their 
expertise, except mere applying the formula 
to the data provided by the taxpayer. 
Therefore, the tax department's contentions 
cannot be rejected that the possibility of 
tailoring the data by applying reverse 
engineering to the pre-determined 
conclusions. 
 

 Accordingly, the Tribunal held that there had 
not been any possibility of verifying the 
correctness or otherwise of the data supplied 
by the taxpayer to the merchant banker, in 
the absence of which the correctness of the 
result of DCF method cannot be verified. 
This left no option to the AO but to reject the 
DCF method and to go by NAV method to 
determine the FMV of the shares. 

 
 
_____________ 
4 In its valuation report merchant banker has given a disclaimer as 
under: "In preparing the Final Report, SPA has relied upon and 
assumed, without independent verification, the truthfulness, accuracy, 

and completeness of the information and the financial data provided 
by the company, SPA has therefore relied upon all specific information 
as received and declines any responsibility should the results 

presented be affected by the lack of completeness or truthfulness of 
such information." 
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Our comments 
 
The provisions of Section 56(2)(viib) of the Act is an 
anti-abuse provision that uses FMV of an unlisted 
company's share as a benchmark to compute a 
deemed income. Rule 11UA of the Rules provides an 
option to the taxpayer to adopt DCF value or NAV for 
the purpose of Section 56(2)(viib) of the Act.  
 
The Mumbai Tribunal in the case of Ozoneland Agro 
Pvt. Ltd.5 held that Section 56 allows the taxpayer to 
adopt one of the methods of their choice. But, the AO 
held that the taxpayer should have adopted only one 
method for determining the value of the shares. It 
was beyond the jurisdiction of the AO to insist upon a 
particular system, especially when the Act allows to 
choose one of the two methods. Until and unless the 
legislature amends the provision of the Act and 
prescribes only one method for valuation of the 
shares, the taxpayer is free to adopt any one of the 
methods.  
 
However, in the present case, the Tribunal observed 
that if for any reason the AO has any doubt regarding 
the valuation report, and he does not agree with the 
same, he is bound to make a reference to the tax 
department valuation officer to determine the FMV of 
such capital asset. The Tribunal observed that it was 
not possible to verify the correctness or otherwise of 
the data supplied by the taxpayer to the merchant 
banker, in the absence of which the correctness of 
the result of DCF method cannot be verified. This left 
no option to the AO but to reject the DCF method 
and to go by NAV method to determine the FMV of 
the shares. 

______________ 
5 DCIT v. Ozoneland Agro Pvt. Ltd. (ITA/4854/Mum/2016) (Mum) 
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