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No part of this publication may be reproduced, stored, transmitted, translated, or distributed in
any form or by any means—whether electronic, mechanical, photocopying, recording,
scanning, or otherwise—without the prior written permission of the Editor-in-Chief of White

Black Legal — The Law Journal.

All copyrights in the articles published in this journal vest with White Black Legal — The Law
Journal, unless otherwise expressly stated. Authors are solely responsible for the originality,

authenticity, accuracy, and legality of the content submitted and published.

The views, opinions, interpretations, and conclusions expressed in the articles are exclusively
those of the respective authors. They do not represent or reflect the views of the Editorial Board,

Editors, Reviewers, Advisors, Publisher, or Management of White Black Legal.

While reasonable efforts are made to ensure academic quality and accuracy through editorial
and peer-review processes, White Black Legal makes no representations or warranties, express
or implied, regarding the completeness, accuracy, reliability, or suitability of the content
published. The journal shall not be liable for any errors, omissions, inaccuracies, or
consequences arising from the use, interpretation, or reliance upon the information contained

in this publication.

The content published in this journal is intended solely for academic and informational
purposes and shall not be construed as legal advice, professional advice, or legal opinion. White
Black Legal expressly disclaims all liability for any loss, damage, claim, or legal consequence

arising directly or indirectly from the use of any material published herein.
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ABOUT WHITE BLACK LEGAL

White Black Legal — The Law Journal is an open-access, peer-reviewed, and refereed legal
journal established to provide a scholarly platform for the examination and discussion of
contemporary legal issues. The journal is dedicated to encouraging rigorous legal research,

critical analysis, and informed academic discourse across diverse fields of law.

The journal invites contributions from law students, researchers, academicians, legal
practitioners, and policy scholars. By facilitating engagement between emerging scholars and
experienced legal professionals, White Black Legal seeks to bridge theoretical legal research
with practical, institutional, and societal perspectives.

In a rapidly evolving social, economic, and technological environment, the journal endeavours
to examine the changing role of law and its impact on governance, justice systems, and society.
White Black Legal remains committed to academic integrity, ethical research practices, and the

dissemination of accessible legal scholarship to a global readership.
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AIM & SCOPE

The aim of White Black Legal — The Law Journal is to promote excellence in legal research
and to provide a credible academic forum for the analysis, discussion, and advancement of
contemporary legal issues. The journal encourages original, analytical, and well-researched

contributions that add substantive value to legal scholarship.

The journal publishes scholarly works examining doctrinal, theoretical, empirical, and
interdisciplinary perspectives of law. Submissions are welcomed from academicians, legal
professionals, researchers, scholars, and students who demonstrate intellectual rigour,

analytical clarity, and relevance to current legal and policy developments.

The scope of the journal includes, but is not limited to:
e Constitutional and Administrative Law
e Criminal Law and Criminal Justice
e Corporate, Commercial, and Business Laws
e Intellectual Property and Technology Law
e International Law and Human Rights
e Environmental and Sustainable Development Law
e Cyber Law, Artificial Intelligence, and Emerging Technologies

e Family Law, Labour Law, and Social Justice Studies

The journal accepts original research articles, case comments, legislative and policy analyses,
book reviews, and interdisciplinary studies addressing legal issues at national and international
levels. All submissions are subject to a rigorous double-blind peer-review process to ensure

academic quality, originality, and relevance.

Through its publications, White Black Legal — The Law Journal seeks to foster critical legal
thinking and contribute to the development of law as an instrument of justice, governance, and
social progress, while expressly disclaiming responsibility for the application or misuse of

published content.
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REGULATION OF STARTUP INVESTMENT IN INDIA

A Comprehensive Legal Analysis of the Evolving Framework

AUTHROED BY - PROTIK GHOSH
Amity Law School

ABSTRACT

India has emerged as the world's third-largest startup ecosystem, with over 1.4 lakh
DPIIT-recognised startups as of 2025. The rapid proliferation of venture capital, angel
investment, and foreign direct investment into Indian startups has necessitated a multi-layered
regulatory architecture that balances investor protection with entrepreneurial freedom. This
article examines the principal statutes, regulations, and policy frameworks governing startup
investment in India — including the Companies Act 2013, FEMA 1999, SEBI regulations, the
Angel Tax provisions, and the Startup India initiative — while critically evaluating their impact

on the investment landscape, compliance burdens, and recent reforms.

Keywords: Startup Investment, FEMA, FDI Policy, Angel Tax, SEBI, Venture Capital, DPIIT,
Companies Act

1. Introduction

India’s startup ecosystem has witnessed exponential growth over the past decade, attracting
billions of dollars in domestic and foreign investment. From Bengaluru's technology corridors
to Mumbai's fintech hubs and Delhi's agri-tech clusters, Indian startups have reshaped
industries and generated millions of employment opportunities. This growth has been
accompanied by an increasingly complex regulatory framework designed to govern how
capital flows into early-stage and growth-stage enterprises.

Investment law in the context of Indian startups is not governed by a single statute; rather, it is
an amalgamation of corporate law, foreign exchange law, securities regulation, tax law, and
sector-specific rules. Understanding this regulatory mosaic is essential for founders, investors
— both domestic and foreign — legal practitioners, and policymakers. This article provides a
structured analysis of the key regulatory pillars shaping startup investment in India, tracing their

evolution and assessing their effectiveness in creating a conducive investment climate.

Page | 4


http://www.whiteblacklegal.co.in/

www.whiteblacklegal.co.in
Volume 3 Issue 6 | May 2026 ISSN: 2581-8503

2. The Companies Act, 2013: Foundational Corporate Framework

The Companies Act, 2013 forms the bedrock of corporate regulation for Indian startups. Most
venture-backed startups are incorporated as Private Limited Companies under this Act, which
prescribes rules on share capital, equity issuance, shareholder agreements, and corporate

governance.

2.1 Equity and Instrument Flexibility

The Act permits companies to issue various classes of shares, including equity shares,
preference shares, and compulsorily convertible debentures (CCDs) and compulsorily
convertible preference shares (CCPS) — instruments widely used in startup financing rounds.
These convertible instruments allow investors to hold debt-like security initially while retaining

the right to convert into equity at a future valuation, balancing risk and reward.

2.2 Employee Stock Options (ESOPs)

Section 62(1)(b) of the Companies Act enables private companies to offer Employee Stock
Option Plans, which are a critical tool for talent retention in cash-strapped startups. The 2020
amendment liberalised ESOP taxation by deferring tax incidence to the point of sale rather than
vesting, reducing the tax burden on employees — a reform widely welcomed by the startup

community.

3. Foreign Exchange Management Act (FEMA), 1999 and FDI Policy

Foreign Direct Investment (FDI) is among the most significant sources of startup capital in

India. The regulatory framework for FDI is primarily governed by the Foreign Exchange
Management Act, 1999, operationalised through the Foreign Exchange Management
(Non-Debt Instruments) Rules, 2019, and India's Consolidated FDI Policy issued by the

Department for Promotion of Industry and Internal Trade (DPIIT).

3.1 Automatic Route vs. Government Route

For most startup sectors — including technology, e-commerce (B2B), and manufacturing —
FDI is permitted under the automatic route, meaning no prior government approval is required.
However, certain sensitive sectors such as defence, telecom, and multi-brand retail require
government approval. Startups must carefully ascertain the applicable route to ensure
compliance, as violations attract penal consequences under FEMA.
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3.2 Pricing Guidelines and Valuation

The FEMA framework mandates that equity shares issued to foreign investors must not be
below the fair market value as determined by a SEBI-registered merchant banker or a chartered
accountant using internationally accepted pricing methodologies such as the Discounted Cash
Flow (DCF) method or Comparable Companies Analysis (CCA). This pricing discipline

prevents undervalued transfer of equity and ensures genuine price discovery.

3.3 Downstream Investment Regulations

Where a foreign-invested startup itself invests in another Indian entity (downstream
investment), compliance with DPIIT's downstream investment guidelines is mandatory. The
regulations require that downstream investments follow the same sectoral caps and conditions
applicable to direct FDI, preventing regulatory arbitrage through multi-layered corporate

structures.

4. SEBI Requlations: Venture Capital and Alternate Investment Funds

The Securities and Exchange Board of India (SEBI) plays a pivotal role in regulating
institutional investors that channel funds into startups, particularly through the Alternate
Investment Funds (AIF) Regulations, 2012.

4.1 The AIF Framework

AlFs are privately pooled investment vehicles that collect capital from sophisticated investors
for investing in startups and other alternative assets. SEBI categorises AlFs into three
categories: Category | AlIFs (which include Venture Capital Funds and Angel Funds), Category
Il AlFs (Private Equity Funds), and Category Il AlFs (Hedge Funds). Venture Capital Funds
investing predominantly in unlisted startups fall under Category I, which benefits from certain

regulatory concessions and tax pass-through treatment under the Income Tax Act.

4.2 Angel Funds

Recognising the unique role of angel investors in early-stage startup financing, SEBI created a
sub-category of Angel Funds under Category I AlFs. Angel Funds can raise capital from
accredited angel investors with a minimum investment threshold and invest in startups with no
more than ten years of operation. The 2021 amendment reduced the minimum corpus

requirement and eased compliance, making the structured angel investment route more
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accessible.

5. The Angel Tax Controversy and Section 56(2)(viib)

Perhaps no regulatory provision has generated more controversy in India's startup ecosystem
than the 'Angel Tax' under Section 56(2)(viib) of the Income Tax Act, 1961. Originally

introduced in 2012 to curb money laundering, this provision taxed the premium received by a
closely held company upon issuance of shares at a price exceeding fair market value as income
from other sources — effectively penalising startups that raised capital at high valuations.

The provision caused significant distress to the startup community, as DPIIT-recognised
startups — whose valuations are inherently speculative and future-oriented — found
themselves receiving tax notices for legitimate fundraising. In 2019, the government exempted
DPIIT-recognised startups from Angel Tax, subject to conditions including a cap on paid-up
share capital and adherence to valuation norms. However, the 2023 Union Budget extended the
provision to foreign investors, triggering fresh alarm. Subsequently, in 2024, the government
announced the complete abolition of Angel Tax for all classes of investors, a landmark reform
welcomed by investors and founders alike as a crucial step toward a more rational investment

climate.

6. The Startup India Initiative and DPIIT Recognition

Launched in January 2016, Startup India is the Government of India's flagship initiative to foster
entrepreneurship and build a robust startup ecosystem. At the heart of this initiative is the DPIIT
recognition framework, under which entities meeting specified criteria — including
incorporation age of up to ten years, annual turnover not exceeding INR 100 crore, and pursuit
of innovation or scalable business models — are eligible for recognition.

DPIIT recognition unlocks a bouquet of regulatory and fiscal benefits: tax exemption for three
consecutive years under Section 80-1AC of the Income Tax Act, exemption from Angel Tax,
self-certification under labour and environmental laws, fast-track patent examination, access to
the Fund of Funds for Startups (FFS) managed by SIDBI, and government procurement
preferences. This recognition framework has significantly lowered the regulatory compliance

burden for eligible startups and incentivised formalisation of the startup ecosystem.
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7. Recent Reforms and the Road Ahead

India’s regulatory framework for startup investment has undergone significant liberalisation in

recent years. The decriminalisation of certain offences under the Companies Act, the
introduction of the One Person Company concept, the National Startup Advisory Council, and
the Drone, Space, and Geospatial liberalisation policies have expanded opportunities for
deeptech startups to attract capital. SEBI's framework for accredited investors and its Social
Stock Exchange initiative represent forward-looking efforts to broaden the capital market's
interface with innovative enterprises.

Nonetheless, challenges persist. Regulatory fragmentation across multiple ministries and
agencies creates compliance complexity. Ambiguities in the characterisation of instruments for
FEMA and tax purposes continue to create uncertainty. The absence of a single, unified startup
investment law remains a structural gap. As India aspires to become a global innovation hub, a

coherent, investor-friendly, and predictable legal framework will be indispensable.

8. Conclusion

The regulation of startup investment in India is a dynamic, evolving domain that sits at the
intersection of corporate law, foreign exchange regulation, tax policy, and securities law. The
legal framework has matured considerably since the early 2010s, with landmark reforms such
as the abolition of Angel Tax, liberalised ESOP taxation, and the AIF framework transforming
the investment landscape. The Startup India initiative has provided an institutional anchor for
regulatory benefits.

For India to sustain its position as a leading startup destination, policymakers must continue
harmonising regulations, reducing interpretive uncertainty, and engaging with the ecosystem on
prospective reforms. Lawyers and investors operating in this space must maintain fluency
across this multi-statute framework to structure compliant, efficient investment transactions

that protect all stakeholders and fuel India's entrepreneurial ambitions.
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