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A Peek into India’s Startup Landscape  
and Key Aspects of Startup Funding
India’s early stage 
ecosystem has come a 
long way over the past 
decade. Entrepreneurs, 
investors, mentors, 
incubators, accelerators, 
universities, government 
initiatives and co-
working  spaces  are  all  
basic building blocks of 
this ecosystem. Each of 
these enablers has had 
a positive rub-off on the 
overall ecosystem. India 
is now the third largest 
tech ecosystem after 
US and China on a few 
dimensions including 
number of startups, 
capital deployed and 
number of unicorns 
spawned out. This article 
describes the various 
stages of funding that a 
startup goes through in 
its journey to become a 
mature company, and 
the peculiarities of each 
stage. There are three 
categories of Alternative 
Investment Funds and 
the investments through 
these funds have evolved 
over the years. The 
Government’s role in 
the growth story is not 
just through the start-
up programmes and 
schemes but also through 
introducing relaxations 
under the Income Tax 
Act. Read on to know 
more…

Startup Funding Cycle

More and more people with an 
entrepreneurial bent of mind 
are quitting high paying and 
secure jobs to venture into the 
unknown world of Startups. 
Many young graduates with 
no work experience but with 
a dream in their heart and an 
idea in their mind, are going 
the entrepreneurial route 
rather than taking up staid, 
plain jobs. A good idea with 
a potential of monetisation 
is a great place to start off a 
START UP. Once the idea 
has been crystallised it needs 

capital, team, business plan, 
customers, suppliers, etc. to 
grow and survive. Allow me to 
focus on the capital infusion 
aspect of this entire startup 
ecosystem for the purposes of 
this discussion. 
The funding requirements and 
sources are different at various 
stages of growth. The very 
first stage of funding usually 
comes from the founder. This 
seed capital, infused by the 
founder, is used for setting 
up the commercial structure 
and working on the revenue 
model. At this point 
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any shortfall in capital can 
be met by contribution from 
friends and family (F&F)— 
The F&F round has its own 
importance at this stage given 
that the risk and return are 
both at an elevated level. The 
comfort of funding someone 
known provides a cushion 
from excessive risk and it also 
gives the friends and family a 
relatively high upside as the 
business succeeds. Having the 
support of F&F sends a positive 
signal, about their confidence in 
the entrepreneur and his idea, 
to external investors who will 
evaluate this business in future. 
Tapping into the close circle for 
funding saves time and cost of 
raising capital, both of which are 
crucial and scarce for founders 
of any new venture. It is a win-
win for both sides. When raised 
at the appropriate stage of the 
business this round of funding 
can prove to be the lifeline for 
budding startups.

Once the F&F round funds have 
been utilised to build a small 
team, a minimum viable model 
of the planned product or service 
which appears sustainable, it is 
time for the business to get in 
some fresh dose of capital. This 
next source of funding typically 
comes from angel investors and/
or angel networks. India has 
over 800 active angel investors 
and a significant number of 
angel networks which support 
many young companies and 
their capital requirements. 
Additionally, HNIs have been 
funding promising startups and 
are a great source of capital for 
these startups. At this stage, 
founders have to be discerning 
and partner with investors who 
can mentor them in addition 
to providing the capital. As we 
know, guidance and mentorship 
are instrumental in the journey 
of scaling up a business from this 
stage. 

 

Seed
(up to INR 1 cr.)

Friends & family
(INR 1 cr. to INR 3

cr.)

Venture capital
(INR 3 cr. to INR 100

cr.)

Private equity
(INR 100 cr. to INR

500 cr.)

Public equity / IPO
(above INR 500 cr.)
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Lifecycle of a start-up

India has over 800 active 
angel investors and a 
significant number of 
angel networks which 
support many young 
companies and their 
capital requirements. 
Additionally, High Net 
Worth Individuals (HNIs) 
have been funding 
promising startups and 
are a great source of 
capital for these startups.

The next round of funding 
should ideally come from an 
institutional investor. As the 
business starts taking a concrete 
shape after surviving the initial 
challenges, it is time to raise 
the next round of funding. At 
this stage, capital requirements 
increase manifold as it is 
time for the business to grow 
exponentially. Startups can 
now approach VC funds with a 
business plan. VC funds typically 
invest in early stage companies 
in different tranches which are 
conveniently termed as Series A, 
Series B, Series C and so on. A 
VC fund can bring many things 
in addition to providing capital 
including strategic guidance, 
international connections, 
framework for rapid scalability, 
corporate governance, etc. At 
this level the business model 

should be demonstrably 
sustainable. It should have a 
solid, stable team and a structure 
in place. It should have some 
steady revenue sources and a 
roadmap for the next stage of 
growth.
As the business grows further, 
it needs to explore geographical 
expansion and/or some allied 
revenue streams. As the business 
model matures and becomes 
sustainable, further rounds 
of capital come from Private 
Equity (PE) funds that typically 
invest in more mature business 
compared to VCs. They provide 
the necessary growth capital 
to companies for expansion 
and eventually help them tap 
the public markets through 
an IPO. Lately, we have seen a 
handful of PE funds investing in 
slightly early stage companies, 
possibly to participate in the 
upside, thereby narrowing the 
gap between VC and PE funding 
across some business models. 
As the Indian Start-up ecosystem 
matures, we are witnessing an 
interesting phenomenon, where 
investors are seeking to invest 
capital into a concentrated pool 
of opportunities, as can be seen in 
the over US$10 billion of invested 
capital in each of the last two 
years, coupled with rising average 
deal sizes. Startup investments 
have become an interesting 
alternative to the old asset 
classes and investors are showing 
keen interest to be part of these 
journeys. 
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As the Indian Start-up 
ecosystem matures, 
we are witnessing an 
interesting phenomenon, 
where investors are 
seeking to invest capital 
into a concentrated pool 
of opportunities, as can 
be seen in the over US$10 
billion of invested capital 
in each of the last two 
years, coupled with rising 
average deal sizes.

The Indian government has 
recognised that digitisation and 
technology are the need of the 
hour. Technology supported 
the Prime Minister’s Jan Dhan 
Yojna, one of the widest financial 
inclusion plan globally and also 
Aadhaar, a biometric based 
identification, which boasts of 
having linked over 870 million 
bank accounts. Demonetisation 
of 2016, has paved the way for 
citizens and businesses to start 
transacting digitally on the back 
of these two initiatives. Of all 
the support provided by the 
government, the following two 
have helped the investment and 
entrepreneurial environment the 
most:

1. Alternative Investment Funds 
(AIFs) 
In 2012, SEBI introduced The 
AIF Regulations to channelise 
capital available with high 
net-worth individuals (HNIs) 
and institutions into unlisted 
companies and to organise 
the Venture Capital (VC) and 
Private Equity (PE) funding in 
India. It was formulated as an 
all-encompassing regulation 
for pooling vehicles to enable 
asset managers to diversify into 
launching a variety of funds. 
Since the introduction of the AIF 
Regulations, there has been a 
surge of funds raised in India and 
thereby increasing investments 

made by SEBI registered AIFs. 
AIFs have become the go to 
investment option for HNIs 
looking to diversify beyond 
the traditional investment 
options available. AIFs have been 
categorised into three distinct 
buckets by SEBI. Category 
I Funds that invest in start-ups 
(Venture Capital Funds), social 
ventures and SMEs. Funds 
that cannot be categorised as 
Category I AIFs or Category III 
AIFs and that do not undertake 
leverage fall under Category 
II. These typically include Real 
Estate Funds, Infrastructure 
Funds and PE Funds. Category 
III Funds employ diverse or 
complex trading strategies and 
may employ leverage including 
through investment in listed or 
unlisted derivatives.
AIF structures work like the 
mutual fund industry wherein 
it involves participants like a 
Sponsor, a Trust, a Trustee, an 
Investment Manager (Asset 
Management Company), a 
Custodian, limited partners 
(investors) and portfolio 
companies (investees).  

As on 31st March 2019, the following amounts have been attracted 
by AIFs in India:

Type of AIF No. of 
registered 
AIFs

Commitments 
raised 
(INR bn)

Funds raised 
(INR bn)

Investments 
made 
(INR bn)

% of commi-
tments of 
total

Category I 160 335 138 109 12%
Category II 323 2053 835 680 73%
Category III 118 433 369 308 15%
Total 601 2821 1342 1097 100%

Source: SEBI website
2. Angel Tax
Section 56(2)(viib) of the Income-
tax Act, 1961 was introduced by 
the Finance Bill, 2012 as a  special 
section that focused solely on 
the excess premium on issue of 
shares. This section attempts to 
bring to tax the excessive share 
premium received by a private 

company upon the issue of shares. 
As per this section, if the amount 
collected by a private company 
on issue of shares exceeds its fair 
market value (FMV) computed 
as per Rule 11UA of the Income-
tax Rules, 1962, the difference 
between the amount so collected 
and the FMV of the shares is 
taxable as income from other 
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sources in the hands of the 
recipient company.  
Since most start-ups invest 
huge sums of money in new 
technologies, R&D, innovations 
and testing new products 
and services, the FMV as per 
traditional measures is lower 
than the valuation for funding in 
most cases. Angel investors and 
VCs invest at high valuations (at a 
premium compared to the FMV) 
and  the start-ups ended up being 
taxed under section 56(2)(viib). 

The intention of this clause was to 
curb the illegal transfer of money 
for tax avoidance, however the 
technical definition was causing 
undue litigation for start-ups with 
the tax department.  
Though the investment received 
from SEBI registered VC funds 
were exempted from this clause, 
the angel investors were still 
being taxed and thus the name 
“Angel tax” came into being. In 
April 2018 the government 
came out with relaxations for 

investment received by start-ups. 
They provided an exemption 
from Section 56(2)(viib) of 
the Act if the start-up was 
registered with the Department 
for Promotion of Industry and 
Internal Trade (DPIIT). The 
process of registering with 
DPIIT was not easy thus leading 
to the exemption not being 
received by all the start-ups.  The 
government further relaxed terms 
of exemptions in January and 
February 2019.

A comparison of the relaxations vide the DPIIT notifications

Provisions As per notification issued on 
11 April, 2018 (as modified by 

notification dated 16 January, 2019)

As per notification issued on  
19 February, 2019

Turnover of 
start-ups

The turnover limit of up to INR 25 crores in any financial 
year

Increased to INR 100 crores

Duration of 
start-ups

Exemption could be taken only if the company was 
registered within the previous 7 years (10 years in case of a 
biotechnology start-up)

Duration was increased to 10 years for 
all start-ups.

Nature of work The start-up entity must be working towards innovation, 
development or improvement of products or processes or 
services, or creating a scalable business model with a high 
potential of employment generation or wealth creation.

Remains the same

Threshold limit 
of share capital 
and share 
premium

The aggregate paid-up share capital and share premium of 
the start-up after the proposed issue of shares should not 
exceed INR 10 crores

This limit was increased to INR 25 
crores in 2019. Also, investments by 
non-residents, VC funds and specified 
companies was excluded.

Type of 
investors

Investor to be a person with a returned income of at least 
INR 0.5 crore and a Net Worth of INR 2 crores 

Condition removed

Valuation report A valuation report from a merchant banker showing FMV Condition removed

Procedure 
for obtaining 
DPIIT 
registration

Initially the application was to be made to DPIIT. Then the 
process was changed wherein DPIIT would forward the 
application to the CBDT and the CBDT, within a period of 
45 days of receipt of application, may grant or decline such 
approval.

After further changes, now a start-up 
recognised by DPIIT (erstwhile DIPP) 
and fulfilling the conditions mentioned 
for exemption under section 56(2)
(viib) of the Act, shall file a duly signed 
declaration in Form-2 to the DPIIT. The 
DPIIT shall forward it to the CBDT. No 
approval from the CBDT is required.

The technological revolution 
in India has given rise to a 
multitude of local new age 
business opportunities, by taking 
both social and commercial 
interactions online. Social 
media giants like WhatsApp 
(serving 400 million monthly 
active users), YouTube (the top 

subscribed channel on YouTube 
hails from India: T-Series with 
106 million subscribers) and 
Tik Tok (120 million monthly 
active users in India) have 
provided local businesses in India 
with community engagement 
opportunities. The new age 
business models are thriving in 

this age of digital disruption and 
have started becoming relevant 
capital consumers. These are 
very interesting times for India 
as technology enabled, new-age 
businesses become meaningful 
contributors to the national 
growth as well as wealth  
creators. n
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When we are no longer able to change a situation, we are challenged to change ourselves. - Victor Frankl


