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CONVERTIBLE INSTRUMENTS

As the name suggests, these instruments are hybrid in nature, with dual characteristics. Initially,
they act as debt instruments (earning a fixed interest rate or fixed dividend rate) and at a later
stage, they get converted into equity — either compulsorily or at the option of the investor — subject
to fulfillment of mutually decided conditions.

Since startups, at least in the initial stages operate in cash-preserving mode, the interest/dividend
is usually cumulative and converted into equity rather than regular payout in cash.

Investment by non-residents in convertible instruments are governed by FDI regulations under
FEMA, irrespective of the legal status of the receiving entity.

Examples — CNs, CCDs, CCPS.

NON-CONVERTIBLE INSTRUMENTS

These instruments are not convertible into equity at all and are purely in the nature of debt. Since
these instruments do not provide an option to convert into equity, they are the least preferred
source of investment for the investors as no equity stake is promised.

Investment by non-residents in non-convertible instruments are governed by ECB regulations
under FEMA.

Examples — NCDs/NCPS, OCDs/OCPS, PCDs/PCPS, pure loans.

Each of the above instruments namely CNs, CCDs/CCPS and ECB have been discussed in
detail in the ensuing section.
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= Based on the discussions made in this document, it is quite clear that there is no straight-
jacketed formula to decide whether one should remain bootstrapped or should reach out to
investors for funding. However, the following factors are important to consider before coming
to a decision:

- Business model of the startup: Each business model has its peculiarities. Some
business models may require huge initial investments even at the product development
stage vis-a-vis other business models which may not require huge investments initially and
the requirement to raise funds arises only once the product/service viability has been tested
and one has now decided to scale up the operations.

- Maturity stage: Fundraising will also depend on the stage at which the startup is in its
lifecycle. In the initial stage, it is always better to dilute minimum control since the valuations
are relatively low at the initial stage. If at all, one decides to reach out to external investors
for funding, it is advisable to explore raising funds through CNs or CCDs.

=  Amongst the various funding instruments discussed, convertible notes are the most
preferable instrument amongst the startups and even the investors for numerous reasons as
under:

- They provide flexibility to the investors to redeem their investment without converting into
equity.

- Lesser compliance requirements before the funds can be raised.
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