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Convertible Note – A boon for Start-ups 
 

Of late, we have heard that a Convertible Note is a boon for Start-ups. Let’s try and understand what 
it exactly is. 
 
What is a Convertible Note (CN)? 
 
In layman’s terms it is an instrument used by a Start-up Company for borrowing money from any 
person (individual / an entity) with an option to convert the borrowing to share capital, i.e. instead 
of repaying the amount, the Start-up Company has the option to issue equity shares to the investor/ 
lender.  
 
Let me try and explain this better with help of an anecdote. Always a good way to understand 
anything, right? 
 
Imagine you are a wealthy business tycoon (feels good doesn’t it?!). You calculate your risks, do your 
research, analyze, make an informed decision and invest. You look to build potential markets and 
one such is the budding Electronic Automobile industry. A team of passionate automobile engineers 
with a zeal for helping the environment in whatever little way they can, approach you with a 
powerful self-charging battery to power a car that has a far greater range (in terms of kms) and 
power than any other car in the near future ! They have a company in place and a demo product but 
need funds to commercialize the product.  
 
Let’s delve into the financial position of the Start-up Company for a bit. The founders have invested a 
few lakhs. It is nowhere near sufficient. The Start-up Company has never raised any funds. Financial 
Institutions are asking for a high rate of interest to extend loans.  
 
The founders are willing to offer you shares in the company (a significant stake!) You have the 
money to invest, you are well aware of the risk of investing in a “Start-up”. The potential for growth 
is high with considerably good amount of returns on the investment in the long run. However, the 
downside for you as an investor is the Company’s shares are of no value. In case the Start-up fails 
the shares are not going to fetch anything more than a few thousand rupees! (You have enough that 
losing a few crores aren’t going to bother you but who likes losing money or losing in general?) 
 

Enter - a MARVEL (pun intended) - a Convertible Note! Now, you 
can lend the passionate engineers funds, enough to help them 
kick start their operations. The money can either be repaid or you 
become one of the owners (shareholder) of the Company at a 
stage when it has already received funds from other investors 
(known as seed funding) and the Company’s shares can be valued 
at something.  
 

You, being an early bird, enjoy the fruit of the Seeds! (pun intended) 
 
Now, as fascinating as it sounds, there are a couple of nuances and as with everything, there are 
going to be pros and cons. So, to understand the concept and working of the MARVEL, let’s get 
technical. 
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Convertible Notes in India 
 
I. History 

 
The term Convertible Note was first coined in the Ministry of Corporate Affairs (MCA) notification 
dated 29th June, 2016, which amended the Companies (Acceptance of Deposits) Rules, 2014. An 
amount of INR 25 L or more received by a Start-up Company by way of CONVERTIBLE NOTE was 
from thereon treated as an exempted deposit.  
 
Convertible Note as an investment option was permitted for start-up companies with effect from 
January 10, 2017 via Notification No.FEMA.377/2016-RB. 
 
II. Definitions 

 
Companies Act, 2013 
 
In terms of Companies (Acceptance of Deposits) Rules, 2014, a Convertible Note is “an instrument 
evidencing receipt of money initially as a debt, which is repayable at the option of the holder, or 
which is convertible into such number of equity shares of the start-up company upon occurrence of 
specified events and as per the other terms and conditions agreed to and indicated in the 
instrument.” 
 
Foreign Exchange Management Act, 1999 
 
In terms of Foreign Exchange Management (Non-debt Instruments) Rules, 2019, a Convertible Note 
is “an instrument issued by a startup company acknowledging receipt of money initially as debt, 
repayable at the option of the holder, or which is convertible into such number of equity shares of 
that company, within a period not exceeding five years from the date of issue of the convertible note, 
upon occurrence of specified events as per other terms and conditions agreed and indicated in the 
instrument.” 
 
III.  Who can issue Convertible Notes? 

 
Only a Start-up Company, recognized by the Department for Promotion of Industry and Internal 
Trade (DPIIT) can issue a Convertible Note. 
 
IV.  Who is considered as a Start-up?  

 
According to the DPIIT notification dated 19th February, 2019 (superseding the notification dated 
11th April, 2018) an entity shall be considered a Start-up if it fulfills the following conditions: 
 

i. If it is incorporated in India as a private limited company (as defined in the Companies Act, 
2013) or a limited liability partnership (under the Limited Liability Partnership Act, 2008) or 
registered as a partnership firm (registered under section 59 of the Partnership Act, 1932) 
for a period of 10 years from the date of Incorporation / registration 
 

ii. Turnover of the entity has not exceeded INR 100 Crores for any of the FYs since 
incorporation / registration. 

https://www.mca.gov.in/Ministry/pdf/Rules_30062016.pdf
https://www.mca.gov.in/Ministry/pdf/Rules_30062016.pdf
https://www.rbi.org.in/Scripts/NotificationUser.aspx?Id=10825&Mode=0
https://www.startupindia.gov.in/content/dam/invest-india/Templates/public/198117.pdf
https://dipp.gov.in/sites/default/files/Startup_Notification11April2018_0.pdf
https://dipp.gov.in/sites/default/files/Startup_Notification11April2018_0.pdf
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iii. It is working towards innovation, development or improvement of products or processes or 
services, or if it is a scalable business model with a high potential of employment generation 
or wealth creation. 

 
Notwithstanding the conditions mentioned above, if an entity is formed by splitting up or 
reconstruction of an existing business it shall not be considered a ‘Start-up’. 
 
V. Procedure to issue Convertible Notes  

 
a. Issue of CN to an Indian Resident: 

 
 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 
 
 
 
 
 
 

 

Step 1: Identify an Investor. Any one in India, whether an individual or an entity.  

 

Step 2: There’s a catch. Minimum investment by a single investor in a single tranche is INR 25 L. 
Statutory Requirement. 

Step 3: Finalize the terms and Draft a CN Agreement. Not a statutory requirement. However, it is better 
to enter into an Agreement for the purpose of clarity of the Start-up and the Investor and to avoid 
potential disputes.  

Step 4: Conduct a Board Meeting to obtain approval of BOD for: 
1. Raising funds by way of CN 
2. Execution of CN Agreement 
3. Alteration of Articles, if required 
4. Approval of notice for convening a General Meeting 

 

 

 

Step 5: Conduct a General Meeting to obtain approval of Shareholders via Special Resolution for: 
1. Raising funds by way of CN 
2. Alteration of Articles, if required 

 

Step 6: File e-form MGT-14 with RoC within 30 days of passing special resolution 

 

Step 7: Issue of Stamped CN Certificate. No timeline specified under CA, 2013. The Company may issue it 
within 30 days from the date of issue of CN. 
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b. Issue of CN to a Non Resident 
 

 

 

 

 

 

 

 

 

 
 

 
 
Note:  
 
 The latest restriction on receiving investment from an individual or an entity of countries 

which share a land border with India does not seem to affect issue of CN by a Start-up 
Company as the restriction is placed only w.r.t equity instruments, i.e., equity shares, 
convertible debentures, preference shares and share warrants (Notification S.O. 1278 (E). 
dated 22.04.2020). 
 

 Investment can be received through banking channels, by debit to NRE / FCNR / Escrow 
account. 
 

 If the investment is received through debit to the Escrow account, then the Escrow account 
maintained for this purpose should be closed immediately after the requirements are 
completed or within a period of 6 months, whichever is earlier. 

 
 According to the User Manual issued by RBI, the documents required to file Form CN in the 

FIRMS portal are: 
 

i. FIRC (if the investment is received by remittance through banking channels) / Debit 
advice (if the investment is received by way of debit to NRE / FCNR / Escrow account) 
and KYC along with name and address of the Investor is required. 
 

ii. Declaration to be filed by the Authorized Representative of the Indian Company 
 
 
 
 

Step 1: Identify an Investor. Any one, whether an individual or an entity from almost any country in the 
world, WAIT! Except our immediate neighbors – Pakistan / Bangladesh; Entities registered in Pakistan / 
Bangladesh and its citizens are prohibited to invest in CN issued by an Indian Start-up Company. 

 

Step 2: Repeat Step 2 - Step 7 mentioned for issue of CN for Indian Residents. Issue of CN and equity 
shares against CN should comply with Entry Route, Sectoral Cap, Pricing guidelines and other attendant 
conditions for foreign investment. 

Step 3: File form CN on RBI FIRMS portal within 30 days from issue of CN to non-resident.  

Step 4: RBI reporting is required at the time of issue of CN, repayment, conversion into equity shares and 
transfer of CN from a non-resident to a resident or vice-versa. 

 

 

http://egazette.nic.in/WriteReadData/2020/219107.pdf
http://egazette.nic.in/WriteReadData/2020/219107.pdf
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VI. Practical Difficulties faced while filing Form CN 
 

 No clarity in terms of timeline - Form CN is to be filed with RBI within 30 days from the date of 
issue of the CN. However, there is no timeline specified w.r.t issue of CN certificate after the 
investment has been received. 
 

 Misinterpretation of the timeline by AD banks - In our experience, most of the AD Banks 
interpret the timeline for filing form CN in the FIRMS portal as 30 days from the date of 
remittance of the investment amount. The law has very clearly stated that the Start-up Company 
has to file form CN within 30 days from the issue of CN and not date of remittance. It seems that 
the AD Banks have clearly misinterpreted the law. 

 
 Delay in issuance of FIRC / Debit advice and KYC from the AD Bank - In our experience we have 

seen multiple cases wherein the FIRC / Debit Advice as may be applicable and the KYC are issued 
weeks after the amount has been remitted. Even though there is a delay from the AD bank, the 
Company bears the brunt and ends up paying a Late Submission Fees (LSF).  

 
 Documentation required by AD Banks - The User Manual issued by the RBI mandates the 

attachment of FIRC / Debit Advice (as may be applicable), KYC and Declaration by Authorized 
Representative of the Indian Company. However, AD Banks have their own requirements of 
documentation like CS Certificate, Declaration that the Investor is not an Overseas Corporate 
Body (OCB), Declaration that no Shareholders’ Agreement has been entered into and so on. A 
few of these declarations do not even pertain to issue of a Convertible Note! 

 
 Payment of LSF – Currently, only Demand Draft is being accepted by RBI. Though not much of a 

difficulty, at a time when the Government itself is pushing for digital payments, it would help 
smoothen the process of payment of LSF if it can be done online via Net Banking. Payment from 
the Company’s Bank account ensures that the Company is actually paying the LSF. 

 
Conclusion: 
 
In line with the Government of India’s Ease of Doing Business, Convertible Note as an investment 
instrument is definitely a boon to Start-up Companies who are in early stages of fund raise for their 
operations. It helps Start-up Companies to raise funds from outside the ‘director-relative-
shareholder’ circle and saves a lot of cost, time and effort in comparison to traditional funding 
avenues from friends, family or investors through Private Placement.  
 
Also, in times of crisis where not only obtaining the investment but also utilization of funds as 
quickly as possible, is the need of the hour, an instrument like Convertible Note can definitely save 
the day as there are no statutory restrictions / limitations on the immediate utilization of funds! 
 

  
Ashwin G K  
Executive 

     
Date: 14th May, 2020 

 




