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CA Anand Jog is a Partner in the statutory audit practice of
Kirtane & Pandit LLP, Chartered Accountants, with over 20
years of experience in assurance and financial due
diligence services. In this article, CA Anand with CA Girish
Vaidya discusses certain aspects, particularly important for
start-ups in the growth phase and mid-sized businesses,
relating to the transition from traditional Indian GAAP to Ind
AS. The transition can significantly impact the reported
numbers and valuations on account of different accounting
treatment under the Ind AS framework.

As evident from this article, small
companies that are currently
reporting under Indian GAAP
should be aware that the

accounting under Ind AS can be \
significantly different. This article ‘Q
examines six specific differences

in areas such as revenue
recognition, accounting of
convertible instruments, interest-
free loans or assets from the
founders, etc., which should be
kept in mind while entering into
contracts and other business
arrangements.
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This article presents key accounting implications under Ind AS that would be relevant for startups and mid-sized companies
only for educational/reference purpose. A detailed evaluation of terms and conditions of transactions undertaken by

companies under applicable accounting framework would be required to determine the appropriate accounting treatment.




Background

Indian startups raised USD 23.3
billion from private equity (PE)
/Venture capital (VC) funds as well
as angel investors in 2022. Fund
raises by startups are generally
through equity, debt or hybrid
instruments with characteristics of
both debt and equity, such as
convertible preference shares.

While the initial focus of startups is
on business development, revenue
growth, cashflows and in many
cases, survival, for companies that
have achieved scale, accounting
considerations become
increasingly important.
Transactions and structures
executed during the initial years of
the startup can significantly
impact the profitability projections,
debt-equity ratios and valuations
which in turn can affect financial
statements at the time of Initial
Public Offering (IPO). This may
result in management having to
expend valuable time and
resources on revising existing
arrangements and negotiations
with investors and vendors which
could possibly impact IPO
timelines.

Initially, most startups and smaller
companies outsource their
accounting function to accounting
firms or hire basic in-house staff
with oversight by virtual CFOs.
Software such as Tally, Zoho, or
even Excel spreadsheets are used.
However, future accounting
implications of current decisions
are often not considered at the
early stages of the business. In the
absence of detailed accounting
records many companies face
difficulties in gathering required
data at the time of the due
diligence process, a prerequisite
for the fundraising activity.

Generally, when PE/VC makes
investments in Indian start-ups or
midsized companies, the net worth
of companies would be lower than
Rs. 250 crores therefore such
companies continue to maintain
books of account under Indian
GAAP (AS). After some rounds of
funding, when net worth exceeds
Rs. 250 crore or when the company
plans listing on the main board, Ind
AS accounting standards would
apply.




What really changes?

Accounting for several transactions differs significantly under the Ind
AS framework. Decisions taken at the initial stage for startup
companies could have ramifications for these companies as they
increase in size. This article examines some of the considerations that
startup founders, finance team and advisors need to keep in mind to
enable a smooth transition and avoid implications that could impact
IPO timelines/ process.

Applicability of accounting frameworks to companies (other than
Banks, NBFCs, Insurance companies) based on their net worth
criteria is as follows:

Criteria Applicable accounting
framework

Net worth < Rs 250 Crores
Listed Companies or
Companies in the process of

Listing on the SME Board

Net worth >= Rs250 Crores or
Listed Companies or
Companies in the process of
Listing on the Main Board
Holding, subsidiaries, joint
ventures, or associates of the
above




Transition to Ind AS could have significant impact across several areas of the
business as follows. These are discussed in more detail in subsequent pages.

Area/Transaction

Potential Impact

Sectors Affected

Convertible
Instruments such
as bonds,
debentures and
preference shares

Revenue
recognition

Loans and other
contributions by
Founders/
Directors

Share based
Payments and
Interest free Loans
to employees

Leases-on
balance sheet
accounting will
impact
reported debt

Government
Grants

Higher debt on
balance sheet,
lower earnings

Lower revenue
due to deferral to
future years or
presentation on
net basis

Notional costs
and lower
earnings

Lower earnings
due to use of
option pricing
model

Higher upfront
costs, higher
borrowings/lease
liability

Higher equity due

to fair value option

available under
Ind AS

All startups and
mid-sized
companies raising

PE/VC capital

Aggregators, Ed
tech companies,
platforms and
online
services/delivery

companies

Companies
reliant on
funding/assets
of founders

Technology,
innovative
companies that
generally offer
ESOPs to
employees

Retail, F&B

companies

relying on
physical outlets

Companies in
R&D, agriculture
and bio
technology




Convertible Instruments

(bonds, debentures, and preference shares)

Funding by PE/VCs is often in the form of hybrid convertible instruments
such as preference shares or debentures convertible into equity with
features of both Equity and Debt. Investors generally have several rights
such as buyback option in case of failure of IPO, drag along rights and
protective rights against dilution of interest. These rights are obligations
undertaken by the Company to investors which would have a significant
impact on the balance sheet and the statement of profit and loss of the
company upon transition to Ind AS.

Indian GAAP

Preference shares are classified as part of share capital while bonds and
debentures including convertible bonds are classified as borrowings.
Further, conversion options to sell additional equity to investors or other
features and rights may not be accounted in the financial statements.

Ind AS 32 Financial Instruments

Preference shares or convertible debentures may be classified as
borrowing or equity or split into debt and equity based on of terms on the
instrument and obligations and rights to parties. Some of the rights and
obligations provided by startup companies to PE/VC investors and their Ind
AS impact is described below.

+ Conversionright
Investor may have aright as per shareholders' agreement (SHA) to
convert preference shares/debt into:

Fixed number of equity shares -as the number of shares is fixed, the
preference shares/debt would need to be split into a portion that
represents equity/shareholders' funds and another portion that
represents liability.

Variable number of equity shares of the Company based on future
valuation of the business. This is one of the most common and
significant right available to investors to enable them to maintain
desired return on investment. A conversion option based on future
valuation creates an obligation for company to provide PE/VC investors
guaranteed return and therefore such obligation will be classified as
financial liability under Ind AS. This will negatively impact debt-equity
ratios.




























































