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Navigating the start-up governance minefield

Founders must prioritise governance from the outset, rather than deferring it until just
before the IPO if they want to create long-term value.
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Start-ups attract our attention either when based on their rising valuations they
are celebrated or when their valuations come crashing down. Three years ago,
the music did not stop, and valuations kept soaring. Then, every other day a new
soonicorn (a valuation of between US$ 500.0 million and US$ 1.0 billion/ Rs 40-80
billion) or a unicorn (a startup with a valuation of over US$ 1.0 billion, or Rs 80.0
billion) was anointed. And now just suddenly, it seems, that the chairs have all
been removed.

Why has the mood soured? The uncomplicated explanation is that the valuations
moved lockstep with the flow of funds. As the fiscal taps opened, money flowed
and asset prices escalated, including those of start-ups. Once this tide turned,
money became expensive, and valuations dropped. This is at best a partial
explanation as it suggests that macro headwinds and tailwinds rather than the
start-ups themselves, create their destiny.
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Many factors explain the success and failures of start-ups, not all within the start-
ups control. But one thing start-ups, as an asset class, should do is to is to
increase focus on governance. Its absence, in large part accounts for the business
breakdowns or governance missteps as seen in a string of entities - Siply,
BharatPe, Trell, GoMechanic, Byju's, Mojocare, Zilingo, ZestMoney. To name just
a few.

Even as start-up governance remains in a dark space, the governance in listed
companies is somewhat better. This is validated through the G20/OECD Principles
of Corporate Governance and the scorecard has been developed by Institutional
Investor Advisory Services (IiAS, the firm where I work) jointly with International
Finance Corporation and The BSE Limited. [iAS" annual assessment based on the
scores of the S&P BSE 100 index constituents, that account for over 70% of total
market capitalization is a proxy for the governance practices of corporate India.
The scores have been inching up over the past six years.

This, as mentioned above, is in sharp contrast to start-ups “who are completely
new to the regulatory world when they list,” according to Cyril Shroff, managing
partner at Cyril Amarchand Shroff, a law firm. These he adds, “comes at them in
terms of tsunami of requlations, related party transactions, semi-scrutiny, proxy
advisors and things they had never factored in. So, in the first six months of
listing, they get a massive shock in terms of what came through and they thought
it was just about getting market cap and they realized this comes with conditions
attached. That is something which they don't realize.”

Akash Prakash, from Amansa Capital, a fund manager, voiced a similar view,
holding their investors equally responsible. He says, “I'm actually astonished at
some of the stuff, which is taken as part of the game in private companies would
never pass public (market) muster.”

This points to the focus start-ups and their investors place on being the first to
identify a market, build out a product and grab market share, paying insufficient
attention to governance. Most see governance as a something that comes in the
way of doing business. They expect to concentrate on the governance aspects,
closer to their IPO or when the company reaches a particular size. In doing so
they fail to recognize that governance is a fundamental building block that will
give investors' confidence to fund, suppliers the comfort to deal with the business
and talent the incentive to join and stay with the company.

The best way forward is to build out the business and the accompanying
governance systems in parallel. This means appointing a fully functional board, a
compliance team and a financial reporting team.
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The roles and responsibilities of each of these should be fit for purpose, and
steadily expand with the business, getting closer to public market standards even
before the company lists. For example, independent directors should be inducted
on the board, board committees constituted with a broader remit, including risk,
CSR and stakeholder management, the board and various committee agenda
and functioning should be benchmarked to listed peers as well as by undertaking
board evaluation. Similarly, the compliance and finance teams each can start to
incorporate regulations that the larger listed companies adhere to too, along
with their disclosure practices. These include related party transactions, conflict
of interest and behavioral codes, risk practices with focus on asymmetric
information sharing.

Waiting till just before the IPO implies neither does the company have the
processes and systems in place, nor have these been internalized, leading to
avoidable time being soaked up. And while I have spoken about IPO, this
approach is equally helpful as start-ups move from Series B to Series C and to
further funding rounds. In other words, governance must be prioritized from the
outset, rather than deferring it until just before the IPO.

Today, India has one of the largest and most vibrant start-up ecosystems in the
world - a testament to the country’s entrepreneurial spirit and its ability to foster
innovation and growth. The best way to maintain our leadership position is for
start-ups to adopt best governance practices and build investor and stakeholder
trust. This no doubt is as hard as building the commercial end of the business,
but there is no better way to create long-term value.

A modified version of this blog was published in Business Standard on 20 December 2023. The

newspapers subscribers can access the blog by clicking this link or typing the following url:
https://www.business-standard.com/opinion/columns/lifting-startups-from-the-governance-

hole-123121901246 _1.html

Business Standard
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Disclaimer

This document has been prepared by Institutional Investor Advisory Services India Limited (liAS). The
information contained herein is solely derived from publicly available data, but we do not represent that it
is accurate or complete and it should not be relied on as such. liAS shall not be in any way responsible for
any loss or damage that may arise to any person from any inadvertent error in the information contained
in this report. This document is provided for assistance only and is not intended to be and must not be taken
as the basis for any voting or investment decision and/or construed as legal opinion/advice. The user
assumes the entire risk of any use made of this information. Each recipient of this document should make
such investigation as it deems necessary to arrive at an independent evaluation of information referred to
in this document (including the merits and risks involved) and exercise due diligence while using this report.
The discussions or views expressed may not be suitable for all investors. The information given in this
document is as of the date of this report and there can be no assurance that future results or events will be
consistent with this information. This information is subject to change without any prior notice. IiAS reserves
the right to make modifications and alterations to this document as may be required from time to time;
however, liAS is under no obligation to update or keep the information current. Nevertheless, [iAS would be
happy to provide any information in response to specific queries. No copyright infringement is intended in
the preparation of this document. Neither LIAS nor any of its affiliates, group companies, directors,
employees, agents or representatives shall be liable for any damages whether direct, indirect, special or
consequential including lost revenue or lost profits that may arise from or in connection with the use of this
information. This report may cover listed companies (the ‘subject companies’); IiAS may hold a nominal
number of shares in some of the subject companies to the extent disclosed on its website and/or these
companies might have subscribed to liAS’ services or might be shareholders of IiAS. TiAS and its research
analyst(s) do not have any financial interest in any of the subject companies except to the extent disclosed
on its website.

Confidentiality

This information is strictly confidential and is being furnished to you solely for your information. This
information should not be reproduced or redistributed or passed on directly or indirectly in any form to any
other person or published, copied, in whole or in part, for any purpose without the written permission of
TiAS. This report is not directed or intended for distribution to, or use by, any person or entity who is a citizen
or resident of or located in any locality, state, country or other jurisdiction, where such distribution,
publication, availability or use would be contrary to law, regulation or which would subject LiAS to any
registration or licensing requirements within such jurisdiction. The distribution of this document in certain
jurisdictions may be restricted by law, and persons in whose possession this document comes, should
inform themselves about and observe, any such restrictions. The information provided in these reports
remains, unless otherwise stated, the copyright of IiAS. All layout, design, original artwork, concepts and
other Intellectual Properties, remains the property and copyright of IiAS and may not be used in any form
or for any purpose whatsoever by any party without the express written permission of the copyright holders.

Other Disclosures

TiAS is a SEBI registered entity (proxy advisor registration number: INH000000024) dedicated to providing
participants in the Indian market with independent opinions, research and data on corporate governance
issues as well as voting recommendations on shareholder resolutions of about 1000 listed Indian companies
(https://www.iiasadvisory.com/iias-coverage-list). Our products and services include voting advisory reports,
standardized services under the Indian Corporate Governance Scorecard, and databases
(www.iiasadrian.com and www.iiascompayre.com). There are no significant or material orders passed
against the company by any of the Regulators or Courts/Tribunals.

This article is a commentary on general trends and developments in the securities market.
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About IiAS

Institutional Investor Advisory Services India Limited (liAS) is an advisory firm, dedicated
to providing participants in the Indian market with independent opinions, research and
data on corporate governance issues as well as voting recommendations on shareholder
resolutions for just over 1000 companies that account for more than 96% of market
capitalization.

I[iIAS provides bespoke research and assists institutions in their engagement with
company managements and their boards. It runs two cloud-based platforms, SMART to
help investors with reporting on their stewardship activities and ADRIAN, a repository of
resolutions and institutional voting pattern.

TiAS with the International Finance Corporation (IFC) and BSE Limited, has developed a
Corporate Governance Scorecard for India to evaluate company's governance practices
and market benchmarks. More recently, IiAS has extended its analysis to ESG and is also
empanelled with AMFI as an ESG Rating Provider.

[iAS has equity participation by Aditya Birla Sunlife AMC Limited, Axis Bank Limited, Fitch
Group Inc., HDFC Investments Limited, ICICI Prudential Life Insurance Company Limited,
Kotak Mahindra Bank Limited, RBL Bank Limited, Tata Investment Corporation Limited,
UTI Asset Management Company Limited and Yes Bank Limited.

TiAS is a SEBI registered entity (proxy advisor registration number: INHO00000024).
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