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INTRODUCTION
1. This Quide is intended to facilitate the practical implementation ofMCD Guidelines on
Corporate Governance of Stafagwned Enterprise§ t he A SOE Gui del ineso). |t

high quality of transparency and accountabilitywhich is the very bas for any sound corporate
governance regime.

The Use and the Scope of this Guide

2. The Guide is primarily directed at ministries and other government branches charged with
assisting national reform efforts. It aims help evaluate existing practices, identify their strengths and
weaknesses and provide examples of successful models.uSénerof the Guide may includarRaments

as well as independent evaluators that seek a tool that can help them make a syisteansdiry of the
accountability and transparency structure.

3. Like the SOE Guidelines hemsel ves, the Guide is MfAout come
prescriptive in terms of specific provisions it acknowledgesttieemay bedifferent waysto achieve the

same outcome. Laws, regulations and practices may have to be adapted to national circumstances.
Moreover the examples used in the Guide illustrate distinct differences among OECD countries. In some
countries thegovernance is more or less identical to the governance of privately owned commercial
compani es. I n other countries the governance i s
when the plans of the specific SOE are decided or agreed in lleti@éen the owner and the company.
Regardless of the means by which ®@E Guidelinesare implemented, it is essential that authorities
always scrutinise the effectiveness and the relative costs and benefits of alternative approaches. To assist in
this process, the @Ede provids speific exampleof nationalpracticeghatcan inspire other countri¢isat

face similar challenges.

4, Most of the recommendations made or policy options described in this Guide comaiein
nortlisted SOEs. As soon as SOEs are listhd,state will have to exercise its shareholder rights but will
not be more than a significant or controlling shareholdkarket mechanisms then apply, as well as listing
regulation.International standds in terms of transparency and accountability do apply in this case and are
sufficient. Users of this Guide are thus invited to consider each time whether the policy options and
practicesdescribedapply or not according to the type of SOE concerrdw distinction to be made
between partialsowned listed and nodisted SOEs will be reminded at several junctures in this Guide.

The Structure of this Guide

5. The Guide covers all relevant accountability and tramsmgy recommendations in tHeOE
Guidelines For the purpose of the Guide, these recommendations have been grouped into five broad areas
that also make up the subsequent chapters:

1 Chapter 1Setting objectives

1 Chapter 2Reviewing performance
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1 Chapter 3Auditing performance
1 Chapter 4Reporting on performance
9 Chapter 5Disclosure by individual SOEs

6. Each of the chapters addresses a set of related recommendations fi@@Etieuidelinesaind
typically includes thre main elements

1 the reference to the relevant sectiaf the SOE Guidelinesre-stating theirrecommendation
and the rationale in terms of transparency and accountgbility

I viablepolicyopt i ons and aprdattica stepaizmght betdkento imglement the
SOE Guidelingspointingat typical difficulties, risks and hurdles that may be encounteraédgdur
the implementation process;

1 examples that illustrate themplementation of provisions andan serve as references and
inspiration to goveaments that are confronted with similar challenges.

Accountability, Transparency and Good Corporate Governance

7. Enhancing transparency and accountability is central for improving the corporate governance of
stateowned enterprises. It entails complex challenges but is an efficient entry point for further SOE
governance reforms. It is also a central recommendation of the OECD Guidelines. The state needs to be
kept accountable for the way its exercise ownershipgigihefstate should act as an informed and active
owner ( é énsuring that the governance of stai@ned enterprises is carried out in a transparent and
accountable manner, with the necessary degree of professionalism and effectiviela@ssG\fideline,

Chapter Il, p. 13).

Transparency is not an end in itself but a powerful tool to improve accountability

8. Transparency is openness to the public eye. It refers to the amount, scope, quality, accuracy and
timeliness of information which is accessible to relevant stakeholders. By mitigating information
asymmetry, thus reducing the magnitude and consequences of the pagepaproblem, transparency
increases the capacity of outsideyghe company, such as the ownéosnonitor and evaluate the actions

of managers and othersiders

9. Importantly, tansparency facilitates the evaluation of institutiand makes it possible to hold
them accountable with respect to their maadand objectivesfiThe most important benefits of
transparency are |linked (é) to its instrumental

and government sectisr

10. Being accountable is, by defiimin, being liable to be called to account, answerable.
Accountability is ensured by structures and procedures that oversee and control the actions of economic
and political powers.

Some topics covered in this Guide relaialifferent Guidelines. Individual Guidelinesight also be often
closelyrelated to others. The Guide therefore provides in its Annex 1 the list of relevant Guidelines with
corresponding items and topics to be covered in this Guide.

2 OECD, 2003, op. tip. 14.
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11 Transparency is not an end tedlf but a powerful tool to improve accountabilityd the overall
governance regime. It is a necessary but not sufficient condition for accountability. Transparency without
accountability is meaningless and accountabiétyuirestransparency.

12. To ensure that the state as an owner is accountable, it indhaafficientthat individual SOEs

and the ownership entity are transparent enough regarding their objectiveenpades and practices. It

is also necessga that appropriate processes are put in place and effectively implemented to decide on
objectives, review the performan@nd assess practices, and that rewards and sanetienapplied
accordingly The general public and its representative institutisnsh as the Parliaments, should feel
comfortable that SOEs are run in the interest of the general public and according to agreed upon principles
and framework.

SOEs have a complex accountability regiéne
13. SOEs hag a complex accountability reginfer a number of reasons

1 The accountability chain is complex, including SOE management, boards, auditors, the
ownership entities, the government, the Parliamentsimariche the general publigcf. picture
below)

I SOEsmay have an even more complex set of objectives than private sector corporsitioas,
there can ba mix of policy and commercial objectives.

1 SOEsare often subject to both private and public sector standards.

1 Moreover, in the case of SOEs, shareholdarsusually noti v ot e wi th theitr fee
satisfactory performanéeExit options are limited, and voice could only be expressed through
the complex accountability chain mentioned above.

€ a mix of two types

14. SOEsare often created by movinmginisterial departmentsut of thegovernmentstructure and

into a more competitivenarketbasedsetting. However,here is a tradeff between increased autonomy

and the removal of administrative contrdbitting SCEs outside the realm of government structure has
weakened some accountability mechanisms typical to the public sector. The resulting accountability
regi me mi ght * bleriagtmdnedibbtwerrznyaket and public governance.

15. The SOEsthemselves and thavil servantshat arein charge of their supervisidend tooperate
underoverlapping regimes of both public and market accountablltig. accountability regime of SOEs is

a mix of t wokinglydiferentleg t bh drsd ¢ ti e r imedhanisnss@ssociatedonvithu d i n ¢
both market and public governance

However, when national elections lead to a change in government, this can be compared to some extent to
a takeover in the private sector as the new government may impose new priorities on the SOEs.

4 Turnbul | 2005, ARA heawewbr governanaéysf ngubl i c ass
17 2005, Victoria University City Campus, Australia.
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THE

PARLIAMENT reports

The
Government

Ministry

reports

Ownership
Entity
SOEs
Votesat AGM AGM
Preparesboard
nominations

Administration nominates reports

Boardof Directors

nominate reports
Management
|l mproving transparency and accountability is a
16. Improving transparency and accouriliibis a key priorityto improve the corporate governance

of SOEs

T It gives subst aiglteby pravidirg the inferiatidestentiaktdtheir exercise.
The state as a shareholder needs to collect enough, reliable and timely informafidd Brs 6
performance to exercise its rights.

1 Itis also a choice remedy for fraud and market manipulation. To refer to an old asichoverti
q u o Sualight is said to be the best of disinfectants; electric light the most efficient polé&éeman

1 Itis a preequisite to and undermrpublic trust.The state as a shareholder needsusidify its
ownership by clearly defining and disclosing its objectives in holding SOEsaléagmportant
to show that political control is beingerxised ab r meéngth Finally, as an agent to the general
public, the staténas also to report on its own performance as an owner,\détéme Parliament.

Louis Brandeis, Supreme Cauustice of the United Statek933 in the context of the Great Depression
and the turnail in global financidmarkets.
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17. To ensure that the state is a professional, accountable and consistent oveodierent
accountability regime hahus to be developed. It will necessary includenplementary and sometimes
overlapping elements of both public and market governafize complex accountability regime, whose
different elementsnight sometimes reinfoecor be in tension with each other, is inevitably impetfect
However, it is often relatively easy to reinforce some of its aspects or specific elements. This might have a
cumulative effect.

€ and a good entry point for reforms

18. Moreover, improving transparency and accountability is not only a central element of governance
reforms. It is also a good entry point for reform as it is doable and effective in mobilizing support for
further reform:

9 Putting in evidence @BEs &6 per formance and the performance
only create incentives to better perform for all SOE officials and civil servants involved, but it
will also strengthen public demand for further reforms.

1 In addition, improving transpency is usually considered as politically more feasible and less
costly than drafting new regulatiorwhile requiring some political leadership, it is not too costly
in terms of resources or capacity. It is thus a good substitute to regulation amdatti@ncof
additional institutions, even though increasing transparency might require in itself some degree of
regulation.

1 Transparency reforms are also suitable for gradual implementation. They might even be made
sustainable and somehow irreversiblerdfted in a way to ensure that economic and political
dynamics lead some disclosers to promote improved transparémgyoving transparency and
accountability will thus not only lead to improved performance but it will create trust in state
ownership andhas the potential to trigger further reforms down the road.

ADevising appropriate accountability sysvMaghams i s t |
J.L., AAccountability and Institutional Design: Sc
School, Research Paper N° 116, p.131.

However, the growing consensus about the importance of transparency reforms does not imply that these
will be necessarily easy to enact and igmpent(Public Sector Transparency and the International Investor,
OECD, 2003p. 28)

8 Fung A., Graham Mand Wei | D. (2003), AThe Political Eco
Disclosure Policies Sustainable?06, John F. Kenned:
Paper.
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1. SETTING OBJECTIVES

1.1 Overview

19. Accountability requires benchmarking of performance against clearly defined objectives. Since
state ownership is @t characterized by vagusomplexor contradictory objectives, improvement in this

area is typically the very first step towards better accountability. This chapter provides guidance on how to
formulate and communicate clear objectives at all relevaptdeit also gives suggestioars how to build

up useful performance indicators for benchmarking performance against these objectives.

20. At the most aggregate level, the government should define its overaltieégeand ownership
practices An effective way of doing this is by developing awnership policy, as recommended the

Guidelines (Guideline 1l.A.Jthe government should develop and issue an ownership policy that defines

the overall objectives of statevan er shi p, t he stateds role in the <co
will implement its ownership polioy.

21 An ownership policy has a number of advantages:

1 It helps g@vernments to avoid the usual pitfall§ passive ownership and excessive
i nterference, which often f ol |l owlti$aftenthemul t i
multiple and contradictory objectives of state ownership that lead to either a very passive
conduct of ownership functions, o ver sely results in the sta
matters or decisions which should be | eft
(Annotations, p. 23).

1 The ownership policylsoserves as an effective tool for public communication and provides
companis , the market and the general public w
objectives as an owner ari$ long term commitments. It thuselps the state to clearly
position itself as a predictable and long term owner

22, Based on thegeneral objectives that are formulated in the ownership policy, it is useful to
identify more specific targets for the ownership entity. This step should aim & o p e r &ihgd o h A b i
objectives formulated in the ownershiplipp. Doing this also allows communication and evaluation of the
owner ship ent,ad cald@dfor m Suidelme |INEA né ownership entity should report on its
performance in exercising state ownership and in achieving the state objectivibgs imegard
(Annotations p. 27).

23. In fully owned companies, the state should aefine and review the company mandateThis
mandate is intended to be valid over a long peodbtime and updated only in the evesf fundamental
change of the companyds overall mi ssi on.

24. Basedon theiroverall mandate, the companies should also be given a setmpfany specific
objectivesand targets These objectives and targets willhat the operational level aqmtovidesboard
members withimportantguidance (Guideline VI.A)JASOE boards should carry out their functions of
monitoring of management and strategic guidascdject to the objectives set by the government and the
ownerhi p entityo.
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25. When the cmpany is not fully statewnedand listed,the task of formulating the mandate,
compaly specific objectives anthrgets differs significantly. fie process and framework fobjective
settng is different and primarily exercised through participation in the annual meeting. When the Guide
discusgsobjective setting at company level, the distinction between different kinds of companies will be
made whenever relevant.

26. When formulating company specific objectives, it is essential to clédelytify any public

services and other special obligations. T h e Gui delines r eobligagons and t hat
responsibilities that an SOE is required to undegtak terms of public services beyond the generally
acceptednorm do exi st in many cases. The Guidelines th
t hat such speci al obligations are fdclearl g mand
fidi sclosed to the gener al publ i co; and finally
manner 0 ( Gui del i neentatiorCof thesee®BdElines isésseatial tonepsure m level

playing field between the state and the privageta. To fulfil these requirements, a specific woik
mapping, i.e. identifyingtlteeis peci al obl igati ons oOtioh) thescost af thdsee per
obligations needs to be evaluated, along with their sources of funding.

27. Besides identifying special obligations, another central but technical difficulty cevelop
relevant performance indicators This is notspecific to SOEs and a lof work and guidance is available

in this regard both for privatgector companies and for the public sector in general. As it is at the core of
defining SOE objectives, some useful guidance might be providedhésmdopic will be covered in a
specific session.

28. These topics wilbe covered in the following pages. For each topic, guidance will be provided on
possible processes to fulfill these tasks and specific steps which could be undertaken by the state as an
owner to ensure appropriate implementation of the Guidelines irathés Distinction between partially

and fully-owned SOEs will be made when necessary.

1.2. Developing an ownership policy
20. The ownership policy should be a showt highlevel policy document providing clear

statement of the staté sverall objectivesas an owner.Boxes 1 and »elow provide examples of how
these general objectives have been formulated in different countries.
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Box 1. Examples of ownership objectives
In Sweden , fiThe Governmentdéds overall objective is creat

I n France, the overall objective is fAto contribute
sur les Lois de Finance (LOLF), 2006, p. 131.).

In the UK, the overall objective of the Sharehol de
deliver sustained, positive returns and return their cost of capital over time within the policy, regulatory and
customer parametersset by Gover nment, by acting as an effecti

In Finland, the core purpose of state ownership is defined as follows: fiThe State seeks to achieve an economic

and societal overall resul (2004 bexisioni 8 &si moiog! easo np
Ownership Policy). What this means in practice is then cl ar
devel opment in value of the shar e {State Bmaehbldiagsid Firtlahde 2005,
p.4).

In Norway, fiThe purpose of state ownership is to attend to the common good. As an owner, the State also
expects these companies to take corporate responsibility and to uphold our basic values in an exemplary
mannero(The State Ownership Report 2005, p.5.).

Source: 10 Challenges in Setting Objectives and Reviewing Performance of State-Owned Enterprises, OECD, 2007.

Box 2. Overarching goals of state ownership in New-Zealand

In New-Zealand, the long-term hold policy has four overarching goals:
f To be clearer with SOE boards about shareholding

To provide shareholding Ministers with a greater understanding of, and therefore confidence in, the
performance of SOEs, through enhanced benchmarking;

9 To develop appropriate capital structures which impose financial disciplines on SOEs while ensuring they
have sulfficient capital to make operational investment decisions without recourse to the Crown

9 To ensure that request for capital are considered in line with the business needs the SOE, while recognizing

the Crownds preference that major investments ar
the Crown by incorporating SOE requests for equity for significant investments into the normal budget
process.

Source: CCMAU, AOwner 6s Ex-PwenedtEaterprises, 289 Obtaber2@?. f or St a

30. In addition to stating theverall objectivs, it is useful if theownership policy als defines (cf.
box 3 for the Norwegian example):

1 the mandate given to the ownership entityn exercisimg the state ownership rights;

1 themain functions fulfilled by the ownership entity(ies)



12
An implementation Guide to Ensure Accountability and Transparen8jeie Ownership

1 theorganisation of the ownership functionwithin the state adinistration and its evolution;

9 the main principles followed or policies implementedby the ownership entity regarding the
exercise of the ownership rights. Issues covered could include directions on the nomination of
SOE boards, the role of general meetinfpe role and functioning of boards, the appointment of
external auditors, the remuneration of management, etc.

Box 3. Example of the Content of an Ownership Policy in Norway
Ta bl
FOREWORD BY THE MINISTER 4 REQUIREMENTS OF THE COMPANIES 27
4.1 Companies with commercial objectives
2 — required rate of return 27
=] 4.2 The capital asset pricing model 27
THE GOVERNMENT'S OBJECTIVES 4.3 Companies with sectoral policy goals 29
FOR STATE OWNERSHIP 6 4.4 Dividend 29
2.1 Scope 4 4.5 Repurchase of shares 30
2.2 The Soria Moria declaration 5 4.6 The companies’ reporting 31
2.3 A national base 5
2.4 Ensuring national ownership and control of
and revenues from our natural resources 6 50
2.5 Securing other important political goals 6 THE GOVERNMENT'S POLICY ON THE -
. REMUNERATION OF LEADING PERSONNEL 32
@m >
THE STATE'S EXPECTATIONS @D
OF THE COMPANIES . 7 THE DIVISION OF ROLES N
3.1 Important sector-independent considerations IN THE STATE ADMINISTRATION 34
that companies must take into account 7 6.1 The purpose of distinguishing between roles 34
3.2 Division into categories 11 6.2 On the administration of ownership
3.3 Objectives for the ownership in the individual ministries 34
of the individual companies 11 ) -
THE FRAMEWORK FOR THE STATE'S APPENDIX
ADMINISTRATION OF TS OWNERSHIP 36 T
7.1 The constitutional framework 36
7.2 Companies legislation 37 n
7.3 Equal treatment with respect to information REFERENCES
and rules for inside information ] 41
7.4 Public subsidies 42
7.5 Freedom of information 43
7.6 The state’s financial management regulations 43
7.7 _Corporate governance principles 44
7.8 Transparency about ownership
and predictability 47
@
THE RELATIONSHIP BETWEEN THE BOARD
OF DIRECTORS, THE MANAGEMENT AND
THE SHAREHOLDERS 47
8.1 Contact with companies 48
8.2 The board of directors’ responsibilities 48
8.3 The election of the board of directors 49
8.4 Period of office and remuneration 51
i
E
Source : The Government's Ownership Policy, Norwegian Ministry of Trade and Industry, 2006
31 In order to document the different elements that influence the ownership policy, it could also

provide asummary of the main reference documentshat define orframe the exercise of ownership
rights by the state. Examples of such useful references include:

1 Specific provisions of the Constitution, relevant Parliament acts, specific laws, including the
Company Act, resolutions and regulatory documents, definingeipective roles and explaining
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the delegation of authority between the Parliament, the government, the ownership entity, the
SOE boards, etc;

1 Non-binding principles or codes that the government wants to adhere to, including internationally
recognised stadards, such as the OECD Guidelines and the OECD Principles;

1 Alist of all the statutory laws dealing with specific SOES;
9 Focused guidelines adopted by the ownership entity on specific aspects of ownership supervision.

32 Developing an ownership policy is often an iterative process that may involve several parties and
consultations. If successful an appropriate degree of inclusiveness will improve the relevance and

credibility of the document.

33. While a long terms document, tloevnershippolicy shouldneverthelesswhen necessarye

reviewed and updatedhis could be considered as reviewing the overall ownership mandate, similar to

mandate reviews made for individual SOEs.

34. The following table presents the main steps in developing an ownership policy:
Main steps Brief description
Survey In order to develop an ownership policy, the ownership entity could dirstey
existing existing documents including legal or regulatory texts, official declaration, inter
documents |pol icies, codes, etcérelated to the
Receive The ownership entitycould alsoreceive directions from the government on th
directions ownership objectivesThis is particularly the case where there is a chang
from the government or a change in the overall governmental policy.
government
Develop a Based on instructions received from the government and existing retbweuments
draft the ownership entitgould develop a draft documenbr discussion, summarizintpe
document main elements of existing policies or practiaeslidentifying potential main elements

to be included in the ownership policy

This draft documet should als allow identification ofareas where there are so
contradictions anmg existing document®r wherethere is a need for clarification
terms of specific objectives.

Consultation

with all activelythe man elements of the ownership policy
concerned
parties This could be donefor example through a specific Working Group comprisi

The ownership entity shoultbnsultwith all concerned government entitiaed discusg

representatives from the ownership entity, the relevant Parliamentary commitbees
concerned Ministries, the State Audit Institutioglevantregulators, etc.

The objective is to ensure broad understanding and support by all concerned en
general objectives and practices of theeséatan owner, and thus on the functiond
responsibilities of the ownership entity.
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Consult It could be fruitful to consult even broadlywith selectedboard membersand
broadly management of SOEand even to integrate them into the Working Group.
In the same vein, representatives from thegbe sector, including investors and mar
service providers, as well as representatives from the trade unions could be ir
early in the consultation process. This wouldrease the level of acceptarmfethis
ownership policy by key stakeholdensd market participants.
More generally, making appropriate use of public consultation will be instrumen
testing the market and political reaction.
Obtain and If the ownership policy was not initiated #ite political level it is important as it is
demonstrate | further developedto get and demonstrate higHevel political approval. This is
high level especially thecasewhen noclear instructions fronthe government had been receiy
political prior to the development of the draft ownerspaicy.
approval
Clear and higHevel political approval will reinforce the credibilitpf the state
ownership policy and position tlstate as a predictable owner.
This highlevel political approval could be provided through an introduction or fore
signed ly the Minister in charge of state ownership or the Prime Ministeother way
is to organise a high | evel politic
participation of appropriate ministeiaviting all relevant stakeholders including mar
participantsandensuringadequate press coverage
Endorsement | To make the ownership policy even more credible, it could alseng®rsed by
by relevant | relevant public servants particularlythe ones working for the ownership entity.

public servants

Ooff i ci al endorsement by civil servant
the talko, thus in implementing effe
Public Another key aspect of the ownership policy isptslic disclosure Thi& ownersl
disclosure policy and associated company objectives should be public documents accessib
general public and widely circulated amongst the relevant ministries, agencies
boards, management, and the legislature( Gui del i nes . Annot a
To ensurdargepublic disclosure, the ownership policy could be:
1 launched in a high level public event largely covered by the media;
1 posted on the ownership entity website;
1 included in the Aggregate Annual Reports, at least for its most impq
elements;
9 printed copies should also be sent to all relevant government organs,
boards and management as well as market participants.
Adapt if SOEs are facing continuing changes in their economic, market and in some
needed, political environment. The state as an owner will thus needdapt its ownership

keeping core
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elements stable policy on a regular basis.

However, the main elements should be as stable as possible and not subject to
changes. The objective is to give a clear picture of the behavicinecstate as a
owner, and one important aspect of this is to make it perceived as a predictable
Co n s e g uthe staté shquld strive to be consistent in its ownership policy and
modi fying the overAnholatioo pBlecti ves t oo

1.3 Settingspecifictargets for the ownership entity

35. Targets for the ownership entity should consist of a limited number of objectives that will allow
assessing its perfor marmsliepolcyn executing the statebd
36. These targets have to be agreed by the ownership entity and the entities or institutions it reports

to. The process for formulating timemay vary depending on the institutional setting and the argaon

of the ownership function. For example, the ownership entity might propose a series of targets for approval
either by the relevant Parliamentary committee, or the relevant Ministry. Regardless of the exact process it
is essential that all institatns that have a ssgx postt n eval uating the owner shi
should somehow be included in discussing its objectxesnte This may include the Parliament, relevant
Ministries, state audit agencies, etc.

37. Targets couldbe both quantdat i ve and qualitative. An i mport
work is process drivenand dependent on the quality of the relationship it manages to establish with SOEs
and their boards. Qualitative targets abtlierefore relate to their ability to retrieve and process adequate
and timely information and feedback on SOE performance. Other targets could cover the quality of SOE
boards and the ownership entityo6s perétrshipmaitgce i n
could also be held accountable for the effective implementation by SOEs of specific governance
instruments or codes, etc. (cf box 4).

"~y

Box4.l mpl ement ation of the fACharter odn trheel asttiacnes hsihpasr ebh

The ownership entity in France, the APE ( Ag e harter ond
relationships between SOEs and the state sharehol der
implemented, based on a specific evaluation done by APE representatives in SOE boards. The APE comments on the
results of this evaluation each year in its annual report.

An improvement in the implementation of the Charter is one of the objectives of the APE. This is a qualitative
objective. The evaluation gives r i s edofullamplenrentatiennds & gvalsateotd whizh pdint
specific processes have been put in place. These processes cover for example the competencies of the boards, the
quality and effective functioning of the audit and strategy committees and the general relationship with the APE.

Using this evaluation as a basis for evaluating the performance of the APE might however be slightly biased. It is
based on an evaluation done by some APE executives nominated in SOE boards. Consequently, it might be
considered as an indirect self-evaluation. Nevertheless, this constitutes an evaluation of how the processes decided by
the ownership entity regarding the governance of SOEs are effectively implemented.

38. There is an increased focus on quantitative and financial targets covering the whole state
portfolio (cf. box 5) In order to measure performance in this respect it can be useful to identifgber

of different indicatorswhich will be computed for the overall state portfolio or a significant porticghef
portfolio (for example the publicly tradeSOEs if these represent the bulk of SOEs in terms of value).
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Theseindicators wouldinclude financial indicators, such as operational and financial profitabdigpt
ratio andsustainablelividend levels.

39.

In order to make sure thdte indicators actuallyeflect the performance of the ownership gntit

rather than the SOE performance and the economic and business enviroibngrnmportant that
appropriate benchmarking with market performance is provided.

Objective 1: Ensure the increase in State sharesoé v

9  Indicator 1: Operational profitability of capital (operational result / assets)

9 Indicator 2: Financial profitability (net result / equity)

9 Indicator 3: Operational margin (operational results / turnover)

9 Indicator 4: Indebtedness sustainability (EBITDA/net debt)

Objective 2: Ensure the success of selling transactions

9 Indicator 1: Difference between receipts from sales and intrinsic or stock values of sold shares (based on
valuations made by the Commission on Participations and Transfers)

9 Indicator 2: Level of fees and commissions paid to advisers

Objective 3: Contribute to the decrease in state debt

\l

Indicator 2: Decrease in debt and interest charges of the State

Box 5. Specific indicators to assess performance of state ownership in France

Indicator 1: Decrease in debt and interest charges of entities in public administration except the state

40.

Another useful target is the combined value of the state SOE portfolio, which is used in

growing number of countries. Chagin thevalue of the state portfolicould be reported and commented
on in an annual report. When defining value targets therseamraloptions

1

An aggregatainique target to increase the value of the total state portfolio, or of a significant
portion of it by a certain percent over a specified time. This option is appealing in terms of
simplicity and as an efficient communication tool. However, it has some inherent limit@ions
box 6) The overall increase in value might be highly dependent opdaHermance of a single
company and heavily influenced by factors other than the performance of the ownership entity.

Subtargets for the most important SOEs in additioran overall portfolio targeThe objective
would be to achieve at least a portioihthese sultargets, with appropriate weight in place to
reflect the significance of the different SOEs in the overall state portfolio.

The advantages of a unique target

The Shareholder Executive agreed on a specific and quantified objective to increase the value of six main
businesses in the government's portfolio, r eTw lineresagerby £1n
billion in the three years to 2007 the value of the core portfolio of businesses owned by Government, within a
framework of clearly defined policy, customer and regulatory objectivesd ( a ) .

This quantitative and clear cut objective allows improved communication about meaningful targets. It is also
considered as an i mportant feducational 06 tool to hig
instrumental in making SOEs and the general public understand that capital is not free. iThe target will help embed the

Box 6. Case Study: Pros and Cons of a unique target for the ownership entity in the UK
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concept of managing the businesses & offafveal BEixee d wnt itvhebass
brought greater attention to shareholder value within public businessesa

Critics of the unique target by the National Audit Office

fiGoing forward, however, there are limitations with the target that will need to be addressed. It is difficult to link
the achievement of the target with the Executiveds o
government. Furthermore, the earnings of these target businesses can potentially be volatile and the performance of a
single one can have a decisive influence on whether or not the financial target is achieved. Continuing with a single,
portfolio-level target alone is, therefore, inappropriate. 0

The Shareholder Executive should set individual businesses targets alongside with aggregate portfolio-level
targets. These targets must take into account the challenges facing each individual business. firhe executive could be
required to meet an overall portfolio-level target which could be broken into a series of individual business-level
t ar g eThesEgecutive would, over a given reporting period, have to meet a certain proportion of these business-level
targets 1 suitably weighted towards the larger businesses to avoid a loss of focus on overall value. 6

Critics of the unique target by the Committee of Public Accounts

AThe target of increasing the value of si x otest df thes
Executiveds effectiveness. One or two | arge business
whether the Executive meets its t ar get , regardl ess of the Executivebd
management regime needs to include wider measures that are based on the results of individual businesses,

alongside an aggregated portfolio-l evel target. 0

Source: The Shareholder Executive and Public Sector Businesses, National Audit Office, 28 February 2007 / House of Commons,
Commi ttee of Public Accounts, AThe Sharehol der Executive and

41, Whenusingvalue as a targgthe economic value added conc@épVA) could be a useful tool for
calculatng the change invalue of the state podfio. Economic value added an absolute measure that
allows accounting for the cost of capital and riBkis gives a good idea tie scale of value creation. It is
well-established, widely used and applicableatavide range of industries consistenfbf. box 34 in
section 2.3

42. Whatever the targets chosen, they will always represent imperfectly the real performance of the
ownership entity. When discussing targets, dlaership entities and other institutions involved should
thus strive to focus on their relevance, ensuring that they have a close link with the overall objective of
state ownership, and building them so that they effectively reflect the performancewiigrship entity,

with due consideration for market and business environment.

43, The following table presents the main steps in setting specific targets for the ownership entity:

Main steps Brief description

Identifying potential A useful step for the ownership entity is to identify a large series of pots

targets targets which could reflect / correspond to the overall objectives o
ownership entity in exercisingnthe
ownership policy.

If such objective is value creation, one obvious target is the increase
value of the state portfoljcor a series of specific increases in the value
each or main SOEs. Other potential targets at the aggregate poeieiaie
usual financial indicators such as profitability, indebtedness, divi
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distribution, etc.

More qualitativetargets could also be considered, baggdexampleon the
processes that the ownership entity puts in place to exercise efficien
ownership rights.Targets could cover how effectively the recommen
processes are implemented. The overall set of targets should of course
outcome oriented and not too heavily prodes®d.

Besides reflecting the overall objectives as descrilyethe ownership entity
targetsmust reflect as far as possible the performance of the ownership
itself in exercising the statebs
targets will also reflect other conditions, such as the performah&O&
management, the overall or sector specific economic or market enviror
etc In this case, targets should take into account the overall market, bu
and general economic environment and conditions.

Checking
characteristics

t

Selecting meaningful target to reflect the global performance of f
ownership entity is compke involving multiplechallenges

In addition to reflecting the performance of the ownership entitygets
should have the following characteristics:

1 be specific enagh andtime bound;

1 be measurable, possibly at the portfolio levdlis will in many case
entail some significant aggregation difficulties (cf. belpw)

1 be at the same time realistic and challenging, in order to p
positive incitative/motivational role

Additional guidance on selecting appropriate targets and perforn
indicators is provided in session 1.7

Having looked at all the potential targets under these different perspe
the ownership entity might select a number of appropriate targets.

Select an appropriate
mix

There is a tradeff to be made regarding the number of targetaddition to
the usual difficulties encountered in specifying targets for a com
organization such as lausiness corporatiorfgOEsare likely tohave a morg
complex set of objectivesinvolving commercial as well as policgnes
including public services and other special obligations as discussed in g
1.5 Moreover, he state as an ownenay has also mother complex set of
objectives, and setting target$ the portfolio level might entaikpecific
sizdaggregatioreffects.

Having multiple targets might give a more complete perspective of
performance of the state as an owréowever,having alimited number of
well-selected overall targetaill be easer to communicate and report and
may be useful in enhancing strategic foclisere is a balance to be fou
between completeness and focus.
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Consider aggregation | Besides the difficulties in selecting meaningful indicators, there are 3
challenges number of more technical difficulties in computing aggregate indicators fg
overall state portfolio, which tesdo be well diversified.

Attention should also be brought
results might have on the overall flemance of the state portfolio.

Test targets on past | Before agreeing on a final set of targets, it could be useful to test them ¢
performance performance and check if their achievement would have appropr
reflected performance based on simihjectives.

Discuss targets To be effective in terms of motivation, targets have to be adhered to

internally and congdered to be relevant and fait. could therefore be useful to discus|

externally widely the set of targets internally to the @wship entity in order to figure ol
more realistically the i mpacts t

motivation and behavior.

In the same vein, it could also be useful to discuss potential targets f
owner ship ent i tsywandwmanagemestQdfiydre rdabearly
the impact theynight alsohave at SOHevel.

Agreeon targetswith | It is also necessary to agree the ownership entiys t ar get s
government andother | institutions to which th@wnership reports or which will be involved one w
relevant institutions or the other in assessing its performan€his might include supervisin
ministries, the government, the relevant Parliamentary committees ar
state audit institution.

This agreement on targets mighd instrumental in ensuring that targets
cover all the important di mensi o
are set at an appropriate level. This antedialogue willalsoensure a mors
smooth review of performancex postand align expectens regarding thé
ownership entityds performance.

Final targets shouldbe clearly and formally agreed between the owner
entity and the governmentlt might also be advisable that relevd
Parliamentary commissions clearly adhere to the agreed upohtaggets for
the ownership entity.

Disclose overall targets | The overall targets of the ownership entities, as agreed with the goverr
should be clearly disclosed. This will include a clear indication on
ownership website, a reference to thiiahtargets in the aggregate repo
andregularcommunication during the year by the ownership entity.

1.4. Defining and reviewing SOE mandates

44, SOE mandates are simple and brief descriptions of thelénvghobjectives and missions of an

SOE in the long rurSOE mandates might be described in thdicles of associations oglevant statutory

laws. SOE mandateare relevant mostly in the case of fulwned SOEs. In the case of partiathwned

SOEs, thestat mi ght not be in a position to formally #@An
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fulfill missions. It might give some direction but as a significant shareholder and through the usual
mechani sms of sThia sessiorothus concsmiostly fullg-evoed SOEs.

45, SOE mandatesisually define the main line of business. They also provide some generic
indication regarding the ambition in terms of market leadership, quality of service or innovatibax(cf

7). They could also set some broad goals or constraints in terms of financial sustainability and sometimes
include some form ofpublic servicesand social obligations or commitments, such as related to
employment issues. SOE mandates thus quite aftearly show a mix of commercial and policy
objectives.

46. These mandates or missions amdid’ over a long period and are dgted only in case of
fundamental change of mission.

47. Defining clearly the mandate of ea¢tully-owned) SOE is necessary to build up appropriate
accountability, to define and limit the scope of public servaresther speciabbligationsand as a basis
for discussing more specific targets forthepommny 6 s oper ati ons.

48, These mandates and overall objectives should be disclosed, as asked for in the Guideline V.E.1.
ASOEs should disclose materi al i nformati poateon al |
Governance and in addition focus on areas of significant concern for the state as an owner and the general
public. Examples of such information include: A clear statement to the public of the company objectives
and their fulfillmend .
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Box 7. Examples of mandates or overall objectives for similar SOEs (Post) in different OECD countries

Canada Post Corporation / Canada. Mandat e: To operate Can ad-austaining loasit
with a standard of service that meets the needs of Canadians. Vision: To be a world leader in providing innovative
physical and electronic delivery solutions, creating value for customers, employees and all Canadians. (Crown
Corporations Annual Report to Parliament, 2005, p. 161).

Posten Norge AS / Norway. Norway Post aims to fulfil its societal and operational obligations in a sound, cost-
effective manner, and with these parameters effective
growth of the company. (The State Ownership Report 2005, p.81)

Posti / Finland. The Group aims to develop its business towards integrated information and material flow
management, enabling versatile messaging and logistics solutions (State Shareholding in Finland, 2004, p.22).

Posten AB/Sweden.Post end6s profitability target is 10 perc
equity, assuming an equity/assets ratio of 25 per cent (Annual Report State-Owned Companies 2004, p. 61).

Royal Mail / UK. Vision: To ensure the universal provision of postal services in the UK. Within that to ensure a
publicly owned Royal Mail Group, fully restored to good health, providing excellent quality service to customers and
rewarding employment to its people. Objectives: Royal Mail to be best in class postal service provider with robust long-
term, sustainable business health. The delivery of government and other services effectively through an efficient and fit
for purpose Post Office RO branch network. (Annual Report 2004-2005 Shareholder Executive, p.47)

49, The following table describes the main steps in defining and reviewing SOE mandates:

Main steps Brief description

Checking A first step to clearly define SOE mandates ishieck existing legal documentsvhich
existing either define the missions of SOEs or provide the general framework to do so.
documents

Drafting the | Based on these legal documents, the ownership entity could work @gpaopriate
mandate formulation or redefinition offully -ownedSOEsbmandate.

This mandate clarification or formulation should ltessed on an appropriate discuss
with the SOE Chailand should be reviewed lihe SOE board to ensure a coom
understanding

Draftinga | SOE mandates shinl also give some clear inditon of how to articulate the tradeffs
statement of | between commercial and policy objectives.

priorities
To do so, ownership entities coddafti st at e me nt so(eraimplepof GCanade
box 8). These documents serve, for aefixperiod, toclarify the SOE mandatand
potential conflicts on objectives, to inform the SOE on government strategic pri
and to achieve consistency regarding the government priorities, SOE policy obj
and performance expectations by formalizing theseeaations. They ®uld be
instrumental in ensuringiutual understanding between the ownership entity and the
board oma setof high-level expectationsTheyshould also provide the framework for t
development of more specific corporate plans.
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Public SOE broad mandates should pablicly disclosed They should be posted on t
disclosure |[i ndi vi dual SOEs6 websites and cl ear|l y
integrated in the ownership ent foimyidtke
session reporting on large individual SOEs.
More specific documents such as St
between the ownership entitynéh the board chair may remain undisclosed in c
involving commerciallysensitiveinformation.
Regular Mandates or broad objectives for each SOE will need taoebewed regularly to
review maintain their relevance and consistency with the overall framework and eco

environment. Boards and the Parliament should ensure that SOEatewmraie kep
relevant to t he govEexampeoial f6rSuideliods in €anade
box9).

Mandate reviewsgould be done whenever a major change in the strategy, the ma
political environment makes it necessabjfferent types & mandate reviews could &
done, varying in terms of depth, inclusiveness and costs:

1 some might be done internally, iley the SOE and the ownership entitjth
limited public input;

9 others could be conducted by independent pagsointed by the owmghip
entity) with full public input and contracted experts;

1 in some rare cases relevant Parliamentary committees might carry o
mandate reviews.

The choice between these different types of mandate reviews will be based g
relative advantaggsn terms of depth and openness to public delzateyelated costs.

It is nevertheless necessary to ensure that these mandate reviews happen periodi
systematically to maintain t hevishwdd the
corporaerandsgoenvironment and the gd

Consultation
with
stakeholders
concerned

Mandate reviewshould be carried out by the ownership entity together high level
officials from the SOE concerned. They shoaldo review whetheithe SOE is doing
what it is supposed to do amdhether it needs to have new or changed objectives.

In order to ensure that the mandate review will address all relevant issues, it is alg
practice if the ownership entity engages in doing so witlstakeholders concerned
including the Parliament. Mandate reviews should be done in a transparent man
their results reported to all concerned patrties.
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Box 8. Example of a Statement of Priorities in Canada

As a member of the International Trade Canada portfolio, EDC has a critical role to play in supporting the

Government ds agenda. To that end, the Minister of I nt
in a statement of priorities. This statement, which follows on one of the measures announced in the report on Crown
corporation governance, also articulates the Minister

EDC has been asked to support the Government 6s yiaraas.e
ASecuring Canadads Plaice in the U.S. Mar ket
ADeveloping Trade and Investment Links with China, India and Brazil

In addition, EDC has been asked to consider how it might expand the tools available for equity financing.
Similarly, the Government and EDC will consider how the Corporation can assist Canadian business to develop
promising technologies that wil.l enhance Canadads po
leader. Finally, the Minister has asked that EDC make full use of its capital in support of these objectives, while at the
same time continuing to manage its operations on a self-sustaining basis.

The business strategy that is presented in the Corporate Plan is aligned with these priorities, and will articulate
how EDC can contribute to this agenda. As well, the b
with its Government partners, both in the International Trade portfolio and across the Government of Canada, supports
Canadian business. This collaboration is critical to ensure that Canadians get the full benefit of the suite of services
provided by the Government of Canada.

Source: EDC Corporate Plan Summary 2006-2010 (p.13)

Box 9. Description of a mandate review

In its 2000 Report, the Auditor Gener al of Canada
mandatory and systematic mandate reviews. Other carried out such reviews on a generally ad hoc basis, and many
reviews did notengaget he Treasury Board, the responsible ministe€

The Report thus recommended the government to develop Guidelines for conducting mandate reviews.

In its 2005 review of progress made, the Auditor general shows t hat
reviews are stil!/ the exception, and th
have been developed.

Crown corporat
e r evi e wsGuddlires

The 2004 Report to Parliament commented on an example of a company having changed its activities without
adequate and corresponding mandate review.

1.5. Identifying, costing and fundingpublic services and otherspecial obligations

50. The Gui del i neissomecess §OEs areeexpedied to fulfill special responsibilities
and obligations for soci al and public policy puryg

for commercial activitie8 ( Annot at i ons °Glhé Guaelinesreguiré the@bligatiopsto 2 0 )
be mandated by laws or regulations, to be disclosed to the general public, and their related costs to be

These fispeci al obligationso oftearesitcd uade dekirvwed
Commi ssion in its fAWhite Paper on Services of Gene
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covered in a transparent manner . The Guidelinesd
fistructured in a way that avoidsamket distortiom'.

51 It is important to clearly indentifypublic services and other special obligati@ssthey usually
have a significant i mpact on S (Qdpecial ohpigatiofd mighinzen c e . |
high and they are often hidden or at | east not e

costing them adequately and disclosing relevant information allows an informed public debate about their
relevance, budgetary impligans as well as distributional consequences.

52 This identification and costing of Aspeci al (
requires time, method, and a good deal of discussions and negstiagtween the ownership entity, the

SOEs themselves and in many cases also relevant stakeholders. It is however a necessary step to allow a
clear discussion on SOE objectives and performance.

53. A preliminary exerae for the state as an owner is to agree on a definition of what constitutes a
Afispeci al obligationo. T h e spexial eesppnsililitieis dnel ebligatipns foh e G
soci al and public policy pur pos emeéd nofnt for@ammeramby g o
activitied ) mi ght need further el aboration to be oper
environment . The ownership entity should then as|
on the agreed defimin.

54. SOEs should then provide information on the a
on a consistent met hodol ogy. It is necessary to
obligat i ons o, as it wi || reduce i nconsistencies [

benchmarking easier.

55. This mapping exercise is the basis for an informed discussion firstly between the Parliament and
theownes hi p entity on the relevance of these fispeci a
and the SOEs on their performance objectives. However, each step gives rise to some complex issues and
tradeoffs™.

Main steps Brief description
Agree on a | Usually three main characteristics are required to qualifyfassme c i a | ob
definition of | box 10:
ispeci
obligat 1 to be specifically required by the government;

10 Doing so would also allow EU member countries to be in line with the jurisprudence set up by the

European Court of Justice concerning compensation of pudriice. The Judgment of 24 July 2003, in

the case €80/00 Altmark Trans, states that compensation for public services obligations should not be
considered as state aid, thus not notified to the Commission, as long as the enterprise has been required to
fulfill these obligations, parameters to evaluate the compensation are stated transparently, objectively and
priori, compensation is not excesswis-a-vis related costs, taking into consideration related receipts and
Aireasonabl e benedti tanalayngdi sb asfedfiaom awer age wel | m
enterpriseodo.

1 This section draws heavily from the Australian for
particularly ACommunity Servimg ®HDbdi abdong, i $9 me
ACommunity Service Obligations: Policies and Prac

February 1997.
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1 not to be undertaken on the basis of a purely commercial decision;
1 toachieve effectigly a social or policy benefit.

This still leaves a number of issues open and there is usually scope for interp
when these criteria are applied to a practical case. Ambiguities will need to be
sometimes on a cady-case bas. They relate for example to the following question

1  Which directives from the government are to be considered? These dirg
have to be specific, explicit and public. They do not include general dire
given to all companies in an industry or @ SOEs, or general regulato
directives. But they might include directives concerning inputs, inclu
labour.

1 What would be the decision of the SOE based on purely commercial gr
or, more appropriatel\a commercial decision of a good corporeitezer? The
answer is not necessarily cleart. For example, special obligations will 1
necessarily include all lossaking products or servicespmwould it generally
include corporate sponsorships or philanthrofi.can result from appropriat
commercial decisions, based for example on marketing consideratio
capacity utilization rationales.

T What constitutes an effective social or policy objective? This could ing
requirements aimed at fulfilling vertical equity objectives (such as targ
specific disadvantaged groups) or horizontal equity objectives (such as un
provision of services).

AiSpecial obligationso will thus typi
a service at an affordable or unified price below theieaife cost, to grant specif
price concessions to targeted groups for redistribution purposes, or to use specifi
with constraints or conditions not applying to private sector firms.

Mapping Based on the agreed updefinition, the ownership entity should, in cooperation Vv
existing SOEs, map existing fAspeci al obligat.i
AspeciilSOEs on what constitute their HAspeci
obl i g at effective discussin on their objectives and performanéef. the Puwblic Service

Agreemerdin Italy, box11).

This is not a straightforward exercise and will in many cases require discy
including with stakeholders. Some activities undertaken by SOEs might be ced

as fAspeci al obligationsodo whereas the
The ownership entity might announce a timetable to complete the identificatio
review of Aspeci al obligationso, iepto

complete the review process.

A first step is for SOEs to submit to the ownership entity and related portfolio min
a |ist of what they consider as fispe

The ownership entity then reviews the submissions and assesses vepictapwill be
accepted, i . e. ful fil al | required c
includes discussion with other concerned portfolio ministers. These latter might tg
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opportunity to evaluate the existing arrangements ariewethhe specification and scoj

of these fAspecial obligationso. The
these fAspeci al obligationso are stil
to discontinue some fispecial obligat

Appropriate consultation with stakeholders in this regard should take place, hg
avoiding giving rise to political bargaining. This is why a clear definition will need t
provided ahead of the process to provide a clear basis for the mapping exercise

Evaluate costs
of fAsp
obl i gat

Measuring the cost of ndAspeci al oblig
is trying to evaluate the opportunit
obligationso. A dceodnmaoneltyhod ed esmme a v (
approxi mation of mar gcihniaelv acholset baenndc)han

The ownership entity shoul d ask ea
obligationso, i ndi cat i ndgprovidng enbughnrgotmiatm
to justify the estimationsAlternatively the ownership entity could also mandat
costing methodology.

In most cases complexities arise and the method will have to be adapted o (
case basis. Difficulties are linte=specially to capacity levels with estimations bein
principle based on ped&ad capacity. Specific $sles are also raised in industr,
characterised by long run decreasing costs, which is often the case for S
infrastructure industries.

In practice tradeoffs will have to be made between precision, and time and reso
used to evaluate these costs. The capacity of the accounting systems to disaggre
information has an impact on the precision and reliability of estimations. Theultyf
of the exercise also depends on the clarity and precision of the directive receive
the government, i.e. to which point they give rise to interpreta@ampromises will
most probably vary from one industry to another and criteria includingnéstraitive
simplicity and efficiency implications will have to be considered. Therefore)
industryby-i ndustry approach to measuring
developed.

Where there are significant difficulties involved, such an exersised not b
undertaken every year, but couldher be undertaken every four five years, with g
simpler methodology adopted to roll forward the cost estimates in the intervening

Decide on
funding
mechanisms

The Guidelines recommend a transparinding of special obligations to make th
costs explicit. This allows an efficient monitoring of SOE performance and an infg
debate about their relevance. They also require that they are funded from th
budget, using mechanisms avoiding keardistortions.

Among different funding options, direct funding from the state budget provides the
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transparency, makes the costs explicit and avoids distortions. It ensures that relat
are subject to public scrutiny and spreads the costs alvéne tax payerd. It also
creates the possibility for competition among different suppliers.

Another common funding opt i d’nseemsé eqaivaler
to direct funding in terms of financial emdsult, but basically taketd funding out of
the budget process, so reduces accountalfditiyer funding options, such as levies
users, cash transfers or voucher systems present different sets of pros ¥nCuss
subsidies are to be avoided as they reduce transparencg andhamight significantly
i mpair public scrutiny over the relge
they have negative efficiency effects and encouragepamkting practices. They a
only sustainable in a monopoly or roompetitive enviroment and so act as ¢
impediment to competitive industry reform.

I n order to encourage more efficien
mi ght be given to funding them on ¢t
structures. Whesver possible, best practice cost levels should be established ba
industry and/or international benchmarks.

I n order to administer this direct f
might be developed whereby the government spedifesgrly the nature and extent
Aspeci al obligationso, t he i ndicato
mechanisms applied in compensating SOEs for related costs.

Monitoring It is important for the state as an owner, aglonas it asks SO
Aspecijobligationso and compensate them for
obligat

This could be done through the overall process for setting objectives and reviev
SOE performance (cf. following session8)specific review couldalso be carried ou
separately. Other concerned department and stakeholders might be involved
monitoring process.

An alternative method is to have the funding provided televantline Ministry who
thencontracts withthe SOEo del i ver t he ThHesaguan@ages df th
approachare that:it turns a norcommercial objective into a purely commerc
arrangement; in doing so, it increases the likelihood of competition imedeland it
removes the monitoring ahe delivery ofi s peci al foolnlthe gvenérshig
entity thatwould have no particular interest or expertise in such matters.

12

13

14

The deriving increase in taxes makes this option sometimes less attractive politically. The effective
capacity to raise taxes, particularly at different state levels in federal countries, might thus have an impact
on the choice of a funding mechanism.

i.e. explicitly identifying the cost, but not providing cash funding, and instead acknowledgingitire o

rate of return through the performance monitoring process. Another major problem with this approach,
besides reducing accountability, is that it is often not sustainable, particularly in infrastructure industries. In
these sectors there is often anesg of cash on a yearly basis because the costs are largely book costs
related to the depreciation of fixed assets for which investment is lumpy. In this case excess cash flow is
used to fund the fispeci al obligsationsodo instead of

cf . iService Obligations, Some definitional,|, cos
Commission, Chapter 6.
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Box 10. Definition of Community Service Obligations in Australia

i A Co mmu n cetOpligaBam arisds when a government specifically requires a public enterprise to carry out
activities relating to outputs or inputs which it would not elect to do on a commercial basis, and which the government
does not require other businesses in the public or private sectors to generally undertake, or which it would only do
commercially at higher priceso.

Sources: ACommunity Service Obligations, Some definitiona.l,

Box 11. Public Services Agreements in Italy

Speci al obligations for SOEs providing services of
Agreement o (AContratto di programmad) S itrg, nneadcordagce with éhe
Ministry of economy, for a period of at least three years.

The Agreements aims at ensuring that end-users may have safe, reliable services at reasonable prices and that
market competition is always granted. An Agreement must also define required standards with regard to:

- Characteristics and quality of services;

- Level of tariffs (using usually the price-cap method);

- Productivity targets;

- Production costs per unit.
The Agreements have mostly achieved positive results in improving efficiency of public services.

Besides, the Agreements define the services which have to be provided by each SOE, whose costs are not covered by
tariffs, also setting up the related compensation by the State.

SOEs which receive state funds for providing public services and that have other activities at the same time are
required to keep separate accounts in order to show the distinction between all activities, the associated costs and
revenues and the methods of setting up and allocating costs and revenues.

This system, in accordance with EU laws, is required for enterprises operating both in monopolist and competitive
markets to avoid cross-subsidies harming competition in the relevant sector.
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Box 12. Methods for measuring the cost of "social obligations"

There are four main methods to evaluate costs of fis

Marginal costs: includes costs that increase as a result of increased production or service. In principle, short run
marginal costs should be used as they do reflect the real opportunity cost of supplying the additional product or
service. But there are a series of practical difficulties in estimating marginal costs, related for example to the treatment
of common and joint costs, especially when a same enterprise produces a variety of goods or services, or the
determination of the appropriate marginal unit of production. The distinction between short run and long term marginal
costs might also be difficult, concerning for example depreciation or in case capacity is not in a long run equilibrium,
etc. In addition, these marginal costs might vary significantly according to the demand level, not even mentioning
issues related to congestion in some industries. These difficulties can make the estimation of marginal costs extremely
costly and complex.

Fully distributed costs: the idea is to include average variable cost plus a mark-up to cover fixed costs. A
practical way to achieve this is to fully distribute the total costs of the enterprise by allocating them to all its different
products or services. There again a number of different allocation methods could be used. Fully distributed costs are
considered as fAfairo but tend to overesti mate c dbeaween
average and marginal costs in the case of infrastructure industries. It is appropriate when the cost functions approach
constant returns to scale.

Avoidable costs: includes all costs associated with an additional block of output, including variable and capital
costs whenever additional capacity is required. Actual costs should be considered, even if they might differ from best
practice. The evaluation also takes into consideration capacity utilization, with avoidable costs calculated at peak-load

capacity to include capital costs inferred by the f
o b | i g aAvoidablescasts increase with the size of the incremental level of output to be considered, as more capital
costs might thus be consi dered as fAavoidabl eo. A di st i nauniamdongbrum s

avoidable costs, the latter allowing incorporating additional capital costs. A related question arises with the estimation
of capital costs and the appropriate rate of return to use for measuring the opportunity cost of capital. In some cases, a
mark-up might also be added to avoidable costs to reflect a contribution to common costs.

Stand-alone costs: costs incurred for producing an output in isolation. They by definition ignore economies of

scale and scope. They result in significantover-e st i mati on of the real cost of i
Sources: ACommunity Service Obligations, Some definitio
Commission.

1.6. Defining SOE objectives andspecifictargets

56. Objectives documents are fundamental tfee accountability framework for SOEs. Th&yould

be relatively short documents clarifying higével expectations andpecific objectives agreed upon
between the ownership entity and the SOE bodrdsnost case, and particularly fopartiall-owned

SOEs the objectives of the company will have to be duly approved by the general shareholder meeting.
The state will haveaot exercise its shareholder rights but will not be more than a significant or controlling
shareholderin case of listed SOEs, a lighanded touch is required as there is partial market for corporate
control. Market mechanisms thapply, as well as listo regulation This session thus concerns mostly
fully -owned SOEs.

57. It is cruci al t hat the government s expectat
communi cat ed. These docnuemmetn tosf nG ogrhpto rbaet ec allnlteedn tfioS t
or fiLetters of agreementso, ifMemor andum ofheyUnder

will typically contain the following information:



30
An implementation Guide to Ensure Accountability and TransparenStaie Ownership

a business description and a mission statement;
elemants ofthe corporate vision and the overall objectives of the SOE;

a statement of accountability (including reporting obligations);

= = =4 =4

based on the preas elementshroad expectations on financial and #orancial performance
with related performance iiwhtors

T an estimation by the board of the companyds

58. In most cases objective documents and related specific targets will be developed on a yearly

basis. However, another option is to set up targets intwoato four yeas frame, with control on
performancestill beingdone yearlyref. box 13 in Switzerland).

Box 13. Setting objectives in Switzerland

Principle no. 16: As owner, the Confederation sets higher medium-term (four years) objectives in order to
provide strategic direction for independent entities. Through these strategic objectives, which have been broadly
standardised, it influences the development of the entities, whether bodies or enterprises ("enterprise-related
directives") and their tasks ("task-related directives") based on this overall approach. How much guidance is given at
task level varies depending on whether the performance of the task delegated: a) is described only in broad outline in
the legislation and is barely regulated by the market; b) is largely financed by general fiscal revenues; c¢) could entall
high risk for the Confederation.

Comment on the above principle: In its capacity as owner, the Federal Council must manage all of the
independent entities by setting medium-t er m obj ecti ves and mai nitignonpobssige fa the
Confederation to manage the development of its independent entities by legislation alone, since legislation regulates
the main points over the longer term. It needs an instrument that will enable it to influence the independent entity and
the performance of its tasks in the medium term, with the aim of safeguarding its higher interests.

From now on, the Federal Council, in its role as owner, should manage all independent entities by setting
strategic objectivesé Strategic objectives manerpriserelaed ¢
directives, and the outsourced tasks, through task-related d i r e c t Enterpriseérelated directives define, among
other things, commercial policy priorities and aim to consolidate or increase the value of the enterprise. Task-related
directives establish priorities for the performance of tasks or the use of any indemnities paid.

At present, the Federal Council already approves strategic objectives for enterprises active on the market without
consul ti ng Pagdiament wilihre ohgér have direct influence over the strategic objectives as a general rule;
the aim here is to ensure proper separation of powers and responsibilities of the legislative and the executive.

As a general rule, strategic objectives are binding on the board of directors of public institutions and public joint-
stock companies to the extent when the organisation act of the entity expressly so provides. They are also binding in
practice, though not legally so, on the board of directors of independent entities set up as joint-stock companies
subject to private law: the board of directors cannot afford to ignore the intentions of the principal or majority
shareholder, otherwise it risks being removed from office or not appointed a second time.

Source: Corporate Governance Report, 2007.

59. The quality and usefulness of objective documents migihyt a lot according to the quality of the

objective described and the relevance of the performance indicators agreeftfup@xt sessiorl.?).
Financial objectives and related performance indicators allow meastdoll@myving-up and assesg)
S O E s dfitabpity, cefficiency and risk level The financial objectives are aimed at replicatiting

\Y
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discipline that market mechanisms, including the threat of a takeover, would exert over the CEO and board
members of a firm in the private segtand to build a ampetitive neutral environmefif. box 14.

Box 14. Purpose of financial targets for SOEs in Sweden
The purpose of financial targets from the perspective of the owner is to:

§  Secure the creation of value by the board and executive management working towards ambitious, long
term targets;

8§  Achieve efficient use of capital by clarifying the cost of capital;
§ Keep the companyds risk at a reasonable level;

§  Assure the owner sustainable and predictable dividends taking into consid er at i on t he ¢
capital requirements and financial position;

8§ Make possible and facilitate measurement, follow-u p and assessment of t h
efficiency and risk level.

Source: Annual Report State Owned Companies 2005, Government Offices, p. 30.

60. Among financial objectives, amy objectives documents include (sustaindBlalividend
objectives.The | evel of proposed dividends aims at ach
within an agreed time frame.dhould thus be based on or driven by the optimal capital structure, the level

of current profitability and any planned future capital expenditure. A possible avenue to define the targeted

or optimal capital structure is toais credit rating benchmark. The optimal capital structure is the one that
provides for an appropriate credit rating, while at the same time imposing a discipline on the SOE to
optimize efficiency (cf. box 16

15 A focus on dividends must have the caveat that dividend levels are sustainable, to avoid free cash flows

being used to sumin state finance at the expense of appropriate capital investment or balance sheet
management.
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Box 15. Credit rating benchmark in New-Zealand

The government has a credit rating benchmark policy whereby SOEs are expected to have a capital structure
consistent with a BBB (flat) credit rating (unless the SOE can demonstrate good reasons for an alternative
benchmark). This is to ensure that all SOEs have appropriate financial disciplines to manage capital efficiently at
similar risk levels. The application of this credit rating benchmark may involve movingtoahi gher gear i
Ministers expect Boards to use their best endeavours to negotiate prudent levels of borrowing to closer reflect
shareholder preferences, and if necessary explore alternative banking arrangements. Shareholding Ministers
additionally expect Boards to report on the likely timing for a change in gearing levels, to better align with the BBB (flat)
benchmark.

Source: CCMAU, fAOwner 6s Ex-QvnedtEntérgrises) 89 Obteber2097. f or St at e

61 It is also useful for the objective docant to include estimation by the board of the company

value. This estimation should be provided with relevant information on the methodology used for the
assessment and on the basis for any assumptions made. A recommended methodology is the one based on
discounted cash flows. The value assessment could also be done or reviewed by an external advisor with
specialised valuation expertise. It would nevertheless have to be endorsed by the board, as it is expected to
Afhave an ongoi ng undasee whatavalue idnvers acefand che reffeet imyterms afl

ent er pr t%Heweveratheuvaloe estimation should not be necessarily published. This could be
sensitive information, especially in case the ownership entity is considering carrying out alsharthea

near future.

62. Objective documentslso increasingly include performance indicators for -fiwancial and
public policy objectivesincluding public services and other special obligatidiese are mordifficult to
clearly define and tend to be undenphasized. Instead of clear Aiamancial objectives with related
indicators, some objective documents only provide strategic directions.

63. The objective documentseashared documents between the ownership entity and the SOE board.
They are based on the corporate plans, which are purely board documents. In some cases the objective
documents might be the corporate plans themselVésere they contain commerciaengive
information, a publicly available version should also be prepared that excludes the corAmercial
confidence materiallhis sensitive information could include estimation of the SOE value.

64. The development foan objective documerathnualtargets/corporate plan is usually the main
instrument for conveying objectives to the corporation. It is generally a collaborative process with ongoing
communication between the SOE itself (its board and CEO) and the ownerdhy. The Guidelines
recommend the board to be involved in this process as it is accountable for the SOE performance
(Guideline VI.A.) and should carry out its function of strategic guidance, subject to the objectives set by
the government and the owship entity (Guideline, VI.B.).

65. It is useful to formalise the process of developing objectives documents through either
legislation, regulation and/or a protodof. the NewZealand procesi box 16. This isinstrumental in
clarifying the requirements in terms of content, timeframe and respective responsibilities and Powers

16 CCMAU, #AOwner 6s Expe c-OvmnediEntermisedl29r0atebkr 200 r St at e
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important question which has to be decided upon in such a formal document is who has the final word in
case of disagreement.

Box 16. Negotiation of corporate objectives in New-Zealand

The main steps in the business planning cycle are:

9 Shareholding Ministers write to each Crown company board before the beginning of each planning round to detail
the information requirements, the timing (milestone dates) and any special issues the company is to address during
the planning round;

9 Boards are then required to: assess their business environment; reassess their strategic direction; provide a
detailed plan for the immediate year; and provide financial projections for the following 2 to 4 years;

T Following the delivery of the boardsé outl ook and
prepare a report on these documents for the shareholding Mi ni st ersé consi derati on
together with the business plans. The SOE Act, the CRI Act and other relevant company-specific legislation require
boards to deliver their draft SCls to shareholding Ministers at least one month before the end of each financial year;

Shareholding Ministers may then, through their advisors, seek further information;

Shareholding Ministers then consult with boards on any issues or concerns they have with the business plans and
draft SCls. This occurs either by letter or, more often, meetings between shareholding Ministers, advisors and the
board (referred to as the business planning meeting);

i Following the business planning meeting (if held) shareholding Ministers write to boards outlining their
understanding of the main outcomes and issues discussed

f Boards then consider the outcomes from business pl
comments, and if necessary, revise their business plans and SCls. Boards then deliver to shareholding Ministers
finalised business plans and SCls;

i Shareholding Ministers table the finalised SCls in the Parliament.

= =

Sources: Corporate Governance of State-Owned Enterprises, A Survey of OECD Countries, OECD, 2005. Reporting Requirements of
Crown Comp an i ExgectatiédhWlaneal, Section 4.1., New Zealand CCMAU,
(http://mwww.ccmau.govt.nz/PDF/OEM%20Final%20Version_310502.pdf).

66. Developing objective documents is @anaplex task which requiréadustry knowledge as welka

strong financial modelling skills. It also requires a certain level of operational experience to determine the
key levers of performance and the time frame in which it is reasonable to expect results. The combination
of this industry knowledge, financiaapability and operational experience should beegmtesn SOE
boards, andeflected also within the ownership entity to allow informed and balanced dialogue on the
development of objective documents. To negotiate as an informed owner, the ownershigheni
develop appropriate knowledge thfe industry, based omesearch and analysis as wellths history of
dialogue with and feedback from the S®Eards. It could also seelputs from consultants or other
experts.

67. The whole process of defining and agreeing on objectives r@isesnportant questions about

the respective roles of the board and the ownership entities. The fact that objectives have to be officially
approved, and that in some cases board&tmigt even have the final say in case of disagreement, can be
perceived by the boards, and rightly so, as an usurpation of their authority. This could also lead to reduced
accountability by the board, especially when strategic issues are addiegs#uls critical to ensure an
appropriate definition of respective roles in the process of defining objectives and ensures that it will
maintain appropriate board accountability.

68. The following table describes maireps in developing objectives documents
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Main steps

Brief description

Communication

To clarify the relationship between the corporation and the responsible minig

of high-level | could be useful for the government to communicate on bstatiegic direction an
expectations | expectationsor the year.
This could be under the form eahannuali| et t er of expect a
boar dds c hpablioc(exampld of Briigh €olumbia, bdx).
Interpretation | The draft objective document is developed by the SOE board (with ¢
of high level management) based on high level objectives defined in the SOE manda
expectations | communicated by the ownership entity.
into main
objectives The ownership entity will define priorities amaterpret policy priorities.SOEboards
will have toseek clarification and question the ownership entity if needed.
The SOE board Isould determinethe main and specific objectives allowing t
fulfillment of the SOE mandate as well as the gowent policy prioities and high
level expectations.
Develop Pleaseefer to the specific session 1fér more precise guidance.
relevant
performance
indicators
Putin place | Appropriateinformation systems shoulak put in place to caltt accurate and reliab
appropriate data necessary for calculating the indicatoksitomatic extraction form existin
information management applications is a useful way of cutting the costs while incrg
systems reliability.

Develop a draft

SOE boards will devep a draft objective document describing main objectives fo

objective SOE key perbrmance indicators and specific, often yeadygets
documents
It is useful that the stated objectives are accompanied by comments allowing to:
1 justify the choice of indicatorassocated with it;
 comment on @vious results;
1 explain the choice of a target;
1 mention the main levers of actions to achieve the objectives
The first draft is submitted to the ownership entity.
Informal Boards are expected to entato a process of dialogue with the ownership entity
negotiationof |arri ve at an appropriate wunder st angd
the draft government 6s phislspecific diglogue betwedni SOE boards and

state shareowner is not possible orcHy regulated in case of partialyjwned SOEs
as this would breach the principle of equitable treatment of shareholders.
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This informal negotiationcould be done at different stages of the draft developn
The process will be mostly informal and cahbe defined precisely, but it necessa
involves intensive contacts and information sharing between the ownership entit
SOE boardsThere could be a round of discussion and negotigimugh one or mor
meetings to discudsigh level summarieand more developed detailed documents
the ownership entity

This informal negotiation is key to buitty consensus and ensurialgrity about the
SOE mission. The boards are drivingstiprocess on the SOE sidd. is their
responsibility to seek diication from the ownershpi entity and/or play a challengir
function. Both the ownership entity and the SOE need to ensure that statem
objectives are specific enoughdaprovide clear and relevatargets to be achieved.

A second draft is then egpd both by the SOE concerned and the ownership entity

Formal
comments

It is important that the ownership entity provides relevant comments on the
objectives documeneceived from the SQH his should be done either directly by t
ownershipenity or by the Ministey which would have been informed on key asp:
of the plan by the ownership entity. This could allow the Minister adjusting
document to better reflect government policies and priorities.

SOEs should receiviormal feedbackon thér draft objective documents within

defined time limit. However, this obligation for the ownership entity to provide fo
feedback should not lead to focusing on minor issues which would derail the att
from the main aspects and most strategicstioes(refer to advice ofnow to review
and challenge SOBEborate plans in Canada, box.18

The absence of comments might send an unclesssage (example of Canada, [
19): either the ownership entity effectively understands and agreesthétiuraft
document, or it is unable or unwillinto comment on it. @&sons for weak feedba
from the ownership entity may includiee lack of knowledge about the commer
dimension of SOEs, a lack of understanding of their competitive environtaekof
time ard resources to develop informed commewiseven incapacity to read al
interpret properly financial documents.

Official
approval

Once agreed between the SOE and the ownershify émormally, the objective
document might be approved formally on bdttes:

1 on the SOE side, the objective document will have to be duly approved
general shareholder meeting.

1 on the state sidehe objective document might either be approved at off
level, or might have to be approved by the Minister in charge.

The shareholder Minister should also ensure that the objective docisnoemisistent
wi t h t he gov andmighthavieth® finalgayoh apprgving it.

In somecases other ministries, and primatihe Ministry of Financemight also have
to appraoe the objective document or parts of it. This could be the case, for exa
whenthe leves of dividendsor borrowing plans might impatite state budget
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Clear In addition to being approved by thergeral shareholders meetiifyit exists), and in
endorsement | order b give it more weight, the objective document caailsb be formally endorse(
by the board and senior management.

Tabling in According to different legal and administrative frameworks, objective docun
Parliament might also have to b@abled in Parliamentsithin a specific timeframe.

Objective documents might be tabled in Parliameastsuch whethey aresimple and
relatively short documers. When they arefull-fledged corporate plans only
summariesmight be submitted for confideatity concerngexample in Canada, bg
20). In this case, lhere is a tradeff to be made betweesx anteaccountability ang
competitive concerns.

Public Objective documents could be disclosed on the SOE websites as well as

disclosure ownershipentt i es® websites.

Box 17. Letters of expectations in British Columbia

In the British Columbia model, the minister responsible for the Crown corporation, as the representative of the
government, communicates broad strategic direction and expectations as determined by the Cabinet. This direction
and formal expectations for the Corporation are commu
by the Crown corporati on b oialetréalso idettifes actiosshd goweenchent wil tiakel td
assist the Crown corporation in achieving mandate and operational objectives. The minister responsible for the
corporation is the voice of the government. By playing a role in establishing the cor por ati onds d
government 6s expectations of it the minister is ref
accountability for the corporationds actions. | nboardhbiit s
communicates formally and publicly the performance that the government expects from the corporation. The board is
responsible for governing the corporation within that framework.

Source: Office of the Premier, Province of British Columbia, Exhibit 7.3 in Chapter 7, p.13, Report of the auditor General of Canada i
February 2006.
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Box 18. Advice on how to review and challenge SOE corporate plans in Canada

Based on 1996-2000 reviews, the review of the governance of SOEs by the Auditor General advises the
government to review and challenge the corporate plans by asking itself a series of typical questions, as follows:

il

il

il

il

Has the corporation properly interpreted its mandate?

Are the corporat i oiesband tavgets appropriateeasd, do its tperfarmamae indicators
provide a strong basis for holding it in account?

Are the trade-offs the corporation has made between its commercial objectives and its public policy
objectives reasonable?

Do its performancetar get s suf ficiently fistretchodo the corp
Has the plan taken government priorities into account?

Is the corporation capitalized appropriately, and are targets for dividends and return on equity
appropriate?

Has the corporation met its past performance targets?

ls there a need to assess whether the corporati

Source: 2000 Report of the Auditor General of Canada, Chapter 18, Governance of Crown Corporations.
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Box 19. Weaknesses in commenting on draft objective documents in Canada

In Canada, the review of the governance of SOEs by the Auditor General found that there were significant
deficiencies in 38 percent of approved corporate plans, and less serious problems in a further 28 percent: fmany
deficient corporate plans are approved, and the government has limited capacity to challenge them. Problems included
any or all of the following: Absence of long term plans; Unclear or non-existent corporate objectives, targets, goals and
business strategies, as well as weak action plans; Little information by which to judge whether the corporation is
achieving its objectivesd .

However, this represents a significant improvement from previous rounds of special examinations carried out by
the Auditor General, as:

1 62% of SOEs had significant deficiencies in corporate and strategic planning and/or performance
measurement and reporting in 1984-90;

1  78% had significant deficiencies in this area in 1990-96.

A review of progress made since the 2000 Reporto f t he Audi tor Gener alfeetibackfrommh
the government on corporate plans is still limited. Neither the Treasury Board Secretariat nor the applicable
departments have clearly defined their respective roles in the process for reviewing and approving corporate plans or
assessed the capacity and skills needed to fulfill their roleso .Manfy Crown Corporations still are not setting clear goals
and indicators of performance for their public policy objectives. Some deficient corporate plans are still being
approved.o

Source: 2000 Report of the Auditor General of Canada, Chapter 18, Governance of Crown Corporations, p.22; 2005 Report of
the Auditor General of Canada, Chapter 7, Governance of Crown Corporations, p.10-11.

Box 20. Confidentiality issue regarding corporate plans in Canada

fCorporate plans are highly confidential in nature. They contain highly sensitive and often commercially-
confidential information. As submissions to Cabinet and as confidences of the Privy Council, corporate plans are
treated in a manner comparable to Memoranda to Cabinet and are subject to the same strict protective measures.
Corporations are advised to assist in maintaining this security by adopting their own security measures such as
restricting and numbering the copies of their plan.

The corporate plan should be distinguished from the corporate plan summary which is tabled in Parliament.
Sensitive material contained in plans (e.g. commercially detrimental information referred to in Section 153(1) of the
FAA) should of course not be incorporated in the corporate plan summaries since these become public documents.o

Source: Guidelines for the Preparation of Corporate Plans, Treasury Board of Canada, 1994.

1 Report of the Aditor General of Canada, Chapter G®vernance of Crowforporationsp.22.
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1.7. Developing relewant performance indicators

69. A central difficulty in setting objectives is to develop relevant performance indicators. This is

true for any kind of organization, from govemant agencies to private sectmmpaniesAn extensive
literature provides Ati ps aSOd&sirt maaygraeudtries tend th eomgilé o p i n
an increasingly comprehensive set of {fioincial indicators As they often have both commercial and

policy objectives,ncluding pullic services and other special obligatiotisey face both the challenges
encountered in building performance indicators by government agencies and by private sector companies.
But the most difficult aspects to be covered by performance indicators gmgbiiepolicy objectives.

70. Performance indicators aee numerical masure of the degree to which ahjective is being
achievedPer f or mance indicator s, by definitiddrc,ataroe trhe
level of performance regarding the overall objectives agreed upon. They are practical attempts to improve
the quality and consistency of performance measurement by focusing on key synthesis indicators.

71. Acommonl y us e dp diféctive perfotmancebindicators is to make sure that they are
iASMARTO, i . e. Speci fi c, -oidetad and ifme-bakee If mightcbbh usefut @sb | e , F
to ensure that per f or ma neclangerous, Unethitah Madleatderand Brased i D
(cf. box 2)).

Box 21. The SMART / DUMB test for performance indicators

SMART Test Dumb Test
Specific: clear and focused to avoid misinterpretation. Pls Dangerous: Danger refers to
should be sensitive and specific. The former refers to the probability physical/psychological and legal threats.
that targeted events are captured by the measure, while the latter Measurement should not involve subjecting
refers to the probability that other events are correctly excluded. either the observer or the target to

increased risk.
Measurable: can be observable, quantified and compared to

other data, as well as trendable. There must be an available and Unethical: All times ethical standards
appropriate measurement instrument or technique. should be applied. Measurement should not
involve illegal activities, and this includes
Achievable: reasonable, and credible under conditions invitations to commit offences, or the
expected. Pls should allow analysts to observe the absolute and gathering of information by illegal means.

proportional changes from those which prevailed before.
Malleable: Pls should not be malleable;

Relevant, Result-oriented, Reliable: fits into the organization's that is, they-psboabd
constraints and is cost effective. Pls should relate to either the same events could be reported differently to
overall Strategy Objective or lend themselves to a policy response. 6suit the occasionb.

Pls should be statistically Reliable.
Biased: Pls should be bias-proof and not

Timely and Time-based: doable within the time frame given. directed to measuring factors/

That is, the measurement/analysis and reporting should occur as persons/events which favor a positive result
close to the intervention as possible, and Pls should refer to a or which involve limited studies which
particular time period. deliberately distort outcomes.

Sources: ASMART, QUEST and Fabric: Ar e t B &ghoolhob Soeial $cieraces, Austradian
National University.




40
An implementation Guide to Ensure Accountability and TransparenStaie Ownership

72. Whatever the acronyms used to test the quality of performance indicators, their quality of

depends on three major characteristics, their relevarmmiraxy and reliability (example iNSW
(Australia), NewZealandand France, b@s22, 23, and 24

1 To be relevant, performance indicators should be first tightly linked to the SOE strategy, i.e. reflect
the objectives outlined in this strategy.

1 To be acarate, performance indicatostiould be well definedjuantitative,avoiding as much as

possible subjectivitypractical (though be direct with no complex calculatignapd measre
outcomes rather than inputs.

1 To be reliableperformance indicators shoufwt be taken at face value. Information provided by
SOEs should be audited appropriately.

Box 22. Developing Relevant Performance Indicators in New South Wales (Australia)
Useful Performance Indicators exhibit the following characteristics:
Appropriateness: Ability to relate to the SOE objectives

Relevance: Relating to the primary purpose of the SOE, focusing on high level results, effectiveness or efficiency

Timeliness: Reporting the most recent data available
Accuracy: Reflecting the situation as truthful and as free from error as possible, indicating the use of estimates

Completeness and comprehensiveness: Showing a true picture of achievements, mixing qualitative and
gquantitative measures

Source: Key Performance Indicators, Performance Audit Report by the New South Wales Audit Office, 1998
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Box 23. Developing Relevant Performance Indicators in France

Relevant so as to assess the results obtained Consistent with the objectives
Relates to a material aspect of the expected result
Provides the basis for making a judgment
Does not produce effects contrary to those sought

Useful Be provided at regular intervals
Lends itself to comparisons in time, space and between players
Be immediately exploited by the agencies concerned
Be immediately comprehensible or clearly explained

Reliable Durable and independent of organisational imponderables
Reliable beyond question

Drawn up at reasonable cost
Verifiable

Source: The performance-based approach: strategy, objectives, indicators, June 2004, Ministry of Economy, Finance and Industry,
pp.24-30

Box 24. Performance Indicators in New-Zealand

Performance indicators (financial and non-financial) must:
T Be meaningful to the SOE&6s business and the SOH
1  Be specific and measurable without ambiguity

1 Betimely and capable of being audited, where appropriate

1T Be within the SOE6és responsibility or power of
T Be consistent with and influence, as appropri a
business

1  Respect commercial sensitivity, where appropriate
1  Encourage and reflect best practice

1  Where appropriate, ensure employee participation in, and ownership of, these indicators.

Source: CCMAU, AiOwner 6 s E x-PvenedtEatérprises) 89 Obteber20®7. f or St at e

73. Bady chosen performance indicators might bias the incentive structures and consequently have
serious perverse effects or unintended consequences. This will be the case when the performance indicators
encourage behaviours improving the indicator itself bteritzrating the performance of the S®#&-a-vis

chosen objectives. Dysfunctional behaviours inclirdey alia, gaming, misinterpretation, myopia, narrow

focus, etc.
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74. Finally, performance indicators must be takem d used f or whsaapshot df ey
performance in time. They do not provide a guide to future performance nor do they explain why a target
has been achievéd. In reviewing SOE performance, shareholder entities should thus also consider other

ar

sources of formal or informal information. They should seek feedback from the entities concerned in order
to obtain a broader picture and a better understanding of the current situation and of actions to be taken to
improve future performance.

75. The following table describes main steps in developiglgvant performance indicators and

setting appropriate targets:

Main steps Brief description™®
Identify Performance indicators should be clearhkéd to the SOE strategy areflect truly the
relevant achievemerst of the objectives agreed upon, thus:
indicators
1  have a strong logical link with these objectives
1 relate to a material aspect of the expected result;
1  Address all their relevant aspects.
To ensure this, itsi necessary firstly to identify (a limited number of) broad dimens
of performance that are important, and then identify for each of these dimensions
specific measures or indicators might reflect performance.
The quality of the overall performanassessment will depend on the completeness
comprehensiveness of the set of indicators. The combination of all indicators
reflect the overall priorities in ob
hol i®%tico
Performance indicats should also provide a reasonable basis for elaborating a jud
on performance and assessing its improvemémactically, hey should thus b
Acomputabl edo at easily edmprehengibfe taedr be gproduced \
appropriate disaggregationor adjustment for context, and timeliness to sup
performance assessment.
Performance indicators should peone to comparisons over time, space and bety
comparable companies.
They should not induce bias, or only to a limited extent.
Composite ad complex indicators, based for example on a series of weighted vat
with assumptions not easily understandable by-spmtialists should also be avoid
18. Modernizing government: the way forwardo, OECD,
19 This tabl eThedperlorwmanckasad afiproachitss at egy, obj e cdune 2094 ,

Ministry of Economy, Finance and IndustRrance pp.2430.

20

filntensifying performance manageménBlue Book Version 2, Guiding Principle, July 2005, Putrajaya

Committee.

2 C
nd
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when possible.

Set up
appropriate
target levels

It is critical to set smart targets that aradhl engi ng but achi

settirg targets are provided in box.25

e\

Main sources to decide on appropriate targets are historical performances, bench
against peers and assessment of effective capabilities.allowsputing peformance
indictorsin perspective, providing past values and target values:

1  Absolute value indicators must be dealt with cautiously, as they might d¢
of external factors or be given with a range of values.

9  Scattered indicators should peeferred abow average values.

There are always assumptions behind theupetargets, regarding the econon
environment, market evolution, etc. These assumptions must be made explicit. T
allow appropriate revision of targets when these assumptions are csigtijfichangeq
due to factors outside the control of management.

Put
appropriate
information
systems and
structures in

place

Performance indicators should not be dictated by the available information provic
the enterprise information systems. It sldoather be the other way round.

Once relevant performance indicators have been developed, it is necessa
appropriate systems are put in place to collect accurate and reliable data neceg
calculating the indicatorsThe data measured shoulik rigorously quantified. Th
measurement system should be reliable.

As far as possible, indicators measurements should be extracted directly frg
information system without any additional manual manipulatidngomatic extraction
of the data needad measure indicators witlllow limiting the cost of drawing them u
while increasing their reliability.

It is also important that indicators be durable and not affected excessive
organisational changes. The existence of a specific unit relyimfamation systems t
process performance information can be instrumental in ensuring this consistency.

This data could come mainly from int
staff and information systems. But external or indirect sourcesfofmation, such a
client surveys might also be used in many casesase indicators are based on surv¢
these should be carried out by specialists and comply with appropriate rules, regar
example the type of questions asked, the sample ¢haraci st i cs, et c¢€

Document
actual results

When presenting the selected performance indicators, these should be accompar
table showing results for previous years and targets, as well as data sourg
methodological information, when relevant.

Peformance indicatorshould also be accompanied with measures of uncertainty.

Performance indicatorshould be sufficiently documented to allow their users to ve
their relevance and quality of information (ministries and other government age
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MPs, State Audit Institutions, etc.).

However, performance indicators should not be disclosed in most casesexitmteor
ex postas it is commercially sensitive information that a private sector enterprise
typically not disclose.

Audit

Performane indicators should be audited, either by external or state auditors.

This auditing assures the state owner, stakeholders and the public of the qua
accuracy of the information provided by SOEs concerning the achievement oftarge

Without properindependent audit of performance information, poor quality data,
analysis or political pressure to look good might lead talistorted picture o
performance.

Review

In additionto auditing performance informatioit,is necessary to review regukarthe
relevanceof performance indicatorand to do sindependently of the SQGEoncerned.

Regular review of performance indicata@ssures sufficient responsiveness, particul
with regards to changing economic circumstances and commercial conditions

Reviews must also consider sidffects that have manifested themselves.
Including the views of stakeholders in reviewing performance indicators ntighy

relevant perspective and additional information on the quality of existing indicat(
well ason their potential unintended effeZts

21

22.

f

fi

Moderni zing

Key Performance I ndicatorso, Per f or ma ntcOdfice, Audi t

Recommendation p.6.

government : the way forwardo, OECD,

2
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Box 25. Traps in setting targets
It is unsmart to ignore uncertainty.

It is, and for similar reasons, statistically unsmart to sharpen targets progressively by requiring the n e x t
performance is better than Athe better of current tar

It is unsmart to cascade targets by imposing the same target at different levels of operations;
It is usually inept to set an extreme value targets;
It is unsound to ignore well-understood essential variation that is familiar to practitioners.

Source: Performance indicators: good, bad, and ugly; Journal of Royal Statistical Society, (2005), n°168, Part 1, pp. 1-27.
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2. REVIEWING PERFORMANC E

2.1. Overview

76. The Stateds obligation to review the perform
OECD Guidelines:filts prime responsibilities include setting up reporting systems allowing regular
monitoring and assessntenf SOE performance ( Gu i d e | Tomegiewl perforfange. effectively,

the ownership entity must first ensure that it has access to accurate and relevant information on a timely
basis. The information should allow tbe/nership entity t@wontinuousy evaluate performance andhen
necessaryzommunicate it€oncerns to the compariRegular and timely reporting reduces the risk of bad
surprisesand typicallygives more time for thewnership entityfo take adequate measur&éhe ownership

entity shoutl therefore monitor the performance of portfolio companies both on an ongoing and annual
basis.

77. The system forongoing performance review typically combines formal and informal
mechanisms. The evaluation systeradgto balance the information needs of the ownership entity against

the autonomy of SOE management. It should therefore avoid putting excessive reporting requirements on
SOEsandnotbpass the board in monitoring maanwlgasanent 6s
have to develop their own capacity to treat this information in a productive manner.

78. Theannual performance reviewrequires analysis by the ownership entity beyond the company
annual reports.This will include an assessment of financial and fioancial results against key
performance indicators that have been established in the process of defining corporate objectives and
targets. Based on this analysis, actions to be taken by the SOE and thehgwewtity will be identified.
Evaluation of annual performance should also be used, together with appropriate benchmarking, as the
basis for discussing objectives for the coming year. It will be the basis for discussing the SOE atichtegy

for assessig the evolution of its value and potential risks.

79. In order to make the best possible use of the performance review process, it is recommended that
the corporate performance is compared against a relevant benchitherks also recommended in the
annotations to Guideline IlLF8t at i ng t hat, t o moni t or coplccbe hejpedma n c e
in this regard by developing systematic benchmarking of SOE performance, with private or public sector
entities, loth domestically and abroad. This benchmarking should cover produdivit the efficient use

of labou, asses and capital. This benchmarlg is particularly important dr SOEs in norcompetitive

sector® ( p . 31) . Benchmar ki ngnatioreto theogperiorananceereviend It Bingsl s e f L
perspective and allows taking into account any external effects, such as changes in input prices, etc.

80. In sum, the process of reviewing performance has three impatements.Each of these
elements i€overed inrmore detail below, in order to provide guidance omtlaén stepsnvolved:

1 On-going monitoring of performance;
1 Developing robust systems to revigearly performance of each SOE;

1 Benchmarking SOE performae.






