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SUMMARY

1. This Guide is intended to facilitate the practical implementation ofQBEED Guidelines on
Corporate Governance of Sta@wvned Enterpriss(t he A SOE Gui del i neso). It
high quality of transparency and accountability, which is the very b&aisy sound corporate governance
regime.lIt aims to help evaluate existing practices, identify their strengths and weaknedsgovde

examples of successfylractices. The Guide provides viable polmypt i ons and a #dAroad
practical steps that might be taken to implement3®& Guidelingspointing at typical difficulties, risks

and hurdles that may be encounteredriuthe implementation process. It also provides examples that
illustrate the implementation of provisions and can serve as references and inspiration to governments that
are confronted with similar challenges.

2. This Guide has been developed by the OECD Working Group on Privatisation and Corporate
Governance of Stat®wned Assets. It also strongly benefited from a broad consultation witOBRQD
countries, within the framework of the Global Network on Privatisaiod Corporate Governance of
StateOwned Enterprises.

3. The Guide covers all relevant accountability and transparency recommendationsS@Ehe
Guidelines These recommendations have been grouped into five bread, aramelyetting objectives
reviewing performanceauditing performancereporting on performancand disclosure by individual
SOEs.

4. Enhancing transparency and accountabilisy a central recomnmelation of the OECD
Guidelines:fiThe state should act as an informed and active oWnérgnsuring that the governance of
stateowned enterprises is carried out in a transparent and accountable manner, with the necessary degree

of professionalism and effectivenesMafn Guideline, Chapter )l It gi ves substance t
rights by providing the informatioessential to their exercis# is also a choice remedy for fraud and

market manipulatiorizinally, it is a prerequisite to and underpublic trust. Enhaning transparency and
accountabilityentails complex challenges histalsoan efficient entry point for further SOE governance

reforms It is politically feasible, suitable for gradual implementatamd effective in mobilizig support

for further reform.

5. This Guideis primarily directed at ministries and other government branches charged with
assisting national reform efforts. Other users may include Parliaments as well as independent evaluators
that seek a toobtmake an assessment of the accountability and transparency framework and practices.

6. Like theGuideliness he ms el ves, the Guide Ii's foutcome or |
in terms of specific provisiong acknowledges thathere may bedifferent waysto achieve the same
outcome.The existence of competitors, of minority shareholders, the specific legal status of the SOE
concernedas well as the way the ownership function is organised within the staieistdationmight all

have a notirivial impact on the way the Guidelines might be implemented er e i s not a fio
all o. This Guide for example refers to the down
identified by the Survey dforporate Governance of SOEs in OECD countries (OECD, 2B@sY. of the
recommendations made or policy options described in this Guide concern maHfilst@diSOEs. As soon

as SOEs are listedhe state will have to exercise its shareholder rights blitmat be more than a
significant or controlling shareholder. Market mechanisms then apply, as well as listing regulation.
International standards in terms of transparency and accountability do apply in this case; any additional
transparency measures thawvernments apply should complement, and be consistent with, such standards.

7.



SETTING OBJECTIVES

8. Accountability can be greatly facilitated by a process of performammehmarkirg against
clearly defined objectiveshis requires defining objectives at different levels: firstly for the state as an
owner , wi th the f o wlavelrasdhlangermpobjéctivesyand tHero specifici ygaHy
targets; secondly for theOks themselves, with their high level mandates, then their yearly objectives with
specific performance indicators.

9. Since state ownership is often characterized by vague, complex or contradictory objectives,
improvement in setting objectives is typically the very first step towards better accountability. At the most
aggregate level, the government should define its own overall objectives and ownership practices. An
effective way of doing so is by developing a@wwnership policy for the state shareholder as
recommended in the Guideline Il.&ection 1.2) An ownership policy serves as an effective tool for
public communication and provides companighe market and the general public with a clear

understanding ofthet at e6s obj ectives as an .owner and its |
10. The ownership dicy is a short but highevel policy document providing clear statement of the
statebs over al | $ubhjoeecalohjectiwes coald alsa Ibe defined & & sector level. In

addition, it is usaefl if the ownership policydefinesthe mandate given to the ownership entity main
functions and organisatipas well agzhe main principles followedn exercising the stateamershiprights.
Finally, it could also provide summary of the main reference documehés define or frame the exercise
of ownership rights by the state.

11 Developing an ownership policy is often an iterativel amclusive process that may involve
several parties andide consultation. It idbased on directions received from the government on its
ownership objectivesas well as on an appropriate survey of existing documentsthaid effective
implementation To improve its relevance, broad understanding and support, the ownershipnggtity

consult with all concerned entities (the relevant Parliamentary committees, other concerned Ministries, the
State Audit Institution, relevant regulators, etc.). It coukbdbe fruitful toconsultbroadly with board
members and management of SOEs and make appropriate use of public consultation to test the market and
political reaction. Ooe theownership policy is finalised, it is important tdtainand demonstrate high

level political supporto reinforceits credibility. The ownership policy could also eadorsed by relevant

public servantspublicly disclosed and widely circulated.

12. Based on the general objectives that are ftated in the ownership policy, it is useful to
identify more specifidargets for the ownership entity (section1.3.). Doing thisallows communication
and evaluation of the ownershi p entTardetg éoaldepathr f or ma
guantiative and qualitative, includinfinancial targets covering the whole state portfois well as the
combined value of this portfolicAn aggregateunique target to increase thiwvalue or a significant
portion of the portfolioby a certai pecent over a specified timés appealing in terms of simplicity
However, ithas some inherent limitatiorend need to be supplemented mb-targets for the most
important SOEsWhatever the targets chosen, they will always represent imperfectly theergaimance

of the ownership entityAn appropriate mix of targets should be selected, with appropriate consideration
given to aggregation difficulties. They also need taliseusedwidely internally toanalysethar practical
impact on individual civis er vant s 6 mot i Wenidiscassirg tadetsh fechisawd ibenrr .
their relevance, ensuring that they have a close link with the Ibebjactive of state ownership. They
need toeffectively reflect the performance of the ownership entityhwue consideration for market and
business environment.

13. The process for formulating targets may vary depending on the institutional setting and the
organization of the ownership function. However, it is esSethiz all institutions that have a say post



in evaluating t he oeebesonsehoinpuded mtdiscusgird s opjectivés antem a
This may include the Parliament, relevant Ministries, state audit agencieSinelty, the overalltargets
of the ownership entities, as agreed with the government, should be clearly disclosed.

14. In fully-ownedcompanies, the state necessargt®f i ne and mandatesdGuidesn® E s 6
V.E.1 and section 1.4.i.e. simple and brief descriptions thfe high-level objectives and missioms the
individual SOEsn the long run. Clear mandates are necessahuild up appropriate accountabilignd

as a basis for discussing mapecific yearly targetsSOE mandas usually déine the main lines of
business angdrovide some generic indication regarding the ambition in terms of market leadership, quality
of service or innovatioandfinancial sustainabilityThey quite oftershow aclearmix of commercial and

policy objectives and need to give some clear indication of how to articulate theotfadeetween the

two. Mandate areintended to be valid over a long period of time and updated only in the event of
fundamental changeThey should bepublicly disclosedpest ed on t he individual
clearly stated in annual reports.

15. The process of defining and reviewing SOEs©®
boards and their chairs and on an appropriatekitgf existing documentwhich either define the
missions of SOEs or provide the general framework to dB8@ards and the Parliament should ensure that

SOE mandates ameviewed periodicallyand systematicallyo maintain their relevance and consisienc

with the overall ownership framework and economic environment. Mandate reviews could be done
internally, i.e.by the SOE and the ownership entitith limited public irput, conducted by independent
panelswith full public input and contracted experts, loy relevant Parliamentary committees. Whatever

the process, it needs b@ done in a transparent manaed with appropriate consultation of stakeholders
concerned.

16. Based on theioverall mandate, and as a praliary step to settingpecific objectivesand

targetsat t he ¢ o mfaidelind \él.A)liteswnecessaryo clearlyidentify any public services

and other special obligations, decide on their relevanceevaluate their cost and fund them
transparently (section5). This is essentiaio ensure a levgllaying field with the private sectgorastheir

cost mi ght be high and are often hidden or at I
usually have a signi f i ceaandtthe riskepttzey face. Clear i8ebtiication gnee r f o
costing allows an informed public debate about their relevance, budgetary implications as well as
distributional consequences. It is an important but complex undertaking that requires time, method, and a
good deal of discussions and negotiations between the ownership entity, the SOEs themselves and in many
cases relevant stakeholders.

17. After ageeingonealeard e f i ni ti on of what ¢ o whlbchishotuttivels a fs
the ownership entity might requi®OEs to identify andna p e xi st i ng A s [SOHsiara | obl
also required tgrovide information on their actual cost, based on a consistent methodologyerto

reduce inconstencies amom SOEs and makieenchmarking easierhis is not a straightforward exercise

and will in many cases require discussion, including with stakeholdsrsyell as tradeffs between

precision, time and resources. Once duly identified and coftese speciabbligations will have to be
reviewed, to ensure their relevance and effectiveness and makethiberesult of avell-though out

process and explicjpolitical decision This review would assess to which point these special obligations
could be replaced bgther mechanismand how they could be funded in orderachieve the same
objectives at a lesser cost, more effectively and/or without having the same impact in terms of market
distortion and/or SOE efficiency.he state should also monitor the effectiullilment by SOEs of their

special obligations.

18. Once the ndAspeci al obl i gati onsd isamabl thathtbel r co
government 6s e x p eowned BQEcaregormally, clearbed pyblicy tommunicated in



the form of Aobj ect i v e anigld becrelatvely sharttand agrdee sskally droac u me
yearly basis. They clarify higlevel expectations and specific objectives agreed upon between the
ownership entity and theOE boards and must be duly approved by the general shareholder meeting. They
include financial objectives (including sustainable dividend levels) and related performance indicators
allowing measwrment following-up and asses®ent ofSOE s 6 p r efficienicyadnd risk levsilt, is

also useful for the objectigelocument to include, but not necessarily publish, estimation by the boards of

the company value, with relevant information on the methodology used and assumption®lmecti/es
documents ab increasingly include performance indicators for-financial and public policy objectives,

as wel | as some more Astructural 0 objectives, r el

19. The development of an bjectives document (section 1.6)s generally a collaborative process

with ongoing communication between the SOE itself (its board and CEO) and the ownershipt esitity.

useful to formalise thiprocessin order to clarifythe requirements in terms of rtent, timeframe and
respective responsibilities and poweBased on communication by the government of its ‘egbl
objectives, under the form of il etters ostbmexpect
draft objective documend descrbing main objectives for the SQKey performance indicators and
specific yearly targetsThe informal negotiationof the draft is key fobuilding consensus and ensuring

clarity. Formal feedbaclkas to be received from the ownership entities within anddftime limit. The

final document should be officially approved, clearly endorsed, in some cases tabled in Parliament and
always publicly disclosed.

20. Developing objectives documents is also a complex task wlaghires a combination of
industry knowledge, financial capability and operational experience. These competencies need to be
present in SOE boards and reflected within the ownership entity to allow an informed and balanced
dialogue. The whole process alsises important questions about the respective roles of the board and the
ownership entities and can be perceived by the boards as a usurpation of their alittargyrequires a
delicate balance that respects the board in the exercise of strategit. con

21 A central but technical difficultyn this processs to develop relevant performance indicators
(sectionl.7).Per f or mance i ndicator s, by definition, ar e
the 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.
An extensive | iter at udeelopgng these intieadorAft oimme nayd useap $id
buldup effective performance indicators is to ma
Measurable, Achievable, Resultiented and ime-basedWhatever the acronyms usdbe quality of the
indicatorsdepends on three major characteristics, their relevance, accuracy and relibilay the target

levels, they have to be challenging but achievable, bashistmnical performances, benchmarking against

peers and assessment of effective ciifiab. Appropriate information stems and structures coudd put

in place b collect accurate and reliable data necesfargalculating the indicators, possibéxtracted

directly from the information systemg\ctual results need in turn be duly doeented showing resultsor

previous yearsaccompanied with measures of uncertaiasywell as data sources and methodological
information, when relevanEinally, performance indicators should also be audited and reviewed regularly

to ensure their relialiy and maintain their relevancBadly chosen performance indicators might bias the
incentive structures and consequently have serious perverse effects or unintended consequences

REVIEWING PERFORMANCE
22, The Stat 6s obligation to review the performance

OECD Guidelines:iilts prime responsibilities include setting up reporting systems allowing regular
monitoring and assessment of SOE performance(l Gu i d e | Tomegiewlpérforfhan& .effectively,



the ownership entity must first ensure that it has access to accurate and relevant information on a timely
basis, and monitor the performance of portfolio companies both on an ongoing and annual basis.

23. The system fobngoing performancereview (section 2.2)racks and reviews performance on a

regular basis, ensurirgarly identification ofproblemsand opportunitiegnd allowing eactng promptly

on unde-performance. lIttypically combines formal and more informal mechanisms, including state
representatives on boards, meetings with boards and senior management or more formal reporting
processes. Systematic processes might be devel op
information systems. i No psligies pould ase be adopted crequirtng SO&E o u s
boards to keep the ownership entity informed in a timely manner about any material or significant events.
Complementary information channels might b®ed, such as dialogue with external auditors, contact
points in SOEs and use of external sources such as industry analysts, etc. Whatever the processes in place,
they need to be balanced, avoiding putting excessive reporting requirements on SOEs ghssing

the board. Ownership entities will also have to develop their own capacity to treat this inforfagpn

sought to provideSOEs with written comments and recommendations when apjatepion current
achievementandtake actions wheneveecessy.

24. Theannual performance review(section 2.3yequiresin-depthanalysis by the ownership entity
of the SOE performancdt might vary significantly in depth and scopeit will always include an
assessment ofrfancial and nofinancial results against key performance indicatbesed on information
and comments provided by the board. It could also include an assessropataiing resultscorporate
value and ris§, boardperformance andorporate governangeactices Careful consideration needs to be
given to costs and benefits of these information requireméntdhe center of the annual performance
review is the mostly informal discussion between the board and the ownership eitificSnechanisms
might bedeveloped withirthe ownership entity, such agérnal panelso allow abroader perspective and
fresh viewsin discussingthe evolution ofone S OE 6 s .pAesummany macumerdould be
developed by the ownership entity, possislyared with th&&OE concernedand even publicly disclosed
Annual performance reviews are an important tooldentifying actionghat needo be takerin relation

to underperforming companies and are a natural bas@idoussinguture objectives In addition, some
more medium to long term reviews could be carried tgether with appropriateenchmarkingas the
basis for discussing the SOE strategy and assessing the evolution of its value and potential risks.

25. Ownership entities should also strive tbenchmark SOE performance (section 2.4), i.e.
comparethem with relevant peers in the same industry, of similar size and subject to similar complexity
and risk,from the private or thepublic sector domesticor foreign. The chief purposes to identify
performance gaps arateas of potential improvememaking into account the impact of market evolution

or ot her 0 e Xheeaterofarétuin isf often veoyruseful, since it focuses on the cost of capital,
which is ofen underestimated or neglected by SOE managerbat.use of synthetic financial ratios
might also facilitate benchmarking when enterprises are not in the same indosinging dfferent
measures of value eation such as EVAWhatever peer is chosenrfbenchmarking, care is always
required in interpriing comparisons of performance and use of relevant industry research is useful.

AUDITING PERFORMANCE

26. Auditing performance provides credibility to the performaadndicators andeview process,
ensuringa solid basis for theoverallaccaintability systemTo ensure an overall robust auditing system, it

is important to clearly define threspective rolesf thethree different types of auditi.e. internal, extesat

and state audiin order to avoid duplication and promote complementarity. The audit committee plays a
central role in supporting and overseeing the three types of aMpliropriate coordination and
communication has to be ensured among the boatnexiand internal auditors.



27. Internal auditors constitute the first level ofontrol (section 3.2)They can play an important
role by scrutinizingand contributing to the improvement gbvernance practices, ragiag routines, risk
managemenandinternal control processesghis is becomingritical with the growing deegulation and
internationalization of industries in which SO&$en operate The ownership entities should demand that
SOEs have appropriate pedures for internal auditing, meeting thdernational Standards for the
Professional Practice of Internal Auditingand encourage internal auditors to focus not only on
compl i ance but on r firsricial si@emangsemk aormprise Sn@nsantrol report
describing the internal control structure and procedures for financial repdritegnal auditors should
have a direct reporting line to the audit committee which in turns emsstre their independence, support
their work and discustheir findings.Finally, periodic audit of internal audit departmemisuld also be
required

28. The Guidelines alSGHs, especially lame onds, shauld be sdbject to an
annual independent externaludit based on international standaddgGuideline V.C.). The anual
external audit (section3.3) shall provide the board and the shareholders with an independent, aritical
objective report to ensure that accounts fairly represent the financial positidnperformance of the
company in all material aspects. To improve credibility and comparabiigyGuidelines recommended
SOEs tsoubbeci to the same high qualityo Andher audi t
essential consideration is thdfeetive independence of the external audito@iteria for such
independence include limits on providing consulting or otheranmiit servicess well as periodic rotation

of audit partners or audit firm&xternal auditors are accountable to the shadens via the boards, thus
nominated by the AGM following recommendation of the board audit committeeaudit committee is
also responsible for overseeing their work aneeds to follow the implementation of the audit findings.
Besides that, the owndirip entities themselves shoufithaintain(s) acontinuous thlogue with external
auditor®  (déind 1I.F.4.) andbe able to assess and effectively review regularly the quality of their
work. They could provide information both on external auditors aradecblfeespn their annual reports
and websites.

29. It is often the casehat at least large nolisted SOEs aresubject to audit bystate audit
institutions (SAls) (section 3.4). Their traditional task to auditthe use of public resources and
particularlythe legality and regularity ofinancial management and accounti§g\ls are often powerful

tools and information sources for the Parliaments. However, the scope of their audits needs to be clearly
defined andduplication avoided, with financial audits carried out either by external auditors or by state
auditors, depending on the legislation and their respective quaditg. could rather focus increasingly on
audits of the ownership entities themselves and erfopnance auditsi.e. indepth reviews of the
performance, economy, efficien@nd effectiveness of an entit@wnership entities could put in place
specific processes to discuss in a systematic manner the results of state audits with the concesnéid board
is important that they maintain continuous dialogue v@#ls and support th& work, ensuring them
appropriate access to informationakingappropriate use of their audisd takingaction based on their
findings. Disclosure of audit findings tohé public, with due consideration for the protection of
commercial, industrial or trade secratsalso instrumental in this regard by creating public pressure for
action.

REPORTING ON PERFORMANCE

30. The Guidelinesprovide a number of recommendations regarding reporting on performance,
covering the publication of aggregatports webbased communication and reporting to Parliament.

31 Aggregate repors (section4.2) are shal, easy to reaénd regular reports developed by the
ownership entitieandproviding the general public with value adding, concise and accessible information
about the overalperformance of the state sectdhey are key communication tod andtrustbuilding



instrumentdirected to the general public, Parliament and the mead@arenstrumental in showing that

the state is an accountable and predictable owvilrter.actual process of developing sbeeports helps
clarifying policies, making informatioonsistent and improvinmternal reporting system#\ggregate
reports arealso useful for building consensas specific issugand sensitive policy choices. Theantral
component is the review @ihancial performance, including a synthesis preseoitatif aggregaténancial
statements withdy financial ratios for individual SOEs and the overaltestportfolio.Highlights of main
events of the year as well as shoresentations on the largest SGits usually provided, together with
essential backgund information on the framework for exercising state ownership. Aggregate reports
coul d al so pr @aocciuntse giving @ adar picteird of the whole state sgdfirancial
situation.

32 Developing aggmgate reports entails specific processes within the ownership entity to collect and
synthesis infomation on SOEs. It aldavolves active consultation and eardination among different parts

of the ownership entitand with the SOEs and other governmengagements concerned, which might be
time-consuming and not necessarily easy. Clarificatiork&®f messagesnight trigger a lot internal
discus#on within the ownership entity. The collectiofiinformation both within the ownership entiand

from the SOEghemselvess the central stage. The use of specific data sheets, working groups or contact
points within SOEs could be helpful and SOEs need to review the information provided on them.
Endorsement of the final draft by thelevant authoritygives it more visibility and political weight
Ownership entities could then make active use of aggregate reports, including with the media.

33. In addition to publishing aggregate repontgeb-based communication (section 4.3)is a
powerful means of ensuringansparencyowards the general publitt. provides easy access and timely
information about the performance of the state sedtw, objective of state ownership and the way the

state exercises its ownership function.ntajor advantage is that to be timely-dgited. It can be use to
provide the latest news and interim reports. It could also be a main channel and support for communicating
with the media.

34. Reporting to Parliament (section 4.4) is another important element of the overall accountability
framework, as Parliaments represent the ultimate owners of SOEs, i.e. the general public. It requires a
process of compilationchecking reviewing and questioninghat ncludesa large number of parties
Accountability is achieved through theénteractionin what can be vieweds a #Adi scl.osur e
There are threg/pes of reporting to Parliamermeriodic reportingcreates a framework for holding SOEs
accountable on a regulardis but the information is often dated when it reaches the ParliaAgkoc
reportingderives from the capacity of Parliaments to demand informatiwaring a broad range of issues

and responding to matters of immediate concern or to important cuwentselt is sometimes
insufficiently structured and subject flitical grandstandingkinally, reportingfor approval could be
discouraged, or at least strictly limited to significant decisions both politically and financially to avoid
undue political mterferenceln practice, the responsibility for reporting to Parliament is usually shared
among different ministries and the ownership entiti€ee gove nment 6 s i nvol vement
information to the Parliament mighie comparatively small, whemdividual SOErepors are tabled in
Parliamentafter basic due diligence, afery intensive, includingevaludion, dialogue with the SOE,
analysisandintermediate reviewdn many cases, Parliamemuld probably benefit from more concise

and to the pait information, as well as from better structured debdtesling the correct balance is not

easy, between lack of accountability and excessive oversight which could lead to political interference.

35. The ownershipentities need to clarify the process for reporting to Parliaments. As both line
ministries and ownership entities might be involved in reviewing and transmitting documents, active co
operation and cordination is necessary to ensure a free flow of inftiona Specific yet concise
documents describing SOE performance, possibly including some form of aggregate data, could be
developed to allow a focused discussion by parliamentarfgmsopriate use should also be made of
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specialised committees to encowragore in depth and technical discussion and prepare and flag key
issues for plenary debates, whergpacific and separate discisson the performance of SOEs could be
organised. Ownership entities could also develop long term performance reporiwg)gadbr a periodic

analysis of the effectiveness of state ownership asysematic review 06 OEs 6 maecamisness .

have to be developed to limit inapproprigteliticisation of debates. Specific procedures need to be
developed to deal with confidgality issues, including confidential or closed meetings, particularly when
the SOEs concerned are in competitive sectors. F
above, reports to the Parliament as well as minutes of discussiomms théhParliament should be made
available to the general public.

36. The ownership entities are also advised to beaptive in communicating with the media
Having an educated and armancevsean ipsirianendal andoeiffeetivd waygof S OE
monitoring SOEs and the state as an owiée role of the media in exposing, for example, abusive
related transactions mighe particularlyimportant Professional coverage will also ensure public pressure

for performance.

ENSURING ADEQUATE DI SCLOSURE AND TRANSPARENCY AT THE COMPANY LEVEL

37. To be transparent as a shareholder, the state must ensure that appropriate infornistiosad d
at the SOE level. This willllw the state itselfo cary out its ownership functiorthe Parliament to play
its oversightrole, the media to raise awareness on relevanieissandhe general public to get a clear
picture of SOE performanc&he Guidelines provide a number of revaendationsn this regard with the
underlying objective of ensuring that SOEs asdransparent as publicly traded corporations

38. To ensure appropriate disclosure and transparency at the SOE level, the stabevasraneeds
first to develop a coherent disclosure policysection 5.2) for its portfolio companies, identifying what
information has to be disclosed, how and to whom, and the procedures for ensuring itsgxitypng
such a policy wuld start withan inventoryand reviewof the existing legal and regulatory requirements as
well as actual practice at the SOE lewsfter identifying weaknesses and discrepancibg framework
might be adapted and completed. In doing so, the ownership entity waddltcadequately, focus on
material information to avoid unnecessaeguirements,and makeproper use of regulatory impact
assessments

39. Specific mechanisms could be put in placetzourage andmonitor effective implementation

of transparency requirements by SOEgsection5.3). It is necessary for the ownership entity to develop
guidance in sensitive areas, in fbem of focusedmnanualsor specific seminars and traininigy could also
under |l i ne bhilikes dnd be partcidap wla of ithe audit committee ensuring appropriate
disclosure. Ownership entities need to communicate effectively on the new framework, totkasure
SOEs fully understand their opphtions and teaise awareness of the gerigrablic andthe mediaSpecal
initiatives couldencourageand support better disclosure, suchhafing meetings open to the gemal
public and mimicking AGMsspecialtransparency awardsic SOEs should bencouragé to go beyond
requirements and agb best practice for example regarding sustainability reportiridie ownership
entities hae anyhow to measure ardsesgffectiveimplemenationby SOEs and report on it.

40. The Guidelines highlight the importaaéor the state as an owner to engaitable treatment

of all shareholdersby SOEs(section 5.4)Building up a reputation od transparent, predictable and fair
ownerwi | | have a significant i mpact oningaswellastoat ed s
the valuation of SOE§ he state as a shareholder shduldi e it s own handso and e

of minority shareholders. Aessential prerequisite to strongly establish and clearly articulate the duty of
loyalty of SOE boat members towards the SOE itself and to all its shareholders. This policy could then
providea consistent menu of mechanisms usually adopted to pravese of minority shareholders with a
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reasonable balance @x anteand ex postmechanismsand taking de consideration of the legal
characteristics of the country concerned. This would inclugdeemptive rights, qualified majority for

certain decisions, capacity for minority shareholders to call for a shareholder meeting, access to redress,
etc The statecould also develop nomination processes that are favourable to minority shareholders
representation in boards, such as cumulative voting or participation in nomination commitibes. A
participation of minority shareholders in general shareholder meetight also be encouraged by
facilitating votein absentiaor collection of proxyoting from employeehareholdersA simple and
effective option is to submit all SOEs to the general company law, listing requirements, and corporate
governance codes applyg to private sector companiedpecific mechanisms and procedures also need to

be developed to ensure that ownership entities do not abuse the information they receive as a controlling or
significant shareholder.

41, This policy needs tde actively communicated to all SOEs, the market and stakeholders.
ownership entity shoulénsure that it is effectively implementadd encourag€OEsto communicate
actively with all shareholdersandadopt good practice in teeyof board nomination, participation in
general shareholder meetings and disclosure of information to all shareholders.

42, Abusive related party transactions(section 5.5) are frequently reported as one of the most
serious breaches of good corporate governance around the Wworithny jurisdictions, disclosure and
approval of related transactions are legal requirem@&usimplementation andrdorcement remains a
challengeas detecting a related transaction is diffit and proving abuse even more Bothe case of
SOEs, the usual definition of related parties might be considered as too extpadicalarly the case in
countries where state ownership is pervasivea s i t entities that wahteokor dre undecommon
control with the company, significant sharehold¢r® and key management persomnelhis is the
reason why thénternational Accounting Standard (IAS 24)being modified in the case of state control.
Exemptiors would be provided for entitiesoatrolled or significantlynfluenced by the state, bilte actual
exercise of influence would preclude the use of this exemption.

43 As a significant shareholder and often board member, the state should ens&@Bkalo not
undertake abusive related party transactions. To do so, it has firstlgfitee clearly what should be
consideredby SOEsasa related party transacin, based on IAS 24t will then develop a clear policy in

this regard,mandatingadequatedecision processes for appal of these transactions, tougtandards
regardingtheir disclosure as well asoutright prohibition ofcertain types ofelated transaction$t needs

also to provide adequate guidance to SOEs to ensure that they dulyjdietifle on and disclose related
transactions. This guidance would cover the identification of relevant related parties and related
transactions and underline the role of the audit committee in their review and disclosure. Finally, the
ownership entity cald also encourage gatekeepers and the media to be vigilant in identifying and
disclosing abusive transactions.

44, The Guidelines recommend SOEs to acknowledge the importanstakafholder relationfor

building sistainable and financially sound enterprises and fully recognize their rights as established by law

or mutual agreement. Howevemy specific rights granted to stakeholders or influence on the decision
making process should be explicktdequatereporting on st ak e h ol d(sectiesn®.6lleMs at i on
SOEs, particularly listed and large ones, as well as thmsesuing important policy objectiveso
demonstrate their commitment two-operation with stakeholdersuild up trust and improveheir
reputationlt is alsoan importat tool for managing riskelated to stakeholder expectations.

45, The state shareholder shoufls clearly requireand encourag&OEs to follow existing best
practices and recently developguidelines on sustainability reporting, with due consideration for the costs
involved. Ths reporting needs tbe independently scrutinised to reinforce its credibilitymlght also
include informationon compliancewith internal codes of ethics and macdmsms protecting stakeholders
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reporting on illegal or unethical conduct by corporate officers, such as confidential access to the board or
an ombudsmarsSOE boards should also be encouraged to fulfil their responsibility regarding sustainability
reporting and have at least an annual discussion on it.



INTRODUCTION

46. This Guide is intended to facilitate the practical implementation ofQBEED Guidelines on

Corporate Governance of Sta@wvned Enterprise¢ t he GQuSQE | i nes o) . It is f o
high quality of transparency and accountabilitywhich is the very basis for any sound corporate
governance regime.

The Use and the Scope of this Guide

47. The Guide is prirarily directed at ministries and other government branches charged with
assisting national reform efforts. It aims to help evaluate existing practices, identify their strengths and
weaknesses and providecommendations and options in terofissuccessfupractices Otherusers of the

Guide may include &liaments as well as independent evaluators that seek a tool that can help them make
a systematic inventory of the accountability and transparency structure.

48, Like the SOE Guidelines he ms el ves, t he Gui Iderdeitosachfeweuhe c o me
desiredoutcome,laws regulations and practices may have to be adapted to national circumstances.
Moreover the examples used in the Guide illustrate distincedifficesn terms ofgovernancepproach.

In somecasesgovernancef SOEsis more or lesaligned withthe governancpractices used farivately

owned commercial companies. In otlsaseshe governance igrimarily tied topolitical priorities Market
circumstances, the participation mfnority shareholders, the legal statustef SOEand the organisation

of the owneship function within the state administratiorayall have a impact on the way the Guidelines
areimplementedRegardless of the means by which 8@E Guidelinesire implenented, it is essential

that authorities always scrutinise the effectiveness and the relative costs and benefits of alternative
approaches. To assist in this process, the Guide provides specific examples of national practices that can
inspire other counteis that face similar challenges.

49, Most of the recommendations made or policy options described in this Guide coandisted
SOEs.For SOEsthat are listed,complementaryor alternative provisions typicallgpply. Users of this
Guide argherefore invited to consider each time whether the policy options and pradisesibedapply

to the type of SOEoncernedincluding situations where thgovernments is a shareholder in a listed
company. The distinction to be made between parti@lyned listed and nodisted SOEs will be
reminded at several junctures in this Guide.

50. This Guide covers wdt can be done by the state as an owner, and mainly by the ownership
entity, to ensure greater transparency and accountabili§OE performance-However,it is clear that

SOE boards areftenfirst in line in terms of accountability for SOE performanthis is referred toat
different junctursin this document

51. This Guide refers to the fAownership entityo t
the Survey of Corporate Governance of SOEs in OECDtdesgni.e. the centralised, the dual and the
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decentralised modélsThe OECD Guidelines recommend that the ownership function be clearly identified
within the state admi rthisanay ba facilitated by setiirdy up aeoainatingi z e s
entity or, more appropriately, b y (Guideli@e lldg Evenr al i z a
when some othe recommendatiorendgood practices identified in this Guide could be implemented by
decentralized ownership entities th#fectivenessof implementationwill be highly dependentn their

capacities in terms of human and financial resources, which might be logically reinforced in a centralized
model.

The Structure of this Guide

52 The Guide coversllarelevant accountability and transparency recommendations irs@ie
Guidelines For the purpose of the Guide, these recommendations have been grouped into five broad areas
that also make up the subsequent chapters:

Chapter 1Setting objectives

Chapter2: Reviewing performance

Chapter 3Auditing performance

Chapter 4Reporting on performance

= = =4 =4 =9

Chapter 5Disclosure by individual SOEs

53. Each of the chapters addresses a set of related recommendations fie@EiGeidelinesand
typically includes three main elements

1 the reference to the relevant sectiaf the SOE Guidelingsre-stating theirrecommendatios
and the rationale in terms of transparency and account3bility

I viablepolicyopt i ons a n dftheprattical stepaizmght betakerno implement the
SOE Guidelingspointingat typical difficulties, risks and hurdles that may be encounteraédgdur
the implementation process;

1 examples that illustrate themplementation of provisions anchn sere as references and
inspiration to governments that are confronted with similar challenges.

Accountability, Transparency and Good Corporate Governance

54. Enhancing transparency and accountability is central forawipg 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
keptaccountable or t he way i ts e Xlestate shaild acivas anrinfotmedpandractigeh t s
owner( € ¢nsuring that the governance of statened enterprises is carried out in a transparent and

Corporate Governance of Sta@svned Enterprises, A Survey of OECD Countries, OECD (2005), Chapter
2, pp- 40 to 65.

Some topics covered in this Guide relate to different Guidelines. Individuakl@w@gamight 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.
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accountable manner, with the necessary degree of professionahd effectivenessM@in Guideline,
Chapter Il, p. 13).

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

55. Transparency is openness to the public eye. It refers to the amapd, goality, accuracy and
timeliness of information which is accessible to relevant stakeholders. By mitigating information
asymmetry, thus reducing the magnitude and consequences of the pageipaproblem, transparency
increases the capacity of odisrsto the company, such as the ownévsnonitor and evaluate the actions

of boardsmanagers and othersiders

56. Importantly, tansparency facilitates the evaluation of institutiang makes it possible twld
them accountable with respect to their mandate and objectiide®e most important benefits of
transparency are |linked (é) to its instrumental

and government sectr

57. Being accountable is, by definition, 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.

58. Transparency is not an end in itself but a powerful tool to improve accountabititthe overall
governance regime. It is a necessary but not sufficient condition for accountability. Transparency without
accountability is meaninglesa@accountabilityequirestransparency.

59. To ensure that the state as an owner is accountable, it indhasfficientthat individual SOEs

and the ownership entity are transparent enough regarding their ddgeq@rbrmances and practices. It

is also necessary thappropriate 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 gneral public and its representative institutions, such 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
60. SOEs have a complex accountability regfimrea number of reasons
1 The accountability chain is complex, including SOE management, boards, auditors, the
ownership entities, the government, the Parliamentsimriche the general publigcf. picture

below)

1 SOEsmayhave 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 stdada

3 OECD, 2003, op. cit. p. 14.
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1 Moreover, in the case of SOEs, shareholdersusaally noti v ot e wi th theitr fee
satisfactory performanteExit options are limited, and voice could only be expressed through
the complex accountability chain mentioned above.

THE

PARLIAMENT reports

The
Government

Ministry

Ownership
Entity
SOEs
Votesat AGM AGM
Prepareshoard
nominations

Administration nominates reports

Boardof Directors

nominate reports
Management
€ a x ohiwo types
61. 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 controRutting SOEs outside the realm of government structure has
weakened some accountability mechanisms typical to the public sector. The resulting accountability
regi me mi ght ° bleriagthe dnedibbtwesmaskei and public governance.

62. The SOEsthemselves and thavil servantshat arein charge of their supervisidend tooperate
underoverlapping regimes of both public and market accountablitig. accountabty regime of SOEs is

4 However, when national elgons 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.

° Turnbul | 2005, AA framewor k f or an aifeyeace,iggushi®&t wo r k
17 2005, Victoria University City Campus, Australia.
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a mix of two types wlitbhdrsact «n imgdhapisnssdassocieadaitha d il rec
both market and public governance

| mproving transparency and accountability is a ke

63. Improving transparency and accountability is a key pridgdtimprove the corporate governance
of SOEs

T It gives subst aiglteby pravidirg lthe inferinatidessentiaktdtheir exercise.
The state as a shareholder needsotd d e c t enough, reliable and t
performance to exercise its rights.

1 Itis also a choice remedy for fraud and market manipulation. To refer to an old askchoverti
q u o Sualight is said to be the best of disinfectants; eledtft the most efficient policemétn

1 Itis a prerequisite to and underpipublic trust.The state as a shareholder needsusiify its
ownership by clearly defining and disclosing its objectives in holding SOEsalkdgmportant
to show that politial control is being esrcised at r niéngth Finally, as an agent to the general
public, the staténas also to report on its own performance as an owner,\détéme Parliament.

64. To ensure that the state is paofessional, accountable and consistent owner, a coherent
accountability regime hahus to be developed. It will necessary incledenplementary and sometimes
overlapping elements of both public and market governafizs complex accountability regimeshose
different elementsnight sometimes reinforce or be in tension with each other, is inevitably imperfect
However, it is often relatively easy to reinforce some of its aspects or specific elements. This might have a
cumulative effect.

€ anda good etry point for reforms

65. 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 mobiligdpgrs for
further reform:

f Putting in evidence SOEs®é performance and th
only create incentives to better perform for all SOE officials and civil servants involved, but it
will also strengthen public demand florther reforms.

1 In addition, improving transparency 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.idtthus a good substitute to regulation and the creation of
additional institutions, even though increasing transparency might require in itself some degree of

regulation.

6 Louis Brandeis, Supreme Cauustice of the United Statek933 in the context of the Great Depression
and the turnail in global financial markets.

! ADevising apptapilatyg agedvbems is thus armMashawer ci s e
J.L., AAccountability and Institutional Design: Sc
School, Research Paper N° 116, p.131.

8 However, the growing consensus abthé 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)
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Transparency reforms are also suitable for gradual implementation. They mighbesveade
sustainable and somehow irreversible if crafted 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 performarmut it will create trust in state
ownership and has the potential to trigger further reforms down the road.

Fung A. , Graham M. and Wei | myDof Trahspabedcy:) What iMakese P o |
Disclosure Policies Sustainable?06, John F. Kenned:
Paper.



1. SETTING OBJECTIVES

1.1 Overview

66. Accountability requires benchmarking of performance against cléafiped objectives. Since

state ownership is often characterized by vagoenplexor contradictory objectives, improvement in this

area is typically the very first step towards better accountability. This chapter provides guidance on how to
formulate andcommunicate clear objectives at all relevant levels. It also gives suggesiitwosy to build

up useful performance indicators for benchmarking performance against these objectives.

67. At the most aggregate levehe government should define its overall objexs and ownership
practices An effective way of doing this is by developing awnership policy, as recommended ithe

Guidelines (Guideline Il.A.Jthe government should develop and issue an ownershipy bkt defines

t he overall objectives of state ownership, the st
will implement its ownership polioy.

68. An ownership policy has a number of advantages:

1 It helps gvernments to avoid the usual pitfalls of passive ownership and excessive
interference, which often foll owltif$oftenthe mul t i
multiple and contradictory objectives of state ownership that lead to eithverapassive
conduct of ownership functions, or converse
matters or deci sions which should be | eft
(Annotations, p. 23).

1 The ownership policyalsoserves as an &fttive 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 predictiband long term owner

69. Based on thegeneral objectives that are formulated in the ownership policy, it is useful to
identify morespecific targets for the ownership entity This step should aim #to p er &ihgd o h h ki
objectives formulated in the ownership poli®ping this also allows communication and evaluation of the
owner ship ent,ad calddfor m Suidelme |IEA né ownership entity should report on its
performance in exercising state wership and in achieving the state objectives in this regard
(Annotations p. 27).

70. In fully owned companies, the state should alebne and review the company mandateThis
mandate is intended to be valid oveloag periodof time and updated only in the event of fundamental
change of the companyds overall mi ssi on.

71. Basedon theiroverall mandate, the companies should also be given a setmgfany specific
objectivesand targets These objectives and targets will help at the operational levgbrawibesboard
members withimportantguidance (Guideline VI.A)JASOE boards should carry out their functions of
monitoring of management and strategic guidascdject to tk objectives set by the government and the
ownership entityo.
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72, When the cmpany is not fully statewnedand listed,the task of formulating the mandate,
compaly specific objectives anthrgets differs significay. The process and framework fobjective
setting isdifferent and primarily exercised through participation in the annual meeting. When the Guide
discusesobjective setting at company level, the distinction between different kinds of companies will be
made whenever relevant.

73. 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
regponsibilities that an SOE is required to undertake in terms of public services beyond the generally
acceptednorm do exi st i n many cases. The Guidelines th
t hat such speci al obleidg abtyi olnaswsarcer fArced gualrdtyi onmasnod;
Afdi sclosed to the gener al publ i co; and finally
manner 0 ( Guliidgasbrequieedt lo. Ql)i.sany finansi@ asfistance, including guarame,

received from the state ( Gu i d e | Effective Whpldbentation of these @Bdelines isessential to

ensure a levgblaying field between the state and the private sector. To fulfil these requirements, a specific
work of mapping, i.e. identifyinghesefis peci all obligati ons dionhtegosttoo b e
theseobligations needs to be evaluated, along with their sources of funding.

74. Besides identifying special obligations, another centraltbatinical difficulty is todevelop
relevant performance indicators This is notspecific to SOEs and a lof work and guidance is available

in this regard both for private sector 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.

75. These topics will be 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 in this area. Distinction between partially
and fully-owned SOEs will be made when neeags
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1.2. Developing an ownership policy

76. The ownership policy should be a shbmt highlevel policy document providing clear
statement of the staté everall objectivesas an ownerand summarizing the most iportant elements of
all other documents related to the state overall objectives and stvég@gyis SOEs.Boxes 1 and Pelow
provide examples of how these general objectives have been formulated in different countries.

Box 1. Examples of ownership objectives
I n Sweden, AiThe Governmentds overall objective is ¢

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

I n 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 parameters set by Government, by acting as

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

and societal overall resul t that i's @&4 eowidsiaosn pos sk rbil edi pl
Ownership Policy). What this means in practice is then cl ar
development in value of the shares owned and theirannual di v i d €Statt Shaieteldidgs in Finland, 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 sufficient 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 Crownbés 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-PvenedtEatérprises, 89 Oktaber2@f. f or St a

22



77. In addition to stating the ovetaibjectives, it is useful if the ownership policy aldefines (cf.
box 3 for the Norwegian example):

the mandate given to the ownership entityn exercisimg the state ownership rights;
themain functions fulfilled by the ownership entity(ies)

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

=A = =4 =4

the main principles followed or policies implementedby the ownership entity regarding the
exercise of the ownership rights. Issues covered could include directions oontiveation of

SOE boards, the role of general meetings, the role and functioning of boards, the appointment of
external auditors, the remuneration of management, etc.

78. It is alsouseful for the ownership policytinclude abrief overview of provisions that aim at
ensumng a levelplaying field with the private sector.

79. In order to document the different elements that influence the ownership policy, it could also
provide a summary of the main reference documentshat define or frame 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, defining the respective roles and explaining
the delegation of authority between the Parliament, the government, the ownership entity, the
SOE boards, etc;

1 Nonbinding principles or codes that the governmenttaw&o adhere to, including internationally
recognised standards, 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 aspeatsen$loip supervision.
80. 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 aelerah
credibility of the document.
81 While a long terms document, ttmvnershippolicy shouldneverthelesswhen necessayrpe

reviewed and updatedhis could be considered as reviewing the overall ownership atensimilar to
mandate reviews made for individual SOEs.



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 ) o
THE FRAMEWORK FOR THE STATE'S APPENDIX
ADMINISTRATION OF TS OWNERSHIP 36 T
7.1 The constitutional framework 36
7.2 Companies legislation 37 l:'s
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

82 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 distey
existing existing documents including legal or regulatory texts, official declaration, intef
documents | policies, codes, etaelated to the exercise of ownership rights.
The ownership entityshould also review the effective implementation of the
provisions.
Receiwe The ownership entitycould alsoreceive directions from the government on th
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directions

ownership objectivesThis is particularly the case where there is a chang

from the government or a change in the overall governmental policy.
government
Develp a Based on instructions received from the government and existing retiweunhents
draft the ownership entitgould develop a draft documeifdr discussion, summarizintgpe
document main elements of existing policies or practieeslidentifying potential main elements

to be included in the ownership policy

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

Consultation

The ownership entity shoultbnsultwith all concerned government entitigésd discuss

with all activelythe man elements of the ownership policy
concerned
parties This could be donefor example through a specific Working Group conging
representatives from the ownership entity, the relevant Parliamentary committees
concerned Ministries, the State Audit Instituticglevantregulators, etc.
The objective is to ensure broad understanding and support by all concernedan
general objectives and practices of theestat an owner, and thus on the functions
responsibilities of the ownership entity.
Consult It could be fruitful to consult even broadlywith selectedboard membersand
broadly management of SOEand een to integrate them into the Working Group.
In the same vein, representatives from the private sector, including investors and
service providers, as well as representatives from the trade unions could be ir
early in the consultation procesghis would ncrease the level of acceptarmfethis
ownership policy by key stakeholders and 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 tte political level it is important as it is
demonstrate | further developedto get and demonstrate higHevel political approval. This is
high level especially thecasewhen noclear instrugons fromthe government had been receiy
political prior to the development of the draft ownership policy.
approval
Clear and higHevel political approval will reinforce the credibilitpf the state
ownership policy and position tlstate as a predictable owner.
This high-level political approval could be provided through an introduction or fore
signed by the Minister in charge of state ownership or the Prime Mimstether way
is to organise a high | evel politic
participation of appropriate ministefigiviting all relevant stakeholders including mar
participantsandensuringadequate press coverage
Endorsement | To make the ownership policy even more credible, it could alseru®rsel by
by relevant




public servants

relevant public servants particularlythe ones working for the ownership entity.

of ficial endorsement by civil servan
the talko, thus in implementing effe
Public Another key aspect of the ownership policy isptslic disclosure Thi& ownershig
disclosure policy and associated company objectives should be public documents accessib
general public and widely circulated amongst the relevant ministries, agerss
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 needdtpt its ownership

keeping core
elements stable

policy on a regular basis.

However, the main elements should be as stable as possibletasubjeat to frequen
changes. The objective is to give a clear picture of the behaviour of the state
owner, and one important aspect of this is to make it perceived as a predictable
Co n s e g uthe staté shauld strive to be consistentsnownership policy and avoi
modi fying the overAnholatioo p23gcti ves t oo
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1.3 Setting specific targets for the ownership entity

83. Targets for the ownership entity should consist of a limitechber of objectives that will allow
assessing its performance in executing the statebo
84. These targets have to be agreed by the ownership entity and the entities or institutions it reports

to. The process for formulating themay vary depending on the institutional setting and the organization

of the ownership function. For example, the ownership entity might propose a series of targets for approval
either by the relevant Parliamentary committ@ethe relevant Ministry. Regardless of the exact process it

is essential that all institutions that have aeayostt n eval uating the owner shi
should somehow be included in discussing its objectxeante This may include thedliament, relevant
Ministries, state audit agencies, etc.

85. Targets couldbe both quantdat i ve and qualitative. An i mport e
work is process drivenand dependent on the quality bétrelationship it manages to establish with SOEs

and their boards. Qualitative targets could therefore relate to their ability to retrieve and process adequate
and timely information and feedback on SOE performance. Other targets could cover the §&iE o
boards and the ownership entityds performance in
could also be held accountable for the effective implementation by SOEs of specific governance
instruments or codes, etc. (cf box 4).

Box 4.l mpl ementation of the fAiCharter on relationships b

The ownership entity in France, the APE ( Ag e harter ond
relationships between SOEsand t he state sharehol dero. The APE f ol
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.

86. 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 identifglzer

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

ratio andsustainablelividend levels.

87. In order to make sure thé#te indicators actuallyeflect the performance of the ownership entity

rather than the SOE performance and the economic and business envirohnenimportant that
appropriate benchmarking with market performance is provided.
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Box 5. Specific indicators to assess performance of state ownership in France

Objective 1: Ensure the increase in State sharesd v

'  Indicator 1: Operational profitability of capital (operational result / assets)
' Indicator 2: Financial profitability (net result / equity)

 Indicator 3: Operational margin (operational results / turnover)
 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

I Indicator 1: Decrease in debt and interest charges of entities in public administration except the state
Indicator 2: Decrease in debt and interest charges of the State

88.

Another useful target is the combd value of the state SOE portfolio, which is usedain

growing number of countries. Changes inthtue of the state portfolicould be reported and commented
on in an annual report. When defining value targets therseaezaloptions

T

An aggregatainique target to increase the value of the total state portfoliof 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 someeinthiémitations(cf.

box 6) The overall increase in value might be highly dependent on the performance of a single
company and heavily influenced by factors other than the performance of the ownership entity.

Subtargets for the most important SOEs irdiéidn to an overall portfolio targef he objective
would be to achieve at least a portion of thesetatgets, with appropriate weight in place to

reflect the significance of the different SOEs in the overall state portfolio.

Box 6. Case Study: Pros and Cons of a unique target for the ownership entity in the UK

The advantages of a unique target

The Shareholder Executive agreed on a specific and quantified objective to increase the value of six main
businessesinthegover nment's portfolio, represent i ngToih@edse by £1
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 objectiveso  ( a ) .

This quantitative and clear cut objective allows improved communication about meaningful targets. It is also
considered as an i mportant feducational 06 tool t o  halsg
instrument al in making SOEs and t he gen &hetalgetwillihelp émbedtha
concept of managing the businesses 4§ of(fafveal Bidee dunt 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 ofthe t ar get with the Executiveds own perfor man
government. Furthermore, the earnings of these target businesses can potentially be volatile and the performance of a

28



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 i suitably weighted towards the larger businesses to avoid a loss of focus on overall value. 0

Critics of the unique target by the Committee of Public Accounts

fi T htarget of increasing the value of six of its 27 businesses by £ | billion is not an adequate test of the

Executiveds effectiveness. One or two | arge business
whether the Executive meets its target, regardl ess of the Executiveds u
management regime needs to include wider measures that are based on the results of individual businesses,
alongside an aggregated portfolio-l evel target . 0O

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

89. Whenusingvalue as a targethe economic value added conc@pVA) could be a useful tool for
calculatingthe change invalue of the state podfio. Economic value addeid an absolute measure that
allows accounting for the cost of capital and riBkis gives a gotbidea ofthe scale of value creation. It is
well-established, widely used and applicable to a wide range of industries consigtentigx 34 in
section 2.3

0. Whatever the targets chosen, they will always mgmeimperfectly the real performance of the
ownership entity. When discussing targets, the ownership entities and other institutions involved should
thus strive to focus on their relevance, ensuring that they have a close link with the overall objective o
state ownership, and building them so that they effectively reflect the performance of the ownership entity,
with due consideration for market and business environment.

91 The following table presents the maingstén 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 overajedives of the
ownership entity in exercising t
ownership policy.

If such objective is value creation, one obvious target is the increase
value of the state portfolicor a series of specific incrgas in the values ¢
each or main SOEs. Other potential targets at the aggregate portfolio le
usual financial indicators such as profitability, indebtedness, divi
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 orientednd not too heavily procebasd.

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

Checking
characteristics

t

Selecting meaningful targetto reflect the global performance of t
ownership entity is compke involving multiplechallenges

In addition to reflecting the performancé the ownership entitytargets
should have the following characteristics:

1 be specific enoughndtime bound;

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

1 be at the ame time realistic and challenging, in order to pla
positiveincentivémotivational role

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

Having looked at all the potential targets under thdiferent perspectives
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 fa complex
organization such ashasiness corporatiosOEscould have a more comple
set of objectivesjnvolving commercial as well as policgnes including
public services and other special obligations as discussed in sectio
Moreover, the state as an ownemay has also mother complex set of
objectives, and setting targets at the portfolio level might esfasicific
sizdaggregatioreffects.

Having multiple targets might give a more complete perspective of
performance of thetate as an owneHowever,having alimited number of
well-selected overall targetaill be easier to communicate and reportaoml
may be useful in enhancing strategic foclisere is a balance to be fou
between completeness and focus.

Consider aggregdion
challenges

Besides the difficulties in selecting meaningful indicators, there are a
number of more technical difficulties in computing aggregate indicators fc
overall state portfolio, which tesdo be well diversified.

Attentionshouldals be brought to the weig
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results might have on the overall performance of the state portfolio.

Test targets on past
performance

Before agreeing on a final set of targets, it could be useful to test them ¢
performane and check if their achievement would have appropri
reflected performance based on similar objectives.

Discuss targets
internally and
externally

To be effective in terms of motivation, targets have to be adhered to
consdered to be relevantnd fair. It could therefore be useful to discus|
widely the set of targets internally to the ownership entity in order to figur
more realistically the i mpacts t
motivation and behavior.

In the same veinit could also be useful to discuss potential targets fot
ownership entity with SOEsO® rdaearly
the impact theynight alsohave at SOHBevel.

Agree on targetswith
government andother
relevant institutions

It is dso necessary to agree ¢ime ownership entiys t ar get §
institutions to which the ownership reports or which will be involved one
or the other in assessing its performan€his might include supervisin
ministries, the government, theleeant Parliamentary committees and
state audit institution.

This agreement on targets might be instrumental in ensuring that targ
cover all the important di mensi o
are set at an appropriate level. This antedialogue will alsoensure a morst
smooth review of performancex postand align expectations regarding f
ownership entityds performance.

Final targets shouldbe clearly and formally agreed between the owner
entity and the governmentlt might also be advisable that releve
Parliamentary commissions clearly adhere to the agreed upon set of targ
the ownership entity.

Disclose overall targets

The overall targets of the ownership entities, as agreed with the goverr
should be clearlydisclosed. This will include a clear indication on {
ownership website, a reference to the initial targets in the aggregate f
andregularcommunication during the year by the ownership entity.
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1.4. Defining and reviewing SOE mandates

92 SOE mandates are simple and brief descriptions of theldngh objectives 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, the state might not be in a position to for
fulfill missions. It might give some direction but as a significahareholder and through the usual
mechani sms of sThiasessiorothus conesrmostly fullr@avaed SOEs.

93. 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 innovation (cf. box
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 often clearly show a mix of commercial and policy
objectives.

94. These mandates or missions amdids over a long periodal are upated only in case of
fundamental change of mission.

95, Defining clearly the mandate of eatully-owned) SOE is necessary to build up appropriate
accountability, to define and limit the scope of publioviees or other speciabbligationsand as a basis
for discussing more specific targets for the comp

96. These mandates and overall objectives should be disclosed, as asked for in the Guideline V.E.1.
RSOEs should disclose materi al information on al/l
Governance and in addition focus on areas of significant concern for the state as an owner and the general
public. Examples of such information includke clear statement to the public of the company objectives

and their fulfillmend .

Box 7. Examples of mandates or overall objectives for similar SOEs (Post) in different OECD countries

Canada Post Corporation / Canada. Mandat e: To operat e Can ad-austaining lasig
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 parameterseffect i vel y admi ni ster the Stateods
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)
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97. 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
mandate

Based on these legal cdanents, the ownership entity could work outappropriate
formulation or redefinition offully-ownedSOEsd mandate. The SOEs themselvesay
provide the ownership entity with drafté their mandatesgespecially when the area
largenumber ofsmall SOEs. It shouldhoweverremainthe prerogativeof the ownershig
entity to establishthe final mandateand ensurethat they aren line with state overal
objectives.

Regardless of the process, ttmandate clarification or formulation shouilaclude an
appropriate discussion with the SOE Clarid should beliscussedy the SOE board t
ensure a comaon understanding

Drafting a
statement of
priorities

SOE mandates should also give some clear @tidic of how to articulate the tradaffs
between commercial and policy objectives.

To do so, ownership entities coddafti st at e me nt so(eramplepof Gaoada
box 8). These documents serve, for aefixperiod, to clarify the SOE mandagad
potential conflicts on objectives, to orin the SOE oroverall government strategi
priorities andensure their implementation #te individual SOE level. They could be
instrumental in ensuringuutual understanding between the ownership entity and the
board ora setof high-level expectationsTheyshould also provide the framework for t
development of more specific corporate plans.

Public
disclosure

SOE boad mandates should hmublicly disclosed They should be posted on t
i ndividual SOEsd® websites and cl ear|l \
integrated in the ownership entityos
session reporting on large individual SOEs.

More specific documents such as ASt
between the ownership entitynéh the board chair may remain undisclosed in ¢
involving commerciallysensitive information.

Regular
review

Mandates or broad objectives for each SOE will need toebiwed regularly to
maintain their relevance and consistency with the overall framework and eco
environment. Boards and the Parliament should ensure that SOE mandates ¢
re evant to the g¢gove (examgenotall ®rGpidelinesinyCanadz
box9).

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

1 some might be done internally, iley the SOE and the ownership entityth




limited public input;

9 others could be conducted by independent paagisointed by the ownersh
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 advantagg@ terms of deptland openness to public debaael related costs.

It is nevertheless necessary to ensure that these mandate reviews happen periodi
systematically to maintain thevisawadthe
corporati onosmemterand ntgh e ngd weornn ment 6

Consultation | Mandate reviewshould be carried out by the ownership entity togethdr high level
with officials from the SOE concerned. They shoaldo review whether the SOE is dgr
stakeholders | what it is supposed to do andhether it needs to have new or changed objectives.
concerned
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 wittstakeholders comerned,
including the Parliament. Mandate reviews should be done in a transparent man
their results reported to all concerned patrties.

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 s agenda. To that end, the Minister of 1Int
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 Governmentds inte
ASecuring Canadads Place iin 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 wi || 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
howEDCcancontribut e to this agenda. As well, the business s
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)
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Box 9. Description of a mandate review

Inits 2000 Report, the Auditor General of Canada not
mandatory and systematic mandate reviews. Other carried out such reviews on a generally ad hoc basis, and many
reviews did not engage the TreasuryBoar d, t he responsible minister, and P

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

In its 2005 review of progress made rporations thah undergb mandatg ¢
reviews are stild@l the exception, and the revi ewsGuadines
have been developed.

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

98. The Gui del i neissomecasesyIOExzaee eotpd ta fulfill Bpecial responsibilities

and obligations for social and public policy purrg
for commercial activitie8 ( Annot at i ons ¥ dhededelines eequire.th@se obligations 2 0 )

to be mandated by laws or regulatioasd disclosed to the generplublic. The related costshouldbe

covered in a transparent manraard fiany financial assistance, including guarantee, received from the

stated should be disclosedThe Gui del i nesd® annotations also mei
fistructured in a way that avoids market distortitn

99. It is important to clearly indentifypublic services and other special obligati@ssthg usually
have a significant i mpact on S Odpecidl oigatofsmighnzen c e . |
high and they are often hidden or at least not easily identifisbles c | osi ng @ s skoold al ob
also increasetranspaency concening variousrisk factors thatthe SOEmay face ldentifying clearly
Aispeci al obligationso, costing them adequately a

public debate about their relevance, budgetary implications as well as distribatineatjuences.

100 This identification and costing of Aspeci al (
requires time, method, and a good deal of discussions and negotiations between the owneyshiye entit

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.

101 A preliminary exercise for the state as an owisdp agree on a definition of what constitutes a
Afispeci al obligationo. T h e spexial eesppnsililitiels dnel ebligatipns foh e G
soci al and public policy purposesé (that) may go
activitieso ) mi ght need further el aboration to be oper
environment.

102 The ownership entity should then ask SOEs to
agreed definition.

103 SOEs should then provide information on the a
on a consistent methodology. It is necessary to develop a consistent approach to casting thes pe c i a
obligationso, as it wi || reduce i nconsi stenci e

benchmarking easier.

104 This mapping exercise isecessary tadentify existing special obligations. On thimsisit is

possible to havan informed discussion firstly between the Parliament and the ownership entity on the
relevance of these fAspeci al obligationso, second
performance objectivedt is impotant to decide ifthe targeted objectives are still relevalttis then

10 These fdAspecial obligationso often include fAservic

Commission n its AWhite Paper on Services of General (.

1 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 public service. 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 teaduate the compensation are stated transparently, objectively and

priori, compensation is not excesswis-a-vis related costs, taking into consideration related receipts and
ireasonable benefito, and based oandadeguately emuippddy s i s
enterpriseoo.
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necessary to take a step back and consider for each of these special obligations whether or not the objective
could be achieved through other mechanisraging less impact in terms aharkd distortion or SOE
efficiency, such addirect subsidiesprocuremerg or regulatoryprovisions. Discussion on funding
mechanisms for these special obligations (as described below) could also lead to less distortive
mechanisms

105 I n parall el to disclosing fdspeci al obligatio
disclosureoffany fi nanci al assistance, including guaran
Dealing both with special olglations and special benefits or financial assistas@ssential to ensure a

il eywledyi ng fi el do wtiistalso irfelred bywo dther&uidelines, emantelp Guideline

I.C, dealing with application of laws, and I.F, dealing with acte$mance. This may be done through the
devel opment and i mplementation of a fAcompetitive

106. However, each step gives rise to some complex issues anaffside

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

1 not to be undertaken on the basis of afyjucommercial decision;
i to achieve 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 cadey-case basis. They relate for example to the following questig

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 conpanies in an industry or to all SOEs, or general regulz
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 dcision of a good corporate citiZefihe
answer is not necessarily cleart. For example, special obligations will 1
necessarily include all lossaking products or servicespmwould it generally
include corporate sponsorships or philanthrofli.can result from appropriatg
commercial decisions, based for example on marketing consideratio
capacity utilization rationales.

1 What constitutes an effective social or policy objective? This could ing
requirements aimed at fulfilling vertical equityjectives (such as targetir

12 This section draws heavily from the Australian for
particularly ACommunity Service Obligations, Some
AiConmmuty Service Obligations: Policies and Practic

February 1997.
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specific disadvantaged groups) or horizontal equity objectives (such as un
provision of services).

ASpeci al obligationso wild.l thus typi
a service at an affordable onified price below their effective cost, to grant spec
price concessions to targeted groups for redistribution purposes, or to use specifi
with constraints or conditions not applying to private sector firms.

Mapping
existing
ispeci

obligatio n s

Based on the agreed upon definition, the ownership entity should, in cooperatig
SOEs, map existing fispecial obligati
SOEs on what constitute their A sspriegan
effective discussion on their objectives and performatafe the Public Service
Agreemersin Italy, box11).

This is not a straightforward exercise and will in many cases require discy
including with stakeholders. Some activities undextaky SOEs might be consider|

as fAspeci al obligationsd whereas the
The ownership entity might announce a timetable to complete the identificatio
review of Aspeci al 0 britivie doa alli connesned, parties

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 suksions and assesses which proposal wi
accepted, i . e. ful fil al | required c
includes discussion with other concerned portfolio ministers. These latter might tg
opportunity to evaluate theisting arrangements and review the specification and s

of these fAspecial obligationso. The
these fAspeci al obligationso are stil
to discontinuee me fAspeci al obligationso.

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 clesis lfar the mapping exercise.

Evaluate costs
of fAsp
obligat

Measuring the cost of fAspeci al oblig
is trying to evaluate the opportunit
obligat i onso. A commonly recommended

approximation of mar gcihniaelv acbolset baenndc)han

The ownership entity shoul d ask ea
obl i gat i o nwhith meihoddhas beert Lsed gnd providing enough inform
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 bsis. Difficulties are linked especially to capacity levels with estimations bei
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
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infrastructure industries.

In practice tradeffs will have to be made between precision, and time and resd
used to evaluate these costs. The capacity of the accounting systems to disaggre
information has an impact on the precision and relighaftestimations. The difficulty
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 interpretaGampromises will
most probably vary from one industry to anothed criteria including administratiy
simplicity and efficiency implications will have to be considered. Therefore)
industryby-i ndustry approach to measuring
developed.

Where there are significant difficuds involved, such an exercise need not
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

Review Once exiting special obligations and related costs have been identified, it is nec
existing to do a@sesstheir relevance anckffectivenes, in order to maken explicit political
obligations | decision regarding these special obligations

Such review would first aim aliscussingvhether the objectiveare still relevant.

It should also be assessed if tepecial obligations could be replaced by ot
mechanisms that would achieve the same objectives at a lesser cost, more eff
and/or without having the same impact in terofsmarket distortion and/or SO
efficiency. It could be the case that social objectives, for example, would be ack
more efficently through a direct subsidip the targeted populatiprprocuremen
processes or other regulatgmovisions

Special oblgations must become the result ofigorousprocess and explicit politic
and economic assessmentr at her than a historic |

Decide on The Guidelines recommend a transparent funding of special obligationak® their
funding costs explicit. This allows agffectivemonitoring of SOE performance and an inform
mechanisms | debate about their relevance. They also require that they are funded from th
budget, using mechanisms avoiding market distortions.

Among different funding options, direct funding from the state budget provides the
transparency, makes the costs explicit and avoids distortions. It ensures that relat
are subject to public scrutiny and spreads the costs over all the tax*pdyeatso
creates the possibility fontroducing competition between the SOE and alternat
suppliers.In this case, the fundingcanggoo a fApur chasing m
the additionalservicesthat the SOE would not be able to provide on fully comiaé
terms.From the SOE perspective it turns the service provided from -&omomercial to
a commercial one, with positive incentiveated consequencestof the Ministrd

perspective, it allowsnaking the level of subsidisation needed to obtain cesttietal

13 The deriving increase in taxes makes this option sometimes less attractive politically. The effective

capacity to raise taxes, particularlydifferent state levels in federal countries, might thus have an impact
on the choice of a funding mechanism.



objectives subject to a bidding process.

Anot her common funding opt i dnhseems eqaivaler
to direct funding in terms of financial emdsult, but basically takes the funding out
the budget process, so reduces accountalfditiyer funding options, such as levies
users, cash transfers or voucher systems present different sets of pros &n€iss
subsidies are to be avoided asythieduce transparency and as such might significq
i mpair public scrutiny over the rel-€g
they have negative efficiency effects and encouragepamkting practices. They a
only sustainable in a monopgolor norcompetitive environment and so act as
impediment to competitive industry reform.

I'n order to encourage more efficien
mi ght be given to funding them aealcdsts
structures. Whenever possible, best practice cost levels should be established [
industry and/or international benchmarks.

I n order to administer this direct f
might be developed whdrg the government specifies clearly the nature and exte
Afspeci al obligationso, t he indicato
mechanisms applied in compensating SOEs for related costs.

Monitoring It is important forhe st ate as an owner , as | @
Aspecijobligationso and compensate them for
obligat
This could be done through the overall process for setting objectives and reviev
SOE performancec{. following sessions)A specific review couldalso be carried ou
separately. Other concerned department and stakeholders might be involved
monitoring process.
In case the funding is provided t hrib
removes the monitoring of the delivery ifs pe ci al foolnlIthe gvenérshig
entity thatwould have no particular interest or expertise in such mattehe conerned
ministry.
Disclose In parallel with disclosing and funding transparently special obligations, it is
special benefits| necessary that any financial assistance from the state to S@Hy idisclosed. This
or financial double disclogrewill allow aninformed discussion on objectives. It is also necessal
assistance | order topromotea levelplaying fieldwith the private sector

14

used

15 cf .

i.e. explicitly identifying the cost, but not providing cash funding, and instead acknowledging the lower
rate of return through the perforn@nmonitoring 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 an excess of cash on a yearly basis bezaaststlare largely book costs
related to the depreciation of fixed assets for which investment is lumpy. In this case excess cash flow is
to fund the fAspecial obligationsodo instead

iService Obilnigtaitd manls,, cSosrtei ngefand fundi ng

Commission, Chapter 6.
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Box 10. Definition of Community Service Obligations in Australia

i A C o ntyrGemvice Obligation arises 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: fACommunity Service Obligations, Some definitional,

Box 11. Public Services Agreements in ltaly

Speci al obligations for SOEs providing services of
Agreemento (AContratto di progr amma 0 hit Mmistrg, ineadcordagce with e
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.

Box 12. Methods for measuring the cost of "social obligations”

There are four main methods to evaluate costs of fi's

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 mat en exist between
average and marginal costs in the case of infrastructure industries. It is appropriate when the cost functions approach
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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 cost s inferred by the f
o bl i g aAvoidablescasts increase with the size of the incremental level of output to be considered, as more capital
costs mightthus be considered as favoidabl eo. A di s-tumn and lborig-oun

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 A
Sources: ACommunity Service Obligations, Some definitio
Commission.

Box 13. Competitive Neutrality in Australia

In Australia, the concept of competitive neutrality seeks to deal with any special benefits as a single concept.
The competitive neutrality principles were established under an agreement between all Australian governments signed
in 1994, called the Competition Principles Agreement, administered by the national Competition Council.

3. (1) The objective of competitive neutrality policy is the elimination of resource allocation distortions arising out
of the public ownership of entities engaged in significant business activities: Government businesses should not enjoy
any net competitive advantage simply as a result of their public sector ownership. These principles only apply to the
business activities of publicly owned entities, not to the non-business, non-profit activities of these entities.

(2) Each Party is free to determine its own agenda for the implementation of competitive neutrality principles.

(3) A Party may seek assistance with the implementation of competitive neutrality principles from the Council.
The Council may provide such assistance in accordance with the Council's work program.

(4) Subject to sub-clause (6), for significant Government business enterprises which are classified as "Public
Trading Enterprises” and "Public Financial Enterprises” under the Government Financial Statistics Classification:

(a) the Parties will, where appropriate, adopt a corporatisation model for these Government business enterprises
(noting that a possible approach to corporatisation is the model developed by the inter-governmental committee
responsible for GTE National Performance Monitoring); and

(b) the Parties will impose on the Government business enterprise: (i) full Commonwealth, State and Territory
taxes or tax equivalent systems; (ii) debt guarantee fees directed towards offsetting the competitive advantages
provided by government guarantees; and (iii) those regulations to which private sector businesses are normally
subject, such as those relating to the protection of the environment, and planning and approval processes, on an
equivalent basis to private sector competitors.

Source: National Competition Council Website: http://www.ncc.gov.au/pdf/PIAg-004.pdf
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