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INTRODUCTION

1. This Guide is intended to facilitate the practical implementatiothefOECD Guidelines on

Corporate Governance of Sta@avned Enterprises 1 KS a{ h9 DdzA RSt Ay Sa¢c¢od L
quality of transparency and accountability, which is the very basis for any sound corporate governance
regime.

The Use and th&cope of this Guide

2. The Guide is primarily directed at ministries and other government branches charged with
assisting national reform efforts. It aims to help evaluate existing practices, identify their stremgths
weaknesses and provide examples of successful practices. Other users of the Guide may include
Parliaments as well as independent evaluators that seek a tool that can help them make a systematic
inventory of the accountability and transparency struetur

3. Like theSOE GuidelindsK SYa St 9Sazx GKS DdzZARS Aa a2dzid2YS
prescriptive in terms of specific provisions it acknowledges therte may bedifferent waysto achieve

the same outcome.dws, regulations and practices may have to be adapted to national circumstances.
Moreover the examples used in the Guide illustrate distinct differences among OECD countries. In some
countries the governance is more or less identical to the governancevaitgly owned commercial

O2YLI yASad LYy 20KSNJ O2dzyiNAS&a GKS 3I208SNYIFyOS Aa
when the plans of the specific SOE are decided or agreed in detail between the owner and the company.
The existence of compigdrs, of minority shareholders, the specific legal status of the SOE concerned, as
well as the way the ownership function is organised within the state administration might all have a non
trivial impact on the way the Guidelines might be implemented. $herg At £ y 204 6S a2y S
Regardless of the means by which ®@E Guidelin@se implemented, it is essential that authorities

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

4 Most of the recommendations made or policy options described in this Guide con@ntym
non-listed SOEs. As soon as SOEs are listedtate will have to exercise its shareholder rights but will
not be more than a significant or controlling shareholddarket mechanisms then apply, as well as

listing regulation. International standds in terms of transparency and accountability do apply in this
case and are sufficient. Users of this Guide are thus invited to consider each time whether the policy
options and practices described apply or not according to the type of SOE concernéistifiogion to

be made between partiallpwned, listed and notisted SOEs will be reminded at several junctures in this
Guide.

5. This Guide covers what can be done by the state as an owner, and mainly by thelwner

entity, to ensure greater transparency and accountability on SOE performance. It does not develop nor go
in-depth into the issue of SOE boards, their nomination, composition, functioning and evaluation.
However, it is clear that SOE boards are firdirie in terms of accountability for SOE performance. This
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primary responsibility is reminded at different juncture in this document, but nothing more specific is said
about how to ensure an effective implementation of the Guidelines in this area, il@owrto ensure

that competent boards are in place and that they effectively perform their functions. As this appears to
be critical and has been underlined in the different consultations held to develop this Guide, more in
depth work on how to implement # Guidelines in the area of SOE boards will have to be considered in
the future.

6. ¢tKA&d DdzARS NBFSNBR G2 (GKS a26ySNBKALI SydGAadGe:s
the Survey of Corporate GovernandeSDEs in OECD countries, i.e. the centralised, the dual and the
decentralised modefs The OECD Guidelines do recommend that the ownership function be clearly

7

ARSYGATASR 6AGKAY GKS &I (itBis haRbefagilkatedibysatigugaica |+ v R
i K

2NRAYIFGAY3 SydAade 2NE Y2NB | LILINE LINR | {GhitleinE 11.0.)
However, the recommendations or good practices identified in this Guide could be implemented in most
cases by centralized ownership digs as well as by decentralized ones. In this latter case, the

G266y SNEKALI SyidAaiteée g2dAd R NBFSNI G2 GKS RAFFSNByY
different ministries. This said, the capacity of the ownership entity to implement tremreendations

given in this Guide will crucially depend on its own capacities in terms of human and financial resources,
which might be logically reinforced in a centralized model.

The Structure of this Guide
7. The @ide covers all relevant accountability and transparency recommendations [B@ie
Guidelines For the purpose of the Guide, these recommendations have been grouped into five broad
areas that also make up the subsequent chapters:

1 Chapter 1Setting objetives

1 Chapter 2Reviewing performance

1 Chapter 3Auditing performance

1 Chapter 4Reporting on performance

1 Chapter 5Disclosure by individual SOEs

8. Each of the chapters addresses a set of related recommenddtiomsthe SOE Guidelinesd
typically includes three main elements:

1 the reference to the relevant sectisof the SOE Guidelingse-stating theirrecommendatiors
and the rationale in terms of transparency and accountaBjlity

f viable policyoptions and a NB I R Y | Ldéactiéafsteps téinight be takerto implement
the SOE Guidelingpointingat typical difficulties, risks and hurdles that may be encountered
during the implementation process;

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

Some topics covered in this Guide relate to different Guidelines. Individual Guideligkesalso be often
closelyrelated to others. The Guide therefore provides in its Annex 1 the list of relevadel@es with
corresponding items and topics to be covered in this Guide.

5
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1 examples that illustrate thariplementation of provisionandcan serve as references and
inspiration to governments that are confronted with similar challenges.

Accountability, Transparency and Good Corporate Governance

9. Enhancing transparency and accountability is carfor improving the corporate governance of
state-owned 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
keptaDO2dzy il 6t S F2NJ GKS 61 & The étate shobldautas ah Bforthed il NB K A LJ
active ownerd Xebisuring that the governance of statevned enterprises is carried out in a transparent

and accountable manner, with the necessary degree dépstmonalism and effectivenes$/gin

Guideline, Chapter II, p. 13).

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

10. Transparency is openness to the public eye. It refers tatheunt, scope, quality, accuracy and
timeliness of information which is accessible to relevant stakeholders. By mitigating information
asymmetry, thus reducing the magnitude and consequences of the priragyesit problem, transparency
increases the cap#éty of outsidersto the company, such as the ownetg,monitor and evaluate the
actions ofboards, managers and otharsiders

11 Importantly, ransparency facilitates the evaluation of instituticansd makes it pssible to hold

them accountable with respect to their mandate and objectid@he most important benefits of

GNF yaLl NByOe NP tAYy1SR 6X0 G2 AdGa AyadNuzySydlf N
and government sectét.

12. 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.

13. Transparency is not an end in itself but a powerful tool to improve accountadmldythe overall
governance regime. It is a necessary but not sufficient condition for accountability. Transparency without
accountability is maningless and accountabilitgquirestransparency.

14. To ensure that the state as an owner is accountable, it is thus not sufficient that individual SOEs
and the ownership entity are transparent enough regardingrtibbjectives, performances and practices.

It is also necessary that appropriate processes are put in place and effectively implemented to decide on
objectives, review the performance and assess practices, and that rewards and sanctions are applied
accordingly. The general 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 accountalyiliegimeX

15. SOEs have a complex accountability redione& number of reasons

3 OECD, 2003, op. cit. p. 14.
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16.

The accountability chain is complex, including SOE management, boards, auditors, the
ownership entities, the government, the Parliameatsdin finethe general publi¢cf. picture

below).

SOEsnayhave an even more complex set of objectives than private sector corporasions,
there can bea mix of policy and commercial objectives.

SOEsre often subject to both private and publiccter standards.

Moreover, in the case of SOEs, shareholdersusamally noth @2 (i S
satisfactory performande Exit options are limited, and voice could only be expressed through

the complex accountability chain mentioned aleov
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SOEsire often created by movinginisterial department®ut of thegovernmentstructure and

into a more competitivanarketbasedsetting. However,Here is a tradeoff between increased

4

However, when national elections lead to a change in government, this can be compared to some extent

7

to a takeover in the private sector as the ngavernment may impose new priorities on the SOEs.



autonomy and the removal of administrative contrdsitting SOEs outside the realm of government
structure has weakened some accountability mechanisms typical to the public sector. The resulting
F OO02dzy Gl 6Af AlGe@ NB3IANUBingYhe lds hetwedh darkeSandipaibiizl gbvergance.

17. TheSOEshemselves and theivil servantghat arein charge of their supervisidend to operate
underoverlapping regimes of both public and market accountabilityeaccountability regime of SOEs is

I YAE 2F (62 GeLiSa &a 0K IaNa (ONRS| NihysehbhesrasRaASHCRBMNIYIIR Af ySE3
both market and public governance

LYLINR@AY I GNIyaLl NByoe FyR | O02dzyGroAftAadGe A& | 1S
18. Improving transparency and accountability is a key prigdtynprove the corporate governance
of SOEs

T WG IABSa adz ail yigbtSby pravidiigkHe MiSriidasséndikit@theiJ
exercise. The state as a shareholdeeds to collect enough, reliable and timely information on
{h9aQ LISNF2NXIyOS (2 SESNDA&AS Ada NAIKGAOD

9 Itis also a choice remedy for fraud and market manipulation. To refer to an old arknegih
j dz2 Suliglit is said to be the best of disinfectaetsrtric light the most efficient
policemarg®.

9 Itis a prerequisite to and underg@public trust. Thestate as a shareholder needsijtestify its
ownership by clearly defining and disclosing its objectives in holding SOBssdirsportant to
show that political control is being &NIX A & SR | { Firlaly,)a<ea agerbty tAdigkneral
public, the statehas also to report on its own performance as an owner, oftarthe
Parliament.

19. To ensure that thetate is a professional, accountable and consistent owner, a coherent
accountability regime hathus to be developed. It will necessary incluatenplementary and sometimes
overlapping elements of both public and market governanidas complex accountaltyliregime, whose
different elementsmight sometimes reinforce or be in tension with each other, is inevitably impérfect
However, it is often relatively easy to reinforce some of its aspects or specific elements. This might have a
cumulative effect.

X and a good entry point for reforms

20. 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 effectiveiliming support for
further reform:

° CdzNyodzE £ wnnpX ! FNIYSE2N] F2NI Fylfearay3da y-SGisg2N]

17 2005, Victoria University City Campus, Australia.

Louis Brandeis, Supreme Cbiustice of tle United States1933 in the context of the Great Depression

and the turmoil in global financial markets.

! G5SPAAAYT FLIINBLINAFGS | OO02dzyiill oAt AGE aeaitsSvya Aa (K
W[ &3 a! 002dzy (I 0 AX Ry {I2RS LoyKaAideTirdiidh 22/ €4 S ADNI YY I N
School, Research Paper N° 116, p.131.



f tdzidAy3a Ay SOARSYyOS {h9aQ LISNF2NXIyOS YR (KS
only create incentives to better perform for all SOE officials and civil servants involved, but it
will also strengthen puldidemand for further reforms.

1 Inaddition, improving transparency is usually considered as politically more feasible and less
costly than drafting new regulatiénWhile requiring some political leadership, it is not too
costly in terms of resources orgacity. It is thus a good substitute to regulation and the
creation of additional institutions, even though increasing transparency might require in itself
some degree of regulation.

1 Transparency reforms are also suitable for gradual implementation. Mgyt even be made
sustainable and somehow irreversible if crafted in a way to ensure that economic and political
dynamics lead some disclosers to promote improved transpareiroproving transparency
and accountability will thus not only lead to improveerformance but it will create trust in
state ownership and has the potential to trigger further reforms down the road.

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

Cdzy3d ! ®3 DNIKFY ad yR 2SAf 5® 6HnnovI G¢KS t2fA0A
t2f AOASE {daAalGlI Ayl of SKéZ W2KYy C® VYiohWeHngRapgr.OK22f 2 7F
9



1. SETTING OBJECHVE

1.1 Overview

21. Accountability requires benchmarking of performance agaclearly defined objectives. Since
state ownership is often characterized by vagoemplexor contradictory objectives, improvement in

this area is typically the very first step towards better accountability. This chapter provides guidance on
how to foomulate and communicate clear objectives at all relevant levels. It also gives suggestioms

to build upuseful performance indicators for benchmarking performance against these objectives.

22, At the most aggreate level, the government should define its overall objectives and ownership
practices. An effective way of doing this is by developingvamership policy as recommended ithe

Guidelines (Guideline 11.Afhe government should develop and issue anenship policy that defines

GKS 20SNIff 202S00GA0Sa 2F adlidS 26ySNAKALIE GKS ai
will implement its ownership poli€y®

23. An ownership policy has a number of adtages:

1 It helps gvernments to avoid the usual pitfalls of passive ownership and excessive
AYUOSNFSNBYOSs gKAOK 2F0Sy T2t 2gltisokdRtfie Ydzf A L
multiple and contradictory objectives of state ownership that leadither a very passive
O2yRdzOlG 2F 26y SNEKAL) FdzyOlA2yasz 2N O2y @SNAEST
YIFGGSNERE 2N RSOAaAz2ya 6KAOK akKz2dZ R 6S tSTia 1+
(Annotations, p. 23).

1 The ownership policplsoserves as an effective tool for public communication and provides
companidd . G KS YIFIN] SO FYyR GKS 3ISYySNIft Lzt A0 Al
objectives as an owner ant$ long term commitments. It thulselps the state to clearly
position itself as predictable and long term owner

24, Based on th@eneral objectives that are formulated in the ownership policy, it is useful to
identify morespecifictargets for the ownership entity This step should aim &t 2 talfonalising G K S
objectives formulated in the ownership polidyoing this also allows communication and evaluation of
0KS 26y SNEKAL S ¢sicalléddoRia GuidSimneitE NeYoWwnérShip entity should report on
its performance in exercigj state ownership and in achieving the state objectives in this regard
(Annotations p. 27).

25. In fully owned companies, the state should adsfine and review the company mandat& his
mandate is intended to bealid over a long periodf time and updated only in the event of fundamental
OKIy3aS 2F (KS O2YLIlyeQa 20SNIff YAaarAzyo

26. Based on their overall mandate, the companies should also be given acsghpény specific
objectivesand targets These objectives and targets will help at the operational levelpgodidesboard
members withimportant guidance (Guideline VI.AlSOE boards should carry out their functions of



monitoring of management and strategic guidansdyject to the objectives set by the government and
0KS 26ySNBRKAL SydAadeéo

27. When the conpany is not fully statewned and listedthe task of formulating the mandate,
compary specific objectives andrgets differssignificantly. ie process and framework fobjective

setting isdifferent and primarily exercised through participation in the annual meeting. When the Guide
discusssobijective setting at company level, the distinction between different kinds of conapaill be
made whenever relevant.

28. When formulating company specific objectives, it is essential to cliekmhyify any public

services and othespecial obligationst KS DdzA RSt Ay Sa ot@iendand 1 S G KI G & dzC
responsibilities that an SOE is required to undertake in terms of public services beyond the generally
acceptednorra R2 SEA&G Ay Ylye OFrasSao ¢KS DdARStAySa
FANRGE @ GKIG adzOK I NEISONH fy R2 aifSRIIOEBA & al RN NBISZA |
GRAAOf2aSR (2 GKS 3ISYSNIf LldzotAO0éT YR FAyLtfe
YI'YYSNE ODUzZfRBI NV St BOHOEODG Aa | faz2 ¢id@Imadnge (2 R
Jdzt N yiGSST NBOSAGSR T NIEfectiiekniplerariation &f thesé GuitdliieSis A y S +
essential to ensure a levplaying field between the state and the private sector. To fulfil these

requirements, a specific wodd mapping, i.e. identifying treed & LISOA I f 206f A3l GA2Yyaé¢ K
In addtion, the cost of thes@bligations needs to be evaluated, along with their sources of funding.

29. Besides identifying special obligats, another central but technical difficulty isdevelop

relevant performance indicatorsThis is not specific to SOEs and a lot of work and guidance is available in
this regard both for private sector companies and for the public sector in generlihis/d the core of

defining SOE objectives, some useful guidance might be provided and this topic will be covered in a
specific session.

30. These topics will be covered in the following pages. For each topigrgpgdvill 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 fullyowned SOEwill be made when necessary.

11



1.2. Developing an ownership policy

31 The ownership policy should be a short but higiel policy document providing clear

statement of the stat€) @verall objectivesas an owner It should be a single document summarizing the
most important elements of all other relevant documents related to the state overall objectives and
strategyvis-a-visSOEsBoxes 1 and 2 below 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 ¢

In France, the dawercahnltrobjue et it we ai Pefiter valorisati
sur les Lois de Finance (LOLF), 2006, p. 131.).

I n the UK, the overall objective of the Sharehol der
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: A The St ate seeks to

and societal overall result that is as good as poss
Ownership Policy). What this means in practice ithse t
devel opment in value of the shares owned and their
p.4).

In Norway, firhe 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

9 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 Crownébés preference that maj daothérdemanssfaneapital acroasr €
the Crown by incorporating SOE requests for equity for significant investments into the normal budget
process.

Source: CCMAU, fAOwner 6s Ex-PpwnedtEatérprises, 89 Oktaber2@?. f or St a




32 Such overall objectives for the state as an owner could also be defined at a sector level, for the
main major industries in which the state holds shares in SOEs.

33. In addition to statinglte overall objectives, it is useful if the ownership policy also defines (cf. box
3 for the Norwegian example):

1 the mandate given to the ownership entitin exercisig the state ownership rights;
1 the main functionsfulfilled by the ownership entity(ies)
9 the organisation of the ownership functiomvithin the state adninistration and its evolution;

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

34. It could be useful for the ownerghipolicy to also include a declaration by the state regarding its
commitment to ensure a levedlaying field with the private sector. Such declaration would sustain the
LINA Gl 6S aSOi2Nna O2yFARSyOSo

35. In order to dewument the different elements that influence the ownership policy, it could also
provide asummary of the main reference documentbat define or frame the exercise of ownership
rights by the state. Examples of such useful references include:

1  Specific proisions 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 chiger
entity, the SOE boards, etc;

1 Nontbinding principles or codes that the government wants to adhere to, including
internationally recognised standards, such as the OECD Guidelines and the OECD Principles;

1 Alist of all the statutory laws dealing withesgfic SOEs;

9 Focused guidelines adopted by the ownership entity on specific aspects of ownership
supervision.

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

37. While a long terms document, ttmwvnershippolicy shoulcheverthelessywhen necessarybe

reviewed and updatedThis could be considered as reviewing the overall ownership mandate, similar to
mandate reviews made for individual SOEs.

13



Box 3. Example of the Content of an Ownership Policy in Norway
s 4l B
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 N
. REMUNERATION OF LEADING PERSONNEL 32
@m 3
THE STATE'S EXPECTATIONS @D
OF THE COMPANIES 7 THE DIVISION OF ROLES -
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 T
b
THE FRAMEWORK FOR THE STATE'S APPENDIX
ADMINISTRATION OF TS OWNERSHIP 36 -
7.1 The constitutional framework 36
7.2 Companies legislation 37 l::
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
&, |
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Source : The Government's Ownership Policy, Norwegian Ministry of Trade and Industry, 2006

38. The following table presents the main steps in developing an ownership policy:

Main steps Brief description

In order to develop an ownership policy, the ownership entity could $ustey
existing documentsincluding legal or regulatory texts, official Qeclaration, jnterpal
L2f AOASasE O2RSaz SGOXNBfIFGSR G2 GKS

Survey existing
documents

The ownerslp entity should also review the effective implementation of these
documents, be they laws, regulations, declarations or any kind of policies. The
26y SNAKALI L2t AOe aK2dzZ R 0S o0lFaSR 2y
0221a¢o




Receive
directionsfrom
the
government

The ownership entity could alseceive directiondrom the government on the
ownership objectives. This is particularly the case where there is a change in
government or a change in the overall governmental policy.

Develop a draft
document

Based on instructions received from the government and existing relevant docum
the ownership entity could develop a draft document for discussion, summarizing
main elements of existing policies or practices aiwhtifying potential main elenents
to be included in the ownership policy

This draft document should also allow identification of areas where there are som
contradictions among existing documents, or where there is a need for clarificatio
terms of specific objectives.

Consultdaion
with all
concerned
parties

The ownership entity should consult with all concerned government entities and
discuss actively the main elements of the ownership policy.

This could be done, for example, through a specific Working Group comprising
representatives from the ownership entity, the relevant Parliamentary committees,
other concerned Ministries, the State Audit Institution, relevant regulators, etc.

The objective is to ensure broad understanding and support by all concerned entit
on general bjectives and practices of the state as an owner, and thus on the funct
and responsibilities of the ownership entity.

Consult
broadly

It could be fruitful toconsulteven broadly with selected board members and
management of SOES, and even to intégithem into the Working Group.

In the same vein, representatives from the private sector, including investors and
market service providers, as well as representatives from the trade unions could b
included early in the consultation process. This wontddase the level of acceptance
of this ownership policy by key stakeholders and market participants.

More generally, making appropriate use of public consultation will be instrumental
testing the market and political reaction.

Obtain and
demonstrate
high level
political
approval

If the ownership policy was not initiated at the political level, it is important as it is
further developed taget and demonstrate highevel political approval This is
especially the case when no clear instructions fromgheernment had been receive(
prior to the development of the draft ownership policy.

Clear and highevel political approval will reinforce the credibility of the state
ownership policy and position the state as a predictable owner.

This higHevel poltical approval could be provided through an introduction or
foreword signed by the Minister in charge of state ownership or the Prime Ministe
l'y20KSNJ gl & A& G2 2NHlIyAaS | KAIK S
with the participationof appropriate ministers, inviting all relevant stakeholders
including market participants and ensuring adequate press coverage.

Endorsement

To make the ownership policy even more credible, it could alsendersed by
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by relevant
public servants

relevant public servants particularly the ones working for the ownership entity.

hFFAOAIT SYyR2NASYSyl o0& OAGAf &aSNDLYy
GKS GFrfléesx (GKdza Ay AYLX SYSylAy3a STTFS
Public Another key aspect of the ownership policy isptsblic disclosure@ Thé& ownership
disclosure policy and associated company objectives should be public documents accessiblg
general public and widely circulated amongst the relevant ministries, agencies, S(
boards,management, and the legislatie 6 DdzA RSt Ay Sa ! yy2il
To ensure large public 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;
T included in theAggregate Annual Reports, at least for its most important
elements;
1 printed copies should also be sent to all relevant government organs, SO
boards and management as well as market participants.
Adapt if SOEs are fawy continuing changes in their economic, market and in some cases
needed, political environment. The state as an owner will thus needdaptits ownership
keeping core | policy on a regular basis.
elements
stable However, the main elements should be as stable as possible and not subject to

frequent changes. The objective is to give a clear picture of the behaviour of the s
as an owner, and one important aspect of this is to make it perceived as a predict
26y SN |/ 2 ytieSthtezBolld $triveto bie consistent in its ownergploicy

YR I @2AR Y2RAFTEAYy3 (KAmMmBaGoB BRIt 202S




1.3. Setting specific targets for the ownership entity

39. Targets for the ownership entity should consist of a limited number dativies that will allow
FaaSaaAry3a Ada LISNF2NXYIFYyOS Ay SESOdziAy3a GKS adl dSc

40. These targets have to be agreed by the ownership entity and the entities or institutions it reports

to. The process fdiormulating them may 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 committee, or the raleMinistry. Regardless

of the exact process it is essential that all institutions that have &sg@pstin evaluating the ownership
SyiArideQa LISNF2NXYIFyOS akKzdzZ R &2 Y Sdange ThisSnajintliGde dzZRS R A
the Parliament, reevant Ministries, state audit agencies, etc.

41.  Targets coulbeboth quantit- G A @S Yy R ljdzt t A4 GAGS® 1y AYLR2NII
work isprocess drivepnand dependent on the quality of the relatioripht 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
quality of SOE boardsy R (1 KS 246y SNAKALI SyidAdeQa LISNF2NXIyOS A
ownership entity could also be held accountable for the effective implementation by SOEs of specific
governance instruments or codes, etc. (cf box 4).

Box4.l mpl ement ation of the fACharter on relationships b

The ownership entity in France, the APE ( AChaterore des
relationships between SOEs andthestate s har ehol dero. The APE foll ows eac
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 rise to percentages ol
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.

42, 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 identityneber

of different indicatorswhich will be computed for the overall state portfolio or a significant portion of
the portfolio (for example the publicly trade8OEs if theseepresent the bulk of SOEs in terms of value).
Theseindicators wouldnclude financial indicators, such as operational and financial profitatulétyt-

ratio andsustainablalividend levels.

43. In order to make wre thatthe indicators actuallyeflect the performance of the ownership entity

rather than the SOE performance and the economic and business environitneninportant 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

 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)

 Indicator 2: Level of fees and commissions paid to advisers

Objective 3: Contribute to the decrease in state debt

9 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

44, Another useful target is the combined valuetioé state SOE portfolio, which is usedaigrowing
number of countries. Changes in thalue of the state portfoli@ould be reported and commented on in
an annual report. When defining value targets there segeraloptions:

1 An aggregatenigue targetto increase the value of the total state portfolio, or of a significant
portion of it by a certain percent over a specified time. This option is appealing in terms of
simplicity and as an efficient communication tool. However, it has some inherent lioms4tf.
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.

1 Subtargets for the most important SOEs in addition tocaerall portfolio target. The objective
would be to achieve at least a portion of these galgets, 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
businesses in the governmentspor t f ol i o, representing 76% ddincteaselyEl s a
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 fieducational o tool to highl
instrumen t a | in making SOEs and the gener al Thetalgétwilhelp embedithe t
concept of managing the businessesof ¢Bhe alixuecumi v d@s gt
brought greater attention to shareholder value within public businesseso .

Critics of the unique target by the National Audit Office

fiGoing forward, however, there are limitations with the target that will need to be addressed. It is difficult to link
the achievement of the targetwitht he Executi vebds own performance in man
government. Furthermore, the earnings of these target businesses can potentially be volatile and the performance of a
single one can have a decisive influence on whether or not the financial target is achieved. Continuing with a single,




portfolio-level target alone is, therefore, inappropriate. 0

The Shareholder Executive should set individual businesses targets alongside with aggregate portfolio-level
targets. These targetsmustt ake i nto account the chall en ghkeexefutivedoudgpe e
required to meet an overall portfolio-level target which could be broken into a series of individual business-level
targetsé The Execut i ve ingpaidddhave o meera certairgpropogtion of treege dusiness-level
targets 1 suitably weighted towards the larger businesses to avoid a loss of focus on overall value. o

Critics of the unique target by the Committee of Public Accounts

i The t arregasirg the Yalud ohsix of its 27 businesses by £ | billion is not an adequate test of the
Executiveds effectiveness. One or two | arge businesse
whether the Executive meets its target, regardlessof t he Executivebds underlying p
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

45, Whenusing value as a taeg} the economic value added concefiiVA) could be a useful tool for
calculatinghe change invalue of the state portilio. Economic value addesl an absolute measure that
allows accounting for the cost of capital and rigkis gives a good ideatbk scale of value creation. It is
well-established, widely used and applicable to a wide range of industries consigt#ntipx 34 in
section 2.4).

46. Whatever the targets chosen, they will always represent impdsfébe 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 of
state owneship, and building them so that they effectively reflect the performance of the ownership
entity, with due consideration for market and business environment.

47. The following table presents the main steps in set8pgcific 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 poten
targets targets which could reflect / correspond to the overall objectivethef
26YSNBKALI SyidAade Ay SESNOAaAay3d i

the ownership policy.

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

More qualitative targets could also be considered, based for example on
processes that the ownership entity puts in place to exercise efficiently its
ownership rights. Targets could cover how effectively the recommended
processes are implemented. The overall set of targets should of course
remain outcome oriented and not toleeavily process based.
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Besides reflecting the overall objectives as described by the ownership €
targets must reflect as far as possible the performance of the ownership
Syirde AdasSt¥ Ay SESNDA&AAY3I (KST
overall targets will also reflect other conditions, such as the performance
SOE management, the overall or sector specific economic or market
environment, etc. In this case, targets should take into account the overa|
market, business and general exonic environment and conditions.

/| KSO1 Ay 3
characteristics

|

Selecting meaningful targets to reflect the global performance of the
ownership entity is complex, involving multiple challenges.

In addition to reflecting the performance of the owneiglentity, targets
should have the following characteristics:

1 be specific enough and time bound;

1 be measurable, possibly at the portfolio level. This will in many ¢
entail some significant aggregation difficulties (cf. below);

1 be at the same time restic and challenging, in order to play a
positive incitative/motivational role.

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

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

Select an appropriate
mix

There is a trad®ff to be made regarding the number of targets. In additiol
to the usual difficulties encountered in specifying targets for a complex
organization such as a business corporation, SOEs are likely to have a n
complex set of objectives, involving commercial as well as policy ones,
including public services and other special obligations as discussed in se
1.5. Moreover, the state aan owner may has also another complex set of
objectives, and setting targets at the portfolio level might entail specific
size/aggregation effects.

Having multiple targets might give a more complete perspective on the
performance of the state as an ownéfowever, having Bmited number of
well-selected overall targetsvill be easier to communicate and report on
and may be useful in enhancing strategic focus. There is a balance to be
found between completeness and focus.

Consider aggregation
challenges

Besides the difficulties in selecting meaningful indicators, there are also &
number of more technical difficulties in computing aggregate indicators fa
the overall state portfolio, which tends to be well diversified.

Attention should also be brought tdné weight that one or several large
{h9aQ NBadzZ Ga YA3IKE KIFI@GS 2y (KS

Test targets on past

Before agreeing on a final set of targets, it could be useful to test them ot




performance

past performance and check ifélr achievement would have appropriately
reflected performance based on similar objectives.

Discuss targets internally
and externally

To be effective in terms of motivation, targets have to be adhered to, thus
considered to be relevant and fair. It coulterefore be useful to discuss
widely the set of targets internally to the ownership entity in order to figur
out more realistically the impacts they might have on the individual civil
ASNDIyGtaQ Y20AQ1GA2Y YR 0SKI @A2

In the same vein, it could als@ luseful to discuss potential targets for the
26YSNARKALI SyGdAade 6A0GK {h9aQ o2 N
the impact they might also have at SOE level.

Agree on targets with
government and other
relevant institutions

Itis also necessarytoANBES 2y (GKS 2y SNEKAL) §
institutions to which the ownership reports or which will be involved one V
or the other in assessing its performance. This might include supervising
ministries, the government, the relevant Parliamant committees and the
state audit institution.

This agreement on targets might be instrumental in ensuring that targets
O2@SNI ff GKS AYLRNIFYyd RAYSyaa?z
and are set at an appropriate level. Thisantedialoguewill also ensure a
more smooth review of performancex postand align expectations regardir
0KS 26ySNBKALI SyiAraGeQa LISNF2N¥YIyYy

Final targets should be clearly and formally agreed between the ownersh
entity and the government. It might also be advikathat relevant
Parliamentary commissions clearly adhere to the agreed upon set of targ
for the ownership entity.

Disclose overall targets

The overall targets of the ownership entities, as agreed with the governm
should be clearly disclosed. Thidl include a clear indication on the
ownership website, a reference to the initial targets in the aggregate repg
and regular communication during the year by the ownership entity.
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1.4. Defining and reviewing SOE mandates

48. SOE mandates are simple and brief descriptions of thelbigH objectives and missions of an
SOE in the long ru®&OE mandates might be described in tlaeficles of associations eelevant

statutory laws.SOE mandates are relevant migsh the case of fullpwned SOEs. In the case of partially
26ySR {h9asx GKS adrdS YAIKEG y20 0S Ay | LRaAlGA2Y
objectives or fulfill missions. It might give some direction but as a significant sharehottldrrangh the
dzadzl £ YSOKIFIyAaYyYada 2F aKINBK2f RSN G O@nkd®OEsd ¢ KA A a

(0p))

a

49, SOE mandatassually define the main line of business. They also provide some generic indication
regardingthe ambition in terms of market leadership, quality of service or innovation (cf7hdbhey
could also set some broad goals or constraints in terms of financial sustainability and sometimes include
some form ofpublic services ansocial obligations ocommitments, such as related to employment
issues. SOE mandates thus quite often clearly show a mix of commercial and policy objectives.

50. These mandates or missions aadigt over a long period and are dgted ony in case of
fundamental change of mission.

51 Defining clearly the mandate of eatfully-owned)SOE is necessary to build up appropriate
accountability, to define and limit the scope of public servimesther specialobligations and as a basis
F2NJ RAa40OdzaaAy3d Y2NB ALISOATAO GFNEBSGa FT2N GKS O2YL

52. These mandates and overall objectives should be disclosed, as asked for in the Guideline V.E.1.
G{ h9a adofedrtrt&ial Ribrénation on all matters described in the OECD Principles of Corporate
Governance and in addition focus on areas of significant concern for the state as an owner and the
general public. Examples of such information include: A clear statemée public of the company
objectives and their fulfillmeat ®

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

Canada Post Corporation / Canada. Mandate: Tooperat e Canadads pos tsudtaininghasisi ¢
with a standard of service that meets the needs of Canadians. Vision: To be a world leader in providing innovative
physical and electronic delivery solutions, creating value for customers, employees and all Canadians. (Crown
Corporations Annual Report to Parliament, 2005, p. 161).

Posten Norge AS / Norway. Norway Post aims to fulfil its societal and operational obligations in a sound, cost-
effective manner, and with these parameters effectively administer t he St ateds assets and
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 ends profitability target is 10 perce
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)

53 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 ishteck existing legal documentghich
existing either define the missions of SOEs or provide the general framework to do so.
documents

Drafting the
mandate

Based on these legal documents, the owsiep entity could work out aappropriate
formulation or redefinition of fully2 6y SR { h9aQ YI yRI iSao®
be in charge of this drafting, especially whenever the number of SOEs is too large.
case, the role of the ownership etytiis to review the proposed mandates and check
that they are in line with state overall objectives.

Anyhow, this mandate clarification or formulation should be based on an appropria
discussion with the SOE Chair and should be reviewed by the SOEdeaslite a
common understanding.

Drafting a
statement of
priorities

SOE mandates should also give some clear indication of how to articulate theoffade
between commercial and policy objectives.

To do so, ownership entities couldaft & & 4 | S YpBoyftiésk (exarfiple of Canada,
box 8). These documents serve, for a fixed period, to clarify the SOE mandate and
potential conflicts on objectives, to inform the SOE on government strategic prioritie
and to achieve consistency regarding the governmeitrjties, SOE policy objectives
and performance expectations by formalizing these expectations. They could be
instrumental in ensuring mutual understanding between the ownership entity and tk
SOE board on a set of hitgvel expectations. They should alsmvide the framework
for the development of more specific corporate plans.

Public
disclosure

SOE broad mandates should fngblicly disclosedThey should be posted on the
AYRAGARdIzZFE {h9aQ 6So0aAirisSa yR Of Sasitfed
AYUSANIGSR Ay (KS 2y SNERKALI SydArAdeQa
the session reporting on large individual SOEs.

a2NB aLISOATAO R20dzySyida adzOK Fa a{dal {
between the ownership entitand the board chair may remain undisclosed in cases
involving commercially sensitive information.

Regular
review

Mandates or broad objectives for each SOE will need tebewed regularlyto
maintain their relevance and consistency with the overall feamark and economic
environment. Boards and the Parliament should ensure that SOE mandates are ke
NBf SGIryild (2 GKS 3I3208SNYyYSyiQa L}RftAode 32
box 9).

Mandate reviews could be done whenever a major changedrsthategy, the market o

political environment makes it necessary. Different types of mandate reviews could
done, varying in terms of depth, inclusiveness and costs:

1 some might be done internally, i.e. by the SOE and the ownership entity wit
limited public input;
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9 others could be conducted by independent panels (appointed by the owner
entity) with full public input and contracted experts;

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

The choice betweerhese different types of mandate reviews will be based on their
relative advantages (in terms of depth and openness to public debate) and related

It is nevertheless necessary to ensure that these mandate reviews happen periodic
and systematical (2 YIFIAY(dl Ay GKS NBf S dlisgisthe 2 7
O2NLIE2 NI A2y Qa 2LISNI GAYy3 SYyGANRYYSyYl |

Consultation | Mandate reviews should be carried out by the ownership entity thgewith high level
with officials from the SOE concerned. They should also review whether the SOE is doi
stakeholders | what it is supposed to do and whether it needs to have new or changed objectives.

concerned
In order to ensure that the mandate review will address all relevssuas, it is also

good practice if the ownership entity engages in doing so witstaleholders
concerned including the Parliament. Mandate reviews should be done in a transpal
manner and their results reported to all concerned parties.

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 6s agenda. To that end,ast mat Mii miest d ro r o fE DICn tt ¢
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 beenaskedt o support the Governmentos international
ASecuring Canadads Plaice in the U.S. Mar ket
ADeveloping Trade and Investment Links with China, India and Brazil

In addition, EDC has been asked to consider how it might expand the tools available for equity financing.
Similarly, the Government and EDC will consider how the Corporation can assist Canadian business to develop
promi sing technologies that wild.l e n h an cgy an@ eommeicializationp 0 s |
leader. Finally, the Minister has asked that EDC make full use of its capital in support of these objectives, while at the
same time continuing to manage its operations on a self-sustaining basis.

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

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

Box 9. Description of a mandate review

In its 2000 Report, the Auditor General of Canada n




mandatory and systematic mandate reviews. Other carried out such reviews on a generally ad hoc basis, and many
reviews did not engage the Treasury Board, the respon
The Report thus recommended the government to develop Guidelines for conducting mandate reviews.

In its 2005 review of progress made, the Auditor ge
reviews are still the exception, and the reviews are
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.
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1.5. Identifying, costing and funding public services and other special obligations

54, ¢ KS DdzA RSt Ay SiadsomN&as2sISOKEd af expéctedito fdifill special responsibilities

YR 20t A3FGA2YE F2NJ A20ALE FyR LldzofAO LRfAOE LldNL
for commecial activities 6! yy 2 (| (A 2y & “DrteAQiSdines/i&uire thesatobligdtiishs ta 1 0

be mandated by laws or regulations, to be disclosed to the general public, and their related costs to be
O2@SNBR Ay | (NI yaLl NBofdlionydsy ifedtiaithatcsntpenbativh shBuldbe/ S a Q
6structured in a way that avoids market distortéh

55. It is important to clearly indentify public services and other special obligations as they usually
haveasiyAFTAOLFIyid AYLI OG 2y {h9aQ LISNF2NXIyOSod LYRSSR.
KAIK FyR (GKS&@ IINB 2FG4Sy KARRSY 2N 4 tSrad yz2id S
allows more transparency on the risks facedby SBES.Y G A T Ay 3 Of S NI & a&aLISOAl
them adequately and disclosing relevant information allows an informed public debate about their
relevance, budgetary implications as well as distributional consequences.

I
t

56. ¢KAa ARSYGATAOFIGAZ2Y YR 02aGAy3 2F GaLISOALE 2
requires time, method, and a good deal of discussions and negotiations between the ownership entity,

the SOEs themselves and in many cases alscarglstakeholders. It is however a necessary step to allow

a clear discussion on SOE objectives and performance.

57. A preliminary exercise for the state as an owner is to agree on a definition of what constitutes a
GRSOALFE 20f A3l GA2YE D ¢ KSspBcialSespaibilifids Brifl BbligatonsioK S D dzA R
a20AFf YR LMzt AO LIRfAOE LlzZN1}RaSaXxX odKFdo Yleg 32
activite€ 0 YA IKG ySSR FdzNI KISANG yS-Etl 0A2yNI (i AZ2LYS QiA2T A5 (22LASyNT N
environment.

5. ¢KS 2¢gySNAKALI SydArAde akKz2dzZ R GKSy |al {hoa Gz
agreed definition.

59. {h9a aK2dzZ R (GKSYy LINPOGARS AYTFT2NXI A2y 2y (KS
2y I O2yaraiasSyid YSGUKz2R2ft23@o LG Aa ySOSaal NB G2
20t A3l GA2Y &¢I | ancksinperiofmanceNiasdrs SBmohg/SOBsy makirg i S
benchmarking easier.

TIK ~

60. This mapping exercise is necessary to agree on what are the existing special obligations. On this
basis it is possible to have an informed disgion firstly between the Parliament and the ownership

Syiade 2y GKS NBtS@OIyOS 2F (GKSaS aaLlSOArE 20f A3l
SOEs on their performance objectives. It is important that there is a clear discussion firstigther or

10 ¢tKSaS 4alSOAlf 206fA3lGA2yaé 2FGSy AyOfdzRS aaSNIIAOS
I 2YYAaaArAz2y Ay AlGa G2KAGS tFLISNI 2y { SNIBAOSE 2F DSyS

1 Doing so would also allow EU member countries to be in litie te 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 astate aid, thus not notified to the Commission, as long as the enterprise has been required

to fulfill these obligations, parameters to evaluate the compensation are stated transparently, objectively

anda priori, compensation is not excessivis-a-visrelated costs, taking into consideration related
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not the targeted objectives are still relevant. It is then necessary to take a step back and consider for each
of these special obligations whether or not the objective targeted could be achieved through other
mechanisms having less impact imnes of market distortion or SOE efficiency, such as direct subsidies,
procurements or regulatory devices. Discussion on funding mechanisms for these special obligations (as
described below) could also lead to less distortive mechanisms than subsidized tari

61. Ly LI NYtfSt (42 RA&aOf2aAy3d daalLISOALE 206t ATl GAZ2Y2
RA&AOt2aS alye FAYFYOAlIf FaaAiradlyoSs AyOtdzZRAy3a 3Idz
Dealirg both with special obligations and special benefits or financial assistance is essential to ensure a

Gt SIKSHeAy3a FASEIRE gAGK GKS LINAGFGS aSOdl2N®» LG Aa
I.C, dealing with application of laws, anf, Idealing with access to finance. This may be done through the

RSOSt2LIYSyd yR AYLX SYSyGlridAzy 2F + aO2YLISGAGABS
62. However, each step gives rise to some complex issues andafésle
Main steps Brief description

Agreeona |! adzZr ffe& GKNBS YFIAYy OKFNIOGSNRaGAOa |
definition of | box 10):

G & LIS O/
20f A3 T to be specifically required by the government;

1 not to be undertaken o the basis of a purely commercial decision;
9 to achieve effectively a social or policy benefit.

This still leaves a number of issues open and there is usually scope for interpretat
when these criteria are applied to a practical case. Ambiguities vétl te be solved,
sometimes on a casiay-case basis. They relate for example to the following questiq

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

T What would be the decision of the SOE based on purely commercial grou
or, more approprigely, a commercial decision of a good corporate citizen?
answer is not necessarily cleemt. For example, special obligations will not
necessarily include all lossaking products or services, nor would it general
include corporate sponsorships ohifanthropy. All can result from appropriat
commercial decisions, based for example on marketing considerations or
capacity utilization rationales.

1 What constitutes an effective social or policy objective? This could include

12 tKAa aSO0A2y RNIga& KSIQGAf & FTNRBY (KiSthisisgelintluding | y F2 N
LI NI A Odzf F NY¥ & &/ 2YYdzyArAté {SNIBAOS hofAadldazyas {2YS
G/ 2YYdzyAGGeé {SNBAOS hotAdlrdAzyay t2t A0ASa FyR t NI Of

February 1997.
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requirements aimed at fulfitig vertical equity objectives (such as targeting
specific disadvantaged groups) or horizontal equity objectives (such as
universal provision of services).

G{LISOALEt 206ftAAlLGA2ya¢e gAff (GKdza & LA
a service nan affordable or unified price below their effective cost, to grant specifig
price concessions to targeted groups for redistribution purposes, or to use specifi(
inputs with constraints or conditions not applying to private sector firms.

Mapping
existing
G a LS o)
20t A3

| effective discussion on their objectives and performance (cf. the Public Service

Based on the agreed upon definition, the ownership entity should, in cooperation
{h9o9az YI LJ SE)\au)\;/EI GalISOALFE 206t A3 GA
{hoa 2y 6KI O2yaidAildzi S int&té&pxoMards ansiBing &t

Agreements in Italy, box 11).

This is not a straightforward exercise and will in many cases require discussion,
including with stakeholders. Sonagtivities undertaken by SOEs might be considerg
Fd GaLISOAlLT 20ftA3FGA2y&a¢ G6KSNBlFA GKS
practices. The ownership entity might announce a timetable to complete the
ARSYGAFAOIGAZ2Y YR NEGABR OARAYALIS FA IA
concerned parties to complete the review process.

A first step is for SOEs to submit to the ownership entity and related portfolio
YAYAAGNRSAE | fAad0 2F ¢KIFIG GKSe& O2yaa

The ownership entity tén reviews the submissions and assesses which proposal W
I OOSLIWISRET A®PSd FdzAf FAE Fff NBIdzANBR O
includes discussion with other concerned portfolio ministers. These latter might tal
the opportunty to evaluate the existing arrangements and review the specification
a021LIS 2F (KS&S aGalLISOAlf 206fA3IlIGAZ2YAE
GKAOK (KSasS aalLlSOALft 206fA3aFdA2yaé | N
caiSa (2 RAaO2yGAydzsS 2YS aallSOAlLft 2o

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

Evaluate costs
2F aald
20t A3 1

aSl AdzZNAy3 GKS O2&0G 2F GalLBOALf 20fAd
It is trying to evaluate the opportunity cost of the resources used to fullS & S ¢
26t A3l GAZ2YyEEd | O2Yvyzyte NBO2YYSYRSR
FLILINEEAYEFGAR2Y 2F YENBAYEE O02ai +FyR I

CKS 26ySNBKALI SytuAade akKz2dZ R Fal SI OK
obligg tA2ya¢és AYRAOIGAY3I 6KAOK YSUK2R K
information to justify the estimations. Alternatively the ownership entity could also
mandate a costing methodology.

In most cases complexities arise and the method will have to be adaptedcaseby-
case basis. Difficulties are linked especially to capacity levels with estimations bei
principle based on pealwad capacity. Specific issues are also raised in industries




characterised by long run decreasing costs, which is often the foat SOES in
infrastructure industries.

In practice tradeoffs will have to be made between precision, and time and resour
used to evaluate these costs. The capacity of the accounting systems to disaggre
cost information has an impact on the preion and reliability of estimations. The
difficulty of the exercise also depends on the clarity and precision of the directive
received from the government, i.e. to which point they give rise to interpretation.
Compromises will most probably vary from dndustry to another and criteria
including administrative simplicity and efficiency implications will have to be
considered. Therefore, an industby-industry approach to measuring the cost of
GALSOALE 20f Al GA2yae O2dd R 060S RS@St

Where there are ginificant difficulties involved, such an exercise need not be
undertaken every year, but could rather be undertaken every four or five years, w
simpler methodology adopted to roll forward the cost estimates in the intervening
years.

Review existing| Once existing special obligations and related costs have been clearly identified, it
obligations | necessary to do a systematic review of their relevance and effectiveness, in order
make the political decision regarding these special obligations explici

Such review would first aim at discussing whether these objectives, be they socia
NBflFGSR (2 SYLIX2eYSyid 2NJ NB3IA2ylf RS

This review would then assess to which point these special obligations could be
replaced by othemechanisms that would achieve the same objectives at a lesser
more effectively and/or without having the same impact in terms of market distorti
and/or SOE efficiency. It could be the case that social objectives, for example, wo
achieved moreefficiently through a direct subsidy to the targeted population,
procurement processes or other regulatory mechanisms.

Special obligations must become the result of a shelught process and explicit
political discussion, rather than a historic liabiyNJ a FF A G | 002 Y LI

Decide on The Guidelines recommend a transparent funding of special obligations to make t
funding costs explicit. This allows an efficient monitoring of SOE performance and an info
mechanisms | debate about their relevance. Thayso require that they are funded from the state
budget, using mechanisms avoiding market distortions.

Among different funding options, direct funding from the state budget provides the
most transparency, makes the costs explicit and avoids distortibessures that
related costs are subject to public scrutiny and spreads the costs over all the tax
payers®. It also creates the possibility for competition among different suppliers. In
i KA OFasSs GKS TFTdzyRAy3I OFry 3Irag82¢él 0K

3
ORAZO02dzy SR (I NRFFaxo FTNRY GKS {hoo

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

capacity to raise taxes, particularly at different state levels in federal countries, might thus have an impact
on the choice of a funding mechanism.
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provided from a norcommercial to a commercial one, with positive incentretated
02y aSljdzSyO0Sad CNRY (KS aAyAhadil Negpat tHiS
creating competition among different potential suppliers.

' y2GKSNI O2YY2y FdzyRAy 3 2LJiA 2% seenmsl OOS
equivalent to direct funding in terms of financial ergbsult, but basically takes the
funding out of the bdget process, so reduces accountability. Other funding options
such as levies on users, cash transfers or voucher systems present different sets
and cons’. Crosssubsidies are to be avoided as they reduce transparency and as
might significark @ A Y LI ANJ LJdzof AO &AONHziAye 2@SI
20f Al GA2yaédd a2NB20SNE (GKSeée KI @S- yS
padding practices. They are only sustainable in a monopoly occoompetitive
environment and so act as anrdiment to competitive industry reform.

LYy 2NRSNJ (2 SyO2dz2N» 3S Y2NB STFAOASY
YAIKG 06S IAGSYy (2 FdzyRAy3d GKSY 2y (K
structures. Whenever possible, best ptiae cost levels should be established based
industry and/or international benchmarks.

LY 2NRSNJ (2 RYAYyA&a(dSNI KA&a RANBOG ¥
might be developed whereby the government specifies clearly the nature setteof
GalSOALEt 206t AAlFGA2yaeds GKS AYRAOLF (2N
mechanisms applied in compensating SOEs for related costs.

Monitoring It is important for the state as an owner, as long as it asks SOEFth ful & & LJS

GallSoA206ft ATrGA2Yaéd YR 02YLISyalrisS GKSY ¥F2N|
20t A3
This could be done through the overall process for setting objectives and reviewin
SOE performance (cf. following sessions). A specific review coulbleatarried out
separately. Other concerned department and stakeholders might be involved in th
monitoring process.

An alternative method is to have the funding provided to a relevant line Ministry wi
GKSYy O2yiGNI OGa ¢AldK (XSt N9l N2y RS f AKX
approach are that: it turns a necommercial objective into a purely commercial

arrangement; in doing so, it increases the likelihood of competition in delivery; anc
NEY2@Sa GKS Y2y Al2NRyZo 243 KIS yRESE ATAGY
entity that would have no particular interest or expertise in such matters.

Disclose specia| In parallel with disclosing and funding transparently special obligations, it is also
benefits or necessaryhat any financial assistance from the state to SOEs is clearly disclosed.

1 i.e. explicitly identifying the cost, but not providing cash funding, and instead acknowledging the lower

rate of return through the performance monitoring process. Another major problem with this approach,
besides reducing accountability, is that it is oftert sostainable, particularly in infrastructure industries.

In these sectors there is often an excess of cash on a yearly basis because the costs are largely book costs
related to the depreciation of fixed assets for which investment is lumpy. In this gasescash flow is

dza SR (G2 FdzyR GKS GalLSOALE 20ftAIrdA2yae AyadaSrR 27
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Commission, Chapter 6.



financial double disclosure will allow informed discussion on objectives. It is also necessary
assistance | order to ensure a levgblaying field with the private sector.

Box 10. Definition of Community Service Obligations in Australia

AA Community Service Obligation arises when a gover
activities relating to outputs or inputs which it would not elect to do on a commercial basis, and which the government
does not require other businesses in the public or private sectors to generally undertake, or which it would only do
commercially at higher priceso.

Sources: ACommunity Serviteo®hligabsonsg Somefdefling i ssues?g

Box 11. Public Services Agreements in ltaly

Special obligations for SOEs providing services of general interest are usually set forthinthei Publ i ¢ Ser v
Agreemento (AContratto di programmaodo) signed by the ¢
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 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
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products or services. There again a number of different allocation methods could be used. Fully distributed costs are
consideredas fAfairo but tend to overestimate cost s. This m
average and marginal costs in the case of infrastructure industries. It is appropriate when the cost functions approach
constant returns to scale.

Avoidable costs: includes all costs associated with an additional block of output, including variable and capital
costs whenever additional capacity is required. Actual costs should be considered, even if they might differ from best
practice. The evaluation also takes into consideration capacity utilization, with avoidable costs calculated at peak-load
capacity to include capital costs inferred by the fAad
o bl i g aAvoidablesasts increase with the size of the incremental level of output to be considered, as more capital
costs might thus be considered as favoi dablren@andloAg-rchi st i
avoidable costs, the latter allowing incorporating additional capital costs. A related question arises with the estimation
of capital costs and the appropriate rate of return to use for measuring the opportunity cost of capital. In some cases, a
mark-up might also be added to avoidable costs to reflect a contribution to common costs.

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

scale and scope. They result in significantover-e st i mati on of the real cost of i
Sources: ACommulhi ¢yt i Semwv,j co®@®d definitional, costing and
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



http://www.ncc.gov.au/pdf/PIAg-004.pdf

1.6. Defining SOE objectives and specific targets

MACROBUTTON NUMBER&SG Objectives documents are fdamental for the accountability
framework for SOEs. They should be relatively short documents clarifyirdgligrexpectations and

specific objectives agreed upon between the ownership entity and the SOE boards. In most cases, and
particularly for partifly-owned SOEs, the objectives of the company will have to be duly approved by the
general shareholder meeting. The state will have to exercise its shareholder rights but will not be more
than a significant or controlling shareholdémn.case of listed SGEa lighthanded touch is required as

there is partial market for corporate control. Market mechanisms then apply, as well as listing regulation.
This session thus concerns mostly fulyned SOEs.

“Z

64. Itiscruciall KI 4 GKS 3I320SNYyYSyiQa SELISOGIiGAZ2Yya 2F GK
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etc. They might have different legal status according to countries and in many cases are only

G dzy RS N& 0 | yWihtypigailyscobtaid tkeSadlowing information:

(V)]
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[

9 abusiness description and a mission statement;
1 elements ofthe corpaate vision and the overall objectives of the SOE;
1 a statement of accountability (including reporting obligations);

1 based on the praeus elementsbroad expectations on financial and nfinancial performance
with related performance indicators

 anestvl GA2Yy o0& GKS 02FINR 2F GKS O2YLIlyeQa @I f dzS

65. In most cases objective documents and related specific targets will be developed on a yearly
basis. However, another option is to set up targets into a two to four yieanse, with control on
performance still being done yearly (ref. box 14 in Switzerland).

Box 14. Setting objectives in Switzerland

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

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

From now on, the Federal Council, in its role as owner, should manage all independent entities by setting
strategic objectivesé Strategic objectives enapiseretatedt e
directives, and the outsourced tasks, through task-relatedd i r e c t i v e s éelakd directivesrdefisegamong
other things, commercial policy priorities and aim to consolidate or increase the value of the enterprise. Task-related
directives establish priorities for the performance of tasks or the use of any indemnities paid.
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At present, the Federal Council already approves strategic objectives for enterprises active on the market without
consulting Parliamenté Parliament wil/l no |l onger have
the aim here is to ensure proper separation of powers and responsibilities of the legislative and the executive.

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

Source: Corporate Governance Report, 2007.

66. The quality and usefulness of objective documents might vary a lot dogai@lthe quality of the
objective described and the relevance of the performance indicators agreed(aparext session 1.7).
Financial objectives and related performance indicators allow measudhgwing-up and asse$sg

{ h9adQ LINE Fiehay anal sk [RvéTde&finaBcrafobjédtives are aimed at replicating the discipline
that market mechanisms, including the threat of a takeover, would exert over the CEO and board
members of a firm in the private sector, and to build a competitive néw@n&ironment(cf. box 15)

Box 15. Purpose of financial targets for SOEs in Sweden
The purpose of financial targets from the perspective of the owner is to:

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

8 Achieve efficient use of capital by clarifying the cost of capital;
8§ Keep the companyé6s risk at a reasonable | evel
8§ Assure the owner sustainable and predictable dividends taking into consideration the compa ny 6 s

future capital requirements and financial position;

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

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

67. Among financial objectives, anyobjectives documents include (sustainabie)ividend

objectives¢ KS f S@St 2F LINBPLRAaSR RAGARSYR&a& FAYa |G | OKA
within an agreedime frame. It should thus be based on or driven by the optimal capital structure, the

level of current profitability and any planned future capital expenditure. A possible avenue to define the
targeted or optimal capital structure is to use a credit rategchmark. The optimal capital structure is

the one that provides for an appropriate credit rating, while at the same time imposing a discipline on the
SOE to optimize efficiency (cf. box 16).

16 A focus on dividends mustkie the caveat that dividend levels are sustainable, to avoid free cash flows

being used to sustain state finance at the expense of appropriate capital investment or balance sheet
management.



Box 16. Credit rating benchmark in New-Zealand

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

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

68. It is also useful for the objective document to include rastiion by the board of the company

value. This estimation should be provided with relevant information on the methodology used for the
assessment and on the basis for any assumptions made. A recommended methodology is the one based

on discounted cash flowd he value assessment could also be done or reviewed by an external advisor

with specialised valuation expertise. It would nevertheless have to be endorsed by the board, as it is
SELISOGSR (2 aKI @GS +y 2y32Aiy3 dzy RSisbréd angtReleffeatin2 ¥ 02 Y
GSNxYa 27F Syl SondadtJihe Galu@dstimdrSréshould not be necessarily published. This

could be sensitive information, especially in case the ownership entity is considering carrying out a share

sale in the near futxe.

69. Objective documentalso increasingly include performance indicators for-financial and

public policy objectivesncluding public services and other special obligatidiese are more difficult to
clearly define and tend to be undeemphasized. Instead of clear ndinancial objectives with related
indicators, some objective documents only provide strategic directions.

70. {2YS Y2NB GaldNHOUGIARI 6 KS2hp@aSOLABDSATE HRSI OSRLIG Y &
management, could also be added. These could for example cover the quality and effectiveness of

boards, the existence and effective work of audit and risk committees, the quality of the human

resources policy,te. Specific objectives given in this regard could support an overall and gradual
AYLINROGSYSYyUOd Ay {h9aQ 3F20SNYylyOS Ay GKS YSRAdzy (SN

71. Finally, alongside with objective documents, SOEs could be asked by the oywmeetity to also
submit their longterm plans. These long term plans will provide the basis and the framework for
discussing their strategy and yearly objective documents.

72. The objective documents are shared do@nts between the ownership entity and the SOE

board. They are based on the corporate plans, which are purely board documents. In some cases the
objective documents might be the corporate plans themselves. Where they contain commercially
sensitive informatin, a publicly available version should also be prepared that excludes the commercial
in-confidence material. This sensitive information could include estimation of the SOE value.

73. The development of an objectivdlocument/annualtargets/corporate plan is usually the main
instrument for conveying objectives to the corporation. It is generally a collaborative process with
ongoing communication between the SOE itself (its board and CEO) and the ownershifrastity.

r /1 a!'!'s ahsySNDa 9 E LIS Oined Bnergriss, 20 I0¢fatmr 2007F 2 NJ { G G 8
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Guidelines recommend the board to be involved in this process as it is accountable for the SOE
performance (Guideline VI.A.) and should carry out its function of strategic guidance, subject to the
objectives set by the government and the ownership entityid@8line, VI.B.).

74. It is useful to formalise the process of developing objectives documents through either
legislation, regulation and/or a protoc(df. the NewZealand process in box 17his is instrumental in
clarifying the requirements in terms of content, timeframe and respective responsibilities and powers.
One important question which has to be decided upon in such a formal document is who has the final
word in case of disagreement.

Box 17. Negotiation of corporate objectives in New-Zealand

The main steps in the business planning cycle are:

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

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

T Following the delivery of the boards6 outlook and bu
prepare a report on these docume ndemstiod. Draft SClhare dslikeaed e h o |
together with the business plans. The SOE Act, the CRI Act and other relevant company-specific legislation require
boards to deliver their draft SCls to shareholding Ministers at least one month before the end of each financial year;

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

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

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

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

i Shareholding Ministers table the finalised SCls in the Parliament.

= =

Sources: Corporate Governance of State-Owned Enterprises, A Survey of OECD Countries, OECD, 2005. Reporting Requirements of
Crown Companies, Ownmeal Setiofc4xlp Hew Zealand COMAW a
(http://www.ccmau.govt.nz/PDF/OEM%20Final%20Version_310502.pdf).

75. Developing objective documents is a complex task which requires industry knowledge as well as
strong finanéal modelling skills. It also requires a certain level of operational experience to determine the
key levers of performance and the time frame in which it is reasonable to expect results. The combination
of this industry knowledge, financial capability asjkrational experience should be present in SOE

boards, and reflected also within the ownership entity to allow informed and balanced dialogue on the
development of objective documents. To negotiate as an informed owner, the ownership entity should
develg appropriate knowledge of the industry, based on research and analysis as well as the history of
dialogue with and feedback from the SOE boards. It could also seek inputs from consultants or other
experts.

76. The wivole process of defining and agreeing on objectives raises also important questions about
the respective roles of the board and the ownership entities. The fact that objectives have to be officially
approved, and that in some cases boards might not evee ba final say in case of disagreement, can

be perceived by the boards, and rightly so, as an usurpation of their authority. This could also lead to



reduced accountability by the board, especially when strategic issues are addressed. It is thusocritical t
ensure an appropriate definition of respective roles in the process of defining objectives and ensures that

it will maintain appropriate board accountability.

77.

The following table describes main steps in deveigmbjectives documents:

Main steps

Brief description

Communication
of high-level
expectations

To clarify the relationship between the corporation and the responsible minister,
could be useful for the government to communicate on broad strategic titreand
expectations for the year.

by b
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Interpretation of

The draft objective document is developed by the SOE board (with senior

high level management) based on high level objectives defined in the SOE mandate and
expectations | communicated by the ownership entity.
into main
objectives The ownership entity will define priorities and interpret policy pities. SOE boards
will have to seek clarification and question the ownership entity if needed.
The SOE board should determine the main and specific objectives allowing the
fulfillment of the SOE mandate as well as the government policy priorities and hi
level expectations.
Develop Please refer to the specific session 1.7. for more precise guidance.
relevant
performance
indicators
Put in place | Appropriate information systems should be put in place to collect accurate and
appropriate reliable data necessary for calculating the indicators. Automatic extraction form
information existing management applications is a useful way of cutting the costs while incre
systems reliability.

Develop a draft
objective
documents

SOE boards will develop a draft otfjee document describing main objectives for t
SOE, key performance indicators and specific, often yearly, targets.

It is useful that the stated objectives are accompanied by comments allowing to:
justify the choice of indicators associated with it;

comment on previous results;

= = =

explain the choice of a target;
1 mention the main levers of actions to achieve the objectives

The first draft is submitted to the ownership entity.
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Informal
negotiation of
the draft

Boards are expected to enter into a proce$slialogue with the ownership entity to
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state shareowner is not possible or strictly regulatedase of partialppwned SOEs.
as this would breach the principle of equitable treatment of shareholders.

This informal negotiation could be done at different stages of the draft developm
The process will be mostly informal and cannot be definestigely, but it necessaril
involves intensive contacts and information sharing between the ownership entiti
and SOE boards. There could be a round of discussion and negotiation through
more meetings to discuss high level summaries and more desdldetailed
documents with the ownership entity.

This informal negotiation is key to building consensus and ensuring clarity about
SOE mission. The boards are driving this process on the SOE side. It is their

responsibility to seek clarification frothe ownership entity and/or play a challengir
function. Both the ownership entity and the SOE need to ensure that statements
objectives are specific enough and provide clear and relevant targets to be achig

A second draft is then agreed both by $#@E concerned and the ownership entity.

Formal
comments

It is important that the ownership entity provides relevant comments on the draft
objectives document received from the SOE. This should be done either directly
the ownership entity or by the Mister, which would have been informed on key

aspects of the plan by the ownership entity. This could allow the Minister adjustir
the document to better reflect government policies and priorities.

SOEs should receive formal feedback on their draft objectocuments within a
defined time limit. However, this obligation for the ownership entity to provide
formal feedback should not lead to focusing on minor issues which would derail t
attention from the main aspects and most strategic questions (refexdt@ces on
how to review and challenge SOE corporate plans in Canada, box 19).

The absence of comments might send an unclear message (example of Canada
20): either the ownership entity effectively understands and agrees with the draft
document, or itis unable or unwilling to comment on it. Reasons for weak feedba
from the ownership entity may include the lack of knowledge about the commerc|
dimension of SOEs, a lack of understanding of their competitive environment, lag
time and resources tdevelop informed comments, or even incapacity to read and
interpret properly financial documents.

Official approval

Once agreed between the SOE and the ownership entity informally, the objective
document might be approved formally on both sides:

1 onthe S@& side, the objective document will have to be duly approved by
general shareholder meeting.

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

The shareholdeMinister should also ensure that the objective document is
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In some cases other ministries, and primarily the Ministry of Finance, might also
to approve the objectig document or parts of it. This could be the case, for examj
when the levels of dividends or borrowing plans might impact the state budget.

Clear In addition to being approved by the general shareholders meeting (if it exists), a
endorsement | orderto give it more weight, the objective document could also be formally endor
by the board and senior management.

Tabling in According to different legal and administrative framewaorks, objective documents
Parliament might also have to be tabled in Rarhents within a specific timeframe.

Objective documents might be tabled in Parliaments as such when they are simg
and relatively short documents. When they are-fiddged corporate plans, only
summaries might be submitted for confidentiality concefesample in Canada, box
21). In this case, there is a tragdff to be made betweemx anteaccountability and
competitive concerns.

Public disclosureg Objective documents could be disclosed on the SOE websites as well as on the
20YySNBRKALI Sy.iAGASaQ sSo0aArisSa

Box 18. Letters of expectations in British Columbia

In the British Columbia model, the minister responsible for the Crown corporation, as the representative of the
government, communicates broad strategic direction and expectations as determined by the Cabinet. This direction
and formal expectations for the Corporation are commu
by the Crown corporation boar do s identfiasiactiona thedgoveranteet witake 1o i
assist the Crown corporation in achieving mandate and operational objectives. The minister responsible for the

corporation is the voice of the gover nment recti@yndphe ayi n
government 6s expectations of it, the minister is refl
accountability for the corporationds actions. I'n this

communicates formally and publicly the performance that the government expects from the corporation. The board is
responsible for governing the corporation within that framework.

Source: Office of the Premier, Province of British Columbia, Exhibit 7.3 in Chapter 7, p.13, Report of the auditor General of Canada i
February 2006.

Box 19. Advices on how to review and challenge SOE corporate plans in Canada
Based on 1996-2000 reviews, the review of the governance of SOEs by the Auditor General advises the
government to review and challenge the corporate plans by asking itself a series of typical questions, as follows:
1 Has the corporation properly interpreted its mandate?

T Are the corporationds o0 b jappcopriate and do itspérformaneedndi@®rs a n
provide a strong basis for holding it in account?

1 Are the trade-offs the corporation has made between its commercial objectives and its public policy
objectives reasonable?
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1 Do its performance targets sufficientt y fistretcho the corporation?
1 Has the plan taken government priorities into account?

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

1 Has the corporation met its past performance targets?

T Isthere a need to assess whether the corporationéds

Source: 2000 Report of the Auditor General of Canada, Chapter 18, Governance of Crown Corporations.

Box 20. Weaknesses in commenting on draft objective documents in Canada

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

However, this represents a significant improvement from previous rounds of special examinations carried out by
the Auditor General, as: (i) 62% of SOEs had significant deficiencies in corporate and strategic planning and/or
performance measurement and reporting in 1984-90; (ii) 78% had significant deficiencies in this area in 1990-96.

A review of progress made since the 2000 Reportofthe Audi t or Gener al has fddoackdrdm
the government on corporate plans is still limited. Neither the Treasury Board Secretariat nor the applicable
departments have clearly defined their respective roles in the process for reviewing and approving corporate plans or
assessed the capacity and skills needed to fulfill their roles6 .Manfy Crown Corporations still are not setting clear goals
and indicators of performance for their public policy objectives. Some deficient corporate plans are still being
approved.o

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

Box 21. Confidentiality issue regarding corporate plans in Canada

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

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

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

18 Report of the Aditor General of Canada, Chapter, Gdvernance of Crown Corporatioqs22.







